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Introduction 

As their fiscal conditions have declined and their service obligations have increased, local 

governments have sought alternative means of service delivery. One alternative which 

has become increasingly popular is contracting out. Under this arrangement, services are 

financed by the local government but production of the service is contracted to external 

suppliers. A growing body of work has explored the contracting decision, but it has 

focused almost exclusively on the production choice decision: does a local government 

providing (i.e., financing) a service produce it internally or externally? 1 The contracting 

decision has, however, a second part — g i v e n the decision to contract out the production 

of a service, does the local government contract with other governments, with nonprofit 

organizations, or with prof it -making f i rms? 2 

Contracting is assumed to yield cost -sav ings by exploiting scale economies, overcoming 

input rigidities, and capitalizing on managerial and competi t ion- induced efficiency 

incentives. The ability to achieve these potential cost -savings will vary by the sector of 

the external producer. Therefore, there is a need to go beyond the production choice 

decision (internal versus external production), and examine the contractor choice of 

contracting governments. 

The usefulness of this line of inquiry is underscored by contractor choice patterns that 

indicate that the sector of the contractor varies by service as well as across local 

governments (Ferris and Graddy, 1986). Understanding the local government's contractor 

choice from among the three sectors will add insight into the motivations for contracting 

and, ultimately, enable us to more correctly predict the cost and service quality effects of 

different external supply alternatives. This paper explores the determinants of the sector 

choice decision by contracting local governments. In the next section, we examine the 

production costs and transaction costs associated with organizations from the three 

sector. Then, we develop a general model of the contractor choice decision and 

empirically test it using data on local government contract arrangements for three health 

services: hospital, alcohol/drug prevention and treatment, and mental health. 

1 See, for example, Sonenblum, et al (1977), Ferris (1986), Ferris and Graddy (1988), and Stein (1989). 

2 
In this paper, we use the terms for-profit firms and nonprofit organizations in reference to privately 

controlled organizations. Publicly controlled corporations or nonprofit organizations represent considerably 
different alternative supply arrangements which typically involve off-budget activities and rely on private 
financing to varying degrees. 



Service Delivery Costs and Contractor Options 

A local government contracting out the production of a service may choose from among 

three external production alternatives: other government units; nonprofit organizations; or 

for -prof i t f i rms. 3 We posit that the government, in making the sector choice, seeks to 

maximize its utility by selecting the alternative that minimizes the costs of service 

delivery. 

There are two components of service delivery costs: production costs and transaction 

costs. The literature on public service contracting has tended to focus on production 

costs, with the strong presumption that private production is less costly than public 

production. This presumption is buttressed by a number of serv ice-specif ic cost 

comparisons across sectors (Borcherding et al., 1982). These studies, for the most part, 

fail to examine cost comparisons in an actual contracting environment, and do not assess 

the transaction costs that external production involves. There is reason to believe that 

incorporating transaction costs will reduce the cost savings often attributed to 

contracting, and may even outweigh the production cost savings. Therefore, in order to 

accurately evaluate the relative merits of the various sector choices, it is necessary to 

examine both components of cost, particularly as they relate to the organizational form of 

the contractor. Consider each cost component in turn. 

Production Costs 

Several factors generate a production cost premium for reliance on internal production: 

scale diseconomies, perverse managerial incentives, and input rigidities. The degree to 

which these factors can be surmounted by external production and, thus, yield production 

cost savings depends on the organizational form of the contractor. 

Scale economies. With internal production, the production scale is limited by the size of 

the jurisdiction, and there is little reason to believe that for any given service, the 

jurisdiction size corresponds to the optimal scale of production. External production 

separates the production scale decision from jurisdiction size thus allowing scale 

economies to be realized. Since this source of cost savings results from the shift from 

Although we assume that the sector choice is independent of the choice of external versus internal 
production, the two may be interrelated. For example the two are obviously related if producer availability is 
an important factor in the initial decision and one sector dominates the available options. 
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internal to external production, it does not in theory differentiate among the three 

external sector options. Of course, in some instances, available external producers might 

be limited to a particular sector, either for lega l 4 and/or historical reasons. 5 

Managerial incentives. Internal production is subject to the behavioral incentives 

embodied in all public organizations. These incentives affect the efficiency of public 

bureaus relative to other organizational forms. There are principal-agent problems arising 

from the informational advantages of the agents (bureaucrats) over their principals 

(legislators) which are perceived to increase public production costs. For example, the 

notion of public bureaucrats as budget maximizers is predicated on the bureau's 

knowledge of the actual costs of delivering services and the use of this knowledge to 

increase their budgets (Niskanen, 1971). In addition, the lack of property rights to 

residuals (the difference between budgets and actual production costs) lessens incentives 

for bureaucrats to minimize costs. In fact, there are incentives for them to create slack. 

This slack provides them utility directly, or the resources from which they may derive 

utility, by creating incentives for subordinates to behave consistently with bureaucratic 

objectives. 

There is reason to believe that public organizations exposed to competit ive forces 

respond more efficiently than those that are not. In order to bid for a contract from 

another government, the public organization needs to specify outputs and costs. 

Moreover, it will be more sensitive to minimizing costs since it is no longer operating as 

a monopolist . 6 Nevertheless, external public organizations still lack many of the 

incentives to minimize costs that are present in their private sector counterparts. 

Private sector organizations embody different managerial incentives from those that 

characterize public bureaus. In proprietary organizations, the incentive problem can be 

reduced by giving the manager a property right to a portion of the profits. The 

Some states prohibit local government contracting of specific services to the private sector. 

5For example, some cities never established their own production units, and have contracted with larger 
governments throughout their history (Miller, 1981). 

6 
Mehay and Gonzalez (1985) found that public organizations that supply services to other governments have 

lower costs. 



calculation of profits and the assignment of property rights, i.e., distribution of profits, to 

managers enables owners to provide rewards for management to perform in accordance 

with the owner's interests, i.e., profit maximization. This provides strong incentives for 

production eff ic iency. 7 

The nonprofit organization may also make profits; however, it operates under n o n -

distribution and reasonable compensation constraints (Hansmann, 1980). Residuals may 

not be distributed directly to the board of directors or the managers, although they can 

be used to extend services, enhance quality, or c ross -subs id ize unprofitable activities. 

These constraints make it difficult to devise a scheme to avert agency problems between 

the board and it managers. Moreover, the lack of a singular objective for nonprofit 

organizations analogous to the for-profit sector (James and Rose -Ackerman, 1986) makes 

it difficult to generalize about the incentives inherent in nonprofit organizations. However, 

in terms of the strength of managerial incentives for cost savings, the nonprofit 

organization seem to fall between the for-profit firm and the external public organization. 

Input rigidities. Another motivation for choosing external production over internal 

production is the desire to circumvent constraints on managerial discretion in public 

organizations imposed by civil service and public budgeting systems. Public personnel 

policies limit the discretion of managers in selecting the optimal combination of labor 

inputs for a given output. Constraints on hiring, firing, and promotion as well as 

compensation levels make it difficult for managers to rearrange their staffs and their skill 

composit ion to deliver services at minimum costs. In addition, public managers, faced 

with separate budgetary processes for capital and operating expenditures, do not always 

have the flexibility necessary to acquire the desired level of capital. Thus, the inability to 

alter personnel as a result of inflexible civil service systems, as wel l as constraints on the 

acquisition of capital embodied in public budgeting systems, make it difficult for public 

managers to select the optimal mix of inputs from a production cost perspective. 

Although the competit ive pressures faced by external public organizations enhance 

Such a solution is not available in the public bureau for two reasons: 1) the lack of an easily measured 
profit, i.e., the difficulty of separating revenues from costs due to the lack of explicit prices and outputs; and 2) 
the difficulty of designing civil service systems to reward individuals based on performance. These two factors 
are reinforcing; it is difficult to devise a performance-based salary scheme when it is difficult to measure 
outputs and costs. 



incentives for cost minimization, they do not mitigate the rigidities within the public 

sector which generate suboptimal utilization of inputs. Thus, external public producers do 

not offer advantages over internal production with respect to input rigidities. 

The lack of such constraints in private organizations, either for-profit or nonprofit, make 

them attractive contracting options. Moreover, the for-profit sector with its easier access 

to financial capital may have an advantage over the nonprofit sector (Hansmann, 1980). 

The inability of nonprofits to sell equity shares limits their ability to finance capital 

acquisition. In addition, they face more difficulties in borrowing the resources necessary 

for capital expansion since lending institutions view nonprofit organizations as more risky 

than for-profit organizations. This gives the for-profit sector an edge in terms of optimal 

input mix and expansion. 

The magnitude of this advantage is limited to the extent that nonprofits are able to 

secure funding from other sources such as charitable contributions or grants. The ability 

of nonprofit organizations to generate resources through the donation of either time or 

money creates input flexibility for the organization. In addition, foundation and 

government grants can provide needed resources for input acquisition by nonprofits. 

These sources are typically not available to proprietary organizations. 

Therefore, while there is a presumption that external production reduces production costs, 

the extent of the cost savings will vary by type of external organization. Based on 

managerial incentives and input rigidities, the for -prof i t firm should offer the greatest 

production cost savings, the nonprofit organization somewhat less, and the external public 

bureau the least. 8 

Transaction Costs 

Consider now the transaction costs associated with the various organizational choices for 

the production of publicly provided services. Transaction costs are incurred in an effort 

to minimize agency problems encountered in contracting with external organizations. 

Another source of cost savings which is often overlooked in the contracting literature is tax exemption. 
The differential tax treatment of organizational types has consequences for production costs. The for-profit 
firm is generally subject to a variety of taxes whereas the the external public and private nonprofit 
organization is tax exempt. In comparing the private sector contractor choices, this gives the nonprofit sector 
an advantage. This is illustrated by evidence that the market share of the nonprofit sector is positive and 
significantly related to preferential tax treatment (Hansmann, 1987). 
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While there are agency problems internal to the public bureau, the transaction costs 

associated with external production are typically assumed to be greater. In fact, the 

production cost savings derived from external producers may be offset by the transaction 

costs governments incur to reduce the risk of relinquishing control over the production 

process (Borcherding, 1988). 

The dilemma of public service contracting is the extent to which the principal (the 

contracting government) can assure that the agent (the contractor) will behave so as to 

meet the principal's objectives in the presence of information asymmetries. The 

contracting government is not likely to have complete information on the capacity of the 

different bidders to perform to contract specifications creating an adverse selection 

problem. To increase the probability of selecting the best contractor, the contracting 

government may incur costs to gather relevant information. Information asymmetries 

also create problems at the monitoring and enforcement stage. In cases where it is 

technical ly impossible or very costly to monitor performance, there are potential moral 

hazard problems, i.e., the contractor may be inclined to shirk on performance and thereby 

"cheat" the contracting government. 

The contracting government seeks to minimize these problems through contract design 

and administration. Transaction costs are incurred in the execution of the contracting 

process: writing and monitoring contracts. 9 The magnitude of these costs depend on the 

type of service and on the organizational type. We consider these two sets of factors in 

turn. 

Service-related factors. Contract specification requires that one can define and measure 

the quantity and quality of the service, and can describe the conditions under which the 

service will be delivered. Such tasks are facilitated when the service is characterized by 

relatively constant citizen preferences and relatively stable cost conditions (technology 

and input prices). 

Once a contract is written, it must be monitored. The feasibility of measuring 

performance is critical. It must be technically possible to measure outputs, both 

Transaction costs also include the reduced competition that results over time from asset specificity. For a 
comprehensive exposition of transaction cost economics see Williamson (1985). 



quantitatively and qualitatively, and at a reasonable cost. This condition is more likely to 

be met when services are tangible or "hard", e.g., garbage collection or road repair, as 

opposed to intangible or "soft" services, such as health and child care. Although it is 

possible to develop quantity measures such as the number of individuals served, the 

issue of service quality is more vexing. 

Organization-related costs. Transaction costs also vary by organizational type. Nonprofit 

organizations may reduce transaction costs at the contract writing and monitoring stages. 

One of the alleged virtues of the nonprofit sector is its responsiveness to demands for 

collective goods, particularly in the case of heterogeneous preferences (Salamon, 1987; 

Weisbrod, 1988). To the extent that nonprofit organizations operate effectively in these 

cases, the contract writing costs for government are likely to be decreased, either 

because the nonprofit organization's record of service provision is satisfactory or the 

nonprofit organization helps write the contract through cooperative negotiations (e.g., see 

DeHoog, 1984). 

The potential savings in monitoring costs associated with the nonprofit form may be even 

more important. There is widespread concern that for-profit firms wil l cut corners on 

quality to increase profits. Nonprofit organizations, due to the existence of the n o n -

distribution constraint, are often assumed to be more trustworthy. This belief is rooted in 

the fact that many nonprofit organizations were created as a result of a keen interest in 

the quantity and/or quality of the service. Consequently, nonprofits may be preferred to 

for-profit firms when monitoring is difficult (Krashinsky, 1986). In effect, choice of the 

nonprofit organizational form is. perceived as a method of reducing transaction costs that 

arise from difficulties of monitoring performance. In addition, the fact that nonprofit 

organizations often receive considerable donations creates the possibility that individuals 

making such donations may be in a position to monitor the organization, especially when 

donations are in the form of volunteering. Similar reasoning applies to external public 

organizations where the incentives for opportunistic behavior are significantly reduced by 

the pressures of accountability and the lack of property rights in the public sector. 

Availability 

Finally, in examining the full array of organizational choices, it is necessary to underscore 

the fact that the availability of suppliers across the three external options might be 

limited. For example, there are a large number of nonprofit suppliers in the social 
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services, while there is a dearth of nonprofit suppliers in public works. Thus, the 

contractor options that the contracting government faces may be constrained. 

Summary 

The providing government faces a potential choice of three sectors for the external 

production of publicly provided services. Critical to choosing among them are their 

relative advantages with respect to both production and transaction costs. Key factors in 

the determination of production efficiencies are scale economies, managerial incentives, 

and input flexibility. Scale economies merely require the ability to produce at a specified 

level and do not otherwise differentiate the organizational choices. Managerial incentives 

and input flexibility, however, do differentiate the sectors. Managerial incentives in the 

for -prof i t sector are most conducive to minimizing production costs. Key factors 

affecting transaction costs are the feasibility and costs of writing and monitoring 

contracts. These costs depend on the nature of the service and organizational type. 

Internal production minimizes transaction costs; however, among the external options, the 

public and the nonprofit sectors are likely to be preferred when contract writing and 

monitoring are difficult. 

Contractor Choice Decision 

Decision Rule 

The previous section conceptualizes the tradeoff between production and transaction 

costs in the contractor choice. The external production option that minimizes production 

costs also maximizes transaction costs. Therefore, the contractor choice depends on how 

the local government weighs these two components of service delivery costs. 

Production and transaction costs are fundamentally different in their effects. Production 

costs are visible and have a direct impact on government expenditures, and thus are 

discussed in the context of budgetary decisions. Transaction costs are more difficult to 

discern and their impacts are more subtle, e.g, service quality effects, even though they 

have budget impacts. Therefore in jurisdictions where fiscal concerns are important, 

production costs may be weighed more heavily than transaction costs . 

The general public should prefer the least -cost contractor option for a given service 

output level and quality. Those who do not directly benefit from the service may prefer 
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across all three sectors (Ferris and Graddy, 1986). Finally, the delivery of health services 

are an important part of local government's service delivery obligations. Thus, these 

services provide an appropriate basis for an analysis of the determinants of the local 

government's contractor choice decision. 

Data 

Data collected by the International City Management Associat ion in 1982 provide the 

incidence of city health contracting by sector . 1 2 In order to estimate the contractor 

choice model, the survey data are merged with information on community fiscal and 

demographic characteristics obtained from secondary sources. The primary source of 

demographic data is the 1983 County and City Data Book which only contains information 

on cities with a population in excess of 25,000. Consequently, jurisdictions with a 

population less than 25,000 were truncated from our sample, and one is cautioned from 

drawing inferences from this analysis for small c i t ies . 1 3 

After observations with missing data are deleted, the working sample of jurisdictions is 

583. Of these cit ies, 107 provide hospital services, 85 percent of which contract; 179 

provide drug/alcohol treatment programs, 85 percent of which contract; and 123 provide 

mental health services, 86 percent of which contract . 1 4 Observations for each health 

service contracted were pooled to create the data set. The pooled data set contains 309 

observations. Of these, 32 percent represent contracts with other governments; 48 

percent represent contracts with nonprofit organizations; and 20 percent represent 

contracts with for -prof i t f i r m s . 1 5 
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Results 

The results of the estimation of Equation (3) are presented in Table 2. The first column 

contains the coefficients associated with the characteristics of alternatives (the A vector). 

The coefficients presented in the second column (denoted NP/OG) are estimates of the 

importance of the jurisdictional variables in the choice of a nonprofit organization over an 

external public organization. Similarly, the third column (denoted FP/OG) presents 

coefficients relevant to the choice of a for-profit organization over an external public 

organization, and the fourth column (denoted FP/NP) refers to the choice of a for -prof i t 

organization relative to a nonprofit one. 

The two production cost variables in the A vector, MI and LC, have statistically 

significant coefficients. As predicted, the sector differences in managerial incentives 

affect the contractor choice. Decision makers place higher value on managerial 

incentives that are conducive to minimizing production costs (high values of MI): Labor 

cost differences, which are a manifestation of managerial discretion in input selection, 

also affect the contractor choice. Decision makers prefer contractors with lower labor 

costs. These results reinforce the contention in the service delivery literature that 

contracting is an attractive alternative due to the perceived efficiencies resulting from 

managerial incentives and discretion. 

In addition, two of the variables which measure the importance of production costs to the 

jurisdiction have statistically significant coefficients — MGR and FISLIM. As predicted, 

local governments with a counci l -manager form of government prefer the private sectors, 

both for -prof i t and nonprofit, over other governments. This result is consistent with the 

argument advanced by the local government "reform" movement of the 1920s, that 

professional administration of cities would yield more efficient service delivery (Zax, 1985). 

Although FISLIM has a significant coefficient, its sign is not as predicted. The results 

indicate that jurisdictions with legal limits on spending and taxing prefer other 

governments as contractors over the nonprofit sector and the for-profit sector. The 

opposite was hypothesized. This result might reflect the existence, in fiscally 

conservative areas such as California, of contract cities, i.e., cities created to provide 

services, but which rely exclusively on their counties for service production (Miller, 1981). 

Transaction costs also affect the contractor choice. The transaction cost variable, MC has 
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a statistically significant coefficient. As predicted, for intangible services, the monitoring 

cost differences across organizational form affect the contractor choice with local 

governments preferring those forms that minimize monitoring costs (high values of MC). 

This result supports our theory that transaction costs, as related to organizational type 

and service, are also important to the contractor choice decision. 

The results also indicate the importance of a viable choice set in this decis ion. The 

jurisdictional choice set variable, SMSA, has a statistically significant coefficient. Local 

governments located within SMSAs prefer to contract with other governments over both 

for-profit and nonprofit organizations. Although the statistical unimportance of the sector 

specific measure of available producers (AB) is disappointing, the importance of the 

jurisdictional measure is suggestive of the role of the availability of external producers in 

this decision. Cities in SMSAs have other governments, both other cities and counties, 

from which to choose and they prefer these contractors over private ones. 

In summary, the empirical analysis indicates that both production costs and transaction 

costs weigh in the contractor choice decision for cities which choose to externally 

produce health services. The alternative specific variables are important, with three of 

the four measures being statistically significant and having the predicted effects. The 

results for the community level variables, although somewhat weaker, also lend support 

to the theory with respect to the weight given to production costs and supplier 

availability. 

One surprise in the results is the inability of community level variables to discern local 

government choices between for-profit and nonprofit contractors. This may reflect the 

small number of contracts with for -profit health providers, or it may indicate that the 

pivotal choice for the city is between other governments and the private sector, either 

for-profit or nonprofit. Better community measures relating to differences between the 

nonprofit sector and the for -prof i t sector are needed to yield a more definitive 

interpretation. 
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Conclusion 

The recognition that service delivery costs entail both production and transaction costs is 

essential to understanding the balancing act that local governments face between cost 

savings and accountability and explains the importance of sector (or organizational form) 

in the local government's contractor choice decision. The results provide support for our 

theory — b o t h production costs variables and transaction cost variables are important. 

The signif icance of the production costs variables reinforce the notion that contracting is 

a method of reducing the costs of producing publicly provided services. However, the 

significance of the transaction costs variable suggest that contracting cities are 

concerned with the costs of monitoring contracts, and may prefer other governments or 

nonprofit organizations. This finding suggests that claims of the relative efficiency of the 

for -prof i t sector may be overstated, and that contracts with other governments and 

nonprofits may result in lower service delivery costs. The implication for the current 

contracting debate is that the organizational form of the contractor may be pivotal for 

services that are hard to monitor. 

Of course sector choice is only meaningful if external producers exist in more that one 

sector. Indeed the results indicate that an important factor influencing contractor choice 

for the health services in our sample is the availability of contractor options. Although 

the alternative specific variable is not significant, the community level variable, SMSA, is. 

This finding implies that contracting decisions should not be based simply on demands 

for contracting, but also on the availability of contracting options. This is particularly 

important if the net efficiencies in service delivery vary systematically by the contractor's 

sector. In addition, this finding suggests that in order to capitalize on the potential 

efficiencies of contracting, local governments may want to encourage the development of 

suppl iers . 1 6 

This initial effort at better understanding the contractor choice decision indicates that 

further work incorporating the organizational economics literature with the public service 

delivery literature will be fruitful. Future analyses should examine the contractor choice 

across considerably different types of services, e.g., social services, recreational services, 

This is consistent with Salamon's (1987) view of government-nonprofit relations at the federal level and 
with OeHoog's (1984) at the local level. 
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and transportation, and well as contractor choices over time as more organizations in the 

three sectors become involved in the particular service industries. 



Table 1: Variable Definitions and Descriptive Statistics 

Variable3 Meanb(SD) 

Alternative-specific Variablesc 

LC Sector -spec i f ic salaries; private service 13.04 (2.84) 
sector salaries used for both private sectors(1) 

AB Number of beds in hospitals providing 11.99 (27.79) 
the service per 1000 population(2) 

Jurisdiction-specific Variables 

FISLIM 1 if jurisdiction has property tax limit; .56 
0 otherwise(3) .44 

TAX Local taxes per capita(1) 233.72 (204.66) 

VALOWN Median value of owner -occupied housing(l) 5.42 (2.17) 

MGR 1 if government has manager-counci l form; .66 
0 otherwise(4) .34 

NW Nonwhite proportion of the populatiori(l) .16 (.14) 

POV Percent of the population which is below 11.57 (5.35) 
federal poverty threshold(l) 

SMSA 1 if the jurisdiction within SMSA .91 
0 otherwise(l) .19 

a The number at the end of each variable description refers to the source: 
1 U.S. Bureau of the Census, 1984 
2 American Hospital Associat ion, 1983 
3 Advisory Commiss ion on Intergovernmental Relations, 1984 
4 International City Management Association, 1982b 

b For categorical variables, the numbers in this column are the relative frequencies. 

c This table omits the two ordinal variables created by the authors. MI, 
managerial incentives, is assigned the value 1 if external public; 2 if nonprofit; 
and 3 if for -prof it . MC, monitoring costs, is an interaction term between MCy 
monitoring costs associated with organizational form, (1 if for -prof i t ; and 2 if 
nonprofit or other government), and MCS, service type, (1 if hospital; and 
2 if mental health or drug/alcohol prevention treatment services). 
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