INTERMUNICIPAL COOPERATION AND THE CHOICE OF
ORGANIZATIONAL FORM: INDEPENDENT JOINT VENTURES
VERSUS CONTRACTUAL AGREEMENTS

ABSTRACT

This article investigates the choice of organizational form in the context of intermunicipal
cooperation on fire and rescue services in Norway. The choice of corporate or contractual
form is expected to be affected by two main dimensions of transaction costs, horizontal
and vertical. It is expected that factors increasing the horizontal transaction costs will
increase the benefit from formalizing the collaborative agreement through
corporatization. However, establishment of an independent company can also be argued
to increase vertical transaction costs related to indirect ownership. Employing survey
data from all Norwegian municipalities, this study analyses possible factors explaining
the choice of organizational form. It aims to answer whether the organizational form can
be explained mainly in response to vertical or horizontal transaction costs. The findings

indicate that vertical transaction costs are more central than horizontal to the choice.
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INTRODUCTION

Intermunicipal cooperation is a popular strategy for municipalities, first of all to increase
cost efficiency (Hulst et al. 2009; Bel and Warner 2016) but also to improve service
quality. Municipalities are argued to cooperate when they perceive resource benefits
through collaboration (May and Winter 2007), and the level of expertise within the local
government will be important in affecting its production choice. Intermunicipal
cooperation is especially common for small and weakly-performing municipalities which
can have considerable potential for increasing the level of competence through
cooperation (Steiner 2003). The potential for realizing joint benefit may be large.
However, this way of supplying municipal services is also associated with challenges.
These challenges may, for example, be related to indirect ownership (Sgrensen 2007) and
overcoming collective action dilemmas (Feiock and Scholz 2010).

The choice of organizational form has been a popular field of study, largely
inspired by Williamson’s (1975) classic categorization of markets and hierarchies.
Intermunicipal cooperation has also become a broad literature field covering a wide range
of topics such as accounting (Miller, Kurunmaki, and O’Leary 2008; Kurunméki and
Miller 2011), networks (Goldsmith and Eggers 2005; Schalk 2013), and negotiations
(Agranoff and McGuire 2004). The literature on control mechanisms in intermunicipal
service delivery is still limited, but has started to emerge (e.g., Marvel and Marvel 2008;
Céker and Siverbo 2011; Andrew et al. 2015). So far, the main focus has been directed at

the drivers of cooperation and the financial consequences (Bel and Warner 2015). There



is a need for more knowledge about control and management issues arising after the point
where cooperation between public organizations is achieved.

The selected services for analysis in this study are municipal fire and rescue
services. Cooperation between municipalities on these services is very common in
Norway, and several municipalities have chosen establishment of an independent legal
entity (a municipal joint venture) to organize the joint service production. The alternative
is cooperation through contractual agreements between the municipalities. At the heart of
this decision lies the issue of transaction costs (Williamson 1979). Factors increasing the
risks inherent in the transaction will increase the need for control and safeguarding
mechanisms. So far, the literature on intermunicipal cooperation has focused on the
horizontal dimension of the cooperation, the relationship between the municipal partners.
The author forward, however, two contrasting perspectives highlighting the difference
between horizontal and vertical transaction costs in this type of cooperation. The
horizontal perspective is based on the institutional collective action framework (Feiock
2013) which has been widely employed in the study of intermunicipal cooperation. Based
on this perspective, the choice of organizational form is a matter of collaboration risks
and choosing a governance form to safeguard against these risks. The higher the risk, the
greater the need for formalization and safeguarding governance structures. Alternatively,
the transaction cost framework can be supplemented with insights from corporate
governance and agency theory (Jensen and Meckling 1976). Production of services
through an independent joint venture involves the establishment of two additional

decision-making bodies and increases the degree of indirect ownership and separation of



ownership and control. Following corporate governance theory, indirect ownership is
expected to reduce efficiency (Schleifer and Vishny 1997), and involves risking the loss
of municipal influence on service delivery.

The present study investigates which factors explain the choice of different
organizational forms, and whether the choice can be seen in response to mainly
horizontal or vertical transaction costs in the context of intermunicipal cooperation. In
certain areas, the two perspectives will have competing explanations for the expected
organizational form, making it difficult to integrate fully the consideration of both the
horizontal and vertical dimensions. The data employed in this investigation was collected
in a survey undertaken in Norwegian municipalities and included a description of several
characteristics of the collaborative arrangements. These factors are expected to have
different effects on the choice of organizational form depending on their effect on the
level of perceived risk, and thus the level of transaction costs. Characteristics included
are the extent to which the partners cooperate in other service areas, income inequality,
whether there is a low-income participant, number of cooperating partners, size diversity,
presence of a dominant partner, transaction size, duration of the cooperation, municipal
revenues, and population. The study contributes to our knowledge concerning possible
explanations for the choice of alternative intermunicipal organizational forms which, so
far, have not received a great deal of attention in the literature. It further contributes to
advance our theoretical approach in the study of cooperation by introducing the
difference between a horizontal and vertical perspective on transaction costs in these

types of transactions.



THEORETICAL FRAMEWORK: TRANSACTION COST ECONOMICS AND THE

EXTENDED MAKE-OR-BUY DECISION

At the heart of the choice of organizational form lies transaction cost economics (TCE).
The TCE framework is a common foundation both for analyzing the make-or-buy
decision of a single organization (Geyskens, Steenkamp, and Kumar 2006), and for
analyzing inter-organizational control, often in combination with other theoretical
perspectives (Anderson and Dekker 2010). Transaction cost economics describes the
different needs for control based on the characteristics of the transactions to be carried
out. According to TCE, the transactional characteristics determining which governance
form is most appropriate are asset specificity, uncertainty, and frequency (Williamson
1979). Increasing levels of these characteristics result in excessive transaction costs if
market mechanisms were to be used and imply internal production or hybrid forms where
transactions can be safeguarded through formal control mechanisms. The basic TCE
model is concerned with these three main transactional characteristics, and the initial
choice to “make or buy” but has been extended in several ways. It is shown, for example,
that these choices are not mutually exclusive and can be combined (Warner and Hefetz
2008; Hefetz, Warner and Vigoda-Gadot 2014). The framework can also be applied more
widely to what has been labelled “extended make-or-buy decisions” (Van der Meer-
Kooistra and VVosselman 2000). This also incorporates the phases of partner selection and
decisions regarding design of the control system after the initial decision to make-or-buy.
The TCE framework of the extended make-or-buy decision has successfully been applied

in the study of control of inter-firm relationships in the private sector (e.g., Van der Meer-



Kooistra and Vosselman 2000; Langfield-Smith and Smith 2003; Dekker 2004;
Hakansson and Lind 2004). It has also started to manifest itself in the study of control of
outsourcing relationships in the public sector (e.g., Johansson 2008; Cristofoli et al. 2010;
Johansson and Siverbo 2011; Ditillo, Liguori and Steccolini 2014; Johansson, Siverbo
and Camén 2016). These studies have elaborated on the three initial transactional factors
and explored different transactional, environmental and relational characteristics that
affect the design of inter-organizational control. Factors explored include, for example,
trust, level of competition in the market, “outsourcing misalignment”, political visibility,
goal congruence and transaction size. What can be concluded from these studies is that
the level of risk and related transaction costs are important for explaining the need for
safeguarding and the intensity of control in inter-organizational relationships. In relation
to the governance system design, it is expected that the corporate or contractual form will
offer different possibilities for safeguarding and control, and that the choice will be

related to the level of transaction costs.

The horizontal Transaction: Institutional Collective Action

Concerning the literature on intermunicipal cooperation specifically, the institutional
collective action (ICA) framework has been broadly applied in the public administration
literature (e.g., Lubell et al. 2002; Feiock 2009; Feiock, Steinacker and Park 2009;
Andrew et al. 2015). This framework emanates from TCE and is found to be very useful
in understanding the barriers to, and the emergence of collaborative action to realize a

potential joint benefit. In resemblance to the mentioned literature on the extended make-



or-buy decision, this approach focuses on transaction costs as the determining factor of
the need for control and safeguarding mechanisms—but here the focus is solely upon the
horizontal relationships between cooperation partners. The basic assumption in the
institutional collective action framework is that cooperation will emerge when the
benefits outweigh the transaction costs related to mitigating the risks of “incoordination,
unfair division, and defection” (Feiock 2013, 406). Different governance mechanisms are
used to align incentives, and safeguard transactions exposed to these risks. The
governance of intermunicipal cooperation, therefore, is a result of the ICA dilemmas
arising from collaboration risks. The more complex the collaborative tasks, the higher the
collaboration risks and the transaction costs. The complexity of ICA dilemmas induces
the need for more authoritative mechanisms. “Simple” coordination problems may easily
be addressed employing a governance form based on social embeddedness, while tasks
imposing defection or division risks are characterized as more difficult to handle and
require more authoritative mechanisms. A typical example of the latter is the cooperation
of governments to achieve economies of scale that often require long-term commitments
and capital-intensive investments (Feiock 2013, 411). Trust is recognized as a central
component of cooperation in the ICA framework. It can be the mechanism that helps
resolve the ICA dilemma with lower transaction costs than other mechanisms (Thomson
and Perry 2006, 28). Studies have pointed to earlier cooperation as a source of trust (Park
and Feiock 2006; Percoco 2016). This is supported by several studies of the private sector

which find that prior exchanges and partner experience is an important factor in reducing



the use of governance mechanisms (Gulati 1995; Batenburg, Raub and Snijders 2003;
Dekker 2008).

Viewing the choice of organizational form from this horizontal perspective, the
choice is a matter of integrating the cooperating parties, and formalization in order to
safeguard the horizontal transactions. Contractual agreements are more market-oriented
than the joint venture form which “can be seen as quasi-hierarchies” (Osborn and Baughn
1990). To foresee every possible future event in a long-term cooperation and account for
them in the contract is of course not possible. Thus, there will inevitably be a situation of
incomplete contracting between the municipalities. Establishing a joint venture may also
be called a type of contract, but a much more institutionalized type that binds the parties
together in a different way. Ownership of the company provides a form of security for the
involved parties whenever events not accounted for in the contract arise. Say, for
example, that there is a question about how certain procedures should be carried out or
what should be done with an asset. When such an unspecified event arises, co-owners of
the company must come to agreement on a decision, and each owner will have the right
to affect decisions, for example through voting in the representative board of directors.
Through the joint venture, shared ownership and control is established and interests are
aligned through the sharing of profits and losses. Under the contractual form, the fire
service department will still administratively be organized within the separate
municipalities. When two municipalities have written a contract which, for example,
entails that parts of the service are sold from one to the other, the purchasing municipality

does not have the same opportunity to affect decisions regarding the service. In such a



case it would need to rely more on bargaining and threats to terminate the contract. The
corporate form is thus expected to reduce the risks related to the horizontal dimension of

the transaction and to be preferred in response to the related horizontal transaction costs.

The Vertical Transaction: Corporate Governance and Agency Theory

When discussing whether to establish an independent company, corporate governance
and agency theory arguments may also provide important insights explaining risk
inherent in the transaction. Corporate governance theory is concerned with ownership
rights, agency and efficiency. In contrast to ICA, where the focus is directed at the
horizontal relationships among cooperating partners, corporate governance theory
focuses vertically on the relationship between owner and manager. It emanates from
agency theory and argues that indirect ownership will impair efficiency (Schleifer and
Vishny 1997). There are several arguments for a principal to delegate authority to an
agent. These include increased exploitation of the agent’s competencies, timely decision-
making, and facilitation of the agent’s initiative and participation in the relationship
(Aghion and Tirole 1997; Colombo and Delmastro 2004). Delegation of authority can be
important in reducing the overload for the principal and improve the principal’s focus on
other strategically important areas. However, agents will pursue their own goals, and
information asymmetry will challenge the principal”s possibilities for controlling the
actions of the agent (Jensen and Meckling 1976; Eisenhardt 1989; Miller 1992). Thus, the
cost of delegation of authority to the agent is the principal’s loss of control. The benefits

of delegation to an agent must then be weighed against the risk related to opportunistic



behavior and the costs incurred to safeguard against it. Municipal service production will
always involve delegation to department managers, so agency problems can occur
without the establishment of a joint venture. However, the distance between principal
(municipal council) and agent (department manager of the fire service) increases
dramatically when establishing a joint venture. This requires the establishment of two
extra decision-making bodies: the board of directors and the municipal representative
board. In addition to making ownership a great deal more indirect than it already is, there
is the issue of dispersion. With several owners, each participant will have reduced
incentive to monitor the administrator (Fama and Jensen 1983). The result is an extreme
example of indirect and dispersed ownership and can be seen as increasing the risk
inherent in the vertical transaction and related transaction costs. Municipalities are indeed
experiencing more control challenges with the corporate form compared to other forms of
organization. Oversight over what is going on in the companies is reported to be weak or
non-existant (Gjertsen and Martinussen 2006; Ringkjgb, Aars, and VVabo 2008; Leknes et
al. 2013; Jacobsen 2014; Bjernsen, Klausen and Winsvold 2015). Thus, from this
perspective, the contractual form is expected to reduce the risks related to the vertical
transaction, and that the contractual form will be preferred in the presence of factors
increasing these risks and related transaction costs.

To sum up, the establishment of a municipal joint venture company may reduce
risks related to the horizontal transaction through increased formalization and transaction
safeguarding between the municipal owners. However, establishing a company may also

increase the risks related to the vertical relationship and increased degree of indirect
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ownership. It is hypothesized that factors characterizing the collaborative arrangement
will affect the level of risks in the transaction, which in turn will affect the choice of

organizational form in response to minimize the transaction costs.

Hypothesis development
Extent of Cooperation on other Services

The extent of cooperation with the same partner in other services is an important
characteristic related to partner experience and as a source of mutual dependence and
trust. If the cooperating partners have a large degree of cooperation, this means they have
more experience with each other, and the embeddedness of the parties is higher. Since
they have chosen to expand their collaborative activities into a higher level, the
experiences are presumably of a positive nature. The level of trust between municipalities
is argued to be higher when they have a history of cooperation (Park and Feiock 2006;
Percoco 2016). Several studies in private sector contexts in interorganizational control
find that prior exchanges and partner experience, as a source of trust, is an important
factor in reducing the use of governance mechanisms (Gulati 1995; Batenburg, Raub, and
Snijders 2003; Dekker 2008). In line with these arguments, a large extent of cooperation
is expected to reduce the risk in the horizontal transaction, and again the need for
safeguarding transactions between the cooperating municipalities. A negative relationship

between extent of cooperation and corporate form is therefore expected.
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Income Inequality

In the same way as a larger extent of cooperation, mutual interests are found to be a
source of trust (e.g., Das and Teng 2001). Feiock, Steinacker, and Park (2009) find that
larger economic differences reduce the likelihood of cooperation being established and
argue that this may be the result of fewer mutual interests and more difficulties related to
bargaining the division of costs and gains. Assuming that fewer mutual interests increase
the costs of bargaining and division, greater income inequality is expected to increase
horizontal transaction costs and be positively related to corporate form and increased

safeguarding between municipalities.

Number of Partners

The effect of an increasing number of partners has been studied in the literature on joint
venture performance where most findings suggest it is negatively related to performance
(Franko 1971; Park and Russo 1996; Griffith and Chen 1998; Gong et al. 2007). “As the
number of partners increases, there is potentially a geometric growth in complexity”
(Beamish 2008, p. 117). Gong et al. (2007) present one study that finds a negative
relationship between increasing number of parent companies and joint venture
performance. This finding is further nuanced by the mediating effects of contract
completeness and cooperation. It is found to be more challenging to specify complete
contracts when the number of partners increases. An increasing number of partners can
also challenge cooperation because it reduces the possibility to establish close
relationships with each other, develop common values, and increases the likelihood of

free riding. Related to the institutional collective action framework, an increasing number
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of cooperating partners is expected to increase horizontal transaction costs through the
increased difficulties of bargaining and division in addition to the increased risk of all
parties not having the same goals (Feiock 2013). It is therefore expected to be positively
related to corporate form because it increases the need for safeguarding through the
integration of the cooperating partners.

The increased transaction costs related to coordination between a large number of
partners can also be seen as increasing the benefit of delegation to an agent (a joint
venture), which is not part of the municipalities’ administrative structure. Most of the
coordinating activities will then be delegated to the board of the joint venture. The
reduction in coordination costs greatly increases the benefit of delegation: it will facilitate
an increased initiative and participation of the agent(s) and reduce the principal’s
overload (Aghion and Tirole 1997; Colombo and Delmastro 2004). This is expected to
outweigh the increase in vertical transaction costs related to indirect ownership because it
has immediate practical implications for the parties involved. A positive relationship
between number of partners and corporate form is therefore hypothesized both from a

horizontal and vertical perspective.

Size Diversity/Dominant Partner

These variables will have different expected impact on the choice of organizational form
dependent upon whether one focuses on horizontal or vertical transaction costs. From an
ICA perspective, increased size diversity and presence of a dominant partner are factors
expected to increase bargaining and division costs, and increase the risk of opportunistic

behavior for parties that are dominated in the transaction. Having collaboration partners
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with more power than the others does not promote trust since the dominant partner(s)
could exploit a favorable power situation. Feiock, Steinacker, and Park (2009) find that
cities are more likely to enter into cooperation with cities of similar size. For dominated
parties, control mechanisms as close as possible to those employed in the hierarchy are
preferred (Donada and Nogatchewsky 2006), and integration is the most powerful
safeguarding mechanism (Williamson 1975). Langfield-Smith and Smith (2003) also
include asymmetric power as a party characteristic associated with more bureaucratic
control mechanisms. From this perspective, asymmetric power increases the risk in the
horizontal transaction and the need for safeguarding, and therefore a positive association
to corporate form is expected.

On the other hand, from a corporate governance perspective, a greater size
diversity or presence of a dominant partner can be seen as an opportunity to reduce
complexity and reduce transaction costs related to controlling the department manager.
From this perspective, the most important issue is to secure municipal control over
service delivery. As already described, an increasing number of partners increases
complexity, and in several cases is found to be negatively related to performance (Gong
et al. 2007). When one cooperating partner is significantly larger than the others, it is
natural for this party to take the main responsibility for service production. This party
may secure municipal control of the department manager with the smaller, dominated
parties in the background. As previously described, delegation can have an important
benefit of reduced principal overload (Aghion and Tirole 1997; Colombo and Delmastro

2004). Smaller municipalities handing over responsibility for the service to a large
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municipality can be seen as an alternative to establishing a joint venture with the aim to
reduce complexity and overload for the principal(s). Instead of delegating authority to the
joint venture, the small municipalities delegate authority to the dominant partner, and
exploit the greater capacity and competencies of a larger municipality. The principal-
agent relationship is then within the municipalities, something which is considered less
risky than the company-municipality relationship. This is due to a higher degree of goal
congruence between the partners (e.g., Johansson and Siverbo 2011; Andrew et al. 2015).
Greater diversity in size and/or presence of a dominant partner therefore provides the
opportunity to reduce transaction costs related to coordination, and at the same time
reduce risk in the vertical transaction related to indirect ownership by avoiding the
establishment of a joint venture. Accordingly, the characteristics size diversity and
dominant partner are expected to be negatively related to corporate form seen from this

perspective.

Transaction Size

The size of the transaction will affect how important municipalities consider control of
the service to be because it affects the consequences of potential suboptimal decisions.
This variable will also have an opposite expected impact on the choice of corporate form
depending on the perspective. From a horizontal perspective, increasing transaction size
is expected to be positively related to corporate form. When more money is at stake, it
can be expected to increase risk in the horizontal transaction through increased risk of

potential defection or poor division (Feiock 2013). This would again increase the need for
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safeguarding between the municipalities and a positive relationship to corporate form
would be expected.

From the corporate governance perspective, on the other hand, increasing
transaction size increases the need to minimize risks in the vertical transaction related to
indirect ownership and the potential of reduced efficiency. The more money at stake, the
greater risk will be associated with the possibility that the agent acts opportunistically.
Increasing transaction size thus increases the cost related to delegation and the loss of
control over the agent (Aghion and Tirole 1997; Colombo and Delmastro 2004). From
the vertical perspective, transaction size is therefore expected to be negatively related to
corporate form.

Population

The act of contracting services requires a certain level of resources, especially legal
competence on behalf of the municipalities. Cooperation through contractual agreements
with other municipalities entails that the service provision remains integrated in the
municipal administration, while the establishment of an independent company outside the
administration is closer to outsourcing. Establishment of a company is therefore expected
to require a greater deal of competence on behalf of the municipalities, in order to
manage the process of contract design, establishment, and controlling the company in a
proper way. The importance of these kinds of resources was highlighted by Brown and
Potoski’s (2003) discussion of contract-management capacity in municipal and county
governments. This capacity is more likely to be found in larger municipalities, which are

often more experienced with different forms of organization, and it is common to find
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separate legal departments handling these matters. Studies find that Norwegian
municipalities in general lack the necessary capacity, competence and awareness for
effective corporate governance (Gjertsen and Martinussen 2006; Bjgrnsen, Klausen and
Winsvold 2015) —a lack that will be especially prominent for small municipalities.
Corporate governance of municipal companies is described to “take place within a fine-
graded, institutionalized system characterized by high complexity regarding number of
positions and bodies, their different roles and relationships between them” (Bjernsen,
Klausen and Winsvold 2015, 186). This system will be especially challenging to navigate
for small municipalities. They are found to experience a greater loss of control when
cooperating in general, where the corporate form further strengthens this experience of
reduced control (Ringkjgb, Aars, and Vabo 2008; Leknes et al. 2013; Jacobsen 2014).
Having greater contract management capacity reduces the risk in the vertical
transaction and related transaction costs. A positive relationship between population and
corporate form is thus hypothesized. A summary of the hypothesized effects are found in

Table 1.
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Table 1. Summary of hypothesized effects of explanatory variables on the choice of
corporate form.

Explanatory variable Expected effect on corporate form
Horizontal Vertical perspective
perspective

Extent of cooperation Negative

Income inequality Positive

Number of partners Positive Positive

Size diversity Positive Negative

Transaction size Positive Negative

Population Positive

DATA AND METHODS
Research Context: Municipal Fire and Rescue Services

Municipalities can establish cooperation on service production if needed, and in Norway
this is very widespread among the more technical and capital-intensive services. This is
related to the challenges of smaller municipalities providing these services on their own.
It is very uncommon to cooperate on what can be considered core activities such as
schools, kindergartens, and health and care services. Fire and rescue services are the
second most common for intermunicipal cooperation after refuse collection. Based on the
survey conducted, 87.6 percent of the responding municipalities cooperate in some form

on fire services. Because of institutional circumstances related to income and taxation,
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refuse collection is almost exclusively organized as independent companies and was not
suitable for this analysis. Fire services was therefore the most suitable context chosen for
this study. It represents an interesting service to analyze, also because it is not considered
the most contractible service (e.g., Brown and Potoski 2003; Levin and Tadelis 2010).
Compared to refuse collection, for example, it is not as easily measured and controlled
through use of performance targets. Since the service is more challenging to contract, it
also demands that decisions are made more carefully regarding governance system,
including organizational form.

The two main forms of cooperation on fire services in Norway are contractual
agreements and establishment of a municipal joint venture. Establishing an
intermunicipal joint venture involves the introduction of two additional levels of
government. First, the representative board of directors, which is the highest level. This
consists of elected representatives from each of the owner-municipalities; the number of
members elected by each municipality corresponds to its portion of the shares in the
company. With relatively few meetings, usually twice a year, the main responsibility of
the representative board is to set the budgetary frames for the company. Second, the
professional board of directors, elected by the board of representatives. This board
oversees the general manager and operation of the company; most decisions are made
here. The contractual alternative to organizing cooperation means contract agreements
between the municipalities without establishing a new organization. Contract agreements

range from informal cooperation with little or no formalization to agreements that are
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more formal. A typical form of agreement involves a municipality purchasing the whole,
or parts of the service production from another.

The analysis employs selected variables from a survey covering all Norwegian
municipalities in 2016. First, an electronic survey was distributed by email to the
municipal CEO and CFO. In a second round, the remaining municipalities were contacted
by telephone. By the end of the data collection, 363 of 428 municipalities had replied,
resulting in a response rate of 84.8 percent. After mapping the collaborative arrangements
based on the responses, 136 different forms of collaboration within fire services were
identified. Among other things, the survey included questions regarding the organization
and characteristics of the collaborative services: organizational form, number of
cooperating partners, date when cooperation was established, and the extent of
cooperation among the partners in other services. In addition, official municipal data such
as transaction size, revenues, and population were collected from Statistics Norway.!

The data employed in this study is cross-sectional, meaning that it does not
capture possible changes in organizational form over the course of time. It can be the
case, for instance, that some of the joint ventures commenced as contractual agreements,
and that more mature collaborative arrangements are more likely to employ the joint
venture form. One effort made to accommodate this was to include the duration of the
collaboration as a control variable. Also, crude 2SLS probit models were employed
(Appendix 1). These do not indicate great endogeneity problems, but it cannot be
excluded. The most problematic were income inequality and transaction size. As with all

cross-sectional studies, this weakness must be kept in mind when interpreting the results.
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Common method variance (CMV) is another potential issue in behavioral research but

was not considered a major concern in this study."

Dependent and Explanatory Variables

The dependent variable, Corporate form, is a dummy variable coded 1 where the chosen
organizational form is an independent joint venture: other contractual agreements is the
reference category coded 0.

The variable Extent of cooperation is a measure of how much the municipality
cooperates with the partners on other service areas in addition to fire services. In the
survey, respondents were asked to rank their level of cooperation on a scale of 1-3,
where 1 represents no other cooperation other than fire services. A medium level of
cooperation is defined as between two and nine collaborative arrangements, represented
by the value 2. Municipalities that rate their extent of cooperation as high, have ten or
more other collaborative arrangements with the same partners, represented by the value
3. Income inequality is measured by the Gini coefficient, which expresses the dispersion
of income per capita in the range 0-1. The value 1 implies maximal income inequality,
and 0 perfect equality. Duration represents the duration of the collaborative arrangement
measured in years since its commencement. Number of partners is a measure of how
many municipal partners are participating in the collaborative service. Dominant partner
is @ measure indicating whether there is a dominating party in the collaborative
arrangement. In the case of independent companies, a dominant partner is defined as one
that controls 50 percent or more of the shares. In the non-corporate case, this is based on

population. A dominant partner is defined as one that represents 50 percent or more of the
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cooperation’s population base. A related but different variable is Size diversity. This is
measured by the normalized Herfindahl index (H*)" ranging from 0 to1, which expresses
the equality of distributions. The value 0 indicates a perfectly equal distribution; 1 means
maximum dispersion. The variable Size diversity provides a more nuanced expression of
power asymmetry than the dummy variable dominant partner. For example, if a
collaborative arrangement consists of one municipality representing 51 percent and
another 49 percent, this would be defined as presence of a dominant partner. This can be
of value to capture since 51 percent of shares entails the majority of votes. However, its
value on the normalized Herfindahl index would be very low since the distribution is
quite even. These two variables therefore measure two related, but different aspects of
power asymmetry. Transaction size is the cooperating municipalities’ combined
expenditures per capita related to the services. The variable Municipal revenues" is the
total revenues per capita of the cooperating municipalities combined, comprising tax
revenues and block grants. Low-income participant is a dummy variable given the value
1 for collaborations where one or more of the participating municipalities belong to the
lower quartile of income per capita. In contrast to municipal revenues, this variable is
based on each municipality’s income and not the total income of the collaborating
partners combined. Population is the population of the cooperating municipalities
combined at the beginning of 2015. Descriptive statistics of the variables are found in
Table 2; the correlation matrix in Table 3.V Since the dependent variable is dichotomous,

logistic regression is the employed method of analysis.
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Table 2. Descriptive statistics

Variable N Min—Max Mean  St.dev. Skewness Kurtosis
Corporate form 135 0-1 0.2 0.401 15 3.25
Extent of cooperation 126 1-3 2.562 0.504 -0.482 1.799
Income inequalityt (Gini 133  -6.22 --1.04 -2.837 0.868 -0.884 4.462
coefficient)

Number of partners 133  2-10 3.248 1.990 1.738 5.156
Size diversity (H*) 134  0-0.981 0.322 0.295 0.722 2.180
Dominant partner 134 0-1 0.590 0.494 -0.364 1.133
Transaction sizet 133 -0.406-1.006 0.107 0.289 0.651 3.308
Populationf 133 7.74-12.81 10.209 1.076 0.296 2.858
Municipal revenuest 133 2.482-3.950 3.116 0.278 0.796 3.199
Low-income participant 135 0-1 0.437 0.498 0.254 1.064
Durationt 120 0-4.078 2.150 0.920 -0.760 3.110

Note: tIncome inequality, Transaction size, Population, Duration, and Municipal revenues
are log transformed. Transaction size and Municipal revenues are per capita. A normally
distributed variable has a skewness=0 and kurtosis=3 in Stata.
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Table 3. Correlation matrix for units included in the analysis, N = 110.

Corp. Ext. Num. Duratio Income Dom. Size Tr. Low  Rev. Pop.
form  of of n ineq. part.  div. size inc.
coop. part.
Corp. 1.000
form
Ext. of 0.044 1.000
coop.
Num.of 0513 0.101 1.000
part.
Duration 0.112 -0.019 0.105 1.000
Income 0.051 0.072 0.373 -0.031 1.000
ineq.
Dom. -0.190 -0.052 -0.342 -0.098 -0.082 1.000
partner
Sizediv. -0.273 -0.047 -0.243 -0.137 -0.027 0.680 1.000
Tr.size  -0.379 0.156 -0.195 -0.010 0.060 -0.041 -0.043 1.000
Lowinc. 0.212 -0.068 0.211 0.086 0.093 0.136 0.127 -0.423 1.000
Reven. -0.189 0.262 -0.102 -0.079  0.030 -0.295 -0.342 0.632 -0.712 1.000
Popul. 0.351 -0.135 0.444 -0.072 0.051 0.149 0.267 -0.632 0.647 -0.662 1.000

RESULTS

The model for contractual versus corporate form is presented in Table 4 and the effects
are illustrated in Figure 1. The results show that Extent of cooperation has an
insignificant effect on the choice to establish an independent joint venture. Income

inequality is, somewhat surprisingly, negatively related to corporate form and significant
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at the 10 percent level. Greater differences in income reduces the likelihood of choosing
corporate form. The variable Number of partners has a positive and significant effect on
corporate form as expected. Size diversity has a negative and significant effect on
corporate form. The greater the differences in size between the partners, the lower the
likelihood for choosing corporate form. Dominant partner has a positive, but
insignificant effect. The variable Transaction size has a negative and significant effect on
corporate form. Increasing transaction size therefore reduces the likelihood of corporate
form. Municipal revenues and Low-income participant both have positive but
insignificant effects on corporate form. Population“'" has a negative, but not significant
effect. Finally, the control variable Duration has a positive but insignificant effect. This
variable is included to control for the possibility that the choice of organizational form
may be affected by maturity or trends over a certain time. Thus, it is not indicated that

contractual agreements have developed into corporate form after some time.
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Table 4. Logistic regression on Corporate form, coefficient (std. err.)

Constant -7.042 (9.053)
Extent of cooperation 0.517 (0.639)
Income inequality+ -0.733*  (0.437)
Number of partners 0.778***  (0.262)
Size diversity (H*) -5.418**  (2.470)
Dominant partner 1.394 (0.907)
Transaction sizet -4.105**  (1.799)
Population+ -0.205 (0.560)
Municipal revenuest 0.489 (2.116)
Low-income 0.205 (1.073)
participant

Duration¥ 0.302 (0.394)
N 110
Log-Likelihood -34.830

Pseudo R? 0.421

Note: ***significant at 1%; **significant at 5%; *significant at 10%. tIncome inequality,
Transaction size, Population, Municipal revenues and Duration are log transformed.
Transaction size and Municipal revenues are per capita.
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Conditional Marginal Effects

Number of Extent of Dominant partner

Municipal

artners i
p cooperation revenues  puration

. Low-income
Population  participant

Income inequality

Transaction size

Effects on Pr (Corporate form)
2
Il

Size diversity

Figure 1. Conditional marginal effects of independent variables on corporate

form; other variables set at their mean.

Table 5. Summary of the support of hypothesized effects.

Explanatory variable Support for effect on corporate form

Horizontal Vertical perspective
perspective
Extent of cooperation Not supported
Income inequality Not supported
Number of partners Supported Supported
(Positive) (Positive)
Size diversity Not supported Supported
(Negative)
Transaction size Not supported Supported
(Negative)
Population Not supported
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DISCUSSION AND CONCLUSION

While the literature on intermunicipal cooperation is becoming quite extensive, little
attention has been paid to the possible reasons for differing ways of organizing
cooperation on services. The present study aims to investigate which characteristics of
cooperation may affect the choice to establish a joint venture company to rely on
contractual agreements, and which can be considered as part of the extended make-or-
buy decision. It also aims to investigate whether the choice can be understood in response
mainly to horizontal or vertical transaction costs. The characteristics found to
significantly affect the choice of corporate form are number of partners, size diversity,
transaction size, and income inequality (significant at 10 percent). See Table 5 for a
summary of support for the hypotheses.

An increasing number of partners was expected to increase both the risk in the
horizontal transaction, and the benefits of delegating the service coordination to an
independent company. The positive effect of this variable thus supports both a horizontal
and vertical perspective on transaction costs. What is interesting in the findings as a
whole is that none of the other expected effects related to horizontal concerns for
safeguarding against collaboration risks (Feiock 2013) are significant. These variables are
the extent of cooperation, income inequality, size diversity and transaction size. Besides
number of partners, all the hypothesized relationships between horizontal transaction
costs and the choice of corporate form lack support in the findings.

Increasing extent of cooperation in several service areas does not reduce the

likelihood of establishing a company compared to contractual agreements, although this

28



is expected to be a source of trust, mutual dependence and to reduce horizontal risks.
Similarly, a higher level of income equality is expected to represent smaller differences
between the cooperating partners, more mutual interests, and less difficulty in bargaining
the division of expenditures and gains. On the contrary, increasing income inequality
reduces the likelihood of choosing to establish a company, significant at the 10 percent
level. Perhaps income inequality can increase the less wealthy participants’ focus on cost
efficiency, and thus the need for tighter control of the department manager. This is best
achieved without the establishment of a company. Such a reasoning also assumes that the
less wealthy municipality is in control, something which is difficult to confirm.
Correlation analysis shows that income is negatively correlated to population.™ This
could add support to the suggestion that the less wealthy participant is in control because
of its larger size. On the other hand, weak negative correlation was found between
income inequality and size diversity/dominant partner.* Thus the size differences seem to
be small. We conclude that there is still much to be learnt about intermunicipal
cooperation and income inequalities.

The presence of a dominant partner was not found to be significantly related to
corporate form. Increasing size diversity, however, is an important and significant
explanatory variable negatively related to corporate form. This implies that it is not a
potential majority of votes that matters, but larger differences in size. It also suggests that
it is not who is in control that matters—but that someone is in control. When one partner is
much larger than the others, it is natural for this partner to take charge of service delivery

and follow up the department manager. In one way, it can be seen as an opportunity to
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avoid the coordination challenges encountered by multiple owners. By letting this larger
partner take control without the establishment of a joint venture, a more direct influence
from the larger owner is secured and consequently vertical transaction costs are reduced.
The negative effect of increasing transaction size is also in line with the expectations
based on reducing risks in the vertical transaction. It is expected to increase the risks
related to poor performance of the agent, and increase the need for municipal control.
The results do not give perfect support for either of the perspectives, but clearly
stronger support for the vertical than the horizontal perspective of transaction costs. One
explanation of this pattern in the results could be that municipalities are not as concerned
with the horizontal collaboration risks. This can be understood in the light of the
arguments of goal congruence and shared mission (Wise 1990; Cohen 2003; Van Slyke
2007; Marvel and Marvel 2008; Johansson and Siverbo 2011; Andrew et al. 2015). They
are not in it to maximize their own profits on behalf of others, but to produce the best
services as cheaply as possible. This can lead to the consideration of other municipalities
as more trustworthy partners, reduced concern for collaboration risks, and reduced
horizontal transaction costs. Alternatively, parish-pump politics can be very up front in
these kinds of cooperation. This can be a source of misalignment between prescribed and
actual choice of organizational form. The increasing influence on local governance from
management theory stemming from the private sector promotes greater management
flexibility and management freedom to operate less supervised by politicians (Skelcher
2008). The corporate form is an embodiment of this increased flexibility and increased

detachment from municipal supervision. However, it can be counteracted by local
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interests even in the situations where it is “theoretically prescribed.” The management of
an independent company can make decisions focusing on efficiency gains for all,
although decisions can be unpopular in the local community. Such matters could make
local politicians reluctant to detach the service from the municipal administration, with
the potential loss of votes.

The findings thus suggest that the choice of contractual or corporate form, at least
to a certain extent, can be understood in response to vertical transaction costs (related to
size diversity, transaction size and number of partners). Minimizing horizontal
transaction costs, on the other hand, does not seem to be of much relevance in this choice.
When studying the governance of intermunicipal cooperation, it is perhaps easy to over-
emphasize the role of the horizontal relationships. This is natural, since that which
differentiates interorganizational governance from intra-organizational governance is
precisely the new dimension of horizontal relationships between cooperating partners.
Even though the horizontal dimension is unique to intermunicipal cooperation, the
vertical dimension of the contracting relationship is still relevant to the governance of
these transactions and should not be neglected.

The cross-sectional design has its limitations and potential endogeneity can never
be ruled out completely. The novelty of the research question, however, warrants the
cross-sectional design as a starting point. Future research employing longitudinal data
will be needed to investigate whether the results also stand up to a stricter causality test.

Also, data from other service areas and data containing detailed information about control
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mechanisms implemented in contractual agreements would be valuable contribution to

this area of research.
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NOTES

 The data from Statistics Norway can be accessed at: https://www.ssb.no/en/

i Most variables are based on archival data (transaction size, population, size diversity/dominant partner,
municipal revenues and partly number of partners and organizational form). The variables relying on
survey questions (extent of cooperation on other services, duration of the cooperation, partly number of
partners and organizational form) are objective rather than opinion data. CMV is mainly a concern when
the response requires interpretation, retrieval and judgment by the respondent (Podsakoff et al. 2003). In
this case, because of the objective nature of the questions, only retrieval was considered a potential source
of CMV. To minimize this problem, responses from different respondents taking part in the same
cooperation was compared to exclude possible deviations. Respondents were also given time and
possibility to check information in documents or talk to colleagues in cases of uncertainty.

""1deally, this variable could have consisted of the exact number of collaborative agreements. This
alternative was considered demanding on the respondent and would risk a high amount of missing data.

. H—~

VH= 3l st H' = i—171\)1

V' The normalized index was chosen over the regular Herfindahl index, which is more a measure of
concentration related to number of partners.

Vi Transaction size and Municipal revenues are both given in 1000 NOK units.

Vil There were 26 missing units in the analysis. How the missing units relate to important variables can be
found in Appendix 2. A model employing multiple imputation as robustness check can be found in
Appendix 3. Missing data were not found to have any substantial effects on the results.

Vil Multicollinearity tests showed that the highest variation inflation factors were related to population and
Municipal revenues, so robustness tests were carried out leaving out the variable Population (see Appendix
4 and 5). This did not substantially affect the results.

X Pearson’s I = -0.64.

* Municipal revenues and size diversity: Pearson’s r = -0.351. Municipal revenues and dominant partner:
Pearson’s r = -0.306.
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