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Chapter 1

Introduction

N THE NOT SO DISTANT PAST, the provision of public services and tasks was a gov-
ernment responsibility, both at local and national levels. Service provision was
entrusted to public bureaus or public companies that enjoyed monopoly power.
This has changed dramatically since the 1980s. For about three decades now, the

provision of public services has been engaged in a process of intensive change, a process
which can be seen all over Europe. Privatization has taken place, markets have been
opened to competition, and entirely new regulatory regimes and administrations have
been created. The consequence is a broad spectrum of public and semi-public regimes
through which public services are provided.

In the Netherlands, this process of intensive change is to a large extent a consequence
of dissatisfaction with the performance of the government, a growing concern with an
ever expanding public sector, and at the same time a strong belief in the efficiency of the
market. Since the 1980s successive coalitions in the Netherlands have tried to achieve
a smaller public sector. Initially, this was reached by cutbacks. There were, however,
limits to the amount and extent of cutbacks that could be realized. Therefore, efforts
were made to address the problem alternatively by introducing market competition and
privatization. These measures were based on the idea that the private sector and the
market are better equipped to operate efficiently. These shifts were also in line with the
basic principles of the European Union: free movement of goods, services, capital, and
persons. Guided by these principles, the European Union has engaged in regulating mar-
kets of, for example, telecommunication, energy, and public transportation. Operational
conditions resulting from these principles are laid down in European Directives. The leg-
islative bodies of the members have a duty to comply with these. This has consequences
for the provision of public services at both national and local levels.

At present, many changes in the provision of public services have been implemented.
At the Dutch national level, one can think of the liberalization of the energy market, the
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introduction of market competition in the health care sector, and the autonomization
of executive units of central government such as in case of the Dutch Railways. From
July 2004 on consumers and small-scale firms can choose from which firm they want to
buy electricity. The largest energy consumers were already free to decide from which
procurer they would buy electricity. In July 2001 the green electricity market was lib-
eralized followed by the market for middle large firms and other organizations, which
had freedom of choice in January 2002. At present, the liberalization of the electricity
market is in an advanced stage, including market competition and freedom of choice
for all consumers. In the new structure, consumers themselves decide which provider is
best for them. The competition between the firms should lead to optimal performance.
Furthermore, the government expects market competition to lead to more creativity and
innovation. In January 2006, a new health care system was introduced. One of the
most important aspects of this new system is that health care insurers have to compete
with each other. Changing from one health care insurer to another should stimulate
the insurers to demand from the health care providers more efficiency and a better and
more patient centered health care. An operation which received much attention is the
autonomization of the Dutch railways in 1995. This was a consequence of the govern-
ment’s belief that the Dutch Railways did not work efficiently enough. Furthermore, the
European Union demanded the splitting up of infrastructure and exploitation of the rail-
ways. In the new structure the government is responsible for the infrastructure, while
the exploitation would be handed over to competing private firms. These changes would
enable competition on the railways. However, the plans have not been realized as in-
tended. The Dutch Railways still provide almost all public transportation on the railways
and the government intervenes by means of price setting.

At the local level, we have seen changes in the Netherlands with regard to, for ex-
ample, re-employment services, home care and waste collection. In 2002, municipalities
were obliged to contract out part of the re-employment services to private firms. Com-
petition between private firms was expected to lead to more efficiency and customer-
oriented service provision. As a consequence, the market of private re-employment firms
has grown. Since 2006, the 2001 obligation has been dropped, so that municipalities are
no longer under a duty to contract out to private firms. They can decide themselves who
provides re-employment services, private firms or a municipal service. Market competi-
tion was introduced for home care as well. On January 1, 2007 the Social Support Act?
came into force in all municipalities in the Netherlands. Under the Act, municipalities are
responsible for setting up social support. Before the introduction of the Social Support
Act, responsibilities were at the national level. The aim of the introduction of the Social

1. In Dutch Wet maatschappelijke ondersteuning (Wmo).

2



Support Act is to offer an opportunity to improve service provision to citizens and clients.
At the same time, municipalities have a duty to put the service provision out to tender.
Evaluations of these changes are not yet available, but they have already caused much
commotion. Local authorities question the high level of costs involved in the new way of
providing home care and consumer organizations and politicians fear for the quality of
the care provided, due to the fact that the price is the initial award criterion. The institu-
tional changes in waste collection is of an earlier date. Since the 1980’s, especially small
municipalities started to contract out the service of waste collection to private firms or
have sought cooperation with other municipalities. Large municipalities choose among
a variety of modes of governance, ranging from contracting out to private firms to in-
house provision. This leads to a broad spectrum of public and private providers in waste
collection.

Both scientists and politicians paid a great deal of attention to these and other de-
velopments of liberalization, deregulation and privatization. From different perspectives
and disciplines, divergent and sometimes contradictory analyses were made (Derksen
et al., 1999). A complicating circumstance is that some of them are strongly ideological
in nature. Two core issues can be observed in the debate. One issue is the level of effi-
ciency that can be and that is actually reached by the institutional changes. Some of the
changes described above have not lived up to expectations of efficiency improvements
and lower prices for consumers or citizens. For example, the repeated price increases of
train tickets. Or, of the many cases in which costs of reforming and costs of monitoring
were incurred that had not been taken into account in advance. In general, it can be
said that the efficiency of recent institutional changes is difficult to assess (Walsh, 1995).
Furthermore, claims that empirical studies find that contracting out leads to higher ef-
ficiency are shown to be not valid (Boyne, 1998). The other issue concerns the public
interests involved. The Dutch Scientific Council for Government Policy, for example, has
addressed the issue of safeguarding the public interest in the context of recent institu-
tional changes (Wetenschappelijke Raad voor het Regeringsbeleid, 2000). The Council
considers the question of whether or not the government is fundamentally the institu-
tion which should be exclusively responsible for the fulfilment of public tasks. It observes
that this is no longer obvious in a period in which privatization and autonomy of gov-
ernment bureaus are important developments. Private organizations, too, are charged
with the performance of public tasks and government organizations use private organi-
zation models. These changes are sometimes successful and sometimes not. Important
in this respect is the way in which the public interest is defined. Van Wijnbergen (2002)
discusses the ill-considered manner in which government has sometimes performed pri-
vatization and deregulation operations. This manifests itself in an inaccurate way in

3
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which the public interest is defined and the lack of criteria guiding the choice of a fitting
organizational form. More generally, the context in which new governance structures
have been introduced is important in relation to the relative success of these governance
structures.

Summarizing, many changes in the provision of public services have been imple-
mented. These changes include transfer of ownership, introducing or increasing compe-
tition or reducing obstacles in the hope of increasing efficiency and encouraging private
provision of services that currently are provided by government (Wise, 1990). In this
way a large variety of — more rather than less complex — governance structures for the
provision of public services have been created. With the institutional changes, govern-
ments pursue a more efficient organization and performance of government activities.
Yet, governments retain a role in public service provision, since they are dedicated to
the task of safeguarding the public interest. This remains an important issue, even when
private organizations are charged with the performance of a public task. Both need to be
taken into account when analysing institutional changes.

1.1 Public services and public interests

A core concern of government when introducing shifts in governance in the provision of
public services is the promotion of public interests. When analysing how to organize —
or, which modes of governance to choose with regard to the provision of public services
— we have to look at the conditions under which they should be provided. The concept
of the public interest has been analysed thoroughly, for example by Pesch (2005). He
discusses the way in which the public interest is conceptualized in public administration
literature. His highly theoretical study does not yield one specific conceptualization of
the term ‘public interest’, but rather provides a variety of meanings ranging from very
specific to very broad definitions. The theoretical and undeterminate general treatment
of the topic, justifies us to restrict ourselves to the practical discussion in the Netherlands
on what the public interest is in this particular country. In the Netherlands two sides
can be distinguished in the ongoing discussion on how to identify public interests, to wit
the economic and the politico-administrative reality approaches respectively. A report
that represents one side of the discussion — the economic approach — is The public interest
calculus (Teulings et al., 2003). In this report, Teulings et al. (2003) develop a framework
for determining what the public interest is and how to manage it. The core of their
definition is the notion of complex external effects. They define external effects as the
effects of an action on a third party who is not involved in the decision-making on that
action. Complex external effects arise when many parties have interests that are affected

4



1.1 Public services and public interests

Economic approach to
public interests

Public interests in the
politico-administrative
reality approach

What are public
interests?

Public interests are societal
interests that the market
cannot safeguard (complex
external effects)

Public interest is what the
political administration calls a
public interest

What is decisive
for the

identification of
public interests?

Characteristics and
importance of the services
delivered and characteristics
of market and transaction
mechanisms

Characteristics and importance
of services delivered and views
on roles/responsibilities of
governments and capabilities
of markets

How do we Can be established Contested standards and
identify public scientifically contested knowledge
interests?

How dynamic are | Limitedly dynamic Strongly dynamic

public interests?

Table 1.1: Different views on public interests (on the basis of De Bruin et al. (2004))

by an external effect. According to Teulings et al. (2003), the identification of public
interests is the outcome of a scientific analysis of complex external effects.

The opposite side in the discussion — the politico-administrative reality approach — is,
for example, represented by a study of the Dutch Scientific Council of Government Policy
on safeguarding the public interest (Wetenschappelijke Raad voor het Regeringsbeleid,
2000). Teulings et al. (2003) criticize this study because it leaves aside the question
of what the public interest is precisely and only addresses the question of how it can
be safeguarded. This approach rests on the idea that the public interest is simply the
outcome of the political process and, therefore, needs no abstract specification. De Bruin
et al. (2004) and Theeuwes (2004) follow the opinion of the Scientific Council. Both
are of the opinion that The public interest calculus gives a definition that is too narrow.
Furthermore, they reject the statement of Teulings et al. (2003) that the identification of
the public interest is the outcome of scientific analysis. De Bruin et al. (2004) observe
that public interests are subject to debate and often controversial. Public interests are
always relative and unstable, for they require trade-offs and these trade-offs are dynamic.
In addition, public interests cannot be operationalized unambiguously. De Bruin et al.
(2004) show how the two sides in the debate can be characterized. Their findings are
represented in Table 1.1. Pursuant to this comparison, it should be clear that there is
no clear definition of the concept and no consensus on how to identify what the public
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Introduction

interests are in a particular situation. Against this background, we shall refrain from
defining the concept ‘public interest’. We adopt the approach of De Bruin et al. (2004) as
our starting point, which means that we understand the public interest as the result of a
political process and take it as given. In addition we will make use of a distinction made
by the Dutch Scientific Council of Government Policy (2000) between social interests and
public interests. Social interests are interests the realization of which is considered to be
desirable for society as a whole. A public interest exists when the government takes on
itself the task of safeguarding a general interest on the basis of the conviction that this
interest will otherwise not be equally well protected (Wetenschappelijke Raad voor het
Regeringsbeleid, 2000). With regard to each separate public service, we then have to
determine in detail which public interests the government expressly wants to safeguard.

1.2 Governance

The shifts in governance with regard to the provision of public services are often char-
acterized in terms of a movement from government to governance; a movement away
from hierarchical political steering by central government to more cooperative forms of
governance between public and private actors. Van Kersbergen and van Waarden (2004)
observe that society has witnessed many changes in the forms and mechanisms by which
institutional and organizational societal sectors and spheres are being governed, as well
as in the location from where command, administration, management and control of
societal institutions and spheres are being conducted. This point has already been ad-
dressed in the above. It indicates that governance is a broader category than government
(Van Kersbergen and van Waarden (2004) and Mayntz (1999)). Governance is defined
in a variety of different ways in literature and there are even more interpretations of
different specific modes of governance. It is crucial to be aware of the diversity of di-
mensions underlying governance in general and the different modes of governance in
particular. It also requires that it be made clear on which dimension(s) we focus and
which dimensions are not taken into account. Treib et al. (2005) distinguish between
three dimensions: politics, polity and policy. Politics relates governance to the political
dimension and to the process of policy-making. The crucial criterion for distinguishing
different types of governance is thus the relationship between public and private actors
in the process of policy-making. This places the concept in the context of terms like in-
terest intermediation or public-private relationships. The polity dimension conceives of
governance as a system of rules that shapes the actions of social actors. The governance
perspective is thus explicitly conceptualized as an institutional one. Different modes of
governance situated on a spectrum between the two opposing ideal types of market and
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hierarchy. On this spectrum a variety of hybrid modes of governance can be found. The
policy dimension, finally, defines governance as a mode of political steering. Policies
can be distinguished on the basis of their steering instruments. They determine how
particular policy goals should be achieved.

We focus on the polity dimension of governance. The shifts in governance we dis-
cussed above can be defined in terms of changes in the rules that shape actions of public
and private actors. This dimension is related to the idea that societies have generated
a variety of institutions to govern economic transactions, to help reduce the costs in-
volved in them and hence to increase the probability of their occurrence. Governments
are only one source of such institutions. Others are contracts, commercial businesses,
private sector hierarchies, voluntary associations, courts, clans and communities. The
general tendency is towards more market and less government. Transaction Cost Eco-
nomics (TCE) has contributed considerably to the reception of the notion of governance
both in the private and public spheres (Van Kersbergen and van Waarden (2004) and
Mayntz (1999)). TCE interprets governance as organizing transactions in order to econ-
omize on transaction costs. It makes use of a comparative institutional analysis. Two
propositions are important in that respect. The first is that institutions do matter and the
second one is that the determinants of institutions are susceptible to analysis using the
tools of economic theory (Matthews, 1986).

TCE was originally developed by Oliver Williamson (1985) with the objective of
analysing commercial transactions. It focused on the dichotomy of markets and hier-
archies as alternative modes of economic organization. Soon, Williamson’s typology
was extended to other forms of social ordering, such as clans, networks and long-term
contracts. With these extensions the concept of governance was generalized. Recently,
Williamson made an effort to extend his framework to the public sector (Williamson,
1999). He was inspired by earlier writings on the meaning of TCE with regard to anal-
ysis in the public sector. Moe (1984, 1990), for example, analyses how elements of ‘the
new economics of organization’ can be of interest to political scientists in analysing pub-
lic bureaucracy. He observes that the perspective helps to structure our thinking about
the relative efficiency of alternative organizational arrangements (Moe, 1984), but that
the transition from economics to politics is by no means straightforward. After all, the
perspective is developed with reference to private organizations, particularly business
firms. Therefore, according to Moe, some of its most fundamental components must be
modified if its application to public organizations is to be meaningful and instructive.
Also Lane (1995) analyses the capacity of new institutional approaches to instruct insti-
tutional design in the public sector. He draws attention to the fact that these approaches
provide a balance by emphasizing institutions and rules and thus mitigating the strong
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orientation towards incentives or self-interests that characterizes the public choice or ra-
tional choice approaches. Also, Dixit (1996) shows the importance of TCE. He studies
economic policy making through the lens of TCE. His objective is to understand how
the combined economic-political system develops mechanisms to cope with the variety
of transaction costs that it must face. Frant (1991, 1996) also addresses the question of
what policy analysts can learn from the new institutional economics. He argues that the
analysis of public-private interactions such as privatization and government contracting,
seems to be an area where a new institutional approach is particularly promising. It
offers a more sophisticated line of thought by recognizing that the issue of privatization
is, in a first approximation, simply the issue of vertical integration: Should a service
be ‘made’ or ‘bought’? Obviously, the issue of vertical integration is only the opposition
between firm and market that is central in the transaction cost literature (Frant, 1991).
Dollery (2001) addresses the question whether the new institutional economics can shed
any light on behaviour of parties in non-market or public sector contexts. He observes
that TCE can be especially helpful in the analysis of public-private interactions, like pri-
vatization and competitive tendering, since TCE goes to the core of these interactions.
Also, it can assist in deciding the form of government intervention.

In addition to such explorations of the relevance of TCE for analysis in a public sector
context, some authors actually apply the approach to studies of a variety of public ser-
vices. Donahue (1989) was among the first to accept this challenge. Also Sclar (2000)
performed an analysis of public services based on TCE. They both do not engage in for-
mal modeling, but identify salient features of programs that would make them more
amenable or less amenable to market provision, and use this framework to explain par-
ticular outcomes. Another line of research conducts econometric tests on the basis of TCE
(see, for example, Bréchemier and Saussier (2001), Huet and Saussier (2003), Brown
and Potoski (2003a, 2003b, 2003c, 2004a, 2004b) and Yvrande-Billon and Ménard
(2005)). The main concern of this literature is providing analyses of whether or not
TCE can explain choices that are made in the public sector?.

Decisions of governments to provide particular public services themselves or to con-
tract them out to external partners can be viewed as make-or-buy decisions that are cen-
tral to the original analyses of commercial transactions. In his study of public and private
bureaucracies, Williamson (1999) shows how TCE can be applied to governmental make-
or-buy decisions. He offers a framework that can serve as a starting point for our study:.
In the context of shifts in governance in the public sector TCE’s discriminating alignment
hypothesis is highly relevant stating that ‘transactions, which differ in their attributes,
are aligned with governance structures, which differ in their cost and competence, so

2. In Chapter 3 we go more in-depth into this literature.
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as to effect a (mainly) transaction cost economizing result’ (Williamson, 1998b, p. 37).
This matching principle, which was initially coined by Williamson, provides a theoretical
approach to analyse recent institutional changes (Ferris and Graddy, 1998), as well as
a basis for assessing the relative efficiency of alternative modes of governance. Further-
more, by defining transactions in terms of the public interests involved in providing a
public service, we are able to take both efficiency and public interests into account.

1.3 Problem definition

Although there are attempts to apply TCE reasoning to the public sector, within TCE
literature and public administration literature taking a transaction cost-based view of
governmental privatization decisions, little attention has been paid to extending TCE
theoretically to the analysis of the provision of public services. We already mentioned
Williamson’s own contribution on the subject (Williamson, 1999). He offers a framework
that can serve as a starting point for our thesis. There are, however, several problems
with his extension. In general, the definition and content of his concepts are not always
clear (Ménard (2001) and Masten (1996b)). Furthermore, several other problems can
be observed such as the ordering of governance structures and specific characteristics
of the public sector (Ruiter, 2005). More specifically, Williamson introduces the hazard
of probity as the essence of public sector transacting. Whether this is the case can be
questioned. In general, we can observe that it is necessary to enrich TCE to make it
suitable for use in systematically comparing the efficiency of governance structures in
the public sector. Specifically, the concept of the public interest and the spectrum of
public governance structures are important elements that deserve attention.

Another issue that needs to be addressed in more detail is the question of whether
alignment between governance structures and transactions really matters. The idea that
alignment matters is implied by the discriminating alignment hypothesis. The impor-
tance of alignment is, however, only broadly assumed but has scarcely been validated
(Joskow (1991) Yvrande-Billon and Saussier (2005)). Private sector analysis is often
limited to assessing whether the choice for a particular governance structure corresponds
to what the theory predicts based on the attributes of the transaction. On this basis, gov-
ernance choices are determined to be efficient or not. The question is whether this is
really the case. This question is even more relevant in the public sector, because in this
sector other arguments play a role in determining the choice for a particular governance
structure, for example, historical reasons or political arguments. The consequence is the
existence of a large variety of public governance structures. According to theory, this va-
riety consists of aligned as well as misaligned modes of governance. Misaligned modes of
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governance are expected to lead to an inefficient result in terms of transaction costs and
lower performance. The question whether the impact of misaligned modes of governance
is as expected, is the core issue of ‘second generation’ TCE research (Yvrande-Billon and
Saussier, 2005). Within this line of research some attempts have been made to address
this question. These studies are still limited in number and scope, but they do suggest
that modes of governance have significant impacts on efficiency and performance. With
our study we shall make an attempt to contribute to this line of research. Our contribu-
tion will consist of a case study in which we compare a variety of governance structures
regarding the provision of a particular public service. These governance structures are
all to be found at the local government level, since it is this level that, more than for
instance the national level, provides the large variety in institutional arrangements re-
quired for a fruitful comparative analysis. The local level offers excellent opportunities to
study one type of public service under different (alternative) institutional arrangements.
This, therefore, makes it possible to apply the comparative institutional analysis that TCE
prescribes in a satisfactory way. And it enables us to analyse whether alignment matters.

A final issue that we shall address in this study is the measurement of transaction
costs. Few studies have actually measured transaction costs, since they cannot be easily
measured and in some cases, although observable, they cannot be quantified. Examples
are studies of Masten et al. (1991) and Brown and Potoski (2004a). We will contribute
to these studies by comparing transaction costs of alternative governance structures in
a qualitative way. For this analysis, we fall back on Commons (1924 and 1934), an
important inspirator for Williamson’s work. As Groenewegen (2006) observes ‘it might
be that Williamson should again call upon Commons’. We share his opinion and we use
Commons’ concept of working rules to make a detailed specification of the types and
levels of transaction costs in different public governance structures possible.

The overall aim of this thesis is threefold. Firstly, we will extend TCE — and therefore
the matching principle — to the public sector. Secondly, we analyse whether alignment
really matters. Thirdly, we aim at developing a framework that will facilitate choice
between alternative governance structures in the public sector.

1.4 Research question
The central research question of this thesis is:

What can the discriminating alignment hypothesis, the core of Transaction Cost
Economics, contribute to comparative assessments of the efficiency and perfor-
mance of governance structures at the local public level?

10



1.4 Research question

The following subquestions will enable us to address the central question, which forces
us to rethink basic conceptualization of the transaction and the governance structure.
This is shown in the following subquestions:

1. What are transactions in the public sector and what are their characteristics?

2. Which governance structures can be distinguished in the public sector and what are
their characteristics?

3. What does Transaction Cost Economics teach us regarding the efficiency of gov-
ernance structures in the public sector attainable by matching characteristics of
transactions and governance structures?

4. Does alignment between certain characteristics of public sector transactions and
governance structures matter in terms of efficiency and performance?

Questions 1 to 3 are theoretical research questions. Their main focus is the extension of
central concepts employed in TCE. These questions will be addressed in Chapters 2, 3 and
4. Questions 1 and 2 are concerned with differences between private and public sectors
from the viewpoint of TCE. This is an essential topic that must be addressed, because TCE
was originally developed for analysis in the private sector. Applications to the public sec-
tor have only been explored recently. We distinguish between two strands of literature,
TCE literature and public administration literature taking a transaction cost-based view
of governmental privatization decisions. These applications do not always pay much at-
tention to the theoretical issues involved in application to the public sector, but they do
provide leads for extending TCE to the public sector. Questions 1 and 2 aim at defining
and elaborating the concepts of the transaction and the governance structure in the con-
text of the public sector on the basis of the two strands of literature. Research question 3
is treated in Chapter 4. Based on the original assumptions regarding the discriminating
alignment hypothesis in the private sector, we infer when a comparable alignment can
be said to exist between public transactions and public governance structures. Research
question 4 is theoretical as well as empirical in nature. Based on the central discriminat-
ing alignment hypothesis, specific propositions will be formulated on ‘matches’ between
transactions and governance structures with regard to one type of public service, namely
the service of household waste collection at the local government level. In Chapter 7 we
compare alternative governance structures for the provision of household waste collec-
tion by specifying their levels of transaction costs and performances. This will be done in
the form of a case study research, which is conducted to provide answers to the question
of whether alignments between transactions and governance structures actually lead to
higher efficiency and lower performance than misalignments between the two. To that
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end, we make an attempt to measure the levels and types of transaction costs and the
levels of performance under a variety of governance structures. We choose to compare
transaction costs in a qualitative way, since transaction costs cannot be easily measured
and in some cases, although observable, they can only be quantified with great difficulty.
For this analysis, we fall back on Commons (1924 and 1934), an important inspirator
for Williamson’s work. Commons’ concept of working rules enables a detailed specifica-
tion of the types and levels of transaction costs in different public governance structures.
The overall aim of the case study is to assess the usefulness and appropriateness of the
proposed theoretical framework in a specific case at the local government level.

1.5 Scientific and social relevance

This thesis aims at being both scientifically and socially relevant. The scientific relevance
that we aim at lies in the application of TCE to the public sector. As discussed in the
previous section, there already have been some attempts to apply TCE to the public
sector. However, the matching theoretical extension of TCE is not yet fully developed. To
warrant a fruitful application in the new field, it is necessary to extend the theory so the
specific characteristics of the public sector can be duly taken into account. In this thesis,
we aim to contribute to such an extension.

This is also relevant from a different point of view because, as Weingast and Marshall
(1988, p. 136) state, ‘developing a general theory of organizations requires effectively
applying this theory of organizations to types of organizations beyond those included in
the set studied to generate it’. The possibility of application to public sector organiza-
tions, therefore, constitutes an essential contribution to the further development of the
theory. In this thesis we take up this challenge by showing how this approach can explain
phenomena that take place in the provision of public services.

Furthermore, we aim at determining whether alignment between governance struc-
tures and transactions matters. Until now, the importance of alignment is assumed rather
than proven. With this thesis we take part in ‘second generation TCE research’ which
analyses the relation between alignment and efficiency and performance of governance
structures free from preconceived ideas.

The social relevance can be found in the analysis of alternative institutional arrange-
ments at the local government level. The general tendency of these changes is towards
more market and less government. New institutional arrangements are being generally
implemented in the expectation that they will perform more efficiently. The question is
whether this really is the case, especially when not only production costs are taken into
account, but also transaction costs. Furthermore, the social relevance can be found in
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the hope that the choice between alternative governance structures in the public sector
will be made less difficult.

1.6 Outline of this thesis

The outline of this thesis is as follows. In Chapter 2 we describe the basic notions of
Transaction Cost Economics (TCE), the limitations of TCE and empirical results of trans-
action cost analysis. In Chapter 3 we discuss two lines of literature in which TCE is
applied to the public sector. One line of literature is located within TCE research. The
other line of literature can be found within public administration research. Both lines
of literature have inspired us to extend the core elements of the theory: transactions
and governance structures. An elaboration of these concepts is given in Chapter 4. We
describe how TCE should be extended to make it possible to conduct comparative in-
stitutional analyses on public governance structures. We discuss the two core elements:
public sector transactions and public sector governance structures. In addition we formu-
late expectations on alignment and misalignment in the public sector. In Chapter 5 we
make the step from theory to empirical analysis. In this chapter we discuss our research
design. In this chapter we also pay attention to the way in which the efficiency and per-
formance of the provision of household waste is assessed and compared. In Chapter 6
and 7 we present the results of our empirical study. In Chapter 6 we give a detailed de-
scription of the mechanisms and processes of the governance structures in the different
municipalities. In Chapter 7 we confront the empirical results with the theory. Finally,
in Chapter 8, we present the conclusions of our research. The research question will be
answered and we will reflect on our findings.
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Chapter 2

Transaction Cost Economics

RANSACTION CoST EcoNomics (TCE) is situated in the research tradition of
the new institutional economics. The new institutional economics is generally
seen as a reaction to the old institutional economists, such as Thorstein Veblen,
John R. Commons, and Wesley C. Mitchell. The old institutional economists

were viewed as often a-theoretical. This characterization is probably due to a failure
of the old institutionalists to reach any basic consensus, let alone fully develop, a com-
monly accepted systematic theoretical core (Hodgson, 1998). This does not mean, how-
ever, that they wholly neglected crucial theoretical issues. The primary reasons for the
failure of institutionalism probably lie in a combination of historical shifts in the social
sciences in the direction of a stricter theoretical approach and the rise of the mathemat-
ically inclined style of neoclassical economics. In comparison, the old institutionalism
was by later generations regarded as insufficiently rigorous, and thus inferior to the
new approaches (Hodgson, 1998). Like its predecessor, the new institutional economics
is interested in the social, economic and political institutions governing everyday life.
However, it avoids the holism of the older school (Klein, 2000). Despite analytical and
policy differences, the old and the new institutional economic approaches share a num-
ber of basic presumptions. Nowadays, we perceive a dialogue between new and old
institutional economics and a common and widespread interest in institutions. Later in
this thesis, we will build on this dialogue by including in our analysis insights of John R.
Commons. However, we shall commence by describing what new institutional economics
and TCE are about.

The objective of the new institutional economics is to explain what institutions are,
how they emerge and evolve, what purposes they serve, how they change and how they
perform (Klein, 2000). The new institutional economics drops the standard neoclassical
assumptions that individuals have perfect information and unbounded rationality and
that transactions are costless. Instead, it assumes that individuals have incomplete in-
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formation and because of this face uncertainty about future events and outcomes and
incur transaction costs to acquire the required information (Ménard and Shirley, 2005).
The explanatory direction is from individuals to institutions, taking individuals as given.
An approach that takes it points of departure in human beings is termed methodologi-
cal individualism!. As stated in the introduction, new institutional economics rests on
two propositions: i. institutions matter and ii. they are susceptible to analysis by the
tools of economic theory (Matthews, 1986). Institutions are created to reduce risk and
transaction costs and to control the environment (Ménard and Shirley, 2005). There is
not one clear definition of the concept institution. Some authors use a strict definition,
defining institutions as the legal system (Nentjes, 2004), while others, as Nelson and
Sampat (2001) in their extensive survey describe, use a broader definition encompassing
also informal rules. Examples of such definitions are (North, 1994, p. 360):

Institutions are the humanly devised constraints that structure human inter-
action. They are made up of formal constraints (e.g. rules, laws, consti-
tutions), informal constraints (e.g. norms of behaviour, conventions, self-
imposed codes of conduct), and their enforcement characteristics. Together
they define the incentive structure of societies and specifically economies.

and (Ménard, 1995, p. 167):

An institution is manifested in a long-standing historically determined set of
stable, abstract and impersonal rules, crystallized in traditions, customs, or
laws, to implement and enforce patterns of behavior governing the relation-
ships between separate social constituencies.

In most definitions, institutions encompass not only organizations — such as corporations,
banks, and universities — but also social entities such as money, language, and the law.
The case for a broad definition of institutions is that all such entities involve common
characteristics (Hodgson, 1998, p. 179):

e All institutions involve the interaction of agents, with crucial information feed-
backs.

e All institutions rest on common conceptions and include persistent routines.
¢ Institutions sustain, and are supported by, shared conceptions and expectations.

e Although they are neither immutable nor immortal, institutions have relatively
durable, self-reinforcing, and persistent qualities.

1. Hodgson (2007) recently criticized the use of this term because of the lack of a precise definition and
crucial ambiguities in the use of it.
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e Institutions incorporate values, and processes of normative evaluation. In particu-
lar, institutions reinforce their own moral legitimation: that which endures is often
seen as morally just.

Attention can be directed towards different levels of institutional analysis. Therefore,
it is generally useful to make a distinction between an institutional environment on the
one hand and institutional arrangements on the other (Davis and North (1970) and Klein
(2000)). The institutional environment refers to the general background constraints, or
‘rules of the game’. It is a set of fundamental political, social and legal ground rules
that govern economic and political activity. These rules are formal, explicit rules (con-
stitutions, laws). The broad structures observed are partly the products of evolutionary
processes, but design is also possible. Institutional arrangements, by contrast, are specific
guidelines designed by trading partners to support their particular (economic) relation-
ship, and more specifically, the ways in which they can cooperate or compete. Gover-
nance of contractual relationships is the main focus of analysis. The arrangements can
be formal or informal, they can involve an organization or not, and they can be tempo-
rary or long lived (Davis and North, 1970). To this distinction, Williamson (2000) adds
two more levels of institutional analysis. One level is the social embeddedness level — the
highest level of institutional analysis. The rules at this level are informal, often implicit
rules (such as norms, customs, traditions). While these background rules evolve from the
goals, beliefs and choices of individual actors, they are not consciously designed. Institu-
tions at this level change very slowly. The other level — and lowest level of institutional
analysis — is the level of resource allocation and employment which is the core of neo-
classical analysis. Agency theory with its emphasis on ex ante incentive alignment and
efficient risk bearing can also be located at this level. In Figure 2.1, these four levels of
institutional analysis are shown. They differ in the frequency of change and the purpose
of the institutions. Furthermore, higher levels impose constraints on the level immedi-
ately below, while lower levels signal feedback to higher levels (Williamson, 2000). TCE
focuses on the level of institutional arrangements — or, governance structures (Level 3
in Figure 2.1). At this level of institutional analysis economizing means ‘get the gover-
nance structure right’ (Williamson, 2000, p. 597). The remainder of this chapter will be
devoted to this type of institutional analysis.

2.1 TCF’s founding father

The founding father of TCE is incontestably Oliver Williamson, but quite evidently he
has been inspired by predecessors. With his work, Williamson particularly builds on the
work of Coase (1937). Ronald Coase could be said to have provided the general founda-
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EMBEDDEDNESS:
Ly informal institutions, customs,
traditions, norms, religion

INSTITUTIONAL ENVIRONMENT:
Lo formal rules of the game — especially property
(polity, judiciary, bureaucracy)

GOVERNANCE:
Ls play of the game — especially contract
(aligning governance structures with transactions)

RESOURCE ALLOCATION AND EMPLOYMENT
Ly (prices and quantities; incentive alignment)

Figure 2.1: Four levels of institutional analysis (Williamson, 2000, p. 597)

tion of TCE. Rather than take the organization of economic activity in firms and markets
as preexisting, defined largely by technology, Coase describes firms and markets as alter-
native means for doing the very same thing (Williamson, 1998a). Coase objects to the
idea of a perfect economy, in which no uncertainty and no transaction costs occur. Coase
concludes on the basis of the following analysis that no such perfect economy exists.
First, he addresses the question why, if apparently the perfect coordination mechanism
available is the price mechanism, organization is needed at all. As he puts it (Coase,
1937, p. 388):

having regard to the fact that if production is regulated by price movements,
production could be carried on without any organization at all, well might
we ask, why is there any organization?

His aim is to bridge the gap in economic theory between the assumption that allocation
takes place by means of the price mechanism and the assumption that allocation depends
on an entrepreneur. Coase draws the conclusion that the price mechanism does not op-
erate free of charge but involves costs. These are costs of finding out the relevant prices
and costs of negotiating. Also, there are other costs of the price mechanism, such as the
costs of drawing up contracts and the risk of unexpected behaviour of contracting part-
ners. To summarize, the market involves costs. By forming a firm to manage resources,
such costs can be saved.
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Next, Coase raises the question how to define the firm. He states that contracts are not
only relevant on the market but also within the firm. However, the amount of required
contracts is dramatically diminished. Whole series of contracts necessary on the market,
are replaced by one single contract that takes the form of a firm. A firm is a system of
contractual relationships that exists when the direction of production factors depends on
an entrepreneur. The opposite question, then, becomes (Coase, 1937, p. 394):

why, if by organizing one can eliminate certain costs and in fact reduce the
cost of production, are there any market transactions at all? Why is not all
production carried on by one big firm?

The answer to this question is that at some point it is no longer profitable to produce
within a firm, for production within such a firm also involves its own costs. The firm will
not grow further if the costs of organizing an additional transaction in the firm equals
the costs of transacting on the market or the costs of organizing within a different firm.
Summarizing, Coase (1937, p. 404) states:

the principle of marginalism works smoothly. The question always is, will it
pay to bring an extra exchange transaction under the organizing authority.

Oliver Williamson (1985) builds on Coase’s analysis by providing a framework on the
basis of which the choice between the market and the firm can be made. In addition he
introduces hybrid modes of governance situated between the market and the firm. More
generally, he maintains that any problem that can be formulated as a contracting prob-
lem can be analysed in transaction cost economizing terms (Williamson, 1998b). The
development from the study of the dichotomy of market and hierarchy to the study of all
modes of governance is represented in three works of Williamson in different stages of
his scientific career. In Markets and Hierarchies (1975), Williamson mainly pays attention
to the choice between market and hierarchy. In The Economic Institutions of Capitalism
(1985) he shows a broader application of TCE to markets, hierarchies and hybrid forms
of governance. In The Mechanisms of Governance (1996), finally, he extends the compar-
ative analysis of economic organization and pays attention to the wide array of possible
applications of TCE. To that end, complex economic organizations have to be studied
from a combined legal, economical, and organizational perspective in which hazard mit-
igation through the mechanisms of governance has a prominent place. Here, the initial
step towards modes of governance in the public sphere is made.
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2.2 Behavioural assumptions

Williamson (1985) starts his analysis by describing two main behavioural assumptions.
He follows Coase’s (1984, p. 231) idea that the new institutional economics should study
‘man as he is’. Williamson (1985, p. 44) states:

Transaction cost economics characterizes human nature as we know it by
reference to bounded rationality and opportunism. The first acknowledges
limits on cognitive competence. The second substitutes subtle for simple self-
interest seeking.

Bounded rationality is a semistrong form of rationality in which economic actors are as-
sumed to be ‘intendedly rational, but only limitedly so’. With this definition, Williamson
follows Herbert Simon (1978). Bounded rationality refers to the limited ability of indi-
viduals to receive or process information and to communicate this. Individuals are not
capable of handling large amounts of information, which makes it difficult to foresee
all contingencies in a complex and changing environment. ‘The crucial importance of
bounded rationality for economic organization resides in the fact that all complex con-
tracts are unavoidably incomplete’ (Williamson, 1998b, p. 30-31). Williamson observes
that taking into account limited rationality requires a renewed study of both market and
nonmarket forms of organization. In this respect, the question is ‘how do the parties or-
ganize so as to utilize their limited competence to best advantage?’ (Williamson, 1985,
46). Confronted with the realities of bounded rationality, the costs of planning, adapting,
and monitoring transactions need to be considered.

The second feature of human actors, opportunism, refers to seeking self-interest with
guile. This includes mainly forms of subtle deceit, but also forms of gross deceit, such
as lying, stealing, and cheating (Williamson, 1985). More generally, opportunism refers
to incomplete information or distorted disclosure of information, especially to calculated
efforts to mislead, distort, disguise, obfuscate, or otherwise confuse. Opportunism en-
compasses active and passive forms of deceit as well as ex ante and ex post types of
opportunism. Williamson does not argue that actors always behave opportunistically
and always to the same degree, but he argues that opponent parties should take it into
account and devise ex ante safeguards. Safeguards are defined as ‘the added security
features, that are introduced into a contract in order to reduce hazards and to create con-
fidence’ (Williamson, 1996, p. 379). What should be noted here is that whereas bounded
rationality is a highly realistic assumption pertaining to all contractors in complex envi-
ronments, opportunism should be interpreted as a prudential assumption. Opportunism
is not found in all contracting parties, but since it is impossible to know a priori whether
a particular contractor will behave opportunistically or not, organizations should operate
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with prudence to protect their own interests as well as those of their other stakeholders
(Heugens et al., 2004, p. 249). ‘Parties to a contract who look ahead, recognize po-
tential hazards, work out the contractual ramifications and fold these into the ex ante
contractual agreement obviously enjoy advantages over those who are myopic or take
their chances’ (Williamson, 2000, p. 601).

The two behavioural assumptions of bounded rationality and opportunism are im-
portant for the rest of Williamson’s line of reasoning. They form the starting point of his
analysis.

2.3 Basic notions

TCE studies the way in which contracting partners protect themselves against hazards
that are inherent in exchange relationships. All hazards can be attributed to the two be-
havioural assumptions of TCE: bounded rationality and opportunism. The way in which
protection is established is by designing and organizing appropriate governance struc-
tures. The suitability of a specific governance structure depends on the characteristics of
the exchange relationship and is related to the extent to which transaction costs can be
reduced. In this way, TCE is interpreted as a study of alternative institutions of gover-
nance (Shelanski and Klein, 1995). Governance structures then are the rules that govern
a relationship between trading partners. Some governance structures lend themselves
better to regulating specific exchange relationships than others. TCE originally focuses
on the level of institutional arrangements or governance structures in the private sphere,
in other words, commercial transactions.

The main choice that has to be made is formulated in terms of the make-or-buy de-
cision (Williamson, 2000). The question is whether an entrepreneur should ‘make’ the
next stage (or part) of a good himself or let it make by another entrepreneur and then
‘buy’ it from him. This means that a choice has to be made whether successive stages
should be separated or unified. If stages are independent, each stage appropriates its
net returns. This involves high-powered incentives to efficiency. However, during the
execution of the contract adaptability problems can arise. In other words, problems can
arise because the entrepreneur does not have full control over the next stage. If stages
are unified, successive stages are coordinated by hierarchical control and authority. In
such conditions, incentives tend to be lower-powered and bureaucratic costs can arise,
but certain adaptability problems are avoided. In some cases vertical integration (‘make’)
is the most suitable form. In other cases the most suitable governance structure is either
a spot market or a long-term contractual relationship (‘buy’). The make-or-buy deci-
sion suggests that the choice is dichotomous, but it will be clear that make and buy can
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take many forms. These forms are called governance structures and can be defined as
complexes of elements that have strong and weak sides. TCE rests on the thesis that
different governance structures differ in incentive intensity, administrative control and
contract law. The emphasis lies on the study of means to achieve reliable agreements
in contracts and to avoid ex post contest and conflict. These issues show that in TCE
ownership, incentive alignment, and ex post support institutions all matter (Williamson,
1985, p. 29).

The make-or-buy decision can also be defined in terms of a shift from market to hier-
archy, which is a move from simple to complex governance. Williamson (1979, p. 239)
observes:

That simple governance structures should be used in conjunction with simple
contractual relations and complex governance structures reserved for com-
plex relations seems generally sensible. Use of a complex structure to govern
a simple relation is apt to incur unneeded costs, and use of a simple structure
for a complex transaction invites strain.

The general movement from simple to complex governance is shown in the sequence
of moves shown in Figure 2.2. Node A corresponds to the ‘ideal’ transaction in law
and economics in which there is an absence of dependency and hazards (k¢ = 0). In
this case autonomous adaptation suffices, while added safeguards are unnecessary (s =
0). Nodes B, C and D are transactions for which specific investments are made (k >
0). As a consequence hazards occur. Node B reflects the absence of safeguards, which
causes suppliers to attach a risk premium to Node B. Nodes C and D are nodes to which
safeguards are added to mitigate the hazards (s > 0), either in the form of contractual
safeguards (Node C) or by internalizing the hazards through vertical integration, the firm
(Node D).

administrative
support

A (unassisted market)

B (unrelieved hazard)

C (hybrid contracting) D (firm)

Figure 2.2: Simple contracting schema (where &k denotes contractual hazards and s
denotes safeguards) (Williamson, 1999, p. 314)
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TCE is a microanalytical approach where the emphasis is on transactions and the mini-
mization of transaction costs. In that respect, the core of the analysis consists of weighing
costs of planning, adaptability, and monitoring of an activity under alternative gover-
nance structures. TCE’s basic proposition is that economic institutions are created to
economize on transaction costs (Williamson, 1985, p. 17). Williamson makes clear that
this can be the main aim, but that it is not the only one. Complex institutions serve a
variety of aims. The importance of serving the aim of efficiency is, however, great. In
that respect, the minimization of transaction costs is of central interest.

Central to the exercise is the identification, explication, and mitigation of contrac-
tual hazards — which take many forms (Williamson, 1996, p. 3). This represents the
crucial first step in the analysis. Secondly, the microanalytic attributes for describing
transactions have to be delimited. Those attributes, which involve hazards resulting
from bounded rationality and opportunism, constitute the relevant subset. Thirdly, the
feasibility and efficacy with which governance structures tend to mitigate hazards relate
directly to bounded rationality and opportunism. In the subsequent parts of this section
we discuss the concepts of transactions, institutional arrangements and transaction costs
more in-depth.

2.3.1 Transaction as unit of analysis

The core of the transaction concept is the exchange of a good or a service. Williamson
refers to Commons when he says that the transaction is the basic unit of analysis (1998b,
p. 36).

According to John R. Commons, ‘the ultimate unit of activity... must contain
in itself the three principles of conflict, mutuality and order. This unit is the
transaction.” Not only does transaction cost economics subscribe to the idea
that the transaction is the basic unit of analysis, but the threefold principles
to which Commons refers - conflict, mutuality, order - are very much what
governance is all about.

Commons (1934, p. 58) defines the transaction as ‘alienation and acquisition between
individuals of the rights of future ownership’. This definition deals with the transfer of
resources in a legal sense (Furubotn and Richter, 2005). Williamson defines the transac-
tion as follows (1981, p. 552):

A transaction occurs when a good or service is transferred across a technologi-
cally separable interface. One stage of activity terminates and another begins.
With a well-working interface, as with a well-working machine, these trans-
fers occur smoothly. In mechanical systems we look for frictions: do the gears
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mesh, are the parts lubricated, is there needless slippage or other loss of en-
ergy? The economic counterpart of friction is transaction cost: do the parties
to the exchange operate harmoniously, or are there frequent misunderstand-
ings and conflicts that lead to delays, breakdowns, and other malfunctions?

According to this interpretation, the term is restricted to situations in which resources
are actually transferred in the physical sense of delivery (Furubotn and Richter, 2005).
Such delivery can occur across markets, within hybrid modes of governance or within
firms. Here, it is useful to distinguish between two time points. Ruiter (2005) defines
the transaction as encompassing the time point of reaching mutual assent on an exchange
and the time point of performing the act of exchanging. Ruiter (2005, p. 290) puts it as
follows:

Any transaction rests, analytically, on two bilateral acts, namely, (i) the act
of expressing mutual assent to exchange, and (ii) the act of exchanging. The
difference between discrete and relational contracts is that in the case of dis-
crete contracts mutual assent to exchange is brought to expression in the act
of exchanging, whereas in the case of relational contracts mutual assent to
exchange is expressed separately from subsequent acts of exchanging.

The mutual assent leads to a governance structure. This can be a discrete contract (i.e.
the market), a relational contract (i.e. hybrid), or a firm. The act of exchanging then is
the ‘transfer across a technologically separable interface’.

A transaction is distinguishable as unit of analysis when the principal dimensions in
which transactions differ can be identified. After all, TCE assumes that there are ra-
tional economic reasons to organize some transactions in a particular way and other
transactions in a different way. Williamson identifies three characteristics of commercial
transactions, which are asset specificity, uncertainty and frequency. Asset specificity refers
to the specific knowledge or specific technical skills that are necessary with regard to
a certain good or service. Specific assets can often not be used alternatively. Even if
this is possible, investments in such assets are risky, because the assets cannot be rede-
ployed without sacrifice of productive value if contracts are interrupted or prematurely
terminated (Williamson, 1985, p. 54). Consequently, a high bilateral dependency exists
between partners. Summarizing, Williamson (1985, p. 55) observes that

(1) asset specificity refers to durable investments that are undertaken in sup-
port of particular transactions, the opportunity cost of which investments is
much lower in best alternative uses or by alternative users should the orig-
inal transaction be prematurely terminated, and (2) the specific identity of
the parties to a transaction plainly matters in these circumstance, which is
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to say that continuity of the relationship is valued, whence (3) contractual
and organizational safeguards arise in support of transactions of this kind,
which safeguards are unneeded (would be the source of avoidable costs) for
transactions of the more familiar neoclassical (nonspecific) variety.

Williamson distinguishes between six types of asset specificity: (i) site specificity, which
arises when successive stages are located in close proximity to one another; once sited,
the assets in place are highly immobile, (ii) physical asset specificity, which is attributable
to physical specialized features or equipment to serve some particular exchange rela-
tionship, (iii) human asset specificity: investments in specialized explicit and implicit
knowledge and procedures requiring know-how and learning-by-doing, (iv) dedicated
assets: high-capacity equipment which capacity is intended to be dedicated to a partic-
ular customer, (v) brand-name capital: brand names which imply a particular measure
of quality or other product characteristics) (vi) temporal specificity: timing of delivery
and its effect on product value (Williamson, 1991a). Uncertainty refers to both envi-
ronmental uncertainty and behavioural uncertainty. Environmental uncertainty refers to
unanticipated changes in circumstances surrounding an exchange. This can either refer
to the unpredictable nature of the external environment or the complexity of the envi-
ronment. Behavioural uncertainty is related to ex post opportunistic behaviour of one of
the partners in an exchange relationship. It can also be the result of a lack of information
about expected future developments. An increase in uncertainty is of little consequence
for transactions that are nonspecific. However, when assets are specific in a nontrivial
degree, increasing the degree of uncertainty makes it more imperative that the parties
devise safeguards. The third characteristic is the frequency with which transactions of a
certain kind take place. Sometimes a transaction takes place only once. In that event,
high transaction costs are not to be expected and, therefore, additional safeguards are
not justified. However, when trading partners often exchange services and transactions
are of recurrent nature, a long-term contract will be instrumental in avoiding frequently
returning negotiations over specific transactions.

2.3.2 Alternative institutional arrangements

An institutional arrangement is the contractual relationship or governance structure be-
tween economic entities that defines the way in which they cooperate and/or compete
(Williamson, 1996). Williamson (1985, p. 68) observes that ‘contractual variety is the
source of numerous puzzles’. As Williamson makes clear, TCE is not only applicable
to markets and hierarchies, but to the whole range of intermediate contracts and other
governance structures. As already formulated in Section 2.1, he maintains that any prob-
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lem that can be formulated as a contracting problem can be analysed in transaction cost
economizing terms.

Williamson views governance structures as discrete alternatives. They differ in the
safeguards that are introduced. Safeguards are the added security features that are in-
troduced into a contract in order to reduce hazards and to create confidence. Safeguards
can take the form of penalties, a reduction in incentive intensity and/or the private or-
dering apparatus to deal with contingencies (Williamson, 1996). The central features
that characterize governance structures are administrative controls, incentive intensity
and contract law (Williamson, 1991a). Administrative controls refer to instruments of
monitoring and accountability. More specifically, it refers to the support staff respon-
sible for developing plans, collecting and processing information, operationalizing and
implementing executive decisions, auditing performance, and more generally, providing
direction to the divisions of a hierarchical firm (Williamson, 1996). Incentive intensity is
‘a measure of the degree to which a party reliably appropriates the net receipts (which
could be negative) associated with its efforts and decisions. High-powered incentives
will apply if a party has a clear entitlement to and can establish the magnitude of its
net receipts easily. Lower-powered incentives will apply if the net receipts are pooled
and/or if the magnitude is difficult to ascertain’ (Williamson, 1996, p. 378). Contract
law is defined on the basis of a terminology introduced by Macneil (1978) who identifies
classical, neoclassical and relational categories of contract law. Williamson distinguishes
between classical contract law (or dispute resolution by court), neoclassical contract
law (or dispute settling by arbitration) and forbearance (or internal dispute settling).
In classical contract law the emphasis is on legal rules, formal documents, and self-
liquidating transactions (Williamson, 1979). Contract law is interpreted in a legalistic
way: when disputes arise between formal and less formal features, formal terms have
the upper hand. Moreover, the rules of contract law are strictly applied to hard bargain-
ing (Williamson, 1991a). Neoclassical contract law frees parties from strict enforcement.
Flexibility is woven into contracts of this kind or gaps are consciously left open in the
planning, later to be filled in as needed. Neoclassical contract i. contemplates unantici-
pated disturbances requiring adaptation, ii. provides a tolerance zone within which bad
performance will be absorbed, iii. requires information disclosure and substantiation if
adaptation is proposed, and iv. provides for arbitration if a voluntary agreement fails
(Williamson, 1991a). Forbearance is the implicit contract law of internal organization.
Parties must resolve their differences internally. Each mode of governance is supported
by a different specific form of contract law.

Variations in these characteristics lead to a spectrum of governance structures (Ta-
ble 2.1). Williamson develops a spectrum with three types of governance structures,
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Market Hybrid  Hierarchy

Instruments

Incentives ++ + 0

Administrative controls 0 + ++
Performance attributes

Autonomous adaptation ++ + 0

Coordinative adaptation 0 + ++
Contract law ++ + 0

Table 2.1: Distinguishing attributes of market, hybrid and hierarchy (where ++ de-
notes a strong, + denotes a semi-strong and O denotes a weak presence)
(Williamson, 1991a, p. 281)

namely the spot market, hybrid forms (bilateral or trilateral governance) and the firm
(unilateral governance). On the one extreme, the spot market can be defined as ‘a spe-
cific institutional arrangement consisting of rules and conventions that make possible a
large number of voluntary transfers of property rights on a regular basis, these reversible
transfers being implemented and enforced through a specific mechanism of regulation,
the competitive price system’ (Ménard, 1995, p. 170). The spot market scores high on in-
centive intensity and low on administrative control, while dispute resolution takes place
on the basis of classical contract law. Adaptation in this mode of governance, can be
characterized as highly autonomous. The spot market is the arena in which autonomous
parties engage in exchange. In markets there are large numbers of buyers and sellers on
each side of the transaction. The identity of parties is irrelevant, because each can go its
own way at negligible cost to the other. On the other extreme, hierarchy can be defined
as ‘an institutional arrangement designed to make possible the conscious and deliberate
coordination of activities within identifiable boundaries, in which members associate on
a regular basis through a set of implicit and explicit agreements, commit themselves to
collective actions for the purpose of creating and allocating resources and capabilities by
a combination of command and cooperation’ (Ménard, 1995, p. 172). Hierarchy scores
low on incentive intensity and high on administrative control, while disputes are settled
internally. A hierarchy exists when transactions are placed under the control of unified
ownership (buyer and supplier are in the same firm) and subject to administrative con-
trol (in terms of authority, including fiat). Adaptation in this mode of governance, can be
characterized as highly coordinative. In between are the hybrids with characteristics of
both governance structures. Contract law of hybrids is neoclassical in character. Hybrids
are long-term contractual relationships that preserve autonomy but provide additional
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safeguards because parties to the contract are bilaterally dependent. Therefore, this
mode of governance is characterized by average levels of autonomous and coordinative
adaptation.

2.3.3 Transaction costs

In TCE efficiency is defined in terms of a transaction cost economizing result. This is
reached by minimizing transaction costs. Transaction costs are the costs that partners
have to incur in exchange relationships or, in other words, the costs of running the
economic system (Arrow, 1969). They are the ‘comparative costs of planning, adapting,
and monitoring task completion under alternative governance structures’ (Williamson,
1989, p. 142). The costs of transacting as defined here include such items as losses
from not effecting exchanges as a result of the high cost of agreeing on terms. The
fundamental idea underlying the concept of transaction costs is that they represent the
sacrifices involved in arranging a contract ex ante, and monitoring and enforcing it ex
post, as opposed to production costs, which are the sacrifices involved in executing the
contract. The objective of the economic agent is not to minimize transaction costs as
such, but to economize on the sum of production costs and transaction costs (Williamson,
1979).

Williamson distinguishes between ex ante and ex post transaction costs (1985, p. 388).
Ex ante transaction costs are costs that partners make before a transaction is actually
performed. These are costs of drafting, negotiating and safeguarding agreements. Also
costs of collecting information are important (for example on the relevant prices and the
reliability of the contracting partner). An essential dimension of TCE is the emphasis
on ex post costs. Herewith, TCE turns its attention to the ex post stage of the contract
(Williamson, 2000). Ex post transaction costs are costs that are made after the agreement
has been reached. They include the setup and running costs of the governance structure
charged with the task of monitoring observance of the agreement and the governance
structure by which disputes are settled, the costs of maladaptation and adjustment that
arise when contract execution is misaligned as a result of gaps, errors, omissions, and
unanticipated disturbances, and costs of effecting secure commitments.

The central meaning of efficiency within TCE, therefore, is transaction efficiency: the
extent to which institutions are tuned to the relevant environment (Van Leerdam, 1999,
p. 78).
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2.4 Discriminating alignment hypothesis

The central hypothesis underlying TCE is that contracting partners choose organizational
arrangements to minimize transaction costs. This hypothesis is termed discriminating
alignment hypothesis and expresses a matching principle Williamson himself formulates
as follows (Williamson, 1998b, p. 37):

transactions, which differ in their attributes, are aligned with governance
structures, which differ in their cost and competence, so as to effect a (mainly)
transaction cost economizing result.

Characteristics of the transaction should ideally match characteristics of the governance
structure. The analysis is comparative in nature. ‘That is, a general recognition that
there is a wide range of institutional arrangements that can be used to govern transac-
tions between economic agents. Specific institutional arrangements emerge in response
to various transactional considerations in order to minimize the total cost of making
transactions’ (Joskow, 1988, p. 97). Costs of a specific mode of governance are always
examined in relation to alternative feasible modes (Williamson, 1996). This comparative
approach mitigates the problem of the measurement of transaction costs. As a starting
point of analysis, the question of whether a feasible alternative can be envisioned for the
real situation studied, must be answered in a positive sense, for it is useless to compare
real situations with all kinds of imaginary optimal situations (Coase, 1964, p. 195):

Contemplation of an optimal system can provide techniques of analysis that
would otherwise have been missed and, in certain special cases, it can go far
to providing a solution. But in general its influence has been pernicious. It
has directed economists’ attention away form the main question, which is how
alternative arrangements will actually work in practice. It has led economists
to derive conclusions for economics policy from a study of an abstract of a
market situation. [...] Until we realize that we are choosing between social
arrangements which are all more or less failures, we are not likely to make
much headway.

The focus of attention is on the actual working of alternative arrangements (Coase, 1964,
p. 195):

[W]hat we are normally concerned with are social arrangements and what is
economically relevant is how the allocation and use of factors of production
will change with a change in social arrangements. There is little that we can
learn about this from a study of theoretical optimal systems.
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The most significant objection to a concrete comparative approach of this kind is that
its conditions of application are often not realized or even not realizable in our world.
Coase (1964) counters this objection with the rhetorical question of whether there really
is another possibility. The only solace he has is his belief that by a detailed study of an
industry or organization it is possible to gain sufficient understanding of how it operates
to be able to say how its performance would be affected by changes in circumstances;
consider, for example, the introduction of a particular form of regulation. Coase thinks
that to study other industries or organizations which have been subject to similar regula-
tions can enlarge our understanding and be of help in forming a comparative judgement.
What is needed is an act of imaginative reconstruction. This must, however, be based on
detailed knowledge and such knowledge can only come slowly as the result of the work
of many scholars over many years. Williamson (1999) builds on this idea and introduces
the remediableness criterion for assessing efficiency. This criterion stipulates that (1999,
p- 316):

an extant mode of organization for which no superior feasible alternative can
be described and implemented with expected net gains is presumed to be
efficient.

Only feasible alternatives not hypothetical ones, should be taken into account in the
comparative analysis. Such an analysis must include the following stages. Firstly, the
principal dimensions of a particular transaction are identified. Secondly, the features
of the feasible alternative governance structures are determined. Thirdly, an assessment
takes place of whether a match exists between the features of the transaction and those of
the governance structure. All in all, the following hypotheses are formulated for specific
levels of asset specificity, uncertainty and frequency (Williamson (1985, 1979) and David
and Han (2004)).

1. When asset specificity is low, the market mode is the most efficient mode of gover-
nance. In this case contracting partners have enough alternatives to punish deviant
behaviour without making high costs. In case of a standardized product there are
many suppliers that can provide the same level of quality and there are many buy-
ers. After being cheated by one party, one can easily choose another contracting
partner. The market provides efficient allocation and no authority is needed. In-
creasing uncertainty does not alter this.

2. When asset specificity increases, transaction costs associated with market gover-
nance increase. Bilateral dependency leads to a weak ex post negotiation position
of investors. Therefore the investor will be reluctant to make the investments,
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which leads to hold up. Hybrids and hierarchies then become preferable over mar-
kets; at very high levels of asset specificity, hierarchy is the appropriate governance
form.

. In the presence of asset specificity, frequent transactions between the same parties
tend to make them replace market by hierarchy (Williamson, 1985). Asset specific
transactions that occur frequently require constant monitoring effort in the market,
whereas occasional transactions need not be attended to continuously and do not
justify making the bureaucratic costs of establishing a hierarchy.

. When asset specificity is present to a nontrivial degree, heightened uncertainty
increases the transaction costs associated with market governance.

. When asset specificity is present to a nontrivial degree, growing uncertainty renders
markets preferable to hybrids, and hierarchies preferable to both hybrids and mar-
kets Williamson (1991a). ‘[Clontinuity between the transacting parties becomes
important, and adaptive capabilities become necessary. In the presence of asset
specificity, increases in uncertainty thus render market governance subject to costly
haggling and maladaptiveness, and increase the relative attractiveness of hierar-
chies and hybrids. However, at high levels of uncertainty, the ‘intermediate range’
of asset specificity within which hybrid forms are preferred tends to shrink, and
may even disappear. This is because hybrid adaptations cannot be made unilater-
ally (as with market governance), or by fiat (as with hierarchy), but require mutual
consent. The result is that high uncertainty renders both market governance and
hierarchies preferable to hybrids’ (David and Han, 2004, p. 41).

. When either investments are highly asset specific and uncertainty is high, or when
investments are mixed and uncertainty is high, hierarchy is the most efficient gover-
nance mode. Uncertainty is the determinant for the incompleteness of the contract
and the opportunities of ex post haggling attached to it. High uncertainty cre-
ates situations open to contest and conflict because deviant behaviour is difficult to
determine and prove. Within a hierarchy the ex post negotiation position with re-
gard to these types of transactions are changed, because interests are adjusted and
options eliminated. The hold up problem is avoided, because conflicts between
interests of both partners are removed. Although internal organizational problems
and costs of internal organization can arise, the benefits of vertical integration are
larger. These problems and costs do not compare to the benefits of vertical integra-
tion when uncertainty is low. In stable markets deviant behaviour is unattractive
because it will be recognized. Other contracting partners will not be inclined to
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contract with deviant parties. Hybrid modes of governance, especially long-term
contracts, are the most efficient solution in sufficiently stable markets. In these
markets a good reputation is important and deviant behaviour unattractive. The
value of a reputation depends on how often a transaction takes place, the duration
of the relationship and the profitability of a transaction.

7. Governance modes that are well aligned with transaction characteristics are bound
to exhibit performance advantages over other modes (Williamson, 1998b); for ex-
ample, when both asset specificity and uncertainty are high, hierarchy is to be
expected to exhibit performance advantages over markets and hybrids.

2.5 Limitations

TCE is not without its critics. Criticism is especially directed towards the behavioural as-
sumption of opportunism (Noorderhaven (1995) and Ghoshal and Moran (1996)). No-
orderhaven (1995), for example, argues that the assumption of opportunism that gives
rise to the problem of economic organization also tends to undermine the proposed solu-
tion of vertical integration. Vertical integration requires actors to be partly opportunistic
and partly not opportunistic. According to his critics, Williamson does not account for
this dilemma. Another reproach is that TCE uses the logic of the market to identify the
attributes of internal organization, but does not appreciate the unique attributes of inter-
nal organization that cannot be reduced to market characteristics (Ghoshal and Moran,
1996). Concepts such as trustworthiness (Noorderhaven, 1995), social structure and so-
cial relations (Granovetter 1985, 1992) are not incorporated in the theory. These could
be of special importance in explaining internal organization.

Furthermore, criticism is directed at the use of a ‘reduced form model’ and the lack of
direct measurements of transaction costs. This model relies on estimations of reduced-
form relationships between observed characteristics of transactions and modes of gov-
ernance (Masten et al., 1991). It enabled researchers to formulate testable hypotheses
on the relative efficiency of governance structures. These hypotheses were related to
the measurable characteristics of the transaction. Although the development of such
a reduced form analysis has led to the important advance of the operationalization of
TCE, the approach itself brings interpretative problems with it, because ‘such indirect
tests are unable to distinguish whether observed patterns of organization resulted from
systematic, but as yet unexplored, variations in the costs incurred organizing production
internally’ (Masten et al., 1991, p. 2). In addition to these interpretative problems, the
need for direct measurements becomes relevant given the many merely indirect tests that
have been performed. Their results show consistency with the predictions of TCE, but
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have not yet demonstrated that the outcomes are necessarily associated with transaction
cost minimizing behaviour (Carter and Hodgson, 2006).

The criticism is just. Using TCE to explain the organization of transactions is not
always adequate. Attention should, therefore, be directed at a further development of
TCE. This is even more necessary when using TCE to explain the choice for particular
governance structures in the public sector. This is however not the aim of our study. As
discussed in the introduction of this thesis, a central point of our study concerns the issue
of whether alignment of transactions and governance structures matters. With this type
of analysis we shall address the last point of criticism.

2.6 An ‘empirical success story’?

The question contained in the title of this section is answered in the affirmative by
Williamson (2000, p. 605) and other authors within TCE literature. In addition, TCE
is an empirical success story is the conclusion of some reviews, but not all reviews. Some
authors have reservations. Regarding the empirical literature on TCE’s applicability many
reviews have been published. As far as we are aware the first one is a survey of Joskow
(1988). At that time the amount of empirical literature was still rather limited. Joskow
focuses on the structure of vertical relationships, and in particular the role of asset speci-
ficity, transaction costs, and incomplete contracts. He finds strong empirical support for
the importance of transaction costs considerations, especially the importance of asset
specificity, in explaining variations in vertical integration. However, he also observes
that more theoretical and empirical work is to be done. After Joskow’s review, many
other reviews have followed (see Shelanski and Klein (1995), Masten (1996a), Rind-
fleisch and Heide (1997), Masten and Saussier (2002), Vannoni (2002), David and Han
(2004), Klein (2005), Macher and Richman (2006) and Carter and Hodgson (2006)). In
this section, we only discuss some of them, since the overlap between various reviews is
considerable.

Shelanski and Klein (1995) provide a review and an assessment of studies concern-
ing several key empirical issues or phenomena on which they think TCE has enabled
researchers to make substantial progress. These are vertical integration, hybrid con-
tracting modes, long-term commercial contracts, informal agreements, and franchise
contracting. They conclude that on balance, a remarkable amount of empirical work
is consistent with TCE predictions. The studies examining the make-or-buy decision and
the structure of long-term contracts, in particular, overwhelmingly confirm transaction
cost economic predictions. However, they also observe that much remains to be done,
both in applying those approaches already available to additional data, and in further
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refining and developing the methods to test transaction cost hypotheses. More specifi-
cally, they observe measurement difficulties, especially with regard to the measurement
of asset specificity. Furthermore, there is confusion about definitions and therefore, op-
erationalization of key variables. Especially, the failure of studies to take into account
that the effect of uncertainty on governance structures hinges on asset specificity and
the consequent bilateral dependency can explain some conflicting results on the effects
of uncertainty. Besides that, a more general problem is that alternative hypotheses? that
could also fit the data are rarely stated and compared.

Rindfleisch and Heide’s (1997) review synthesizes and integrates the findings of 45
key empirical TCE studies across a broad range of disciplines. On the basis of this review
they make an assessment of how valid TCE’s framework is. With regard to the safeguard-
ing problem they conclude that studies provide considerable support for TCE’s hypothe-
sized effects of specific assets and mixed support for its assumption about the existence
of opportunistic actors. The results are mixed regarding the extent of opportunism in
exchange relationships. However, when opportunism is present, it has a negative impact
on performance. The use of governance in general and vertical integration in particular
as a means of safeguarding specific assets is broadly confirmed. In addition, these studies
show that firms can protect their specific assets by pursuing a variety of hybrid gover-
nance mechanisms. Also, studies present mixed support for TCE’s hypothesized effects
of environmental uncertainty. Although some TCE researchers find that environmental
uncertainty is positively related to vertical integration, a greater number of researchers
show that, in some contexts, environmental uncertainty either has no impact on vertical
integration or acts as a disincentive against vertical integration. TCE’s claim that firms
employ vertical integration as a means of easing the burden of performance evaluation is
broadly supported. Questions that remain are related to the concept of transaction costs,
TCE'’s behavioural assumptions, the effects of environmental uncertainty, TCE’s unit of
analysis, and the governance decision.

Klein (2005) observes that most empirical work on the make-or-buy decision adopts
the transaction cost framework and follows the same basic model. This means that the
efficient form of organization for a given economic relationship — and, therefore, the like-
lihood of observing a particular organizational form or governance structure — is seen as
a function of the attributes of the underlying transaction, that is of asset specificity, un-
certainty and frequency. Klein describes how a variety of research techniques has been
used in the empirical literature. He observes a mix of qualitative case studies, quan-
titative case studies focusing on a single firm or industry and econometric analysis of
cross-sectional or panel data from multiple firms or industries. A large variety of topics

2. Alternative hypotheses are, for example, competence or resource based hypotheses.
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has been analysed. One topic is component procurement. Nearly all studies on this topic
are focused, single-industry case studies. A few studies rest on cross-sectional or panel
data. A second topic is the key issues related to the choice between market, hierarchy and
contracts (or other hybrids). One such key issue is the choice itself. Another one is the
question of what provisions, given the choice for contracts, these contracts should con-
tain in terms of duration, completeness, complexity and other attributes. Klein (2005)
concludes that the empirical literature on the make or buy decision including the struc-
ture of long-term contracts and hybrid forms or organization is largely consistent with the
transaction cost theory of the firm: vertical arrangements are usually best understood as
attempts to protect trading partners from the hazards of exchange under incomplete con-
tracting. However, challenges, puzzles and opportunities remain: (i) the measurement
and definition of transaction characteristics and other variables remain inconsistent, (ii)
many studies do not explicitly compare rival explanations for vertical relationships, (iii)
the correlation between transactional attributes and governance structures is often mis-
taken for causality, (iv) legal and regulatory environments do not always get sufficient
attention. Klein ends with three lessons. The first lesson is that asset specificity is an
important determinant of vertical contractual relations. It is not the sole determinant,
however. The second lesson is that vertical relations are often subtle and complex. The
third lesson is that, while we know much about the transaction cost determinants of verti-
cal relations, we know relatively little about the relation between the costs of contracting
and organization and the wider legal, political and, social environment.

David and Han (2004) present more mixed results. While they detect support in
some areas, they also find considerable disagreement on how to operationalize some of
TCE’s central constructs and propositions, and relatively low levels of empirical support
in other core areas. They start by referring to the heated debate that continues regarding
the theory’s empirical validity and applicability. Furthermore, they state that a thorough
assessment of empirical support is necessary. Previous reviews are largely unsystematic
and almost exclusively narrative, with no explicit selection and evaluation criteria. David
and Han’s method differs from the traditional narrative reviews by being more systematic
and explicit in the selection of studies and by employing quantitative methods of evalu-
ation. They select a sample of studies that test core propositions of the theory, thereby
restricting themselves to published journal articles and statistical tests. They find overall
support to be at 47%, which result keeps them from ‘unreservedly agreeing that the the-
ory is an empirical success story’ (David and Han, 2004, p. 52). They observe significant
variation in support for the theory’s predictions. Asset specificity as an independent vari-
able fared best, while uncertainty as an independent variable was less convincing. Fur-
thermore, some important TCE relationships have not received much empirical attention
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at all, for example, frequency and performance. For the performance of the choice for a
particular governance structure, no evidence exists as to whether this choice is in some or
other way efficient. On this basis, they conclude that empirical work on TCE as a whole
has provided a rather limited picture. They also find a significant amount of discrepancy
and disagreement regarding the operationalization of core constructs and the interpre-
tations of key concepts. Their conclusion is that a greater consensus on core constructs
and relationships would allow the theory to be further developed, more consistently and
convincingly.

Macher and Richman (2006) have also written an extensive review. Their review dif-
fers from the other reviews because of their broader look. Macher and Richman make a
distinction between business-related fields and fields farther removed from business such
as public policy and law, health economics and agricultural economics and policy. They
conclude that the applicability of TCE to empirical problems across several business-
related phenomena, such as marketing, finance and organization theory, is impressive.
The majority of empirical research in TCE is found to be a variation of the discrimi-
nating alignment hypothesis. In that context the organizational mode is the dependent
variable, while transactional properties, as well as other control variables, serve as in-
dependent variables. An examination of a subset of 600 empirical TCE-related articles
and book chapters categorized in several major areas finds, on the whole, remarkably
consistent support for TCE predictions. The survey highlights the tremendous range of
empirical phenomena that have been explored through the lens of TCE. Beyond its ini-
tial focus on the make or buy decision, TCE has provided a framework for examining the
organization of labour, dominant firms, contracting for natural monopoly, non-standard
contracting, corporate governance, public bureaus and reputation. Based on this range
of phenomena, the authors conclude that the survey validates Williamson’s contention
that any problem that can be framed as a contracting problem can be usefully examined
through the lens of TCE. Another important conclusion is that empirical research in TCE
has become increasingly multidisciplinary. Interestingly, in addition to being multidisci-
plinary, TCE is also becoming more interdisciplinary. The interdisciplinary character of
the research can be seen in the integration of TCE in alternative theories of the firm.
This is useful in the effort better to understand complex economic phenomena and to
build a coherent science of organization. Still, Macher and Richman also point out some
lingering issues. The first is the need to measure and test more precisely the effects of
key transaction cost variables such as asset specificity and uncertainty. The second issue
is the notion of opportunism which also suffers from measurement concerns. The third
issue is the oversight in the existing empirical literature of the performance implications
of the choice for a particular governance structure. Only a few studies pay explicit atten-
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tion to the costs associated with failing to align transactions and governance forms. The
fourth and last issue is that TCE lacks a rigorous mathematical foundation. ‘While a more
complete formalization will not alleviate all definitional ambiguities, it should provide
researchers with greater precision regarding the key concepts that are hypothesized to
have organizational outcomes’ (Macher and Richman, 2006, p. 55).

Carter and Hodgson (2006), in a most recent survey, analyse the application of TCE
in relation to the debate on the nature of the firm. They analyse a sample of 27 studies of
which 12 deal with vertical integration and 15 with hybrid relationships. All 27 studies
have been published in prominent academic journals. The small sample is due to very
stringent selection criteria such as a minimum average citation level of five per year and
the employment of an empirical model that is based at least in part on Williamson’s TCE.
The results of the vertical integration studies are mixed. No study is fully consistent with
the framework, five are partly consistent with the framework and six are partly consis-
tent and partly inconsistent, while one is inconclusive. The results of studies on hybrid
modes of governance give relatively less support for TCE. Most studies test, only to a
limited degree, predictions of the framework. The results of ten of the fifteen studies
are inconclusive, three are partly consistent, and two are partly consistent and partly
inconsistent with TCE. The most prominent problem in relation to this part of the empir-
ical studies is that Williamson provides insufficient detail on the characteristics of hybrid
modes of governance. In addition, Carter and Hodgson (2006), on the basis of their
findings, make a case for testing rival theories in order to identify whether correlations
are actually consistent with TCE or alternative theoretical explanations. They argue that
there is some significant empirical evidence in support of elements of TCE, but taking
Williamson’s framework and the evidence as a whole, the picture is rather mixed.

In conclusion, is TCE an empirical success story? This question is not easy to answer
on the basis of the presented results. We have discussed several surveys, and we have
found that the findings are mixed. Some are enthusiastic about the results, some are
much more reserved. Researchers agree that TCE has indeed contributed to understand-
ing the problem of economic organization. It is regarded as ‘a well established research
program with a well developed theoretical framework and good results in empirical test-
ing’ (Groenewegen, 1996, p vii). All researchers observe, however, that some important
problems remain to be solved. These problems range from operationalizing core concepts
via direct measurements of transaction costs to testing rival theories. Some of these is-
sues will be addressed in this thesis of which the operationalization of attributes of the
transaction and the measurement of transactions costs are the most important ones.
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2.7 Summary

We end this chapter by summarizing the five main elements of TCE (Williamson, 1985,
p. 41-42). These elements are the starting point of our analysis of the extension of TCE
to the public sector in the following chapters.

1.

2.

The transaction is the basic unit of analysis.

Any problem that can be posed directly or indirectly as a contracting problem can
be usefully studied in transaction cost economizing terms.

. Transaction cost economies are realized by assigning transactions (which differ

in their attributes) to governance structures (which are the organizational frame-
works within which the integrity of a contractual relation is decided) in a discrimi-
nating way. Accordingly:

e The defining attributes of transactions need to be identified.

e The incentive and adaptive attributes of alternative governance structures
need to be described.

. Although marginal analysis is sometimes employed, implementing transaction cost

economics mainly involves a comparative institutional assessment of discrete in-
stitutional alternatives — of which classical market contracting is located at one
extreme; centralized hierarchical organization is located at the other; and mixed
modes of firm and market organization are located in between.

. Any attempt to deal seriously with the study of economic organization must come

to terms with the combined ramifications of bounded rationality and opportunism
in conjunction with a condition of asset specificity.

Although Sections 2.5 and 2.6 show that there is a great deal of concern regarding some
aspects of TCE, we consider it fruitful to extend TCE to the public sector, since the possi-
bility of application to public sector organizations can constitute an essential contribution
to further development of the theory. Before we go into our extension of TCE, we pay
attention to the way in which earlier researchers have introduced TCE in public sec-
tor analysis. In our discussion of the review of Macher and Richman (2006) it already
became clear that TCE'’s applicability reaches further than commercial transactions.
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Chapter 3

Transaction Cost Economics and Public
Sector Analysis

N THE PREVIOUS CHAPTER we discussed the core concepts of TCE, its empirical suc-

cess and its limitations. In this, we find arguments to adopt the perspective of

TCE to analyse the efficiency of governance structures in the public sector. TCE

offers a sophisticated line of thinking for analysing privatization issues, because in

a first approximation, it is simply the issue of whether a public service should be ‘made’

or ‘bought’ (Frant, 1991). In this sense, it can be interpreted as a contracting problem.

According to Williamson all contracting problems can be analysed in terms of transac-

tion cost economics. Especially relevant in this respect is TCE’s discriminating alignment

hypothesis, to the effect that a transaction cost economizing result is reached when trans-

actions with specific characteristics are aligned with governance structures with specific
characteristics.

This is not the first attempt to apply TCE to the public sector. In addition to Williamson
himself, other researchers have shown the relevance of TCE in the context of public ser-
vice provision. This has been done in the TCE literature and public administration litera-
ture taking a transaction cost-based view of governmental privatization decisions. These
two lines of literature have basically developed separately and have not frequently met.
This is actually a common phenomenon in new institutional economics. One explana-
tion is that much research is published in journals that are not familiar to others working
in the field and that, often, researchers are unaware of findings from disciplines other
than their own (Ménard and Shirley, 2005). This state of affairs can also be observed
with regard to the application of TCE to the public sector. The fields of TCE and pub-
lic administration essentially show little awareness or mutual recognition of each others
findings.

In this chapter, we shall limit ourselves to discussing the literature within TCE re-
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search and literature which can be found within public administration research. Given
this restriction, it is possible that we omit some fine examples of applications of TCE
to the public sector. The review in this chapter can, therefore, not be complete, but
we think that by discussing the selected studies, we are able to give a fair impression
of the research conducted on this particular subject. We pay attention to the way in
which researchers in both lines of literature introduced TCE earlier in public sector anal-
yses. In addition, with regard to the TCE research we specifically focus our attention on
Williamson’s contribution to public sector analysis. With regard to the public administra-
tion literature, we shall distinguish between the majority of studies that focuses on the
local government level and a smaller number focusing on other levels of government.
Both lines of literature have inspired us to an extension of the core elements of the the-
ory: transactions and governance structures. On the basis of our review, in the next
chapter we translate TCE in public sector terms and extend it to that sector.

3.1 TCE literature on the public sector

In this section we discuss the way in which in the TCE literature public sector issues are
addressed. We pay attention to early empirical work of Williamson (1976) and Gold-
berg (1976) on public utility services and recent empirical work of a variety of authors
in TCE on a variety of subjects. In addition, Williamson’s recent work on public and
private bureaucracies, in which he extends TCE theoretically to the public sector, will be
discussed.

3.1.1 Empirical applications

Williamson already applies TCE to the public sector in an early study of a public util-
ity service (Williamson, 1976). He makes an analysis of franchise bidding in the case
of cable television. In this case parties have to bid for the right to install and operate
a cable television system, where this right is awarded to the bidder offering the lowest
monthly fee for basic service. Problems arise because of an overly simple award criterion
that results in a misleading and possibly deceptive award, disputes over price, quality,
and timing during contract execution, and the inability or unwillingness of local govern-
ment to exercise its rights to discipline the franchisee by taking its assets and transferring
them to an alternative operator (Crocker and Masten, 1996). Williamson observes that
franchising, therefore, often ends up in intensive government regulation. The govern-
ment wants to reduce uncertainty and introduces safeguards to that end. These cause
transaction costs for the government, which have to be taken into account. Williamson
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finds that such transaction costs are often overlooked because — even though they have
budgetary impacts — they are difficult to discern and their impact is subtle. Williamson
(1976) argues — likewise Goldberg (1976) — that the problems associated with contract-
ing solutions in the types of environments encountered in public utility transactions may
be difficult to tackle. Crocker and Masten (1996) summarize their findings as follows.
Firstly, while competitive bidding can be an effective way of determining the lowest cost
supplier when the price of the good or service procured is the buyer’s only concern, it
works less well for complex goods and services where the buyers are more concerned
with the quality, reliability, and other attributes of the procurement than with the price.
Secondly, because supplying public utility services typically requires large, durable in-
vestments in production and distribution facilities that are specialized for a particular
market, the efficient mode of governance requires long-term contracts to avoid the haz-
ards involved in recurrent haggling over the terms of trade once those investments are in
place. Finally, uncertainty as to cost and demand conditions over such long horizons, as
well as the complexity of public utility services tend to make long-term contracts for pub-
lic utility services inevitably incomplete. As Goldberg (1976) puts it: ‘the problems are
intrinsic to the service’. Especially public utility services — characterized as complex or
uncertain transactions requiring durable, specialized investments — require governance
structures that are aligned with these characteristics (for example long-term, incomplete,
relational contracts). Here we touch upon the central idea of TCE, namely that charac-
teristics of transactions should be aligned with characteristics of governance structures
to achieve a transaction cost economizing result. These early attempts of Williamson and
Goldberg to apply TCE’s line of reasoning to public utilities confirm Williamson’s propo-
sition that any problem that can be formulated as a contracting problem can be analysed
in transaction cost economizing terms. This is reconfirmed by more recent studies within
TCE, which respectively center around public utilities and regulation, law and policy and
organizational changes in the public sector. These themes will be briefly discussed in the
following.

With regard to public utilities and regulation, Crocker and Masten (1996) give an
overview of empirical TCE work. The studies contain early criticism of the natural
monopoly approach to utility regulation. The main argument against this approach is
that while technological conditions can require one single supplier, whether that sup-
plier should be regulated by the state or market-like mechanisms is a separate question
(Macher and Richman, 2006). Crocker and Masten’s review shows the importance of
TCE in organizational choice and design decisions with regard to public utility transac-
tions (Crocker and Masten, 1996, p. 35):

The fundamental lesson provided by transaction cost economics is that or-
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ganization form matters and that, depending on the specifics of the environ-
ment, some modes of governance will be preferred to others. This observation
is particularly germane in the current regulatory setting, where less intrusive
and more impersonal mechanisms are often advocated as remedies for the
perceived inefficiencies and arbitrariness of traditional rate-of-return regula-
tion. When considering these alternatives, the economic tradeoffs inherent in
the transaction cost approach provide guidance on appropriate modifications,
as well as warn of potential pitfalls.

Macher and Richman (2006) show that in addition to the empirical work on regulation
and public utilities, TCE is used to examine various other issues related to law and pol-
icy. A few relevant examples are that of Levy and Spiller (1994), Spiller and Tommasi
(2003) and Richman and Boerner (2006). Levy and Spiller (1994) use TCE to analyse
the determinants of performance of privatized utilities in different political and social
circumstances. They make a comparative assessment of the impact of core political and
social institutions on telecommunications regulatory structures and utility performance
outcomes in five countries. The success of regulatory governance and incentive designs
is shown to depend on how well they fit in with a country’s prevailing institutions. If a
country lacks the requisite institutions or erects a regulatory system that is incompatible
with its institutional endowment, efforts at privatization can end in disappointment, re-
crimination and the resurgence of demands for renationalization (Levy and Spiller, 1994,
p. 242). Spiller and Tommasi (2003) deepen this study by investigating policies broader
than utility regulation. They study, in more detail, the political-institutional environment
of a country. This environment, together with the underlying features of the policy is-
sues at stake, will determine the governance structure for each political transaction. A
different kind of research is that of Weingast and Marshall (1988) in which a theory
of legislative institutions is developed that runs parallel to the theories of the firm and
of contractual institutions. Other research in the field of law and policy is by Richman
and Boerner (2006). They view NIMBY! disputes as contracting problems in a world
of positive transaction costs, which enables them to reveal the dynamics of negotiations
between developers and communities. They aim at identifying the contracting problems
inherent in siting waste facilities, evaluating the costs and competencies of various reg-
ulatory regimes and matching the two so as to minimize transaction costs. With their
perspective they identify the role that TCE can play in understanding how siting regula-
tions reduce transaction costs and how regulatory regimes can be optimally designed for

1. The NIMBY (‘Not In My Back Yard’) problem arises with any effort to site locally undesirable but
socially beneficial facilities. Projects such as homeless shelters, airports and prisons typically impose
concentrated and localized costs while creating widely dispersed benefits. These projects often provoke
intense resistance from local residents (Richman and Boerner, 2006, p. 32).
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siting alternative facilities.

Dixit (1996) applies the transaction-cost perspective on economic policymaking. In
this study he examines a large variety of transaction costs that are encountered in the
policy process. He studies two examples of economic policymaking, namely tax reform
in the United States and, the General Agreement on Tariffs and Trade (GATT) and in-
ternational trade politics. In this study he shows that a transaction-costs perspective can
help to better understand the process of economic policymaking.

TCE is also used in analysing organizational changes in the public sector. Part of these
studies focuses on the local level. Ménard and Saussier (2002) are among the first to con-
duct econometric tests in TCE to explain decisions by governments either to provide a
service directly or to contract out either a part (lease) or all of a service (concession or
privatization) to a private operator. They apply the TCE framework to the case of French
water supply by local authorities. Two questions are addressed. What determines the
choice of a specific mode of governance among a set of possible modes? How do alter-
native modes of governance perform with regard to the same type of transactions? They
conclude that characteristics of the transactions at issue determine the choice of decision-
makers at least partly. Their results also strongly suggest that no mode of governance is
absolutely preferable over the others. They discern only comparative advantages that de-
pend crucially on characteristics of the transactions governed. Huet and Saussier (2003)
build on this study by investigating the link between the governance structures chosen by
local public authorities in France, transaction characteristics and observed performances
in the case of the water supply sector. They find a clear link between price, the level of
specific investments and efficiency. They, therefore, conclude that ‘organization matters’.

Levin and Tadelis (2005) study the determinants of privatization at the level of U.S.
city governments. They assess a broad spectrum of public services, finding that services
for which it is harder to specify, enforce or adjust performance standards are less likely
to be privatized. This is also confirmed for services with a high sensitivity to quality.
Furthermore, they find that services that are less frequently provided are more likely
to be privatized. An interpretation of this result is that these services are viewed as
less central to the public mission of municipalities. The overall conclusion drawn by
Levin and Tadelis is that a transaction cost based view of privatization provides a useful
framework for explaining local government contracting patterns, at least at the level of
U.S. city government.

Complementary to research analysing local government changes, other studies focus
on shifts in governance at the national levels. Fredland (2004) examines the current
and potential roles of military companies providing both combat and support functions
to (sovereign) governments from the perspective of TCE. He concludes that the role of
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the private sector in providing military force is, and is likely to remain, a limited one.
Although there are tasks that can be privatized, for example training and support func-
tions, uncertainties in military situations make efficient contracting between the state
and military companies inevitably problematic. Direct combat, for example, clearly in-
volves sovereign transactions, which suggests serious contractual hazards. The state
must be confident of the loyalty of management and personnel of the defense bureau to
its mission and to the state. Without these loyalties, the state itself is threatened.

Yvrande-Billon (2007) investigates whether the British authorities’ decision to use
short-term franchise contracts for the procurement of passenger rail transport matches a
transaction cost minimizing logic. She states that contractual choices made by the British
rail reformers do not rely on transaction cost minimizing principles, because whatever
the level of asset specificity, contracts have nearly the same duration. Consequently, the
arrangements are not efficient. Building on this research, Yvrande-Billon and Ménard
(2005) show what happens when policymakers adopt a mode of organization that fits
imperfectly with the type of transaction at stake. In the case of the British railways pol-
icymakers have involuntarily initiated a series of changes. To deal with the resulting
misalignment, parties to the transactions adopted a strategy oriented towards reducing
the specificity of investments involved. More generally, Yvrande-Billon and Ménard il-
lustrate that if the attributes of the transaction have a direct effect on the choice of a
governance structure, this choice influences in its turn the nature and characteristics of
the transaction.

Summarizing, in the TCE literature we observe a variety of studies that apply TCE to
the public sector. They vary from analysing the regulation of public utilities to the choices
made by governments to provide other public services. With regard to public utilities,
TCE provides an explanation of the choice for regulatory policies. With regard to the
provision of public services, government choices such as contracting out and privatization
decisions are in line with TCE. This empirical evidence shows the applicability of TCE to
the public sector. Most of the researchers stay close to the core of TCE and analyse
whether attributes of transactions — as defined by Williamson — determine the choices
that are made by governments. Levin and Tadelis (2005) add to these characteristics
the insight that sensitivity to the quality of a service also matters. Ménard and Saussier
(2002), Huet and Saussier (2003), Yvrande-Billon and Ménard (2005) and Yvrande-
Billon (2007) take a step further and analyse whether governments’ choices for particular
modes of governance matter for the performance of the provision of public services.
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3.1.2 Williamson’s theoretical extension of TCE to public bureaus

Only recently, Williamson (1997, 1999) started to extend TCE theoretically to the provi-
sion of public services and to choices that governments must make between providing a
service themselves or contracting it out through contractual arrangements. To our knowl-
edge, Williamson’s 1999 article is the only attempt to draw the theoretical implications
of applying TCE to the public sector. The most important adjustments to his original
theory are modifications in the attributes of the transaction on the one hand and in the
spectrum of governance structures on the other. This is Williamson’s only contribution to
this issue, except for his early work on the provision of cable television discussed in the
previous section (Williamson, 1976). This suggests that Williamson’s main objective was
to show whether TCE could provide insights into the choices made by governments for
public bureaus with regard to the provision of public services. By showing this, he finds
supports for the idea that TCE is applicable to a broad range of issues.

Williamson holds that TCE can also be applied to public sector issues on condition
that we make an economic appreciation of the properties of alternative modes of gover-
nance in the public sector that is geared to its specific characteristics (Williamson, 1999,
p. 318).

To denounce public agencies because they have lower-powered incentives,
more rules and regulations, and greater job security than are associated with
a counterpart private bureau completely misses the point if those features
have been deliberately crafted into the public bureau, thereby mitigating con-
tractual hazards, albeit at a cost.

Against this background, Williamson takes a TCE perspective in analysing public sec-
tor transactions and their governance structures. He distinguishes between six types
of public sector transactions: procurement, redistributional, regulatory, sovereign, judi-
ciary and infrastructure transaction. Williamson confines himself to sovereign transac-
tions?. Examples are foreign affairs, the military and foreign intelligence. To Williamson,
sovereign transactions can be characterized in terms of asset specificity, especially hu-
man asset specificity, and of the newly introduced, hazard of probity. This hazard of pro-
bity refers to the loyalty and rectitude with which a sovereign transaction is discharged
(Williamson, 1999, p. 322). Probity is achieved through leadership and management
attributes of modes of governance, especially, the public bureau.

Just as private governance structures, public sector governance structures are char-
acterized by features such as incentive intensity, administrative controls and contract

2. A concept of Wilson which he describes as transactions that ‘are endowed with indefeasible authority’
(1989, p. 348). According to Wilson the government organizes these transactions because ‘it alone
embodies the public’s authority’ (1989, p. 359).
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Privatization Regulation Public bureau

Instruments

Incentives ++ + 0

Bureaucratization 0 + ++
Performance attributes

Adaptive autonomy ++ + 0

Adaptive integrity 0 + ++
Contract law

Executive autonomy ++ + 0

Staff security 0 + ++

Legalistic dispute settlement ++ + 0

Table 3.1: Distinguishing attributes of privatization, regulation and public bureau
(where ++ denotes a strong, + denotes a semi-strong and 0 denotes a weak
presence) (Williamson, 1999, p. 336)

law. Table 3.1 shows how public governance structures can be characterized according
to Williamson. Note that Williamson uses terms that differ slightly from those employed
with regard to the private sector (see Table 2.1). He uses the term bureaucratization
instead of administrative controls and adaptive autonomy and adaptive integrity instead
of autonomous adaptation and coordinative adaptation. These differences lie more in
terminology than in the content of the terms. However, this is not the case with regard
to contract law. Contract law in the public sector is defined in terms of a complex of
attributes, namely the employment relation consisting of executive autonomy and staff
security, and legalistic dispute settlement.

Generally, full privatization or contracting out is associated with the strongest in-
centives and the smallest measure of administrative control, the strongest propensity
to behave autonomously and avoid cooperation, legalistic dispute settlement regimes,
in-house appointments of executives and the smallest degree of security of staff employ-
ment. The public bureaucracy is in all of these respects the opposite, while regulation is
located in between these two extremes along all dimensions. Williamson (1999, p. 334)
defines the mode ‘regulation’ as follows:

Regulation could be thought of as a very long-term incomplete contract of a
cost-plus reimbursement kind in which the interests of the government are
protected by (1) embedding the agency in a complex regulatory apparatus,
whence extensive rules, regulations, and procedures will appear and provi-
sion will be made for periodic auditing, (2) executive appointments are made

46



3.1 TCE literature on the public sector

in consultation with the president and with the tacit (or actual) approval of
Congress, and (3) the staff of the agency is provided with both added security
of employment and greater social conditioning to the mission of the agency,
possibly through training by the staff of the regulatory agency.

Accordingly, regulation combines semi-strong incentives with limited to strong adminis-
trative controls, semi-strong propensity to behave both autonomously and cooperatively,
an average degree of autonomy of executives and security of staff employment and dis-
pute settlement by arbitrage (Williamson, 1999, p. 336).

Williamson analyses the foreign affairs transaction conducted by the U.S. State de-
partment to determine whether TCE can provide evidence that the public bureau is the
most efficient mode of governance compared with alternative feasible forms. Foreign
affairs, in this case, involves diplomatic and consular activities. He has two reasons for
choosing this kind of uncontested public transactions. Firstly, even the obvious can some-
times benefit from explication and secondly, extreme instances often help to uncover
‘essentials of the situation’ (Williamson, 1999, p. 307). With regard to foreign affairs
transactions he indeed concludes that the public bureau - the U.S State Department — is
the most efficient governance structure as compared to regulation and privatization. The
following argument supports this conclusion. There is some asset specificity (mainly hu-
man asset specificity), a high degree of probity, while operating cost excesses are small.
Probity concerns will be relieved by governance structures to which reliable responsive-
ness to the president — goal congruence, timely compliance, and lack of adventurousness
— can be ascribed (Williamson, 1999). The governance structures of both full privatiza-
tion and regulation do not meet these requirements. Full privatization means that foreign
affairs would be contracted out to a private firm, which is characterized by greater in-
centive intensity, less complete administrative controls, less responsive management and
a less protected staff. Cost control would get stronger emphasis, while probity would be
sacrificed, while the staff would be less protected and committed to the mission. Possi-
bly, regulation would be better suited to conduct foreign affairs than full privatization.
However, problems would still arise. What would cause problems with a choice of regu-
lation is the mode of governance in which foreign affairs transactions would then have
to be conducted. The nature of the ‘contract’ would be vague and open-ended, while an
additional level of bureaucracy, the regulatory bureau, would be inserted between the
president and the administration. In this setting, the regulatory bureau would lack first-
hand knowledge and experience to exercise proper control, the government would have
problems in being adequately informed and the controlled firm would have difficulties
in defending itself against eventual accusations of indolence, incompetence or disloyalty
when things go wrong. All in all, the public bureau remains to be the most transaction
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cost efficient governance structure with regard to the foreign affairs transaction.

In Williamson’s extension of TCE and the empirical applications discussed in the pre-
vious section, we find support for applying TCE to the public sector. However, we ob-
serve that authors in the TCE literature apply TCE without elaborating in great detail
on the specific characteristics of the public sector. Aspects that are added are (sensi-
tivity to) quality (Levin and Tadelis (2005) and Huet and Saussier (2003)) and probity
(Williamson, 1999). With regard to this last aspect the question is whether probity is the
only distinguishing feature of the public sector. All the more since Williamson focused
on sovereign transactions, while there are many less extreme public sector transactions
that are not characterized by the hazard of probity, but can also have specific attributes.
This is not addressed in-depth in this literature.

3.2 Public administration literature on TCE

In addition to TCE literature, in the public administration literature the question is also
addressed what TCE can teach us about the provision of public services. In Chapter 1
we briefly touched on this literature. The main conclusions are that TCE perspective
helps to structure our thinking about public bureaucracy (Moe, 1984) and the compar-
ative efficiency of alternative arrangements (Ferris and Graddy, 1998), that it provides
a counter-balance by emphasizing institutions and rules as a complement to the strong
orientation towards incentives or self interests that characterizes the public choice or ra-
tional choice approaches (Lane, 1995), that it offers a more sophisticated line of thought
by recognizing that the issue of privatization is in a first approximation simply the issue of
vertical integration (Frant, 1991) and, therefore, is especially helpful in analysing public-
private interactions (Dollery 2001 and Frant 1991). In general, it is often observed that
TCE provides a far-reaching criticism of the all too simple position that the public sector
should always contract out to the private sector. It makes a powerful case for contracting
out in some situations, but not in all (Coulson, 1997). Different governance structures
are best suited to the provision of different services or to functioning in different contexts
(Warner and Hebdon (2001) and Ferris and Graddy (1998)). There are reservations with
regard to the application of TCE to the public sector as well. For example, Moe (1984)
and Marsh (1998) warn against a careless application of TCE to the public sector and
advocate a proper translation or extension of TCE. In addition to this literature, which
discusses the relevance of TCE more generally, other public administration literature ac-
tually applies the TCE framework to specific cases, taking a transaction cost-based view
on — mostly local — government privatization decisions. In the next sections, we shall
discuss this line of literature.
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3.2.1 Research on the local government level

To start with studies that focus on the local level, Ferris and Graddy (1986, 1991 and
1994) analyse the choice of contractors made by local governments. They find that both
production and transaction costs influence this choice. Their analysis confirms the impor-
tance of production costs, which corroborates the hypothesis that contracting is above all
a method for reducing the costs of providing public services. However, the importance
attributed to transaction costs suggests that contracting cities are also concerned with
the costs of monitoring contracts and can for that reason prefer public or nonprofit con-
tractors, particularly in the case of hard-to-monitor services (Ferris and Graddy, 1991).

Stein (1990) analyses the relationship between service arrangement and policy per-
formance. His central thesis is that the way in which local governments organize them-
selves to perform policy functions has a significant effect on the scope and content of
municipal policy performance. One part of the analysis is an empirical test of the cor-
relations of alternative service arrangements. The correlations of service provision and
production are found to vary with the attributes of municipal service responsibility, a
condition that confirms the existence of decision rules for matching service responsi-
bilities with specific modes of service arrangement. With regard to joint and complete
service contracting and the diversity of service arrangements, some of TCE’s hypotheses
are confirmed. One finding is that there is a strong and positive relationship between ser-
vice provision diversity and the scope of service responsibility for transactions with a low
asset specificity. This relates to Williamson’s prediction that a hierarchical governance
structure is suitable for transactions with high asset specificity, whereas a competitive
and market-like governance structure appears more suitable to transactions with low
asset specificity.

Walsh (1995) analyses the nature and implications of the use of market mechanisms
in the management of the provision of public services. He points out the issues that are
highlighted by the new institutional economics such as the transaction cost approach.
According to him, concepts such as transaction costs enable us to develop a perspective
that is more subtle than the simple distinction between public and private ownership.
Walsh observes that the transaction costs of a market-oriented provision of public services
are considerable, but difficult to assess. The overall costs include costs of introducing
new organizational and managerial systems, costs of monitoring and communicating and
costs of preparing contracts. To this he adds that these costs ‘may be justified because
they are offset by gains reached in the efficiency and effectiveness of the public service,
but the immediate effect is likely to be experienced as the establishment of a new form
of bureaucracy to manage the market’ (Walsh, 1995, p. 237-238).
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Nelson (1997) also extends TCE to the public sector and the ‘make or buy’ decisions
faced by governments. He concludes that, consistent with TCE’s propositions, the costs
of writing and monitoring contracts are an important factor in local public service de-
livery and that in-house supply is not as inefficient as some previous studies indicate.
Nelson makes an analysis of sixty-three local public services. He shows that municipal
governments are less likely to select external service delivery solutions in environments
where preferences are not homogeneous. The nature of services to be delivered in such
environments is more complex and they are characterized by a higher degree of human
asset specificity. He adds political sensitivity as a characteristic of transactions that can
play a role in decisions of policy makers. Political sensitivity is often difficult to incorpo-
rate in a contract or to monitor once the contract has been negotiated. Nelson’s general
conclusion is that governance structures should not be evaluated in the abstract, but
rather compared to the expected performance of the available alternative institutional
choices. A conclusion that is in line with TCE.

Marsh (1998) applies TCE to housing management. His analysis shows that it is pos-
sible to advance arguments by TCE which suggest that for such services contracting may
be problematic. The complexity of the transaction, as well as the uncertainty about the
performance required is great. Marsh is, however, also critical about the assistance that
TCE can offer. He states that analyses in the public sector could use TCE insights as a
point of departure, but adds that, at the same time, analyses should move beyond TCE.
They ‘must move away from the asocial conception of economic agents acting oppor-
tunistically in abstract markets’ (Marsh, 1998, p. 17).

Kavanagh and Parker (1999) examine the externalization of a local government tech-
nical services function which concerns engineering, environmental and property services.
The study illustrates difficulties that arise under local authority competitive tendering
where parties enter into an incomplete contract and rely on mutual goodwill to adjust
the contract terms later. The study confirms that transaction costs can be high in local
government contracting, depending upon the nature of the contract and the associated
organizational arrangements. Moreover, Kavanagh and Parker find that public sector
contracts exhibit an additional hazard, namely, political risk.

Brown and Potoski (2003a, 2003b, 2003c, 2004a, 2004b, 2005) use TCE in analysing
the delivery of public services by local governments. They focus on concerns such as to
the ability of governments to manage service provision when provided under contract
(Brown and Potoski, 2003b). Contracting poses a new set of risks to service delivery.
Using TCE, they identify three categories of risks. These are associated with the type
of service contracted (in terms of asset specificity and service measurability), the con-
tract partner and the market context of the contract. The overall empirical findings
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suggest clues as to why contracting is sometimes successful and sometimes not, espe-
cially with regard to waste collection (Brown and Potoski, 2004a). Brown and Potoski
(2003c) conclude that applying the transaction costs approach to governments yields
important insights. The approach provides a sophisticated and useful means for under-
standing complex behaviour, such as opportunism of partners and governmental strategic
choices. They argue that a transaction cost approach is certainly more conservative than
approaches emphasizing the role of trust and networks, but given the consequences of
contract failure for certain services, public managers ‘may be wise to err on the side of
caution’ (Brown and Potoski, 2005, p. 332).

Feiock et al. (2003) argue that the transaction costs involved in local contracting
choices are linked to both service characteristics and characteristics of political systems
that are determinative for political and administrative uncertainty. They find that it is
generally unlikely that the local procurement of both private goods and public goods is
contracted out to any type of alternative service provider whatsoever. The reason for
this is that the transaction costs of monitoring the provision of goods are high for local
governments. Furthermore, they find that cities are less likely to contract out services to
profit-seeking firms when their administrative environment is unstable. More specifically,
executive turnover in city government seems to affect contracting decisions, because
it increases the transaction costs of negotiating agreements and influences the ability
of governments to make credible commitments (Clingermayer and Feiock (1997) and
Feiock et al. (2003)).

Walls et al. (2005) and Walls (2005) study residential waste management. In the
first study, Walls et al. (2005) try to find determinants of the market organization of lo-
cal public services on the basis of an examination of residential waste management. The
central question is what explains the organization of local waste and recycling markets.
Their results reveal that costs are significant in explaining local governments’ choices.
In contrast, few political variables are statistically significant. This holds for both waste
and recycling management, which provides further evidence that local governments are
primarily focused on costs when choosing between public and private provision arrange-
ments. In the second study, Walls (2005), again, analyses residential waste manage-
ment. However, in this study, she focuses on the structure of contracts. She establishes
a relationship between the degree of asset specificity and the likelihood that the local
government will choose to retain ownership of a particular facility. Furthermore, Walls
concludes that municipalities tend to eschew the use of financial incentives for recycling
in favor of mandatory requirements. Most municipalities choose to specify ex ante in the
contract what the contractor must do exactly, that is, they favour a command-and-control
approach. Contractors are not given much freedom and are only allowed a small mea-
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sure of flexibility. This could be a consequence of waste management services becoming
increasingly complicated.

Kahkonen (2005) analyses the costs of introducing quasi-markets® into the public
sector, as well as the efficiency of quasi-markets. She concludes that creating quasi-
markets reduces total costs when competitive bidding is carried out systematically, the
process is well planned, the service is easy to specify, contracting the service in question
is common and the level of procurement is sufficiently high. Most problematic is that
those costs, transaction costs and other costs, that are extremely difficult to measure are
of greater significance than the measurable costs.

3.2.2 Other levels of government

Part of the literature aims at applying TCE to issues present at different levels of gov-
ernment than the local level. First of all, Sclar (2000) provides an extensive case study
on privatization decisions of both state and local governments. He finds that privati-
zation often results in less service for more money. Obviously, such operations fail to
fulfil the expectations of policy makers. Failures are ascribed, for instance, to costs of
the privatization operations themselves and costs of monitoring to make sure work gets
done correctly, costs which have not been taken into account in advance. Usually the
only factor considered is the economic performance of the private firm or regulated bu-
reau, whereas in fact all costs should be taken into account. Sclar uses arguments that
strongly resemble TCE considerations. He observes that in agreement with the renewed
belief in the efficiency of the market, the question of how governments should organize
the provision of public service is prominently present on the policy agenda (Sclar, 2000).
Consequently, virtually every public service is nowadays considered a candidate for pri-
vatization. All these initiatives are proposed or implemented in the name of managerial
efficiency and effectiveness. However, politicians and administrators usually ignore the
costly transactional complexity (Sclar, 2000). More specifically, he finds that the most
significant public sector costs are, in fact, transaction costs. These transaction costs
include administration costs of contract bidding processes and costs of contract manage-
ment and supervision.

Frant (1996) points out that applying TCE to the public sector demands that attention
be paid to political opportunism. He introduces a public-sector version of high powered
incentives, namely, the politicians’ desire to be re-elected. This desire promotes allocative
efficiency by increasing the likelihood that the public sector’s products will be valued by

3. Quasi-markets are ‘markets’ because ‘they replace monopolistic state providers with competitive inde-
pendent ones. They are ‘quasi’ because they differ from conventional markets in a number of key ways’
(Le Grand, 1991, p. 1259-1260).
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the people. Sometimes the wish to be re-elected should be replaced by low powered
incentives, which means putting the transactions in question out of reach of the political
process. With this extension of the concept of high-powered and low-powered incentives,
Frant claims to provide a unifying view of public and private organizations. He shows
that incentives in the private sector have parallels in the public sector.

Van Leerdam (1999) analyses the relevance of TCE with regard to the autonomiza-
tion of executive units in Dutch central government. He observes that the institutional
environment contributes to the kind of decisions and the type of arrangement chosen.
Van Leerdam critically judges the explanatory and policy-instrumental value of TCE. He
states that the theory cannot explain the development of institutions over time. Fur-
thermore, he observes that the theory is insufficiently equipped to address the typical
characteristics of the public sector, such as the political process and the special nature of
public services, and the implications of these characteristics for the behaviour of actors.
He concludes that in the context of the public sector TCE should be used with care. At
least a translation of the theory is needed.

Ter Bogt (1998, 2003) also explores the relevance of TCE in six cases of autono-
mization of executive units of central and local governments. He adapts TCE’s main
concepts to the public sector and presents a political transaction cost framework which
emphasizes political rationality and political efficiency. His findings indicate that various
political reasons played a major part in the autonomization of public organizations he
studied. It seems that aspects of politicians’ behaviour, such as opportunism, bounded
rationality and political rationality, substantially contribute to understanding decisions
to autonomize organizations internally or externally, but that the economic reasonings
of TCE hardly explain such decisions. In summary, he states that the transaction char-
acteristics of TCE — asset specificity, frequency and uncertainty — can play role, but that
they have to be combined with other aspects of politicians’ behaviour to frame full ex-
planations.

Parker and Hartley (2003) use TCE to determine whether or not the use of public
private partnerships in the UK defence sector will lead to improved economic efficiency.
Their case study highlights a number of potential transaction costs in defence procure-
ment, arising from incomplete information, asset specificity and the resulting room for
opportunistic behaviour, which obviously cannot be offset by developing trust relation-
ships. The conclusion is that the use of public private partnerships will not necessarily
lead to improved economic efficiency in defence procurement and that considerable care
must be taken in terms of negotiating, performance monitoring and renewal.

Birner and Wittmer (2004) apply the discriminating alignment hypothesis to com-
pare a variety of governance structures in natural resource management, more specif-
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ically protected area management, with respect to costs incurred in achieving natural
resource management objectives. Their aim is to explore how TCE can be of help in
the institutional design aimed at decentralization. They extend TCE with two additional
transaction attributes to capture the specificities of the public transactions involved. The
first attribute is ‘care intensity’ which refers to the fact that activities are ‘difficult to mon-
itor because they involve carefulness, watchfulness, and diligence’ (Birner and Wittmer,
2004, p. 673). The second attribute is ‘contest intensity’ which is related to the ‘scarcity
of the resource system and to the extend to which conservation objectives require restric-
tions on resource use’ (Birner and Wittmer, 2004, p. 673). Due to the characteristics of
high care intensity, high frequency and high contest intensity, pure private sector gov-
ernance is not the appropriate governance structure for biodiversity conservation. The
characteristics imply a need for state involvement in the governance structure, amount-
ing to some form of co-management. They conclude that TCE has considerable potential
for crafting efficient institutions for sustainable natural resource management.

All in all, this line of research consists of a broad variety of studies. Some of them
are more critical than others about the applicability of TCE to public sector issues. Some
are clearly positive about the contribution of TCE to the analysis of public sector issues,
others are more reluctant. Most of the studies explore the relevance of TCE in explaining
the existence of specific institutional arrangements in the public sector. They are all
sensitive to the specific characteristics of the public sector. Therefore, most of the authors
adjust TCE to some extent. One adjustment of TCE is attention for the political process
and political risks. Other adjustments are the introduction of additional attributes of the
transaction, such as political sensitivity, service measurability, contest and care intensity,
as well as additional attributes of the governance structure, such as a new perspective
on low and high powered incentives.

3.3 Overall conclusion on the public relevance of TCE

To draw an overall conclusion on the public relevance of TCE on the basis of the two
lines of literature — TCE literature and public administration literature taking a trans-
action cost-based view of governmental privatization decisions — we, firstly, discuss the
relevance of TCE to studies of the public sector in general. Secondly, we address the
question what we can learn from the two lines of literature with regard to our central
research question.
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3.3.1 The public sector in general

The overview given above contains an account of the diversity of studies that have hith-
erto been conducted in two different lines of research, TCE and the science of public
administration. Especially the amount of research on public utilities — within the field
of TCE — and local government public service provision — within the field of public ad-
ministration — is impressive. These studies show that there are many parallels between
the transaction cost economics treatment of private sector and public sector contract-
ing (Williamson, 1996). Understanding public sector activity as a contracting problem
permits the use of a TCE framework to tailor governance solutions systematically to the
provision of public services. TCE identifies contracting problems inherent in the orga-
nization of public service provision, evaluates the costs and competencies of different
governance structures, and matches the two so as to minimize transaction costs.

Summarizing, we can say that several important questions are addressed. Within
TCE literature, the question is often whether there are regularities in the ways in which
public services are provided and whether they correspond to TCE’s propositions. In ad-
dition, some of the studies use TCE in analysing the impact of particular governance
structures on performance and efficiency. Within public administration literature, the
important question is what determines privatization decisions of local governments. In
this context, TCE is seen as a theory that can provide explanatory variables. With regard
to both questions, researchers often only analyse a dichotomy of two governance struc-
tures, namely, either keeping the provision of public services in-house or contracting out.
Actually, more governance structures are available in the public sector.

Most of the research discussed here consists of empirical studies that make use of
standard procedures developed in economics, such as statistical or econometric tests.
Only a few studies are (qualitative) case studies. Problems that researchers run into are
with respect to operationalizing and measuring the attributes of transactions and mea-
suring transaction costs and performance. The fundamental problem remains, however,
that much of TCE was originally developed for the private sector and has not yet been
sufficiently geared to a straightforward application in the public sector. In the field of
TCE, the problem of the two sectors does not receive much attention. TCE is applied in
the public sector in the same way as the private sector. Only some minor adjustments
are made, but the core of the theory — its assumptions and the attributes of transac-
tions and governance structures — remains the same. An exception is Williamson’s own
contribution to the subject. However, he only studies an extreme case which makes it
difficult to determine what his extension (the introduction of probity as an attribute of
the public sector transaction) means with regard to regular public sector transactions.
In the public administration literature, researchers pay more attention to the differences
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between the private and public sectors. However, they apply TCE quite loosely and use
TCE’s concepts in a rather arbitrary way. Some of the attributes of transactions are not
incorporated in the analyses and replaced by other attributes on a rather ad hoc basis. In
other cases, only a few elements of TCE are used in otherwise preponderately politically
oriented frameworks. This is especially the case where TCE is used as a theory to explain
the existence of particular governance structures.

On the basis of this review, we conclude that TCE can be of relevance to the analysis
of institutional arrangements in the public sector. However, as several authors point out,
a careful application is necessary because of the underlying assumptions of TCE (see also
Section 2.5) and its private origin. In the remaining part of this chapter we will address
how, in our view, TCE can provide a perspective from which to analyse the efficiency of
governance structures in the public sector.

3.3.2 The analysis of efficiency of public governance structures

When analysing the efficiency of public governance structures, we first of all have to de-
termine what the public sector is. Williamson’s spectrum of public governance structures
illustrates that the public sector is neither a single governance structure nor a hierarchy
(see Table 3.1). The public sector consists of a variety of modes of governance among
which the hierarchy is only one feasible mode. We indicate the hierarchy as ‘public bu-
reau’. The public bureau can be thought of as the governance structure of the last resort,
as is shown in Williamson’s extended contracting schema#* (Figure 3.1). In this approach,
the basic idea is ‘try spot markets, try firms, try regulation, and reserve recourse to pub-
lic bureaus when all else fails (comparatively)’ (Williamson, 2000, p. 603). We follow
Williamson, but add that this way of presenting is also to a certain extent misleading,
as it suggests that private and public governance structures could be represented on one
spectrum. However, the public sector is fundamentally different from the private sector
and is accordingly characterized by fundamentally different governance structures (as is
shown in Table 3.1). The private sector consists of private entrepreneurs that decide how
to govern their own relationship. Public government has no part in it. The government
merely plays the part of a background actor, an element of the institutional environment.
By contrast, in the public sector, public government is itself the entrepreneur and partner
in the relationship, an element of the institutional arrangement.

Van Leerdam (1999) signals two elements that are typical of the public sector: the
political process and the special nature of public services. These elements make a di-
rect application of original TCE to the public sector problematic. The political process

4. This contracting schema is an extension of Williamson’s simple contracting schema presented in Section
2.3
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A (unassisted market)
s=0

B (unrelieved hazard)

administrative

market
support

support
C (hybrid contracting)

private

D (private firm)

E (regulation)

F (public bureau)

Figure 3.1: Contracting schema extended (where £ denotes contractual hazards and s
denotes safeguards) (Williamson, 1999, p. 337)

is especially relevant in explaining the existence of particular governance structures. As
we have seen in this chapter such explanations are frequent. However, traditional TCE
is not sufficiently equipped to explain why governments choose particular governance
structures. Therefore, some authors introduce a political transaction costs framework
(Frant (1996), Ter Bogt (2003) and Van Leerdam (1999)). This is, however, not our
solution. It is our aim to explore whether the governance structures that governments
choose matter for performance and efficiency of the provision of a particular public ser-
vice in traditional transaction cost terms. Although efficiency and performance are not
always the only or even most important criteria for governments to choose a particular
governance structure, in the context of the shifts in governance that have been intro-
duced in the past decades, striving for efficiency and a better performance are important
motives. In our research, the political process is important but only as a determining
factor in the institutional environment of the particular governance structure.

The second element, the special nature of public services, is of the utmost importance
in our analysis, as it has a direct influence on the attributes of the transaction in the pub-
lic sector. With this in mind the relevance of TCE for an application to the public sector
can be considered high, but caution remains essential. In the public sector, transactions
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which concern the provision of public services differ from private transactions in a funda-
mental way and accordingly the spectrum of governance structures available also differs
fundamentally from the spectrum in the private sector. The entire spectrum of public sec-
tor activity can be conceived of as an array of transactions, each susceptible to various
types and degrees of hazards (Richman and Boerner, 2006) that match with public in-
stitutions fit to minimize transaction costs. This conclusion relates to the discriminating
alignment hypothesis. The next step, therefore, is to redefine the attributes of the public
sector transaction and to make a more in-depth analysis of public governance structures
and their defining attributes, the topic of the next chapter.
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Chapter 4

Comparative Institutional Analysis in
the Public Sphere

HE STUDY OF TRANSACTION COST ECONOMIZING is a comparative institutional
undertaking rooted in the idea that there are a variety of distinguishably dif-
ferent transactions on the one hand and a variety of alternative governance
structures on the other. These alternative governance structures are not exam-

ined in isolation, but in relation to one another (Macher and Richman, 2006). Matching
governance structures to the attributes of transactions in a discriminating way is cen-
tral to the exercise. Microanalytic attention to differences among governance structures
and microanalytic definition of transactions are both needed in order for this to be ac-
complished (Williamson, 1999). Accordingly, the procedure we follow here is, first, to
determine the microanalytic definition of the public sector transaction and to identify
its attributes and, secondly, to discuss the differences among public sector governance
structures. In the identification of these attributes we should observe that, in this study;,
we aim at an application of TCE to the Dutch local government. As we shall see, this will
especially have consequences for identifying the attributes of public governance struc-
tures.

Next to the identification of attributes of public transactions and governance struc-
tures, we discuss how these two elements are aligned on the basis of transaction cost
economic reasoning and put forward the question what happens if failures of alignment
occur. This question is specifically relevant for public sector analysis, because in the pub-
lic sector no corrective mechanisms similar to those that exist in the private sector are
available. In the private sector ‘market forces push decision-makers towards adopting
organizational forms aligned with the characteristics of the transactions they support
while reducing as much as possible the inevitable contractual hazards’ (Yvrande-Billon
and Ménard, 2005, p. 678). In the public sector, however, governments, not market
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parties, decide how to organize the provision of specific public services. If parliament
or, at the local level, the municipal council chooses so, a particular governance structure
remains, even if that governance structure is not the most efficient governance structure.
The absence of spontaneous market forces explains the variety of governance structures
that is characteristic of the public sector.

In this chapter, building on the previous chapters, we address the first three research
questions presented in Chapter 1, to wit, (1) What are transactions in the public sector and
what are their characteristics? (2) Which governance structures can be distinguished in the
public sector? (3) What does TCE teach us regarding the efficiency of governance structures
in the public sector attainable by matching characteristics of transactions and governance
structures?

4.1 Public sector transactions

Employing transactions as units of analysis presupposes the identification of features in
which transactions differ from each other. After all, TCE assumes that there exist rational
economic reasons for organizing different transactions in different ways. Before we go
into the attributes of public sector transactions, we first address the question what the
public sector transaction exactly is and what content it has.

4.1.1 What is the public sector transaction?

The core concern of public sector transactions is the delivery of public services. Following
Savas (2000), we distinguish between the roles of three basic participants involved in the
delivery of a public service: the service consumer, the service producer and the service
provider. The consumer obtains or receives a service directly. He can be an individual,
for instance, everyone residing in a defined geographic area, a government bureau or
a private organization. In our case consumers are citizens. The producer delivers the
service directly to the consumer; a producer can be a government unit, a private firm or
a nonprofit bureau. In this thesis, producers can take any of these forms. The service
provider assigns the producer to the consumer or vice versa, that is, performs the part
of selecting producers factually serving the consumers. Frequently, but not always, the
provider is a government unit. In this thesis, we concentrate on cases in which the service
provider is a local authority.

Since TCE focuses on make-or-buy decisions of entrepreneurs in the private sector, we
correspondingly study make-or-buy decisions of local governments in the public sector.
To that end, we are primarily interested in the relationship between the service provider
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and the service producer. This relationship can be analysed in terms of TCE, since it
fulfils the theoretical requirement that it can be formulated as a contracting problem.
Governments as providers of public services decide to either make or produce a service
themselves or to buy a service from a producer that is located outside government. The
consequence of focusing on make-or-buy decisions and relationships between govern-
ments and producers, is that the implications for the consumer will solely be taken into
account indirectly.

What is the content of the typical relationship between the service provider — the
government — on the one hand and a service producer on the other? In other words,
what is the content or subject matter of such public sector transactions? The first part of
the answer is that they are concerned with the delivery of certain services — for example
transport, water supply or waste collection — to the public. However, public transactions
are not primarily concerned with the delivery of certain goods or services themselves.
Rather they are concerned with the conditions under which the goods or services in ques-
tion should be provided to the public. These conditions concern, for example, features
of goods or services (quality, mode of service delivery and quantity) or the optimal func-
tioning of the market mechanism. We maintain that the primary concern is whether
the public interests related to that good or service, are served in the right manner. In
exchange for complying with these conditions, the producer is granted the privilege to
deliver the good or service to the public. The content of the public transaction is thus
determined by on the one side, the objective of promoting the public interest and, on the
other side, the objective of obtaining the right to deliver a good or service.

4.1.2 Attributes of the public sector transaction

The importance of the public interest and the specific responsibility of the government
for it, have implications for the attributes of the typical public sector transaction. In the
literature discussed in Chapter 3, we have already seen that in certain contributions at-
tributes have been added to the three attributes of private transactions that Williamson
distinguishes, of which quality of a public service and service measurability are the most
important ones. In our view, these attributes are highly related to the attribute of uncer-
tainty Williamson distinguishes in the private sphere.

In contrast to the attempts at including public sector characteristics in TCE analysis
by adding attributes to the transaction, we shall make an attempt at redefining the same
attributes that Williamson distinguishes with respect to private sector transactions but
this time around with respect to public sector transactions. In this way, attributes of
public sector transactions remain basically the same as the characteristics Williamson
distinguishes with respect to private sector transactions. This hopefully enables us to
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keep to the same reasoning as Williamson followed in original TCE. The details of the
contents of the attributes are different, however, owing to the public interests involved in
public sector transactions. Furthermore, the emphasis laid on asset specificity as the most
important characteristic of the private sector transaction, might be less important in the
public sector, especially, when compared to uncertainty. The government as the service
provider can never permit that public services are not provided and public interests not
guaranteed. In this sense, the uncertainty characterizing a transaction can, therefore, get
a stronger emphasis in the public sector. Below, we shall define the attributes of public
sector transactions: asset specificity, uncertainty — behavioural and environmental — and
frequency.

Asset specificity Recall that asset specificity refers to the question whether or not spe-
cific investments are required to produce some good or service. Specific investments
apply to the production of one service but are very difficult to adapt for the produc-
tion of other services. An example of asset specificity in the public sector are the highly
specific investments that have to be made for the proper deliverance of public utility
services, such as electricity, public transport and water. Here, often substantial invest-
ments in infrastructure or networks are necessary in order to deliver the service to the
consumers. Mostly, such investments cannot be put to alternative uses or they have a
lower value in their next best use. This effectively locks government and producer into a
bilateral trading relationship (Crocker and Masten, 1996).

Human asset specificity consists largely in tacit knowledge and learning-by-doing that
can only accumulate over time. In the public sector, this can be seen in, for example,
health care in which physicians in different hospitals have different practice patterns of
treatment and methods of diagnosis (Coles and Hesterly, 1998). The knowledge gained
from working in one hospital may not be transferable to another hospital.

Uncertainty In TCE, uncertainty often is not a well-defined attribute of the transaction.
As was discussed in Chapter 2, uncertainty refers to both behavioural uncertainty and
environmental uncertainty. Behavioural uncertainty is related to ex post opportunistic
behaviour of one of the partners in an exchange relationship. Environmental uncertainty
refers to unexpected changes in circumstances surrounding an exchange. In the public
sector, both factors determine the extent to which parties — providers (governments)
and/or producers — can rely on their relationships. The two general forms of uncertainty
can be further specified to define public sector uncertainty.
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Behavioural uncertainty This type of uncertainty represents the measure of uncer-
tainty facing the service provider, the government, regarding the behaviour of the service
producer. This aspect of uncertainty definitely has a behavioural foundation (Macher and
Richman, 2006). This can be related to ‘the degree of specifiability of intended perfor-
mance’ (Speklé, 2001, p. 421) and probity (Williamson, 1999). The degree of specifiabil-
ity concerns the ability to identify and measure output. The less well-defined the good or
service is, the more difficult it will be to write the specifications of a contract (Warner and
Hebdon, 2001), to evaluate the performance of the producer (Donahue (1989), Marsh
(1998) and Ter Bogt (2003)) and to assess the relative contribution of various parties
to the (negative) outcome (Coles and Hesterly, 1998). ‘Consequently, parties to the con-
tract have opportunities to engage in the strategic withholding of critical information or
to engage in efforts to evade performance’ (Richman and Boerner, 2006, p. 55). This
is specifically relevant in the context of the public sector in which public interests are
difficult to define. One can think of the quality of a good or service which is typically
difficult to specify and evaluate (Grout and Stevens, 2003). ‘The “what” can usually be
specified, whereas the “how” and the “quality” usually cannot be to the same extent,
if at all’ (Thynne, 2003, p. 328). The impact of the quality of goods and services on
contracting decisions is slightly overlooked in TCE (Coles and Hesterly (1998) and Levin
and Tadelis (2005)). Yet, when the importance of quality is combined with measurement
problems, contracting proves to pose special hazards (Coles and Hesterly, 1998, p. 317).
Bréchemier and Saussier (2001) address the problem as the ‘non contractibility’ of a good
or service, while Brown and Potoski (2003c) speak of the problem of ‘service measurabil-
ity’. TCE acknowledges the role of measurement in determining the efficiency of modes
of governance, but it has been comparatively ignored in the empirical literature (Poppo
and Zenger, 1998). This part of uncertainty strongly relates to the measurement branch
of TCE (Barzel 1982 and 2005). This branch is often distinguished from the governance
branch of TCE. By interpreting uncertainty partly in terms of measurement, these two
branches can be integrated!. Measurement problems can be decisive for the choice of
a governance structure, irrespective of the degree of asset specificity (Hendrikse, 1998).
In this study, we shall refer to this aspect of behavioural uncertainty with the term service
measurability.

Probity is the second aspect of behavioural uncertainty. Williamson ascribes the haz-
ard of probity as a fourth characteristic, referring to the loyalty and integrity of offi-

1. Williamson himself makes the case for an integration when he states that an integrated treatment of
governance and measurement is ultimately needed (Williamson, 1996, p. 65). Elsewhere, he maintains
that the principal dimensions of the transaction are asset specificity, uncertainty and frequency, to
which ease of measurement should probably be added (Williamson, 1991b, p. 79), but he never really
includes it in his analysis. Ribeiro and de Aquino (2004) follow the notion of complementarity and
propose a merger of the two approaches.
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cials, which would be typical of public transactions (Williamson, 1999). We regard it as
a specific form of behavioural uncertainty which is specifically important in relation to
sovereign transactions such as foreign affairs, the military and foreign intelligence. When
these types of public services are concerned, a lack of loyalty and integrity can place the
system at risk. Probity concerns will be relieved by governance structures securing re-
sponsiveness to the government through leadership and management emphasizing this
aspect.

Environmental uncertainty The predictability of the environment in which the con-
tract is to be executed is the other factor causing uncertainty. In general, environmental
uncertainty is defined as the unanticipated changes in circumstances surrounding an ex-
change in reference to changes in the environment due to future events (Macher and
Richman, 2006). In the public sector, environmental uncertainty is a consequence of a
variety of factors. In our view, the following factors can be distinguished. The first factor
causing uncertainty is the public, the consumers of the public service. The second factor
is the political process which is influenced by the first factor. The third one causing uncer-
tainty are demands and policy imposed on the local government level by higher levels of
government. The first two factors are addressed in several ways in the literature. Levin
and Tadelis (2005) introduce the sensitivity of the public and authorities to the quality
of a service. Nelson (1997) pays attention to political sensitivity of a particular good
or service and the significance of public service disruption, while Kavanagh and Parker
(1999) introduce political risk. We shall summarize all these aspects in the term political
sensitivity referring to the susceptibility of residents and, consequently, politicians to the
quality of a public service (including the disruption of a service). This leads to uncer-
tainty for both parties in relationships — service providers and service producers. The
uncertainty at issue concerns the opinions of the third party involved in the delivery of a
public service, the public, which is the consumer of the public service.

The third factor causing uncertainty at the local government level are the rate of
technological change for each service and demands from higher levels of government —
national government and provincial authorities — and policy imposed on the local gov-
ernment level. The faster technology and national policy changes, the more uncertain
the environment, the more difficult contracting becomes.

Frequency The frequency of transactions in the public sector is often high because pub-
lic service provision is a recurring responsibility of governments. If frequency is high, it is
not a decisive attribute of the public transaction. If a public service is less frequently pro-
vided, it is more likely to be contracted out (Levin and Tadelis, 2005). Levin and Tadelis
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(2005) observe that such services have less of a ‘public good’ nature or are viewed as less
‘core’ to the public mission of local governments.

The three attributes discussed here cause contractual hazards. In light of the result-
ing transaction costs involved, efforts to minimize these contractual hazards gain in im-
portance (Richman and Boerner, 2006). Safeguards against the contractual hazards at
issue can be described as mechanisms to provide contracting parties mutual security
(Bréchemier and Saussier, 2001). They generate trust and permit adaptations to un-
foreseen contingencies. The safeguards can take various forms leading to a spectrum of
public sector governance structures, which are discussed in the next section.

4.2 Public sector governance structures

Following on the identification of the attributes of the public sector transaction — the first
step of the procedure — we make the second step by defining public sector governance
structures and identifying their attributes. To that end we shall first of all pay attention
to the specific place of government in structures of this kind.

The public sector is characterized by the fact that the government is part of the in-
stitutional arrangement itself. Institutional arrangements or governance structures are
specific guidelines designed by trading partners to support their particular economic re-
lationships (Klein, 2000). In the public sector, the government is one of the partners
in exchange relationships. More specifically, the government can be viewed as an ‘en-
trepreneur’ who must take decisions on whether to make or buy public goods or services.
This means that the government is responsible for deciding on whether to contract out to
a private firm (buy), to keep the delivery of certain goods and services in its own hands
(make) or to choose a governance structure that lies in between.

As a public entrepreneur in this sense, the government acts in a context that is basi-
cally different from the context in which private entrepreneurs act. The government is
subject to many strict constraints and can therefore, compared to private entrepreneurs,
be viewed as what we can call a ‘fettered entrepreneur’. Constraints are, for example,
the government’s subjection to the principles of legal certainty, legal equality and good
government. Furthermore, the political process poses constraints. On the other hand,
the government also has opportunities which a private entrepreneur in the private sector
lacks. Law is often unilaterally imposed by the government. Another important element
is the fact that in any relationship with other parties, the government has a privileged
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position on account of its provision of a good or service for the benefit of the public. In
contrast to the private sector, where parties are legitimated to serve their own interests,
in the public sector, the public interest requires a certain minimal protection by one of
the parties, namely the government. This is the reason why the provision of public ser-
vices cannot be entirely left to the private sector. At most, a private firm can be granted
monopoly rights over such services for a certain restricted stretch of time. As providers of
public services, governments have the task of defining the principles governing the ser-
vice. These considerations indicate the spectrum of public sector governance structures.

The public sector consists of a variety of governance structures. Williamson (1999)
distinguishes three basic forms, to wit, privatization, regulation and public bureau, which
can be arranged as a spectrum. Privatization and public bureau constitute the extreme
poles of this spectrum. Located in between is regulation, which shares characteristics of
both other governance structures. These forms vary, according to Williamson, in incen-
tive intensity, bureaucratization, adaptive autonomy and integrity, and contract law (see
Table 3.1). This spectrum provides an important contribution to arranging and distin-
guishing between public sector governance structures, but is not adequate for analysis
of Dutch local level governance structures, the focus of our study. Especially, regula-
tion, as defined by Williamson, is a governance structure that can be generally observed
in the American public sector at the federal and state levels, but not at European local
government levels. Furthermore, the characteristics in which the public sector gover-
nance structures vary, reflect the way in which American public governance structures
can be distinguished. This is, however, not representative of Dutch public governance
structures. Particularly, the attribute of contract law is based on the American situation.
For example, the degree of security of staff employment and the way in which disputes
are settled differ from the Dutch local government level. Therefore, we must define a
spectrum of public sector governance structures geared to the Dutch local government
level and identify the attributes of these governance structures.

4.2.1 A spectrum of local governance structures

The spectrum of public governance structures has been specified by several authors in a
way that reflects the local government level in different countries. Ménard and Saussier
(2002) differentiate between three families of arrangements based on the French situa-
tion. The first one is that of public bureaus involving direct ownership and control by
local authorities. The second mode of governance is characterized by the involvement
of an external partner, a private operator acting as a manager, while the assets related
to the provision of a public service remain publicly owned. The third family of arrange-
ments concerns franchising, a contractual arrangement in which the franchiser, i.e. the
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local government, delegates to a franchisee, i.e. a private operator, the responsibility for
providing a public service. Walls et al. (2005) differentiate between a variety of mar-
ket arrangements through which local governments in the United States provide public
services, ranging from pure public monopoly to an approach using several competing
private firms. Between these extremes are two types of private monopoly: a contract
arrangement between the local government and a private firm and a franchise arrange-
ment, whereby the local government awards a single firm the right, usually through a
franchise fee, to provide a service in a given area. These spectra of public governance
structures can both to some extent be used to describe the Dutch local level. There are,
however, some differences. Ter Bogt (2003) develops an ‘autonomization spectrum’ for
the Dutch public sector. He distinguishes between eight forms, running from central gov-
ernance (hardly any or no decentralization) to relinquishing (no special governmental
involvement with activities). This spectrum, however, consists of too much detail to be
useful in the application of the discriminating alignment hypothesis later in this study.
This requires a compact manner of classifying transactions and governance structures
(Dow, 1987). Furthermore, not all modes of governance can be generally observed at
the local level. Therefore, we turn to an overview of Van Thiel (2001) of the variety of
types of governance structures that exist at the Dutch local government level?. Based on
this overview, we shall distinguish between the following discrete modes of governance
at the local level: public bureau, external autonomization and contracting out. These
modes of governance can be defined as follows.

A public bureau is any distinct part of the municipal organization. A unit of this kind
can be more or less independent. From a legal point of view, the degree of dependency
does not affect the responsibilities of the municipal executive, neither in the field of pri-
vate law nor in that of public law. Internal autonomization, including self-management®
and contract management*, leads to more freedom to manage for managers of units.
Agreements on managerial freedom are often laid down in a document, which specifies
tasks, budgets and sometimes also results (output) or targets that have to be met (Van
Thiel, 2004). All in all, this mode of governance — the public bureau - is, irrespective of

2. There is yet no systematically collected information on the number and types of governance structures
at the local government level (Van Thiel, 2004). In an overview, Van Thiel (2001) makes an attempt to
fill this gap by a meta-analysis of available case studies of local governance structures.

3. This concerns divisions with a limited degree of decentralized control of inputs (Ter Bogt, 2003). The
head of the division often becomes budget holder. The municipal secretary contracts with the budget
holder who is bounded by his budget, but is free in how to spend it.

4. This concerns divisions with a limited degree of decentralized control of inputs, some freedom with
respect to ways of achieving outputs and more or less clear agreements on activities or outputs to be
achieved. A few times a year the head of the division has to report on performances and costs. He
is authorized to determine himself how to spend the available resources to achieve performances as
agreed upon (Ter Bogt, 1998).
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different possible forms of managerial freedom, a hierarchical mode of governance. In
this case, the government ‘makes’ the provision of the public service itself. The parts of
service provider and producer coincide.

External autonomization involves charging a separate organization, at arms’ length
of the local administration, with policy implementation. In general, this means that
the elected politicians’ direct control of certain tasks or activities diminishes (Ter Bogt,
2003). Two forms can be distinguished (Van Thiel, 2004). Municipalities can cooperate
with other local governments. Inter-municipal cooperation on the basis of public law is
possible on the basis of the Act of Common Arrangements®. In that case municipalities
establish an inter-municipal partnership which can take the form of a public body or joint
organ. The participating municipalities are members of the board of this public body or
joint organ (Article 8 Act of Common Arrangements). Based on private law, municipali-
ties can, individually or jointly, establish public companies, associations and foundations
for policy implementation or charge existing organizations with that task. Public compa-
nies® and foundations are the preferred organization forms. Foundations are non-profit
organizations and are, therefore, often used in case of organizations with an idealistic
aim. Tasks and powers of the foundation and the composition of the board are described
in the charter. Public companies are business organizations that are owned and governed
(more or less at a distance) by one or more local governments. The business organization
is legally as well as economically independent (Kiinneke, 1991). The municipality main-
tains a decisive influence by holding shares and the right to appoint part of the members
of the management and the Board of Supervisors (Schotman et al., 2000). Usually, the
company performs a well-defined public task (Ter Bogt, 2003), which is laid down in a
charter. Local authorities are shareholders of the company and at the same time have as
principals a long-term contractual relationship with the public company as their agent.
This mode of governance is one in which government buys the production of a public
service from a separate organization. Service provider and producer are different organi-
zations. It has, however, hierarchical elements. In case of inter-municipal partnerships,
the municipal authorities of the participating municipalities have final responsibility on
the basis of their membership of the board of the public body. In case of a public com-
pany, municipalities are shareholders and, in that sense, they are able to influence the
organization.

In case of contracting out, activities are most often conducted by private organiza-
tions’, but the local government is still as a principal engaged in the activities (Ter Bogt,

5. In Dutch Wet gemeenschappelijke regelingen.

6. In this study we use the term public company. Other terms are limited companies or public limited
liability companies.

7. Local governments can, however, also contract out to public companies or municipal services in case
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2003). In that case, the local government contracts with a private organization to per-
form the tasks. We can distinguish between contracting out and granting concessions®.
Contracting out refers to commissioning a private organization to perform a specific pub-
lic assignment. The private organization is often selected by putting out a tender. This is
also true in case of a concession. However, then the tender does not concern a specific
public assignment, but the supply on a specific market. In case of a concession a local
government awards a single firm the exclusive right, usually through a franchise fee,
to provide a service in a given area. Under a concession the firm directly invoices and
collects payment from households and businesses. Under a contract, the government in-
voices and collects payments from its citizens, and in turn reimburses the contractor. It is
clear that in this mode of governance, government buys the production of public services
from an external organization, a private company. Service provider and producer are
different organizations.

4.2.2 Attributes of public governance structures

Local public governance structures can be characterized using a complex of attributes.
As stated earlier in this section, the attributes introduced by Williamson are only to some
extent applicable to Dutch local public governance structures. These attributes are incen-
tive intensity, bureaucratization, adaptive autonomy and integrity, and contract law (see
Section 3.1.2). Incentive intensity is the degree to which a party reliably appropriates
the net receipts associated with its efforts and decisions. Bureaucratization refers to the
measure of administrative support. Both attributes determine the way in which adap-
tation takes place, namely rather autonomously (i.e. adaptive autonomy) or through
coordination (i.e. adaptive integrity). Contract law is defined in terms of a complex of
attributes, to wit, the employment relation consisting of executive autonomy and staff
security, and legalistic dispute settlement. Especially, the attribute of contract law has to
be redefined for the Dutch case and the values on the attributes must be revised. There-
fore, we modify Williamson’s characterization of public governance structures. To that
end, we use the variation among contracts as given by Ménard (2000). He summarizes
the variety in terms of four factors: (1) duration (which is considered as a proxy for
signaling commitment of partners), (2) degree of completeness with regard to variables
of adaptation: prices, quality, quantities, delay and penalties (which is a tradeoff be-
tween security required by substantial dependency and flexibility required by changing
circumstances), (3) incentives: piece-rate systems, hourly wages, share distribution to
employees, returns on assets paid to owners, and rent dividend among partners to a

they win the tender.
8. This is also known as franchising.
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joint project, and (4) enforcement procedures such as dispute settlement.

The four factors Ménard (2000) distinguishes can be integrated with Williamson’s
characterization of public governance structures or, more specifically, the attribute of
contract law. Based on this, public governance structures can be characterized by the
following attributes:

Incentive intensity

Administrative support

Contract law: duration, degree of completeness, dispute settlement and enforce-
ment procedures

Performance attributes: adaptive autonomy and adaptive integrity.

These attributes can be used to characterize the local governance structures we distin-
guished in Section 4.2.1.

Contracting out On the one extreme, contracting out scores high on incentive intensity
and low to average on administrative support. Incentive intensity is high compared to
the other modes of governance in that governments put the production of a service out
to tender. Usually, the lowest bidder gets the award. With regard to administrative sup-
port, partners to the contract hold regular consultations and often there are additional
enforcement procedures such as monitoring arrangements.

Contract law regarding contracting out can be characterized in terms of four factors.
Contracts differ in duration, but are generally short-term for a fixed number of years.
With regard to degree of completeness, contracts can be characterized as highly complete.
Every aspect of the production of the public service, for example quantity and quality,
is meticulously specified in the contract. The contract governing the exchange is seen
as fixed, and if performance according to specification fails to occur, damages can be
claimed. Some small additional agreements can be reached during the contract, but
substantial readjustments are excluded. Readjustments only take place in periods be-
tween two transaction agreements. Dispute settlement takes place through third party
involvement such as arbitration and court orders. Finally, enforcement procedures consist
of monitoring arrangements and reporting duties.

In conclusion, the measure of adaptation in this mode of governance can be charac-
terized with a high level of adaptive autonomy and a low to average level of adaptive
integrity.
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Public bureau On the other extreme, the public bureau scores low on incentive inten-
sity and high on administrative support. This is a consequence of the fact that public
bureaus are part of the internal organization of the municipality and, therefore, subject
to hierarchical control.

To characterize contract law of the public bureau, we discuss the four factors men-
tioned before. The duration of the relationship is quasi-permanent. It is an undetermi-
nate period of time, but municipal authorities can, for example, decide at some point
in time to privatize the municipal service. The degree of completeness in case of a pub-
lic bureau is low. Subsequent readjustments within a series of transactions are effected
through fiat or, in other words, by means of authority. The advantage of vertical integra-
tion is that readjustments can be made in a sequential way without the need to consult,
complete or revise agreements between contracting partners (Wise, 1990). Disputes are
settled without recourse to the judicial system. They will be solved internally, by hierar-
chy ‘operating as its own court of appeal’ (Williamson, 1991a, p. 274). The last factor
determining the content of contract law is enforcement. This takes place on the basis of
hierarchical authority.

All in all, this means that the measure of adaptation in this mode of governance can
be characterized with a low level of adaptive autonomy and a high level of adaptive
integrity.

External autonomization In between these two extremes, external autonomization is
situated, consisting of two modes that differ in certain ways, as is described above, but
are basically similar with regard to the attributes we distinguish here. These modes
of governance share characteristics of both the public bureau and contracting out. They
constitute long-term contractual relationships that preserve autonomy but provide added
safeguards because parties to the contract are multilaterally dependent.

This involves a low to average level of incentive intensity and an average level of
administrative support. The level of administrative support is viewed as average because
governments are, to some extent, able to influence the organization of the external ser-
vice producer. In case of a public company, governments have crucial powers by virtue
of their shareholdership (Sylvester (2003) and Ten Berge et al. (2000)). For example,
they have powers to appoint and discharge the board of directors and the Supervisory
Board of the public company and to influence the main lines of its strategic policy. In
case of inter-municipal cooperation, the participating municipalities are members of the
board of directors of the public body and have final responsibility. The level of incentive
intensity is low to average. This in fact only applies to the public company, in which
piece-rate systems and hourly wages can be used and in which partners to the project
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receive rent dividend.

Contract law concerning these modes of governance is characterized as follows. The
contracts or arrangements tend to be more long-lasting than relationships resulting from
contracting out. Often they are even of undeterminate duration. Governments can only
withdraw from them by paying a fine. The degree of completeness can be scored as av-
erage. Aspects of the production of the public service, for example quantity, quality and
price, are specified in the contract. In comparison with contracting out, contracts or ar-
rangements are inevitably, however, more incomplete due to their longer duration. In
the long run, the formal arrangements tend to reflect real conditions less and less ade-
quately. Readjustments are regularly required and typically take place by renegotiation
of the original agreement. Dispute settlement takes the form of third party dispute settle-
ment. In the case of a public company, disputes are settled by arbitration or court order,
while, in the case of inter-municipal cooperation, provincial authorities settle disputes
(Article 28 Act of Common Arrangements). Finally, enforcement procedures resemble pro-
cedures used in contracting out public services. Enforcement procedures mainly consist
of monitoring and reporting.

Consequently, the measure of adaptation in these modes of governance can be typi-
fied with a low to average level of adaptive autonomy and an average level of adaptive
integrity.

On the basis of this characterization of public governance structures, contracting out to a
private company and public bureau can be viewed as the extreme poles of the spectrum
of public governance structures. Located in between is external autonomization, which
shares characteristics of both other governance structures.

contracting external municipal
out autonomization service

Although contracting out is one of the poles of this spectrum, it nonetheless can be con-
ceived of as a hybrid mode of governance, since it is characterized by a low to average
measure of administrative support and adaptive integrity. In this way it can be compared
to external autonomization. There are, however important differences in incentive in-
tensity and contract law. In these respects, contracting out and external autonomization
can be seen as discrete alternatives. Contracting out can therefore be placed on the one
extreme of our spectrum of public governance structures, while the place of external au-
tonomization is in the middle. The public bureau is the hierarchical governance structure
par excellence forming the other extreme of the spectrum.
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4.3 Aligning transactions and governance structures in
the public sector

With the identification of the attributes of public sector transactions and public sector
governance structures in the previous sections, the question in this section is: How do
transactions and governance structures align in the public sector? As Macher and Rich-
man (2006, p. 5) state:

To use a simple mode of governance to manage a complex transaction would
be to risk contractual breakdown, whereas to use a complex mode of gover-
nance to manage a simple transaction would be to incur costs without gain.

To address the question of alignment between transactions and governance structures
hypotheses have to be formulated that explain how a proper alignment of governance
structures with a particular transaction generates a transaction cost economizing result.
To that end, we shall return to the assumptions of original TCE presented in Section 2.4.

4.3.1 Alignment

Contracting out is to be expected for transactions that score low on asset specificity. In
case of low asset specificity, the investments required are of a general kind, not involving
assets that are necessarily tailored to the provision of a particular kind of public service.
Low asset specificity implies the availability of a large number of alternative contracting
parties and low switching costs. If the level of uncertainty, in addition, is low to mod-
erate, contracting out still is the fitting governance structure. Contracting out is more
effective and consequently more pervasive for services whose quality and quantity can
be easily and accurately measured. ‘The easier it is to measure and verify contract stip-
ulations, the more readily can contracts be enforced. It is predicted that as the costs of
measurement and of verification decline, transactors will use contracts more often and
engage in vertical integration less often’ (Barzel, 2005, p. 368-369). Furthermore, if en-
vironmental uncertainty is low as a consequence of a low level of political sensitivity, few
changes in the institutional environment are to be expected, which makes contracting out
feasible. Finally, if frequency is low, contracting out is the appropriate form. Frequently
returning negotiations on specific transactions leading to high transaction costs are not
to be expected in that case and other modes of governance would lead to high costs of
administrative controls. If frequency is high, the other attributes of the transaction are
decisive in choosing the matching governance structure.

Compared with contracting out, external autonomization provides additional safe-
guards such as a higher level of administrative controls. These safeguards serve to en-
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force compliance with the terms of the contracts. This is an appropriate form in situations
marked by mixed specific investments. In order to induce firms to make firm specific as-
set investments, contractual safeguards are often required. Specifically, a longer duration
of the contract is an important safeguard in that respect. However, if the level of uncer-
tainty, in addition, becomes too high, these modes of governance are less appropriate,
because readjustments cannot be made bilaterally (as with contracting out) or by fiat
(as within a public bureau) but require mutual consent between governments and the
external organization, which may take too much time. If in a hybrid mode readjustments
to disturbances are with difficulty negotiated only to be eroded by the first subsequent
disturbance requiring the next round of negotiations, failures of readjustment are pre-
dictable (Williamson, 1991a). In such cases, contracting out is better suited than a public
company, whereas a hierarchy is more effective than the two other governance structures.

The public bureau mode excludes the typical conflicts of interest between contracting
parties in the modes of governance discussed above. This governance structure invites
cooperation and demarcates a large zone in which choices can be made and changes can
be implemented by simple managerial fiat. Reliance on managerial discretion affords sig-
nificant decision making flexibility and permits sequential adaptation. It also allows for
the incorporation of aspects of performance that are less easily made explicit, thus avoid-
ing a myopic pursuit of predefined incomplete standards. This form is to be expected in
cases marked by high levels of asset specificity and high levels of uncertainty. High as-
set specificity implies a decreasing number of potentially competent contracting partners
and an increasing dependency on those few partners that are in fact available. This will
leave room for opportunistic behaviour, which in turn requires special safeguards in the
form of hierarchical control. Although highly asset specific services can appear to be
self-evident candidates for internal production, their high fixed costs may compel gov-
ernments to let these services produce externally (Brown and Potoski, 2003c). Highly
asset specific services tend to carry very high fixed costs that require significant financial
investments to produce the first unit and provide large-scale economies for subsequent
units. Local governments have not always the resources to construct, maintain and op-
erate such units. When uncertainty is high as a consequence of an extremely low service
measurability — that is, when contract outcomes cannot be determined and/or measured
and governments cannot monitor activities — governments are likely to internalize service
production. When contributions from an outside producer cannot be accurately assessed,
adequate contracts will be costly to craft. Furthermore, in cases of high political sensi-
tivity, the unstable institutional environment requires the flexibility only a public bureau
can offer. Each of the two mentioned attributes can independently of the other attribute
be decisive in the choice for the public bureau. For example, even if asset specificity
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is low, while uncertainty is high, a public bureau may be the most suitable governance
structure, because the costs of insufficient quality of a particular public service or the
disruption of a service because its performance and quality are hard to measure, are too
high.

4.3.2 Misalignment

What happens when misalignment occurs between public sector transactions and gov-
ernance structures chosen by local government? Transaction cost efficiency is pertinent
to the explanation of the proper match between governance structures and transactions.
However, according to Williamson (1996, p. 311), we are not confronted with a fully
deterministic (Speklé, 2001) relationship:

This economizing orientation notwithstanding, transaction cost economics
does not assert, much less insist, that economic organization is relentlessly
taut. To the contrary, if economic organization is formidably complex, which
it is, and if economic agents are subject to very real cognitive limits, which
they are, then failures of alignments will occur routinely.

This is true in general, but in particular in the public sector. Failures of alignment occur
because efficiency — in terms minimizing transaction costs — is not the only reason for
making shifts in governance and choosing particular governance structures. As stated
in Chapter 3, historical reasons and political arguments also play a role in the decision-
making process and can explain ‘failures’. Furthermore, there are no obvious mechanisms
to correct misalignments (Yvrande-Billon and Ménard, 2005), as they exist in the private
sector. Therefore, a great variety of governance structures can be observed at the local
government level, especially with regard to certain specific public services. According to
TCE, the inevitable misalignments lead to ‘[e]xcesses of waste, bureaucracy, slack, and
the like’ (Williamson, 1996, p. 311).

So, the theory predicts that aligning transactions and governance structures leads to
a transaction cost economizing result. Furthermore, it predicts that aligning transactions
in an economizing way yields superior performance. Many empirical studies in TCE do
not serve to verify or falsify these predictions but are restricted to attempts at explaining
contractual choices that have actually been made. The empirical findings of these studies
are mixed. Yet to some extent they can be considered to be supportive of transaction cost
propositions (see Section 2.6). More specifically, empirical research to date supports
the view that transaction cost considerations influence organizational choices and that
the theory is therefore a useful tool for understanding and explaining the choice among
organizational alternatives (Masten, 1993). Similarly, TCE analysis also appears to be
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valuable in the public sector (see Sections 3.1 and 3.2). Empirical studies of the private
sector show that contractual choices correspond to what the theory predicts and infer
from this that these choices must have been efficient, that is to say that transaction costs
must actually have been minimized. But they rarely provide hard evidence supporting
this conclusion by showing how much is lost by going from the best to the next best
institutional arrangement (Joskow, 1991). As discussed by Masten (1993, p. 119):

the existing empirical research tells us surprisingly little about the importance
of governance to performance. In economics, the emphasis on positive anal-
ysis has led to hypotheses and empirical research seeking to explain actual
patterns of organization. But whether a theory of governance choice is a
good predictor of actual behaviour reveals little about the cost of failing to
choose the correct organizational arrangement and may be a poor guide to
whether a particular theory offers sound prescriptions for business decisions.

A next step would be to connect observed ‘misalignment’ — identified on the basis of the
theory’s predictions — with observed performances (Yvrande-Billon and Saussier, 2005).
Studies that address this topic, though limited in number and scope, suggest that orga-
nizational form (and organizational choice more generally) has a significant impact on
efficiency (Masten et al. (1991) and Crocker and Masten (1996)). In addition, some
research supports the hypothesis that alignment yields superior performance (Yvrande-
Billon and Saussier (2005), Ménard and Saussier (2002) and Poppo and Zenger (1998))
and that misalignment between governance decisions and the degree of contractual haz-
ard deteriorates performance (Yvrande-Billon and Saussier, 2005). This type of research
is called ‘second generation’ empirical research (Yvrande-Billon and Saussier, 2005). In
this thesis, we hope to contribute to this line of research.

4.4 Conclusion

In the public sector, TCE and second generation TCE research can offer insights into the
relative efficiency and performance of governance structures at the local public level.
They can offer a cautious and selective program of privatization, with greater attention
to implementation (Williamson, 2000). Especially when serious ex post implementation
problems are possible (Williamson, 2000, p. 610):

Specifically, privatizing needs to go beyond the ex ante award stage to in-
clude an examination of possible ex post implementation problems, and in
consideration of the differential hazards, to proceed selectively. NIE [New
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Institutional Economics, MvG] is informative and should be included as part
of the reform calculus.

On the basis of original TCE, we have defined and classified the attributes of public sec-
tor transactions and the spectrum of local governance structures and its attributes. With
this, we have addressed the first two research questions of this thesis, that is What are
transactions in the public sector and what are their characteristics? and Which governance
structures can be distinguished in the public sector and what are their characteristics? Fol-
lowing this, we have identified how alignment of transactions and governance structures
in the public sector can be addressed. With this we have addressed the third research
question: What does Transaction Cost Economics teach us regarding the efficiency of gover-
nance structures in the public sector attainable by matching characteristics of transactions
and governance structures? In practice, many failures of alignment will occur, also at the
local level, our focus of study. In our work we also hope to be able to determine whether
or not misalignment leads to a lower level of performance and higher transaction costs.
This analysis can bring more clarity regarding Williamson’s optimistic expectations con-
cerning the relevance of new institutional economics and, in particular, TCE to public
sector reforms.
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Chapter 5

From Theory to Practice

REVIOUS CHAPTERS HAVE BEEN predominantly theoretical in nature. This chap-
ter aims at making the step from theory to empirical research. The ultimate
goal of this study and, therefore, also of the empirical research conducted in
support of it is to provide an answer to the question what the discriminating

alignment hypothesis can contribute to comparative assessments of the efficiency and
performance of governance structures at the local public level. In the empirical part,
this question can be formulated more specifically. The question then is basically whether
alignment matters. When alignment is achieved, the characteristics of the transactions
and the characteristics of the governance structure correspond to each other. Misalign-
ment occurs when there is no agreement between the characteristics of the transaction
and the governance structure. In Chapter 4, we described when alignment between at-
tributes of public sector transactions and governance structures is expected. This serves
as a starting point for our empirical study with which we aim to add to second generation
empirical studies.

What may explain why the discriminating alignment hypothesis and its consequences
on governance efficiency as developed by Williamson have not been directly tested is
the level of difficulty of constructing tests that are able to cope with the required data
(Yvrande-Billon and Saussier, 2005). Furthermore, it is a problem to collect data neces-
sary to determine governance efficiency. Costs of transacting are difficult to observe and
measure. Many hazards of exchange are either implicit or latent in the transaction. And
others, while manifest, are often difficult to quantify (Masten et al., 1991). In addition,
attempts to compare the costs of transacting face a basic selection problem: transaction
costs cannot be directly observed for governance structures that have not been chosen.
Stronger tests of the theory, and estimations of the actual governance costs, are possible
only if the selection problem can be resolved (Masten et al., 1991). Actually, it is for
these reasons that within TCE reduced form analyses are conducted with the discrim-
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inating alignment hypothesis as a basis. Williamson’s operationalization made formal
statistical testing of transaction cost propositions possible. As discussed in Section 2.5,
this is, however, no longer seen as satisfactory. TCE is in need of evidence corroborating
the assumption that aligning transactions and governance structures leads to a transac-
tion cost economizing result and a better performance (see for example Joskow (1991)
and Masten (1993)). Solving this problem is possible when we can obtain data or proxies
for the costs of governance structures that are chosen (Masten et al., 1991).

The selection problem addressed by Masten et al. (1991) can be solved by study-
ing modes of actual governance. In the public sector, this problem can be addressed by
studying such modes at the local government level. This level provides a rich spectrum
of institutional arrangements for one type of transaction. These spectra of different ar-
rangements for types of transactions are not identifiable at the national level of one single
country. The selection problem could also be addressed by focusing on a comparison of
modes of governance in different countries. However, an argument against an interna-
tional comparison is that the comparability of transactions is a problem. Every country
differs in the way public services are provided and the kind of public services that are
provided. Second generation research requires the study of a variety of governance struc-
tures, while holding the transaction fixed. For, if the attributes of the transaction do not
remain invariant when one governance structure is replaced by the other, the transaction
costs involved are meaningless (Dow, 1987). With regard to public services at the local
government level in one country, the institutional environment is relatively stable and
similar for each local authority. The municipalities have, in general, the same specifically
defined responsibilities and obligations in providing public services. The comparability
is, therefore, high, which makes this level of government well suited for our purpose.

The main propositions of TCE that rest on the discriminating alignment hypothesis
are twofold. The first proposition has the form of a prediction to the effect that agree-
ment between transactions and governance structures will lead to a transaction cost
economizing result. The second proposition has the form of a prediction to the effect
that such a transaction cost economizing result will lead to a better performance. These
two predictions are the core of the empirical study. To test these predictions we analyse
the transaction cost economizing result and the performance of one type of transaction
under alternative modes of governance.

In this chapter, we discuss the research design of the empirical part of this thesis.
We describe the case study design, the case selection, the operationalization of TCE’s
concepts treated as independent and dependent variables, the data collection and some
methodological caveats.
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5.1 Case study design

A variety of research methods is used in TCE’s empirical literature. Ménard (2001) clas-
sifies different types of studies. He distinguishes between quasi-experimental methods,
to wit, econometric testing and case studies, and experimental methods. With regard
to quasi-experimentation, the dominant form of testing is along the lines of formal sta-
tistical testing (see reviews of Shelanski and Klein (1995), Crocker and Masten (1996),
Macher and Richman (2006) and Klein (2005)). Qualitative case studies are less com-
mon. An example is Williamson’s study of franchise contracts on the provision of cable
television (Williamson, 1976) (see Chapter 3). Two types of case studies can be dis-
tinguished in new institutional economics (Ménard, 2001). One type is the single case
study concerning the construction of a stylized particular fact and is intended to pro-
vide an in-depth analysis of a specific question and of explanatory concepts relating to
this question. A problem with such single case studies is that it is always possible to
find details contradicting explanations that present themselves; hence the necessity of a
robust theory to determine the interpretation of the singular facts. An alternative is a
comparative case study of two or more particular cases. This type of case study is es-
pecially relevant in the new institutional economics because of the need to deal with a
limited number of discrete modes of organizing transactions. A growing number of stud-
ies in the new institutional economics proceed in a comparative way, either in analysing
the trade-offs among different governance structures or in examining and explaining the
impacts of different institutional environments on the governance modes chosen for or-
ganizing transactions. An essential precondition for this approach to be successful is
that the researcher keeps a limited number of variables isolated and under strict control.
Admittedly, it is difficult to fulfil this precondition. The third method, explored more
recently in the new institutional economics, is experimentation. One could, for instance,
conduct controlled experiments in which organizational forms are randomly assigned to
transactions. The cost of varying organizational form in real-world experiments is pro-
hibitive, however, while laboratory experiments are unlikely to capture the complexity
that makes organizational choices problematic (Masten, 1993).

Let us now turn to the method of the case study we use in this study. Although the
current dominant form of testing in TCE is along the lines of formal statistical testing — in
public as well as private sector TCE studies — TCE itself in its early stage evolved on the
basis of case studies in the private sector. These studies enabled Williamson and others
to conduct econometric research. In public sector studies, case studies in order to get
an insight into the mechanisms and specific character of the public sector are rare. The
consequence is that public sector characteristics do not get the attention they deserve
in econometric analyses. The case study may help in filling this gap and may provide
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an important and necessary complement to formal statistical analyses of organizational
form (Masten, 1996b). Ménard (2001) underlines this by pointing out that econometric
tests have their characteristic shortcomings. He observes two major problems. First,
the collection of data is a problem, since the amount of required data both at the micro
level and the level of the institutional environment is vast. Data limitations become
more acute as the complexity of the phenomena explored increases. While previously
transaction cost analyses sought mainly to explain binary (make or buy) choices between
broad organizational categories, theoretical attention has now to a much greater extent
shifted to hybrid forms. The variety and complexity of these institutions can quickly
outstrip the amount of relational detail accessible on a broad scale (Masten, 1996b). The
generality associated with statistical analysis often comes at a price in terms of the range
and complexity of the phenomena that can be studied and the quality of the information.
This can be observed in the studies discussed in Chapters 2 and 3. This is especially the
case in the public sector in which governance structures are often complex and hybrid.
Secondly, the demand for more refined concepts is an important challenge to make the
collection of relevant data possible. Examples are the concepts required for the analysis
of contracts and the attribute of uncertainty inherent in transactions. Some researchers
have difficulties in operationalizing TCE’s core concepts. Case studies can be of great
help here (Ménard, 2001). This is even more so in second generation research, in which
data have to be collected on transaction costs and performance (Masten, 1996b).

As Ménard (2001, p. 89) observes, ‘economists do not like case studies’. They are of-
ten disparaged on the grounds that they lack generality and invite ex post rationalization.
Such concerns must be weighed, however, against the limitations of statistical analysis
and the richer perspective that case studies can offer (Masten and Saussier, 2002). How-
ever, what case studies lack in generality they make up in-depth (Masten, 1996b). Data
and measurement problems that tend to cripple econometric analysis can be avoided by
an intensive scrutiny of a single case or a small number of cases (Masten and Saussier,
2002). Although case studies cannot disprove the general validity of a theory (Masten,
1996b) and while some scholars are of the opinion that systematic statistical analysis is
the only road to truth in social sciences (see King et al. (1994)), King et al. (1994) main-
tain that neither quantitative nor qualitative research is superior. As long as the rules of
scientific inference are followed, the two are equivalent. Case studies can provide an im-
portant and necessary complement to formal statistical analyses of organizational form
(Masten, 1996b).

The first type of case studies discussed by Ménard (2001) does not lend itself eas-
ily for helping to find answers to the question that concerns us. Therefore, we use the
second type, the comparative case study (or focused comparison approach (Denters and
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Institutional Institutional Institutional
arrangement A arrangement B arrangement C
Transaction | transaction costs  transaction costs  transaction costs
T and performance  and performance  and performance
under A under B under C

Table 5.1: Research design

Mossberger, 2006)). This provides an in-depth analysis of a limited number of cases.
In our view, a comparative case study can be a fruitful approach in TCE for analysing
the efficiency and performance of governance structures and determining the effects of
alignment. It could even be held that in TCE efficiency and performance can only be de-
termined on a comparative basis. As described in Chapter 2, TCE analysis is by definition
comparative in nature where its methodology prescribes comparisons between feasible
alternatives. In this respect, our research is part of the series of existing comparative
studies that analyse the trade-offs among different governance structures. However, in-
stead of using statistical analysis, we shall use a case study method. According to the
precepts of this tradition, we must make comparisons of efficiency and performance un-
der a variety of alternative institutional arrangements. To that end, we will compare one
single type of transaction, namely the provision of one public service, under alternative
institutional arrangements. The type of transaction in question is chosen from the ICMA!
list of public services provided at the local level in the United States?. In the next section
we will go into the case selection in more detail.

An important advantage of a comparative case study is that it offers opportunities for
sorting out the effects of different explanatory factors (Denters and Mossberger, 2006).
The processes and mechanisms that lead to a relationship between alignment and an
efficient and better performing result can be made visible. Based on the previous discus-
sion we can describe our case study design. The research design is shown in Table 5.1.
This table shows that we select one type of transaction,T’. Furthermore, we analyse the
relative cost hazards and performance under alternative institutional arrangements. In
our study that is A contracting out, ‘B’ external autonomization and ‘C’ public bureau.

In this case study, municipalities are the units of analysis. The independent and

1. The ICMA is the International City/County Management Association, which periodically conducts sur-
veys under all cities and counties. The survey presents city administrators with a list of 64 services. It
asks them to identify the services they provide and the method of delivery. The surveys are often used
in TCE research.

2. Although not all public services provided at the local level in the United States are provided at the same
level in the Netherlands, the list provides an extensive list of public services from which we can select
a public service well suited for our analysis.
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dependent variables can be determined in relation to the two propositions formulated
in the introduction of this chapter. With regard to the first proposition ‘aligning trans-
actions and governance structures leads to a transaction cost economizing result’, the
independent variable is alignment which is constructed on the basis of matching two
components, attributes of transactions and attributes of governance structures, while the
dependent variable is the transaction cost economizing result in terms of the types and
relative level of transaction costs. Regarding the second proposition, ‘aligning transac-
tions in an economizing way yields a better performance’, the independent variable is,
again, alignment between transactions and governance structures, while the dependent
variable is the performance of alternative governance structures. We shall address the
operationalization of these concepts in more detail in Sections 5.3 and 5.4.

5.2 Case selection

We use a so-called most similar systems approach (Lijphart (1975) and Przeworski and
Teune (1982)) in selecting cases. In most similar systems approaches cases are selected
on the basis of maximum variation of the independent variables and minimum variance
of control variables (Lijphart, 1975). In this way, researchers can control for the effects
of these variables (Denters and Mossberger, 2006). Our empirical research focuses on
Dutch local public governance structures, because the local level displays a wide variety
of alternative institutional arrangements. At the same time, the institutional environment
is continuous, stable and homogeneous in the Netherlands. The rules of the game (e.g.
laws) constraining choices are to a large extent the same for all municipalities as they are
centrally enacted in general statutes, which makes the institutional environment stable
and homogeneous. With this choice for subnational cases within a single nation the ideal
setting for controlled comparison is offered (Lijphart, 1975).

The selection of the cases to be studied has been determined by the two components —
the transaction and the governance structure — that constitute the independent variable.
The type of transaction is selected in light of the variation in governance structures gov-
erning the former. In this way it is feasible to compare alternative modes of governance
governing similar transactions. Furthermore, instances of alignment and misalignment
are covered in the sample, representing the full range of variation of the independent
variable as King et al. (1994) advocate. The point of departure for the selection of a pub-
lic service is the ICMA list of 64 public services provided at the local level in the United
States (see Table 5.2).

Some of these services are not in the set of services provided by Dutch municipalities.
Examples here are utility services, such as gas utility operation and management, water
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Public services

ambulance service

animal control

building security

buildings and grounds maintenance

child welfare programs

collection of delinquent processing
commercial solid waste collection

crime prevention/patrol

data processing

disposal of hazardous materials

disposal of sludge

drug and alcohol treatment

electricity utility management

emergency medical service

emergency vehicle fleet maintenance

fire prevention/suppression

gas utility operation and management
heavy equipment vehicle fleet maintenance
insect/rodent control

inspection/code enforcement

legal services
maintenance/administration of cemeteries
recreation facility operation/maintenance
operation of airports

operation of animal shelters

operation of convention centers/auditoriums
operation of cultural and arts programs
operation of day-care facilities

operation of homeless shelters

operation of libraries

operation of mental health programs
operation of museums

ment Association (ICMA)

operation of parking lots and garages
operation of bus transit systems
operation of para-transit systems
operation/management of hospitals
parking meter maintenance and collection
parks and landscaping maintenance
payroll

personnel services

police/fire communications
prisons/jails

programs for the elderly

public health programs

public relations/information
residential solid waste collection
sanitary inspection

secretarial services

sewage collection and treatment
snow plowing/sanding

solid waste disposal

street repair

street/parking lot cleaning

tax assessing

tax bill processing

title records/plat map maintenance
traffic control/parking enforcement
traffic signal installation/maintenance
tree trimming/planting on rights of way
utility building

utility meter reading

vehicle towing and storage

water distribution

water treatment

Table 5.2: Public services compiled from the International City/County Manage-
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distribution and treatment and electricity utility operation and management. Other ex-
amples are the operation of airports and prisons. These services are not the responsibility
of local authorities in the Netherlands. Further services that do not lend themselves for
our analysis are services provided through subsidies or subventions. Examples are the
implementation of cultural and arts programs, the operation of homeless shelters and
the operation of museums. Another group of services is only provided by public author-
ities in the Netherlands, such as crime prevention or patrol and tax assessing. Some
public services show little variation in organizational forms (see Van Thiel (2002)) for a
meta-analysis of organizational forms concerning the provision of public services at the
local government level in the Netherlands), because local authorities, lacking the means
to investigate what would be the most suitable governance structure to provide a pub-
lic service, have simply copied existent governance structures from other municipalities.
Such similarity in organizational forms often also results from constraints imposed by
the national government.

The public service that will serve as the case in our study is that of household waste
collection. It is a relatively straightforward public service and, therefore, well suited for
our analysis. The conditions under which it has to be provided are determined in the En-
vironmental Management Act®>. They are the same for all municipalities. Furthermore,
the service of household waste collection is rather homogeneous. The only significant
difference that must be taken into account is the differential use of unit-based pricing
versus the use of fixed fees. The homogeneity of the public service is of special impor-
tance, because a comparative analysis along the lines of TCE requires the transaction to
be the same in all municipalities. It is very helpful that the public service of household
waste collection is organized by means of a variety of modes of governance (see for the
distribution of modes of governance in 2004 and 2005 Table 5.3). In 2005, in 22 percent
of the municipalities waste is collected by a municipal service. In particular, large cities
have their own municipal services; making up 36 percent of the households. Private
companies mostly collect waste in small villages. The market share of private companies
is 19 percent of the households, although it involves 31 percent of the municipalities.
Besides these two organization forms, inter-municipal cooperations, neighbouring mu-
nicipal services* as well as public companies collect household waste.

The selection of municipalities, the units of analysis, can further be of aid to meet
the requirement of homogeneity of the public service of household waste collection. We
select municipalities from the municipalities participating in the benchmark of Senter-
Novem® in 2005 and 2006. In this benchmark, performance of municipalities is com-

3. In Dutch Wet Milieubeheer.
4. Household waste collection is contracted out to a municipal service of a neighbouring municipality.
5. SenterNovem is a bureau of the Dutch Ministry of Economic Affairs. This bureau is a center of expertise
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Institutional Percentage Percentage Percentage Percentage

form municipali- households municipali- households
ties in in 2004 ties in in 2005
2004 2005

Municipal service 21 37 22 36

Neighbouring 3 2 3 1

municipal service

Inter-municipal 13 9 13 9

cooperation

Public company 24 26 29 31

Private company 37 22 31 19

Other 2 4 2 4

Table 5.3: Distribution of modes of governance of household waste collection in
Dutch municipalities in 2004 and 2005 (AOO (2004) and SenterNovem
Uitvoering Afvalbeheer (2005))

pared. It provides us with the data on one of the dependent variables (see Section 5.4).
The municipalities participating in the benchmark are divided in three circles: circle 1
with municipalities with urbanization classes® 1 and 2 ((very) strongly urbanized munic-
ipalities), circle 2 with municipalities with urbanization class 3 (moderately urbanized
municipalities) and circle 3 with urbanization classes 4 and 5 (weakly and not urban
municipalities). We focus on municipalities of circle 1 with urbanization class 2. In these
municipalities the infrastructure of household waste collection is similar, while they rep-
resent full variation on the independent variable. They have different modes of gover-
nance governing the provision of household waste collection. Consequently, instances
of both alignment and misalignment are represented. This is not the case to the same
extent in the two other circles of the benchmark. Furthermore, we restrict ourselves to
municipalities with fixed fees. This increases the comparability of the municipalities and
of the results on efficiency and performance. We want to point out the fact that, within

on innovation, energy, climate and environment. The Waste Management Department of SenterNovem
implements programmes, subsidy schemes and national and international regulations relating to waste
and advises on the preparation and evaluation of waste policy.

6. The degree of urbanization is determined on the basis of address density. Five classes are distinguished,
where the class boundaries are selected in such a way that all classes have roughly the same number of
inhabitants. The municipalities are categorized as follows: 1. very strongly urbanized municipalities:
2,500 addresses or more per km?; 2. strongly urbanized municipalities: 1,500 to 2,500 addresses
per km?; 3. moderately urbanized municipalities: 1,000 to 1,500 addresses per km?; 4. weakly
urbanized municipalities: 500 to 1,000 addresses per km?; 5. not urbanized municipalities: less than
500 addresses per km?.
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this sample of municipalities the size of municipalities varies from a population of 35,000
to 150,000. Admittedly, this is a large difference that has to be taken into account. On
the other hand, in waste collection the urbanization class and not the relative size is the
decisive criterium when comparing municipalities. On the basis of the selection proce-
dure in which the foregoing criteria were followed we have selected a sample of eight
municipalities, which are located all over the Netherlands.

5.3 The independent variable

The next step to be taken to analyse the case of household waste collection is the op-
erationalization of the core concepts of TCE. We first discuss the operationalization of
the independent variable. The independent variable is a construct of two components,
the transaction and the governance structure. The values of the attributes of these two
components theoretically involve either an alignment or a misalignment.

5.3.1 Attributes of the public sector transaction

The first operationalization is that of the characteristics of the transaction. These char-
acteristics are asset specificity, uncertainty — behavioural and environmental — and fre-
quency (see Section 4.1.2). We focus on the first two attributes, asset specificity and
uncertainty, because the frequency of the transaction with regard to the provision of
household waste collection is always high. The provision of this public service is recur-
rently needed. If frequency is invariably high the two other attributes are decisive, as
was discussed in Section 4.3.1.

Asset specificity Asset specificity refers to whether specific investments are required
to produce the service. Specific investments are investments that can be employed for
the production of one service but are very difficult to adapt for the production of other
services. These specific investments include: the use of a specific location that is movable
only at great cost, the use of highly specialized human skills that cannot be put to use
for other purposes, the use of specialized tools or the presence of a complex system de-
signed for a single purpose, and the requirement that the service reaches the user within
a relatively limited period of time to prevent the quality of the service from unacceptably
diminishing (Brown and Potoski, 2003c). Following Williamson (1979), we distinguish
between three classes of asset specificity: (1) nonspecific investments, in cases in which
no specialized investments are generally required to produce the service, (2) mixed in-
vestments and (3) idiosyncratic investments, in cases in which specialized investments
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are generally required to produce a service which are not transferable to other uses.

Uncertainty As pointed out in Chapter 4, uncertainty refers to both environmental
uncertainty and behavioural uncertainty. Environmental uncertainty refers to unan-
ticipated changes in circumstances surrounding an exchange as a consequence of the
political sensitivity and the rate of change in national policy and technology. Recall that
political sensitivity refers to the susceptibility of residents and, consequently, of politi-
cians to the quality of a public service (including the disruption of a service). This leads
to uncertainty for both parties in relationships — service providers and service producers.
Three degrees of environmental uncertainty can be distinguished: (1) low uncertainty,
if little or no unanticipated changes affecting the transaction are to be expected, (2)
moderate uncertainty, if a certain amount of unanticipated changes are to be expected
and (3) high uncertainty, if the number of unanticipated changes is large. Behavioural
uncertainty is related to ex post opportunistic behaviour of one of the partners in an ex-
change relationship. Behavioural uncertainty can be assessed on the basis of the service
measurability and probity hazards of a particular transaction. In case of household waste
collection, probity hazards are not to be expected. Therefore, we relate behavioural un-
certainty to the attribute of service measurability only. This attribute is marked by the
difficulty of measuring and monitoring the provision of a particular service and by the
problem of determining how routine or unpredictable the requirements of the service
are. In relation to service measurability the ability to define the public interest, for ex-
ample in terms of minimally required quality, is also important. Service measurability
can be classified as (1) easy to measure, when it is relatively straightforward to moni-
tor the activities required to deliver the service and to identify performance measures;
government officials can easily write a contract and clearly specify the activities and out-
comes for the transacting partner to perform and achieve, while it requires relatively
little effort to monitor the quality and quantity of these activities and their outcomes, (2)
moderately difficult to measure and (3) difficult to measure, when it is relatively diffi-
cult to monitor the activities required to deliver the service and to identify performance
measures that represent the quantity and quality of the service accurately. For difficult to
measure services, government officials cannot easily write a contract and clearly specify
the activities and outcomes for the transacting partners to perform and achieve.

All in all, three levels of uncertainty can be distinguished: (1) low uncertainty, when
little or no anticipated changes affecting the transaction are to be expected and when
it is relatively straightforward to monitor the activities required to deliver the service,
to identify performance measures, to write a contract and clearly specify the activities
and outcomes for the transacting partner to perform and achieve, (2) moderate uncer-
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tainty, when some amount of unanticipated changes are to be expected and when it is
moderately difficult to monitor the activities required to deliver the service, to identify
performance measures, to write a contract and clearly specify the activities and outcomes
for the transacting partner to perform and achieve, and (3) high uncertainty, when the
level of unanticipated changes is high and when it is relatively difficult to monitor the ac-
tivities required to deliver the service, to identify performance measures that accurately
represent the quantity and quality of the service and to write a contract and clearly spec-
ify the activities and outcomes for the transacting partners to perform and achieve.

5.3.2 Identification of public sector governance structures

The second operationalization is that of the other factor constituting the independent
variable, i.e. the governance structures. In Chapter 4 we distinguished between con-
tracting out, external autonomization — inter-municipal cooperation and public company
— and municipal service. The governance structures of the eight municipalities selected
can be identified on the basis of this categorization.

Three municipalities provide household waste collection through a municipal service.
A municipal service is operationally defined as any distinct part of the municipal organi-
zation. A unit of this kind can be more or less decentralized. From a legal point of view,
the degree of (de)centralization does not affect the responsibilities of the municipal ex-
ecutive, neither in the field of private law nor in that of public law. A municipal service
can, therefore, be characterized as a hierarchical mode of governance in which service
provider and service producer are part of the same municipal organization.

Three other municipalities charge a public company with the provision of household
waste collection. Based on private law, these municipalities, jointly with other munici-
palities, have established a public company. This is a business organization that is owned
and governed (more or less at a distance) by one or more local governments and that
is legally as well as economically independent. This mode of governance represents a
mode in which government buys the production of a public service from a separate orga-
nization. Service provider and producer are different organizations. The public company
exhibits, however, hierarchical elements, in that municipalities are shareholders of the
public company.

Two municipalities contract out the provision of household waste collection to private
organizations. Contracting out refers to commissioning a private organization to per-
form a specific public assignment. The private organization is often selected by putting
out a tender. The government bills and collects payments from its citizens, and in turn
reimburses the private company. In this mode of governance, government buys the pro-
duction of public services from a private company, which involves that service provider
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Asset specificity

Nonspecific

Mixed specific

Idiosyncratic

Uncertainty

Low uncertainty

contracting out

public company

municipal service

Moderate uncertainty

contracting out

contracting out

municipal service

High uncertainty

municipal service

municipal service

municipal service

Table 5.4: Matching local governance structures with public transactions

and producer are different organizations.

5.3.3 Public sector alignment

Elaborating on the previous sections, we are able to identify instances of alignment, the
independent variable. The values of the attributes of the two components, the transac-
tion and the governance structure, theoretically imply either an alignment or a misalign-
ment. On the basis of our analysis in Section 4.3.1, we are able to present Table 5.4 which
shows the match of local public governance structures with local public transactions that
results from economizing efforts. Transactions conducted under low uncertainty demand
additional safeguards if the level of asset specificity increases. Additional safeguards in-
crease by moving from contracting out, to public company, and to municipal service.
When transactions are conducted under a moderate level of uncertainty, contracting out
is most efficient in case of nonspecific investments. When transactions characterized by a
moderate level of uncertainty require mixed specific investments, contracting out is still
the preferred form, since with bilateral contracting, negotiations on adaptations are not
expected to be as costly as with a public company (i.e. multilateral contracting). Trans-
actions either conducted under a high level of uncertainty or characterized by a high
level of asset specificity require the level of adaptation and safeguards of a municipal
service.

5.4 Dependent variables

Next to the independent variable, the dependent variables have to be operationalized.
These are efficiency and performance of local level governance structures. Firstly, it has
to be noted that the choice in favour of restricting attention to a single particular pub-
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lic service, namely household waste collection, is made to control many of the factors
that might be thought of as influencing organizational form, efficiency and performance.
Since the public service is otherwise homogeneous, this justifies the assumption that vari-
ations in efficiency and performance with regard to that public service can be associated
with differences in organizational form.

Existing studies of performance and efficiency implications of governance choices,
though limited in number and scope, suggest that organizational form has a significant
impact on efficiency (Crocker and Masten, 1996) and performance (Yvrande-Billon and
Saussier, 2005). All of these studies struggle with the question of how to measure ef-
ficilency — in terms of transaction costs — and performance. Since second generation
empirical studies are still in an early stage of development and researchers are still look-
ing for methodologies, we can only partly rely on these methods. We, therefore, choose
to operationalize these variables partly in an alternative way.

5.4.1 Comparing efficiency

An important question is how to measure efficiency in terms of transaction costs. As
mentioned previously, transaction costs are notoriously difficult to measure and cannot
be calculated exactly. As Kdhkonen (2005) observes, evaluation of a non-measurable
phenomenon requires a different way of comparing advantages and disadvantages. It
seems that detecting such a different way may be more valuable than persisting in carry-
ing out econometric analyses in evaluating efficiency as is often done in TCE.

One attempt at measuring costs of organizing transactions is the study of Masten
et al. (1991). In their second generation TCE study of make-or-buy decisions of a large
naval shipbuilder concerning the procurement of components and services, they pay
explicit attention to the role of organization costs. Their measurements of organization
costs are based on the number of hours devoted by management to planning, directing,
and supervising a particular component or process multiplied with the average hourly
management wage rate (Masten et al., 1991). One of their main results is that misaligned
governance leads to a higher level of organization costs whatever the misalignment.

Brown and Potoski (2004a) also make an attempt at measuring costs under alterna-
tive institutional arrangements. In their study of governmental make-or-buy decisions,
they assess relative management costs attached to providing the public service of waste
collection in municipal services and contracting it out. They identify two types of costs,
namely, costs of monitoring service provision and performance, and managing external
relations. Their measurements are based on the number of government employees per
10,000 members of the population and the number of hours dedicated to management
tasks such as managing employees and service provision, administrative duties, manag-
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ing external relations and responding to citizen complaints. Their results indicate that
governments providing waste collection in municipal services have higher management
costs than contracting it out.

Other research, outside TCE, also includes attempts at measuring costs. An example
is the study of Baarsma et al. (2004) which concerns the costs and benefits of differ-
ent forms of regulation. The study emphasizes the difficulties in measuring these kind
of costs and benefits as a consequence of the fact that there are no quantitative data
available. This is especially the case if only one form of regulation exists. The question
then is, how to measure costs of nonexistent forms of regulation? This problem is solved
by hypothesizing on implications of alternative forms of regulation. However, it is not
really costs that they measure. The only thing they are able to do, is to formulate cost
expectations and classify costs and benefit items.

The studies discussed above provide leads for measuring transaction costs. However,
they all have difficulties in collecting relevant, necessary data and only measure specific
types of transaction costs. We, therefore, propose an alternative, qualitative way to
compare the efficiency of different governance structures.

5.4.1.1 Working rules

To tackle the problem of comparing efficiency we shall make use of a qualitative method
of assessing the types and relative levels of transaction costs under different governance
structures. With this analysis we build on the dialogue between new and old institutional
economics. In concrete, we use the work of Commons (1924) which formed an important
inspiration for Williamson’s work. More specifically, Williamson’s concept of the transac-
tion has been derived from Commons (Williamson, 1998b) (as discussed in Chapter 2)
and the study of governance was prefigured by him (Williamson, 2005). Commons’ work
still can be of relevance to the work of Williamson (see for example Kaufman (2003) and
Groenewegen (2006)). Most important, in the context of this study, are Commons’ con-
cepts of going concerns and working rules. Going concerns are named institutions by
Commons (1934). They range from family, to corporation up to government itself. They
are the processes and mechanisms that organize activities of individuals. They are similar
to Williamson’s governance structures (Kaufman, 2003). Williamson follows Commons
in that the prospect of conflict inexorably leads to the governance question. As posed
by Commons: Can parties craft a governance structure that allows them to manage or
even neutralize conflict and, in turn, to realize mutual gain that conflict had jeopar-
dized? Williamson (1985, p. 3) paraphrases Commons (1934) on this count: ‘Commons
[...] recognized that economic organization is not merely a response to technological
features — economies of scale; economies of scope; other physical and technical aspects
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— but often has the purpose of harmonizing relations between parties who are otherwise
in actual or potential conflict’.

Commons states that the universal and ultimate principle of going concerns is the
principle of working rules (Commons, 1924, p. 384):

The statement and enforcement of a working rule is accomplished through
the process of restricting their [individuals’, MvG] liberties, and it is this pro-
cess that creates automatically the correlative rights and exposures of other
individuals. When the going concern imposes these ethical duties, it does so
through those working rules which guide its officials, foremen, superinten-
dents, judges, legislature, and which in law are known as powers, liabilities,
immunities and disabilities’.

In this sense, the working rules underlie Williamson’s governance structures (Kaufman,
2003). The working rules of a governance structure constitute, so to say, the legislation
that its participants must comply with. Working rules determine the rights, duties and
liberties of participants and the extent to which the rights of third parties need to be
respected. Working rules simply tell what individuals must, must not, can and cannot
do (Commons, 1924). They form the constraints that determine the interaction between
actors in a governance structure. The way in which these working rules operate, is by
imposing certain limits on and giving opportunities to the individuals who are parties
to transactions. These limits and opportunities of the individual wills can be condensed
into the four volitional verbs may, must, can and cannot. Working rules can take the form
of laws, court decisions, business and trade union rules, contractual agreements, social
norms, ethical principals and customs. They can be both formal and informal (Kaufman,
2003)

5.4.1.2 Direct costs and costs of frictions

The concept of working rules can be used to assess the types and relative levels of trans-
action costs. To that end it is useful to make a distinction between two types of costs.
Rindfleisch and Heide (1997) discuss what the source and nature of the most common
forms of transaction costs are. They show that transaction costs can arise in the form of
direct and in the form of opportunity costs. They relate these costs directly to asset speci-
ficity, environmental uncertainty and behavioural uncertainty. Direct costs are the costs
of mitigating the contractual hazards of asset specificity, environmental uncertainty and

7. Using this characterization of working rules, Commons falls back on Hohfeld’s (1919) set of legal
relationships.
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behavioural uncertainty. Opportunity costs are the costs of failures in mitigating these
contractual hazards completely.

With this distinction between these two types of costs, we are able to compare the
efficiency of governance structures. ‘Clearly, transaction costs cannot be assessed only by
examining the inputs used to support the decision process, as this would yield the trivial
(and incorrect) conclusion that less governance is always better’ (Dow, 1987, p. 18).
Therefore, it is of importance to assess both types of costs. The question is, however,
how to asses the relative level of these costs. To that end, we turn to the working rules of
Commons. As we have seen, governance structures are created to achieve certain goals
or in Commons’ terms, ‘public purposes’. In the public sector, a main goal is the provision
of public services in an efficient way. The working rules of modes of governance provide a
structure for human interaction and determine the way in which transactions take place.
On the basis of these working rules we gain insight into the level of transaction costs
within a certain governance structure. The working rules specifically give an insight into
the ex post costs of contracting, the focus of TCE. They show how the governance struc-
ture is administered, how monitoring takes place, how adaptation is acquired and how
disputes are settled. This relates to the direct costs as part of the totality of transaction
costs.

The other part of the totality of transaction costs, costs of frictions®, is of special im-
portance in this study, because we are studying cases of alignment and misalignment. In
the cases of misalignment we expect costs of frictions. Recall Williamson’s definition of
transaction costs in which he focuses on these costs of frictions (1981, p. 552):

In mechanical systems we look for frictions: do the gears mesh, are the parts
lubricated, is there needless slippage or other loss of energy? The economic
counterpart of friction is transaction cost: do the parties to the exchange
operate harmoniously, or are there frequent misunderstandings and conflicts
that lead to delays, breakdowns, and other malfunctions?

Costs of frictions are ex post costs of maladaptation and adjustment as a result of gaps,
errors, omissions, and unanticipated disturbances (see also Section 2.3.3). The working
rules of Commons can also shed light on this part of transaction costs. Although Com-
mons nowhere discusses the costs of making transactions or explores how these costs
might influence the organization of economic activity (Kaufman, 2003), he does address
the efficiency of governance structures. He states (Commons, 1924, p. 377):

8. Rindfleisch and Heide (1997) use the term ‘opportunity costs’ here. We use ‘costs of frictions’ to avoid
confusion about the term. Usually, the term ‘opportunity cost’ of a resource is used to refer to the value
of the next-highest-valued alternative use of that resource or, in other words, the cost of something in
terms of an opportunity forgone (and the benefits which could be received from that opportunity).
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Economic theory starts with the purpose for which the artificial mechanism in
question was designed, fashioned and remodeled, and inquires first, whether
that purpose is useful or useless, legitimate or illegitimate, ethical or uneth-
ical, right or wrong. Then it inquires whether the artificial mechanism in
question accomplishes that purpose in an efficient or economical way, and, if
not, what is the limiting factor, out of the thousands of cooperating factors,
that obstructs the operation, and to what extent that limiting factor can be,
and requires to be, controlled in order to facilitate the mechanism and accom-
plish its purpose. Then it adopts or changes the working rules, that regulate
the actions and transactions of participants.

Commons illustrates this with an example of an automobile (Commons, 1924, p. 377):

What is the theory of my Ford automobile? That mechanism was designed
to move across the country under my guidance carrying a load, and thereby
accomplish a purpose deemed useful by me. Suddenly it stops without being
directed by me to do so. It gets out of control. I then get out and seek the
limiting factor, perhaps a little wire crossing another wire. I change some-
what that limiting factor and resume control of the mechanism. From the
standpoint of economic theory that little wire was the limiting factor at the
moment and under the circumstances. [...] What the economist does, if pos-
sible, is to uncover that limiting factor and to point out, if possible, the extent,
degree and point of time at which it should be modified or counteracted, in
order to control all of the factors for the further purpose deemed important.

These ‘limiting factors’ are similar to Williamson’s conception of transaction costs as
the economic counterpart of frictions (Williamson (1985) and Kaufman (2003)). This
presents us with the connection between working rules and transaction costs. As Com-
mons makes clear: ‘what the economist does, if possible is to uncover the frictions and to
point out if possible the extent, degree and point of time at which it should be modified
or counteracted, for the further purpose deemed important’ (Commons, 1924, p. 378).
Commons does not provide a ‘follow-on empirical research agenda’ (Williamson, 2005,
p. 38), or more specifically, a method of analysis to discover these frictions. He maintains
a very abstract level of theorizing. By contrast, Williamson does provide a method: the
method of comparative institutional analysis. Combining the two theoretical viewpoints,
it can be said that frictions arise when the working rules of the governance structure
fail to mitigate the hazards of asset specificity and environmental and behavioural un-
certainty that are characteristic of a particular public sector transaction concerning the
provision of a public service to the public.

96



5.4 Dependent variables

Asset specificity Environmental Behavioural
uncertainty uncertainty
Sources of safeguarding safeguarding and  performance
transaction costs adaptation definition and
evaluation
Type of
transaction costs
Direct costs costs of crafting communication, specification and
safeguards negotiation and measurement costs
coordination costs,
and costs of
crafting safeguards
Costs of frictions | failure to invest in  maladaptation; productivity losses
productive assets failure to adapt through effort
adjustments and
bad performance

Table 5.5: Sources and types of transaction costs (based on Rindfleisch and Heide
(1997))

In Table 5.5 direct costs and costs of frictions are related to asset specificity and the
two forms of uncertainty. This is of importance in identifying and comparing the effi-
ciency of public sector governance structures. Asset specificity demands safeguarding.
This source of transaction costs leads to direct costs of crafting safeguards and costs of
frictions as a result of a failure to invest in productive assets and a high mutual depen-
dency of contracting partners. Environmental uncertainty as a consequence of political
sensitivity to the quality of a service demands adaptation and safeguarding. This source
of transaction costs leads to direct costs of communication, negotiation and coordination,
as well as direct costs of crafting safeguards. Costs of frictions result from maladaptation,
a failure to adapt or too many consultations. Behavioural uncertainty as a consequence
of service measurability demands performance specification and evaluation. This source
of transaction costs leads to direct costs of specification and measurement. Costs of
frictions are the consequence of productivity losses through effort adjustments or bad
performance.

These costs will be tracked based on an analysis of the working rules of the gover-
nance structures. In our analysis of working rules we focus, first of all, on ‘black letter
rules’ that are part of actual legal behaviour, the social practices. Besides these black
letter rules we analyse rules that are not laid down in, for example, agreements, but that
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are of vital importance in the relationships between contracting partners. One can think
of social norms and customs. We will track both types of working rules in two separate
ways. Here we distinguish between ‘law in books’ and ‘law in action’ (Pound, 1910).
First, we analyse ‘law in books’, that is, rules and agreements that are laid down in, for
example, contracts, Shareholders Agreements and Ordinances, provided that they are
also ‘law in action’. Secondly, we analyse ‘law in action’ that cannot be found in ‘law in
books’. These rules are tracked based on interviews.

A next step is to gain insight into the frictions that arise in the different governance
structures when working rules fail to mitigate the hazards of asset specificity and en-
vironmental and behavioural uncertainty. These are also tracked on the basis of the
interviews. This will lead to a picture of types and relative levels of direct costs and
costs of frictions. In this way, we are able to assess the relative level of efficiency of the
different governance structures. It has to be noted that it is not our aim to quantify these
direct costs and costs of frictions. We will only compare the relative level of these costs in
terms of none, low, average or high transaction costs (as is common usage in qualitative
research (King et al., 1994)).

5.4.2 Comparing performance

Let us now turn to the operationalization of the second dependent variable, that is, the
performance of local level governance structures. Implementable performance measures
are not easy to devise (Masten (1993) and Joskow (1991)). Yvrande-Billon and Saussier
(2005) give an overview of second generation TCE studies that make an attempt at
analysing performance of governance structures. They show that a variation of method-
ologies is used to assess the importance of organizational choices for firm performance,
where they distinguish between three methodologies. Firstly, there are studies that anal-
yse the impact of misalignment on profits and costs, and assess the benefits of alignment.
An example is the study of Silverman et al. (1997) which measures the profitability of
firms in the U.S. trucking industry. Secondly, performance is measured in terms of sur-
vival. The basic proposition is that misalignment might increase the probability that firms
will not survive. This type of analysis is, for example, conducted by Nickerson and Sil-
verman (2003). Thirdly, some research analyses whether the quality of goods or services
varies with the degree of alignment. Examples of the last type of studies are Poppo and
Zenger (1998) and Ménard and Saussier (2002). Poppo and Zenger (1998) analyse the
‘make or buy’ decision in the case of information services. As a performance measure
they use perceptual criteria: high levels of satisfaction represent realized performance
expectations. They use the degrees of satisfaction with respect to three common per-
formance goals: satisfaction with the overall costs, the quality of the service and, the
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responsiveness to problems or inquiries (Poppo and Zenger, 1998). Their main results
are that misaligned governance leads to lower performance when externalization is cho-
sen in violation of transaction cost economics propositions. Furthermore, they show that
asset specificity, while not affecting firms’ performance, does affect market performance.
Ménard and Saussier (2002) analyse the impact of alternative governance structures on
the quality of the water supply system.

Of the three methodologies described above, we opt for a combination of two. We
analyse performance on the basis of overall costs and quality of the service delivered.
Survival may be a suitable measure of performance in the private sector, in the public
sector it is not. We already addressed the fact that in the public sector, governance
structures, in spite of bad performance in terms of costs, may quite often be preserved for
other reasons (see Chapter 4). It is therefore, not an adequate measure of performance
in the public sector. The other two methodologies, measurements of costs and quality,
are equally well applicable in the private and the public sectors and will be applied in
this study.

For our performance measurement we turn to secondary data. We use the perfor-
mance indicators of the benchmark® that is conducted by SenterNovem in cooperation
with thirty municipalities. This benchmark is performed every year (since 2002). The
basis of this benchmark is the Municipal Waste Monitor (AOO, 2004). In this monitor
the waste performance is evaluated from three perspectives or performance fields: en-
vironmental performance, costs, and quality of service delivery. In line with the two
methodologies we follow in this thesis, we define the quality of a service in terms of
quality of service delivery. Costs are the waste management costs that are made by mu-
nicipalities to provide the service of household waste collection. In the following, we
address both performance measurements in more detail.

Costs The central question with regard to this measure of performance is: Which costs
have been made to provide and maintain service delivery, and to achieve the level of
separation of waste? These costs comprise both direct!® costs and indirect costs.

These two categories of costs are in euro’s per household. Subindicators of total di-
rect costs are costs of the collection and disposal of residual and organic waste, paper,
glass, textiles, hazardous materials and bulky waste. Total indirect costs consist of policy
costs, communication costs, enforcement costs, perception costs!!, overhead costs and
internal transfer pricing costs. The latter are not part of our analysis of performance, be-

9. A benchmark evaluates various aspects of processes in organizations in relation to the best practice,
usually within their own sector.
10. These direct costs should not be confused with the direct costs discussed in Section 5.4.1.2.
11. Perception costs are the costs involved in levying taxes.
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cause the data provided by municipalities on this type of costs are incomplete or partially
unreliable.

Quality of service delivery Here the questions are: Which service delivery package
has been provided to citizens and what perceptions do citizens have of this package?
And how customer centred are local authorities?

The level of service delivery is based on a questionnaire with subindicators which
is filled in by the municipalities themselves. On the basis of this information, a service
delivery score is determined. In 2005 and 2006 this score was determined in a different
way. In 2006, the maximum score on service delivery is 142 points (SenterNovem Uitvo-
ering Afvalbeheer/Cyclus, 2006). The service delivery score is made up of two parts. The
first part is the service delivery package (maximum of 103 points) concerning the possi-
bilities offered to citizens of disposing of their waste separately. The size of the package
is determined on the basis of the amount and intensity of the services a municipality
offers to its citizens with regard to waste management. The maximum amount of points
can only be reached if a municipality provides for pick up services as well as disposal
facilities with regard to all types of waste. The second part is customer-orientedness
(maximum of 39 points) concerning the efforts of a municipality to make an inventory
of complaints and opinions of citizens and the activities a municipality undertakes fol-
lowing the results of this inventory. In 2005, the service delivery score was determined
in a different way (SenterNovem Uitvoering Afvalbeheer/Cyclus, 2005). The questions,
definitions and scoring are based on the municipal waste monitor (AOO, 2004). The
maximum score on service delivery, in this case, is 98 points. It is made up of the fol-
lowing parts: service delivery package (maximum of 71 points), customer-orientedness
(maximum of 15 points), customer satisfaction (maximum of 10 points), citizens’ percep-
tion of municipal services (determined on the basis of interviews by telephone in which
citizens were asked to grade the services the municipality provides with regard to waste
management) and two bonus points.

5.5 Data collection

We collected data from the municipalities that participated in the benchmark of Sen-
terNovem in 2005 and 2006. In 2005 thirty-three municipalities participated in the
benchmark. In 2006 thirty-seven municipalities participated. In both benchmarks mu-
nicipalities were divided in three circles: circle 1 with municipalities with urbanization
class 1 and 2 ((very) strongly urbanized), circle 2 with municipalities with urbanization
class 3 (moderately urbanized) and circle 3 with urbanization class 4 and 5 (weakly or
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not urbanized). As discussed in Section 5.2, we choose to analyse large municipalities.
Therefore, we focus on the municipalities in circle 1. In 2005, this circle comprised of
eleven municipalities, in 2006 thirteen. Combining these two benchmarks, we selected
municipalities with urbanization class 2, that were using fixed fees and were charac-
terized by one of the three distinguished modes of governance in Chapter 4. In this
way, we have selected a sample of eight municipalities of which six participated in both
benchmarks and two in only one of the benchmarks.

Municipalities participate in the benchmark voluntarily. The aim is to learn from
other municipalities. Voluntary participation has the advantage that municipalities are
willing to provide data and have an interest in providing the right data. The fact that they
participate voluntarily could also have as disadvantage that only particular municipalities
would participate in the benchmark. We have, however, not found evidence for this.

The data on the specific performances of municipalities are only available to the mu-
nicipalities that participated in the benchmark. The aim of the benchmark is, as men-
tioned, for participating municipalities to learn from each other and not to use it for
other purposes. Nonetheless, we received permission to use these data, on condition
that they be made anonymous. Some of the data includes sensitive information, for ex-
ample, data containing details of contracts or costs. Although anonymity diminishes the
controllability of research results, the benchmark has the considerable advantage that it
makes it possible to compare the performance of governance structures systematically.
This would otherwise be very labor intensive and difficult to achieve. Interpreting the
result does not require that they are related to particular municipalities.

The data of the benchmark are provided by the participating municipalities them-
selves. These data concern the years 2004 and 2005. The municipalities are responsible
for the quality of the data. All data provided are verified and checked on completeness
by SenterNovem and Cyclus!?. Furthermore, municipalities of the different circles have
meetings in which they discuss and compare interim results. The collected data on the
quantities of waste are compared to data of Statistics Netherlands!3. Striking abnor-
malities (for example, increases or decreases of more than 10%) are discussed with the
particular municipalities. In particular, in the data on costs there are deficiencies. In
some cases the required data are not available or unknown. In other cases, the data
on costs cannot be further subdivided into a particular kind of waste or cost item. A
comparison of total direct costs of waste management, therefore, gives the most reliable
picture. The results of the benchmarks of 2005 and 2006 are presented in circle reports
and in waste management profiles per municipality (in the remainder of this study the

12. Cyclus is a private bureau that assists SenterNovem in conducting the benchmark.
13. Statistics Netherlands is responsible for collecting, processing and publishing statistics to be used in
practice, by policymakers and for scientific research.
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reference SenterNovem Uitvoering Afvalbeheer/Cyclus (2005) denotes the benchmark
results of 2005 and SenterNovem Uitvoering Afvalbeheer/Cyclus (2006) denotes those
of 2006).

With regard to the comparison of the relative levels of direct costs and costs of fric-
tions the situation is different. Here, we do not use secondary data, but we collect our
own data. Since we analyse the same municipalities as in the above described part of the
empirical research, it is necessary to keep referring to them anonymously. Data collec-
tion takes place on the basis of formal documents, such as contracts, shareholders agree-
ments, municipal regulations and waste plans. Furthermore, we use of semi-structured
interviews with key persons. Key persons are municipal officials who are involved in
waste collection in a particular municipality. Other key persons are managers in the pri-
vate and public companies and the municipal organization providing the service. We only
interviewed a few key persons per municipality, since only a small number of officials is
able to provide a complete overview of the provision of waste collection. Furthermore,
we had some additional interviews with experts in the field of waste collection.

To gain access to key persons we made contact with the persons in the particular
municipality responsible for the benchmark. All of them agreed to an interview with
us. After having interviewed these persons, we asked them for an introduction to other
persons in the municipality involved in household waste collection. In some instances
no one else was involved, in other instances we were introduced to other persons in
the municipality. Furthermore, in cases characterized by some specific governance struc-
tures — public companies and private companies — we asked for an introduction to the
persons in these companies who were involved in the household waste collection in the
municipality concerned. All of these persons agreed to participate.

In all, 22 semi-structured interviews were held with persons who were involved in
household waste collection within the sample of municipalities, both within the munic-
ipal organizations and the companies delivering the service. Respondents were local
officials, (account) managers of public or private companies and outside experts. They
are listed anonymously in Appendix A. In the following chapters quotes will be followed
by numbers referring to respondents in this appendix. Where possible, we cross-checked
statements of respondents with documents or statements of other respondents. All the
interviews were in-company interviews, held at the location where our respondents had
their offices. On average, the interviews took 90 minutes to round off, but the actual du-
ration of the interviews varied between 45 and 150 minutes. All our conversations were
taped and transcribed, resulting in 320 pages of double spaced interview reports. The
questionnaire can be found in Appendix B. It consists of questions to track the working
rules underlying governance structures and questions to rank the attributes of household

102



5.6 Methodological caveats

waste collection.

5.6 Methodological caveats

To conclude this chapter, we address four important methodological caveats concerning
this empirical research. We discuss the comparison of the relative level of costs, the
measurement of performance, the internal validity and the mode of generalization.

Firstly, the comparison of the relative levels of costs takes place on the basis of for-
mal rules. It is, however, clear that not only formal rules, but also informal practices
matter. The precise distribution of formal obligations does not completely reflect the
reality of exchanges in which parties must maintain relationships (Walsh, 1995). We try
to compensate for the resulting bias by interviewing key persons that are involved in the
provision of waste collection on the side of the local authorities, as well as on that of the
companies or bureaus that actually provide the service. However, doubts may arise as to
whether this is sufficient.

Secondly, the measurement of performance in terms of costs and quality takes place
on the basis of a benchmark that is performed by SenterNovem in cooperation with
municipalities in 2005 and 2006. As already mentioned, the municipalities themselves
provide the data. This raises the question whether the data are reliable. The following
considerations justify the assumption that this is the case. Most municipalities have been
conducting the benchmark for some years now. They have experience with providing the
requested data. Furthermore, municipalities participate voluntarily in the benchmark.
The aim of the benchmark is to learn from other participating municipalities. To achieve
that, comparability is necessary and providing the right data is of importance. Munici-
palities themselves, therefore, have an interest in providing the right data. Besides that,
the data are verified and checked by SenterNovem and Cyclus (as discussed in Section
5.5). In addition, in the interviews we paid attention to the results of the benchmark. In
this way, key persons within municipalities could add comments if they wanted to. Based
on these aspects, we can assume that the reliability of the data is guaranteed as far as
possible.

Thirdly, with regard to the internal validity of our studyj, it is true as King et al. (1994,
p. 79) observe, that ‘we can never hope to know a causal effect for certain’. We ad-
dress the fundamental problem of causal inference by selecting units of analysis that are
comparable in the sense that all municipalities in the sample are characterized with an
urbanization class of 2 and use a fixed fee. Density effects are, therefore, neutralized.
In this way, a high level of comparability is reached. Also, the selection of the public
service of household waste collection, which is rather homogenously provided by munic-

103



From Theory to Practice

ipalities, increases comparability. Therefore, we consider ourselves justified to conclude
that the differences we observe in the values of the dependent variable are the result of
the differences in the values of the explanatory variables. There is, however, at least one
additional complicating variable. The municipalities do not all have the same size. Al-
though degree of urbanization is considered to be more important than size in household
waste collection, this has to be taken into account in the comparison of the dependent
variable. Another way of addressing the fundamental problem of causal inference is the
assumption of conditional independence, meaning that values are assigned to the ex-
planatory variable independently of the values taken by the dependent variables (King
et al.,, 1994). In our study the values of the explanatory variable are not caused by the
dependent variable.

Fourthly, ‘while the real need is to fashion generalizations of universal scope and va-
lidity’ (Lijphart, 1975, p. 172), we clearly are only able to achieve partial generalizations.
This is a consequence of the fact that we use a comparative case study. Partial general-
izations can, however, be useful as a first step, and can be followed by replications in
different settings. These different settings could be other groups of municipalities and
different public services.
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Chapter 6

Dutch Local Governance Structures in
Waste Collection

ENTRAL TO THIS CHAPTER is a description of eight public governance struc-
tures. These governance structures are located at the Dutch local government
level and have been created to provide the public service of household waste
collection. The aim of this chapter is to describe their working rules. These

working rules lay down the mechanisms, procedures and social practices of the gover-
nance structures. We analyse ‘law in books’ on the basis of rules and agreements that
are laid down in, for example, contracts, shareholders agreements and ordinances and
we explore law in action’ on the basis of interviews. The latter are also used to gain
insight into the frictions that arise in the different governance structures. This will form
the basis of our analysis of transaction costs of the different governance structures in the
following chapter. To that end, we firstly pay attention to the Dutch local government
level in general and the local government reforms of the last decades. Hereafter, we will
address the case of household waste collection and the way in which eight Dutch mu-
nicipalities provide this public service. These municipalities are located all around the
Netherlands.

6.1 Dutch local government

Local government in the Netherlands conforms to the basic logic of the decentralized
unitary state. The Dutch governmental system includes a three-tier subsystem consisting
of the central government, provincial authorities and local authorities. All administrative
layers consist of democratically legitimized autonomous authorities. Local government
bodies are accorded an open, general competence. The freedom of local government
is, however, constrained by the central and provincial authorities by virtue of statutory
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rules. For their part, higher authorities are restricted in their decisions by the principles
of subsidiarity, power sharing and decentralization. In addition, they exhibit a factual
dependence on local knowledge and the implementation capacity available in local gov-
ernment (Hendriks and Tops, 2003).

The internal organization of municipalities is based on the Municipalities Act. Under
this act, the municipal council is the highest authority in a municipality, with the board of
Burgomaster and Aldermen as the municipal executive. The municipal executive imple-
ments national regulations on matters such as social assistance, unemployment benefits
and environmental management. It also bears primary responsibility for the financial
affairs of the municipality and for its personnel policies. The executive is accountable to
the municipal council. The composition of the municipal council is determined on the
basis of local elections every four years. The municipal council’s principal responsibility
is representation of the people and control. Its main task is to determine the municipal-
ity’s broad policies and to supervise their implementation. Each member of the municipal
council has a vote and decisions are taken by majority vote.

Municipalities receive more than 90 per cent of their income from the national gov-
ernment. A part of the income comes from the Municipalities Fund, a fund in which
the national government allocates part of the national tax revenues that are distributed
among municipalities every year on the basis of certain statutory benchmarks. Local au-
thorities are free to spend these revenues according to their own view. Besides revenues
from the Municipalities Fund, municipalities receive grants from the national govern-
ment for specific purposes such as public transport or youth care. The amounts depend
on the composition of the population and local circumstances. Finally, the municipalities
have the power to levy taxes. Taxes on residential and business premises constitute the
main source of independent income. The level of tax rates is determined by the munici-
pal council. This is also the case with regard to the determination of rates municipalities
charge for parking, legal documents and waste collection.

One of the main responsibilities of municipalities is maintaining the housing stock.
Another important responsibility is for local roads and road safety. Municipalities are,
for example, responsible for the construction of roads, parking places, car parks and
bicycle tracks. Furthermore, they are involved with issues related to the environment,
such as waste collection. Besides these fields, municipalities have responsibilities with
regard to education. For example, the municipal council acts as the school board for local
publicly-maintained schools. They are also responsible for sufficient and suitable school
accommodations for privately-maintained schools. Increasingly, other fields are becom-
ing the responsibility of local governments such as after-school care and the management
of arts centres and sports facilities.
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6.1.1 Local government reforms

In the last decades Dutch local government has undergone many reforms. Firstly, major
reforms concerning local public management have taken place. From the early post-war
period until the present, different organization models have been subsequently imple-
mented (Hendriks and Tops, 2003). In the early post-war period, virtually all munici-
palities had a uniform traditional bureaucratic structure. Under the influence of, among
other things, new public management nowadays we meet a diversity of municipal inter-
nal organization structures.

Secondly, in the 1980’s and 1990’s, other kinds of administrative reforms have been
implemented such as privatization, and competitive tendering, while bureaus have been
given more freedom to manage. An important argument to implement these changes has
been to separate policy and administration so that politicians, policy makers and policy
implementers can concentrate on their core business (Van Thiel, 2004). This was related
to the discussion on what could be seen as the essential tasks of municipalities. The
total number of tasks was growing fast and to prevent overload, it was held that tasks
that were not genuinely public in character, should not be fulfilled by local governments.
Other motives were to improve efficiency of policy implementation and to reduce costs
as an answer to the need to achieve cutbacks and enhance quality of customer service
(Van Thiel, 2004). The expectation was that the market could perform some of the tasks
more efficiently and effectively (Ter Bogt, 1998). Against this background, a variety of
governance structures came into being. At present, at the local government level a spec-
trum of such structures can be observed. In Chapter 4, we have already paid attention to
this spectrum ranging from public bureau to external autonomization — inter-municipal
cooperation and public company — to contracting out. In the fields of education and so-
cial welfare services municipalities are reluctant to decentralize, autonomize or privatize
(Van Thiel, 2004). The preferred form is often the public bureau. Local governments
show a tendency to use the second and third form particularly in the fields of culture,
health, utilities, sports, recreation and waste collection. With regard to household waste
collection, municipalities have chosen freely among a variety of different modes of gov-
ernance.

6.1.2 The case of household waste collection

Household waste is produced by domestic activity. In the Netherlands, household waste
is collected by or on the authority of the municipality in which the households are lo-
cated. Household waste has potential negative effects. Preventing such effects requires
regulation. An uncontrolled spread of household waste is harmful to the environment
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and to human health. Central government, therefore, regards it as its task to devise
and carry out an environmentally sound policy to control household waste. Household
waste collection policy focuses on prevention, separation of waste and specific recycling
circuits. Prevention is one of the priorities of waste policy.

Under the Environmental Management Act, municipalities bear the responsibility for
the periodical collection of household waste from any property on the municipalities’
territories. Municipalities are, however, free to decide whether to provide the service
in-house or to contract it out, with the consequence that municipalities as well as private
firms are active on the household waste market. In local by-laws, local authorities fulfil
their obligations by prescribing the kinds of waste households must separate. Since 1994,
municipalities have the obligation to supply an infrastructure for a separate collection of
organic waste. In addition, they have to provide facilities for the separate collection of
glass, paper, textiles, electronic products and hazardous materials. Local authorities also
have, based on the Environmental Management Act, the legal obligation separately to
collect waste that is too large or heavy to be collected as part of the regular household
waste collection. They are obliged to provide for at least one supervised facility to which
households can bring bulky waste. Examples are civic amenity sites or household waste
recycling centres. Sites of this kind facilitate the separate disposal of waste such as tyres,
refrigerators, electronic products, waste caused by constructing and demolition activities
and garden waste. The purpose is to provide service facilities to optimize the collection
of certain kinds of waste and increase the recovery of secondary materials. The sites
have regular opening hours where inhabitants can enter to dispose of waste separately
in specific containers.

Local authorities are free to decide how citizens have to pay for waste collection.
Some municipalities choose unit-based pricing while others use a fixed fee. Mostly rela-
tively small municipalities use unit-based pricing. This can take different forms. Charg-
ing can take place based on the volume of the container, the weight of waste, or the
frequency with which the container is put on the curbside to be emptied, or by using
expensive bags (in that case only special waste bags are accepted which are sold by the
municipality). The National Waste Management Plan! serves as a review framework for
the implementation of waste policy by central government, provincial authorities and
local authorities. The authorities have to take the waste management plan into account
when exercising their powers. A leading principle in the Waste Management Plan is the
triangle of costs, service delivery and environment?.

After years of institutional change, the collection of household waste in the Nether-

1. In Dutch Landelijk Afvalbeheerplan.
2. This ‘waste triangle’ is used in the Municipal Waste Monitor to evaluate and assess the performance of
municipalities in the field of waste management (AOO, 2004).
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lands is still mainly performed in-house by the public sector. However, private parties
also increasingly perform this task under conditions set by the government. A large vari-
ety of forms can be observed (see for the distribution of institutional forms in 2004 and
2005 Table 5.3). In the mid-nineties many municipal services were privatized by convert-
ing them into public companies. By contrast, in recent years this only happened in a few
isolated cases. Differences between the years 2004 and 2005 are mainly explained by a
reduction of the number of Dutch municipalities as a consequence of municipal amalga-
mations®. Recently, SenterNovem (2006b) qualified the waste market as rather stable.
According to SenterNovem, in the future only incidental changes are to be expected.
With this general picture of the Dutch local government level and the public service of
household waste collection in mind, we can turn to a detailed description of the mech-
anisms, procedures and social practices in the governance structures with regard to the
provision of household waste collection of eight Dutch municipalities.

6.2 Waste collection in eight Dutch municipalities

The eight cases in this section concern Dutch municipalities within urbanization class 2.
These are Limedale, Myrtlefield, Olivetown, Denimborough, Indigoford, Carminecastle,
Crimsonbridge and Scarletcity. They are divided in three categories, according to the gov-
ernance structure they adopted for the provision of household waste collection. Firstly,
we discuss the municipalities with a municipal service which are Limedale, Myrtlefield
and Olivetown. Secondly, we describe the cases in which waste collection is contracted
out to a private firm, to wit Denimborough and Indigoford. Thirdly, we describe how
three municipalities organize waste collection in a public company, namely Carminecas-
tle, Crimsonbridge and Scarletcity. In describing these governance structures we make
use of the attributes of governance structures distinguished in Chapter 4:

e incentive intensity,
e administrative support, and

e contract law: duration, degree of completeness, dispute settlement and enforce-
ment procedures.

We discuss these attributes as far as they are relevant to a particular governance struc-
ture. In addition, we pay attention to ownership of assets. Finally, we present what the
public service of waste collection consists of in the different municipalities by describing

3. Per January 2004 the Netherlands had 483 municipalities, per January 2005, this diminished to 467.
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the waste collection model of each particular municipality. These models are informative
on the homogeneity of the transaction.

6.2.1 Municipalities with a municipal service

Of the eight cases, three municipalities have a municipal service for the collection of
household waste. These municipalities are Limedale, Myrtlefield and Olivetown. With
regard to these municipalities not much has been put down in writing. Our description of
the organization of household waste collection is, therefore, mainly based on interviews
and the Organization Ordinance* of the particular municipalities. In the description of
the governance structures we pay attention to administrative support (including enforce-
ment procedures), the degree of incentive intensity, dispute settlement and ownership.
The two remaining elements of contract law — duration and degree of completeness —
are not relevant here.

6.2.1.1 Limedale

Limedale is the largest city in its region with a population of about 95,000 inhabitants.
It is a city in which waste collection is organized in a municipal service. Table 6.1 shows
the waste collection model of Limedale. The city has just finished a discussion on the
essential tasks of the municipality. This also focused on the question whether waste
collection should be carried out by the municipality itself or not. This question was an-
swered positively, for the time being, because it was expected to be a topic on the agenda
of the municipal council within a year or two (1)°. This led to a constant feeling of un-
certainty. Furthermore, the waste management department had to cut the waste budget
in recent years. This, however, stimulated the department to work more efficiently by
reviewing and changing the waste collection infrastructure and by working with tem-
porary employees (in this way the municipality was able to work with a flexible group
of employees who are paid per hour). The department looked at personnel as well as
material and managed to use these more efficiently (1). For the time being there was
no reason to change the governance structure. The expectation was that contracting out
would not lead to a significantly better performance. Furthermore, such an operation
would probably give additional difficulties. Contracting out, for example, requires a def-
inition and interpretation of the municipality’s task as a principal in relation to an agent.
Finally, an advantage of the municipal service is that it can in a social sense deviate from
an employer’s role in a private company (1).

4. In Dutch Organisatieverordening.
5. Numbers refer to quotes by respondents listed anonymously in Appendix A.
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Method of collection

Frequency / Density*

Residual waste

Low-rise residential areas** wheelie bins fortnightly
High-rise residential areas*** | containers 2 times per week
Centre binbags weekly

Organic waste
Connection rate 80%
Low-rise residential areas wheelie bins fortnightly

High-rise residential areas
Centre

Paper
Door-to-door collection wheelie bins/local associations | more than 12 times annually
Disposal facility containers/civic amenity site 1 on 2,785 inhabitants
Glass
Door-to-door collection - more than 12 times annually
Disposal facility containers/civic amenity site 1 on 2,367 inhabitants
Textiles
Door-to-door collection charitable institution 5 times annually
Disposal facility containers/civic amenity site 1 on 4,509 inhabitants

Hazardous waste
Door-to-door collection

Disposal facility civic amenity site more than 40 hours weekly
Bulky waste

Door-to-door collection yes fortnightly/free of charge

Disposal facility civic amenity site 30 to 40 hours weekly

Table 6.1: Waste collection model Limedale 2005 (SenterNovem Uitvoering Afvalbe-
heer/Cyclus, 2005) (*Inhabitants per pick up point **Areas largely consisting
of low-rise buildings ***Areas largely consisting of high-rise buildings)
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Administrative support So, in this case, we are dealing with a municipality with a
municipal service. It is, therefore, important to take a closer look at the model of the
municipal organization. In the organization model of this municipality waste collection
is a part of the sector City Maintenance (one of thirteen sectors). The management
of sectors takes place on the basis of a one year program per sector. In this program
agreements are laid down concerning the results that have to be achieved in that year and
the resources available to that end (Organization Ordinance Limedale). This concerns
a task setting budget, which means that the sector is managed on the basis of costs. To
enable him to fulfil the tasks laid down in the one year program, all necessary powers
are mandated to the sector head. Besides that, every two weeks the sector head and
one of the Aldermen have a meeting in which the state of affairs and progress with
regard to particular tasks are discussed. If necessary, the head of the department of
waste collection joins this meeting. The relationship between the department of waste
collection and the municipal executive is informal in nature. Most issues are decided
upon in a formal process, but mostly, issues have already been presented to one of the
Aldermen in an early stage to initiate policy changes quickly.

In Limedale, the waste management department is relatively independent from the
sector City Maintenance. The actions of this department are governed by the waste
management plan. This mainly focuses on the environmental objectives. Besides this
plan, the municipal waste charge is a dominant factor. This charge is determined once
a year based on the plans of the waste management department and on the basis of a
budget that is reserved for waste management activities. Two or three times a year the
head of the department has to report to the sector head of City Maintenance and the
municipal executive. The department determines how waste collection takes place on
the basis of the triangle of costs, service delivery and environment. In this way the head
of the waste management department has much freedom to manage the department.
In addition, the distance between the head of the department and the employees, the
dustmen, is a very small one. This is not only meant metaphorically, but also literally
because the whole department is located in one building. There is an informal culture. In
particular the interaction with the team managers is frequent. In this way, the employees
are the eyes and ears of the management and the local politicians. The distance between
the management of the department of waste collection and residents of the municipality
is accordingly small. This is seen as a healthy situation, because the residents of the
municipality are considered to be the ultimate employers (1).

The head of the department not only manages the provision of waste collection, but
also city maintenance. He, therefore, does not spend all of his time managing waste
collection. The department employs one policy officer who is concerned with the waste
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management plan, operational policy and communication. With regard to the opera-
tional management, one manager and three team leaders manage the process of waste
collection. The manager, for a part of his time, is involved in policymaking for waste
management. He is concerned with translating the operational level to the policy level.
Services such as personnel administration and finance are organized centrally in the
municipal organization. This means that all employees of the department are directly
involved in the execution of tasks relating to waste collection and not concerned with all
kinds of support services.

Enforcement procedures The management of the department of waste collection moni-
tors and is in turn monitored itself on several aspects of the household waste collection.
The management is monitored on hours spent on activities. Team managers monitor the
activities of dustmen in the street. The quality of service delivery is, however, not suffi-
ciently well described to function properly as an instrument for managing and control.
The difficulty arises from the fact that it is difficult to specify appropriate indicators (1).

Besides this, there is political control. This is however not very intensive. As long
as household waste is collected according to residents’ expectations, waste collection is
hardly a topic in the municipal council or municipal executive. There are, however, some
fixed moments in time in which household waste collection is an issue. Once in every
four years, the municipal council determines the municipal waste plan. Furthermore, it
determines the municipal waste charge every year. In the current Dutch local political
system, the municipal executive is responsible for the execution of plans. This is also
true of the waste plan. Measures to execute this plan are submitted for approval to the
municipal executive while the municipal council is not involved in this. If things go well,
the municipal council is not further concerned with waste collection.

Incentives Incentives are not built in as part of the governance structure in this mu-
nicipal service. However, there are external incentives. Firstly, benchmarks are used to
compare the municipal service of Limedale with the provision of household waste collec-
tion in other municipalities. Consequently, the municipal service has to keep close con-
trol on the costs and on the quality of service delivery and environmental performances.
Secondly, the ongoing discussion on essential tasks of the municipality stimulates the
municipal service to pay attention to its performance.

Dispute settlement Disputes are settled within the municipal organization through
hierarchy.
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Ownership All waste collection means, systems and infrastructure, dustcarts and per-
sonnel are owned by the municipality.

6.2.1.2 Mpyrtlefield

Myrtlefield is a municipality in the western part of the Netherlands. It has a population
of about 80,000 inhabitants. Table 6.2 shows the waste collection model of Myrtlefield.
Most striking is the fact that Myrtlefield uses dual bins and that the civic amenity site
is normally free of charge. In Myrtlefield household waste collection is traditionally
organized in a municipal service. Myrtlefield is a city in which the general opinion is
that these kinds of services should be produced by the municipality itself. There is no
immediate reason to autonomize or privatize the provision of waste collection, since the
provision of waste collection is carried out without problems, while the municipal waste
charge is relatively low (which is partly caused by a low tariff of incineration (3)). Two
years ago, there was a discussion on the future organization of waste collection. This did
not yield any new insights. The municipality of Myrtlefield views the provision of waste
collection as having an important symbolic function because it is a visible public service.
Why contract out if the municipality is capable of doing it itself (3)? The idea is that if
the provision of waste collection is well organized, it does not have to be more expensive
than for example contracting out. Moreover, the quality of the service delivery is highly
valued. The chances that things go wrong are expected to be larger in case of contracting
out (2).

Administrative support The organization model of the municipality of Myrtlefield
comprises of seventeen departments. Three directors manage the municipal organiza-
tion, each having his own field of attention. They form the bridge between the municipal
organization and the municipal executive. In this model, waste management is part of a
larger department which is responsible for transport, sewerage and waste. The municipal
executive is the principal of the municipal organization. This means that the municipal
executive demands a product of the municipal organization to be delivered at an agreed
moment of time on the basis of a description of qualitative requirements and conditions
determined beforehand (Article 7.1 Organization Ordinance Myrtlefield). The depart-
ment has, within a fixed framework of directives, a substantial amount of autonomy.
The department is responsible for its own daily management, coordination and consul-
tation, deployment and maintenance of assigned resources and planning of activities.
Furthermore, the department has to report to the municipal executive on performance,
make periodical evaluations of activities, call in other departments in issues where they
intersect with those departments and consult with and give feedback to the municipal
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Method of collection

Frequency / Density

Residual waste

Low-rise residential areas dual bins weekly

High-rise residential areas containers

Centre containers
Organic waste

Connection rate 98%

Low-rise residential areas dual bins weekly

High-rise residential areas containers

Centre containers
Paper

Door-to-door collection -

Disposal facility containers 1 on 641 inhabitants
Glass

Door-to-door collection -

Disposal facility containers 1 on 773 inhabitants
Textiles

Door-to-door collection local associations yearly

Disposal facility containers 1 op 3,757 inhabitants

Hazardous waste
Door-to-door collection

chemical waste collector

on call

Disposal facility chemical waste depot on civic | more than 40 hours weekly
amenity site
Bulky waste
Door-to-door collection yes on call
Disposal facility civic amenity site more than 40 hours weekly

Table 6.2: Waste collection model Myrtlefield 2005 (SenterNovem Uitvoering Afval-
beheer/Cyclus, 2005)

115



Dutch Local Governance Structures in Waste Collection

executive (Article 2.3 Organization Ordinance Myrtlefield).

With this amount of autonomy, the department is formally at arms’ length of the
municipal executive. It is felt, therefore, that not much contact is needed between the
department and the municipal executive. The idea behind this model is that it should
be sufficient to write an industrial plan, a budget and an annual report. In this way
departments would indeed be more at a distance from the municipal executive. This
is, however, theory. In practice, the head of the department consults with one of the
Aldermen every two weeks (3). Many issues still have to be discussed with the munic-
ipal executive (3), which makes the municipal organization inert (2). The department
anticipates this inertia. Relationships are quite informal, which makes it possible to raise
issues in an early stage. In this way issues reach the agenda in time. This goes two
ways, top down and bottom up. With 100 employees performing the job, the scale of
the department is still such as to enable the head of the department to know everyone.
Problems are, therefore, easily solved. The small distance between management and
employees offers the department the opportunity to provide extra service and to remove
bottlenecks immediately. The department has detailed knowledge of the local situation
and is acquainted with the residents who call with problems. Furthermore, there is fre-
quent communication between employees and management, while issues can also be put
on the agenda by the employees (2). Partly this is a consequence of the structure of the
municipal service, but it is also dependent on the people who occupy relevant positions.
For example, the head of the department is an expert in the field. This makes a big
difference (3). Changes that have to be implemented top down, are communicated to
the employees in an early stage. In this way, employees can anticipate them by adjust-
ing their planning. This prevents employees from becoming all too inflexible, since, in
general, they exhibit a strong inclination to cling to their habitual way of working (3).

The provision of waste collection is organized as follows. The department has two
team managers who are assisted by coordinators. They manage the employees who per-
form all the activities concerning the collection of waste. Team managers as well as coor-
dinators focus on the tasks that have to be performed. Fortnightly, the management of the
department and the team managers have a meeting. The team managers are responsible
for matters concerning personnel. In relation to that, they have budgetary responsibility
and they are responsible for supervising employees in case of absence through illness.
Policymaking on the provision of waste collection is a responsibility of the head of the
department. He has the assistance of a secretary, an advisor and a project manager. The
assistance concerns all fields of the department, not only waste collection. Formally, pol-
icy is located in a different department which is responsible for all policy issues within
the municipality. In practice, the department itself has to set out policy in the field of
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waste collection, because the policy department is not adequately equipped for that task.
The head of the department undertakes this together with his advisor and occasionally
the project manager. The advisor spends 40 percent of his time on waste collection.
This means that there is little capacity to formulate policy. In the future, the department
might have to hire someone to do this. In the current situation, there is no problem,
because the head of the department is an expert in the field of waste collection. If this
accidental situation were different, it would be difficult to keep up with all developments
in waste management. Support services such as personnel administration and finance,
are organized centrally in the municipal organization.

Enforcement procedures The management of the department is monitored on several
aspects. It is fairly easy to get an insight into the amount of waste collected, the hours
spent on waste collection and the costs involved (3). Monitoring also takes place on
the basis of registration of complaints. It is requisite that the number of complaints
be kept small. It is however, difficult to distinguish between complaints, questions and
requests. In addition, some problems that cause many complaints are solved by changing
the way of working. Illegally dumped waste, for example, is collected daily to prevent
problems (3). Furthermore, team managers and coordinators supervise their employees.
However, this does not extend to team managers, as was formerly the practice, observing
employees in the execution of their tasks or activities, for example, on the street (3).
Employees are now trained in a different way. They are themselves responsible for the
way in which they do their job. The idea behind this way of working is that they can
control themselves. Team managers and coordinators only direct them in the execution
of their job. Employees enjoy their trust. In general this works well (3).

Political control mainly takes the form of controlling the costs of the provision of
waste collection. Normally, this is only a topic once a year when the municipal waste
charge and the budget are determined.

Incentives As far as incentives as part of the governance structure are concerned, there
are none. One other mechanism that works as an incentive is the taboo on raising the
municipal waste charge, which in turn stimulates the department to keep the costs low.

Dispute settlement Disputes are settled within the municipal organization.

Ownership All waste collection means, systems and infrastructure, dustcarts and per-
sonnel are owned by the municipality.
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6.2.1.3 Olivetown

Olivetown is a municipality with a population of about 35,000 inhabitants. Table 6.3
shows the waste collection model of Olivetown. Olivetown organizes the collection of
household waste in a municipal service. Olivetown is considerably smaller than the other
municipalities, except Indigoford. Furthermore, the degree of urbanization of Olivetown
is the same as of the other municipalities and, not unexpectedly, it has similar problems
as the larger cities. Olivetown puts the quality of service delivery first. Low costs of waste
collection are not a priority, because Olivetown is a rich municipality whose inhabitants
want a clean city even if they have to pay a higher municipal waste charge (20). Olive-
town provides most public services itself. This is a political choice. Contracting out is
not an option in light of this general policy. By reviewing the method of waste collection
critically, the municipality is able to limit the costs. In recent years, the department has
cut down the budget. Although the performance of the department of waste collection
is considered good, Olivetown is confronted with the fact that other municipalities in
the region are looking for ways to cooperate. Apparently, Olivetown will not be able to
ignore this. This not only concerns waste collection, but the complete range of public
services. Finally, hardly any institutional aspect of the governance structure is put down
on paper. The municipality has no Organization Ordinance. Municipal officials view
their municipal organization as slightly anarchist (20). Concerning personnel there are,
evidently, agreements that the municipality has to comply with.

Administrative support Olivetown has an organization model which consists of eleven
departments. Olivetown has two directors. Either coaches a number of departments,
each of which is managed by a manager. Waste collection is organized within one de-
partment. The department consists of the head of the department who spends 70 percent
of his time on waste collection. He is responsible for matters concerning personnel, in-
formation, organization, finance, automation and housing within certain constraints. He
is assisted by a management assistant for 20 percent of his time. In addition, a man-
ager and an assistant-manager supervise the execution of waste collection. The manager
is given a mandate as a budgetholder. One employee staffs the telephone and helps
residents who want to dispose of their waste. Every week there is a meeting between
the head of the department, the management-assistant, the manager and the assistant-
manager. The meeting takes an hour or an hour and a half in which consultation on and
coordination of activities takes place. The department no longer has a policy officer. It
reserved 10,000 to 20,000 euros for policy advice. The department hires someone from
a private consultancy to perform policy tasks such as writing policy plans and phrasing
amendments to the waste ordinance. During the period of this research, one consultant
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Method of collection

Frequency / Density

Residual waste

Low-rise residential areas wheelie bins fortnightly

High-rise residential areas containers

Centre
Organic waste

Connection rate

Low-rise residential areas wheelie bins fortnightly

High-rise residential areas -

Centre -
Paper

Door-to-door collection yes monthly

Disposal facility paper containers 1 on 1,193 inhabitants
Glass

Door-to-door collection -

Disposal facility glass containers 1 on 1,081 inhabitants
Textiles

Door-to-door collection yes 4 times annually

Disposal facility yes 1 on 2,883 inhabitants
Hazardous waste

Door-to-door collection yes more than 4 times annually

Disposal facility civic amenity site
Bulky waste

Door-to-door collection yes on call/free of charge

Disposal facility civic amenity site

Table 6.3: Waste collection model Olivetown 2006 (SenterNovem Uitvoering Afvalbe-
heer/Cyclus, 2006)
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was hired for one day a week.

The department can operate relatively independently from the municipal organiza-
tion and the municipal executive. Fortnightly or sometimes only monthly, the head of
the department, one of the directors and one of the Aldermen meet. When he was hired,
the head of the department was told: the department is yours (20). The municipal ex-
ecutive and director put their trust in the head of the department as long as he observes
the rules. During meetings with the Alderman plans and policy changes are discussed.
Mostly, the municipal executive relies on the knowledge and advice of the manager and
follows his advice.

Enforcement procedures The head of the department keeps in close touch with the em-
ployees of his department. This is seen as a surplus value of a municipal service. The
head of the department knows what is going on and can intervene if necessary. The
manager and assistant-manager assist him in that. He himself will take a look if the
municipality receives a complaint. The municipality also holds meetings with residents
of every district of the municipality. The points raised at meetings are immediately taken
care of. This is also the case if the Alderman raises an issue in reaction to a question or
complaint of a resident of the municipality.

The department registers complaints. Sometimes a survey is conducted on the degree
of satisfaction of residents with the provision of public services. Waste collection always
scores high (20). Complaints that are reported on a particular day are solved or dealt
with on that very same day or at least the day following. A lot of things are already taken
care of by the dustmen themselves. They know the residents of the municipality. In other
cases, the head of the department or the manager react to complaints by making a phone
call to the complainant, in this way trying to solve things right away. With a municipal
service it is possible to react to complaints directly. Although many complaints turn out
to be consequences of residents’ behaviour, the policy is directed at solving all problems
irrespective of the sources since it is often not possible to prove the negligence of the
residents (20). In general, it does not pay to enter into a discussion on which party is to
blame.

Political control takes place when the budget is submitted for approval to the munic-
ipal council. One of the controllers of the department of finance controls the budget and
demands further explanations in case of under- or overspending of the budget. Further-
more, municipal councillors receive complaints of residents and react by asking questions
to the municipal executive or directly to the manager of the department. The relationship
with municipal councillors is good. They contact the manager when they receive com-
plaints from residents. The distance between the municipal council and the department
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of waste collection is therefore short.

Incentives There are no built-in incentives in the governance structure. Neither are
there other mechanisms that could be conceived of as incentives. The quality of service
delivery has priority, not the reduction of costs.

Dispute settlement Disputes are settled within the municipal organization.

Ownership All waste collection means, systems and infrastructure, dustcarts and per-
sonnel are owned by the municipality.

6.2.1.4 Discussion of municipalities with a municipal service

The municipalities in this section show much overlap. They are all characterized by low
incentives and high administrative controls. The incentives that exist in these munici-
palities cannot be conceived as part of the incentive structure of the municipal service
itself. Apart from this, other incentives have not been observed. As to administrative
controls, we see that within the municipal service the hierarchical relationships serve as
means of adaptation. This works both bottom-up and top-down. Adjustments are made
smoothly because the different levels in the municipal organization communicate regu-
larly and are in close touch with each other. Often, they are located in the same building.
Dispute settling and enforcement are carried through within the hierarchy, which means
that they are part of the administrative controls. It is also striking that very few issues
are put down on paper and agreed on in advance.

6.2.2 Municipalities contracting out to private firms

The second group of municipalities contract out household waste collection to private
firms. We describe two municipalities, Denimborough and Indigoford. In these cases a
Service Level Agreement (SLA, henceforth) or Specification is the basis of the governance
structure. Compared to municipal services, these governance structures involve much
paperwork. We analyse the SLA or Specification®, the Organization Ordinance and the
data gained from interviews. Important elements to discuss are the way in which the
contract is agreed upon, what is laid down in the contract and how agreements are
enforced. We discuss the level of administrative support, the extent to which incentives
are used and elements of contract law, to wit contract duration, degree of completeness,

6. Although the SLA's and Specifications analysed in this study are classified, we will refer to the articles
of these agreements and contracts for reasons of completeness and consistency.
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dispute settlement and enforcement procedures. We also pay attention to ownership of
assets.

6.2.2.1 Denimborough

Denimborough is a municipality in the middle of the Netherlands with a population
of about 140,000 inhabitants. Waste collection is carried out by a private company.
The waste collection model is shown in Table 6.4. More than ten years ago, in 1994,
Denimborough created a public company for waste collection. The shares remained in
the hands of local authorities. Denimborough initially had a share of 75 percent. In
2002, Denimborough and the other municipalities sold their shares to a commercial
organization in the wake of the privatization trend and in accordance with the political
colour of the municipal executive and municipal council. The contracting relationship
continued to be based on the same SLA as in the period before, when the shares were
still in the hands of local authorities. In 2006, Denimborough put waste collection out to
tender and 