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Abstract
Motivation: Transaction costs economics fits in the paradigm of the new institutional 

economy, in which the costs are treated as a versatile measure for the effectiveness of in-
stitutions. Transaction costs are generated in every field of human activity, because we live 
‘in the world of contracts’. Characteristics of transaction costs include: common unaware-
ness of their existence, difficulties in quantification and omission in economic calculation. 

This pertains especially to the public sector and the corresponding public transaction 
costs. In modern public finance system, costs rise at a dynamic rate, thus having a signifi-

cant effect on government budget, as well as on the effectiveness of the public sector.
Aim: The purpose of this paper is to identify and indicate the specificity of public trans-
action costs for local government sub-sector, as an integral component of public finance 
sector. The intent of the author is to expose the threads of local governance and public 

sector within the theory of transaction costs economy, as well as to prove that inclusion 
of those costs in economic calculations related to local finance system is the necessary 

condition for effective management of self-government finance.
Results: The theoretical achievements of transaction costs economy focuse mainly 

on market transactions (market transaction costs) and managerial relations (managerial 
transaction costs), usually marginalizing the thread of public transaction costs occur-

ring in the field of the institutional environment related to the process of making public 
choices/political decisions and providing of public goods. The highest transaction costs 

of self-government sub-sector are associated with two levels of its activity. First, contracts 
concluded at the public entity — public entity level, and second, contracts concluded at 

the public entity — private entities level. In the first case, it is about transaction costs re-
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lated to the structure of public institutions, generated as an effect of fiscal relations among 
individual levels of public authority (transaction costs of intergovernmental relations). The 
second case is associated with the progressing marketization of relations within the pub-

lic sector, and the transaction costs associated with the process pertain among others 
to: the method of provision of local public goods (including consolidation of the entities 

rendering those services), tender procedures, the public-private partnership, privatization 
processes of municipal companies, municipal outsourcing, etc.

Keywords: transaction costs economics; public transaction costs; contract; local government
JEL: D23; H7; H77

1. Introduction

The public sector and the associated sector of public finances become the sub-
ject of economic analyses in terms of the possibility of increasing the efficiency 
of their operation. However, transaction costs are an element that is clearly un-
derestimated in such analyses. It is a concept with theoretical basis in the so-
called New Institutional Economics — a doctrine of economics accepting the role 
of institutions in limiting uncertainty (North, 1990, p. 4).

The issue of transaction costs can be found in Polish literature mainly in re-
gards to market transactions (market transaction costs) and managerial rela-
tions (managerial transaction costs). However, the thread of public transaction 
costs occurring in the field of the institutional environment related to the pro-
cesses of decision-making in the public sector and provision of public goods, is 
significantly less frequently undertaken. This article attempts at filling this gap.

The objective of this paper is to approximate the institutional approach 
in the context of public management. Its purpose is to identify and indicate 
the specificity of public transaction costs in local government units as subjects 
of the public finance sector (general government). The paper demonstrates that 
allowing for such costs in economic calculations connected to the system of local 
finances is a necessary condition for efficient management of local government 
finances and, consequently, increased efficiency of the public sector.

2. Research methodology

This paper compares the theoretical achievements of the New Institutional Eco-
nomics, with particular emphasis on the Transaction Costs Theory, with the pos-
tulations of the New Public Management concept, which is based on the idea 
of managerialism in the public sector. This allows the author to demonstrate 
the specificity and diversity of transaction costs incurred by local government, 
as well as to determine the possibilities and planes of utilization of the postula-
tions of the Transaction Costs Theory in the contexts of efficient management 
of finances for local government units.
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3. Effective finance management for local government units 
and the paradigm of new institutional economics: literature 

review

The sector of public finances contains organizational units which perform public 
tasks and are financed by public means. An integral component of the sector 
of public finances, aside from the governmental sub-sector and the sub-sector 
of social insurance, is the local government sub-sector. In Poland, it predomi-
nantly consists of local government units — the so-called LGUs (2478 munici-
palities, including 66 cities with poviat rights, 314 poviats, 16 local government 
voivodeships), as well as the associated organizational bodies (e.g., local govern-
ment budgetary bodies, local government budgetary plants, local government 
public health care facilities, local government culture institutions, local govern-
ment legal persons established on the basis of separate laws) (Public Finances 
Act, 2007).

According to data for 2015, total budgetary incomes of local government 
sub-sector in Poland amounted to PLN 245.7 billion (including LGU’s in-
comes — PLN 199 billion), constituting over 25% of total incomes of the whole 
sector of public finances. Expenses amounted to PLN 242.2 billion (including 
LGU’s expenses — PLN 196.4 billion), constituting approx. 24% of total ex-
penses of public finances. Total result of local government sub-sector amounts 
to PLN 3.5 billion (positive result  — a budgetary surplus), including LGU’s 
result — PLN 2.6 billion. However, the debt of local government sub-sector 
amounted to PLN 72.1 billion (including LGU’s debt  — PLN 71.6 billion), 
which amounted to 8.2% of total amount of public debt (debt after eliminating 
financial flows between entities from the public finances sector, meaning after 
consolidation) (Rada Ministrów, 2016, p. 297, 323).

Data demonstrates the significance of local government finances within 
the Polish system of public finances. In this context the idea of effective finance 
management takes special meaning. The New Public Management (NPM) con-
cept, which is based on the idea of managerialism in the public sector, refers 
to it. The aforementioned concept accentuates specific similarities in the func-
tioning of public administration to the private sector as well as exposes the sig-
nificance of professional management and efficiency in the public sector. Proof 
of the growing popularity of the Polish NPM concept are many publications 
related to this issue (Zalewski, 2007; Lubińska, 2009; Krynicka, 2006, pp. 
193–202; Supernat, 2003, pp. 28–46).

As literature on the subject emphasizes, increasing the efficiency of the public 
sector, including local government sub-sector, is not an easy process, since any 
changes realized within this field meet a series of obstacles, e.g., bureaucratic 
in nature, cultural, political, mental etc. In this context, the new institutional 
economics, by analyzing the impact of extra-economic factors in the economic 
processes taking place (social, cultural, historical, legal, political), may consti-
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tute a good theoretical base for analyses of the public sector, providing impor-
tant arguments to justify and support reforms undertaken in this sector (Rudolf, 
2015, p. 111).

The new institutional economics term was introduced to the reference lit-
erature by Oliver E. Williamson (1998a; 1998b), emphasizing the difference 
of the new approach in comparison with the so-called ‘old institutionalism’, 
often described as classical or historical institutionalism, whose representatives 
are mostly the American economists Thorstein B. Veblen and John R. Commons 
(Rosińska, 2008, p. 258). The first of them inaugurated the behavioral approach 
in economic analyses, focusing on the analysis of the impact of non-formal in-
stitutions (Veblen, 1899)1. John R. Commons (1957) focuses on formal institu-
tions, including above all things on the judicial system.

The key theoretical concepts, coherent with the paradigm of the new in-
stitutional economics, and important from the standpoint of the possibility 
of a broader and interdisciplinary look at LGU’s finances, are demonstrated 
in table 1.

Table 2 lists the most important postulations of effective public manage-
ment (associated with the already mentioned new public management concept) 
in the context of the described theoretical concepts of the new institutional 
economics.

What is symptomatic, transaction costs theory relatively scarcely appears 
in Polish literature in the context of public sector and effective management 
of local finances. Most attention is devoted to the public choice theory (Wilkin, 
2012). However, institutions and transaction costs are the key to understand-
ing contemporary economic problems, also the ones related to the public sector 
and local governments. Minimization of such costs is still an undervalued as-
pect for local government economic decision-makers. One might suspect that 
the majority of the aforementioned decision-makers are not aware of the exist-
ence of transaction costs.

4. Transaction costs in the new institutional economics: 
theoretical connotations

In economic sciences, heterodoxical economics becomes more and more pop-
ular, promoting the need for an interdisciplinary approach in economic stud-
ies, allowing for a broader social-historical-cultural aspect (Woźniak-Jęchorek, 
2014, p. 391). This thread also includes the already mentioned new institutional 
economics. It puts an emphasis on two key aspects.

1  Veblen (1988), in his book entitled The Theory of the Leisure Class: An Economic Study 
of Institutions discerned two types of institutions, i.e. producing institutions (the world of in-
dustry) and the associated labor class, as well as monetary institutions (the world of busi-
ness) and the associated leisure class. He ascribed an instinct of workmanship to the former 
ones, and an instinct of greed and conspicuous consumption to the latter.
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The first are institutions. They can be divided into formal institutions (consti-
tution, acts, regulations, and in the case of LGUs — also local law acts, statutes, 
organizational regulations of local government offices, etc.) and non-formal in-
stitutions (cultural, ordinary, ethical demeanors, religion etc.). In the doctrine 
in question, they are considered a key to understanding contemporary economic 
problems.

American economist Douglass Cecil North (1994, p. 359) defines them as 
a set of rules and regulations constituting specific limitations (legal, organiza-
tional, traditional etc.) for human behaviors. The author emphasizes that they 
create a structure for stimuli affecting the participants of the exchange, making 
the world more predictable (North, 1990, p. 3). Rudolf (2015, p. 113) points 
to the fact that such an understanding of institutions means they are, on one 
hand, more commonly accepted rules of behavior, and on the other hand — 
they constitute specific limitations of choice. Those limitations may also pertain 
to public choices and public policy, including the shaping of relations between 
public, social and private organizations. Consequently, they may significantly 
affect the efficiency of the public sector2.

The second of the accentuated aspects in the new institutional econom-
ics are transaction costs. Economics of transaction costs deals with the ex-
change relations (transactions) between the entities of the institutional system 
of the economy. Those relations pertain both to the private and public sphere. 
In the latter case, they refer to transfer of public rights. In the transaction costs 
theory, the substantial costs are treated as only one of the universal measures for 
evaluation of the efficiency of institutions. At the same time, they are regarded 
as typical effects of concluding economic transactions (the before-mentioned 
Williamson (1998a, p. 388) emphasized that every problem of exchange may 
be interpreted as a contract, whose conclusion and execution require incurring 
transaction costs), but also as the effects of limited knowledge and opportunism 
of the parties to the transaction, as well as human natural tendency towards 
making mistakes (Chotkowski, 2010, p. 106). As Zbroińska (2013, p. 164) no-
tices, those costs are created ‘in every sphere of human activity, since we live 
in a ‘world of contracts’ with diverse intensity of uncertainty and disloyalty’.

2  In the new institutional economics, efficiency is an important criterion for the eval-
uation of operations of an organization, although it is treated differently than the so-called 
allocative efficiency in neo-classical economics, understood as optimization of relations 
between expenditures and economic effects, for the given institutional environment. In 
the new institutional economics, adaptive efficiency is adopted as a criterion of evalua-
tion, understood in the context of institutional flexibility, meaning the capability of institu-
tions to adapt to changing conditions of the environment, mostly in the aspect of reduction 
of transaction costs (North, 2006, p. 107). Referring to the local government sub-sector, 
one might assume that adaptive efficiency is the higher the more developed is the local 
government administration system (it is best developed in strongly-decentralized public ad-
ministration systems). This stems from the fact that advanced institutions are characterized 
by higher adaptive capabilities (Rudolf, 2015, p. 116).
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American economist and lawyer Ronald Coase (1937, pp. 386–405) is con-
sidered the precursor of the transaction costs theory. He describes it in a scien-
tific paper entitled The Nature of the Firm, published in ‘Economica’ in 1937. The 
theoretical conclusions it included were later broadened by Williamson (1979, 
pp. 233–261) in an article entitled Transaction-Cost Economics: The Governance 
of Contractual Relations, published in ‘Journal of Law and Economics’ in 1979.

Several unique characteristics can be ascribed to transaction costs. One 
of them is the market participants’ often not being aware of their existence. 
Another are the difficulties related to their quantification. Consequently, they 
are often omitted or marginalized in the economic calculation and at the same 
time regarded above all things as a side effect of the concluded transactions 
and of transferring ownership, rather than an actual determinant of the obtained 
economic effects (Zbroińska, 2009, pp. 100–101). Meanwhile, Williamson 
(1985, p. 19) graphically demonstrated the significance and weight of transac-
tion costs in the economy, through an analogy to the phenomenon of friction 
in physics: ‘Transaction costs are the economic equivalent of friction in physi-
cal systems’. Just like friction in physics is a common phenomenon, every eco-
nomic system entails costs of its functioning, including transaction costs. They 
should be treated as a counterpart of ‘friction’ in physical phenomena, and in-
stitutions — as a type of ‘grease’, which facilitates transactions.

5. Attributes of transactions which shape transaction costs, 
with emphasis on the specificity of public sector

In the context of the amount of transaction costs, attributes of transactions are 
of special significance. Williamson (1998a, p. 65) claims that the main determi-
nants of transaction costs are:

–– specificity of assets involved, including: physical asset specificity, human 
asset specificity, site or location specificity and dedicated assets specificity;

–– frequency of contracting;
–– uncertainty as to the behavior of the contract partner (opportunism) 

and the conditions of the environment (level of predictability, institutional 
structure etc.).
The specificity of assets usually results in specific problems in the course 

of execution of contracts. As examples, Kim and Mahoney (2005, p. 233) cite 
the risk of the hold-up problem, or the issue of opportunistic behaviors.

The specificity of assets in the context of public sector organizations allows 
for formulating the following postulates. First, goods and services subject to ex-
change within the frames of the public sector, are specific in nature and are 
special types of goods. Those are public goods (in the case of the local gov-
ernment sub-sector — local public goods). As long as private goods are such 
goods that while being consumed by one person they cannot be simultaneously 
consumed by another (rival consumption), this characteristic does not per-
tain to public goods. Public goods, due to their specificity, are not provided by 
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the private sector at all or are provided in lower quantities as compared to social 
needs. At the same time, their consumption is non-rival in nature. In addition, 
there is a natural tendency for local government community citizens to inflate 
the demand for such goods, especially in the context of the apparent absence 
of payment for them (such are the illusory feelings of tax-payers  — the ef-
fect of the so-called fiscal illusions). Both those and some other characteris-
tics of public goods result in the fact that public goods are not standard goods. 
However, the authors of the most popular American handbook entitled Law & 
Economics (Polish counterpart to Ekonomiczna analiza prawa) argue that transac-
tion costs are lower in the case of standard goods and services consisting in ex-
change, while significantly higher in the case of exchange of goods and services 
of special nature (Cooter & Ulen, 2016, p. 91).

Second, in the case of public sector, there is a significantly lower frequency 
of transactions than in private sector. The low frequency generates relatively 
higher transaction costs, including the costs of attracting business partners 
and negotiations.

Third, the specificity of human assets is important in public contracts. Public 
choice theory contains references to this. According to it, aside from the issue 
of market failure, the issue of government failure, and therefore public failure, 
arises. Consequently, both the manner and effects of operation of public or-
ganizations (including local government units) should be considered through 
individual preferences and choices/actions of individual entities included 
in their composition — so-called methodological individualism (famous theo-
rem of James M. Buchanan: ‘Every man is his own economist’). What is impor-
tant, there is a natural contradiction between striving for individual efficiency 
and global efficiency of public policy. The so-called common good does not sig-
nificantly govern political choices, which translate to particular economic deci-
sions, but they are rather the resultant of individual motivations of politicians 
(e.g. in making financial decisions, local government authorities focus mainly 
on maximization of political support), as well as pressures of various groups 
of interest. Politicians attempt to maximize power when fighting for reelec-
tion, just like entrepreneurs maximize profits. This pertains to authority both 
in the legal (introduction of excessively detailed legislative regulations), the ad-
ministrative (growth of bureaucracy), and the financial aspect (growth of public 
budgets). At the same time, specific lobbying groups (economic and social pres-
sure groups), by using the mechanism of political pressure, enter into interac-
tions with politicians, striving for shaping tax privileges, donations, subsidies, 
prices etc., which are most favorable for themselves. The described conditions 
connected to the infirmity of public decision-makers, politicization of their de-
cisions and bureaucracy translate to uncertainty with regard to the behavior 
of contract partners and conditions of the environment. Igor Postuła (2013, 
p. 73) emphasizes, that this uncertainty makes contracts incomplete, leading 
to higher transaction costs.
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Attributes of transactions characteristic for public sector are, above all 
things, the effect of the specificity of this sector as compared with private sector. 
Table 3 shows the impact of the specific characteristics of public sector on trans-
action costs.

6. Types of transaction costs present in local government units

One of the divisions of transaction costs often suggested in the reference litera-
ture is their division into internal and external transaction costs. The specificity 
of this division in reference to LGUs is demonstrated in scheme 1.

Scheme 1 accentuates two key categories of transaction costs for the local 
government sub-sector. First, costs stemming from execution of contracts con-
cluded at the level: LGUs — other public entities (e.g., central administration, 
other LGUs). Second — contracts concluded at the level: LGUs — private enti-
ties and non-governmental organizations. In the first case, they are transaction 
costs related to the structure of public institutions, generated as an effect of de-
centralization and fiscal relations taking place among individual levels of public 
authority (transaction costs of intergovernmental relations)3. The second case 
is associated with the progressing marketization of relations within the public 
sector and the transaction costs associated with the process pertain among oth-
ers to: the method of provision of local public goods (including the consolidation 
of entities rendering those services), tender procedures, public-private partner-
ship, municipal outsourcing or privatization processes of municipal companies, 
etc.4.

An additional differentiation of transaction costs is introduced by Furubotn 
and Richter (2005, p. 43). They divide transaction costs into three categories 
connected to the nature and type of collaboration of the contract entities:

–– market transaction costs — concern market exchange and are created in con-
nection with conclusion of transactions in the market of goods and services; 
they cover the costs of acquisition of information, negotiation, securing 
the contract, etc.;

3  According to Buchanan and Lee (2000, p. 135), centralized political structures are 
usually characterized by lower transaction costs due to negotiating a given profile of public 
policy. This stems from the fact that in centralized systems, pressure groups focus their 
activities mainly on the ‘central decision-maker’ — they do not, however, need to search 
for channels of access to the lower decision levels within the administration’s structure.

4  In public management, privatization always means the process of transferring owner-
ship of a specific part of public assets (in the case of LGUs — communal assets) to a private 
entity. The issue of outsourcing of public services, however, is different. In this case, open-
ing of a specific sphere/plane of execution for local public tasks to competitive mechanisms 
takes place, however, without transferring the public ownership to a private entity. The 
literature emphasizes that outsourcing of public services is based on the mechanism of com-
peting for the market (and not on risk) and the associated competing of private entities for 
contracts concerning the provision of public services (Domberger & Jensen, 1997, p. 68).
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–– managerial transaction costs  — generated within the organization, espe-
cially in the context of execution of managerial contracts and superior-sub-
ordinate relations;

–– political/public transaction costs — associated with the provision of public 
goods by entities of the public sector as well as public decision-makers’ mak-
ing political decisions.
For the subject matter of this paper, of key importance are political/ public 

tractions costs connected not only to the costs of establishment of public insti-
tutions but also the costs of making decisions and their enforcement in public 
sector, as well as to the costs of production and provision of public goods. They 
cover, among other things, the costs of: organization, maintenance and mod-
ernization of the formal and informal public order of the given political, so-
cial and economic system, as well as the expenses for legislature, protection 
of the country, technical and social infrastructure, etc. (Chotkowski, 2010, p. 
107).

The reference literature draws attention to the specificity of public contracts 
as compared with private contracts. Differences stem from the fact that the pub-
lic (political) market is governed by different laws, and the decisions made 
on it are public choices, in which social preferences are manifested, and within 
which a compromise is reached between economic rationality and social justice 
(Zbroińska, 2009, p. 102).

Kulesza and Sześciło (2013, pp. 114–115) question the thesis of absolute su-
periority of contractual solutions over hierarchical relations for the public sec-
tor. In their opinion ‘the public sector’s contracting of services on the market 
instead of traditional provision by entities hierarchically subordinate to the em-
ployer is connected with certain risks. One of those is the so-called negative 
selection, meaning an economic phenomenon that information advantage 
of the seller over the purchaser (service provider over the service purchaser) 
may result in suppression of the better product by the worse product’.

The authors of the report Outsourcing of public services. Model of contracting 
of public services speak in a similar, criticizing convention in the context of dan-
gers connected to contracting of public services by private entities. They empha-
size that even if the market is competitive and there are conditions, in which, 
as the result of competition of private contractors, cheaper public services are 
obtained, in the final calculation, public administration does not always gain, 
and the key reason are the higher (than in the classical model of provision 
of public services) transaction costs, as well as costs stemming from unreal-
ized contracts. The following conclusion can be found in the above-mentioned 
report: ‘Private monopoly is more detrimental and more difficult to eradicate 
than public monopoly, for instance due to the fact, that private entrepreneurs 
are not subject to democratic verification through elections. Therefore, they can 
be more resistant to criticism and pressure from citizens’ (Centrum Inicjatyw 
Obywatelskich, 2014, p. 8).
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Feiock (2008, pp. 2–18) (Florida State University) gives an interesting 
and extensive concept of division of transaction costs. Firstly, those are costs 
present in the context of transaction costs of intergovernmental relations, 
therefore costs of contracts connected to delegating of specific rights and ob-
ligations by the state to the local government (intergovernmental contracts). 
Examples might include: expenses for legislation specifying the scope of the del-
egated rights, expenses for the functioning of institutions exerting supervision 
and control of the state over the local government within the scope of correct-
ness of financing and execution of the delegated public tasks etc.

Second, those are economic transaction costs. Decentralization fosters 
market-preserving solutions (market-preserving federalism), for instance 
in the context of limitation of the possibility of political intervention of the state/
central authorities on the market. In decentralized systems, it is the local gov-
ernment authority which decides about the level and manner of the provided 
public goods. Frequent is the argument that goods provided by local authori-
ties to a greater extent correspond to citizens’ preferences (preference-match-
ing argument), and therefore higher efficiency of their allocation is present. At 
the same time, however, the previously-mentioned marketization of the process 
of production and provision of public goods usually is connected to increased 
transaction costs. For instance, contracting of services entails high transaction 
costs resulting from increasing control and inspection (Fedan, 2011, p. 214).

Another example of projects burdened with transaction costs, which are 
significantly higher than in the case of the traditional formula of public pro-
jects, are projects implemented in the public-private partnership system (PPP). 
The literature on the subject emphasizes that this form of collaboration of pub-
lic with private entities is usually characterized by higher transaction costs as 
compared to investment projects executed traditionally by public investors. 
The reasons are: the long-term nature of PPP contracts, the mixed structure 
of ownership and financing, which is characteristic of such investments, as well 
as the division of risk between the public and the private partner (Dudkin & 
Välilä, 2005, p. 4)
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Third, those are political transaction costs. Feiock discerns six categories for 
such costs: agency costs; legislative decision-making costs; uncertainty costs5; 
commitment costs6; sunk costs7; influence costs8.

7. Conclusion

The aspects shown in the paper allow indicating certain possibilities and planes 
of application of the postulations of transaction costs theory in the context of ef-
ficient management of LGUs finances.

First, aside from the decision-making and managerial field of local gov-
ernment authorities, a significant portion of external transaction costs re-
main, mainly ones stemming from the relation between the central authorities 
and LGUs, including the costs incurred by the local government in connection 
with the state’s delegation of specific rights and obligations. The local govern-
ment does not have the capability and instruments to limit such costs.

Second, in functioning of local government, of key importance, from 
the point of view of management, are the following planes of exchange relations 
(transactions) between the public and private sectors (Brol, 2013, pp. 61–62): 
the public sector regulates the operations of the private sector; the public sector 
produces public goods in aid of the private sector; the public sector provides, 
for a fee, goods to the private sector; the public sector purchases private goods 
produced in the private sector; the public and private sector jointly produce 
goods; the private sector provides public goods; the private sector affects public 
regulations. All of the described relations result in the occurrence of specific 
transaction costs for the local government unit and they should, at least in esti-
mation, be accounted for in managing local government finances.

Third, local government decision-makers, by deciding to market the pro-
cess of production and provision of selected public goods/services, thus making 
a make or buy type decision (municipal outsourcing, public-private partner-

5  Execution of a contract concluded between the principal (central authority) 
and the agent (LGU) is always connected to a specific level of political uncertainty. This 
stems from the natural conflict of political interests between such public entities. In a situ-
ation of significant divergence of the central and local priorities of public decision-makers, 
the costs of uncertainty burdening the contract grow significantly (Jenks, 1994, pp. 17–36).

6  This term is understood as, above all things, any and all additional costs and lost prof-
its stemming from the undertaken obligation.

7  Those are transaction costs, often referred to as ‘sunk’ or lost costs, which had already 
been incurred, and therefore cannot be recovered. Incurring them may be suspended at 
the time of cessation of e.g. provision of a public service or execution of an investment, 
which requires incurring the said costs. In the case of LGUs, costs of maintenance of city 
stadiums might be used as an example.

8  Those are transaction costs associated not only with impacting the public opinion 
(in the case of LGUs — the local voters), but also the costs of political lobbying, public 
relations, territorial marketing, etc.
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ship, securitization of assets, privatization of public sector enterprises, etc.), 
in their economic calculations should allow for the risk of a significant increase 
of transaction costs.

Fourth, in the processes of efficient local finance management, one should 
allow for solutions used for minimization of transaction costs on three deci-
sion-making stages (Cooter & Ulen, 2016, p. 88), i.e.: looking for an exchange 
partner; concluding the transaction and enforcement of the terms of the trans-
action. In this system, in Poland one should begin monitoring and minimizing 
LGU transaction costs.

Fifth, in line with the postulations of the transaction costs theory, local gov-
ernment decision-makers, in their economic calculations, should account for 
the risk connected to the opportunism of local government administration em-
ployees, including the possibility of incomplete or distorted presentation of in-
formation important from the point of view of the financial decisions made.
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Appendix

Table 1.
Theoretical concepts coherent with the paradigm of the new institutional economics, 
specifically for public sector and local government units

Theoretical 
concept Theoretical assumptions, key from the standpoint of financial decisions made in local finances

Public choice 
theory

–– the basic characteristic of human existence is the permanent necessity to make specific choic-
es (in the case of local government decision-makers — public/political choices) in conditions 
of various limitations, including institutional limitations;

–– the manner and the effects of operation of public organizations (including LGUs) should be 
considered through individual preferences and choices;

–– the issue of inefficiency (unreliability) of the government (government failure) and the asso-
ciated infirmity of public decision-makers is of key importance — politicians do not follow 
the public interest, but their own, particular goals (e.g., reelection criterion);

–– there is a natural contradiction between striving for individual efficiency and the global effi-
ciency of the public coordination policy;

–– the infirm mechanism of transmission from the political to the public administration zone 
(bureaucracy follows their own interests, i.e., reinforcement of their own position in the form 
of budget maximization) (Musialik & Musialik, 2013, p. 294).

Theory 
of agency/prin-
cipal-agent

–– relations between the parties to a contract representing specific demeanors are important, 
i.e., the principal, who on the basis of a formal contract engages another entity, described as 
an agent, to act on principal’s behalf in a specific area of decision-making issues;

–– there is a clear discrepancy between the objectives implemented by the principal 
and the agent — each of them maximizes their own utility function;

–– in the field of the local government, this theory is used to study the relations of inferiority, 
superiority and control in LGUs as well as the relations between the individual levels of au-
thority (Sokołowicz, 2013, pp. 22–23), including the relations between the central authority 
(principal) and the local government authority (agent), the relations between the local gov-
ernment authority (principal) and managers of public enterprises (agents), or the relations 
between citizens — voters (acting as the collective principal) and the representatives of public 
administration (agents);

–– the effect of the created relations are the rising costs of agency, limiting the efficiency of per-
formance of ownership functions and decreasing the efficiency of functioning of the local 
government sub-sector.

Property rights 
theory

–– an important role in social-economic processes is played by ownership relations — this also 
applies to social-economic processes, which take place in local systems;

–– domination of private ownership in the economy fosters competitiveness, enforces higher 
efficiency for utilization of resources as well as pro-innovative activities;

–– processes of privatization, i.e., transferring ownership from the public sector (in the case 
of LGUs — communal ownership) to the private sector, should take place in those areas of lo-
cal governmental activity, in which private ownership has comparative advantages (Szmitka, 
2012, pp. 123–127).
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Theoretical 
concept Theoretical assumptions, key from the standpoint of financial decisions made in local finances

Transaction cost 
theory

–– as regards the economy operating costs, the exchange relations (transactions) between enti-
ties are important, since each transaction associates with the cost of making it (transaction 
cost; in the case of LGUs — public transaction cost);

–– the primary planes of exchange relations (transactions) taking place between the public 
and the private sectors (Brol, 2013, pp. 61–62):

–– the public sector regulates the activity of the private sector;
–– the public sector produces public goods for the private sector;
–– the public sector provides, for a fee, goods to the private sector;
–– the public sector purchases private goods produced by the private sector;
–– the public and the private sectors jointly produce goods;

–– the private sector provides public goods;
–– the private sector affects public regulations.

–– public sector organizations (including LGUs) do not operate in a market environment, which 
would enforce rationalization of costs, thus higher transaction costs.

Source: Own study.

Table 2.
Characteristics of efficient public management versus selected theoretical concepts 
of the New Institutional Economics

Characteristic Public choice 
theory

Theory 
of agency

Property 
rights theory

Transaction 
cost theory

limitation and rationalization of public expenses x x x x
focus on result/effect x x x x
focus on the goods and public services consumer x x − −
competition x x − x
contracting out x x − x
privatization x − x x
decentralization x x x

Source: Own study.
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Table 3.
Impact of the specificity of public sector as compared with private sector on transaction 
costs

Characteristics specific for the public sector Impact of the given characteristic on the amount 
of transaction costs

specific/non-standard goods provided by the public 
sector higher TC

publicness of information and financial economics lower TC
strictly regulated legal infrastructure lower TC
difficulties in quantification of the effects of operation higher TC
the balance of public finances and transfer of public 
resources are dominated by intervention of the state 
and designated by state authorities

higher TC

in the decision-making process, shorter time horizon 
is taken into account — which is the effect of rotation 
in office of local government authorities

higher TC

mutual benefits of the parties to contracts are not ful-
filled simultaneously (exchange is distributed over time) higher TC

bureaucratic and formalized structure higher TC
political nature of decisions higher TC
broad scope of supervision higher TC

Source: Own study.

Scheme 1.
Internal and external transaction costs for functioning of local government units

Ins�tu�on

Public en��es 
(state or other 

LGUs)

External 
�ansac�on 

cost

LGU

Internal 
�ansac�on cost

Private 
en��es

Non-govern-
ment

organiza�ons

Cost connected to hieraechic 
execu�on of �ansac�ons (inside 

LGUs), including the cost of 
planning, adapta�on and 

supervision over the ful�llment 
of the realized public tasks

Ins�tu�on Ins�tu�onIns�tu�on

Cost incurred by LGUs in 
connec�on with the state’s 

delega�ng of speci�c rights and 
obliga�ons to the local 

government, or in connec�on with 
collabora�on with other LGUs 

Cost connected to 
municipal outsourcing 

(tender procedures, PPP 
con�acts), priva�za�on of 

municipal services etc.

Ins�tu�on Ins�tu�on Ins�tu�on Ins�tu�on

External 
�ansac�on 

cost

Source: Own study.
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