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Markets and Municipalities
A study of the behaviour of the Danish municipalities

Henrik Christoffersen, AKF, Institute of Local Government Studies, Denmark
Martin Paldam, Department of Economics, Aarhus University, Denmark®
With the assistance of Laura March Andersen, AKF

Abstract: The way 275 Danish municipalities organize 12 tasks shows a complex and changing pattern
of market orientation. It is often discussed as an ideological issue; but we have failed to find a
significant ideological factor in the pattern. However, factors belonging to four theories become
significant: (fl1) A modernization theory where the market is the new organization. (f2) A diffusion
process, where the market starts in the biggest cities. (f3) A welfare coalition model, where diffusion
is blocked if the median voter receives income from the public sector. (f4) A pressure theory, where
municipalities use the market in if they are forced to save. Finally, it is shown that the pattern in the
Copenhagen metropolitan area is different from the one in the provinces.

Keywords: Municipa behavior, use of markets, quasimarkets. Jal.: H72, L33

I. Introduction - explaining the use of the market by Danish municipalities
Much of thelarge production of public servicesinthe Danish welfare stateisdone by the 275 municipa-
lities. However even when the municipalities are obliged by law and by the voters to provide the
service, they need not produce it themselves, but might buy it in the market. Core activities as educa
tion, health care, social welfare, libraries, etc, are largely produced by public sector personnel. There
have only been acouple of small private hospitals, the private schools are subsidized and regulated so
that they are private in name mostly. However, on the margin, the market is increasingly used. The
following isastudy of 12 marginal tasks trying to explain why the market is coming in.

Themain reason to opt for the market is cost savings. Many studies suggest that savings occur,
when a serviceis allowed to go through occasional competitive bidding. The cost savings differ much
from case to case. On average they might be as much as 30%.? Savings occur for three reasons: (s1)

1 The project has been financed by the Danish Socia Science Research Foundation. Line Lykke-Meyer has been
research assistant. We also want to thank the 272 municipalitieswho filled in our questionnaire, and good collea
gues at AKF, especialy Claus Ingemann Pedersen and Bjarne Madsen, who provided data from the substantial,
but not fully operational data-bank of AKF. The addresses of the authors are: HC, AKF, Nyropsgade 37, 1602
Kgbenhavn V, Denmark, ph +45-33-110300, e-mail: hc@akf.dk: MP, Economics Ingtitute, Aarhus University,
8000 Aarhus C, Denmark, ph +45-89-421607, e-mail: mpaldam@eco.aau.dk.

2. Theresult isfrom the classical survey by Borcherding, Pommerehne & Schneider (1982) summarizing 50 studies
from 5 countries. The average ¢ (savings ratio) is found to be 30%. A small recent Danish study (Jensen &
Rasmussen, 1997) finds ¢ ~ 50%. It appearsthat the distribution of ¢ isskew totheright. Public servicesare often
well organized and only small savingscan befound by the market. However, sometimes such servicesdiverge into
high inefficiency, and large savings are possible. It may happen when the producing entity is sheltered from the
funding agency and the taxpayers. In Denmark the case of the »postterminal « (the central |etter sorting facility)
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Slack is reduced. (s2) Technical progress increases. (s3) Economics come to dominate technology.
Technicianslove technological perfection, but it isvery expensive. Sometimesthey can get away with
it in the public sector.

Against the savings are four types of political costs: (Cl) Stakeholders - in particular the old
producers - are likely to resent the change. The resentment is stronger the larger the vested interests.
That is, thelarger therentsthe service generatesto the stakeholders. (c2) Theworking conditions of the
old producers might deteriorate. Even if they retain the production the entry of market forcesislikely
to reduce organizational slack, sometimes to the point of stress. (c3) The fears that the guality of the
service might deteriorate. It is often hard to define exactly the service wanted - especially within health
care. Some types of »slack« may, in fact, be the »care« itself! (c4) The municipal politicians loses
discretionary influence over the personnel employed and the allocation of the service.?

Aselsewheretheincreasing use of the market has proved controversial. Some of thelongest and
most violent (by Danish standards) labor disputes have taken place over such issues. In the mediaand
the Parliament it is often treated as a»hot« ideologic issue, wherethe Lefi isagainst increasing the MO
(Market Orientation) and the Right isfor »the market«. Thereisawell defined left/right scalein Danish
politics (see Nannestad 1989). One may well debate if it makes sense at a deeper philosophical level,
but the voters and politicians agree on the classification of the many Danish parties on aleft/right scale.
The Left istermed socialist/workers parties - it is dominated by the Social Democrats. The Right are
the liberal/bourgeois parties - it is dominated by the Liberal/Conservative coalition. The dominant
parties are quite moderate, especially at the municipal level. But neverthelessitisanissueif the mayor
is Left or Right.”

Consider amunicipal council deciding if the service x, which it hasitself been doing till now,
should meet the market or not. The key variables, on which the decision is made, is likely to be the
expected cost savings, E{ CS(X)}, and the expected political cost E{ PC(X)} . Unfortunately we have no
direct measures of neither CSnor PC. We have no reason to suspect that therearetrendsin CS, and one
may see most of our variables as an attempt to catch the underlying pattern of change in the PC-
variable.

Our study considers 12 municipal tasks (listed in Table 1) on the said »margin«, where many
municipalities use the market. From information collected about these tasks from (nearly) al munici-
palities we have constructed an aggregate MO-variable (Market Orientation), shown as a MO-map of

isamost proverbial and documented in great detail (see Justitsministeriet, 1985). It occurred from 1970 onwards
and was stopped in the mid 1980s.

3. The increased efficiency of the service itself is surely an advantage. However, the previous decision makers are
likely to feel theloss of power. Further, there are many examples where one serviceis used to solve the problems
of another (the upkeep of parks are used for employing »social « cases). The result is a compromise - sometimes
appearing a bit like »whedling and dealing, but it might be better on the aggregate.

4. Our data contains one lord mayor, who isleft of the Social Democrats, but heis elected on a cross-over mgjority
particular to this municipality. The word »bourgeois« in English is used for »borgerlig« in Danish though the
connotations are somewhat different. In the municipalities the Right (or most of it) often appears as a »joint-
bourgeois-list« at the municipal elections.
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the country in Figure 2. The map corresponds to no pattern we know. Therefore, we made a set of all
the »promising« hypotheseswe could think of, and tried to find variables operationalizing each one. By

systematically exploring these variables, we have managed to explain some of the pattern.

Section |11 presents these hypotheses and the operational variables used. However, before we
turn to the explanations, Section Il presents the data we use as the measure of market orientation.
Section |V givesthe regression results, and finally the conclusionsin Section V deal with the implica

tions of our findings.

Table 1. The 12 tasks used to measure MO, the market orientation

Task: Market orientation No
full  some none | answer

1. Fire brigade 176 3 93 0
Tenders or private production

2. Library book acquisition 111 2 134 25
Municipal library gets non-standard price reduction

3. Library book binding 93 2 137 40
Municipal library gets non-standard price reduction
or producer is appointed after search for cheapest

4. Purchases of »normal« goods 48 189 9 26
Municipality gets non-standard price reduction

5. Ordinary household refuse collection 243 3 23 3
Tenders or private production

6. Special household refuse collection 136 0 86 50
Tenders or private production

7. Collection of garden garbage from households 114 0 89 69
Tenders or private production

8. School sweeping/cleaning 83 12 174 3
Tenders or private production

9. Transport for the elderly and handicapped 188 34 25 25
Tenders or private production

10. Ambulance service 172 14 35 51
Tenders or private production

11. Transport of school children 201 22 34 15
Tenders or private production

12. Transport of goods 64 30 69 109
Tenders or private production

Note: Item 4: The purchase of stationary, office machines, food, ..., etc, covers goods sold in the shops as
»ordinary« private goods aswell. Item 11: The Danish school bus system coversonly pupilsliving more
than 3 km from the school, so it covers much fewer than inthe US, and it is often done by taxi services.
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IL. Defining and measuring the degree of market orientation - the MO-variable

The MO-variable was cal culated for each municipality from the answersto a questionnaire, sent to all
275 Danish municipalities. For each task the municipality was asked to indicate the proportion of the
budget which was produced under market conditions. Remarkably, 272 answered - the last three
declined to answer. Some missed out on a question; but on the whole we do have an aimost full
coverage. Also, we have found only few inconsistencies in the answers.

Table 1 showsthetasks covered, and the frequency of the different answers. Wetried to define
theinstitutional arrangements corresponding to the different answersaswell aswe could, without mak-
ing our questionnaire too bulky. However, some municipalities may have understood our questionsin
their own way. In afew cases amunicipality has created a semi-independent »parastatal « for the task,
and given the parastatal along run monopoly - normally with predictable results. They might call this
amarket solution, even when it is rather the reverse.”)

Figure 1. Frequency distribution of the MO-variable
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Note:  Thehorizonta axis give 5% intervals for the MO-variable. The vertical axis give the number of observationsin each

interval. The curve drawn shows a normal distribution with the same mean and standard deviation.

Our MO-variable is the unweighted average of the 12 individual MOs. It therefore obtains values
between 0 and 1. Figure 1 showsthe distribution of the MO-variable. Thereader will note that the ave-
raging has given the graph arather »normal-looking« distribution as one might have hoped. Figure 1
shows how it looks, when depicted against the relevant normal distribution. A formal test shows that
normality cannot be rejected.?

5. Some of the bus and garbage collection companies are such »parastatal s«, who have managed to obtain a semi-
independent status, and a very secure monopoly position.
6. The Shapiro-Wilkstest is used to check if the MO-variable follows a normal distribution. Pr<W= 0.42. We are

thus far from rejecting normality at the 0.05 level.
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Figure 2. A map of Denmark showing the three categories:
From least to most market orientated municipalities.

B LowvOo M MedumMO | :HighmO I Noanswer

Note:  The reader should compare with a more regular map to see the location of towns and rural areas. The Island of
Bornholm has been moved from the Baltic into the Kattegat to keep the map reasonably compact. The three
municipalities, who declined to answer, are Thyholm (purely rural), Ringkebing (with atown and much tourism) and
Harsholm (awesalthy low tax suburb of Copenhagen).
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Thetwo vertical bold broken lineson Figure 1 are placed to givethedivisioninto three - equally large-
groups. These groups are depicted with different signatures on the MO-map of Denmark shown on
Figure 2. The pattern of gradual »lightening« dueto increasing MO isnot easy to explain. Consider, ie.,
North Jutland. Here there isaclear pattern, where the MO increases from east to west; but on the face
of it, it does not tally with other patterns we know about the area. That is, the municipalities with the
three largest towns have three different colours. The main tourist areas are similarly divided, etc. So
what is going on is complex.

III.  Six hypotheses

Our datacollectiontook placeinthe Spring of 1997. We posed several questionsabout the devel opment
in the MO over time; but we have no time series for our variable. However, we have a general
impression based on scattered evidence from many sources. Our study assumes that the MO-variable
risesratchet-wise: Municipalitiesused to havelow M Os. Oncethey shift to use market mechanismsfor
atask, they rarely shift back.” The changeisslow. A municipality increasing its MO in one task, may
wait a couple of years before changing in another task. A full change of MO for all 12 tasksmay easily
take acouple of decades. If the process continues, the market then reachesthe core activities, wherethe
political resistance will be much greater.

To explainthe MO-variable, we have considered atotal of 6 broad hypotheses. For each hypot-
hesis we have tried to find available variables, which may catch some aspect of the basic idea. The
variables are chosen to create as fine a net as possible, and many of the variables chosen are therefore
likely to be correlated. This has have led to the choice of atotal of 23 potential explanatory variables.
Most are from the large data-bank of AKF.? In order to explain the choice of variables, we shall first
look at the hypotheses examined. They represent three different approaches: History/geography, politics
and economics.

III.1  Historical and geographical explanations: Market orientation is a modernization
We here consider three hypotheses: H1 explainsarising MO asamodernization, H2 looks at the diffu-
sion process, and H3 turns to factors that may cause inertia.

The intuition isthat the old way to organize production was by employing somebody to do it.
Fifty years ago most municipalities were small and rural, and there were no point in setting up
companies selling the service. Also, it was easy to control the costsin societies where everybody knew
each other, and many were self employed - and hence very cost conscious. Denmark went through abig
municipal reformin 1970, where the number of municipalities decreased from 1'300 to 275. It took a
decade for the new municipalities to become truly integrated, town halls to be built, etc. The median

7. We do not need strong assumptions here. All we need isto assume that shiftstoward the market dominates shifts
the other way.
8. The AKF-data-bank is built from data originally provided by Danmarks Statistik, the Ministry of Interior, and

other sources.
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municipality now has about 10'000 inhabitants.? With such large municipalities, the old direct control
of employees became impossible and bureaucracies emerged. Cost control had previously been a
problem in the towns only, it now spread to all municipalities.

Consequently, market orientation is the new way - the modernization. |t began in the towns and
has gradually spread. Thisimmediately suggests a stock and a flow operationalization. One may look
for »modern« and »traditional« structures characterizing the municipalities, and for »channels of
diffusion« from the centre to the periphery.

HI. The change of MO is a modernization process. \We measure modernity by high income (Mtb),
structure of employment (M pr, Mpub, Mtra) and largesize (M pop). Traditionalismischaracteri-
zed by rural (Murb, Mpr)*® and small size (Mpop).

V1. Mitb,tax base. Averagenet income per capita, defined by thetax law asthe municipal tax base -
within wide limitsthe municipality can decide the level aproportional income tax on that base.
Unit: 1'000 kr. Es +.*)

V2. Mpr, share of agriculture and fishing in total employment. Unit: Percentage points. Es -.

V3. Mpub, share of public sector in total employment. Unit: Percentage points. Es -.

V4. Mtra, share of tradables sector in total employment. Unit: Percentage points. ES +.

V5. Mpop, logarithm (natural) of 1995 population size. Unit: In(pop). Es +.

V6. Murb, urbanization. Share of population living intowns, as per zoning laws. Unit: Percentage
points. Es +.

H?2. The change of MO occurs through a diffusion process. \We here assume that the modernization
ideas are new. Perhaps coming from abroad or from the largest concentrations of highly educa-
ted, etc, that is from the major cities, defined as Copenhagen and the three largest provincial
towns. They are also the four main university cities (Dkm). However, it isaso possible that the
diffusion is simply from neighbouring municipalities (Dnab):

V7: Dkm, distance to major city, in kilometres. Unit: Km. Es -.
V8: Dnab, average MO-variable in neighbouring municipalities. Unit: Percentage points. Es +.

H3. The change of MO is delayed by inertia. In addition to these historical explanations, we have
worked with an »inertia« hypothesis. Theideaisthat changesinthe MO occur if aninstitution
changes. Maybe inertiais in the person - if the same person continue ruling nothing changes.
Maybe inertiaisin the party, so that, if the same party rulesfor along time nothing changes.

9. Theaverage municipality has 18'000 inh, so the distribution is quite skew, with Copenhagen having 460'000. That
is 30% of the population of the (greater) »metropolitan area«. There are 265'000 in Aarhus, the second largest
municipality, and here nearly al suburbs are included. There are just a couple of municipalities with less than
5'000 inh. We use the concept of a»town« loosely in accordance with local tradition; by assuming that a »town«
has more than 10'000 inh.

10. Note the paradox: On the one hand, the agricultura sector in Denmark is technological advanced, with a capita
output rate well in excess of the one of theindustrial sector. On the other hand agriculture is dominated by small
firms, with few employees. The farmers having the typical political attitudes of other small businessmen.

11. »ES +« means that the expected sign is positive, that isoMO/oMtb > 0.
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Vo:

V10:

Ilp, the number of election periodsthe present lord mayor hasruled. The poll was made toward
the end of an election period. It isthus period one. Only afew mayors have ruled less than one
period. We then count how long the lord mayor has ruled.™® Unit: Discrete variable with values
in: {0,1,2,...,6}. Es -.

Ipp, the number of election periods the same party has provided the lord mayor. Calculated as
[Ip. Note that: Ipp > Ilp. Unit: Discrete variable with valuesin: {0,1,2,...,6} . Es -.

One may interpret these incumbency variables in accordance with Mancur Olson's »sclerosis« model
(see Olson, 1982). If they had worked, it would have opened up several interesting lines of arguments-
however, they did not, so these ideas shall not be pursued.

1112

Political explanations: Party ideology and self-interest

We consider two radically different hypotheses. H4 is based upon political ideology as expressed in
party choice. H5 relieson voter self-interest, coalition building and pressure groups.™ It disregardsthe
parties. At some deeper level they may converge; but in the short run they differ.

HA4. The choice of MO is influenced by political party ideology. We herelook at the party/parties ruling

V11:
V12
V13:
V14:
V15:

the municipality, the size of the majority, etc. The variables tried are closely related - if one
work, most will, but if we are close to the 5% level of significance only one or two may pass.
The binary variables are defined as O if Left and 1 if Right.

Pm, political party of mayor on left/right scale. Unit: Binary. ES +.

Ppm, political party of mayor on 6-point scale. Unit: Discrete variablein {1,...,6}. ES +.

Pco, the |eft/right orientation of the majority in the municipal council. Unit: Binary. Es +.
Pmaj, the relative size of the mgjority. Unit: Percentage points. Es +.

Prw, the proportion of seats held by right wing politicians. Unit: Percentage points. Es +.

We haveincluded five closely related variables to make the net so fine that it can catch theideol ogical
factor which has proved elusive in the literature on the behaviour of Danish municipalities.

H5. A large »welfare coalition« may block the change of MO. We here measure the fraction of the

V16:

V17:

voters receive (most of) their income from the public sector - either as employees or as social
compensation. If it reaches more than 50% we say that a»welfare coalition« is possible in the
municipality. Such a coalition may block a move towards market orientation.

Wpub, public sector employees as share of voters, that isin population above 17 (note that
Mpub and Wpub only differ as to denominator). Unit: Percentage points. Es -.

Wtra, share voters receiving main income from public transfers - at least for a part of the

12.

13.

Municipal elections take place the same day in all municipalities every four years. The data are made going back
to 1973, thefirst election after the municipal reform - only a couple of mayors have ruled all 6 periods possible;
but many municipalities have been ruled by the same party all 6 periods.

Thetwo ideas are related to the difference between sociotropic and egotropic behaviour discussed in Nannestad
& Paldam (1997a & b)
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year™. Unit: Percentage points. Es -.
V18: Wal, sum of two previous variables V16 + V17.Unit: Percentage points. Es -.

Figure 3. Relationship between MO (market orientation) and Wal (welfare coalition)
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Most values of the Wal-variable, as depicted on Figure 3, are amazingly high - that is they arein the
range of 50% to 80%."® Public choice theory suggests that it matters, if the median voter iswithin the
welfarecodlition. Thisisthecasein all but 19 of our municipalities.® Note the difference between the
(Wal, MO)-points from the metropolitan area and the province - contrary to popular beliefs most ®-
circlesare at the lower end of the figure while most *k-stars are at the upper end. We shall returnto this

14. Thisvariableisthe closest we could get to the desired variable. The nominator gives the number of peoplein the
municipality, who at any time during the year received a transfer meant to be the main income. A few persons
might be counted twice if they have changed from receiving transfers from two social systems during the year.

15. Remember that Wtra (for transfer payments) cover everybody receiving transfers at aperiod during theyear. The
average value of Wal is 67%. It consequently fallsif calculated it at any one point in time. One calculation for
1997 gave anational average at 62%. Note finally that the incredibly high values for afew municipalities - they
are small and known for very volatile labor markets.

16. For anormal linear regression the importance of 50% should turn up in the constant. However, we run non-linear
regression - see section IV - so it might be awkward that the variable is not defined relatively to the pivotal 50%-
point. We have experimented with a variable centred around 50%, but the result did not change.
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pattern in Section 1V.3, when interpreting the results.

1II.3  Economic explanations: The power of economic pressures
The ideais that municipalities turn to the market only under duress. That is, we look for variables,
which show if the municipalities are under financial pressure.

H6. Municipalities change MO in reaction to economic pressure. It iSnot as easy as one might think
to find agood representation for the amount of pressure a municipality is subjected to. It depends on
the amount of fat in the budgets, as perceived by the municipality.

V19: Rt, level of the municipal tax rate 1995. Unit: Percentage points. ES +.

V20: Ret, changein municipal tax level, 1990-95. Unit: Percentage points. Es +.

V21: Rmo, monetary assets per capita. Unit: 1'000 kr. Es -.

V22: Remo, changein municipal per capita cash-holdings, 1990-95. Unit: 1'000 kr. Es -.

V23: Rpop, relative net change in population size, 1990-95. Unit: Percentage points. Es +.
The Rpop-variable measures relative population increase. Large values of Rpop force municipalities
to invest. It hence increases expenditures (much) more than incomes in the short to medium term.

IV.  Regressions - univariate and multivariate

We want to estimate how the probability that a municipality increases its market orientation depends
upon our 23 variables- regressions arethus run using thel ogistic method.'” The question asked by each
regressionis: If variable X goes up by one step, what happens to the probability that the MO-variable
ishigh (above0.7). Table 2 systematically explore each of the 23 variables. That is, it lists the results
of running the 23 univariate regressions.

Thetableisconstructed following thelist of hypothesesand variablesabove. We have predicted
the signs for each variable and test if the variable obtains a significant coefficient with a sign in
accordance with the prediction. This requires one-sided tests. The program generates Wald-tests for
coefficient significance to either side: We give half the p-value of the Wald-test as our p-values.

The table should speak for itself, but three points emerge if we count the number of »right
signs« and significant coefficients (at the 5%-level):

1 Most coefficients estimated are insignificant.
1 But: The signis as expected for 19 of the 23 variables.
2. And: At the 5% significance level 7 of the 23 variables are accepted.

Thereis 50% chance of hitting the sign expected by chance, and a 5% chance of reaching a coefficient

17. We estimate the value of the following non-linear estimator: log[ Pr(MO=high)/(1-Pr(MO=high))]. It means that
the effect on the probability of being very market oriented differswith the value of the variable. Aninterpretation
of the effect, assumes an »average municipality«, where the variables have the value of their arithmetic average
inour survey. Thelogistic method is not optimal when the explaining variable is polytomous and non-numerical .
In these cases we have also run a probit regression, but the results did not change.
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that is above the 5%-level by chance, so the two counts are both very high. They would spesak of ahigh
level of compound significanceif all our serieswere independent.’® They are not, but it still show that
most of our models, must be part of the pattern in the data. We hence know that even when the pattern
is complex and weak, most of our theories contribute to the explanation.

Table 2. Univariate results. The effect on the M O-variable of each of the 23 variables

MO-variableis | Expected | Effect (in%)on | P-value Prediction
influenced by: | sign(Es) | MO-variable right wrong tie
H1 Modern vstraditional
V1 Mtb + +0.31 4.36 526 455 19
V2 Mpr - -0.66 1056 | 525 455 20
V3Mpub - -0.50 9.89 511 459 30
V4 Mtra + -0.16 wrong | 496 461 43
V5 Mpop + +6.97 171 558 428 1.3
V6 Murb + +0.12 2235 | 495 468 3.7
H2 Diffusion channels
V7 Dkm - -0.18 0.01 59.0 402 09
V8 Dnab + +0.31 0.12 560 385 54
H3 Inertia
VIllp - -0.42 42,04 | 370 369 261
V10 Ipp - -0.33 39.64 | 398 382 220
H4 Ideology
V11 Pm + +2.30 3293 | 249 228 524
V12 Ppm + +0.06 4849 | 303 271 426
V13 Pco + +6.92 1145 | 223 169 60.8
V14 Pmaj + +0.14 3289 | 472 449 79
V15 Prw + +0.17 1760 | 509 450 41
H5 Welfare codlition
V16 Wpub - -0.53 1278 | 508 457 35
V17 Wtra - -0.76 1.69 543 445 11
V18 Wal - -0.60 1.39 544 445 1.1
H6 Pressure

V19 Rt + -1.41 wrong | 482 462 5.6
V20 Rct + -6.05 wrong | 50.6 425 69
V21 Rmo - -1.65 1231 | 519 461 20
V22 Rcmo - +0.74 wrong | 494 463 43
V23 Rpop + +3.68 0.06 599 394 07

Note: Significant results at the 5%-level (in the one-sided test) in column three are bolded. Coefficients with
wrong signs have p-val ues above 50% - we herewrite »wrong«. The program usesthe term »concordant«

18. The probability that 19 (or more) out of n = 23 signs are right by chance is 0.13%. That is, if the data are
independent. If we take the tests to be somewhat dependent, the number n falls. Isthetrue n = 15, the probability
is1.39%. Isn = 10, the probability is 4.39%. The probability that 7 (or more) are significant at the 95% level by
chanceis 0,0010%, but due to dependencies both 7 and 23 should be reduced proportionally.
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for our »right« prediction and »discordant« for »wrong« prediction.
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1V.1  The univariate results: One variable at a time
The table contains 23 regressions divided into 6 blocks - each representing one of the hypotheses. Let
usfirst look at the historical/geographical explanations.

The first three blocks deal with the modernization complex:

HI. The change of MO is a modernization process. Most of the variablesfail to work, even when the
signsareright, but Mtb (tax base) and M pop (popul ation size) become significant. Mpub (share
in the public sector) turns significant in another model, see Table 3.

H2. The change of MO occurs through a diffusion process. Here the results are stronger. Both Dkm
(distance to mgjor city) and Dnab (MO in neighbouring municipalities) are significant.

H3. The change of MO is delayed by inertia. Our variables both failed - there is no sign that further
work on refining the variables might produce a result.

The next two blocks of variables are the political ones:

HA4. The choice of MO is influenced by ideology. All five variables produce the right sign, but they fall
abysmally, when it comes to significance. This is a puzzling result - the issue of using the
market isas mentioned a»hot« onein national politics. Thereforewetried everything, we could
think of, to find the expected ideological effect, but in vain.

H5. A large »welfare coalition« may block the change of MO. Here al three variables have the sign
expected. Both Wtra and the aggregate Wal-variable become significant.

The last block looks at variables indicating that the municipalities are under economic pressure:
H6. Municipalities change MOs in reaction to economic pressure. All the variablesonce more havethe
signs expected; but only Rpop, showing the population change is significant.

The fact that only Rpop becomes significant isworth afew thoughts, especially asit isthe best
single variable of the 23 tried. The regression predicts the M O-outcome 20% better than one would by
the toss of a cain, ie, instead of a 50-50 prediction we get a 60-40 prediction. Thisis a nice impro-
vement from just one variable. The best combined models only obtain more than a couple of extra
points to both sides. The main reason why the Rpop-variable works so well is probably that it is an
early indicator of trouble. Population movements call for expensive adjustments. One possibility isto
savemoney by bringingintheforces of the market. Most of the other indicatorsavail able arefrom later
stages in the adjustment. Here things are aready planned and (largely) under control.

Finally, it should be explained how the coefficients should be interpreted quantitatively. The
variables are very different conceptually, but their scaling of the variables as given under the variable
definitions above: If Mpop (V5) isincreased by one unit (of In(pop)), the probability that the average
municipality shiftsfromalow MO to ahigh oneincreases by 6.97%. If Dkm (V7) increases by one unit
(1 km) the probability that the average municipality ishighly market oriented decreased by 0.18%- 100
kms thus give 18%. The effect of an increase of 1% in the Wal (the welfare coalition) corresponds to
3 kms extra distance from a mgjor city. It can be offset by an increase in the population of the
municipality by 0.5%.
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There are probably three explanations for general low level of explanatory power reached. (i)
The data are often weak. The data-bank of AKF containsabig effort to divide national datainto obser-
vations for each municipality; but the primary evidence on which the division is based is sometimes
scant and dubious. So, there is undoubtedly a great deal of noise in many of the series, including our
ownMO-variable. (ii) TheMO-process hasaconsiderabl e stochastic element - information often jumps
in mysterious ways, decision makers are more or less innovative and risk averse, etc. (iii) We have
surely overlooked some explanations.

1V.2  Some multivariate results
The explanations working are unfortunately related. Model 1in Table 3 showswhat happenswhen the
best variables from Table 2 are included together.

Table 3. Combining the explanations

Model 1 Model 2 Modd 3 Modd 4 Model 5

Effect P-val. | Effect P-va. | Effect P-va. | Effect P-val. | Effect P-val.
V3Mpub | -0.86 8.88 -1.09 0.86
V5Mpop | +5.05 10.75 +11.20 0.15 +7.5 1.34
V7 Dkm -0.09 5.34 -0.14 0.23
V8 Dnab +0.18 6.69 +0.26 0.60 +0.23 1.39
V18 Wal +0.08 43.17 -0.64 1.26
V23 Rpop | +2.22 477 | +2.47 1.87 | +3.19 0.28
Right 62.2 61.6 62.2 59.5 61.3
Wrong 37.3 37.8 37.32 39.7 38.2
Tie 0.5 0.6 0.6 0.9 0.5

Note: Defined as Table 2

Two points are obviouswhen Model 1 isconsidered: First, the explanatory power of the model isonly
marginally better than the last - and best - univariate model in Table 2. The percentage of right predic-
tionsonly increases from 59.9% to 62.2%. Second, thelevel of significance dropsrather sharply for all
coefficients, and only Rpop manages to remain (just) below the 5% significance level. Our seemingly
very different variables must hence contain strong multicollinearity. To reach the best model, wethus
have to exclude variables - in this process we must get the right prediction between 59.9% (for Rpop
alone) and 62.2% (for all 5 additional variables). It appears that various combinations of 2 and 3
variables reach that level - and are, thus very similar.

Notethat thewelfare coalition (Wal) and the pressure hypothesis (Rpop) cannot work together,
but substitute each other to alarge extent. Thisis a non-trivial result. Figure 4 shows the correlation
between the two variables. The figure shows a significant negative correlation indicating that munici-
palitieswith decreasing population size are characterized by astrong welfare coalition and that munici-
palities with a growing population have a weak welfare coalition. From Table 2 we know that in a
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decomposition of thewelfare coalition it isthe proportion of the voters having theirincomefrom public
transfers, V17, which works. Municipalitieswith decreasing population size are characterized by large
public transfer payments partly because of low employment rate and partly because of the demographic
composition of the popul ation. Our analysishence point to the difference between growing and stagnant
municipalities. In the growing ones employment is high - and Wal therefore low. These are the
municipalities to which young people move. The stagnant municipalities |oose people - especialy in
the active age groups. The difference is obviously dynamic.

Figure 4. Relationship between Wal (welfare coalition) and Rpop (change in population)
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Note:  Theregression gives an R-sguare value of 0.06 and a significance probability of 0.01 percent.

V.3 Copenhagen Metropolitan Area versus the Province

The Danish municipal structure was, as mentioned, re-made in 1970. The reform did not include the
metropolitan area. Because of the especialy strong lack of homogeneity in the municipal structurein
the metropolitan area, it should be expected, that it is more difficult to explain the degree of market
orientation in the metropolitan area than in the provincial Denmark.

Table 4 confirms this expectation. Only one of the variables, Wtra (fraction of population
receiving transfer payments) becomes significant in the capital area, and as a result Wal (welfare
coalition) becomes amost significant. In the provinces most of the pattern expected re-emerges, often
even more significantly than in the aggregate regressions.
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Table 4. The metropolitan area (M) versus the provincial country (P)

The MO-variable Effect (%) on P-value Prediction (in percent)
isinfluenced by: MO-variable right wrong tie
M P M P M P | M P | M P

H1 Modern vs traditional

V1Mtb +0.23 -029 | 27.36 wrong | 525 50.0 | 446 471 | 29 28
V2 Mpr +5.91 -0.09 |wrong 4454 | 582 435|405 428 | 13 137
V3 Mpub -0.60 -069 | 1958 738 | 565 510 | 407 468 | 28 22
V4 Mtra +1.88 +0.33 | 16,74 19.14 | 57.7 508 | 411 470 | 1.2 13
V5 Mpop -7.97 +7.87 |wrong 213 | 53.0 547 |448 441 | 21 12
V6 Murb -0.79 -0.05 |wrong wrong | 401 480 | 302 443|298 7.7
H2 Diffusion channels
V7 Dkm +0.04 -0.16 |wrong 019 | 468 586 430 406 | 102 08
V8 Dnab +0.02 +0.30 | 4703 061 | 377 562 | 403 388 | 220 50
H3 Inertia
VOllp +1.04 -1.78 [wrong 2328 | 419 371|278 352|202 277
V10 Ipp -1.35 -0.74 | 3296 2959 | 385 410 | 328 380 | 28.7 210
H4 |deology
V11 Pm +14.87 +1.03 | 1344 4266 | 319 240 | 185 230 | 496 529
V12 Ppm +6.75 +0.33 859 4261 | 414 337 (247 321|339 342
V13 Pco +17.40 +731 | 1028 1269 | 323 208 | 171 155 | 50.7 63.7
V14 Pmagj +0.71 +0.04 | 1823 4690 | 536 36.2 | 39.7 374 | 6.7 265
V15 Prw +0.57 +0.15 953 2248 | 583 50.1 (377 458 | 40 40

H5 Welfare coalition

V16 Wpub -0.73 -0.81 20.24 8.28 55.6 51.0 | 41.0 46.6 34 24
V17 Wtra -1.66 -0.04 314 4662 | 640 396 | 354 374 | 05 230
V18 Wal -0.83 -0.29 5.68 20.68 | 614 504 | 374 473 1.2 2.3
H6 Pressure
V19 Rt -5.71 +1.86 | wrong 2367 | 60.3 50.7 | 36.4 46.0 3.3 3.3
V20 Rct +1091 -11.06 | 11.73 wrong | 55.2 533 | 415 39.0 3.3 7.7
V21 Rmo +0.71 -1.92 |wrong 1115 | 47.1 520 | 47.2 46.3 57 1.6
V22 Rcmo -3.07 +2.23 17.55 5.53 56.1 546 | 419 441 2.0 13
V23 Rpop -0.62 +4.58 40.21 005 | 488 609 |456 385 5.6 0.6

Notes: SeeTable 2.

Two puzzling findings appear in the table. One is that our one and only significant »wrong sign«
appears - it isto Rct (change in municipal tax level). Thisis probably just afluke - when the number
of regressions presented are considered, there should be one wrong sign.

Thesecond isthat Wal (welfare coalition) works so much better in the aggregate than inthetwo
regions. To explain this finding, the reader should turn back to Figure 3 presenting the point scatter.
Almost half the variation in Wal disappears if one looks at the two regions separately. It is thus no
wonder that it fails to work in each region and becomes significant in the aggregate.

Finally, it should be noted that all theideol ogical variablesstill fail; but they all continueto have
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the right signs - this suggests that there might be something here; but the effect of ideology is at most
very wesk.

Table 5. Some specific general and neighbour effect

Area of specific market orientation Effect (%) on | P-value Prediction in percent
MO-variable | int-test right  wrong tie

Specific degree of market orientation explained by (same)
specific degree of market orientation in neighbour municipalities

Fire brigade +1.72 0.01 75.5 17.3 7.1
Library book acquisition -0.31 wrong 49.6 40.4 10.0
Library book binding -0.10 wrong 454 433 11.3
Purchases of »normal« goods +0.04 36.55 45.8 42.7 115
Ordinary household refuse collection +0.40 0.05 54.1 16.9 29.0
Specia household refuse collection +0.25 11.35 49.9 38.9 11.2
Collection of garden garb. from househ. +0.43 2.28 52.3 37.0 10.7
School sweeping/cleaning +0.65 0.11 54.9 324 12.7
Transp. for the elderly and handicapped +0.15 15.63 42.4 37.0 20.6
Ambulance service -0.25 wrong 445 26.5 29.1
Transport of school children +0.50 0.14 55.0 25.9 19.2
Transport of goods +0.07 28.59 46.6 44.4 8.9

Specific degree of market orientation explained by
genera degree of market orientation in neighbour municipalities

Fire brigade +0.44 0.01 59.8 35.0 51
Library book acquisition -0.04 wrong 47.2 45.7 7.1
Library book binding +0.25 314 54.6 39.9 55
Purchases of »normal« goods +0.08 22.06 50.5 43.8 5.7
Ordinary household refuse collection +0.12 340 60.0 35.0 4.9
Special household refuse collection +0.07 30.88 48.9 45.2 5.9
Collection of garden garb. from househ. +0.19 10.73 52.1 42.3 5.6
School sweeping/cleaning -0.05 wrong 47.6 45.8 6.6
Transp. for the elderly and handicapped +0.11 14.75 51.1 425 6.3
Ambulance service -0.10 wrong 52.1 124 55
Transport of school children +0.19 291 56.4 38.9 4.7
Transport of goods +0.06 34.55 46.7 47.3 6.1

Notes: See Table 2.

1V.4  Disaggregation to the individual tasks

Our MO-variable is an aggregate. We have also run the analysis for al the individual tasks. This has
produced many results. Fortunately, most are as expected, and there is no reason to burden the paper
with too much detail - so we shall bring only Table 5.2 The main results are;

19. A version of this paper with more detail will be available (in Danish).
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1.  Thetaskswhich are explained the best are: (1) Fire brigade, (5) household garbage collection
and (11) transport of school children. Wefail to explain (2) library book acquisition, (4) purcha-
ses of normal goods and the other transport tasks. The remaining tasks gave mixed results.

2. Especially the neighbour-municipality effect of diffusion presents an interesting pattern.

The two sections of the table compare the diffusion of an effect as explained by (a) the specific
neighbour effect as given by the average market orientation in that task in the neighbouring munici-
paities and (b) ageneral neighbour effect - as given by the average MO-variable in the neighbouring
municipalities. It appears that the specific effect in the top half of the tableis stronger than the general
effect estimated in the bottom half of the table: The results are more significant in all but 3 of the 12
cases in the top section of the table, the number of coefficients passing the 5%-level are therefore
higher aswell.

Thisresult suggeststhat concrete practical mattersdeterminethe use of the market. If the neigh-
bours have done so in aparticular field with success, then one may try aswell. The general - and hence
necessarily more ideological - experiences of the neighbouring municipalities count less. Thisiswell
in line with the general thrush of our results.

V. Conclusion: Understanding a complex pattern

The first point to note is the large cross-country variation in the MO (market orientation) of the
municipalities. The pattern proves quite complex, but we have managed to explain someof thevariation
by a set of explanations, none of which dominates.

However, within the Copenhagen metropolitan areanone of these explanations seemsto work.
There is little relation between the extent to which the market is used and local conditions in the
municipalities. One reason might be history, asthe metropolitan areawas not included in the big muni-
cipa reform of 1970, as discussed. Also, there is an unusually strong interaction across municipal
bordersin the metropolitan area. It isworth mentioning that the municipal structureinthe metropolitan
areais under debate.

We have found that three types of theories help us understand the cross-country pattern in our
MO-variable: (1) Market orientation is a modernization and hence subject to a diffusion process. (2)
The diffusion might be blocked by a »welfare coalition, if alarge fraction of the population in the
municipality receive their income from the public. (3) The diffusion might be speeded up if the
municipality isunder economic pressures. Finally, we havefound that political ideologiesdo not matter
significantly.

V.1  Market orientation is modernization and ideologies are irrelevant

The best variable characterizing the MO-behaviour of the municipalities proved to be the population
size, while the variables describing the production structure worked less well. A working market for
a service probably needs a community of a certain size. The MO will rise later in small and thinly
populated municipalities.
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Both variables describing the process of diffusion - the distance to a magjor town and the MO
of the neighbouring municipalities - become very significant; but crowd each other out when they are
used together. It isnot surprising that neither variable worksin the highly integrated metropolitan area.
It isinteresting to note that diffusion works better for the individual task than in the aggregate. That is,
MO in school cleaning spreads from one municipality to the next, but not from general market
orientation in onemunicipality to school cleaninginthenext. Thediffusionisconcrete, notideological.

Our last hypothesis - dealing with modernization and diffusion - wasthe inertia of personsand
parties. Did it slow down the processif the same lord mayor or the same party continued ruling? We
were somewhat puzzled that the effects of inertia proved very weak and insignificant. One reason may
be that inertia was dominated by economic pressures.

The political parties have expressed strong preferences regarding market orientation at the
nationa level, so we are studying a »hot« political issue. However, ideological factors rarely obtain
significance in amodel explaining municipal behaviour in Denmark.?® We spent considerable efforts
trying to find the ideological variable in our MO-variable; but nevertheless, nothing we tried worked -
aresult well in line with the strongly pragmatic tradition in Danish local-government for solving local
problems locally.

V.2 The »welfare coalition« and economic pressures
The two last ideas are factors slowing down or speeding up the process of increasing the MO.

The welfare coalition hypothesis |ooks at the share of the municipal population receiving the
major part of their income from public sources. About 25% of the Danish voters are employed in the
public sector and 14% are old age pensioners, where most receive tax-financed public pensions. 25%
are unemployed at some time during the year, and finally 10-12% rely on various other social
payments. There are some doble counting - but the aggregate number is still well above 60% at any
given moment. Thus the median voter is well within this group in nearly al municipalities. It is
characteristic for the Danish transfer paymentsthat they are directly tax-financed - no pretenseis made
that pension or insurance funds are involved.

Our idea? isthat this»publicly paid« group constitutesapotential »welfare coalition« blocking
the entry of market forces, which is seen asathreat to »their system«. Thelarger thisgroupisrelatively,
the easier it must be to form a blocking coalition. Note that this is a political mechanism, but not a
ideological one. This effect is clearly significant; but not so large that any increase in the market
orientation isimpossible. However, an offsetting mechanism is clearly called for.

Our offsetting hypothesis takes off from casual observations at the macro-level. We have seen
several cases within the last 2-3 decades where major macro-economic crises have had strong effects
onthestructure of the otherwise very stable Scandinavian welfare states (Denmark in 1982 and Sweden
and Finland in 1991). It thus appears that economic pressures can play an important role as a catalyst
for change (cf, Olson, 1982).

20. See Mouritzen (1991; Chpt 10), for a survey of resultsin the field including afew significant ones.
21. Developed in Christoffersen (1997).
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We have therefore found a set of variablesindicating if the municipalities are under economic
pressure. It turns out that the strongest single explanatory variable is the most direct measure we have
found for the underlying real pressure on the municipal budget. Economic pressures even turn out to
dominate a strong welfare coalition and force municipalities to try the market as a cost cutting device.



Christoffersen & Paldam 21 Markets and Municipalities

References:
A more detailed and less technical version - in Danish - will appear from the AKF.
Christoffersen, H., 1997. Kommunestyretsrolle. Pt. internal discussion paper.

Borcherding, T.E., Pommerehne, W.W., & Schneider, F., 1982 Comparing the Efficiency of Private and Public Production:
The Evidence from Five Countries. Zeitschrift fiir Nationalokonomie 89 (suppl. 2): 127-156.

Jensen, B.A., & Rasmussen, P., 1997. Rengoring pd danske sygehuse - organisationsformer og omkostninger. AKF
rapport, marts.

Justitsministeriet, 1985. Beretning om undersogelse af visse forhold vedrorende post- og telegrafveesenet. (2 vols, 959 p).
White paper from the Ministry of Justice: Copenhagen.

Mouritzen, P.E., 1991. Den politiske cyklus: en undersogelse af veelgere, politikere og bureaukrater i kommunalpolitik
under stigende ressourceknaphed. Politica: Aarhus.

Nannhestad P. & Paldam, M., 1997a. From the Pocketbook of the Welfare Man. A Pooled Cross-Section Study of Economic
Voting in Denmark, 1986-92. British Journal of Political Science 27 (1): 119-136.

Nannestad P. & Paldam, M., 1997b. The Grievance Asymmetry Revisited. A micro study of economic voting in Denmark,
1986-92. European Journal of Political Economy 13 (1): 81-99.

Nannestad, P., 1989. Reactive Voting in Danish General Elections 1971-1979. Aarhus University Press: Aarhus.

Olson M., 1982. The Rise and Decline of Nations. Economic Growth, Stagflation, and Social Rigidities. Y ale UP.. New
Haven & London.



Working Paper

1997-13

1997-14

1997-15

1997-16

1997-17

1997-18

1997-19

1997-20

1997-21

1997-22

1997-23

1997-24

1998-1

1998-2

1998-3

Martin Paldam: The Micro Efficiency of Danish Development Aid.

Viggo Hest: Better Confidence Intervals for the Population Mean by
Using Trimmed Means and the Iterated Bootstrap?

Gunnar Thorlund Jepsen and Peter Skott: On the Effects of Drug
Policy.

Peter Skott: Growth and Stagnation in a Two-Sector Model: Kaldor’s
Mattioli Lectures.

N.E. Savin and Allan H. Wirtz: The Effect of Nuisance Parameters
on Size and Power; LM Testsin Logit Models.

Tom Engsted and Niels Haldrup: Multicointegration in Stock-Flow
Models.

Torben M. Andersen: Persistency in Sticky Price Models.

Toke Skovsgaard Aidt: On the Political Economy of Green Tax
Reforms.

Toke Skovsgaard Aidt: Strategic Entry, Rent-Seeking and Transfers.

Bo Sandemann Rasmussen: Non-Equivalence of Employment and
Payroll Taxes in Imperfectly Competitive Labour Markets.

Peter Skott and Rgjiv Sethi: Uneven Development and the Dynamics
of Distortion.

Ebbe Y ndgaard: The Hobson-Marshall Controversy on the Marginal
Product of Labour.

Philipp J.H. Schroder: How Stakes in Restructuring put Restructuring
at Stake.

Philipp J.H. Schroéder: The Fiscal Constraint to Restructuring of Firms
in Transition Economies.

Henrik Christoffersen and Martin Paldam: Markets and Municipali-
ties. A Study of the Behaviour of the Danish Municipalities.



