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Abstract:
In this paper we somewhat hope to partially bridge the gap that may exist between
theoretical developments and empirical works concerning the efficiency of Public-
Private Partnerships.  Using an original database concerning 5000 choices made by
French local public authorities, we explore the relationships between organizational
choices and performances.  Following a transaction cost economics approach
(Williamson 1999), we make propositions and we test them econometrically.  Such an
investigation shed some light on two related questions namely 1/ how and why PPP are
chosen by local public authorities and 2/ how PPP impact on performances.  Results
clearly show that contractual choices are not randomly chosen and that the involvement
of private operators in the game may improve results, but not always.  Furthermore, the
capacity to organize competition for the market (ex ante transaction costs) appears to be
a crucial element.
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0.  Introduction

There has been a growing interest in economics with regard to alternative organizational

arrangements in order to provide public interest services.  More precisely, the optimal

involvement of private operators in relation to market failures has been questioned.

Following the UK privatization program in the 80’s, one might look for a model to transfer

ownership of infrastructure utilities from the public to the private sector.  This transfer of

ownership is based on the idea that market forces and private ownership can lead to better
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performances, for instance by insulating management by way of political interference (See

Boyco-Shleifer 1996 for a specific model and Vickers-Yarrow 1991 and Vining-Boardman

1992 for a more general discussion on this issue).  This increased control and incentives

would favor reduction of costs (and prices if competition exists), improvement in quality and

innovativeness of these activities.  Solutions other than full privatization are also proposed,

such as public-private partnerships (PPP).

The provision of public services may be provided by many organizational arrangements lying

between the provision of the service by the government and the solution of complete

privatization with a service provided by private operators.  The involvement of a private

operator may take several forms without turning to the solution of privatization such as

contracting out, franchising or Private Finance Initiative strategies where the government

may, for example, contract out the design, building, finance and operation of an infrastructure

to a consortium of private firms.  The boundary between several types of cooperation between

the government and private operators such as Private Finance Initiative, Public Private

Partnerships and Public Service Delegation is not always easy to draw (depending essentially

on the way risks and investments are shared if we follow the French Legislation).  In what

follows, we will take an interest in PPP defined as a contractual agreement signed between the

government (its representative) and a private operator in order to make investments and to

procure a public service.

The way public services should be financed and managed is effectively illustrated by contract

theories and the now old debate around “franchise bidding” as an organizational solution for

local monopolies (Demsetz 1968, Goldberg 1976, Williamson 1976).  Over the past decade,

many developments have been made in the field of the theories of the firm (Garrouste-

Saussier 2004).  Such approaches and their recent developments may teach us many things on

a related debate regarding how and why we should regulate the role of private operators in
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providing public services.  Identifying the (public) firm as a governance structure chosen

when many others have failed (Williamson 1996, 1999) makes it necessary to carefully

examine the alternative governance structures, contractual arrangements as well as their

failures.  Such approaches try to more broadly answer one general question: under what

conditions may public goods be provided through competition (for the field and / or in the

market) at price levels acceptable to consumers while maintaining a minimum level of

quality.

On the theoretical level, several paths of analysis have been explored in an attempt to identify

the essential parameters for understanding the efficiency/inefficiency of Public Private

Partnerships.

Incentives appear to be crucial, and particularly low in a public arrangement (Laffont 2000).

Nevertheless, public private partnerships are often characterized by frequent renegotiations

that may limit their efficiency (Guash-Laffont-Straub 2002).  Such possible costs of

renegotiations are also noted by the incomplete contract theory, stressing the fact that

contracts signed between government and private operators may be incomplete because

needed investments may be non contractible (especially human investments).  This

framework points out that (1) even if a private operator has an advantage in terms of

production costs and innovation capacities, there exists an adverse effect between cost and

quality that may justify the service to stay within the scope of the government (Hart-Shleifer-

Vishny 1997); (2) if the government decides to contract out the public service he may bundle,

or not, the services of construction and management depending on the positive/negative

externalities between the two stages of production (Hart 2003 and Bennett & Iossa 2004).

This is a crucial issue for ex post performance.

A complementary approach is given by a transaction cost economics framework that focuses

on contractual costs that may cancel the advantage in terms of production costs of a private
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operator (Williamson 1976).  Furthermore, the transaction cost theory points out that  it is

important to take into account the “potential” costs linked to contract breach since they may

explain why specific public services stay within the scope of the government (Williamson

1999).

This paper is an empirical one.  We somewhat hope to partially bridge the gap that may exist

between theoretical developments and empirical tests.  Using an original database concerning

5000 choices made by French local public authorities we explore the relationships between

contractual choices, prices and quality of service using a transaction cost economics

framework.  We are interested in contracts signed between local public authorities and private

operators for the production and distribution of water. Such contracts are incomplete, but

problems with renegotiation do not appear to be the main issue (more on this later).

To understand why PPP differ in their performances from one local authority to another we

focus on ex ante transaction costs that may arise in such relationships, showing that apart

from these kinds of transaction costs, the French institutional environment is making contracts

relatively safe for local public authorities.

Our study sheds light on this delicate problem by arguing that, advantages and drawbacks of

PPP may change from one local authority to another depending especially on its ability to

implement a competition for the market.  Furthermore, our study is the first one to use such a

sample of contracts between local authorities and private operators.  This investigation

clarifies two related questions: 1/ how and why PPP are chosen by local public authorities and

2/ how PPP impact performances.  Results clearly show that contractual choices are not

randomly chosen and the involvement of private operators in the game may improve results,

but not always.
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The paper is organized as follows.  In a first section, we recall problems identified with the

use of public-private partnerships for delivering public services.  We specify how these

problems may find solutions in public institutions or contractual arrangements, based on the

French case.  We develop propositions using a transaction cost economics framework.  In a

second section, we present the econometric results concerning the choice of public-private

partnerships in the case of water distribution and the resulting efficiency observed.  For this,

we use a method that takes into account the fact that organizational choices made by local

public authorities are endogenous.  Conclusions follow.

1.  The use of PPP for the distribution of water in France

1.1. The case of Water Supply in France: Overview

In France, as in most of the European countries, local public authorities1 are in charge of the

organization of local public services.  More precisely, they are responsible for the existence

and the operation of these services.  The reason for this is that these activities have general

interest attributes that prevent them from being provided through a private competitive

market.  As the organizer of the local public service, local public authorities must define the

general principles governing the service (e.g. it has to monitor the prices, control the firms

that enter the market, organize the competition, ensure that there is no durable interruption in

the service provision etc…).  In other words, there is no national regulator for these services.

Nevertheless, if the organization of the activity is public, the management of the service can

be either public (direct management), or private (for more details see Huet-Saussier (2003).

Local public authorities may decide to cooperate with an external operator2.  If the

municipality retains this option, it will have a wide variety of contractual arrangements at its

                                                  
1 Essentially municipalities or trade unions comprising several municipalities.
2 This is generally, but not necessarily, a private firm.
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disposal.  These contractual arrangements differ according to the importance of the firm’s

involvement in the service and therefore, the proportion of the risk that the external operator

bears.  The "gérance" contract is the one that most closely relates to direct management.  The

operator manages the service and is paid a fixed amount by the public authority.  The

"intermediary management" contract (in French, régie intéressée) has almost the same

contractual arrangement as the "gérance" contract, except that a part of the operator’s

revenues depends on its performances.  The final two types of contractual arrangements are

usually referred to as "delegated management contracts".  They differ from the previous forms

of contractual arrangements by the way in which the operator is paid and by the investments

that they bear.  The lease contract (in French, affermage) implies a sharing of the investments

between the municipality and the operator.  But usually, the most important investments

remain public.  In this type of contract, the operator is no longer paid by the municipality but

rather by the customer's bills.  The well-known concession contract implies a higher degree of

risk for the operator to the extent that it is responsible for all the investments occurring during

the contract.  The investments made by the operator in a lease or concession contract are

transferred to the public authority at the end of the relationship, generally without any

financial compensation.

Figure 1.  Contractual options for local public services in France

Involvement level of 
the operator

High Privatization

Concession

Lease
Medium

Gerance & 
intermediary 
management

Low Direct Management

Property Public Public Public Public Private
Duration of the

operator property rights
Level of delegation - Limited Medium High Complete

Perpetual- Short term Medium Term Long term
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The originality of the French system of public services lies in the fact that for almost every

local public service, local public authorities can choose to provide the local public service

itself or to rely on a firm to produce and distribute the service.  Furthermore, if the public

authority chooses to let a firm produce and/or distribute the local public utility, there is a great

variety of contractual options available.  This great flexibility and freedom given to local

public authorities in the organization of the management of local public services and in the

contractual relationships with the private firm is characteristic of the "French system" of

management of local public services3.

The French system, due to the variety of contractual and governance arrangements, is

therefore an exciting laboratory in analyzing the links between the methods of providing

public services and the performances associated with organizational choices made by local

public authorities.

1.2. Problems with the use of Public-Private Partnerships

Replacing “market failures” with “regulation failures” is not always justified or even

necessary when competition within the market is impossible and could be replaced with

competition for the market, involving a contractual arrangement between a public and a

private agent.  This idea, developed by Demsetz (1968), has since been challenged by many

authors arguing that such a contractual arrangement is also characterized by many “failures”

that may overcome those identified with public ownership, regulation or market.

                                                  
3 This system is not unique in Europe, but the predominance of public management in most of the other
European countries limits the number of options local public authorities have in organizing the management of
local public services to the extent that, in these countries, private participation in the activity is often excluded
(this is the case in Denmark, Sweden, Greece, Germany, Italy).  However, in some of these countries (Germany,
Italy, Benelux), even if public management still widely prevails, governments and local public authorities tend to
be more and more interested in public/private partnerships, especially because of the financial and budget
constraints.  Finally, in England and Wales local public authorities compete with private firms for the
management of local public utilities under the monitoring of the government that controls the anti competitive
behaviors of the municipalities.  In such a context, their freedom of decision is limited.
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These problems have been accurately identified by transaction cost economics (Williamson

(1976) and Goldberg (1976)).  As noted by Littlechild (2002), “The Williamson-Goldberg

view seems to have prevailed, at least in the economic literature” (page 4) even if subsequent

empirical tests did not conclude in favour of such arguments (for example Zupan (1989), a,b).

Problems with the use of public-private partnerships come from the fact that transaction costs

are not always inexistent or low enough depending on the kind of services that are studied.

More precisely, a public-private partnership is characterized by three moments in time, each

one potentially generating problems (See figure 2.).

Figure 2.  The timing of a concession

The choice of
the operator
(First Step)

Type of competition
for the field

Contract
renewal

(Second Step)

Advantage for the
« first mover »

Service specification
 and investments 

decision
Contract execution

Source: Yvrande-Saussier 2004

At the beginning of the process, choosing the operator may be problematic since the initial

award may often need to include not only one price, but a vector of prices to be determined

depending on the type of clients or level of quality.  Furthermore, if the criteria that is chosen

to select an operator is based on the proposed price, then there is still a risk of “winner’s

curse” since the best offer may come from the most optimistic operator (endogenous duration

contracts may give a partial solution to this problem (Engel-Fisher-Galetovic (1997)).  This

leaves open a question that has not been studied extensively regarding the type of competition

for the field that may lead to the most efficient concession contract (See for example Bajari-

McMillan-Tadelis (2003) on this issue, who show that, in many cases, negotiation is better

than a bidding process to choose the operator).  This also raises the question of investment
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decisions and their repartition over the contract life.  Many of the problems of concession

contracts are associated with long term contracting and specific investments.  Public

authorities may decide to bear specific investments and then sign a short-term agreement for

operating the service or they may decide to sign two contracts.  One contract for investments

in infrastructures and the other for operating the service (See Hart (2003)).

Once the operator is chosen, since “all complex contracts are unavoidably incomplete, the

parties will be confronted with the need to adapt to unanticipated disturbances by reason of

gaps, errors, and omissions in the original contract” (Williamson (2002)).  This is especially

true when the contracting parties are confronted with uncertain environments leaving room

for opportunistic behaviors.

Lastly, at the contract renewal stage, there is an advantage for the winner of the original

competition mainly because of the “fundamental transformation” that gives rise to specific

human assets for the winner as compared to the other potential bidders.  Furthermore, the

winner is the party that is the more informed with regard to quality and the amount of

investments made (e.g. amount of future investments needed to operate the service).

1.3. Institutional and contractual solutions

Problems associated with franchise bidding, and more generally public-private partnerships,

are unavoidable but are not necessarily important enough to disqualify this governance

structure for public services.  Institutional and contractual solutions exist that may reduce

problems identified by transaction cost economics (See for example the case of LUL-SPL

concession contract analyzed by Littlechild (2002) showing the type of contractual solutions

that are implemented to answer every problem identified in section 1.2.).

As noted in section 1.1., the French case is characterized by a great freedom in possible

organizational choices to organize local public services.  Nevertheless, it should be noted that
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the institutional framework, in which such freedom is embedded, amplifies the discretionary

power of local public authorities through the “intuitu personae” principle.  Furthermore, the

fact that such contracts are considered to be “administrative contracts” gives great power to

the public contracting party.

Negotiation and competition for the field: the "intuitu personae" principle

If the public authority chooses a lease or a concession contract (e.g. chooses to let a private

operator enter the game with long term contracting), the mechanism of selection of its partner

consists of a two-step procedure:

• In the first step, the public authority chooses a certain number of potential candidates

using a classical competitive tendering process.

• In the second step, there is a phase of negotiation between the public authority and the

potential entrants.  At the end of the negotiation, the public authority chooses its final

partner for the duration of the contract.

What is important here is that the municipality is not obliged to choose its partner by

complying with the objective criteria defined by law, as would be the case in a strict

competitive tendering process.  The existence of this two-step procedure gives more freedom

to the public authority; it can select its partner more freely, using objective and also subjective

criteria not necessarily specified by law.

This manner of proceeding is not necessarily associated with less efficiency.  It may

overcome many of the problems identified in section 1.2. concerning the choice of the

operator.  This is a good example of what is already emphasized in Bajari-McMillan-Tadelis

(2003).  There is a trade-off to be made between less competition for the field and fewer ex

post transaction costs.
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PPP and the rules of administrative contracts

Contracts signed between local authorities and private operators are considered to be

“administrative contracts”.  Such contracts are characterized by an asymmetric position

between the public and the private contracting party and by a structured ex post renegotiation.

Asymmetric position

The asymmetric position of the contracting parties is reflected by the fact that the local

authority may unilaterally change the contract terms once signed.  Of course, such changes

are to be justified (for public safety for example) and the private operator may claim fair

compensation.  Nevertheless, in case of conflict, the private operator must conform  first

before bringing the conflict to  court.

This particularity of administrative contracts should be nuanced, especially because formal

and real authorities do not always belong to the same party (Aghion-Tirole 1997).  Local

authorities do not often use this type of power.  Nevertheless, it restrains the private operator

from opportunistic behavior, because of the fear of the contract being terminated or changed

unilaterally.

Structured ex post renegotiation

Due to the accurate definitions of quality and investments in the contracts and the

characteristics of administrative contracts, the ex post transaction costs are adequately limited

(European norms exist to determine the quality of the water distributed and there are more

than 60 verifiable parameters controlled carefully by public agencies).  The possibility of

behaving opportunistically once the contract is signed, for example by renegotiating prices, is

constrained by the fact that all renegotiations that significantly change the value of the

contract oblige local authorities to re-engage a procedure of selection for a (possible) new

private operator.
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In conclusion, when taking these institutional characteristics into account regarding the case

of water distribution in France, we believe that many drawbacks of PPP are restrained.

Nevertheless, three main drawbacks of the system can still be identified leaving open the

question of the efficiency of public private partnerships: 1/ there is no ex ante competition

between public management and public private partnerships; 2/ there is a low level of ex ante

competition for the field; 3/ there is a low level of ex post competition at the time of contract

renewal4.  All these elements stress the possible problem of collusion that may exist between

private operators and between private and public parties.

In our opinion, the main drawback is that ex ante competition is not assured.  Mainly because

1/the local authority chosen according to the intuitu personae principle may lead to bad

contractual choices (corruption is possible) but not always (Bajari-McMillan-Tadelis 2003);

2/ there are only three main private operators on the market sharing more than 90 % of the

total market; 3/ small local authorities are not as attractive as larger local authorities; 4/

asymmetric information exists for the complex method of water treatment before distribution.

1.4.  Efficient organizational choices for water distribution in France: Propositions

The problem identified with PPP in France concerning the distribution of water is the ex ante

possibility of putting private operators in competition.  As we have seen, several institutional

mechanisms exist to control and limit other possible transaction costs.

Furthermore, as we suggested, there is a real difference between small local authorities and

larger local authorities.  The latter are able to reflect extensively on the contract terms and

                                                  
4 Re-franchising at the end of the contracts is possible. Data concerning the percentage of renegotiated contracts
with a change of private operator in France shows that more than 10% of renegotiated contracts are going to new
private operators (Guérin-Schneider, Breuil, Bonnet 2003).
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may expect the reputation effect to work, ex ante and ex post.  This is certainly not the case

for small local authorities.

 -Production costs

If we take into consideration production costs only, following transaction cost economics, we

assume that private operators would always win as compared to the public solution5.  This is

especially true when you consider complex transactions, where a specialized operator is

needed to be efficient (e.g. in the case of water distribution, when the water needs complex

treatments to be drinkable or when the network is complex to manage).  But this is also true

when you consider simple transactions because of scale economies.

-Transaction costs

 Public solutions may appear efficient only in those cases where production costs’ advantages

of PPP do not exceed transaction costs associated with the contractual arrangement needed for

PPP to exist.  This is more probably the case (i.e. transaction costs are more probably high)

when the contract is not attractive, and internal capabilities of local authorities and  reputation

effects are low.  When these elements are present, a local authority may be reluctant to sign

an incomplete long-term contract with a private operator because ex ante (and also ex post)

transaction costs are prohibitive and gains in terms of production costs are reduced6.  Those

elements are typically present when you consider small local authorities.

This leads us to the following general proposition:

Proposition: We expect public solution (make solution) to be more efficient compared to the

public-private solution as soon as

                                                  
5 We do not take into consideration the problem of the costs of financing projects that may be to the advantage of
the public party (Piron (2004)).
6 Remember that whatever the contractual arrangement is, and whatever the complexity of the transaction,
investments made in order to distribute water are specific (site specificity in the transaction cost terminology).
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• the differential of production costs (scale economies or specialization economies)

between the make and buy solution is low

• transaction costs are expected to be too high for PPP to be implemented.

And to more precise propositions concerning efficient organizational choices resumed in

figure 3:

Figure 3.  The choice to make or buy for local public authorities.

Complexity

Quality and origin 
of raw water

Density of the 
distribution 
network

 

Size of local authorities

Attraction, 
reputation 
and internal 
capabilities 
effects

MAKE BUY

BUY IF POSSIBLE MAKE 

Small local authorities should not externalize the transaction when it is a complex one,

because even if PPP benefit from specialized economies, ex ante and ex post transaction costs

are prohibitive (complexity increase transaction costs) and the advantage of PPP concerning

scale economies is reduced.

When the transaction is not complex (e.g. scale economies are important), the local authority

should try to externalize the undertaking of contractual arrangements if possible (in many

cases, small local authorities try to externalize but are unable to find an operator to answer

their proposition. In such a case, the local authorities would group together).
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Larger local authorities should not externalize when the transaction is not complex, because

they can profit from scale economies the same as an external operator could, without

supporting any transaction costs. Nevertheless, when the transaction becomes complex, such

local authorities should externalize toward more specialized, external, operators. This is at the

expense of transaction costs, which can be moderated by the attraction, internal capabilities of

the local authorities and reputation effects7.

2.  The efficiency of PPP for water distribution in France: an empirical

analysis

2.1.  Data

In France, for the case of water distribution, numerous empirical – non academic – studies

exist comparing only the means associated with one organizational arrangement over another

(price means, quality means…) and pointing out drawbacks associated with the public or the

public-private organizational choices (Cour des comptes 1997, 2003).  Few studies, whatever

the field of investigation, try to econometrically assess performances of PPP, taking into

account the endogenous nature of organizational choices (See Masten 2002 on this).

We combined data coming from the French Environment Institute (IFEN) and the French

Wealth Ministry (DGS), concerning 5,000 local public authorities in 19988.  This is a sample

representative of the total population of French local authorities (e.g. all sizes of local

                                                  
7 This is not to say that the complexity of the transaction and the reduction of the size of local authorities have
only drawbacks. There is a trade off between variations of transaction costs, economies of scale and economies
of specialization generated by more complex transactions or smaller local authorities. Driving clear propositions
necessitate making further assumptions on the magnitude of those effects.
8 All data comes from the French Institute of Environment (IFEN) and SCEES, with the exception of data
concerning the type of treatment used for water before it is distributed that comes from the DGS (Direction
Générale de la Santé).  All data concern the year 1998.
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authorities are proportionally represented in the sample, with the exception of large local

authorities that are all included in the sample).

Governance choices

The database provides indications for each local authority with their organizational choices

(see table 4. for precise definitions of variables).

Since local authorities may decide on different strategies concerning water production and

distribution, we restricted our data to observations where water production and distribution

are organized in the same way.  This gives us a sample of 4443 observations. Furthermore,

our sample accounts for 3613 observations used for the econometric studies (observations for

which we have all the relevant information).

We know specifically what kind of contract the local authorities signed if they decided to

externalize the provision of water to a private operator (Variables LEASE, CONCESSION,

GERANCE, INTERMEDIARY MANAGEMENT – in all regressions, direct public management is our

reference and therefore does not appear in regression results).

Table 1. The management of water distribution in France

Management of water
distribution

Number of
Observations

%

Direct Public Management 1303 36,1

Intermediary Management 140 3.9

Gérance 159 4,4

Lease contract 1919 53,1

Concession contracts 92 2,5

Total 3 613 100

Performances

To assess performances of PPP compared to direct public management, we use the price paid

by the consumer for a yearly consumption of 120 cubic meters. We incorporate in this price a
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fixed fee but no local or national taxes (Variable PRICE).  We postulate that local authorities

are looking for efficiency of local public services.  Achieving this goal is obtained through a

maximization of the social surplus connected with the search for a minimum price9.

Performances could also be approximated with indicators concerning quality of the services

or of the distributed water (See Ménard-Saussier (2002) and (2003) for an econometric study

with these indicators based on another data base).

Explanatory variables

To assess the complexity of the service, we measure the density of the distribution network

(Variables LOG VOLUME PER INHABITANT; LOG LINE PER INHABITANT).  We also use variables

measuring the complexity of the water treatments performed to by the operator before the

water is distributed (Variables TREATWO, TREATA1, TREATA2, TREATMIXA3, TREATA3).

These variables also correctly reflect the level of (specific) investments needed to operate the

service.  We expect the price to increase with the complexity of water treatments and with the

complexity of the water network.

We also used Variable UNDERGROUND representing the fact that raw water comes from

underground or from the surface.  When the water comes from underground, the quality of the

water is generally more stable over time reducing uncertainty about the evolution of the kind

of treatment over the life of the contracts.  We expect price to be lower when water comes

from underground.

We add variables representing characteristics of the distribution network.  The  NUMBER OF

STATIONS variable represents the fact that many stations are necessary for the distribution of

water – e.g. topology of the geographic area is complex).  The INTERCONNECTION variable

                                                  
9 Other problems concern the way the surplus is shared between the local authority and the private operator that
manages the service.  Related to this problem is the fact that it is hard to believe that local authorities are looking
only for efficiency when considering organizational choices for local public services.  We take this into
consideration in the empirical part of the paper.
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represents the fact that the local authority in question is connected to another distribution

network belonging to another local authority –e.g. the distribution is complex enough to

necessitate cooperation between local authorities.  The INTERAUTHORITY variable represents

the fact that the service is organized at the level of several local authorities.  We expect all

these variables to increase the price of the distribution of water.  The INDEPENDENCE RATIO

variable, that captures the need for the local authority to import water in order to supply the

demand, is supposed to reduce the price.

We also add another set of variables such as TOURISTIC AREA to account for the fact that the

infrastructure may be over dimensioned because of seasonal variations of the population

during the year; LEAK RATIO to control the quality of the network infrastructures; INVST

PROGRAM, EXTENSION and REPLACEMENT variables to take into account the efforts made by

the operator to extend and operate the service.

Lastly, we added control variables to capture the geographical zone (French Departments) in

which the service is provide.

All variables used in the econometric studies are presented in Table 4 – control variables are

briefly presented below this table).
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Table 2.  Definition of variables used

VARIABLES DEFINITION MEAN MIN MAX Observations

PRICE Price in euros, for production and distribution of water, taking 
into account fixed fee but not taxes 139,67 0,16 391,58 3613

DIRECT MANAGEMENT Takes value 1 if the local authority operates the service itself 0,36 0 1 3613

GERANCE Takes value 1 if the local authority signed a gerance contract 0,044 0 1 3613

INTERMEDIARY 
MANAGEMENT

Takes value 1 if the local authority chose the intermediary 
management solution 0,038 0 1 3613

LEASE Takes value 1 if the local authority signed a lease contract 0,53 0 1 3613

CONCESSION Takes value 1 if the local authority signed a concession contract 0,025 0 1 3613

TREATWO Takes value 1 when raw water does not require desinfection 
treatment 0,017 0 1 3613

TREATA1 Takes value 1 when raw water  needs a soft desinfection 
treatment 0,53 0 1 3613

TREATA2 Takes value 1 when raw water needs a  desinfection treatment 0,18 0 1 3613

TREATMIXA3
Takes value 1 when raw water needs a heavy desinfection 

treatment & other kinds of treatment (A1 or A2 because water 
comes from different sites)

0,028 0 1 3613

TREATA3 Takes value 1 when raw water needs a heavy desinfection 
treatment 0,14 0 1 3613

UNDERGROUND WATER Takes value 1 when water origin is underground 0 1 3613

TOURISTIC AREA Takes value 1 when the area where water is distributed is a 
touristic area 0,13 0 1 3613

INHABITANTS Number of inhabitants concerned by the contract 7795,75 12 800 550 3613

INVST PROGRAM Takes value 1 when the contract specifies an investment 
program 0,53 0 1 3613

EXTENSION Number of Km of network developed to extend the network 2,79 0 323 3613

REPLACEMENT Number of Km of network developed to replace the network 4,01 0 516 3613

LEAKRATIO Volume of lost water / size of the network 0,07 0 11,5 3613
NUMBER OF STATIONS Number of stations needed to distribute water 0,84 0 112 3613

INTERCONNECTION Takes value 1 if the local authority is interconnected with 
another one 0,57 0 1 3613

LIMITATION OF WATER 
VOLUME

Takes value 1 if consumed volume of water is constrained by 
reglementation 0,05 0 1 3613

LOG VOLUME PER INHAB. Ln (Volume of water consumed per inhabitant) -0,43 -2,26 2,64 3613
LOG LINE-INHAB Ln (Number of Km of network/number of inhabitants) -2,11 -9,42 1,62 3613

INDEPENDENCE RATIO Total volume distributed / (total volume distributed + imported 
volume) 0,89 0 1 3613

THEORETICAL MISFIT      
(for lease contracts)

Takes value 1 for a local authority with (INHABITANTS <50 000) 
and ((TREATA3 = 1)  or (LOG LINE-INHAB > Average)) decides 

to provide the service through a lease contract, 0 otherwise
0,11 0 1 1865

THEORETICAL MISFIT       
(for direct public Managt)

Takes value 1 for a local authority with (INHABITANTS > 50 000)  
and ((TREATA3 = 1)  or (LOG LINE-INHAB > Average) decides to 

provide the service through direct public management, 0 
otherwise

0,02 0 1 1099

Other control variables used in the econometric study: the area (France is divided in 100 “departments”); the
technology used in measuring and controlling links on the network; the organizational choice made concerning

the cleaning of used water.

2.2.  Methodology

Unobserved attributes and price

We propose to account for the endogenous nature of the organizational choices that may bias

results by coming up with econometric tests to  directly link performances and organizational

choices.  As noted by Leiblen & al (2002), “While existing anecdotal and some large scale

empirical evidence is suggestive of a direct relationship between vertical integration decisions

and performance, this direct comparison is appropriate only if firms’ governance choices are

not influenced by other firm or transactional-level characteristics” (p. 820).  We have the
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same problem with the performance of public private partnerships. This point has already

been emphasized in Masten (1993), Masten–Saussier (2002), Masten (2002) and Yvrande-

Saussier (2004).  Comparing simple means between organizational choices is one example of

this naïve approach (as in table 5); it does not account for the possibility that each

organizational choice is “specialized” based on simple or difficult transactions – for example

the simple or complex treatment of water.  Regressing organizational choices on

performances is another example (the same as the first estimation in table 6).

Table 3.  The management of water distribution in France and their specialization

Organizational choices Mean (PRICE) TREATMENT A1 TREATMENT A2 TREATMENT A3 Observations %

DIRECT MANAGEMENT 116,81 58,00% 15,80% 7,50% 1303 36,06%
LEASE 148,8 56,00% 18,00% 11,50% 1919 53,11%

CONCESSION 141,61 41,00% 9,00% 35,80% 92 2,55%
INTERMEDIARY 
MANAGEMENT 156,12 5,00% 1,40% 84,23% 140 3,87%

GERANCE 201,23 19,00% 44,00% 22,00% 159 4,40%

The issue is the following.  Let us suppose we observe (G1, 

€ 

π 1) and (G2, 

€ 

π 2).  We would like

to estimate what their performance

€ 

π i might have been if another strategy Gi had been chosen,

and what would be the impact of a set of exogenous variables Z.

Therefore, one wants to estimate the following equations:

€ 

π1i =αZi + ε1i (1)

€ 

π 2i = βZi + ε2i (2)

Equations 1 and 2 may be estimated by the ordinary least square, using the sub-samples of

firms choosing G1 and G2  only to the extent that all exogenous relevant variables are well

known by the econometrician and that the set of internally (externally) sourced observations

is a random sample of all observations.

Nevertheless, it is common to suppose the existence of unobservable variables that affect the

performance outcome and that are also correlated with the organizational choice.  It is also
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natural to believe that a firm that chooses organizational choice G2 may differ from a

randomly selected firm in the population of firms.  As explained by Hamilton and Nickerson

(2003), the estimation approach depends on whether such unobservable variables exist and

whether organizational choices are endogenous or not.  If all variables that affect both

performance and organizational choices are not known or organizational choices are not

exogenous, then using the OLS procedure when estimating equations (1) and (2) could lead to

a potential endogeneity problem10.  This obliges the researcher to use methods to control for

such endogeneity.  This procedure accounts for the characteristics of the transaction on

performance (on the market or in the firm) while simultaneously correcting the sample bias in

the estimates.

The more rigorous way to assess the importance of governance choices for performance is to

control for the selection bias of organizational choices using the econometric tools available

for this.

The Heckman Method (Heckman (1979)) can be particularly successful in this regard.  In a

first step, we perform a regression concerning the organizational choices (Probit/Logit

regression).  In a second step, using the results from the first step through the estimates of the

Mills ratio, we estimate equations (1) and (2) corrected from the selection bias.  It can be done

by estimating (1’) and (2’) using inverse Mills ratios (

€ 

φ ):

€ 

π1i =αXi −σ u1φ + e1i  (1’)    

€ 

π 2i = βXi +σ u2φ + e2i  (2’)

The more important issue in the estimation is identification.  Correcting for selection bias and

endogeneity of organizational choices suggests that the researcher has one or more

                                                  
10 E (

€ 

π 2 G2, X) = 

€ 

E(Xiβ + ε2i G2) = Xiβ + E(ε2i G2) .  If cov ( Gi , 

€ 

ε2i)

€ 

≠0, as would be the case if there were unobserved factors that

affect both the choice of strategy and performance, then 

€ 

E(ε2i G2) ≠ 0 .
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instrumental variables that affect strategic choices but do not directly impact performance11.

Unfortunately, it is difficult to find instrumental variables that affect strategy choice but not

performance.

Governance misalignment and price

Our propositions point out that governance misalignments should reduce efficiency.  This

misalignment may be appreciated through two methods.

Empirical misalignment

Firstly, we must consider the results of the estimates for the governance choice made by local

authorities (See Leiblein & al.  (2002)).  When estimating, using a probit model for

governance choice with Yi=1 for direct management choice, the empirical misalignment is

then defined as 1-P(Yi=1).  Thus, the governance misfit measures the probability that there is

too much governance employed for transactions that are internally governed and the

probability that there is too little governance employed for transactions that are organized

through public-private partnerships.  We create a MISFIT variable with this methodology.

Theoretical misalignment

Since we cannot assume that transactions we are studying are organized efficiently12, we

created the THEORETICALMISFIT variable that represents the fact that transactions are not

organized in the manner predicted by our propositions.  To create the variable, we consider a

Misfit governance structure when direct management is observed in the case of more than

50,000 inhabitants, complex treatment of water (A3 treatment) or / and a number of

kilometers of network per inhabitant that is more than the observed average for the sample

(e.g. the situations in which transaction cost economics tell us that PPP are performing

                                                  
11 If not, the inverse Mills ratio terms used in the second step of the Heckman method are simply non linear functions of Zi so that parameters

€ 

σ u1 and 

€ 

σ u2
 measuring selection effects for each organizational choice are only identified by the normality functional form assumption.

This often leads to very unstable and unreliable estimates of the parameters (Hamilton and Nickerson, 2003).

12 As noted earlier, the way distribution of water is organized may be driven by efficiency considerations but also for political reasons.
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efficiently).  We used the same parameters to create this variable concerning lease contracts

specifying that the choice of PPP is misaligned in an observed case of less than 50,000

inhabitants and complex treatment of water or / and a number of kilometers of network per

inhabitants that is more than the observed average for the sample (e.g. situation in which PPP

could perform efficiently but may also use private information to reduce ex ante competition).

As our two propositions focused on the number of inhabitants on the one side and the

complexity of the transaction on the other, we believe this way of defining theoretical misfit

captures the impact on price for prescriptions that do not follow transaction cost economics.

2.3.  Results

Following the Heckman method, we first tried to explain how local authorities made their

choices concerning the decision to provide the service themselves or to cooperate with a

private operator.  Such a decision may be driven by efficiency considerations (Ménard-

Saussier 2002 already showed, using another data base, that it is certainly the case concerning

distribution in France).  Therefore, variables affecting prices should also affect the

organizational choice.  Nevertheless, we might expect this choice to also be driven by

political considerations.

That is why we regressed the organizational choices on variables used to explain the price of

the distribution of water and added variables reflecting the fact that the operator is working in

a particular Region since political interferences in France may come from the Regional level.

Results concerning the organizational choices are presented in Table 6.  We focus on the

Lease vs. Direct Management choice (Independent variable takes value 1 for direct

management) because other organizational choices represent only a small part of our data.

That is the best we can do to avoid the lack of instrumental variables already discussed (See

Nbp.7).
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Table 4.  The choice of local public authorities

Coeff. Std. Error
TREATWO 0,79*** 0,23
TREATA1 -0,18* 0,09
TREATA2 -0,36*** 0,11

TREATMIXA3 -0,37* 0,19
TREATA3 -0,60*** 0,14

UNDERGROUND WATER -0,13 0,11

TOURISTIC AREA 0,026 0,09

INHABITANTS 9,59e-06*** 3,33E-06

INHABITANTS2 -6,80E-12** 3,33E-12

INVST PROGRAM 0,16*** 0,05
EXTENSION 0,0015 0,0021

REPLACEMENT 0,0031 0,0024
LEAKRATIO -0,42* 0,24

NUMBER OF STATIONS -0,08*** 0,02
INTERCONNECTION -0,28*** 0,06
INTERAUTHORITY 0,32*** 0,06

LIMITATION OF WATER 
VOLUME 0,47*** 0,14

LOG VOLUME PER 
UNHAB. 0,08 0,07

LOG LIN-UNHAB 0,008 0,032
INDEPENDANCE RATIO 0,14 0,13

CONSTANT 0,09 0,52
Control Variables
Pseudo R2 / % of 
correct predictions

Observations

Robust Probit estimate

Yes 

0,25 / 75,6%

2964

Other control variables used in the econometric study: the area (France is divided in 98 “departments”); the
technology used in measuring and controlling leaks on the network; the organizational choice made concerning

the cleaning of used water, the Regional area in which the service provider operates.
Robust specifies that a Huber-White sandwich estimator be used, which corrects for heteroscedasticity.

Results clearly show that public authorities do not randomly choose organizational choices.

This simple model accurately predicted more than 75% of the observed organizational

choices, clearly an improvement as compared to a blind estimation that concludes that each

observation is a lease contract (63% of the sample consists of lease contracts).

Direct management is most often chosen when the kind of treatment for raw water is simple.

We can also note the non-linear effect of the size of the population concerned by the public

service. These results support our main proposition.

Using these results, we computed the associated Mills ratios in order to correct for potential

selection bias in our price regressions.  Results appear in table 5.
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Table 5.  Price and organizational choices

Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error
TREATWO -13,70** 5,7 -12,01* 6,45 -16,60 17,54 -6,73 8,18 -22,83 17,69
TREATA1 -4,91** 2,29 -4,57 3,77 -3,89 3,15 -7,19 4,58 -3,33 3,25
TREATA2 6,07** 2,7 -0,70 4,05 6,58* 3,88 -4,01 5,77 7,47* 4,08

TREATMIXA3 9,52** 4,59 9,07 7,08 11,63 7,2 5,01 8,22 13,30* 7,67
TREATA3 7,84** 3,19 6,16 6,01 10,69** 4,61 -0,43 8,77 12,91** 4,99

UNDERGROUND WATER -13,31*** 2,56 -10,02** 4,93 -15,09*** 3,83 -10,94** 5,1 -15,20*** 3,84
TOURISTIC AREA 5,12** 2,08 5,97* 3,43 5,88** 3,07 5,49 3,51 5,96* 3,09

INHABITANTS -0,000078 6,12E-05 -0,000087 0,00011 -0,00032*** 0,0001 -0,00002 0,00019 -0,00033*** 1,10E-04

INHABITANTS2  1,05E-10 5,58E-11  4,50E-10 6,00E-10  2,91E-10*** 1,09E-10 3,48E-10 7,06E-10 2,95e-10*** 1,12E-10

INVST PROGRAM -0,37 1,35 0,088 2,25 -0,50 1,83 2,12 2,9 -1,66 1,96
EXTENSION -0,057 0,039 -0,12* 0,065 0,025 0,05 -0,11* 0,065 0,015 0,053

REPLACEMENT 0,067* 0,037 0,12*** 0,046 0,20*** 0,079 0,16*** 0,05 0,18* 0,09
LEAKRATIO 1,54 1,66 -5,34 6,07 2,38 1,9 -10,99 7,06 2,96 1,98

NUMBER OF STATIONS 0,16 0,2 1,47 1,63 0,064 0,2 0,57 2,19 0,13 0,17
INTERCONNECTION 4,85*** 1,43 -0,098 2,17 7,51*** 2,13 -2,84 3,73 8,55*** 2,47
INTERAUTHORITY 19,01*** 1,57 17,79*** 2,63 21,41*** 2,15 13,24*** 4,18 22,12*** 2,56

LIMITATION OF WATER 
VOLUME -0,27 3,16 -6,43 5,49 6,6 4,32 -1,52 7,06 4,62 4,86

LOG VOLUME PER UNHAB. -14,64*** 1,8 -15,60*** 3,29 -13,12*** 2,48 -15,44*** 3,85 -13,05*** 2,52

LOG LIN-UNHAB 8,01*** 0,98 7,57*** 1,26 7,22*** 1,68 7,70*** 1,43 7,46*** 1,7
INDEPENDANCE RATIO -11,54*** 3,01 -25,36*** 6,51 -9,49*** 4,14 -22,73*** 6,73 -10,73*** 4,29

LEASE 26,70*** 2,33 - - - - - - -
CONCESSION 23,78*** 4,26 - - - - - - - -

GERANCE 23,67*** 4,84 - - - - - - - -
INTERMEDIARY 
MANAGEMENT 29,01*** 5,29 - - - - - - - -

- - - - - - -19,93 15,79 7,6 9,48
CONSTANT 160,29*** 10,02 166,52*** 19,89 180,21*** 11,13 146,69*** 28,24 176,30*** 12,8

Control Variables

R2

Observations

Robust OLS regression                   
(1)

Robust OLS regression 
(sample restricted on direct 

management choice)                       
(2)

1865

0,50 0,35

Robust OLS regression 
(sample restricted on direct 

management choice)                                     
(4)

0,34

Robust OLS regression 
(sample restricted on lease 

contracts)                                           
(5)

Yes Yes

3613 1303 1919 1099

Robust OLS regression 
(sample restricted on lease 

contracts)                                   
(3)

0,48

YesYes Yes

0,48€ 

ρ

*** denotes significance at 1% level; **denotes significance at 5 % leve ; * denotes significance at 10% level; coefficients without stars are
not significant.

Robust specifies that a Huber-White sandwich estimator be used, which corrects for heteroscedasticity.

The first column presents a simple regression of performance (e.g. price) over an already

presented set of variables and organizational choices.  In this naïve estimate, we clearly see

that direct management appears to be the best way to organize the service, as long as price is

the best performance indicator.  Choosing another organizational arrangement increases the

total bill for a customer – from 23 € to 29 € as compared to the mean bill of customers in the

database that is 137 €.

Nevertheless, going a step further, we estimate equations (1) and (2) – corresponding to

regressions 2 and 3 in table 5.  We therefore permit the strategy effect to vary for different

values of other explanatory variables – more precisely, estimated coefficients are no longer

restricted to being equivalent across the direct management and lease choices.  Clearly all

variables still have the expected sign.  Nevertheless, we can note that the constant term is

different from one organizational choice to another.  Furthermore, the size of the population
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plays a direct role when the local public authority decides to distribute water through a lease

contract.  This effect is not present in direct public management cases.  This could be

explained by the fact that the size of the population is a good proxy of the negotiation power

and capabilities of local authorities to put private operators in competition for the market.

Another matter of interest for us would be to know what price gain the local authorities, that

chose to provide the service by themselves (no longer a local authority chosen at random),

achieved by following this strategy instead of the lease strategy, and vice versa.  Taking into

account the selection bias of the organizational choices made by public authorities, results are

presented in regressions 4 and 5.  Let us say that S1 is the strategy of a local public authority

to internalize the provision of the public service, results show that 

€ 

σ u1 =σ u2 = 0 .  Then we

have to conclude that local authorities that decided to provide the service in direct public

management have no advantage or disadvantage over those that did not and thus selection

bias is not a concern13.  The fact that our selection terms are not significant also suggests that

other factors, for example, the preexisting strength and weaknesses of the local authority, do

not play a role on price performance.

Using these results, we can calculate, on average, what the effect on price is when choosing

the direct public management solution instead of a leasing contract.  Results are given in table

6.

                                                  
13 This result may be due to colinearity problems of the Mills ratios.  The Vif (variance inflation factors) tests
confirmed this problem.  If we estimate prices without our control variables (e.g. without departments concerned
by the distribution of water), then we obtain a ρ that is negative and highly significant in equation (5).  This
means that there is negative selection in the strategy that requires local authority choose the lease contract for
distributing their water. In this case, if the local authorities who decided to manage this service directly decided
instead to sign a lease contract with an external operator, their performance would have been better than that of
local authorities actually choosing lease contracts.
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Table 6.  Estimated average prices for each governance choice

Direct Management 
observations

Lease Contracts 
observations

Estimated prices (n=1099) (n=1865)
Mean price if all services are 

provided through Direct 
Management

114,99 124,11

Mean price if all services are 
provided through Lease 

Contracts
136,61 148,8

Local authorities who decided to provide the service through direct management do better

than if they had decided to provide it through a lease contract.  On the other hand, local

authorities who decided to provide the service through lease contracts would have done better

if they had decided to provide it through direct management.  These results seem to indicate

that the drawbacks of public private partnerships may cancel, in many cases, the advantages

in terms of production costs associated with such organizational choices. Nevertheless, the

observed differences, in terms of price, are not so important when compared to a case where

endogeneity problems are not taken into account.

Another question concerns the manner in which organizational choices are decided.  Table 4

shows that such choices may be partly explained.  Nevertheless, the theory tells us, in a

normative way, when local authorities should decide to sign lease contracts (See our

propositions).  In order to test how organizational choices, that do not fit with the theory’s

propositions, perform compared to the choices that conform to the theory’s predictions, we

created the variables MISALIGN and THEORETICALMISALIGN.  Taking it a step further, we

regressed the price using the Misalign variables.  The results are given in table 7.
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Table 7.  Price and organizational choices

Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error
TREATWO -6,47 8,6 -22,92 17,58 -6,24 8,22 -22,66 17,74
TREATA1 -7,26 4,64 -3,33 3,25 -6,99 4,58 -3,27 3,24
TREATA2 -4,13 5,89 7,45* 4,09 -3,75 5,77 7,49* 4,07

TREATMIXA3 4,88 8,35 13,27* 7,67 4,88 8,13 13,18* 7,69
TREATA3 -0,65 8,3 12,87** 5,03 -0,74 8,75 -4,48 9,83

UNDERGROUND 
WATER -11,01** 5,06 -15,21*** 3,84 -10,94** 5,08 -15,13*** 3,84

TOURISTIC AREA 5,5 3,53 5,94* 3,09 5,34 3,52 5,97* 3,09
INHABITANTS -0,00003 0,0002 -0,00033*** 1,10E-04 -0,00014 0,0002 -0,00030*** 1,30E-04

INHABITANTS2 3,50E-10 7,06E-10 2,94E-10*** 1,13E-10 6,69E-10 6,72E-10 2,62E-10*** 1,22E-10
INVST PROGRAM 2,17 2,97 -1,65 1,96 2,39 2,9 -1,70 1,96

EXTENSION -0,11* 0,06 0,015 0,053 -0,11 0,072 0,012 0,053
REPLACEMENT 0,16*** 0,05 0,18* 0,09 0,17*** 0,056 0,18* 0,09

LEAKRATIO -11,08 7,12 2,96 1,98 -11,30 7,1 2,99 1,97
NUMBER OF 
STATIONS 0,55 2,2 0,13 0,17 0,47 2,19 0,13 0,18

INTERCONNECTION -2,93 3,92 8,53*** 2,49 -2,61 3,71 8,55*** 2,46
INTERAUTHORITY 13,13*** 4,38 22,09*** 2,58 12,67*** 4,23 22,22*** 2,55
LIMITATION OF 
WATER VOLUME -1,39 7,18 4,66 4,82 -1,76 7,06 4,58 4,81

LOG VOLUME PER 
UNHAB. -15,41*** 3,86 -13,05*** 2,52 -15,16*** 3,87 -13,10*** 2,51

LOG LIN-UNHAB 7,70*** 1,43 7,46*** 1,7 7,44*** 1,42 7,54*** 1,71
INDEPENDANCE 

RATIO -22,66*** 6,7 -10,71*** 4,29 -22,42*** 6,73 -10,77*** 4,29

LEASE - - - - - -
CONCESSION - - - - - - - -

GERANCE - - - - - - - -
INTERMEDIARY 
MANAGEMENT - - - - - - - -

-18,30 21,5 10,47 26,71 -20,71 15,82 7,71 9,48
MISFIT 3,99 41,84 4,99 46,58

THEORETICAL 
MISFIT 18,84* 10,61 17,69* 9,18

CONSTANT 145,98*** 29,55 176,36*** 12,8 145,61*** 28,28 176,31*** 12,8
Control Variables

R2
Observations

Robust OLS regression 
(sample restricted on direct 

management choice)                                     
(6)

Robust OLS regression 
(sample restricted on lease 

contracts)                                           
(7)

Robust OLS regression 
(sample restricted on direct 

management choice)                                     
(8)

Robust OLS regression 
(sample restricted on lease 

contracts)                                           
(9)

Yes Yes Yes Yes
0,34 0,48 0,34 0,48
1099 1865 1099 1865

€ 

ρ

*** denotes significance at 1% level; **denotes significance at 5 % level; * denotes significance at 10% level; coefficients without stars are not
significant.  Robust specifies that a Huber-White sandwich estimator be used, which corrects for heteroscedasticity.

Results indicate that local authorities who decided to provide the service through direct

management, in cases where transaction cost economics would recognize the superiority of

public private partnerships, are doing worse than local authorities who decided on such

organizational choices supported by transaction cost economics (regression 8).  We observe the

same negative effect for local authorities who decided to provide the service through PPP in

cases where transaction cost economics would recognize the superiority of direct public

management.

What about contractual choices?

One possible limit for such a result is that the efficiency of organizational choices is

connected to contractual choices.  Every public service governed by a lease contract for
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example, may not contain the same contractual provisions.  Some contracts may be more

incentive than others, anticipate investments differently, and share risk differently...  This is a

problem because we only have data concerning the organizational choice, and no data

concerning duration, price provisions, penalties, controls as well as many other relevant

contractual provisions that may affect performances between lease contracts and between

lease contracts and direct management.  Although this problem is a serious one, it may be less

serious in the case of French distribution contracts, because, until 1982, all water contracts

were signed following an obligatory contract model specifying duration, price provisions and

so on.  Furthermore, in a previous study, we collected 150 French Water contracts (Ménard-

Saussier 2003) and we observed that even after 1982, price provisions were mostly identical

from one contract to another.  It was only the durations and the level of completeness of the

contracts (especially control levels and penalties) that evolved toward more control coming

from local authorities.  Therefore, there is no trade off between price cap and cost plus

contracts depending, for example, on the complexity of the transaction (See Bajari-Tadelis

200114).  Signed contracts are essentially price-cap contracts because it is difficult for local

authorities to raise funds during a contract, which would have to be previously voted on and

discussed, rendering cost-plus contracts difficult to implement.  That is why we are confident

that the main trade-off is between public solution (low incentives but few transaction costs)

and PPP (price cap contract with a private operator – high incentives but possible ex ante and

ex post transaction costs) in an environment that is uncertain.

                                                  
14  In their paper, the authors make the proposition that simple projects will be procured under fixed-priced
contracts and will be accompanied by high levels of design completeness (low probability of renegociation)
(page 388).  On the other hand more complex projects will be procured using cost plus contracts and will be
accompanied by low levels of design completeness (high probability of renegotiation).  We ignore such trade-off
because we think it is irrelevant in our case.
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In an attempt to go a step further, we add data concerning the duration of contracts and the

date they were signed into our data15.  It appears that the mean duration of new distribution

contracts signed between 1997 and 2001, corresponding to 347 observations in our database is

11.4 years with a maximum of 21 years.  If we now look at the duration of the other

distribution contracts of our sample (e.g. signed before 1997), the mean duration is 19.5 years,

with a maximum of 71 years (corresponding to 1,062 observations).  This indicates that

contract terms, at least duration, evolve through time and looking at the performances of lease

contracts as a whole, may hide the many disparities between contracts16.

Conclusion

This study examines the relationship between governance choice made by local public

authorities in France for the distribution of water to citizens and the performance measured in

this case by prices.  The underlying theoretical question is whether organizational choices

matter.

Two main findings are presented.  Firstly, in contrast to popular arguments suggesting that

public provision of water will lead to superior performance in terms of price, this study shows

that governance decisions per se do not influence price directly.  Rather, observed differences

in the price of transactions governed by different organizational choices are driven in part by

factors underlying governance choice (e.g. public vs. private provision of the public service).

The relationship between governance choice and price is dependent on the ability of local

authorities to put private operators in competition “for the market” and the ability of the

private operators to really use their capabilities in order to reduce prices.  We therefore
                                                  
15 Data comes from a new base constructed by the French Institute of Environment, concerning the same local
authorities that we are studying, but the contractual arrangements in force are from 2001 instead of 1998.
16 If we incorporate in equation (9) the duration of the contract as an explanatory variable, the duration has a
significant and positive impact on observed prices.  But of course, duration is an endogenous variable. The date
of signature of the contracts does not appear to have an impact on observed prices or the end date of the contract.
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caution against drawing universalistic normative implications on the way public services, and

especially the distribution of water should be organized.  Without any change in technology

used or institutional environment, public private partnerships may well continue and will not

completely displace the direct public provision of water.

Secondly, based on transaction cost economics, we found that deviation from the optimal

form of governance may have a detrimental effect on price.  This effect also suggests that

other dimensions of performances (e.g. quality, investment levels…) may be affected and

should be studied.

This paper also offers some interesting implications for future research.  An attractive

opportunity for research would be to extend this framework by analyzing whether and how

other dimensions of performances are affected by governance choices or by analyzing

whether and how other dimensions of governance structures influence performances (like for

example the incentive levels, penalties, duration of lease contracts that may differ from one

contract to another). Furthermore, collusion strategies and multi contact markets may be

useful to analyze the way prices are negotiated between external operators and local public

authorities.

References

Aghion P., Tirole J., 1997, "Formal and Real Authority in Organizations", Journal of Political

Economy, Vol. 105, pp.1-29.

Bajari P, McMillan R.  and Tadelis S, 2003, Auctions versus Negotiations in Procurement:

An Empirical Analysis.  NBER Working Papers 9757.

Bajari P, Tadelis S, 2001, Incentives versus Transaction Costs: a Theory of Procurement

Contracts, Rand Journal of Economics, 32, 387-407.



32

Bennett J., Iossa E., 2004, “Building and Managing Facilities for Public Services”,

Unpublished Manuscript.

Boyco M., Shleifer A., Vishny R., 1996 “A Theory of Privatization”, The Economic Journal,

106, 309-319.

Cour des Comptes, 1997, La gestion des services publics locaux d’eau et d’assainissement,

Rapport Public, Paris, Editions du Journal Officiel.

Cour des Comptes, 2003, La gestion des services publics d’eau et d’assainissement, Rapport

Public, http://www.ccomptes.fr/Cour-des-comptes/publications/rapports/cdc55.htm

Demsetz H.,1968, “Why Regulate Utilities?”, Journal of Law and Economics 11, 55-66.

Engel E., Fisher R. & Galetovic A. [1997], “Highway Franchising: Pitfalls and

Opportunities“, American Economic Review, 87, 68-72.

Garrouste P., Saussier S., 2004, “Looking for a theory of the firm: future challenges”, Journal

of Economic Behavior and Organization, forthcoming.

Goldberg V.P.,1976, “Regulation and Administered Contracts”, Bell Journal of Economics, 7,

426-448.

Grout, P.A., 1997, “The economics of Private Finance Initiative”, Oxford Review of Economic

Policy, 13, 4, 53-66.

Guasch J.L., Laffont J.J., Straub S.  2002 “Renegotiation of Concession Contracts in Latin

America”, working paper.

Guérin-Schneider L., Breuil L., Bonnet Fr., 2003,  « Dix ans de loi Sapin dans les services

d'eau et d'assainissement : évolutions et perspectives du modèle de délégation à la

française ». Responsabilité et Environnement, 31, 44-57.



33

Hamilton, B.A., Nickerson, J.A., 2003, Correcting for Endogeneity in Strategic Management

Research, Strategic Organization, 1, 53-80.

Hart O.D.  2003, Incomplete Contract and Public Ownership: Remarks, and an Application to

Public-Private Partnerships, The Economic Journal, 113, 69-76.

Hart O.D., Shleifer A., Vishny R.W., 1997, The Proper Scope of Government: Theory and

Application to Prisons, Quarterly Journal of Economics, CXII, 1127-1162.

Heckman J., 1979, “Sample Selection Bias as a Specification Error”, Econometrica, 47, 153-

161.

Huet F, Saussier S, 2003, “The Provision of Public Interest Services through Private Law

Contracts”, European Business Organization Law Review, 4, 403-428.

Laffont J.J., 2000, “Etapes vers un Etat moderne : une analyse économique”, Rapport Conseil

d’Analyse Economique, Etat et Gestion Publique.

Leiblein, M.J., Reuer, J.J., Dalsace, F., 2002, "Do Make or Buy Decisions Matter? The

Influence of Organizational Governance on Technological Performance", Strategic

Management Journal, 23, 817-833.

Littlechild S.C., 2002, “Competitive Bidding for a Long-Term Electricity Distribution

Contract”, Review of Network Economics 1, 1-38.

Masten, S.E., 1993, Transaction Costs, Mistakes, and Performance: Assessing the Importance

of Governance, Managerial and Decision Economics, 14, 119-129.

Masten, S.E., 2002, Modern Evidence on the Firm, American Economic Review, 92, 428-432.

Masten, S.E., Saussier S., 2002, Econometrics of Contracts: An Assessment of Developments

in the Empirical Litterature of Contracting, in Economics of Contracts: Theories and

Applications, Cambridge University Press, 273-293.



34

Megginson W.L., Netter J.M., 2001, “From State to Market : a Survey of Empirical Studies

on Privatization”, Journal of Economic Literature, XXXIX, 321-389.

Ménard C., Saussier S., 2002, Contractual Choices and Performances: The Case of Water

distribution in France, in Economics of Contracts: Theories and Applications, Cambridge

University Press, 440-463.

Ménard C., Saussier S., 2003, “La délégation de service public comme mode organisationnel

efficace de la distribution d’eau en France : Théories et évidences empiriques”, Economie

Publique, 12, 99-129

Piron V. 2004, “La dimension économique du partenariat public-privé dans les transports”,

Transports, 424, 2-12.

Saussier S., 2000, «Transaction Costs and Contractual Completeness», Journal of Economic

Behavior and Organization, 42, 189-206.

Vickers J., Yarrow G.,1991 “Economic Perspectives on Privatization”, Journal of Economic

Perspectives, 5, 111-132.

Vining A.R.  and Boardman A.E.  [1992], “Ownership versus Competition: Efficiency in

Public Entreprise”, Public Choice, 73, 205-239

Williamson O.E.,1976, “Franchise Bidding for Natural Monopolies – In General and with

Respect to CATV”.  Bell Journal of Economics 7, 73-104.

Williamson O.E.,1996, The Mechanisms of Governance, Oxford University Press.

Williamson O.E., 1999, Public and Private Bureaucracies: A Transaction Cost Economics

Perspective, Journal of Law, Economics and Organization, 15, 306-342.

Williamson O.E., 2002, “The Theory of the Firm as Governance Structure: From Choice to

Contract”, Working Paper, Berkeley.



35

Yvrande A., Saussier S. 2004, “Concurrence et delegation de services publics : quelques

enseignements de la théorie des coûts de transaction”, unpublished manuscript.

Yvrande A., Saussier S. 2004, Governance Choices and Performances, in New Ideas in

Contracting and Organizational Economics Research, Ed.  J.  Harvey, Norwell MA: Kluwer

Academic Publishers

Yvrande A., Saussier S., 2004, The limits of franchise bidding, Mimeo.

Zupan M.A., 1989a., “Cable Franchise Renewals : Do Incumbent Firms Behave

Opportunistically ?” Rand Journal of Economics 20, 473-482.

Zupan M.A., 1989b, “The Efficacy of Franchise Bidding Schemes in the Case of Cable

Television: Some Systematic Evidence”, Journal of Law and Economics, 32, 401-456.


