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ABSTRACT

Government versus Private Ownership of Public Goods*

There has been a dramatic change in the division of responsibility between
the state and the private sector for the delivery of public goods and services in
recent years with an increasing trend towards contracting out to the private
sector and ‘public–private partnerships’. This Paper analyses how ownership
matters in public good provision. We show that if contracts are incomplete
then the ownership of a public good should lie with a party that values the
benefits generated by it relatively more.  This is true regardless of whether this
party is also the key investor or provides other aspects of the technology.
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NON-TECHNICAL SUMMARY

The last twenty years have witnessed a dramatic change in the division of
responsibility between the state and the private sector for the delivery of public
goods and services. As evidence of weaknesses of in-house government
provision has accumulated, there has been a global trend towards greater
involvement of the private sector. This has often involved contracting out to
both non-profit organizations and for-profit firms, while maintaining state
ownership. In other cases, ownership of public facilities by the private sector,
or more complex forms of arrangements often referred to as ‘private–public
partnerships’ have been encouraged. Some economists have questioned if
there is a case at all for state ownership, even if social goals are taken into
account, when the opportunities for government contracting are exploited.

From the seminal work of Grossman and Hart and Hart and Moore
(henceforth, GHM) it is now appreciated that incomplete contracting provides
a useful foundation for understanding the importance of ownership of firms. In
this Paper, we extend these models to consider ownership issues for public
goods. In doing so, we obtain insights about ownership structure that diverge
from the standard private goods case. In particular, we show that if the value
created by the investments of the parties constitutes a public (i.e. non-rival
and non-excludable) good then the party with the highest valuation should be
the owner irrespective of the relative importance of the investments or any
other aspects of the production technology.

We motivate our analysis by the need to understand whether the government
or private organizations should own public projects. Many states now delegate
responsibility for providing social welfare and development services to non-
governmental organizations (henceforth, NGOs). Moreover, partnerships
between governments and NGOs are frequently observed in Asian and Latin
American countries.

Our key insights also apply to many other situations where parties share
responsibilities in public good provision. Examples include collaborations
between different government agencies (e.g. at the local and federal levels),
or different private organizations for the provision of public goods. The
analysis is also relevant for understanding collaborations in the fields of
scientific research and art, and political campaigns. We also consider
implications for assigning custody of children in divorce settlements.

Our baseline model is of a government and an NGO, each of whom can invest
in a project that will increase the value of its service, which is a public good to
the two parties. Since the investments are non-contractible, however, the
usual hold-up problem arises, leading to underinvestment in the project. We
then ask who should own the asset to maximize the net surplus generated by
the investments. We show that, in a broad range of cases, this will be the



party that has the greatest valuation of the project. This conclusion departs
from the standard presumption, where GHM state that the ownership of an
asset depends on the relative importance of the investment of the parties
involved, and in particular, if there is a single investor, then they should own
the asset. The model also explains why privately owned facilities funded by
government investment are becoming increasingly popular.

The following example illustrates our basic argument. Suppose that a
government agency (henceforth, the government) is deciding how much to
invest in improving the quality of a school. There are two possible levels of
investment, high and low, with costs 2 and 0 respectively. The pay-offs to the
government from these two quality levels are 1 and 0. Assume that an
educational NGO is active in the community and, because it values the well-
being of the children very highly, it has pay-offs from these investments of 5
and 0. We also assume that the NGO does not have enough resources to
invest in school quality on its own and that continued government involvement
in the project is needed for its investment to remain fruitful. Finally, we
suppose that the parties cannot contract on the level of investment or realized
quality.

Joint government–NGO surplus is highest when the high level of investment is
chosen. Since the level of investment is not contractible, however, this cannot
be guaranteed by an up-front payment from the NGO to the government.
Similarly, since the quality of the school is not contractible, a promise by the
NGO to make a transfer to the government if the quality of the school
improves will not be kept. Following the incomplete contracting literature,
assume that the parties bargain over the surplus after the investment is sunk,
and the choice of investment depends upon the share of the surplus received
by the investing party. Ownership affects the disagreement pay-offs of the
parties, hence their share of the surplus and investment incentives. If the
government owns the school and chooses the high investment level, then in
the event of disagreement, the government will continue with the project
(since its ex post pay-off is 1>0) and the NGO will receive a pay-off of 5.
Hence, the NGO cannot be induced to contribute anything to the project ex
post, and ex ante the government will prefer the low level of investment.

If the NGO owns the school both parties receive disagreement pay-offs of
zero. Bargaining therefore results in each receiving half of the surplus from the
project. The government will now choose the higher level of investment as this
will generate a net ex ante pay-off of 3-2=1 compared to zero under the low
investment. Hence, NGO ownership yields the joint surplus maximizing level
of investment in this example. Thus investment incentives are better when
ownership of the school is granted to the more caring party (the NGO) rather
than the party with the investment technology (the government).

In the Grossman-Hart-Moore theory of the firm, ownership improves
bargaining power and, hence, investment incentives. This is not true when the



project is a public good. In the above example, the NGO has greater
bargaining power when the government is the owner of the project since it
values quality improvements whether or not it is directly involved. When the
NGO is the owner, its bargaining advantage is lower as it cannot finish the
project on its own. Hence, it is willing to transfer resources to the government.
This has favourable ex ante investment incentives for the government. This
undercuts the efficiency argument that is often made against government
ownership. At the same time, it gives a reason why an NGO might be involved
as an owner. In the Paper we generalize this argument. We show that even
when both parties invest in the project, and in the event of disagreement, the
marginal return to the project from the investment of a party is higher when
they are the owner, and the investment incentives of both parties are higher
when the party with the higher valuation is the owner.

The argument behind the example is quite general, as we demonstrate in the
Paper. The main value of the framework developed here is to provide a basis
for thinking systematically about how the private sector can be involved in the
provision of public goods, a process that has proceeded apace in the real
world without any underpinning model to understand it.
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