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Combining both the differenced model approach with the counterfactual grant 

revenue as a control from the HTRC program performs better than the previous 

differenced model approaches that used the tax price.  These results are displayed in 

Column 1 of Table 2.9.  While the tax share variable still fails to reach statistical 

significance, the grant revenue term, income per capita and population density are all 

statistically significant in this model.  The value of the grant revenue estimate is 0.079, 

indicating that a one percent increase in grant revenue over time is associated with a 

0.079 percent increase in combined revenues.   

For the final approach to measuring the effect of the HTRC program on combined 

property tax and grant revenues I employ an alternate measure of the exemption‘s effect 

on the county tax base.  Rather than looking at the effect of the grant on the median 

voter‘s tax price, I measure the proportion of the entire county tax base that becomes 

exempt from the property tax.  I still use the ratio of the median value home to the county 

tax base to capture the median voter‘s share of spending. Column 1 of Table 2.10 

contains the results of this modeling approach.  I have already adjusted the coefficients to 

reflect that the dependent variable is log-transformed while the key explanatory variable 

is a raw percent.  The estimate can be interpreted to indicate that a one percent reduction 

in the post-exemption share of the tax base due to the HTRC would be associated with a 

0.01 percent increase in combined revenues.   

Approach II: Difference in Log of Property Tax Rate 

The results from the second set of equations, which use the first difference in the 

log of the property tax millage rate as the dependent variable, are displayed in Table 2.11.  

I include fixed effects in the equations, despite taking the first differences of the 
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variables, to control for factors that do not change over time that might have a consistent 

effect on how much millage rates change from year to year.  These factors would be 

county characteristics that influence the responsiveness of local government to changing 

economic conditions.  One example may be variation in property tax assessment practices 

based on the technical capacity of the local government.   

The equations in Table 2.11 are ordered by their controls for the tax share.  

Column 1 displays a naïve model that includes the change in the log general tax share 

    
  and does not measure the effect of the replacement grant.  Column 2 uses the change 

in the log of the post-exemption tax price     
    as the primary explanatory variable, 

while Column 7 includes both     
  and the differenced percent change in the tax share 

due to the homestead exemption       , and Column 8 adds a square term of        to 

the structure of Column 7. 

The most striking aspect of this set of estimates is that the sign on the pre-

exemption tax share variables shown in Columns 1,3 and 4 are all positive.  This is the 

opposite of the expected sign for a tax price.  A positive elasticity estimate indicates that, 

holding all other factors constant, growth in the tax share is associated with increasing 

millage rates.  It would be expected, instead, that as the tax price increases the median 

voter would prefer lower taxes and a lower level of public services.  One likely cause for 

this result is the relationship between the explanatory variables.  Median home value 

enters into these equations in three places: through the numerator of the general tax share, 

the denominator of the percent reduction in tax share due to the homestead exemption, 

and as a scale variable on its own.  A marginal increase in the general tax share while 

holding the median home value constant would require a reduction in the gross tax base.  
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The positive sign on the general tax share variables may therefore be due to smaller-tax-

base counties relying more heavily on the property tax.  The significant and negative sign 

on the change in the median home value variables appears to support this interaction 

between the elements of the estimated model. 

In contrast, the estimates of the homestead exemption‘s effect on the millage rate 

are consistent with the theoretical predictions of the model.  From Column 4 of Table 

2.11, a one percent reduction in       is associated with a 0.36 percent increase in the 

millage rate.  The statistically significant relationship between changes in the tax rate and 

      suggests that local officials raised the property tax rates in order to shift some of 

the tax relief grant to increase local expenditures.   This result adds to the findings from 

the first empirical approach because it emphasizes the responses of individual counties to 

changes in the tax price over time.        

Post-Estimation 

Both empirical approaches rejected the null hypothesis that the exemption would 

be ‗revenue neutral‘ and simply provide tax relief without any impact on revenues or on 

the millage rate.  At least a portion of the replacement grant appears to have been 

diverted to increasing local revenue per capita.  A more concrete measure of how much 

of the grant was dedicated to this purpose may be obtained by applying the coefficient 

estimates towards post-estimation.  I first calculate the predicted value of the aggregate 

property and replacement grant revenue, per capita for the 2007 year.  I then compute a 

second set of predicted values generated using the same coefficients, except that I replace 

the estimate of the homestead exemption‘s effect on the tax price with the null hypothesis 

value of 0.  This quantity represents the predicted sum of property tax and replacement 
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grant revenue if there had been no substitution effect associated with the state-funded 

exemption.  After computing both sets of predicted values
21

 for the log of aggregate 

property tax and replacement grant revenue per capita, I reverse transform the values to 

real dollar amounts by exponentiation and multiplying by county population.  I perform 

this procedure using the coefficients from Column 6 of Table 5.   

 

Table 2.12  Post-Estimation For 2007 Data Using Column 6 Estimates from Table 

2.5 

Aggregate Predicted Revenue $1,416,445,442 

Null Hypothesis Predicted Revenue 1,367,984,384 

Difference 48,461,058 

Total HTRC Payments To Counties - 2007 $133,331,498 

Percent  36.35% 

Data from 149 Counties was used for this 

Procedure   

 

 

After generating the predicted values and reverse transforming them, I aggregated 

the values across all counties.  The results of this post-estimation procedure are displayed 

in Table 2.12.  149 counties had complete data for the 2007 year.  Total HTRC payments 

to all 159 county governments in that year amounted to $137.6 million; the 149 counties 

present for the post-estimation received $133.3 million of that total.  The sum across 

counties of the reverse-transformed predicted value of property and replacement grant 

revenues is $1,416,445,442, while the predicted value generated with the null-hypothesis 

value for the homestead exemption‘s effect is $1,367,984,384, a difference of $48.5 

million.  These results suggest that the substitution effected associated with the HTRC 

                                                 

 

 
21

 I corrected for the distribution of the error term when I generated the predicted values. 
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program raised aggregate revenues from the property tax and the replacement grant by 

nearly $48.5 million and that approximately 36.3% of the replacement grant revenue is 

shifted from reducing the tax burden to funding additional county expenditures.  I 

performed this analysis using the results from Column 4 of Table 5 and obtained similar 

results.  Extrapolating these findings to the HTRC grants provided to the other forms of 

local government in Georgia would suggest that, in 2007, approximately $156.8 million 

of state funds intended for tax relief were redirected to increase local spending. 

Fiscal Illusion 

The key issue in estimating the impact of fiscal illusion on the local response to 

the exemption is determining how much of the shift was due to the median voter‘s 

informed price response and how much can be attributed to local officials capturing the 

unobserved portion of the grant.  I argued above that if the price response to changes in 

tax share caused by the exemption is greater than the price response to changes due to 

other factors, then there is evidence of fiscal illusion.  This is because local officials 

would be expected to engage in budget maximizing behavior and spend the entire 

unobserved portion of the grant that they have captured.  Alternatively, the median voter 

would support higher spending in accordance with the price elasticity of demand for 

public goods.  There is no room in the model for a public official that chooses to raise 

revenues net of an unobserved grant at the same ratio as the median voter would have 

chosen were she aware of the funds.  This is because the key assumption of the model is 

that the public official seeks to maximize their budget.  Empirically, however, this latter 

scenario cannot be distinguished from an outcome driven by a fully informed median 

voter.   
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The point estimates of the coefficients on Columns 3 and 6 of Table 2.5 for the 

HTRC‘s effect on tax price are smaller than the coefficients on the general tax share and 

it therefore does not appear that Georgia county governments are raising revenues at a 

greater rate than could be explained by the informed median voter price effect.  If the 

coefficients on the exemption‘s price effect had been larger than the general share‘s 

effect, then an estimate of the magnitude of fiscal illusion could have been generated by 

performing a post-estimation procedure similar to the one implemented above.   This 

would be performed by generating predicted values where the general tax share‘s 

estimated coefficient is applied to the exemption‘s effect on the tax share.  This predicted 

value could then be compared to the predicted values from the actual coefficients to 

obtain a ratio that represents the share of the substitution effect that exceeds the median 

voter‘s price response.  The empirical findings from this analysis, however, find no 

evidence that fiscal illusion is a significant determinant of the substitution effect created 

by the HTRC program.   

Conclusions 

This study evaluated the effectiveness of state-funded homestead exemptions in 

providing property tax relief.  In Georgia, a state-funded exemption increased revenues 

by more than a third of the amount of the state transfer.  The goal of the program was to 

shift part of the cost of funding local services to the state.  The increase in net property 

tax revenue is an unintended consequence of the program .  Judging this policy by the 

criteria of providing property tax relief, the increase in net revenue represents a failure of 

the policy to achieve its intended goal and a misallocation of funds.   
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Other states such as New York and California may also need to consider whether 

their own state-funded homestead exemptions are similarly failing to achieve their 

intended purpose of reducing the property tax burden.  Given the level of state funds 

allocated to this type of program, these programs should be prime targets for policy 

reform that would replace state-funded exemptions with more effective types of tax 

relief.  Georgia has already eliminated funding for the HTRC, though there is some talk 

of restoring it when the state budget situation improves.  Instead of returning to this 

ineffective policy, it may be more effective to select an alternative form of providing 

local tax relief.   

The portion of the substitution effect that originates from the median voter‘s 

informed preference for a higher level of services due to the lower tax price may be a 

rational choice that improves taxpayers‘ welfare.  From the standpoint of policy analysis, 

however, this argument may be insufficient to support the use of a state-funded 

homestead exemption.  Facilitating additional local spending is a separate state policy 

objective that could be pursued through other means that more effectively align with state 

policy-makers‘ objectives.  Rather than funding general local spending, state-officials are 

likely to prefer specific local programs that provide benefits either regionally or at the 

state level.  These services can be more effectively target through restricted matching 

grants that align with state-level budgetary preferences.     

Within a context of limited state resources, expensive state programs that fail to 

achieve their intended effect should be targets for reassessment and possible elimination.  

This paper has provided some evidence that a significant share of revenue dedicated to 

tax relief instead acts as a matching grant to local governments.  Although the political 
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objective may be to simply demonstrate that state officials are doing something to 

appease voters on the issue of excessive property tax burden, there are many other means 

of providing tax relief that have greater potential for actually producing the intended 

results.   

Circuit breakers may be more effective in ensuring that the burden of the tax does 

not exceed a specific threshold for individual homeowners.  Exemptions provide no such 

qualification.  It is also possible better target the aid to lower and moderate income 

homeowners so that wealthier homeowners that are relatively in less need of state 

assistance are not swept into the group of recipients.  This would lower the cost of 

providing tax relief.  Another benefit of providing tax relief through a circuit breaker is 

that by administering the tax relief through the state income tax system local government 

is circumvented and the potential for a flypaper effect is eliminated.   By removing a 

middle agent between the originators of the policy and its intended beneficiaries the 

policy may become more visible to taxpayers.  As opposed to the conventional norm in 

tax policymaking, increasing the visibility of this type of program may actually align with 

policy-makers interests.   

 

 



 81 

CHAPTER III  

MIND THE GAP: A MODEL OF PROPERTY TAX 

DETERMINATION 

 

   

Introduction 

 One of the challenges in developing a theoretical understanding of 

volatility for the property tax is incorporating the degree of control that local officials 

have to change the rate or the base for the tax on an annual basis.  There is a fundamental 

difference in the role the property tax plays in the fiscal structure of local governments 

able to control the size of their annual levy versus those governments that are subject to 

binding tax limitations
22

.  In the first case the property tax can serve as the marginal 

dollar of revenue that the locality raises and it is possible to offset cyclical reductions in 

other revenue sources with compensating changes to the levy.  Where tax limitations are 

present the property tax is more likely to serve as an initial foundation for the annual 

budget.   In that case the levy is often set to the maximum allowed each year and other 

sources such as sales receipts or revenue from fees and charges will serve as the marginal 

tax dollar.  There are, therefore, depending on the institutional framework of the state, at 

least two different behavioral patterns that describe how local officials determine the size 

of the property tax levy.    

                                                 

 

 
22

 Joyce and Mullins (1991) define binding tax limitations as those that either limit the growth of the actual 

levy or limit both the rate and the assessed value.  All other forms of tax limitation can be circumvented. 
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In this essay I analyze how the property tax is used by local governments in an 

environment without binding tax limitations.  If local officials are able to use the millage 

rate and assessment practices to achieve a desired property levy, what set of rules or 

behavioral patterns would they follow as they use this power?  One model of property tax 

rate determination is the ‗residual rule‘.  Under this approach the property tax levy fills 

the gap between budgeted expenditures for the year and projected receipts from all other 

available revenue sources.  Local officials set the property tax millage rate so that the tax 

yields just enough revenue to balance the budget.  An implication of adhering to this rule 

is that in the event that other local revenues fall due to a recession the property tax rate 

will need to be raised in order to replace the lost receipts.  This behavior allows the local 

government to stabilize its overall revenues by increasing the short-term volatility of the 

property tax.  The pursuit of stability for the local government comes at the cost of 

homeowners' ability to predict their annual property tax bills.  

In contrast to the ‗residual rule‘ model, an alternative model of property tax 

growth predicts that receipts will grow in proportion to the property tax base.  This model 

predicts less volatility in the yield of the property tax and no role for the property tax in 

counter-balancing cyclical volatility in the other local revenue sources.   

The research objective of this paper is to compare these two models empirically in 

order to determine which model more accurately describes the pattern of changes to the 

millage rate and variation in the overall property tax levy.  The policy implications for 

following the ‗residual rule‘ approach are significant because it would demonstrate a 

tradeoff between overall stability in the tax structure and the predictability of the property 

tax.  Stability is a concern for ensuring the adequacy of local fiscal policy across 



 83 

economic cycles, while predictability is a concern for taxpayers who want to know their 

future tax liability and for policymakers interested in the political viability of their tax 

regime. The danger of following the ‗residual rule‘ is that local officials that use the 

property tax to smooth their budget may surprise taxpayers with unexpected changes to 

the levy and incur political costs that threaten the sustainability of financing services 

through the property tax. 

In this essay I focus on the volatility of the level of revenues derived from the 

property tax as opposed to changes in the tax base.  This differs from the traditional focus 

of research into local public finance, but it is appropriate for two reasons.  First, revenue 

volatility is a relevant policy issue inasmuch as it becomes a source of fiscal stress during 

recessions.  Local control over the millage rate provides governments with a means to 

compensate for cyclical drops in other revenue sources with more income elastic tax 

bases.  Long-term average universal assessment practices also contribute to stabilizing 

local budgets by shielding the property tax base from short-term volatility in market 

property values.  Because the tax is only applied to the assessed value of property, the 

impact of immediate spikes or drops in market values have only a muted impact on the 

recognized tax base.  If local officials are truly free to set any millage rate in order to 

meet their budget balancing rule, then the primary consequence of a change in the base 

would be a compensating change in the nominal millage rate, not a change in the level of 

revenue.   

A second reason to focus on the actual revenues and not the base is the issue of 

tax predictability.  Predictability refers to taxpayers‘ perception of how much the 

property tax levy changes from year to year and is a central factor in political opposition 
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to the property tax.  In Nordlinger vs. Hahn  (1992), the Supreme Court case upheld 

California‘s property tax because provides homeowners with greater predictability in 

regards to their future property tax liability.  A focus on the base would ignore the 

changes to the millage rate and the levy that a budget-balancing role for the property tax 

mandates.  This omission consequently misses an important aspect of the tax that impacts 

its long-term political feasibility.  

The primary contribution of this paper is to deepen our understanding of the role 

of the property tax in local tax structures during times of economic volatility.  The 

underlying questions asked are how do local policymakers use the property tax to 

promote an adequate and stable fiscal structure and what are the implications of this 

approach?  The framework outlined in this paper describes an interconnected revenue 

system in which the relative responsiveness of public expenditures and non-property tax 

revenues to changes in personal income, along with the share of revenue provided by 

property taxes, will determine the size of the shift in property levies local tax officials 

will have to impose in order to comply with their budget balancing rule.  This model 

predicts the size and the direction of the changes to the property tax levy local officials 

will make in order to offset shocks to their other revenue sources and stabilize the overall 

revenue stream.   

I test this budget balancing model against an alternative model that assumes that 

the property levy is independent of other revenue sources and is instead determined by 

growth in the tax base.  Policy makers following this alternative model do not use the 

property levy to stabilize their overall revenues in response to short-term economic 

shocks.  I estimate both models using data from Georgia school districts and then 
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generate predicted property tax levies to determine which model is able to generate more 

accurate revenue projections.  I find that the budget-balancing model is better able to 

predict property tax revenues for the districts that have higher incomes per capita and 

higher populations as well as those districts that rely on the property tax for a larger share 

of their revenues.   

The findings of this paper will be of interest to local tax officials because it 

reveals the interrelationship and possibly a tradeoff between the pursuit of stability for 

the overall revenue structure and the predictability of the property tax levy.  For a local 

government considering rebalancing its revenue portfolio (e.g. replacing some property 

tax revenue with a sales tax) in order to pursue increased stability, this framework 

provides insight into how this change will affect the future predictability of the property 

tax.  Voters considering such a change to the tax structure could use this information to 

be better informed about the implications of the policy change on future swings in their 

levies.  This additional information can improve local tax design in order to better pursue 

the goals of revenue adequacy and political sustainability. 

Section II of this paper reviews the literature on property tax stability.  Section III 

develops a model of the budget-balancing role of the property tax.  Section IV provides a 

preliminary analysis of the pattern of property tax rate changes among counties and 

school districts in the state of Georgia.   Section V describes the empirical approach taken 

to estimate the parameters of the framework and to test for an impact of revenue 

diversification on property tax predictability.  Section VI introduces the data used in the 

analysis.  The results of this estimation are then presented in Section VII and the post-
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estimation forecasts are discussed in Section VIII.  The paper then concludes with a 

discussion of future directions for this line of research.     

 

Property Tax Stability  

 

Several studies of the stability of state and local revenues have addressed the 

property tax.  The seminal paper in the stability literature is Groves and Kahn (1952), in 

which the authors obtain some of the first estimates of the long-run relationship between 

state revenues and personal income.  The authors estimate income elasticities for various 

sources of state revenue including two that are property tax related.  Using Wisconsin 

data, Groves and Kahn estimate the income elasticity of the general property tax base, as 

well as the income elasticity of actual receipts from the property tax on utilities.  The 

authors report an income elasticity of .22 for the assessed values of general property and 

.08 for utility property tax receipts.  The authors ascribe these extremely low values to 

two factors.  First, they argue that changes in the value of the property tax base are due to 

other causes such as population growth.  Second, they argue that the effect of income on 

property values will be lagged due to either deficient assessment methods or to legal 

requirements that property be assessed ―at the full value which could ordinarily be 

obtained therefor at private sale.‖
 23

  Adherence to such laws may lead assessors to 

normalize their valuations of property and reduce the impact of market volatility on the 

property tax base.  Their results, however, were obtained using a simple log-transformed 

                                                 

 

 
23

 Wisconsin Statues 70.31 (1). Online: https://docs.legis.wisconsin.gov/statutes/statutes/70/32 
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bi-variate regression model and no statistics on the statistical significance of these 

estimates were reported.   

Another early study of the stability of the property tax is found in Wilford (1965).  

The author uses a regression model similar to Groves and Kahn‘s to estimate revenue-

income elasticities, but employs a multivariate equation that controls for personal income 

and the tax rate, rather than Groves and Kahn‘s bi-variate approach that regressed 

revenues on income alone.  Wilford obtains a revenue-income elasticity of 1.01 for state 

property tax revenue in Texas over a period from 1947 to 1960.  He also estimates 

revenue elasticities with respect to per capita income.  He finds that these elasticity 

estimates for all the revenue sources examined are generally higher than those for 

revenue alone.  The property tax revenue elasticity estimate increases to 1.61 when 

measured using income per capita.  Wilford interprets this to indicate that ―during short-

run periods when population is relatively stable and per capita income fluctuates, the tax 

structure of Texas is much less stable than one would conclude by using traditional 

methods of determining stability.‖ (p. 312)   Comparing Wilford‘s results with those of 

Groves and Kahn shows conflicting results on the stability of the state property tax 

relative to personal income.  Both studies were limited by the econometric techniques 

available at the time, however, and neither set of results can really satisfy our current 

questions regarding the characteristics of property taxes. 

Following Groves and Kahn and Wilford, there have been many advances in the 

study of stability that focused on other revenue sources.  Among these are as the 

development of separate measures for short and long run income-revenue elasticities 

(Williams et al. 1973; Dye and McGuire 1991), the refinement of elasticity estimation to 



 92 

Figure 3.1 The Residual Rule 

Budget Gap   Property Tax Levy 

              

Budgeted 

Expenditures 
- 

Expected 

Receipts From 

Other Sources 
= 

Assessed Property 

Value 
* 

Millage 

Rate 

 

The first element of Figure 3.1 is budgeted expenditures. I assume that the 

budgeted level of expenditures selected by public officials is derived from an expression 

of the demand for local government expenditures.  The demand for local public spending 

has been analyzed in the public finance literature, most notably by Borcherding and 

Deacon (1972).  Personal income was one of the determinants of demand they examined 

and the authors reported income-elasticities for local public spending within the range of 

0.2 and 1.0.  These estimates indicate that local expenditures are a normal good and that 

higher incomes will result in higher per-capita public spending.   

The second factor in determining the budgeted property tax levy, the expected 

revenues from all other sources, is also influenced by changes in real income.  Local 

governments with their own income and sales taxes are exposed to the revenue-income 

elasticities for those sources.  Intergovernmental transfers that are based on a shared and 

fixed proportion of tax receipts will also vary according to these elasticities over both the 

long and short run.  Transfers that are determined as a local aid line item in state budgets 

may be even more volatile than the overall state tax structure if local aid becomes less of 

a state spending priority during periods of fiscal stress.  

The difference between budgeted expenditures and expected receipts from non-

property tax revenue sources is the budgetary gap that the property tax levy will need to 

fill in order for the jurisdiction to balance its budget.  The relative short-run income 
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elasticities of expenditures and non-property revenue will determine how the size of the 

gap changes in response to a shock to personal income.  If a recession causes income to 

drop and non-property revenues fall faster than the budgeted level of public spending 

then the gap will widen and the property tax levy will need to be increases in order to 

provide the necessary funding.   

The right-hand side of Figure 1 displays the two determinants of the property 

levy: the assessed property value and the property tax rate.  Local officials can change 

either of these two elements in order to alter the levy in response to an income shock.  

Reassessing the base is an unlikely approach to respond to a short-run drop in revenue, 

however, because the technical constraints of reassessing property values will take too 

long to address the immediate and temporary shock to non-property tax revenues.  

Another way to change the property assessment would be to alter the assessment ratio, if 

the jurisdiction is legally allowed to do so under state law.  An assessment ratio sets the 

taxable value of a given property at a certain percentage of the market value.  Changing 

the ratio would be an extreme measure that would likely require a local referendum and 

would likely take too long to be a suitable policy option for responding to short-run 

shocks.  Since the focus of the budget balancing model is on the short-run revenue 

elasticity I assume for the sake of simplicity that income-driven adjustments to the tax 

base occur beyond the time-horizon of the analysis. 

Under the residual rule of property tax determination, the budgeted levy is the 

difference between budgeted expenditures       and non-property tax revenue     .  

This is depicted in Equation (3.1) as a balanced budget identity.  The underlying 

assumption of this model is that, in a given time period, both     and     are assumed to 
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be functions of income      and they are independent of the property tax levy      .  

After local officials have chosen their level of expenditures and have finalized their 

projections of    , a millage rate is chosen that determines what the level of property 

taxation will be.  The short-run stability of the property tax will depend upon the relative 

magnitudes of the short-run income elasticities of    and    and the resulting variation 

in the budget gap.   

                   (3.1) 

Where: 

    is the Property Tax Levy in period t 

    is Budgeted Expenditures in period t 

    is Non-Property Tax Revenue in period t   

In contrast to the budget balancing rule of property tax determination, the 

alternative model that I use for comparison assumes that revenues from all sources are 

determined first and then expenditures are set given the available funds.  The only cause 

for changing the property tax rate would be to compensate for a low long-run revenue-

income elasticity of the base in order to maintain a near constant proportion of overall 

revenues generated by the property tax.  Local officials would not, however, adjust the 

rate in response to short-term shocks to revenues.  Instead they would keep the rate 

constant and the short-run stability of the property tax will reflect the short-run income-

elasticity of the property tax base.   

Because the budgeted levy is the difference between budgeted expenditures and 

expected receipts from other sources, the impact of growth in income on the size of the 

levy will depend on the income elasticity of demand for public expenditures (εBE,I) and 

the income-yield elasticity of non-property tax revenues (εNP,I).  The size of the change in 

the levy will be equal to the difference in expenditure growth and non-tax revenue 
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growth.    This occurs automatically through the local budgeting process.  The 

proportional change in the levy will also depend upon the share of total revenues derived 

from the property tax.   

In the following discussion I demonstrate how the interaction between income 

growth, expenditures and revenues operates under the budget balancing rule.  I first 

represent in Equation (3.2) the level of property tax in period 2 after an increase in 

income relative to period 1.  BE1 and NP1 represent budgeted expenditures and non-

property tax revenues, respectively, at period 1.  The percentage change in income from 

period 1 to period 2 is represented as %∆I1,2.  PT1 and PT2 represent the property tax levy 

in each period.  Equation 2 represents PT2 as the new difference between budgeted 

expenditures and non-property tax revenues after both quantities have adjusted to the new 

level of personal income.  This adjustment is given by multiplying each by one plus the 

product of their respective elasticities and the percent change in income over time.   

                                                 (3.2) 

To obtain the change in the property tax levy over time I subtract equation (3.1) from 

(3.2) to obtain: 

            

                                                   (3.3) 

Equation (3.3) simplifies to Equation (3.4) after noting that        
    

   
 and       

    

   
 

 

                                 (3.4) 
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I then convert to the percent change in the property tax from time period 1 by dividing 

       by    .   

 

      

   
 

                     

       
       (3.5) 

 

Dividing (3.5) by     allows us to obtain the revenue income elasticity of the 

property tax for jurisdictions adhering to the budget balancing rule, as expressed in (3.6).   

 

       
                     

            
 

  
                       

         
       (3.6) 

Another way of viewing Equation 3.6 is to convert the quantities to the proportion 

of revenues derived from the property tax. Let S represent the share of revenues derived 

from the property tax.   

  
       

   
 

Multiplying both the numerator and the denominator of (3.6) by  
 

   
 and substituting in 

for S yields the following form: 

      
                 

 
 

  
                      

 
 

  
             

 
            (3.7) 
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The property tax income elasticity described by (3.7) represents the variation in 

the property tax levy caused by public officials following the budget balancing rule.  The 

structure of (3.7) reveals that the degree of variation is determined by the relative income 

elasticities of expenditures and the non-property tax revenue.  The intuition behind this is 

that the relative magnitude of the elasticities determines whether the gap between 

budgeted expenditures and other revenues is growing or shrinking in response to a 

change in personal income.   Growth in the gap would be caused either by expenditures 

growing faster than the yield of non-property tax revenues, or, in the case of declining 

income, other revenues falling faster than expenditures.  If the gap is growing then the 

property tax rate will need to be raised in order to offset the gap.  The percent change in 

the property tax levy required to meet the budget requirement is dependent on the share 

of total revenues provided by the property tax.   

Equation (3.7) enables a comparison between the budget-driven volatility of the 

property tax with the stability of non-property tax revenues.  When             

officials‘ budget balancing behavior will cause the property tax levy to be more elastic 

than non-property tax revenues.  Alternatively, if             then the property tax will 

be less elastic than other revenues.  This latter case is interesting because it predicts that 

local governments would use the growth in their non-property tax revenues to reduce 

their reliance on the property tax.  This would partially negate the overall budgetary 

impact of the ―automatic‖ tax increases generated by the income elastic portion of the tax 

structure described by Oates (1975).  Expenditures would increase with an increase in 

income, but would do so according to the income elasticity of demand for public 

spending, rather than the income elasticity of the non-property tax revenue sources.   
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The direction of the effect of the property tax share of revenues (S) on       is 

inverse to the relationship between       and      .  Table 3.1 provides a summary of the 

effects.  If             then an increase in S reduces      .  In this case, an increase in 

income widens the gap between expenditures and non-property receipts.  Jurisdictions 

that rely on the property tax for a large share of their budget make a proportionally 

smaller adjustment to the property levy to compensate for the other slow-growing 

sources.  Governments that have diversified away from the property tax would need to 

make a larger percent change to the property levy to compensate for the drop in other 

revenues.  As  S approaches unity        converges on a lower limit of      .   

Table 3.1 Effect of the Tax Share (S) on       
 

Direction of Change in S (εE,I> εNP,I) (εE,I< εNP,I) (εE,I= εNP,I) 

Increase S Reduce εP,I Increase εP,I  Share is irrelevant 

Decrease S Increase εP,I Reduce εP,I Share is irrelevant 

 

Reversing the relationship to             causes an increase in S to raise the 

income elasticity of the property tax.  For values of S less than 1       will be less than 

     , but it will converge on the budgeted expenditure elasticity as S goes to 1.  More 

interestingly, as S decreases the income elasticity of the property tax declines and at a 

certain point can become negative.  In this case a drop in income may result in officials 

raising the property tax levy in order to compensate for a drop in other revenues.  For 

example, a school district that is highly dependent on state grants may need to 

significantly raise the property tax rate if the grants are drastically cut during a recession 

if it is to avoid major spending reductions.   
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 Lastly, if εE,I is equal to εNP,I then the property tax share falls out of Equation 3.7 

entirely.  In this case the other revenues grow in proportion to expenditures and the rate 

of the property tax is managed such that the revenue shares are held constant.   

This model of property tax determination describes how local officials would set 

the levy if they follow the budget-balancing rule.  The remainder of this paper seeks to 

test empirically whether there is any supporting evidence that this type of behavior 

actually exists.   

Preliminary Analysis 

The previous discussion outlined one possible model for determining the rate and 

the overall levy of the property tax.  The key feature of the budget-balancing model is 

that the level of the tax is set in response to budgeted expenditures and expected receipts 

from other revenue sources.  The alternative hypothesis that I consider in this analysis is 

that the property tax is set independently of other factors.  Instead, the primary factor in 

changing the millage rate is to offset a relatively income-inelastic property base.  

Williams et al. (1973) indicate that an income inelastic revenue source would require 

regular rate increases in order to maintain adequate yield in proportion to the long-run 

growth of the fiscal structure.  In contrast, the millage rate of the tax in a jurisdiction 

adhering to the budget-balancing rule would be expected to show a greater degree of 

variation as officials respond to short run shocks to income.   

A visual inspection of the pattern of property tax rate changes in Georgia shows a 

considerable variation in millage rates over time.  Figure 3.2 displays data from 185 

school districts  in Georgia from 1999-2007.  There are actually only 180 school districts 

in Georgia, but five independent school districts span two counties and assess different 
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property tax rates in each.  This graph is a histogram of the number of times each county 

changed its millage rate over the nine-year period.  Twenty-four school districts changed 

their millage rate all eight years over this period. Thirty-two districts changed the rate all 

but one of those years and another thirty districts changed their rate in all but two of these 

years.  Three districts kept their rates constant over the entire period.  Regular changes to 

the millage rate are not necessarily evidence that the property tax is used to adjust for 

expenditure growth if these changes are done merely to compensate for a slow growing 

base, as described by Joyce and Mullins (1991).  It would be expected, however, that if 

compensating for an inelastic base were the primary motivation for changing the rate then 

most rate changes would be positive.   

Figure 3.2 

 

 
 

Figure 3.3 depicts the same millage rate changes listed in Figure 3.21, but they 

separate out the increases from the reductions in the rates.  Figure 3.3 shows that the 

positive and negative rate changes in the school districts are similarly distributed with a 
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left-skewed shape, though the reductions have a fatter right-side tail.  The overall change 

counts, however, show that, across all 185 districts, the tax rates were increased 386 

times and reduced 543 times.   These counts indicate that reductions to the property tax 

rate occur with similar, if not greater frequency as rate hikes.  This pattern does not 

appear consistent with the explanation that rate changes are primarily driven by the need 

to compensate for an inelastic property tax base.   

Figure 3.3 

 

One caveat to this analysis of the rate changes is that these numbers do not 

account for the size of the change, only the direction.  If the rate reductions are relatively 

small in comparison to the rate increases the overall pattern would fit a policy of 

adjustment for a lagging base.  Also, there are other factors that may cause a rate 

reduction other than adherence to the budget balancing rule.  In Georgia the adoption of 

the Local Option Sales Tax required the local governments to ‗roll back‘ their property 
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tax levies dollar for dollar for their sales tax receipts.  The Georgia Municipal 

Association summarized the manner that the rollback is computed:  

―…[E]ach jurisdiction‘s governing authority must calculate the millage 

rate necessary to produce property tax revenues which, combined with 

other local revenues, would generate sufficient funds to cover the 

jurisdiction‘s general fund expenditures for that year.  The millage rate is 

reduced by the amount that would produce an amount equal to that 

jurisdiction‘s LOST distribution from the previous year.   The remainder is 

the millage rate that is used to calculate property tax bills. ‖ (Georgia 

Municipal Association 2011 pp. 1)   

In practice, however, local governments can choose the initial millage rate for the year so 

that the post-rollback rate generates the desired level of property tax revenue.    Also, 

after the initial rollback has been implemented the future rollbacks will be much smaller; 

the first rollback adjusts for the entire new revenues stream while subsequent rollbacks 

adjust for growth in the existing revenue source.   

This basic analysis of property tax rate changes is not conclusive evidence that 

local officials are setting the rate according to the balanced budget rule, but they are 

suggestive that this type of behavior may be a factor in the determination of local levies.  

The following section presents a more thorough analytical approach to identifying this 

effect. 

Empirical Approach 

In order to test the validity of the budget-balancing property tax framework, I 

generate two sets of short-run income elasticites for the property tax.  The first will be 

calculated using the budget balancing model of property tax determination.  The second 

income elasticity is estimated using the comparison model in which local officials make 

no adjustments to the millage rate in order to compensate for short-run shocks to other 
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revenue sources.  Under this approach the tax rate is assumed to be held constant in the 

near term and the short-run variability of the property tax levy solely determined the 

variability of the property tax base.  Using both sets of elasticities I will generate 

forecasts of the property tax levy given actual changes of income and compare the two 

models on their predictive power.    

I will first estimate the key parameters of Equation (3.7) by performing separate 

estimates of εE,I and εNP,I for school districts in Georgia. These estimates will be taken 

over a subset of the panel data I possess.  I will then use the estimates of the elasticities 

along with the actual changes to personal income to generate predicted values for the 

property levy over the remainder of the time series.  I will then generate alternative 

predicted values for the property tax levy in which the levy is independent of other 

revenues and is dependent on changes in the property tax base and other economic 

characteristics.   

To estimate the elasticity parameters, I adapt the methodology employed by Sobel 

and Holcombe (1996) and Bruce et. al (2006), though with some key differences.  In both 

of these papers, the authors had access to long time series of data of approximately 40 

years for their respective tax bases.  Bruce et. al were able to estimate their model 

separately for each state, while Sobel and Holcombe only needed to estimate one model 

for their national aggregate of state tax bases.  The data available for this analysis covers 

a shorter time span (1998 – 2009) and it was therefore not be possible to run separate 

time-series models for each local jurisdiction.  On the other hand, the panel of school 

districts I have developed covers 159 separate districts.  A greater number of cross-

sectional units may compensate for the shorter period of observation. 
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Both Holcombe (1996) and Bruce et. al (2006) employ Error Corrected Models 

(ECM) to estimate short-run revenue-income elasticities.  An ECM model is employed 

when it is possible that the long-run effect of a change in income may not be fully 

realized on yield of a tax until after an adjustment period.  ―[S]tability between tax bases 

and personal income need not hold in the short run; any differences between short and 

long-run income elasticities create deviations between the long-run equilibrium base and 

the current period base.‖ (Bruce et. al 2006, pg 319) The difference between the current 

level of the tax base and its long-run value can be measured using the current-period error 

term from an estimate of the long run income elasticity.  It is therefore necessary to first 

estimate the long-run income-revenue elasticity and then use the residuals from that 

regression to inform the estimation of the short-run elasticity. 

The long-run revenue income elasticity was estimated by both Holcombe (1996) 

and Bruce et. al (2006) using Dynamic Ordinary Least Squares Models (DOLS) .  These 

models use leads and lags of changes to the explanatory variable to correct for serial 

correlation.  The structure of the DOLS model is shown below: 

  
         

      
 
       

    
     (3.8) 

I estimate equation (3.8) using both expenditures and non-property tax revenues as the 

dependent variable.  The   term represents district-level personal income.   The   

operator indicates the first difference over time.  Sobel and Holcombe indicate that 

typically five sets of leads and lags are used in DOLS, but due to the relatively shorter 

time series in this panel I only use two degrees of leads and lags.  At two degrees the 

second set of leads and lags were no longer statistically significant. 
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 After Equation (3.8) is estimated for both expenditures and non-property tax 

revenues the residuals are retained to create the error correction term.  The current period 

residual is given in Equation (3.9).   

       
 
   

            
       

 
       

    (3.9) 

The ECM model controls for the deviation from the long-run equilibrium that exists at 

the beginning of the period.  It does this by including the error term from the previous 

period,     
 , as shown below:  

  
      

       
      

         
    

  (3.10) 

The    term is the short-run revenue elasticity.  The    term represents the percent 

reduction in the deviation from the long-run equilibrium that occurs each period over 

time.   

An implicit assumption of the ECM model described by (10) is that the 

adjustment to the long-run equilibrium is a symmetric response whether the jurisdiction is 

currently above or below the long-term equilibrium.  Bruce et. al (2006) relax this 

assumption and allow asymmetric responses by introducing an indicator term (DB) that 

measures whether the deviation was positive or negative.  This asymmetric ECM model 

is given below.   

  
      

       
      

        
      

      
        

         
        

    
 

 (11) 

 Where    
    if   

    and 0 otherwise 

The first term,   , allows for a test of whether the short-run response to a change in 

income is more elastic when revenues are above their long-run equilibrium. 
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The final step in constructing a residual-rule revenue elasticity for the property tax 

is to take the short-run elasticity estimates for expenditures and non-property tax 

revenues and combine them with school district property tax shares to complete the 

formula given in Equation (3.7).     

 I also estimate the short-run revenue elasticity of the property tax bases using 

assessed property values as the dependent variable in equations (3.8) and (3.11).  This 

short-run elasticity represents the alternative model of property tax determination, in 

which the levy is expected to grow in proportion to assessed property value.    

Data 

 

This analysis is performed using data from Georgia school districts from 1998 

through 2009.  Each of the 159 counties in Georgia has a county school district.  There 

are also several other independent school districts in Georgia that align with municipal 

boundaries.  Because of the difficulty in obtaining comparable income data for the 

independent districts I have omitted them from this analysis.   

The data for this study were obtained from several sources.  Information on the 

actual receipts and expenditures of the school districts, as well as the property tax millage 

rates were obtained from the Georgia Department of Education.  Information on the 

assessed values of the property tax bases was obtained from the Georgia Department of 

Revenue.  Personal income data comes from the Bureau of Economic Analysis within the 
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U.S. Department of Commerce
25

.  All dollar amounts were inflation adjusted to 1983-

1984 dollars with the Bureau of Labor Statistics South Region CPI Index.  

I measure expenditures using the total operating expenditures for each school 

district for the fiscal year.  Non-property tax revenue is all revenue coming from local, 

state or federal sources, minus ad-valorem property tax receipts.  The largest source of 

school funding is the Quality Basic Education (QBE) grant program.  This is a state aid 

program that is a combination of a foundation grant with an equalization grant.  For 

further explanation of the specifics of Georgia‘s education funding programs see 

Rubenstein and Sjoquist (2003).   The QBE program provides approximately one-third of 

primary and secondary education funding for county school districts over this period.   

The property tax is the second most prominent source of education funding.  It 

delivers approximately a quarter of school funds.  One potential concern for this analysis 

is that the State of Georgia has placed a statutory cap on school district millage rates of 

20 mills.  This cap can be overridden, however, with the approval of local voters.  If the 

cap were binding it would restrict the ability of local officials to apply the budget 

balancing rule.  In 2007 three school districts had property tax rates that were higher than 

20 mills and four counties had property tax rates that were at the limit.  Figure 3.4 is a 

histogram of property tax rates for 2007.  The average property tax rate for that year was 

14.88 mills and the median rate was 14.942 mills.  I therefore conclude that the statutory 

                                                 

 

 
25

 Regional Economic Information System, Bureau of Economic Analysis, U.S. Department of Commerce 

  

CA1-3 Footnotes http://www.bea.gov/regional/docs/footnotes.cfm?tablename=CA1-3  

Regional Economic Information System 
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limit is not a significant enough deterrent to raise the tax rate above 20 mills that it 

significantly affects the distribution of the tax rates.   

Figure 3.4 

 

 Aside from the property tax and the QBE grants, school districts in Georgia rely 

on a variety of other revenue sources.  Additional local own-source funding comes from 

the Local Option Sales Tax, fees from the sale of breakfasts, lunches and textbooks, 

appropriations from city or county governments, tuition charges for students from outside 

the school district and local fundraisers.  Some local school districts also receive revenue 

from additional sales taxes on top of the LOST.  The State provides additional revenue on 

top of the QBE grants.  These funds come from lottery receipts, nutrition grants, and ‗on 

behalf‘ payments that go to employee benefit systems.   The federal government sends 

direct grants that fund nutrition programs as well as additional funding that is disbursed 

through the Georgia Department of Education.  The final revenue stream comes through 

miscellaneous financial sources such as the issuance of bonds and the sales of fixed 
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assets.  Figure 3.5 displays the aggregate revenue shares from each source from 1999-

2007.  

Figure 3.5.  

 

Long and Short Run Elasticity Estimates 

 

The discussion of the estimation results is divided into two sections.  The first part 

will present the estimation of the residual-rule elasticities.  The latter part discusses the 

naïve model of property tax determination in which the levy grows in proportion to the 

property tax base. 

Residual-Rule Elasticity Estimates 

In this section I will first discuss the income elasticity estimates for expenditures 

and non-property tax revenues.  I then discus the residual-rule computation of the income 

elasticity of the property tax.   
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Table 3.2 provides a summary of the long and short-run elasticity estimates 

obtained from Equations 3.8, 3.10 and 3.11.  This table displays the income elasticity 

estimates for expenditures and non-property tax revenues – the two sets of income 

elasticities needed to compute the budget-balancing version of the property tax income 

elasticity.  This table also displays the income elasticities for the property tax base which 

are used for the alternative model.  These estimates are average elasticities for all county 

school districts in Georgia.  Both expenditures and non-property tax revenues exhibit 

income elasticities close to unity, with expenditures being slightly more income sensitive 

than non-property revenues.  The value of 0.855 for the long-run non-property tax 

revenue revenue-income elasticity is close to similar long-run elasticity estimates for 

sales tax receipts reported by Holcombe and Sobel (0.691) and by Bruce et. al (0.811).  

Both of the long-run estimates are statistically significant.  I calculated 95% confidence 

intervals for both long-run elasticity estimates and found that the difference between the 

two estimates is statistically significant as well.  Table 3.3 presents greater detail on the 

estimated coefficients from the long-run regressions. 

I estimated both the symmetric and asymmetric specifications for the short-run 

elasticities.  These are given in Table 3.4.  The symmetric variant of the short-run 

expenditure-income elasticity yielded an estimate of 0.765.  This short-run expenditure 

elasticity is slightly lower than the long-run elasticity, suggesting that school district 

spending is less-sensitive to immediate income shocks than the overall growth trend, but 

the difference between the elasticities is not statistically significant.  Allowing for an 

asymmetric response, expenditures exhibit short-run income elasticities of 0.641 when 

below the long-run average and 1.008 when above the average.  Both the above and 
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below estimates are statistically significant and therefore are evidence of an asymmetric 

response.  Changes to the level of public school spending appear to be more responsive to 

changes in income in years that spending is above its long-run equilibrium.   

Table 3. 2  Summary of Estimated Income Elasticities 

  Equation Mean T Statistic 

Expenditures Elasticities 

Long-run Expenditures elasticity (8) 0.952* (40.24) 

Short-run Expenditures elasticity (symmetric) (10) 0.765* (3.74) 

Short-run Expenditures elasticity above equilibrium (11) 1.008* (3.54) 

Short-run Expenditures elasticity below equilibrium (11) 0.641** (2.59) 

Non-Property Tax Revenue Elasticities 

Long-run Non-Property Tax Revenue elasticity 
(8) 

0.855* (52.68) 

Short-run Non-Property tax elasticity (symmetric) 
(10) 

0.324+ (1.97) 

Short-run Non-Property tax Elasticity above 

equilibrium 

(11) 

0.173 (0.76) 

Short-run Non-Property tax Elasticity below 

equilibrium 

(11) 

0.412+ (1.823) 

Alternative Model – Property Tax Base Elasticities 

Long-run Property Tax Base elasticity 
(8) 

0.950* (53.41) 

Short-run Property tax elasticity  (symmetric) 
(10) 

0.377* (3.94) 

Short-run Property Tax Base elasticity above 

equilibrium 

(11) 

0.875* (6.41) 

Short-run Property Tax base elasticity below 

equilibrium 

(11) 

-0.234+ (-1.91) 

 

The short-run non-property tax revenue income elasticity is less-than half of the 

long-run elasticity.  The symmetric estimate is statistically significant and indicates that a 

one-percent increase in personal income is associated with a 0.324 percent increase in 

revenues.  The asymmetric elasticity is not statistically significant when revenues are 

above their long-run average.  One factor that may explain the short-run stability of non-

property tax revenues is the large portion of school funding that comes from the state 
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QBE program.  A portion of the grant program designed to provide a foundation level of 

funding that reflects the cost of providing an education.  Although this cost should only 

be affected by the long-run rate of income growth, the state legislature sets annually in 

the budget what the cost assumptions will be.  This allows legislators to take into account 

the budgetary impact of the cost assumptions and adjust the level of QBE funding 

according to economic conditions (Ross Rubenstein and Sjoquist 2003).   

Table 3.3 Long-Run Revenue Income Elasticity Estimates 

  (1) (2) (3) 

VARIABLES Expenditures 
Non-Property 

Tax Revenues 

Net Assessed 

Property Value 

        

Log of I 0.952* 0.855* 0.950* 

  (40.243) (52.688) (53.409) 

First Lag of ΔI -0.722+ -1.263* 0.460 

  (-1.792) (-5.021) (1.214) 

Second Lag of  ΔI -2.366* -0.843* -0.307 

  (-6.560) (-3.394) (-0.921) 

First Lead of  ΔI -0.237 -0.428+ 0.968* 

  (-0.710) (-1.836) (3.211) 

Second Lead of  ΔI -0.158 0.198 0.521 

  (-0.421) (0.778) (1.593) 

Constant 5.288* 5.988* 8.004* 

  (18.430) (29.964) (36.104) 

        

Observations 1,260 1,237 1,270 

R-squared 0.902 0.939 0.917 

Robust t-statistics in parentheses  

* p<0.01, ** p<0.05, + p<0.1  

 

I have computed short-run property tax income elasticities using the estimates of 

the short-run income elasticities of school district expenditures and non-property tax 

revenues.  These are computed by applying Equation (3.7) to the estimates.   

It was necessary to make an adjustment to the calculation of the property tax share 

    due to an influential number of records with missing or erroneous data on property 
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tax receipts.  Rather than using the data on actual property tax receipts, I computed the 

statutory levy, which is the amount that the local officials legally obligate taxpayers to 

pay when they set the tax rate.  The statutory levy is calculated by multiplying the 

property tax rate by the net assessed property value.  The difference between the statutory 

levy and actual receipts is the uncollected property tax for the year less any receipts from 

previous years.  It could be argued that using the statutory levy is a superior measure for 

the tax share calculation as it is the actual policy target of local officials while actual 

receipts are an uncertain quantity. 

Table 3.4 Short-Run Revenue Income Elasticity Estimates 

  

Symmetric Error Correction 

Models 

Asymmetric Error Correction 

Models 

VARIABLES Expenditures 

Non Property 

Tax Revenue Expenditures 

Non-Property 

Tax Revenue 

          

ΔI 0.765* 0.324+ 0.641** 0.412+ 

  (3.747) (1.970) (2.599) (1.823) 

ECT -0.154* -0.260* -0.239* -0.212* 

  (-9.977) (-9.078) (-8.512) (-5.469) 

Above LR 

Average*ΔI     0.367 -0.238 

      (1.111) (-0.763) 

Above LR 

Average*ECT     0.150* -0.078 

      (4.618) (-1.402) 

Constant 0.091* 0.021* 0.078* 0.027* 

  (19.578) (3.631) (13.516) (4.095) 

          

Observations 1,259 1,234 1,259 1,234 

R-squared 0.081 0.130 0.094 0.133 

Robust t-statistics in parentheses  

* p<0.01, ** p<0.05, + p<0.1  

 

For S I use the average ratio of the property tax levy to total revenues across the 

159 county school districts between 1999 through 2007.  In order to compute a measure 
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of central tendency for the computed property tax elasticity it is necessary to account for 

the algebraic properties of random variables.   

                     

                    
 
    

 
              

I treat the mean property tax share as a scalar since it is an observed characteristic of the 

population of counties over this period.  I assume that the estimates of the elasticities for 

expenditures and non-property tax revenues are independently distributed normal 

variables.  The mean of the calculated property tax elasticity is simply computed by 

substituting the value of S and the estimates of        and       in to Equation (3.7).  I 

calculated the variance by taking the variances of the estimates of       and       from 

the variance-covariance matrices of their respective regression equations and calculating 

the following value: 

       
  

 
       
  

         

Table 3.5 displays the results of the computations.  Two sets of elasticity 

computations were made using the symmetric and asymmetric elasticity estimates, 

respectively.  Four elasticities can be computed using the asymmetric results because 

there are four possible combinations of the expenditure and non-property tax revenue 

elasticities depending on whether each value was above or below its long-run average.  

Only a single computation is made using the symmetric estimates.   

The revenue-rule computations of the short-run income elasticity of the property 

tax are higher than the elasticity estimate for both expenditures and non-property tax 

revenues.  The symmetric estimates yield an elasticity of 2.44 while the values generated 
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from the asymmetric estimates range from 1.51 to 4.18.  The income elasticity 

computations are higher when either expenditures or non-property tax revenues are above 

their long-run averages.  This suggests that the most active ‗residual rule‘ adjustments to 

the rate tend to occur when revenues and spending are above their long-run trend and a 

downward adjustment is imminent.    

Table 3. 5  Short-Run Income Elasticity Computations for the Property Tax Using 

the Budget Balancing Rule 

Symmetric Short-Run Elasticities 

  Mean 2.44   

  Variance 1.61   

        

Asymmetric Short Run Elasticities 

    

Non-Property Tax Revenue 

  

Expenditures   Below Above 

Below Mean  1.51 2.42 

  Variance 2.62 2.65 

Above Mean  3.27 4.18 

  Variance 3.09 3.12 

 

Property Tax Base Elasticities 

I have estimated the long and short-run income elasticities of assessed net 

property values for all county school districts in Georgia and the results are displayed in 

Tables 3.2, 3.3 and 3.6.  These estimates are used to generate a comparison set of 

property tax revenue projections in the following section.  The elasticity estimates 

themselves are of some interest, however.  The long-run income elasticity of assessed 

property values is nearly the same as the expenditure income elasticity and greater than 

the non-property tax revenue elasticity.  This result is contrary to the conventional 

understanding that growth in the assessed value of the property tax base is slower than 
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the rate of income growth.  If over the long run assessed values track income growth then 

there would be little need for regular rate adjustments to compensate for low long-run 

income-elasticities.   

Table 3.6  Short-Run Elasticity Estimates for Net Assessed Property Value 

  Property Tax Base 

VARIABLES Symmetric Asymmetric 

      

ΔI 0.377* -0.234+ 

  (3.937) (-1.912) 

ECT -0.013 -0.045** 

  (-1.558) (-2.531) 

Above LR Average*ΔI   1.109* 

    (6.819) 

Above LR 

Average*ECT   0.010 

    (0.348) 

Constant 0.060* 0.059* 

  (20.241) (14.118) 

      

Observations 1,111 1,111 

R-squared 0.016 0.051 

Robust t-statistics in parentheses 

* p<0.01, ** p<0.05, + p<0.1 

 

The symmetric short-run elasticity appears to indicate that assessed values are 

relatively inelastic to immediate changes to income.  Allowing for an asymmetric 

response reveals, however that when assessed values are above their long-run equilibrium 

the short-run response is only slightly lower (0.875) than the long-run elasticity.  In 

contrast, when assessed values are below their long-run equilibrium they actually have an 

inverse relationship with income changes over the short-run.  This large divergence in the 

short-run elasticities is likely influenced by the highly volatile housing market over the 

most recent recession and a relatively long delay in adjusting assessments to falling 
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housing prices.  Assessments may have been just catching up with the rapid rise in 

property values over the middle of the first decade of the 2000‘s and were continuing to 

rise even as incomes were beginning to fall with the onset of the recession.  Table 3.5 

gives full details on the short-run estimates for the property tax assessments.   

Post-Estimation 

The objective of this post-estimation exercise is to generate two sets of 

predictions of the property tax levy and observe which model is more accurate.  If the set 

of projections generated using the residual rule of property tax determination is a better 

predictor then this will provide empirical support for the argument that county officials 

are setting their levies in response to receipts from other revenue sources and their 

budgeted expenditures.   

I calculate the revenue-rule elasticity         using Equation (3.7) for each school 

district/year record with the estimates of       and       and the counties‘ property tax 

revenue share for the year    .  This is in contrast to the aggregate calculation of       I 

performed in the previous section that used the average value of   across all districts and 

years.   After computing       for each county using Equation (3.7) I calculate the 

predicted property tax levy according to the residual rule using the following formula: 

                                                           (3.12) 

I then take the difference between the projected levy at time t with the actual levy for that 

time period.  I divide this difference by the current period levy to get the percent 

difference of the projection from the levy.  For the comparison, I generate a predicted 

levy using the assessed property tax base income elasticity as follows: 
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                                                          (3.13) 

I compute the percent difference of the comparison levy from the actual levy in the same 

fashion as I did for the residual-rule levy.   

 The projections were computed for the years 2000 through 2007.  Table 3.7 

presents the mean, median and confidence intervals for the percent differences of the 

projections from the actual levies.  The projections were computed using both the 

symmetric and the asymmetric sets of elasticity estimates.  The point-values for the 

average difference between the predicted value and the actual value are smaller for the 

residual-rule projections using both the symmetric and the asymmetric approaches. The 

difference in means is statistically significant; therefore on average the residual rule 

model provides a better fit to the actual levies than the comparison model. 

 Table 3.7 Years of Superior Fit Using the Residual Rule Model, by County 

    Count of Districts 

Years 

 

Symmetric Asymmetric 

0   3 3 

1   12 12 

2   22 26 

3   32 36 

4   25 22 

5   22 21 

6   20 24 

7   18 13 

8   5 2 

 

   Looking at the average difference across all counties obscures much of the unit-

level variation in the performance of the predictors.  Another way to look at the 

projections is to examine the frequency with which the residual-rule projection fares 

better than the assessment-driven model. Figure 3.5 displays the annual percentage of 
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school district levies that were more accurately predicted using the residual rule model.  

Over the eight years displayed the residual rule was a better predictor for more than half 

of the counties for only four years.  There appears to be a slight upward trend in the 

percentages, suggesting that the residual-rule approach to setting the property tax rate 

may have been more prevalent in the later half of the time series. 

Figure 3.6. 

 
 

One important piece of information that the annual percentages do not convey is 

whether it is the same districts every year following the residual rule, or whether having a 

superior fit is more randomly distributed across the district/year units of observation.  I 

investigate this issue by counting the number of years for each school district that the 

residual rule model gave a better fit and then examining the frequency of the counts 

across the population of school districts.  Table 3.8 gives a frequency of the year counts 

for both the symmetric and the asymmetric projections.  Looking at frequencies from the 
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symmetric set of estimations, I observe that 5 counties had a better fit with the residual 

rule model over all eight years of the projection period.  Nearly 41% of counties were 

more accurately fit by the residual rule model for five or more years of the period.  This 

suggests that these counties levy-setting behavior appears to be more accurately 

described by the residual rule model of property tax determination, rather than a income-

adjusted tax base model.  The projections from the asymmetric model depict a similar 

pattern, though those projections are also slightly less accurate predictors.   

Table 3.8 Comparison of Projection Accuracies 

  Mean Std 

Dev 

Median Lower 95% 

CL For 

Mean 

Upper 95% 

CL For 

Mean 

Symmetric Elasticities           

  Residual-Rule Projection 0.013 0.115 0.017 0.007 0.02 

  
Comparison Levy 

Projection 

0.064 0.074 0.052 0.06 0.068 

Asymmetric Elasticities           

  
Residual-Rule Projection -

0.002 

0.138 0.01 -0.009 0.006 

  
Comparison Levy 

Projection 

0.064 0.074 0.052 0.06 0.068 

 

The next question is whether the districts that receive a better fit through the 

residual rule model have different characteristics than the other districts.  Table 3.9 

provides summary statistics for all school districts both in aggregate and broken out by 

whether the model gave a superior fit for 5 or more years.  This table shows that those 

school districts with five or more years of superior fit have, on average, a higher income 

per capita and have a higher population density than the districts with a poorer fit.  

Additionally, the better fit districts also have larger property tax shares.  Returning to 

Table 3.1, which describes how changing S will affect      , helps describe what the 
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difference in the tax share means.  When the expenditure income elasticity is greater than 

the non-property tax revenue elasticity then a larger S will reduce the magnitude of the 

changes to the property tax needed to adhere to the residual rule.  So the districts with the 

largest tax shares would be making proportionally smaller changes to their levies in 

response to expenditures and other revenues.  For jurisdictions with a smaller S, the 

political cost of making the proportionally large changes to their levies needed to adhere 

to the rule may be too high.  It makes sense then that the districts with the lowest political 

cost of following the rule exhibit fiscal behavior that is better predicted by this model.   

Table 3.9  Demographics by Model Fit 

  N 

Obs 

Variable Mean Median Lower 

95% CL 

for Mean 

Upper 

95% CL 

for Mean 

All 

Districts 

159 Population 

Density 

189.4 63.35 129.07 249.72 

Income Per 

Capita 

$27,896 $27,034 $27,050 $28,741 

Property Tax 

Share 

23.0% 21.0% 22.0% 25.0% 

Four or 

Fewer 

Years 

94 Population 

Density 

85.71 37.63 42.72 128.69 

Income Per 

Capita 

$25,847 $25,127 $24,977 $26,717 

Property Tax 

Share 

19.0% 18.0% 18.0% 21.0% 

Five or 

More 

Years 

65 Population 

Density 

339.35 151.56 212.15 466.55 

Income Per 

Capita 

$30,859 $29,580 $29,487 $32,231 

Property Tax 

Share 

29.0% 27.0% 26.0% 33.0% 

Final Discussion 

The ability to identify empirically which local governments implement the 

residual rule of property tax determination raises other questions that should be the topic 

of future research.  The first step would be to move from identification of the policy to 
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evaluating its effectiveness and overall impact on local fiscal structures.  The underlying 

objective of following the residual rule is to balance the budget by offsetting cyclical 

shocks to other revenue sources.  It would be interesting to investigate whether local 

governments that follow this approach have a more stable fiscal structure in aggregate.  Is 

there a tradeoff between a more stable overall structure and a predictable property tax 

levy?  One way to address this would be to construct a panel over a longer time period so 

that the elasticities could be estimated for each jurisdiction individually.  Then the 

residual-rule property tax elasticity could be used in a second stage analysis as an 

explanatory variable for a regression on overall revenue stability.  This would be one 

potential approach to evaluating the policy's effectiveness in promoting local stability. 

 Another interesting question is how continued revenue diversification would 

affect the predictability of the property tax in jurisdictions that use this approach to 

setting their levies.  In the case of Georgia, where the short-run expenditure elasticity was 

higher than the non-property tax revenue elasticity, further reductions in S would increase 

the size of the changes in the levy needed to follow the residual rule.  This may lead 

jurisdictions to abandon the rule, potentially losing the ability to smooth the performance 

of their overall revenues, or continue with the rule and further reduce the predictability of 

the property tax at an unknown political cost.  On the other hand, there may be 

jurisdictions where non-property tax revenues are more income elastic than expenditures 

which could cause a reduction in S to actually stabilize the property tax levy.   

 It may also be interesting to further investigate how the tools of investment 

management may be used to account for characteristics of the property tax within a 

portfolio of revenue sources.  Gentry and Ladd‘s (1994) critique that the property tax 
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defies the traditional portfolio approach to modeling revenue stability may be weakened 

if the structure of the residual rule can be incorporated into the characteristics of the 

revenue portfolio.  The model presented in this paper provides an approach to predicting 

the pattern of rate changes enacted by local officials over economic cycles.  Incorporating 

this information into a portfolio model may produce revenue structure recommendations 

that improve the overall stability of local finances.   

 Within the context of public financial management, this essay also identifies a 

policy regime that local jurisdictions lose access to when they implement property tax 

limitations.  As discussed earlier, it is not possible to follow the residual rule when tax 

rates and overall levies are capped.  The residual rule is one of the channels that the 

tradeoff between predictability and stability may be made.  Future research on whether 

the residual rule increases overall stability will highlight exactly what tax-limited 

jurisdictions are giving up.  
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CHAPTER IV  

CONTRACT DESIGN FOR EXTREME OUTSOURCING: A CASE 

STUDY OF SANDY SPRINGS, GA 

 

Introduction 

The rise of the contract city as a new form of municipal governance presents 

many thorny issues for the theory and practice of public management.  The contract city 

model is an extreme form of municipal outsourcing in which the city enters into 

comprehensive private partnerships for the production of the majority of municipal 

functions.  On the practitioner side, cities adopting this model of service delivery see the 

role of the city manager shift from administering public resources to monitoring and 

enforcing contracts (Prager 2008).  For researchers interested in the theory of public 

contract management, this form of government challenges the conventional approach to 

studying internal vs. external production decisions.   The question shifts from whether a 

single service function is a candidate for external production (see for example Levin & 

Tadelis, 2007), to whether a large set of service delivery and managerial functions can be 

outsourced at once.  A key difference between the two models of governance is that 

rather than evaluating the economic merits of outsourcing each function individually, 

contract city managers choose the overall service delivery regime and contract for an 

array of services.  Additionally, limited competition in the market for the private 

production of municipal functions, forces contract city officials to evaluate bids from a 
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small set of potential service providers who are willing and able to undertake the 

production of the bulk of municipal functions.   

In this essay I investigate the implications that the contract city model of 

governance has for contract management.  It raises questions such as: does the scope of 

this type of public-private partnership facilitate interactions between outsourced functions 

that create greater contract management problems than would have otherwise existed if 

the services were provided by different partners?  Are there synergies among certain 

municipal functions that when they are outsourced together increase the difficulty of 

contract management by creating the potential for conflicts of interest?  Does the design 

of the actual contracts between contract cities and their private partners reflect the unique 

managerial challenges that could arise with this scale of outsourcing? 

I investigate these questions through a case study of the initial contracts signed by 

the city of Sandy Springs, Georgia with its primary contractor, the private firm CH2M 

Hill.  I identify three key categories of municipal functions that are interrelated and, when 

outsourced to a single private partner, create the potential for a conflict of interest.  These 

three functional categories are: 1) the production of direct services, 2) the creation of 

managerial and financial information and 3) administrative and control functions.  My 

analysis of the contract documents indicates that combining this broad scope of services 

in a single public-private partnership creates the potential for ―negative synergies‖ which 

raise the cost of monitoring and managing contractor performance above what would be 

required if the functions were individually outsourced to separate contractors.  I also 

identify beneficial structures that can counteract some of the adverse incentives created 

by the scope of the contracts.  These features would not be present in the contracts 
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associated with traditional municipal public-private partnerships that do not exhibit the 

same scope of outsourcing.  The identification of these interrelationships between 

municipal functions can inform the design of contracts, especially when determining how 

contract cities should allocate functions across various private partners.   

This essay begins with a review of the literature covering the local government 

outsourcing and the contract city model of public management.  Section III introduces the 

city of Sandy Springs and gives some background on how its public-private partnership 

with CH2M Hill was developed.  Section IV discusses the textual analysis approach that I 

employ to examine the contracts for services.  Section V presents the findings from my 

analysis and Section VI offers the conclusions and policy recommendations from my 

analysis. 

Before commencing I must emphasize that this analysis is confined to the 

incentives that are embedded within the contracts and the potential behaviors that they 

may encourage.  In no way does this study examine any actual behaviors on the part of 

CH2M Hill and does not imply that any action has at any time been taken in conflict of 

interest with respect to the City of Sandy Springs.  The objective of this analysis is to 

inform both public and private partners on some of the potential pitfalls in this new form 

of municipal administration.  I also hope to provide information of academic value on 

how the principal-agent relationship operates within the context of the contract city 

model of governance.  

The Contract City 

The contract city is an alternative model of municipal governance that is 

characterized by the outsourcing of nearly all city functions.  Services in contract cities 



 127 

are either produced through arrangements with other nearby local governments, as in the 

case of Highlands, California (see Ni, 2010), or through public-private partnerships with 

for-profit firms and non-profit organizations.  Contracts may be secured with multiple 

partners or with a single firm that provides the bulk of services and may employ multiple 

sub-contractors.  The key distinction between a contract city and other municipalities 

which engage in outsourcing is the scale of this activity.  Bradbury and Waechter (2009) 

describe it as an ―all but the top‖ approach to outsourcing where merely a few key 

managerial positions and their support staff remain as direct city employees.   

Current research into contract cities has identified a variety of ways in which this 

form of service delivery challenges much of the framework for understanding contract 

management in cities which only outsource a small share of their functions.  One key 

difference is that the nature of the work involved in administering the operation of a city 

changes when all service production functions are performed externally.  Prager (2008) 

finds in his analysis of the city of Weston, Florida that the role of a contract city manager 

is ―monitoring contracts and taking measures in those instances when a contractor‘s 

performance fails to meet expectations.‖  In contrast, the city manager‘s role in a 

traditionally structured city primarily consists of the direct management of human and 

physical resources.   

Another key feature of many contract cities is that they adopted this model at the 

time of their incorporation, rather than shifting to it from a traditional own-source 

production regime.  The city of Highlands, CA was designed from its inception to obtain 

essentially all of its services through contracts with other nearby local governments (Ni 

2010).  Similarly, the cities of Sandy Springs, GA and Weston, FL contracted with 
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private firms and with other local governments for the entirety of their services at the 

time of their incorporations.   

The decision-making process for whether to pursue a self-producing or contract 

city service production regime is categorically different than the traditional make-or-buy 

decision that is studied in the existing contracting literature.  The traditional approach 

applies transaction cost economics to determine whether it would be efficient to 

outsource an individual city function (e.g. Brown & Potoski, 2003b).  Levin and Tadaelis 

(2007) follow this line of research as they test their hypothesis that there are economies 

of scope for contract management.  They estimate that ―a given service is 3-5% more 

likely to be privatized if a city privatizes one additional other service.‖  While scope 

economies may encourage cities to shift gradually into contract-intensive production 

regimes, this framework is based on a marginal analysis of each service function and 

does not explain why newly formed cities with no history of contract management 

experience would outsource essentially their entire operations to private partners.   

Bradbury and Waechter identify the role of ideology as an important factor behind 

the initial decision to employ a contract city model during the incorporation of Weston, 

Florida.  Rather than performing a rational analysis and calculating the relative costs of 

the make-or-buy alternatives for all service areas, the decision was influenced by an 

underlying belief that outsourcing would generate cost savings and improve operations.  

The authors report that after several years of operation some functions were eventually 

shifted to internal production, such as the negotiation and monitoring of existing 

contracts with other private partners.  By shifting these functions to in-house production, 

the city of Weston responded to the actual costs of contract management for these 
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administrative functions and found that it would be more efficient to make a slight 

movement away from their prior commitment to a pure contract city model.  While 

ideology may play a strong role during the period leading up to the creation of a contract 

city, efficiency and pragmatism can, over time, counterbalance ideological commitment 

to a single model of governance. 

A recent theme in the contract management literature been the tension between 

"hollow state" arguments and the finding that local governments can outsource contract 

administration to increase overall managerial capacity.  A dialogue has occurred between 

the leading authors behind both arguments, with Milward and Provan developing the 

former and Brown and Potoski pursuing the latter.  Milward and Provan (2000) 

summarize the key findings and insights they obtained from multiple studies they had 

performed during the prior decade.  Over the course of their research program they 

develop a concept of a ―hollow state‖ to indicate the ―degree of separation between a 

government and the service it provides.‖  Their research highlights the potential for 

principal-agent problems to arise between the government and its contractors and that the 

government faces the risk of losing legitimacy if it appears to be trying to shift the 

responsibility for adequate service provision to third parties.   

One of Milward and Provan's insights is that contract management is most 

successful when the principals are also engaged in the production of some services.  This 

allows the principal to obtain some independent information on the costs of service 

production and thus deters agents from colluding on pricing.  This insight appears to 

weigh against the viability of the contract city model as no direct production of services 

would occur internally.  Furthermore, as the contract city in most cases is implemented in 
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new municipalities, there would be no historical knowledge of service costs that would be 

carried over from the previous regime.   

The extent of outsourcing in a contract city introduce new problems that are not 

considered in the "hollow city" framework.  Milward and Provan describe an extreme 

case of a ―hollow state‖ as one that has contracted out ―all its production capability to 

third parties, perhaps retaining only a systems integration function that is responsible for 

negotiating, monitoring, and evaluating contracts" (p. 362).  The contract city, as it has 

been implemented in at least two cases, goes even further than Milward and Provan‘s 

extreme case, as the negotiating, monitoring and evaluating functions have either been 

outsourced, or the contractor gives support to these activities.   

While municipalities with contract city models of governance would appear to be 

at great risk of the governance issues associated with the ―hollow state‖, other research 

suggests that a key feature of local outsourcing has been omitted from Milward and 

Provan‘s studies that would allow local governments to increase their management 

capacity.  Brown and Potoski (2006; 2003a) respond to the "hollow state" by pointing out 

that studies up to that point had failed to acknowledge that municipalities can 

successfully outsource the functions of bidding for contracts, negotiating with and 

selecting vendors, and evaluating contractors‘ performance.  Brown and Potoski argue 

that studies that omit the managerial functions delivered through private partnerships 

obtain biased assessments of governments‘ total administrative capacity.  Their analysis 

of survey data from municipalities in Ohio finds that cities that outsource contract 

management services perform at least as many contract monitoring activities as those that 

perform all contract management functions internally.  The key issue for the contract city 
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raised by this research is whether it is feasible to design a contract or set of contracts that 

will include the appropriate contract management functions for all service production 

functions.  There is some reason to be skeptical that this is possible.  In their more recent 

paper Brown and Potoski (2006) note that their findings are restricted to waste 

management, a function with easily observable outcomes.  It is likely easier to design a 

contract for a private-partner to monitor another third party‘s delivery of this service.  It 

is not clear whether outsourcing contract management functions for less tangible services 

would result in similar success.   

This paper examines the consequences for contract cities of outsourcing less-

observable function areas such as forecasting economic conditions, advisement on capital 

project planning, procurement, contractor monitoring and accounting.  The outputs of 

these functions are intangibles such as providing information on the future service needs 

of the city or maintaining a well-operated fiscal management system.  It would likely be 

more difficult, therefore, to assess the quality of a third party‘s production of these 

services and even more so for the city to outsource the monitoring of these functions to 

another private partner.  Weak monitoring of these information-based functions creates 

another, potentially more serious problem -- the subversion of this information to create a 

conflict of interest.  As highlighted by Prager and by Bradbury and Waechter, contract 

cities may receive relatively few bidders for their contracts, resulting in some cases where 

the majority of city functions have been outsourced to a single principal contractor who 

then employs sub-contractors for individual functions.  If the city must make decisions 

based on information created by its own contractors, then there is potential for that 

information to be manipulated by the contractor in order to serve its own interests in the 
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service-production segments of the contract.  The subsequent sections of this paper 

analyze the structures of the contracts between the City of Sandy Springs and its primary 

contractor in order to identify these types of potential weaknesses.     

Sandy Springs, Georgia 

Prior to its incorporation on December 1, 2005, Sandy Springs consisted of the 

unincorporated region of Fulton County bordering immediately to the north of the city of 

Atlanta.  The county government provided municipal-type services.  These included Fire, 

Police, Parks and Recreation and Environment and Community Development activities.  

Fulton County operated a special service district fund through which it financed 

municipal services to unincorporated areas.  Revenues for the fund were obtained through 

an annual property tax levy on the unincorporated districts and through fees and charges 

for services
26

.  

Sandy Springs was primarily made up of commercial and residential properties 

and had an estimated population of less than 90,000 residents.  It covers an area of 

approximately 36 square miles on the northern tip of Fulton County and lies within the 

greater metropolitan region of Atlanta, GA.  Sandy Spring‘s racial composition is similar 

to national proportions, though in comparison to the rest of Fulton County it is relatively 

less diverse.  According to the 2009 ACS population estimates (2005-2009 American 

Community Survey, 2009), the population of Sandy Springs is 78.5% white, 13.0% Black 

or African American, 4.1% Asian and the remainder belonging to other racial groups.  

Also, 13.1% of the population is estimated to identify as Hispanic or Latino.  In contrast, 

                                                 

 

 
26

 Notes to the Financial Statements, Fulton County CAFR FY 2005, pg 32 
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Fulton County as a whole is 47.8% White, 42.9% Black or African American, 4.1% 

Asian and the remainder identified as either other or two or more races. 

Sandy Springs is also more affluent than Fulton County as a whole.  The median 

household income of Sandy Springs is $76,477 and for Fulton County it is $58,573.  The 

ACS 2009 estimates also report that the median value of owner-occupied homes in Sandy 

Springs was $452,700 and $250,800 for the rest of the county.  The unemployment rate 

shows the same pattern with a 3.7% rate in Sandy Springs and 8.4% for the entire county.   

Several factors increased local support for incorporating the Sandy Springs area.   

In the early 1970‘s the city of Atlanta attempted to annex Sandy Springs.  A citizen‘s 

group called the Committee for Sandy Springs was formed to resist annexation and 

pursue incorporation as a means of maintaining local control over services and taxation.  

The primary obstacle to forming a new city, however, was a Georgia requirement that 

both houses of the state legislature must pass bills to authorize the creation of new 

municipalities.  Over a 30-year period the Democrat-controlled legislature resisted giving 

approval to form a new city in Sandy Springs.  The Committee for Sandy Springs acted 

as the key advocacy group supporting municipal incorporation over this entire period. 

While resisting annexation was the initial objective of the incorporation 

movement, over time another issue came to draw even more support to the side of 

incorporation. According Porter‘s account, the administration of municipal-type services 

to the Sandy Springs area by Fulton County was unresponsive and inefficient.  He 

describes a historical trend in which votes by the Fulton County Board of Commissioners 

consistently fell against the interest of the Sandy Springs area (Porter 2006, 109–111).  

He also claims that the Fulton County government neglected the traffic control and road 
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maintenance needs of Sandy Springs (Porter 2006, 58).  Part of the rhetoric supporting a 

new city was that self-governance would be more responsive and efficient than 

administration through the county government.   

In 2004 control over the legislature shifted to the Republicans and soon a bill was 

passed and signed by the Governor giving authorization to form the new city. The bill 

gave Sandy Springs an extremely short time frame to develop and implement an 

incorporation plan.  The bill was signed into law in April of 2005 giving authorization to 

form the new city, subject to citizen approval, on December 1 of that same year.  On June 

6
th

 a local referendum for residents of the Sandy Springs area passed with 94% of the 

votes in support of incorporation.   

Once the legal authority to create the new city was given, the Committee for 

Sandy Springs transitioned into the key organizing body that planned the structure of the 

new city government.  The Committee appointed Oliver Porter as an ―Interim City 

Manager
27

‖ on a volunteer basis and also formed several volunteer task forces to develop 

plans for the future city to perform its essential services and functions (Porter, 2006 p. 

38).  The key responsibility of each task force was to identify for its respective service 

area whether services should be produced through in-house production, contracts with 

Fulton County, contracts with other nearby local governments, or outsourced to a private 

partner.  Table 1 depicts which production alternatives were used for each functional 

area. 

                                                 

 

 
27

 The Interim City Manager was a volunteer position that existed prior to the incorporation of Sandy 

Springs.  Porter agreed not to run for office or accept a paid position in the city government upon 

incorporation upon accepting this voluntary appointment (Porter, 2006, p. 38) 
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Table 4.1  Initial Service Production Methods of Sandy Springs, GA 

Alternative Service/Function 

Internal Production  Mayor 

 City Council 

 City Manager 

 Courts 

 City Clerk 

 Clerk of Court 

 Office of City Attorney 

Contract with Current 

Government (Fulton County) 
 Police (6-month contract) 

 Fire     (6-month contract) 

 E911   (6-month contract) 

 Sewer 

Contract with other local 

governments 

 

City of Roswell, GA  Jails 

City of Smyrna, GA  Enhanced Library Service 

City of Atlanta, GA  Water 

Private Partnerships  Accounting 

 Finance 

 Information Technology 

 Administration 

 Human Resources 

 Administrative support of: 

Courts, Police and Fire. 

 Parks and Recreation 

 Community Development 

(Planning, Zoning and Permitting) 

 Public Works 

 Transportation 

 Solid Waste (one-year 

nonexclusive contract, evolving into 

franchises) 

(Porter 2006, 60, 116–118) 

The exact timeline for deciding to adopt the contract city model in Sandy Springs 

is not clear from Porter‘s book, though he does note that he first heard about the city of 

Weston, FL in early 2005.  As discussed earlier in this paper, Weston, FL is one of the 

earliest adopters of the contract city model of governance and was the subject of Prager‘s 

(2008) case study. Porter, as the Interim City Manager of Sandy Springs, made an 
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exploratory visit to Weston or order to learn about their implementation of the contract 

city model (Porter 2006, 10–11).  Following this visit the city manager of Weston and 

representatives from that city‘s two principal contractors travelled to Georgia to make a 

presentation to the Committee for Sandy Springs on the operation of a contract city.   

Soon after that presentation, Committee for Sandy Springs decided to pursue a 

contract city model of governance for the new municipality.  The committee members 

compiled a list of potential firms that might have the capacity to deliver services to the 

as-yet non-existent city.  They then sent these firms a ―Prequalification Letter‖ which 

asked two key questions.  First, it identified a variety of municipal service areas and 

asked firms to indicate whether they had the capacity to deliver any of them.  It also 

asked prospective firms to provide a reference from a similar city or other entity for 

which the firm was already providing a comparable service.  Second, it asked whether 

―the firm would consider making major implementation expenditures before a contract, 

or even a handshake, could be concluded‖ (Porter 2006, 124). This second requirement 

was necessary because the Committee had no authority to enter into a contract or 

informally commit to any binding agreement until the city had formally incorporated, 

which would not occur until December 1, 2005.  Therefore the processes of issuing 

requests for proposals and the subsequent bidding and negotiating of contract would 

occur without actual guarantees of the future city council agreeing to the contract after 

the city had formally incorporated.  This limited the number of firms that were interested 

in bidding for contracts once the requests were issued by the Committee. Based on the 

responses to the letter the Committee found that the interested firms could be split into 

those that could provide technical services and those offering administrative services.  
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The Committee therefore decided to issue two separate RFPs for technical and 

administrative services.  Table 2 depicts this division. 

Table 4.2  Contents of the Initial Requests for Proposals by the Commission 

for the City of Sandy Springs 

Services Included in Each Request For Proposal 

RFP #1 ―Administrative‖ Administrative, Financial Services, 

Emergency 911, Physical Plant, Motor 

Vehicle, Staffing, Purchasing, 

Procurement, and Contracting Services 

RFP #2 ―Technical‖ Public Works, Transportation, 

Streets, Right-of-Way, Facilities, Parks and 

Recreation, Capital Improvements, 

Planning and Zoning, Inspections, Code 

Enforcement, Permitting, Purchasing, 

Procurement, and Contracting Services 

  Source: Contract, RFP #1; Contract, FRP #2 

Although the Committee for Sandy Springs and its sub-committees were 

responsible for the design of the RFPs, the actual RFPs were issued by a separate entity: 

the Governor‘s Commission for Sandy Springs (GCSS).  This was a five-person 

appointed commission established on June 24, 2005.  This was done primarily because 

the volunteer Committee could have potentially been held liable for the costs of the 

companies responding to the RFP (Porter, 2006 pp. 134).  Porter indicates that four of the 

five commissioners appointed by the governor had not been active members of the 

Committee for Sandy Springs and that two of the members did not reside within the 

jurisdiction‘s boundaries.  The GCSS was, however, supportive of the Committee‘s work 

and agreed to sponsor the RFPs as initially prepared during their first meeting on July 29.  

By sponsoring the RFPs the GCSS became the entity responsible for evaluating the 

proposal submissions. 
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After sending out the prequalification letter, the Committee held a pre-proposal 

conference on August 14, 2005 so that firms interested in submitting proposals could 

obtain further information about the conditions of the agreement and the nature of 

services to be provided.  Porter reports that 41 firms attended the conference.  An 

additional feature of the conference was that it helped smaller firms unable to meet the 

full range of service requirement in either of the RFPs to match together in order to 

design collaborative proposals.  Ultimately only one firm, CH2M Hill, submitted a 

proposal for the RFP for Administrative services and only three firms submitted 

proposals for the Technical services RFP, one of which was also CH2M Hill (Porter, 

2006, p. 143-144).   

The RFPs were evaluated by a team selected by the GCSS.  Porter reports that 

―[f]ive members were residents of the community with experience in RFP procedure and 

in evaluation of bids.  The sixth member was the County Manager of an adjacent county‖ 

(Porter  p. 141).  The proposals were evaluated using composite scores that gave equal 

weight to the following criteria: (1) Qualifications and Experience, (2) Previous 

Experience with Similar Services and Duties, (3) Start-up and Implementation Plan, and 

(4) Cost.  The evaluation team received written proposals as well as oral presentations 

from all parties submitting proposals.  Because only one firm submitted a proposal for the 

Administrative RFP the evaluation team reviewed the proposal as either being 

Acceptable or Unacceptable.  The three submissions for the Technical RFP were 

evaluated and compared using the full set of scoring criteria.   

The contract evaluation process resulted in a single firm, CH2M Hill being 

selected as the principal contractor for both RFPs, but during the negotiation process 
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CH2M Hill agreed to employ as a sub-contractor Optech Monette, LLC (Anon. 2008) 

which offered a proposal for providing public works services and had received a higher 

rating by the evaluation committee in that area (Porter 2006, 145).  The contracts were 

signed on December 20, 2005 which made the CH2M Hill firm the principal contractor 

responsible for the majority of city functions. One of the key criteria that Porter cites as 

having swayed the Committee in adopting a competitive contracting model was that it 

would lower costs.  The estimate received from CH2M Hill on the cost of servicing the 

new city was 25% lower than the Committee‘s own estimates of what it would cost to 

produce the same services internally (Porter 2006, 131). 

The initial compensation amounts for each agreement were specified in the 

contract documents.  Compensation for the Administrative contract was set at $11.2 

million and the Technical contract was set at $18.5 million.  The language in the 

agreements explicitly allows for a profit margin to be charged in association with each 

service provided.  This profit margin is discussed in sections allowing for an adjustment 

to the total compensation level following a reduction in services.  It stipulates that the 

reduction in compensation will be no ―less than the actual cost of said services, and the 

allocated overhead and profit for such services."
28

  The contract agreements do not define 

what this profit allocation would be, whether it is a constant percentage or if it is based on 

whether actual expenditures are less than predicted spending. 

Although this study focuses on the initial design of the partnership between Sandy 

Springs and CH2M Hill, one key adjustment to the structure of the agreement has since 

                                                 

 

 
28

 Agreement 1: Section 9.5 and Agreement 2: Section 8.5 
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been made.  In 2006 the City Council became concerned that CH2M Hill responsibility 

for the Financial Services function created the potential for a conflict of interest.  On 

October 10, 2006 the minutes to the City Council meeting state that the City Manager 

recommendation was to create a position to directly employ a Finance Director.  The 

following justification was given to create this position: 

Inherent problems exist from this type of arrangement over 

financial matters that involve city finances.  Financial considerations 

and issues can not always be considered separately given the nature of 

providing governmental services.   Reasons for separating the 

financial function from the CH2M Hill contract would be as follows: 

 Increase independence and impartiality with financial 

decisions. 

 Improve segregation of duties with authorization, custody 

and reconciliations functions. 

 Removes limited ability to make financial decisions and 

transactions. 

 Eliminates perceived conflict of interest where the interest 

of one job contradict another or when public and private 

interests collide over financial matters or interests. 

 Instills a sense of loyalty to the City.29 

 

The City Council subsequently authorized the creation of the new Finance 

Director position.  The office staff remain CH2M Hill contractors, though they are 

directly overseen by this public official.   

This partial adjustment to the contract agreement between Sandy Springs and 

CH2M Hill highlights the broader challenge of administering a contract city.  The broad 

scope of municipal functions in a single private partnership has little precedent in the 

history of public management.  The key interest in this paper is whether such a 

combination of functions can exacerbate public officials‘ challenge of administering the 
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 City of Sandy Springs Georgia. (October 10, 2006).  Work Session of the Sandy Springs City Council. 
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principal/agent relationship.  Porter argues that ―a sense of partnership‖ between the 

CH2M Hill firm and city officials prevents the firm from abusing any potential it may 

have for acting in its own interest at the expense of the city as it fulfills these contracts.  

However, on whether this mutual appreciation is sustainable, even Porter is uncertain: 

―Only time will tell whether the partnership will deteriorate into an owner/worker 

mentality‖ (Porter 2006, 151).  In this analysis I assess the structure of the contracts 

between Sandy Springs and CH2M Hill as they were initially designed and identify 

where the potential for conflicts of interest can be found.  This would allow the city to 

identify where it should focus its contract monitoring efforts should its relationship with 

its contractor deteriorate.  It also would also contribute to the literature an assessment of 

structures and incentives that can arise in this class of comprehensive service contracts.   

Theoretical Framework 

I approach this analysis of the structures that may exist in contract cities‘ private 

partnership agreements within the framework of principal-agent theory.  Principal-agent 

theory is a well-established component in several fields of social science.  The first 

formal discussion of the theory is by Ross (1973).  For a review of how principal-agent 

models have been applied in a variety of different settings see Eisenhardt (1989).  In the 

context of this essay, I describe public officials implementing a contract city as principals 

seeking private partners willing to serve as agents.  These agents would deliver services 

according to the terms defined in a contractual agreement.  I assume that agents are 

profit-motivated and that they possess superior information relative to the principals 

regarding the quality of the work actually performed.  By entering into a contract 

agreement the city unburdens itself of the task of directly producing services for the 
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public, but also acquires new risks associated with administering the contract and 

overseeing the agent‘s performance. 

Local officials that are aware of these risks may seek to place structures in the 

outsourcing contracts that are sdesigned to reduce the threats that are created by the 

contract city model.  As put by Gary Miller (1993, p. 2), ―The principal‘s job is to 

anticipate the rational responses of agents and to design a set of incentives such that the 

agents find it in their own interests (given the incentive system) to take the best possible 

set of actions (from the principal‘s perspective).‖  Alternatively, it is also possible that the 

contract documents contain loopholes or create adverse incentives that increase the 

potential for the agent to act against the interest of the principal.  After the contract has 

been signed the principal can engage in monitoring, which is costly, to observe actual 

agent performance in order to enforce the terms of the contract. 

The agent‘s objective is to maximize long-term profits from the agreement.  

Periodically the agreement must be renewed and the principal has the opportunity to 

select a different agent.  If the principal observes that the agent efficiently produces the 

contracted services, then the probability of retaining the agent for subsequent periods 

increases.  This induces the firm to operate efficiently.  On the other hand, opposing 

conditions can give the agent an incentive to shirk in its efforts in order to extract short-

term gains from the principal without damaging her long-run gains.  Weak competition 

for the contract reduces the likelihood that the city will select an alternative service 

provider when it is time to renew the contract.  A high degree of information asymmetry 

regarding the true costs of production and the quality of service output can also give an 
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incentive to the firm to reduce its efficiency.  The design of the agreement will reflect the 

efforts by both parties to secure their long-term interests.   

In this section I discuss how context of the contract city model of governance 

affects the principal-agent relationship.  My review of the literature highlights two 

important factors: the broad scope of services that are outsourced and the relative lack of 

competition among potential private partners. 

Scope 

The scope of outsourcing that occurs in a contract city increases the tension 

inherent to a principal-agent relationship.   On the one hand are the potential efficiency 

gains, particularly the economies of scale that may be gained from outsourcing the 

majority of public functions to a single private firm.  I assume that obtaining these gains 

is the city‘s primary purpose for becoming the principal in a contracting agreement. On 

the other hand, the city must overcome the twin challenges of designing a contract that 

can properly harness the contractor‘s incentives to the city‘s interest and then monitoring 

actual performance to ensure that the agent complies with the terms of the agreement 

The breadth of services outsourced under the contract city model may give rise to 

unique structures within the contracts that are not present in traditional relationships 

where only a single service or a relatively small share of total municipal functions are 

delivered  by a single private partner.  An example of the type of structure that would be 

expected to appear in contract city agreements would be features that facilitate the 

agent‘s capacity to achieve economies of scale.  As discussed in the previous literature 

review, a key objective for public officials pursuing the contract city model is that they 

expect to obtain efficiency gains through the private delivery of public functions.  
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Officials may therefore include elements in the contracts that discuss the private partner‘s 

allocation of funds and resources across functional areas within the city.  If the private 

partner is a large firm with other operations outside of the local jurisdiction there may 

also be contract elements that discuss the allocation of human and physical resources 

across the larger firm.  These elements of contract design would serve the principal‘s 

interest by helping to ensure that the promised efficiency gains actually materialize. 

Another way that the scope of outsourcing in a contract city may affect the 

principal-agent agreement is that it may exacerbate the information asymmetry problem. 

A key feature of the principal-agent relationship is that in most cases the agent possesses 

superior information regarding the costs of production and the quality of services 

delivered to the public.  Within the context of a contract city the agent is responsible for 

providing a mix of external services consumed by the public (e.g. road maintenance) and 

internal functions that provide information and administrative support to city officials 

(e.g. preparation of regular financial statements for the city and providing advice on 

capital investments).   The combination of these two types of functions in a single 

outsourcing agreement may increase the information asymmetry.  This is because public 

officials become dependent on the agent for the financial and managerial information that 

they receive regarding the quality of external service delivery.  This creates potential for 

what I describe as ―negative synergies‖ to arise in which the difficulty of the contract 

management task for the aggregate contract agreement is greater than the sum of the 

management costs that would be associated with each function individually.  The 

potential for the agent to suffer from a conflict of interest between its information 



 145 

production role and its role as a producer of external services is a key factor in creating 

these synergies.   

Principal-agent theory predicts that public officials will respond to information 

asymmetry by engaging in monitoring activities.  Audits, quality of service reviews and 

direct service monitoring are a few of the types of functions that may be done by public 

officials to verify performance.  These functions incur a cost and are central to the 

function of contract management.  The scope of outsourcing in contract cities may 

increase the difficulty and costs of monitoring agent behavior.  Many functions 

outsourced are not easily monitored.  These include information and administrative 

functions that do not yield tangible outputs.  Also, when contract monitoring activities are 

also outsourced to other private partners it therefore becomes necessary to ensure that no 

collusion occurs among the various agents.  The concept of ―negative synergies‖ is 

manifest in contract monitoring because officials must not only monitor the performance 

of individual functions, but also investigate whether there is any action in conflict of 

interest  

These two issues, the potential efficiency gains from outsourcing and the costs of 

mitigating the information asymmetry, reflect part of the tradeoff that public officials 

face as they decide whether to make or buy public services.  Entering into a principal 

agent relationship with a private partner requires the city to allocate a certain amount of 

its resources to contract management.  On the other hand, outsourcing may allow the city 

to obtain services at a lower cost.  These costs and benefits must then be compared with 

the costs of producing internally.  Levin and Tadaelis (2007) explore this tradeoff in their 

formal transaction cost model of the make-or buy decision for U.S. cities.  The authors 



 146 

find that high costs for monitoring performance, lack of competition in the market for 

private service production and high sensitivity among residents to changes in service 

quality are important factors that deter privatization.  Their analysis is conducted within 

the traditional framework of outsourcing in which the scope of privately produced 

activities is relatively small and managers are able to apply a rational analysis to each 

potentially outsourced function to identify whether it would be most efficiently produced 

internally or externally. 

The scope of outsourcing in the contract city context changes the way that make-

or-buy decisions are made.   In a small-scope context, managers marginally assess each 

municipal function and determine whether it should be produced internally or externally.  

In a large-scope context, officials assess the overall service delivery regime and decide 

whether the entire municipal enterprise can be administered through a private partnership.  

One factor in this comprehensive analysis is that the contract city model allows 

governments to escape some fixed costs, such as the administration of employee health 

and retirement plans.     

Bradbury and Waechter (2009) note that all of the cases of extreme contracting 

they review adopted that model during the formation of a new government.  Because the 

entity does not actually exist at the time that costs are being considered, the only 

information available comes from other governments that are currently delivering 

services and cost estimates from potential contractors.  The lack of information 

challenges the rational analysis that is assumed in the traditional contracting context and 

opens the door for ideology and generalized perceptions to play a role in determining the 

outcome.  It is these larger issues of what functions the city will play, the overall cost 
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efficiencies and the political implications of the new mode of governance that will 

dominate the discussion.  This occurs because the scope of outsourcing which occurs in a 

contract city raises broader issues that overcome the specific efficiencies of individual 

functions which are at the heart of make-or-buy decisions in a more traditional context. 

Lack of Competition   

Another challenge for contract cities is the thinness of the market for large-scale 

municipal service production.  Johnston and Seidenstat (2007, p. 239) argue that for 

successful outsourcing, ―the private sector should be structured such that alternative 

suppliers … can compete for contracts …  Without competition, privatization might 

simply consist of a private monopoly substituting for a government monopoly.‖ This is 

especially true for contract cities that require such a broad range of services that relatively 

few firms may emerge that are able to provide them.  In the case of Sandy Springs only a 

single firm submitted bids for both of the RFPs.   

Additionally, the level of competition in the public service markets contract cities 

purchase from are significantly weakened by the absence of the government as a potential 

public service provider.  In a conventional contracting environment the government can 

act as a competitor with private firms by reversing the decision to outsource a given 

function.  Bradbury and Waechter (2009 p. 245) argue that reversibility is a problem for 

contract cities ―because the adoption of the strategy at the time of incorporation means 

that, for many services and programs, there is no in-house expertise or infrastructure on 

which to fall back.‖  This gives potential agents an advantage at the initial stage of 

contract design and municipal incorporation because they can promise service delivery 

within the necessary time frame.  For subsequent renewals of the contract the initial 
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private partners possess a first-mover advantage relative to other potential bidders 

because they already possess infrastructure, human capital and direct knowledge of the 

true costs of production.   

The scope of outsourcing and the relative lack of competition in the market for 

services can impact the relationship between principal and agent in a variety of ways.  

For this analysis I focus on the contract agreements that govern the principal-agent 

relationship and explore how these agreements reflect the challenges associated with the 

contract city environment.  In the following section I discuss how I apply this theoretical 

framework to the actual elements of contract documents.   

Data and Research Strategy 

The purpose of this study is to examine how the contract city model of 

governance increases the complexity and challenge of contract management.  Within the 

framework of the principal-agent model, the principal and the agent develop an 

agreement that creates incentives that should theoretically harness the agent‘s self-interest 

towards the achievement of the principal‘s goals.  These incentives are established by 

designing specific structures in the contract documents.  The structures define the service 

requirements set rewards for good performance and define consequences for any breach 

of the agreement.  Additionally, individual structures also have the potential to create 

unintended effects that can increase the difficulty of contract management.   

I pursue my research objectives by analyzing the text of the contracts that were 

signed by City of Sandy Springs, GA and the private firm CH2M Hill at the time of the 

city‘s incorporation.  These documents reflect the incentive structures as they were 

initially developed between the two parties.  In this section I describe how this textual 
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analysis is conducted so that its output will provide useful information that will 

contribute to our understanding of the operation of contract cities.  To my knowledge, 

there are no other social science studies that have analyzed the elements of a contract 

within a comparable theoretical framework.  I have developed the following research 

strategy on my own.  I will first provide a brief description of the documents, then present 

how the elements of the contracts are coded for analysis, and then discuss how the coded 

elements are assessed under the theoretical framework presented in the previous section. 

Description of Documents 

The subjects of this analysis consist of two sets of documents that were provided 

to me directly by the City of Sandy Springs through the Office of the City Manager.  

Each set pertains to its respective RFP submission and consists of 1) the actual agreement 

between Sandy Springs and CH2M Hill and 2) an accompanying Scope of Services 

document that provides greater detail on the nature of services to be provided.  The 

services areas included in each contract follow the same grouping used for the RFPs, as 

was depicted in Table 2.   

The documents follow a legal format.  Paragraphs are numbered according to 

their respective sections and sub-sections and they each contain a single element of the 

contractual arrangement between the City and the Corporation.  From a research 

standpoint this is useful because it makes it possible to disassemble the document and 

consider each paragraph a data point for analysis.  I use spreadsheet software to manage 

the individual elements of the documents.  I have transferred each document into its own 

worksheet, with the paragraphs contained in separate rows.   

Data Framework 
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In order to be more precise regarding how the content of the contract documents 

influence agent behavior, I present the following data framework.  This framework 

describes the mechanism through which a contract transmits a signal that affects the 

behaviors of both the principal and the agent in the service relationship.  

The beginning of the path of influence from the contract to actual behavior is in 

the text of the documents
30

.  Each paragraph of the documents addresses a single 

component of the relationship between Sandy Springs and CH2M Hill.  These paragraphs 

are discussed within this framework as individual document elements.  The text of each 

paragraph is identified as a single data point for this analysis.   

These document elements combine in various ways to create conceptual structures 

that are understood in the minds of those that read them.  These conceptual structures 

define the parameters of the relationship between the principal and the agent.  They 

describe the nature of the work that is to be outsourced, the expected behavior that both 

parties will exhibit and the consequences for both complying with and/or violating the 

terms of the contract. There does not necessarily need to be a one-to-one relationship 

between document elements and conceptual structures.  Multiple elements can 

collectively generate a single conceptual structure, and a single element may be mapped 

to multiple structures.   

                                                 

 

 
30

 It could be argued that there is an earlier stage: the contract writing process where both principal and 

agent discuss what they want the relationship to be like and transmit those ideas into the contract.  There 

may be a filter at this point where the concepts in the minds of both parties are expressed in writing with 

varying degrees of accuracy.  A thorough analysis of that topic, however, would require venturing into the 

cognition and psychology of public administration which goes beyond the scope of this paper.   



 151 

The conceptual structures create incentives that can then be analyzed within the 

principal agent framework.  These incentives work to either align the agent‘s interest with 

that of the principal or induce the agent to deviate from the principal‘s intent.  Incentives 

will interact with the agent‘s pursuit of profit maximization and lead to behavioral 

outcomes.  The principal will attempt to design a contract where the document elements 

create conceptual structures that reward good behavior and punish deviant behavior.  

There is room within this framework, however, for unintended incentives.  These may 

arise if the document elements combine in ways that were not expected by the principals, 

resulting in conceptual structures that create adverse incentives for the agent.   

To rephrase the research objective of this paper within this data framework, the 

contract city model creates a new context for document elements.   This new context 

arises because the principal-agent relationship in a contract city is burdened with the 

challenges of an increased scope of contracting and a lesser degree of competition.  As a 

result, new conceptual structures may be generated from the document elements that 

would not exist if the city operated within a traditional contracting environment.  These 

new conceptual structures may then create incentives that public officials would not have 

expected.  Also, agents may respond differently to contract elements that are found in 

traditional outsourcing agreements because the issues of scope and competition interact 

with those contract elements to create new incentive structures.  I do not observe actual 

behavior and so the analysis in this essay is confined to the top three elements of the data 

framework presented in Figure 1.  The empirical objective of this paper is to identify the 

ways that the context of the contract city impacts the incentives created by the contract 

documents. 
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This essay is a single case study rather than a multi-case study and so I do not 

directly compare the incentives created from contract city document elements with those 

from traditional city outsourcing agreements.  Instead, I assess which incentives are 

created as a direct result of either the scope of services provided by the contract 

agreement with CH2M Hill or the relative thinness of the market for comprehensive 

municipal service contracts.  If the incentive arising from a set of outsourced functions 

would disappear if the services had been outsourced to separate firms then it is identified 

as being scope-related.  Likewise, if an incentive is created due to the relative scarcity of 

market competition for the contract then it is considered competition-related. 

Figure 4.1 

Data Framework
Document Elements

Conceptual Structures

Incentives

Agent Behavior

 

Coding of Elements 

My approach to analyzing Sandy Springs contract documents begins with a 

careful reading of the texts and then coding the individual elements of the contracts 

according to several thematic categories.  These categories serve to group by functional 
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area the conceptual structures generated by the document elements.  These categories are 

displayed in Table 3.  Each category is derived from applying the principal-agent 

framework presented earlier.  Because a given document element may be associated with 

multiple conceptual structures, individual paragraphs may receive multiple codes.  All 

appropriate codes are assigned to each element.  I provide a description of each category 

below.   

Table 4.3 Classification Categories 

Category Description 

Scope Elements of the agreements that reflect the large scope of 

services provided by the private partner. 

Human Resources Elements of the agreements that relate to how human 

resources are managed by the private partner 

Information Elements of the agreements that outsource information 

production functions 

Direct Service Production Elements that provide for outsourcing direct service 

production that will be consumed by citizens 

Financial Control Elements that outsource financial control functions and 

contract management 

Further Expansion of 

Agreement 

Elements that provide for future expansion of the 

partnership  

Trust and Harmonious 

Relationship 

Elements that describe and require a trusting and 

harmonious relationship to exist between the City and the 

Corporation 

Capital Project Management Elements that provide for the Corporation to provide 

either support for or direct oversight of small-scale 

capital projects 

Null This label is applied to elements of the documents that do 

not appear to pose significant issues for the purposes of 

this study.   

 

Scope 

The scope category identifies the contract elements that either directly or 

indirectly address the scale of outsourcing activity that occurs in contract cities.  This is 

one of the broadest identifiers used in this study as the issue of scope is central to what 
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distinguishes the principal-agent relationships in contract cities from other contracting 

agreements.  I will therefore briefly discuss what features an individual contract element 

may have in order for it to receive the scope identifier. 

The issue of scope can be manifest in two ways: breadth and proportion.  Breadth 

refers to a contract agreement with a single partner outsourcing a large range of 

municipal functions.  Individual contract elements that refer to how resources may be 

allocated by the private partner across functional areas directly address the issue of 

breadth.  For example, contract language that discusses the sharing of resources across 

functional areas to obtain efficiencies of scale would be direct examples of breadth. 

Contract elements may also indirectly affect the breadth of the contract agreement if 

some set of elements outsources a combination of functional areas to the private partner 

that create incentives for the private partner to act against the interest of the principal.  An 

example would be contract elements that outsource both the provision of capital project 

planning and the actual production of the same projects.  The combination of these two 

functions creates the potential for a conflict of interest if the private partner adjusts the 

project recommendations it gives in order to increase its profits from the actual 

production of those projects.   

Contract elements that reflect the proportion of outsourcing activities contain 

language that reflects how the municipal government will be administered with few direct 

public employees.  The concept of ―hollowing out‖ in government due a share of 

municipal functions that are produced externally captures the issue of proportion.  

Elements of the contracts that either seek to mitigate the issues of hollowing out or that 

inadvertently increase the potential risks will fall into this category.   



 155 

I code individual elements that associate with breadth and/or proportion with a 

single identifier because the issues are closely related and there may be substantial 

overlap if separate identifiers were used.  Also, as the other identifiers are more specific, 

it is interesting to view the overlap between this broader category and the more specific 

issues tied to other codes.   

Human Resources 

This code designates elements of the contracts that are associated with the 

disposition of the direct employees of the primary contractor and the other human 

resources that are obtained through the agreement.  Under the terms of both agreements, 

CH2M Hill ―shall be solely responsible for all compensation benefits, insurance and 

rights of the Corporation employees during the course or arising or accruing as a result of 

any employment…
31

‖   The human resource code highlights elements that discuss how 

contracted employees will represent the city to the citizens and the city‘s rights with 

regard to the retention of individual employees.  This designation also highlights areas of 

the agreement that relate to the risks associated with a workforce that is almost entirely 

contract labor.  These risks would include the loss of workforce and institutional 

knowledge in the event of severance of the contract and the possibility of employees 

being transferred elsewhere in the contracting firm‘s organization.  Another example is 

the outcome that the contractor set the pay and benefits levels for the majority of the 

employees producing public services.  
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 Agreement 1: Section 7.1 and Agreement 2: Section 5.1 
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Information 

Another notable feature of the contract city model is the private production of 

information used for managerial and financial decision-making.  This includes the 

generation of financial forecasts and the development of financial reports.  Even under a 

conventional service delivery framework, where the scope of outsourcing is relatively 

small, private production of financial and administrative information would face close 

scrutiny.  This is because the nature of the service does not align with the criteria found in 

the public administration literature to be predictors of whether a function is a good 

candidate for outsourcing.  Brown and Potoski find that ―[s]ervices that are difficult to 

monitor and prone to opportunism may be riskier candidates for transferring management 

responsibilities to vendors (2006 pp. 338).‖   

Assessing the quality of financial reports and economic data is a difficult task on 

its own because economic conditions change and the city manager likely does not possess 

all the technical accounting skills necessary to evaluate fully the accuracy and quality of 

financial information.  Although auditing firms are retained to validate the end-of-year 

financial statements, they are not involved in evaluating lesser financial reports that are 

produced regularly solely for the purpose of internal consumption.  Within the contract 

city framework there is the added challenge of the risk that the private partner may 

produce the information in such a way that serves its own interests.  One potential 

example may be presenting financial forecasts that project increased demand for services 

that the firm is also providing to the city.  This may result in expansion of the contract 

and additional profits for the firm.   
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Elements of the contracts that relate to the outsourcing of information production 

activities are classified with the information code.   

Direct Service Production 

This classification is used to identify elements of the agreements that relate to 

services that the contractor will provide directly to the citizens of Sandy Springs.  This 

includes descriptions of the nature of the services, performance measurement and 

compensation.   

Financial Control 

A broad range of financial control functions are also outsourced in contract cities.  

This designation is applied to segments of the agreements that contract for contract 

management services.  It also applies to functions such as procurement, revenue 

collection, account management, and advisement for investment activities.  This 

designation will at times overlap with the information production functions as the 

production of financial reports and the provision of advice on capital projects have both 

elements of control and information production.   

Further Expansion of Agreement 

In cases where the contract city is in a relationship with one primary contractor, as 

is the case in both Weston and Sandy Springs, it would be expected that the contract be 

designed with sufficient flexibility as to allow the city to request an expansion or a 

reduction in services from the contractor as needs arise.  This reflects both the city‘s 

dependence on its primary partner for essentially all service delivery and the uncertainty 

that all governments face when developing policies that will meet future service 
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requirements. This code designates the procedures for the city manager to request 

additional services both on a one-time and on an ongoing basis and the manner of 

compensation for these services.   

Trust and Harmonious Relationship 

This identifier is motivated by Oliver Porter‘s discussion of how trust and a 

positive relationship between the city of Sandy Springs and CH2M Hill is one of the 

essential elements in successfully implementing and maintaining a contract city approach 

to municipal governance.  If these positive personal relationships are so key to the 

success of the government, then the contract agreements between the two parties may 

include structures that are intended to foster this type of relationship and protect the city 

if the relationship begins to deteriorate.  Elements of the contracts that refer to the 

interpersonal relationships and the tone of the interactions between city officials and 

employees of the contracting firm are coded with this identifier. 

Capital Project Management 

In addition to providing services that are consumed immediately, contract cities 

also obtain planning, advisement, construction and maintenance services for capital 

projects.  This code is used to identify elements of the contracts that discuss the types of 

projects that the private partner is responsible for and how the firm is compensated for 

those projects.   
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Null 

This designation is applied to elements of the contracts that do not appear to 

change the task of managing a private contract for services within the contract city 

framework.  This would include language that would be included in typical contracts. 

Analysis 

The analytical portion of this research strategy consists of determining what types 

of incentives are created by the conceptual structures originating from the agreement 

documents.  More specifically, I seek to identify how the individual structures influence 

the task of contract management.  This assessment consists of considering two principal 

questions for each section.  First, does the specific contract element contribute to a 

structure that increases the city officials‘ capacity to manage the contract relationship?  

This could be manifested by structures that align the agent‘s incentives with the 

principal‘s or that increase the principal‘s capacity to monitor the agent‘s productivity.  

The second question I examine is whether the contract element creates openings for the 

agent to pursue its own interest at the expense of the principal.  For example, clauses in 

the contracts that give a single private partner responsibility for both providing consulting 

advise on which small-scale capital projects to pursue and a procurement contract for the 

same small-scale projects with a built-in profit margin for the latter may incentivize a 

firm to recommend that the city initiate more projects than what the actual service 

requirements of the city merit.   

Key Findings 

My discussion of the findings from my analysis will loosely be organized 

according to the coding classification groups that I used to organize the data.  However, 
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because many key findings involve issues that span multiple categorical areas it is not 

possible to strictly confine my discussion to single categories.  I also include in the 

discussion several recommendations I have developed as possible approaches to address 

the contract management challenges that are associated with the contract city model of 

governance.  I begin with the issues that involve the most crossovers and that I find to be 

the most significant and interesting.  I then move to the more narrow issues that can be 

grouped within single categories.   

Resource Shifting Increases Contract Management Complexity 

The agreement between CH2M Hill and the City of Sandy Springs is divided into 

two separate contracts for services.  The first
32

 contract is composed of administrative 

functions while the second covers primarily direct service production.  The payments for 

services were each specified in the initial contracts.  The first contract was funded in its 

first year for $11.2 million
33

 and the second contract was funded for $18.5 million
34

.  

There is language in both contracts, however, that grants CH2M Hill the right to shift 

resources and funds between the two agreements.  This resource shifting is permitted ―per 

the priorities agreed-to with the City Manager so long as such allocations do not 

adversely affect the City regarding either (1 ) cost of services under this Agreement, or 

                                                 

 

 
32

 The designation of ‗first‘ and ‗second‘ contract follows the designation from the RFP‘s which labeled 

RFP 1 and RFP 2.  The first contract refers to the agreement for the provision of Administrative, Financial 

Community Services, Motor Vehicle, Staffing, and Purchasing, Procurement and Contracting services.  The 

second contract is the agreement for the provision of Public Works, Transportation, Streets, Right-of-way, 

Facilities, Parks and Recreation, Capital Improvements, Planning and Zoning, Inspections, Code 

Enforcement, Permitting, Purchasing, Procurement, and Contracting Services. 
33

 Agreement 1: Section 9.1 
34

 Agreement 2: Section 8.1  



 161 

(2) service quality to the public.‖
 35

  So in effect, subject to these requirements, the 

contracting firm is able to move resources across the two agreements as if it were 

fulfilling a single contract.  This power of resource shifting can be viewed as being a 

reasonable way to achieve greater economies of scale that can exist from having a single 

firm provide such large proportion and range of city services. Because the outcome of the 

RFP process resulted in a single firm receiving both contracts it would appear to serve 

policymaker‘s objective of facilitating economies of scale by allowing funds to move 

across contracts. The city saves the cost of requiring the private partner to develop 

protocols that ensure funds from either contract are not comingled.  For example, if 

senior CH2M Hill managers are responsible for service areas under both agreements it 

would be necessary to keep track of the share of their services allocated to each contract.   

Allowing resource shifting may increase the cost of to the city of monitoring the 

true costs of providing services.  Within the context of a principal-agent framework, it 

would be expected that the principal allow the agent to achieve a certain rate of return 

and a normal level of profits for its services.  This would give the agent the incentive to 

reduce costs while maintaining the specified level of service in order to achieve profits 

and return value to its shareholders.  Periodically, however, the contract would be 

renegotiated and the city would have the chance to assess whether the agent has cut costs 

enough to receive a rate of return that exceeds the normal market rate.  If this is the case 

then the city should be able to rebid the contract and receive the services at a lower cost 

and the firm‘s return would return to the normal market rate.  Presumably, the normal 
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market rate would be determined by taking bids from other firms interested in competing 

for the contract.  This may not be feasible, however, if no other firms offer bids or if the 

incumbent firm is advantaged in the bidding process due the economies of scale it enjoys. 

Resource shifting in a contract city framework would allow the private partner to 

transfer resources from profitable areas to lower margin areas to achieve an average rate 

of return over the entire contract.  Because a contract city has such a broad range of 

services outsourced in a single contract, it may be difficult for the city officials to 

untangle the resource shifting that has occurred in order to assess which functional areas 

are yielding a higher than normal rate of return for the contractor.  Identifying these 

higher profit areas is important for the city so that it can negotiate for a lower 

compensation amount during contract renegotiations.  Under a conventional contracting 

framework each individual service area would likely have its own contract and multiple 

firms would provide the outsourced segment of government services.  Resource shifting 

potentially increases the difficulty of ensuring that the private partner is not achieving a 

higher than normal rate of return. 

Another issue associated with resource shifting is its implications for the city‘s 

compliance with Governmental Accounting Standards Board (GASB) rules regarding the 

Statement of Activities.  Should contract cities that allow resource shifting present the 

allocation of funds within the Governmental Activities function before or after the private 

contractor shifts funds across functions?  For example, among the sub-categories that fall 

under Governmental Activities, two significant sub-categories are General Government 

and Public Works (City of Sandy Springs GA, 2007).  A shift of resources from 

Agreement 1 to Agreement 2 could result in funds that were initially allocated to General 
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Government functions providing support to Public Works.  The question then arises 

whether the city is reporting in the Statement of Activities how it allocated resources 

originally to its contractor or how the contractor ultimately allocated those funds.  The 

contract documents are silent on which method should be used.  The latter approach 

seems clearly preferable, however, so that the financial statements accurately account for 

the use of public resources.  The language in the contract documents that resource 

shifting is subject to the ―priorities agreed to with the City Manager‖ suggests that the 

City Manager, a public employee, approves reallocations.  There is no specific guidance 

in the contracts to detail when approval is needed and how it is granted.  There is also no 

language in the contracts regarding how such transfers would be documented or reported 

within the financial statements.  A review of Sandy Springs‘ Consolidated Annual 

Financial Report for the fiscal year ending on June 30, 2006 shows that the document 

does not contain any mention of these types of transfers.  The interested reader can 

examine the Budget and Actuals statement from the Notes to the Financial Statements by 

opening the attached file. 

I make the following two recommendations for cities that allow resource shifting 

across multiple contracts awarded to a single service provider.   

Recommendation 1:  Cities that allow their contractors to engage in resource 

shifting across contracts should request documentation of the flow of funds so that the 

pre- and post-shifting resource allocations can be compared with actual spending.  This 

will provide city officials with better information on the true cost of service provision.   

Recommendation 2: Specify that the Statement of Activities reflects shifting of 

resources across contract agreements.  The Notes to the Financial Statements should 
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detail the size and nature of these allocations.  This would be supported by 

documentation of the City Manager‘s approval of these transfers.   

Potential Expansion of the Contract 

One of the challenges of contract design at this scale is ensuring that the 

agreement is adequately clear and focused so that the private partner‘s responsibilities are 

clear, yet flexible enough to be able to meet unforeseen or changing service needs.  It 

would be expected, therefore, that a contract city agreement would include structures that 

provide for the expansion of services when determined necessary by public officials.  The 

City Manager of Sandy Springs is the public official that is charged with administering 

the contract and, subject to authorization by the City Council, is responsible for 

requesting and negotiating for expansions of services. The contract documents contain 

multiple elements that develop a flexible framework for changing service requirements.   

Both contract documents
36

 contain elements that provide for written requests for 

services that are not included in the Scope of Services documents.  Within five days of 

receipt of the change order CH2M Hill agreed to provide a price to the additional 

services.  If that price is agreed upon the additional services will be invoiced in the next 

monthly payment cycle, unless otherwise specified.  If the change order requests an 

additional ongoing service rather a function provided on a one-time basis then the Scope 

of Service document will be adjusted and the monthly compensation amount will 

similarly reflect the new agreement.   
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What are the incentives associated with a structure that makes the future scope of 

services more flexible?  Having structures that facilitate the future expansion of services 

may not only lower the administrative cost to the city of changing the agreement, but it 

also may increase the likelihood that the firm will present projects to the city that would 

merit service expansion.  In other words, does the door swing both ways for allowing 

new service orders into the contracting agreement?  Because the contracting firm is 

allowed to include a normal rate of profit in the price it gives for change orders, it has a 

financial incentive to expand services when possible.  This creates one of the most 

challenging incentive problems for the contract city model.  Within this contract city 

framework, the private partner is also responsible for generating economic forecasts
37

, 

research on current and future trends for the city
38

, financial reports
39

, and developing the 

draft of the city budget for approval
40

.  The potential exists for the firm to structure these 

documents to present biased information to the city that would indicate that new services 

are required to meet the needs of the city.  Detecting this type of bias would be difficult 

because it would likely require an assessment of the technical details of the process for 

producing fiscal information.  The city manager, with a limited staff
41

 independent of the 

private contractor, may not have the capacity to perform this evaluation.  It may therefore 

be necessary to acquire services from other third party evaluators to validate fiscal 

information on a periodic basis.   

                                                 

 

 
37

 Scope of Services 1: Section 1.2.8 
38

 Scope of Services 1: Section 1.1.2.1 
39

 Scope of Services 1: Section 1.2.1.4 
40

 Scope of Services 1: Section 1.2.7 
41

 At the time of incorporation the only direct employees of Sandy Spring were the Board, the Mayor, the 

City Manager and the City and Court Clerks.   
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An additional provision for the expansion of services is made for the event that 

Sandy Springs obtains additional services from third parties other than CH2M Hill and its 

subcontractors.  If those other third parties fail to meet their service obligations then ―any 

additional services performed or costs reasonably incurred by the Corporation in 

conjunction with compensating for the failure of the third party to fulfill its obligations 

shall be handled as a change to this Agreement...
 42

‖  This structure is key because it 

reaffirms the CH2M Hill‘s role as the agent of last resort should other contractors fail to 

deliver services.  This structure is designed to protect the city from disruptions by 

ensuring a continuation of services. In a conventional contracting framework where the 

share of outsourced services is relatively small there would be other municipal employees 

that could be temporarily reassigned to provide services during a disruption.  That 

capacity is not present in contract cities and they must therefore ensure that one of its 

private service providers can act as the agent of last resort. 

There is the potential for an adverse incentive with this structure, however, 

because in the Sandy Springs/CH2M Hill relationship, the agent of last resort also 

provides the city with contract management services
43

 for third party contractors.  This 

creates a situation where the agent responsible for evaluating the other third party 

potentially could replace that party.  The potential threat would be that the primary firm 

takes advantage of its evaluator role in order to learn production techniques and business 

strategies of the third party firm and then uses its position to replace the third party in 
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 Agreement 1: Section 2.4 and Agreement 2: Section 2.4 
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 Scope of Services 1: Section 1.1.1.1- 1.1.1.4 
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providing that service.  The city may become liable to litigation if the third party firm 

sues the primary firm for this type of abuse.   

Another area where the potential for service expansion may cause a scope-related 

management challenge is the outsourcing of several financial functions.  CH2M Hill is 

responsible for administering the city‘s accounts payable and receivable.  This includes 

operating the purchase ordering system ―such that timely payments are made on behalf of 

the city…
44

‖ Additionally, Sandy Springs outsourced to CH2M Hill the collection of 

taxes and fees.  Thus, the firm‘s interaction with third-party firms delivering service to 

the City include contract management and assessment, payment, as well as serving as a 

possible replacement for the functions delivered by the third parties.  This combination 

has the potential to give the private partner significant leverage over third party firms.  It 

also provides access to confidential tax information of other private entities that could 

provide an advantage in bidding for future contracts with Sandy Springs or other local 

governments.  If these third parties are large firms, where services delivered to the City of 

Sandy Springs are a relatively small portion of their entire enterprise, then this leverage is 

likely to be small, but if Sandy Springs is employing small, locally controlled firms to 

provide services then it is possible that the primary firm may be able to exert influence 

over the private partner in order to serve its own interest.   

The contracts documents also task CH2M Hill with providing the city with a 

variety of procurement related services.  These include: 
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 Making recommendations to develop procurement policies that are 

consistent with state and local law45 

 Assist in the selection of vendors46 

 Prepare requests for proposals to be distributed to vendors and 

suppliers47 

 Prepare and process purchase orders48 

Adding the ability to influence which vendors are selected to the previously 

mentioned administrative challenges would appear to strengthen the primary firm‘s 

position in negotiating with other firms that would try to do business with the city.   

Both contract documents include language that require the CH2M Hill firm to 

disclose any potential conflicts of interest
49

 arising from relationships with other entities.  

These statues also prohibit employees of the private partner to hold other employment 

that is ―antagonistic or hostile‖ to the City of Sandy Springs.   Also prohibited are 

kickbacks to employees of CH2M Hill for delivery of services and payments from CH2M 

Hill to persons associated with the City of Sandy Springs in order to form a contract for 

services.  One notable absence is that there is no explicit prohibition for employees of the 

city or members of the board to enter into the employ of CH2M Hill immediately after 

separating from public service.  This segment of the agreement may be strengthened by a 
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required waiting period between separation and new employment with the primary 

contractor in order to prevent jobs from being offered as replacement for kickbacks.   

Finally, there is language prohibiting collusion between CH2M Hill and other 

parties contracted to provide services to the City, or any joint business ventures with 

other contract providers without the approval of the City Manager.  These structures of 

the contracts set the expectations for the agreement and allow the City to take punitive 

action in the event that the private partner is found to have acted in conflict of interest.  

No explicit discussion appears in the contract documents regarding CH2M Hill providing 

services to other cities, though if a nearby municipality were both providing services to 

Sandy Springs and receiving services from CH2M Hill that would appear to fall under the 

disclosure requirement.   

Recommendation 3: Periodically obtain third-party validation of the financial and 

economic information produced by the primary contractor. 

Recommendation 4: Either separate the functions of agent of last resort and 

contract management for third-party firms, or maintain additional vigilance in the 

relationships among contractors. 

Recommendation 5: Give extra scrutiny to the relationships between the large 

primary contractor and smaller third party contractors, especially those where the 

preponderance of their business is with the city. 

Recommendation 6: Regulate the reemployment of city officials and employees 

by the primary contractor.  Consider requiring a waiting period between separation from 

the city and employment by the contractor.  Require city officials to disclose if they enter 
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into any discussion with the primary contractor regarding potential employment 

opportunities.   

Termination of the Agreement 

The degree of outsourcing in a contract city both in terms of breadth and 

proportion creates the risk of government failure should the relationship between the city 

and its primary private partners deteriorate.  Several elements of the contract agreements 

discuss the circumstances that would lead to a termination of the relationship between the 

City of Sandy Springs and CH2M Hill.  There are also contract elements that develop 

structures designed to protect the city from severe service disruptions.   

Two types of termination are discussed in the contract documents: termination of 

the entire agreement and partial termination of specific services.  Termination of the 

entire agreement may be initiated by either the City of Sandy Springs or CH2M Hill at 

either‘s discretion with or without cause
50

.  For both parties the termination of the 

agreement would go into effect one hundred and eighty days after written notice had been 

given to the other party.  The City of Sandy Springs is also given the ability to terminate 

the agreement in its entirety without any advanced notice in the event that ―a vote by the 

Board of Directors, officers or employees to transfer of a controlling interest in 

Corporation (which shall be defined to mean more than 50% of the ownership interest) to 

a non-related entity.
51

‖  This structure protects the city from the event that ownership of 
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its primary service provider transfers to an entity that may be hostile or antagonistic to 

the City of Sandy Springs.   

Complete termination of the agreement may also result from the City failing to 

appropriate sufficient funds through its annual budgetary process.  The contract 

documents state that the agreement is ―contingent upon sufficient appropriation and 

authorization being made annually by the City Council‖ at least 120 days prior to the 

renewal period
52

.  If the appropriation is not completed in this time frame then the 

agreement will be terminated following the City giving written notice to the CH2M Hill. 

This clause may increase the risks associated with the budget process in contract cities.  

Failure to appropriate funds on a timely basis in a conventionally governed city may lead 

to a continuing resolution with temporary funding or result in temporary layoffs and 

government shutdown.  Once the budgetary problems are resolved and an appropriation 

is made, however, it would be relatively straightforward to restart service delivery as the 

public bureaucracy and employees would presumably be available to return to duty.  In 

contrast, a contract city that fails to appropriate funds for the year may lose its ongoing 

relationship with its primary contractor and be required to go through the RFP process 

and review bids for new service providers before services can be reinstated.  Having 

established that budgetary failure may occur in that city, future contract negotiations may 

result in terms that are less favorable for the city.   

The high cost for contract cities of failing to adopt a budget potentially increases 

the likelihood of a holdout problem on the city council.  The last member of the council 
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needed to approve the appropriation may be able to extract concessions from other 

members in order to avert termination of the city contract.  The holdout problem cannot 

be addressed by adding structures to the contract because it is external to the principal-

agent relationship between the city manager and the private firm.  This problem would 

need to be addressed with changes to the rules regulating the appropriations process for 

the city council.  An assessment of how the contract city model may require changes to 

the political structure of the city itself is outside the scope of this paper, but it certainly is 

an important research question raised by this analysis. 

Partial termination of the agreement is also provided for as long as the City gives 

written notice to CH2M Hill at least 60 days in advance
53

.  In the event of a reduction or 

elimination of services the City Manager and CH2M Hill will come to an agreement on 

how much the compensation amount shall be reduced accordingly
54

.  These elements of 

the contracts would allow the city to make adjustments to changing economic conditions, 

such as rapidly declining revenue flows necessitating mid-year cuts to services.   

At an even smaller level, the City Manager has the right to require CH2M Hill to 

transfer any of its employees assigned to providing service to Sandy Springs to a different 

position within the city or to a position outside of the city.   This power is limited by 

language that requires the City Manager to use ―an objective standard based upon job 

performance‖ when making a transfer request
55

.  This language allows the City Manager 
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an approximation of the ability to dismiss individual employees for cause despite the city 

staff being actually employees of CH2M Hill. 

The issue of how the city budget affects the terms of the contract is further 

complicated because the preparation of the budget is outsourced to CH2M Hill.  The 

annual budget is prepared by the firm and submitted to the City Manager
56

.  Other City 

Departments not administered by CH2M Hill receive assistance in preparing their own 

departmental budgets from the contractor
57

.  Also, budget materials used in ―budget 

meetings, hearings, and agenda meetings‖ are provided under the agreement
58

.  The 

combination of these functions places considerable responsibility in the design of the 

budget in the hands of the private partner.  After submitting the budget to the City 

Manager, the Mayor‘s office will receive the budget for comment and review and it is 

then sent to the City Council for approval
59

.  So there are at least three reviews by public 

officials of the budget materials prepared by the private firm before it is voted upon by 

the council.  These reviews will help ensure that the content of the budget aligns with 

public interest.  Nonetheless, the work done by the private partner on the budget will 

certainly influence the budget process.   

The potential for a primary contractor to influence the city budgets for its own 

interest could be compared to the traditional model of budget maximizing bureaucrats 

introducing slack into their budget requests (see ) .  One key difference, however, is the 
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scope of budget preparation performed across all departments of the local government.  

While individual departments are competing with each other for budget dollars, a single 

firm that administers multiple departments can collude with itself to generate a set of 

departmental budgets that serve its interest.   

Another element of the contracts dealing with contract termination is language 

that defines a default by the private partner on one of the agreements as a default on the 

other agreement
60

.  This structure would allow the City to sever its entire relationship 

with the private partner for cause should one element of the service agreement be 

violated.  This protects the city from having one segment of its relationship being 

discontinued under the no-fault termination rules, while the other being subject to the 

default rules.  This language does, however, come with some associated risk, as it may 

increase the risk to the entire service delivery enterprise of a break in service capacity 

should any of the segments of the agreement go into default.  Under a conventional 

contracting framework, the city may have multiple private partners and the default of one 

would not affect the city‘s relationship with any of the others.  The one caveat to this 

issue is that the city does not have to find both agreements in default, only that it may 

elect to do so.  Before exercising this clause the city officials would need to carefully 

weigh whether a default on a single service responsibility merits abandoning the entire 

relationship.  This appears to be part of the tradeoff for the gains to scale of having a 

single private partner – all the eggs are in one basket. 

                                                 

 

 
60

 Agreement 1: Section 13.5 and Agreement 2: Section 12.5 



 175 

The contract documents also provide for a transition period should the agreement 

between Sandy Springs and CH2M Hill be terminated.  A transition period is provided 

for in both agreements that shall last the lesser of ninety days or the point at which the 

city is able to provide for a continuation of services on its own
61

.   More importantly, the 

contracts provide the city with the right to offer direct employment to employees of 

CH2M Hill if the agreement is terminated.  This would lower the city‘s cost of finding a 

qualified workforce and training new employees in their duties.  Although the 

corporation could presumably transfer members of its Sandy Springs workforce to other 

divisions, the loss of the contract‘s revenue stream would likely result in most employees 

losing their employment.      

In the event of breach of contract by either the city or the primary firm it is also 

likely that one party would bring a civil case against the other.  Several elements of the 

contract documents define the extent to which both parties can be held liable for 

damages.  The agreement states that CH2M Hill ―shall indemnify, defend and hold 

harmless the City … against any and all liability, suits, actions, damages, costs, losses 

and expenses … arising out of any errors, omissions, willful misconduct or negligent acts 

of Corporation, its officials, agents, employees or subcontractors…
62

‖ This places the 

contracting firm liable for service failures such as incorrect collection of taxes or fees or 

injuries.  Few firms would undertake such a risk without limitations and the Sandy 

Springs contract also includes a limitation on CH2M Hill‘s potential liability.  The 

aggregate fines and civil penalties that CH2M Hill can be liable for is capped at $150,000 
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per year across any federal, state or regulatory agency
63

.  This type of limitation may be 

necessary in order to entice a firm to provide such a broad scope of services, but it may 

also create adverse incentives for the firm if it reaches the liability cap.  At that point the 

city is financially responsible for any further damages assessed due to contractor 

negligence and the only policy option available would be to terminate the contract.   

Recommendation 7: Conduct a fiscal impact study of replacing the services 

provided by the primary contractor before determining to sever the agreement.   

Recommendation 8: If the primary contractor reaches the cap of financial liability 

for fines and penalties evaluate whether the city‘s potential liability for further damages 

outweighs the value of retaining the contractor. 

Financial Information 

The service agreements outsource to CH2M Hill the production of a variety of 

financial and economic information.  Among these responsibilities is assessing on behalf 

of the city changes in the cost of factors of production for municipal services.  City 

officials likely have limited resources to validate these cost estimates independently, 

though they could request that the firm explain the development of any cost figures 

presented.  These cost estimates are important to the contract agreement because they are 

used in periodic negotiations regarding adjustments to the rate that CH2M Hill is 

compensated for the services it provides
64

.  The compensation formula included in the 

contract does not automatically adjust for increases in the cost of production, but there is 
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language that allows CH2M Hill to renegotiate the compensation formula with the City 

Manager with any agreement subject to City Council approval.  The contract also 

stipulates that cost-related increases to the compensation formula cannot exceed 9% in a 

given year.  The cost of production estimates would likely play a significant role in 

determining whether an adjustment for the cost of production is warranted.   

The key issue with this arrangement is that in the contract city framework the city 

has little analytical capacity to validate this information on its own and is therefore in a 

compromised negotiating position for these cost adjustments.  In a traditional city there 

would be public employees of a city budget office that could validate the figures and 

conduct a comparison with third-party data.  Also, in a traditional contracting framework 

the private firm would have pressure from competition to provide accurate cost estimate 

data.  The thinness of the market for comprehensive municipal services, however, has the 

potential to lessen the pressure from competition.   

Recommendation 9: In the event that a contract city enters into negotiations with 

its primary contractor over the cost of factors of production the city should obtain a third-

party validation of the economic data used to justify the changes to the compensation 

formula.   

Capital Projects and Investment 

The City of Sandy Springs contracted with CH2M Hill to acquire a 

comprehensive set of services pertaining to cash investments and capital project planning 

and implementation.  The firm‘s capital project services consist of ―providing 

coordination and recommendation to the City on an annual basis as to the capital program 

requirements in future years, which includes the scheduling of capital program 



 178 

projects
65

.‖  The agreement stipulates that these services only pertain to small-scale 

capital projects of a value less than $50,000.  Capital project administration services for 

larger projects may be requested under the service change procedures.  The firm will also 

assist the city in obtaining financing for capital projects, maintain the capital projects 

fund in the city finances and make budgetary recommendations for financing projects 

over time
66

.  The investment-related functions outsourced through this agreement include 

developing procedures that will keep the city in compliance with Government Finance 

Officers Association practice and State law, selecting an investment firm, and producing 

reports, statements and cash flow analyses that will allow the city officers to evaluate the 

performance of the investment strategy
67

.  

These services introduce long-term planning issues that would not be present in 

most traditional service arrangements.  Assessing whether the agent has acted in the 

principal‘s interest with respect to these services requires determining whether 

performance has been acceptable in both the short and long term.  If the capital or 

investment planning horizon goes beyond the span of the contract renewal period, it is 

not clear that a contractor will have the correct incentives to maximize value over the 

correct time span.  For instance, if a firm is giving advice to a contract city regarding a 

debt service plan for an imminent bond issuance, will the firm‘s advice on the timing of 

the repayment plan be influenced by the contract renewal schedule?  The firm may have 
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an incentive to make the city‘s finances look their best during the season when its 

renewal will be assessed by the city manager and the city council.   

Possibly more troubling is the potential for conflict of interest if there is collusion 

between the primary contracting firm and the bond underwriter.  Rule G-23 of the 

Municipal Securities Rulemaking Board stipulates that ―[n]o broker, dealer, or municipal 

securities dealer that has a financial advisory relationship with respect to a new issue of 

municipal securities shall acquire as principal either alone or as a participant in a 

syndicate or other similar account formed for the purpose of purchasing, directly or 

indirectly, from the issuer all or any portion of such issue, or act as agent for the issuer in 

arranging the placement of such issue…
68

‖ By combining the role of providing financial 

planning advice and playing matchmaker between the city and a financial institution there 

is potential for the primary contractor to enter into a relationship with the financial 

institution that may qualify as a ‗syndicate‘.  It is unclear what type of information and 

negotiations would pass between the primary contractor and the various financial firms it 

encounters in the market before a single firm is selected and recommended to the city.  

Although any collusion would violate the contract elements that require the disclosure of 

any outside relationships with third-party firms and potential conflicts of interest, it 

would be very difficult for city officials to actually monitor this behavior and determine 

whether to take action.   
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The task of selecting a bank creates another area where there is the potential for 

collusion.  Sandy Springs has contracted CH2M Hill to ―[a]ssist the City in selecting an 

investment firm that will invest City Funds at the direction of City Manager and in 

accordance with GFOA policies and State law.
69

‖ If the primary contractor has a prior 

relationship with a financial firm it may steer the city to that firm in return for financial 

benefits.  The extreme reliance on the principal contractor for advice in obtaining 

financial services leaves city officials vulnerable.   

The threat of potential violations of rule G-23 has already been raised for the 

conventional contracting context.  Tamar Frankel (2007) raised the issue that some 

brokers have contracted with cities to provide financial advice and then have terminated 

the relationship to then subsequently begin a new relationship as bond underwriter.  

Frankel‘s point that while the rule only prohibits firms from providing both types of 

services simultaneously, serially providing both services to skirt the rule still allows for a 

significant conflict of interest because the firm has developed a relationship of trust with 

the issuer and could potentially capitalize on this trust.  On May 27, 2011 the MSRB 

approved amendments to rule G-23 that prohibited this practice (Municipal Securities 

Rulemaking Board, 2011).  The extreme dependence of a contract city on its primary 

service provider can create a similar degree of trust that may leave the city vulnerable to a 

conflict of interest.   

Recent changes to the Municipal Securities Rulemaking Board (MSRB) under the 

Dodd-Frank Wall Street Reform and Consumer Protection Act have expanded the 

                                                 

 

 
69

 Scope of Services: 1: 1.2.3.2 



 181 

MSRB‘s role to include the protection of state and local bond issuers.  Part of the new 

regulations require that ―municipal advisors‖ register with the SEC.  The MSRB‘s has 

issued statements explaining that:  

Municipal advisors also include firms and individuals that solicit 

business from municipal entities on behalf of broker-dealers, banks, other 

municipal or investment advisers to secure certain types of investment 

banking, financial advisory or investment advisory work with municipal 

entities, such as public pension funds, 529 plans, local government 

investment pools and other state and local governmental entities or funds. 

These municipal advisors are sometimes referred as consultants, third-

party marketers, placement agents, solicitors or finders. 

The investment services that CH2M Hill provides to the City of Sandy Springs 

appear to qualify under this definition of municipal advisor.  These services are: 

1. ―Assist the City in the development of investment policies and 

procedures pursuant to Government Finance Officers Association of America 

(GFOA) and State law70.‖ 

2. ―Assist the City in selecting an investment firm that will invest 

City Funds at the direction of City Manager and in accordance with GFOA 

policies and State law71.‖ 
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3. ―Produce investment reports, including cash flow analysis and 

modeling stating the effectiveness of the chosen investment policy, on a quarterly 

basis72.‖ 

Recommendation 10:  Remove the role of selecting a bond underwriter from the 

firm responsible for providing capital finance advice.  Monitor any contact between firm 

providing advice and the underwriter.   

Recommendation 11: Evaluate the recommend bond repayment plan in light of 

the contract renewal schedule.   

Recommendation 12: Require that primary contractors offering CH2M Hill-type 

financial advisement services register with the SEC as Municipal Advisors.   

Recommendation 13: When contracting for advice on finding banking or other 

financial service providers, officials should request two or three potential providers that 

can then be compared on the basis of rates and service to mitigate the potential for 

collusion in the matchmaking process. 

A final consideration of the capital advisement role is that it is also combined with 

the procurement function.  This means that the private partner will receive a normal rate 

of profit on providing the resources for the capital improvements that it recommends to 

the city.  There is potential here for an additional conflict of interest if the firm begins to 

recommend that the city undertake more projects than is economically efficient.  Because 

of the information dependence of the city on its private partner, this is another area where 
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it may be necessary to conduct periodic third-party reviews of the economic merits of the 

capital investment strategy. 

Recommendation 14: Obtain periodic external evaluations of the economic merits 

of the capital investment plan recommended by the primary contractor in order to limit 

the potential for conflict of interest. 

Relationship of Trust 

Noted earlier in this paper, Oliver Porter acknowledged that the City of Sandy 

Springs is highly dependent on its private partner performing due diligence in fulfilling 

the service agreement, but that a relationship of trust existed between city officials and 

the corporation‘s representatives at the beginning of their relationship.  One of the key 

threats to the city, however, is that this harmonious relationship may erode at some point 

in the future as elected officials are replaced and the city and corporate workforces 

change over time.  The designers of the contract documents included elements that 

attempt to mandate that the harmonious relationship be maintained as an essential part of 

the service agreement.  There are also contract elements which are clearly designed as a 

reaction to the unsatisfactory relationship that previously existed between the citizens that 

formed the new city of Sandy Springs and the Fulton County government.   

Both contract documents include language specifying that the ―Corporation shall, 

at all times, foster and maintain harmonious relationships with the members of the City 

Council, all employees of the City, all employees of the City's contract services providers 
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and all City's residents, and shall represent the City in the best light possible
73

.‖  This 

language is included prominently in the General Services section of the contracts.  It is 

not clear how this relationship would be assessed or what types of actions would be taken 

over time to maintain it.  It appears that this language is in place to allow the city to take 

action when it determines that the relationship has faltered.   

Other contract elements which specify specific behaviors shed further light on 

what is expected in a harmonious relationship.  One element which discusses the 

operation of phones during business hours specifies that all incoming calls will be 

answered by actual people and not through the use of automated attendants
74

.  Another 

requirement is that the code of conduct for corporate employees will emphasize that 

―rudeness and impoliteness toward any person is unacceptable conduct and will not be 

tolerated
75

.‖  These elements of the contract documents reflect the historical context of 

the development of the City of Sandy Springs.  Because most contract cities are formed 

in the process of municipal incorporation it is likely that a similar history of antagonism 

between the preexisting government framework and the citizens groups that formed the 

city will be reflected in the contract documents.   

Discussion 

By assessing the features of the contracts between the City of Sandy Springs and 

the private firm CH2M Hill, I believe that I have identified multiple features of the 

principal-agent relationships in contract cities that are not present in traditional municipal 
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public-private partnerships.  The most notable of these features are those that are 

associated with interactions between outsourced functional areas.  I find in the contract 

structures the potential for ―negative synergies‖ to exist which raise the cost of 

monitoring and managing contractor performance above what would be required if the 

functions were individually outsourced to separate contractors.  I also observe beneficial 

structures placed in the contracts that are designed to prevent these additional costs and to 

achieve the efficiency gains that the contract city model promises.  

Another key feature that distinguishes outsourcing decisions in contract cities is 

that the traditional analytical assumption that cities evaluate the merits of outsourcing 

each function individually does not appear to hold in this governance context.  One cause 

of this is that the contract city model tends to be adopted by municipalities at the time of 

incorporation and it therefore necessarily involves a discrete shift to near 100% external 

production of municipal functions, rather than a gradual adjustment towards increased 

outsourcing.  The other key contributing factor is the role of ideology and the reliance on 

contractor cost projections for making the evaluative decision, rather than using historical 

cost estimates of internal production.  Because the contract city model is most often 

adopted by new cities there is no historical data to use and therefore the public officials 

are either making estimates based on the costs of other government units or using 

information that they receive from their potential contractors.  These factors suggest that 

the traditional framework used to study outsourcing may need to be reevaluated when it 

is applied to contract cities and that further research into this area of study is definitely 

called for.   
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The two key factors that I identify as being responsible for creating these new 

features are the scope of services outsourced by contract cities and the thinness of the 

private market for comprehensive municipal service delivery.  These two concepts were 

first identified in the literature on contract cities and in the historical documents 

describing the development of the City of Sandy Springs.  The textual analysis research 

methodology used in this case study has helped reveal how the influence of scope and 

market depth has manifested in the structures embedded in the contract documents.   

For practitioners in this field this research highlights several areas of contract 

management that merit special attention because of the increased potential for conflicts of 

interest.  I wish to reiterate that this paper is confined to the incentives and the potential 

behaviors that may be spurred on by them, but in no way does it reveal any actual 

behavior on the part of CH2M Hill in conflict of its interest to provide services to the 

City of Sandy Springs.  The findings and conclusions drawn from this research should be 

a guide to both public and private partners on how to design appropriate contract 

structures so as to protect both participants in contract agreements.   

This paper opens several doors to future research.  One potential avenue to extend 

this work would be to more formally develop the outsourcing decision contracting 

officials face within the principal-agent framework.  This may serve to clarify the 

distinction between a traditional contracting decision and this extreme case of 

outsourcing.  A key feature of such a model would be to explicitly model the monitoring 

cost interactions across individual functions within the contract.  The public officials 

would then weigh the cost of the contract net of these ―negative synergy‖ monitoring 

costs, but also including the potential scale efficiencies that a comprehensive contract for 
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services would provide.  Other options that the official may face would include internal 

production, but with imperfect information about the true costs of internal production, 

and multiple discrete contracts. 

Another potentially fruitful line of research would be to gather updated data on 

the prevalence of the contract city model across the country and more broadly assess their 

contract management practices.  There is a sense in the literature that the contract city is a 

new form of governance that may be adopted by many more cities.  Five years after the 

incorporation of Sandy Springs it would be interesting to see how many other 

communities have adopted this model and whether similar contract structures can be 

found in them.   

 The implications of these findings for the study of public financial management 

and regulation also raise a number of interesting questions for the study of local 

outsourcing at large.  How many local governments are receiving financial advice from 

private contractors who are also playing matchmaker between the governments and 

financial intuitions when it comes time to issue public debt?  Are these firms acting in 

response to the Dodd-Frank Act and registering as Financial Advisors?  If so, what has 

been the impact of registration on local government‘s financial activities?  The issue 

highlighted by this case study, how the combination of services in a single contract can 

increase the potential for conflict of interest, is very relevant for public financial services 

regulation.  
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