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Sector Choice for Local Health Contracts: Public, Nonprofit, 
or For-Profit? 

O n c e a l oca l g o v e r n m e n t c h o o s e s to ex te rna l l y p r o d u c e a hea l th s e r v i c e , i t f a c e s the 

d e c i s i o n o f the app rop r i a te s e c t o r w i th w h i c h t o con t rac t . Loca l g o v e r n m e n t s c a n 

con t r ac t w i th o the r g o v e r n m e n t s , f o r - p r o f i t f i rms , a n d / o r nonpro f i t o r g a n i z a t i o n s . T h i s 

s e c t o r c h o i c e d e c i s i o n is m o d e l e d as a f u n c t i o n o f s e c t o r d i f f e rences in t he ava i l ab i l i t y o f 

p r o d u c e r s and in the po ten t i a l fo r c o s t r educ t i on in se rv i ce de l i ve ry , a n d d i f fe ren t 

c o n s t i t u e n c y p r e f e r e n c e s w i th r e s p e c t to s e c t o r c h o i c e . The m o d e l i s e s t i m a t e d w i t h a 

m u l t i n o m i a l log i t ana l ys i s on a na t iona l s a m p l e o f l oca l g o v e r n m e n t hea l th c o n t r a c t s . T h e 

e m p i r i ca l a na l ys i s r evea l s the i m p o r t a n c e o f ava i lab i l i t y , c o s t c o n c e r n s , a n d c o n s t i t u e n c y 

p r e f e r e n c e s i n the s e c t o r c h o i c e d e c i s i o n fo r l o ca l heal th s e r v i c e s . 
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S e c t o r C h o i c e for L o c a l H e a l t h C o n t r a c t s : 
P u b l i c , N o n p r o f i t , o r F o r - P r o f i t ? 

1 Introduction 

C h a n g e s in the hea l th care marke t have e v o k e d a var ie ty o f r e s p o n s e s f r o m the pub l i c , 

nonp ro f i t and f o r - p r o f i t hea l th ca re s e c t o r s . As a resul t , there has b e e n an i n t e n s i f i e d 

i n te res t in the re la t ive c o s t e f f i c i ency o f the three s e c t o r s . Loca l g o v e r n m e n t s have t aken 

no t i ce , e s p e c i a l l y due to the i r d e c l i n i n g f i sca l fo r tunes and their i n c r e a s e d hea l t h s e r v i c e 

o b l i g a t i o n s . As a resu l t o f the i r p l igh t and the d y n a m i c s w i th in the hea l th ca re i n d u s t r y , 

l o c a l g o v e r n m e n t s are r e e x a m i n i n g the i r m e t h o d s o f de l i ve r ing hea l th s e r v i c e s . As p r i va te 

s e c t o r s u p p l i e r s have i n c r e a s e d , c o n t r a c t i n g has been c o n s i d e r e d as an a l t e rna t i ve s e r v i c e 

d e l i v e r y a r r a n g e m e n t . U n d e r th is a r rangemen t , the loca l g o v e r n m e n t f i n a n c e s the s e r v i c e , 

but c o n t r a c t s w i th ex te rna l supp l i e r s to p r o d u c e the s e r v i c e . S e p a r a t i o n o f p r o v i s i o n and 

p r o d u c t i o n i s b e l i e v e d to y ie ld s i gn i f i can t c o s t sav ings due to d i f fe ren t o r g a n i z a t i o n a l 

o b j e c t i v e s , r e d u c e d b u r e a u c r a t i c m o n o p o l y power , sca le e c o n o m i e s , and s e c t o r 

d i f f e r e n c e s in l a b o r p r a c t i c e s . 

A g r o w i n g b o d y o f w o r k has e x p l o r e d the con t rac t i ng d e c i s i o n , but i t h a s f o c u s e d on 

the p r o d u c t i o n c h o i c e d e c i s i o n : w h e t h e r o r not l oca l l y f i nanced hea l th s e r v i c e s are 

p r o d u c e d in te rna l l y o r ex terna l ly . V i r tua l l y no a t ten t ion has been pa id to the s e c t o r 

c h o i c e d e c i s i o n : g i v e n the d e c i s i o n t o con t rac t out, d o e s the g o v e r n m e n t c o n t r a c t w i t h 

o the r g o v e r n m e n t s , w i t h nonpro f i t o r g a n i z a t i o n s , o r w i t h p r o f i t - m a k i n g f i r m s ? 1 

A l t h o u g h f e w e f fo r ts have been m a d e t o m o d e l the s e c t o r c h o i c e d e c i s i o n , th is d e c i s i o n 

has i m p o r t a n t i m p l i c a t i o n s for the u l t ima te e f fec ts o f ex terna l p r o d u c t i o n on the d e l i v e r y 

o f hea l th s e r v i c e s . L o c a l g o v e r n m e n t s may con t rac t w i th o ther g o v e r n m e n t s , n o n p r o f i t 

o r g a n i z a t i o n s , o r f o r - p r o f i t f i rms. C o n t r a c t i n g w i th a n o t h e r g o v e r n m e n t i s p o t e n t i a l l y an 

a t t rac t i ve o p t i o n . I t c a n p rov ide a l oca l g o v e r n m e n t , a t least sma l l g o v e r n m e n t s , w i t h the 

Although we t reat the s e c t o r c h o i c e d e c i s i o n as d is t inc t f rom the p r o d u c t i o n c h o i c e 
d e c i s i o n , they m a y be in te r re la ted . The two are o b v i o u s l y re lated i f p r o d u c e r ava i l ab i l i t y 
was an i m p o r t a n t f a c t o r in the in i t ia l d e c i s i o n and one sec to r d o m i n a t e d the ava i l ab le 
"options. S im i l a r l y , i f o n e s e c t o r o f fe rs par t i cu la r c o s t s a v i n g s w i th r e s p e c t to the s e r v i c e , 
the d e c i s i o n s m a y be in te r re la ted . S e e Ferr is and G r a d d y (1986) fo r a m o d e l o f the 
production c h o i c e d e c i s i o n for l o ca l hea l th s e r v i c e s . 



c o s t s a v i n g s that de r i ve f r o m a la rge r s c a l e o f p roduc t ion wh i l e m a i n t a i n i n g s e r v i c e 

p r o d u c t i o n in the pub l i c s e c t o r . Th is s h o u l d enab le loca l g o v e r n m e n t s to d e l i v e r an 

ou tpu t s i m i l a r t o w h a t i t w o u l d p r o d u c e at-a l o w e r cost . C o u n t y c o n t r a c t s have , h o w e v e r , 

b e e n c r i t i c i z e d bo th w i th r e s p e c t t o c o s t s a v i n g s and qual i ty o f s e r v i c e . 2 T h e nonp ro f i t 

and f o r - p r o f i t s e c t o r s of fer a l t e rna t i ves w h i c h may be s u p e r i o r w i th r e s p e c t t o c o s t 

a n d / o r qua l i t y . T h e o r i e s o f nonp ro f i t o r g a n i z a t i o n s u g g e s t that, fo r c o l l e c t i v e s e r v i c e s , 

t he re m a y be m o r e in te res t i n en te r i ng in to con t rac t s wi th nonpro f i t s s i n c e the i r b e h a v i o r 

m o t i v e s d i f fe r f r o m f o r - p r o f i t s due to the n o n - d i s t r i b u t i o n cons t ra i n t ( H a n s m a n n , 1980). 

T h e r e f o r e , i f a nonp ro f i t o r g a n i z a t i o n is ava i lab le to p r o d u c e the s e r v i c e , t h e l oca l 

g o v e r n m e n t m a y p re fe r i t o v e r a f o r - p r o f i t f i rm s ince the resu l t i ng s e r v i c e m a y be t te r 

m e e t qua l i t y and a c c e s s n e e d s . On the o ther hand, f o r -p ro f i t f i rms m a y of fer c o s t 

a d v a n t a g e s o v e r b o t h the nonp ro f i t and the pub l i c sec to r . H o w d o e s a l o c a l g o v e r n m e n t 

s e l e c t the a p p r o p r i a t e s e c t o r ? 

T h i s pape r i s an ef for t to be t te r u n d e r s t a n d the con t rac t i ng loca l g o v e r n m e n t ' s s e c t o r 

c h o i c e d e c i s i o n . I t i s s t r u c t u r e d as f o l l o w s . A m o d e l o f the s e c t o r c h o i c e d e c i s i o n fo r 

hea l th s e r v i c e s is d e v e l o p e d . Th i s m o d e l i s then emp i r i ca l l y t e s t e d on a da ta se t 

c o n s t r u c t e d fo r th is p u r p o s e . F ina l l y , the resu l t s and their i m p l i c a t i o n s are d i s c u s s e d . 

2 D e v e l o p m e n t o f t h e M o d e l 

The m a j o r i n c e n t i v e to c o n t r a c t out l oca l hea l th se r v i ces i s the po ten t ia l c o s t s a v i n g s 

(Ferr is and G r a d d y , 1986). H o w e v e r , th is m a y be ach ieved a t the e x p e n s e o f l e s s c o n t r o l 

o v e r s e r v i c e de l i ve ry . O n c e th is t radeof f has been c o n s i d e r e d and the d e c i s i o n to 

c o n t r a c t ou t h a s b e e n m a d e , the l oca l g o v e r n m e n t wi l l want t o a c h i e v e the c o s t s a v i n g s , 

w h i l e e n s u r i n g that the v a r i o u s d i m e n s i o n s o f serv ice ou tpu t m e e t the c o m m u n i t y ' s 

n e e d s . S e c t o r s vary in the i r ava i lab i l i t y o f p r o d u c e r s and in the i r po ten t ia l fo r c o s t 

s a v i n g s . C o n s t i t u e n c i e s m a y have s e c t o r p re fe rences , and pa r t i cu la r s e r v i c e s m a y b y 

m o r e s u i t e d fo r o n e s e c t o r . T h e s e fac to rs , there fo re , s h o u l d be the i m p o r t a n t 

d e t e r m i n a n t s o f the s e c t o r c h o i c e d e c i s i o n . C o n s i d e r e a c h i n tu rn . 

2 S o n e n b l u m , et al (1977, p.37) in the i r i n t e r v i e w w i th 26 Ca l i f o rn ia c i ty m a n a g e r s f o u n d 
that c o u n t y c o n t r a c t s w e r e e v a l u a t e d poo r l y w i t h respec t t o e f f i c i ency , r e s p o n s i v e n e s s , 
per cap i t a e x p e n d i t u r e s , qua l i t y o f s e r v i c e , and qua l i ty con t ro l . On the o the r hand , M e h a y 
and G o n z a l e z (1985) f o u n d that the s u p p l y i n g c o u n t y b e c a m e m o r e e f f i c ien t as a resu l t o f 
c o n t r a c t i n g . 



w h i c h both f o r - p ro f i t and nonpro f i t supp l i e r s are ava i lab le . S m a l l , ru ra l j u r i s d i c t i o n s are 

l e s s l ikely to have fo r -p ro f i t and nonpro f i t p roduce rs ava i lab le . A r e a s w i t h rap id 

popu la t i on g r o w t h a n d / o r Sunbe l t a reas are mo re l ike ly to have a v a i l a b l e f o r - p r o f i t 

supp l i e r s . 

S e r v i c e c h a r a c t e r i s t i c s are a lso re la ted to the ava i lab i l i ty o f p r o d u c e r s by s e c t o r . An 

impo r tan t cha rac te r i s t i c for hea l th s e r v i c e s is the extent o f c o l l e c t i v i t y . 4 C o l l e c t i v e , as 

o p p o s e d to ind iv idua l , s e r v i c e s are l e s s l ikely to be s u p p l i e d by the f o r - p r o f i t s e c t o r , a t 

l eas t in e f f i c ien t quan t i t i es , due to the f ree r ider p r o b l e m . The nonp ro f i t s e c t o r t y p i c a l l y 

s u p p l i e s a s e r v i c e m o r e l ike that p r o v i d e d by the pub l i c sec to r , i.e., c o l l e c t i v e , w h i l e the 

f o r - p r o f i t s e c t o r t yp i ca l l y s u p p l i e s an ind iv idua l g o o d subs t i tu te ( W e i s b r o d , 1977). 

T h e r e f o r e , m o r e c o l l e c t i v e s e r v i c e s are m o r e l ikely to be s u p p l i e d by nonpro f i t " 

o r g a n i z a t i o n s (Krash insky , 1986). By the s a m e a rgumen t , i t i s l i ke ly tha t the m o s t 

c o l l e c t i v e g o o d s w e r e p rov i ded f i rst i n the pub l i c s e c t o r and thus f e w e r p r i va te o p t i o n s 

m a y b e ava i lab le . The re fo re , w e w o u l d expec t g o v e r n m e n t t o c o n t r a c t m o r e o f ten w i t h 

o t h e r g o v e r n m e n t s and nonpro f i t o r g a n i z a t i o n s for hea l th s e r v i c e s w h i c h are m o r e 

c o l l e c t i v e (e.g., pub l i c hea l th s e r v i c e s ) and w i t h f o r -p ro f i t f i rms for s e r v i c e s w h i c h are 

m o r e i nd i v idua l (e.g., hosp i t a l se rv i ces ) . 

2.2 S e c t o r c o s t d i f f e r e n c e s 

S i n c e c o s t s a v i n g s are a ma jo r m o t i v a t i o n fo r c o n t r a c t i n g out one w o u l d e x p e c t s e c t o r 

d i f f e r e n c e s in e f f i c i e n c y to be an impor tan t de te rm inan t o f the s e c t o r c h o i c e d e c i s i o n 

g i v e n p r o d u c e r ava i lab i l i t y i n d i f ferent s e c t o r s . C o n s i d e r the c o m p a r a t i v e p o s i t i o n o f e a c h 

s e c t o r w i th r e s p e c t t o the e x p e c t e d s o u r c e s o f cos t s a v i n g s . 

F i rs t c o n s i d e r the pub l i c sec to r . C o n t r a c t i n g wi th o the r larger g o v e r n m e n t s c a n y i e l d 

s c a l e e c o n o m i e s i n p r o d u c t i o n and a d m i n i s t r a t i o n . T h e s e sca le e c o n o m i e s are m o s t l i ke ly 

4 A n o t h e r po ten t ia l l y impo r tan t c h a r a c t e r i s t i c i s a s y m m e t r i c i n f o r m a t i o n . S e r v i c e s w i th a 
h igh d e g r e e o f a s y m m e t r y o f i n f o rma t i on b e t w e e n c o n s u m e r s and p r o d u c e r s are m o r e 
l i ke ly to h a v e a v iab le nonpro f i t s e c t o r (e.g., W e i s b r o d and S c h l e s i n g e r , 1986). Th i s 
a s y m m e t r y i s p resen t in all hea l th s e r v i c e s . A l t h o u g h th is h y p o t h e s i s i s c o n s i s t e n t w i t h 
the v iab i l i t y o f the nonpro f i t s e c t o r in hea l th s e r v i c e s , i t d o e s not a l l o w us to d i f fe ren t ia te 
e i the r a c r o s s hea l th s e r v i c e s o r j u r i sd i c t i ons . 
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to der i ve f r o m e q u i p m e n t and mate r ia l c o s t s a v i n g s and h igher capac i t y u t i l i za t i on . The 

key fac to r in exp lo i t i ng s c a l e e c o n o m i e s is s ize rather than sec to r . E i ther la rge 

g o v e r n m e n t s o r la rge pr ivate un i ts c o u l d ob ta in t h e s e , s a v i n g s . 6 Thus , w i t h r e s p e c t t o 

s c a l e s a v i n g s , the re i s no inheren t r e a s o n w h y loca l g o v e r n m e n t s s h o u l d p re fe r 

c o n t r a c t i n g w i th o the r g o v e r n m e n t s ove r ano the r sec to r . 

M o r e o v e r , o the r g o v e r n m e n t s are not l ike ly to be at t ract ive con t rac t o p t i o n s i f the 

s e r v i c e i s l abo r i n tens i ve . First , mo re f lex ib le labor p rac t i ces ou ts ide the pub l i c s e c t o r 

y i e l d po ten t i a l l abor c o s t s a v i n g s . Fo r examp le , coun t y admin i s t ra to rs i n v o l v e d w i th a c u t e 

m e n t a l hea l th ca re in W i s c o n s i n repor t c o n s t r a i n t s on pe rsonne l p rac t i ces due to p u b l i c 

e m p l o y e e g r o u p s d e m a n d s (Schu l z , e t a l , 1984). Flexib i l i ty w a s l im i ted and i m p r o v e m e n t s 

w e r e i m p e d e d . T h e p r i va te h o s p i t a l un i ts , m a n y o f wh i ch w e r e u n i o n i z e d , r e p o r t e d no 

s u c h e f f ec t s on o p e r a t i o n s by the un ions . T h u s , due to f lexib i l i ty i n l abo r p r a c t i c e s , 

c o n t r a c t i n g w i t h f o r - p r o f i t o r nonpro f i t hea l th uni ts may y ie ld mo re c o s t s a v i n g s t h a n 

c o n t r a c t i n g w i t h o the r pub l i c un i ts . S e c o n d , la rge g o v e r n m e n t s have h i ghe r ra ther t h a n 

l o w e r w a g e s than s m a l l g o v e r n m e n t s . 7 W a g e ra tes may a lso be l o w e r i n the o u t s i d e the 

pub l i c s e c t o r , e s p e c i a l l y fo r unsk i l l ed and s e m i s k i l l e d worke rs . Bor jas, e t a l (1983) f o u n d 

that f o r - p r o f i t n u r s i n g h o m e s pay s ign i f i can t l y l o w e r w a g e s than pub l ic n u r s i n g h o m e s f o r 

w o r k e r s w i t h s i m i l a r sk i l l l eve l s . T h e d i f ferent ia l w a s h ighest for the leas t s k i l l e d . 

T h e r e m a y a l s o be s e c t o r c o s t d i f f e rences der i v ing f rom di f ferent m a n a g e r i a l p r a c t i c e s . 

S c h u l z , e t a l (1984) f o u n d d i rec t c o s t s w e r e s ign i f i can t l y l o w e r in p r i va te c o m m u n i t y 

g e n e r a l m e n t a l hea l th un i ts c o m p a r e d t o c o u n t y - o p e r a t e d men ta l hea l th un i ts . T w o 

d i f f e r e n c e s i n m a n a g e r i a l p r a c t i c e s a p p e a r e d to af fect th is cos t d i f fe rence : m o r e e m p h a s i s 

5 A l t h o u g h S c h u l z , et a l (1984) f o u n d that in acute menta l hea l th uni ts of f r o m 20 to 50 
b e d s , t h e r e are i m p o r t a n t l abor e c o n o m i e s - o f - s c a l e . They argue that a ce r ta i n m i n i m u m 
staf f i s n e e d e d for acu te inpa t ien t psych ia t r i c s e r v i c e s and that pat ient c e n s u s c a n be 
i n c r e a s e d w i t h o u t a c o m m e n s u r a t e i n c r e a s e in s ta f f ing . 

6 M o r e o v e r , i t m a y be p o s s i b l e fo r s m a l l l oca l g o v e r n m e n t s to jo in t o g e t h e r in the 
p r o c u r e m e n t o f e q u i p m e n t and ma te r i a l s , g i v i ng t h e m m o s t o f the a d v a n t a g e s o f l a r g e -
s c a l e p u r c h a s i n g w i t h o u t l o s i n g the a d v a n t a g e s o f i n - h o u s e p r o d u c t i o n . 

7 S o n e n b l u m , et a l (1977, p. 24) no te that one of the c o n c e r n s of c o n t r a c t i n g c i t i es w a s 
that s m a l l e r c i t i es w e r e ab le to pay l o w e r w a g e s than the larger c o u n t y g o v e r n m e n t s . 
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on c o s t c o n t a i n m e n t by p r i va te m a n a g e r s , and mo re psych ia t r i s t i n f l u e n c e on h o w the 

pr iva te uni ts w e r e run. P s y c h i a t r i s t s w a n t e d o r n e e d e d f e w e r s u p p o r t i n g staf f w h e n they 

had m o r e con t ro l . T h e d i f f e rences d id no t appea r to be re la ted to d i f f e r e n c e s in pa t ien t 

r e q u i r e m e n t s . 8 

N o w , c o n s i d e r w h e t h e r t hese c o s t a d v a n t a g e s o f the pr ivate s e c t o r a p p l y equa l l y t o 

nonpro f i t o r g a n i z a t i o n s and f o r - p ro f i t f i rms . There i s not an u n a m b i g u o u s c o s t e f f i c i e n c y 

d i s t i nc t i on b e t w e e n the nonp ro f i t and f o r - p r o f i t s e c t o r s . The prof i t m o t i v e i n d u c e s f i rms 

t o s e a r c h for t he leas t c o s t l y p r o d u c t i o n m e t h o d s . 9 On the o ther h a n d , nonp ro f i t 

o r g a n i z a t i o n s m a y be ab le to l o w e r l a b o r c o s t s t h r o u g h the use o f v o l u n t e e r s and p a r t -
in 

t ime p e r s o n n e l . T h e y m a y a l so s u b s i d i z e the s e r v i c e f r o m other f u n d i n g s o u r c e s s u c h 

as g o v e r n m e n t a l g ran t s and cha r i t ab le con t r i bu t i ons , thus cha rg i ng l e s s than the ful l 

c o s t s . T h e re la t i ve e f f i c i ency o f t h e s e t w o s e c t o r s has been s tud ied e x h a u s t i v e l y fo r 

h o s p i t a l s e r v i c e s , ye t the f i nd ings are m i x e d . S o m e h y p o t h e s i z e that f o r - p r o f i t h o s p i t a l s 

have e a s i e r a c c e s s t o c a p i t a l , g rea te r m a n a g e m e n t e f f i c iency due t o the p ro f i t m o t i v e , and 

s c a l e e c o n o m i e s ( f r om cha ins ) ( R e a d i n g , 1985; E r m a n n and G a b e l , 1986). T h e s e 

a d v a n t a g e s s h o u l d l ead to c o s t s a v i n g . If, h o w e v e r the s o u r c e s o f the e f f i c i ency g a i n s 

are s c a l e e c o n o m i e s , i n p u r c h a s i n g and a d m i n i s t r a t i o n , t h e s e e f f i c i enc ies are in p r i n c i p l e 

8 O b v i o u s l y c o m p o s i t i o n d i f f e r e n c e s a c r o s s s e c t o r s can af fect re la t i ve c o s t s . C o f f e y 
(1983) f o u n d that u rban pub l i c h o s p i t a l s t reat poo re r pa t ien ts , but not m o r e s e r i o u s l y ill 
o n e s , t han u rban v o l u n t a r y h o s p i t a l s ; rura l pub l i c hosp i t a l s see s i cke r pa t i en t s , but not 
p o o r e r pa t i en ts . S e r v i c e qua l i t y can a l s o be a f fec ted . I f c l ien t c o m p o s i t i o n a f fec ts s e r v i c e 
o u t c o m e , i n c r e a s i n g a c c e s s t o the f o r - p r o f i t and nonpro f i t s e c t o r s m a y r e d u c e qua l i t y 
( M u r n a n e , 1983). 

9 S e e W i l s o n and J a d l o w (1982) or Bor jas , e t a l (1983) for a d i s c u s s i o n of the p rope r t y 
r igh ts a r g u m e n t . S e e S t e i n b e r g (1985) f o r a d i s c u s s i o n o f the o b j e c t i v e s o f nonpro f i t 
f i rms . He f o u n d n o n - p r o f i t hea l th f i rms b e h a v e d l ike budge t m a x i m i z e r s . F ina l l y , see 
J a m e s (1983) fo r a t h e o r y o f nonp ro f i t s e r v i c e p r o d u c t i o n c h o i c e s . 

1 0 T h i s is c o n s i s t e n t w i t h the resu l t s o f Bor jas , e t a l (1983). The i r s t u d y of n u r s i n g 
h o m e w a g e s b y o w n e r s h i p g r o u p f o u n d that c h u r c h - o p e r a t e d nu rs ing h o m e s pa id l o w e r 
w a g e s than f o r - p r o f i t s for sk i l l g r o u p s for w h i c h re l i g ious p e r s o n n e l c o u l d be u s e d . O the r 
n o n p r o f i t s d id no t s h o w a s i gn i f i can t d i f f e rence . 
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at ta inable by nonp ro f i t cha ins as w e l l as f o r - p ro f i t cha ins . Wi th r e s p e c t to c a p i t a l , f o r -

prof i ts have a c c e s s to cap i ta l t h r o u g h the sale o f equi ty , but to ta l cap i t a l c o s t s m a y be 

l o w e r for nonp ro f i t s b e c a u s e o f the i r a c c e s s to pr ivate ph i lan th ropy , o p e r a t i n g s u r p l u s e s , 

and t a x - e x e m p t deb t (Ande rson e t a l , 1985). Nonp ro f i t hosp i ta l s have , h o w e v e r , b e g u n 

i nc reas ing l y t o - re l y on the pr iva te cap i ta l marke t b e c a u s e o f d e c r e a s e s in bo th c h a r i t y and 

in g o v e r n m e n t c o n s t r u c t i o n g ran ts (Bays, 1983). I t is thus not c lea r w h e t h e r o n e s e c t o r 

s h o u l d be i nhe ren t l y mo re e f f ic ien t than the other . 

T h e emp i r i ca l e v i d e n c e i s m ixed . For e x a m p l e , Bays (1979) f o u n d that f o r - p r o f i t g e n e r a l 

hosp i ta l s w e r e l ess c o s t l y than nonp ro f i t s after c o n t r o l l i n g for d i f f e rences i n c a s e m i x and 

p o s s i b l e o v e r - t r e a t m e n t o f ce r ta i n c a s e t ypes by f o r -p ro f i t s . W i l s o n and J a d l o w (1982) 

s tud ied the p r o d u c t i o n o f nuc l ea r m e d i c i n e s e r v i c e s (a re la t ive ly h o m o g e n e o u s ou tpu t ) in 

900 fo r -p ro f i t , p r i va te nonpro f i t , and g o v e r n m e n t hosp i ta ls . T h e y f o u n d that t y p e o f 

o w n e r s h i p had a s ign i f i can t i m p a c t on t e c h n i c a l e f f i c iency . F o r - p r o f i t h o s p i t a l s w e r e 

m o r e ef f ic ient t h a n nonpro f i t s ; g o v e r n m e n t hosp i t a l s we re the leas t e f f i c ien t . R o b i n s o n 

and Luft (1985) u s i n g 1972 data f o u n d that f o r - p r o f i t hosp i t a l s had l o w e r c o s t s and p u b l i c 

hosp i t a l s had h i g h e r c o s t s per a d m i s s i o n and per day than nonp ro f i t s . In c o n t r a s t , B e c k e r 

and S l o a n (1985) in a s tudy o f F lo r ida hosp i t a l s f o u n d c o s t s w e r e s i m i l a r a c r o s s 

o w n e r s h i p t ypes , d i s a g g r e g a t e d b y cha in v e r s u s i ndependen t , and n e w l y a c q u i r e d v e r s u s 

o ld cha ins . F ina l ly , Wat t , e t a l . (1986) us ing a na t iona l s a m p l e of c o m m u n i t y h o s p i t a l s d id 

not f ind a r e l a t i onsh ip b e t w e e n o w n e r s h i p and cos t . There is l i t t le e v i d e n c e fo r o t he r 

hea l th se r v i ces . I t i s d i f f icu l t to d raw c o n c l u s i o n s f rom th i s e m p i r i c a l l i te ra tu re . 

N e v e r t h e l e s s , the cu r ren t p e r c e p t i o n (whether or not i t is just i f ied) is tha t f o r - p r o f i t f i rms 

p r o d u c e hea l th s e r v i c e s m o r e e f f i c ien t ly t han nonpro f i t o r g a n i z a t i o n s , a n d that 

g o v e r n m e n t s are the least e f f i c i e n t . 1 2 

J u r i s d i c t i o n s w i t h h igh hea l th c o s t s m a y be m o r e c o n c e r n e d abou t s e c t o r c o s t (as 

o p p o s e d to qua l i ty ) d i f f e rences and thus m a y be m o r e l ikely to c o n t r a c t w i t h f o r - p r o f i t 

1 1 Rose t t (1984) n o t e s , h o w e v e r , that f o r -p ro f i t cha ins opera te h o s p i t a l s a t s t a f f i ng l eve l s 
abou t 20 p e r c e n t b e l o w c o m p a r a b l e nonpro f i t s . 

1 2 N o t e , i f f o r - p r o f i t f i rms are m o r e ef f ic ient , th i s d o e s not imp l y that t h e y c h a r g e l ess . 
I t d o e s s u g g e s t t h e y c o u l d , i f t hey des i re , con t r ac t to p r o d u c e s e r v i c e s at a l o w e r c o s t 
and st i l l be p ro f i tab le . 
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f i rms . The re are seve ra l j u r i sd i c t i ona l f ac to r s that affect hea l th c o s t s . Rura l h o s p i t a l s use 

l ess labor and cap i ta l , have f e w e r s e r v i c e s and lower c o s t s per a d m i s s i o n (Far ley , 1985a ; 

Wa t t e t al., 1986). R o b i n s o n and Luft (1985) f ound hosp i ta l s ope ra t i ng in h i g h per cap i t a l 

i n c o m e a reas have h ighe r c o s t s than hosp i t a l s i n l o w e r i n c o m e a reas ; th is c o s t d i f f e r e n c e 

p r o b a b l y re f l ec ts h i ghe r d e m a n d in w e a l t h y areas for t e c h n o l o g i c a l l y s o p h i s t i c a t e d and 

e x p e n s i v e c l i n i ca l m e d i c i n e . M a n y have f o u n d that hosp i t a l s i n mo re c o m p e t i t i v e l o c a l 

ma rke t s have s ign i f i can t l y h i ghe r a v e r a g e c o s t s per a d m i s s i o n and per day t h a n do 

h o s p i t a l s in l ess c o m p e t i t i v e a reas , con t ro l l i ng for c a s e mix (Rob inson and Luft, 1985; 

W i l s o n and J a d l o w , 1982; Far ley , 1 9 8 5 b ) . 1 3 T h e s e resu l ts s u g g e s t that j u r i s d i c t i o n s w h i c h 

are u rban, have h igh per cap i ta i n c o m e , and face more c o m p e t i t i v e h o s p i t a l m a r k e t s are 

m o r e l ike ly to have h igh hea l th care c o s t s . Thus , in o rder to ob ta in the l a rges t c o s t 

r e d u c t i o n s f r o m c o n t r a c t i n g out , we expec t t hese j u r i sd i c t i ons to be m o r e l i ke ly t o 

c o n t r a c t w i t h the f o r - p ro f i t s e c t o r . 

T o s u m m a r i z e , the re are c o s t d i f f e rences a c r o s s sec to r s . S c a l e e c o n o m i e s are no t l i ke ly 

to d i f fe ren t ia te b e t w e e n the pub l i c and pr ivate see to rs , but labor cos t s a v i n g s do . W i t h i n 

the p r i va te s e c t o r , the d i f f e r e n c e s are l e s s c lear . Desp i te c o n f l i c t i n g e v i d e n c e , the 

p e r c e i v e d o r d e r i n g in t e r m s o f c o s t e f f i c i ency s e e m s to be: f o r - p ro f i t f i rms , n o n p r o f i t 

o r g a n i z a t i o n s , o the r g o v e r n m e n t s . The re fo re , j u r i sd ic t ions w i s h i n g t o m a x i m i z e the c o s t 

s a v i n g s that c a n de r i ve f r o m c o n t r a c t i n g out shou ld pre fer t o con t rac t w i t h the f o r - p r o f i t 

s e c t o r . J u r i s d i c t i o n s w i th h igh hea l th c o s t s are pr ime cand ida tes . 

1 3 l n m o s t m a r k e t s c o m p e t i t i v e s t ruc tu res s h o u l d induce p r o d u c e r s t o b e m o r e e f f i c ien t , 
but h o s p i t a l s , b e c a u s e of the un ique p h y s i c i a n - p a t i e n t - h o s p i t a l r e l a t i onsh ip (Harr is , 1977), 
m a y be d i f ferent . Hosp i t a l a d m i n i s t r a t o r s prefer h igh fac i l i t y u t i l i za t ion ra tes , bu t staf f 
p h y s i c i a n s p re fe r l o w e r u t i l i za t ion rates, so that hosp i ta l fac i l i t i es are m o r e l ike ly to be 
ava i lab le f o r the i r pa t ien ts . The re la t ive d o m i n a n c e o f t hese t w o d e c i s i o n m a k i n g g r o u p s 
d e p e n d s on the s t ruc tu re o f the loca l hosp i t a l market . In an area w i t h m a n y h o s p i t a l s , 
p h y s i c i a n s af f i l ia ted w i th one ins t i tu t ion may threaten to shi f t pa t i en t s e l s e w h e r e . 
The re fo re , h o s p i t a l s i n m o r e c o m p e t i t i v e marke ts have w e a k e r b a r g a i n i n g p o w e r and 
h e n c e g rea te r d u p l i c a t i o n o f s e r v i c e s , l o w e r pat ient v o l u m e s per s e r v i c e , a n d h i g h e r c o s t s 
( R o b i n s o n and Luft, 1985; W i l s o n and J a d l o w , 1982). 
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2.3 C o n s t i t u e n c y p r e f e r e n c e s 

A l t h o u g h the re m a y not be s i gn i f i can t c o s t d i f f e rences b e t w e e n the f o r - p r o f i t and the 

n o n p r o f i t s e c t o r s , t he re is a p e r c e p t i o n that they dif fer in te rms of qua l i t y and a c c e s s . 

T h i s p e r c e i v e d d i f f e rence m a y lead to a c o n s t i t u e n c y p re fe rence for nonp ro f i t o v e r f o r -

prof i t p r o d u c t i o n o f hea l th s e r v i c e s . C i t i z e n s o f ten o p p o s e con t rac t i ng for hea l th s e r v i c e s 

w i t h a f o r - p r o f i t f i rm , b a s e d on a c o n c e r n that se rv i ce qual i ty wi l l be j e o p a r d i z e d (Va lente 

and M a n c h e s t e r , 1984, p.128). N o n p r o f i t s , ope ra t i ng under the n o n d i s t r i b u t i o n cons t ra i n t , 

have l e s s i n c e n t i v e s to cu t c o r n e r s than f o r -p ro f i t s . This con t r i bu tes to the p e r c e p t i o n 

that nonpro f i t o r g a n i z a t i o n s p r o v i d e h i g h e r qua l i t y (Clark, 1980). For e x a m p l e , Nevvhouse 

(1970) a r g u e s that nonpro f i t hosp i t a l s are b i a s e d against e c o n o m y ca re b e c a u s e h i g h e r 

qua l i t y s e r v i c e e n h a n c e s the i r p res t i ge . I f c i t i zens be l ieve nonp ro f i t s p r o v i d e be t te r 

qua l i t y , g o v e r n m e n t s m a y p re fe r t o c o n t r a c t w i th nonprof i t o r g a n i z a t i o n s w h e n t h e y are 

ava i l ab le . The re i s a l so c o n c e r n that the f o r - p ro f i t f o rm unde rm ines the p h y s i c i a n - p a t i e n t 

r e l a t i onsh ip and t hus d i m i n i s h e s the qua l i t y o f ca re (Brock and B u c h a n a n , 1986). T h e r e is , 

h o w e v e r , no e m p i r i c a l s u p p o r t fo r th i s c o n c e r n . G a u m e r (1986) in his s tudy o f the e f f ec t s 

o f h o s p i t a l o w n e r s h i p on pat ien t o u t c o m e s f o u n d no ev idence that the prof i t - m o t i v e 

c o m p r o m i s e s pa t ien t ca re . S p e c i f i c a l l y , he f o u n d that hosp i ta l o w n e r s h i p had no i n f l u e n c e 

on p o s t - o p e r a t i v e mor ta l i t y ra tes o r r e a d m i s s i o n . 

M o r e o v e r , t he re i s c o n c e r n that a c c e s s to hea l th care i s th rea tened w h e n c o n t r a c t i n g i s 

w i t h a f o r - p r o f i t f i rm. T h e r e is , h o w e v e r , l i t t le e v i d e n c e to suppor t th is be l ie f . F o r - p r o f i t 

and nonpro f i t h o s p i t a l s al ike a d v e r t i s e , marke t the i r se r v i ces v i g o r o u s l y , and s t r i ve f o r 

p ro f i t s by m e a n s o f c o s t c o n t r o l and a d j u s t m e n t s o f se rv i ces (O'Br ien and Hal ler , 1985). 

T h e e v i d e n c e i n d i c a t e s that o w n e r s h i p is no t a g o o d p red i c to r o f b e h a v i o r in the 

p r o v i s i o n o f f ree c a r e and in the den ia l o f n e e d e d hea l th care b e c a u s e o f an inab i l i t y to 

pay (e.g., B a y s , 1983; S l o a n and V r a c i u , 1983). In any c a s e , the a m o u n t o f f ree ca re for 

the p o o r c a n be s p e c i f i e d exp l i c i t l y in a con t rac t , r ega rd less o f s e c t o r c h o i c e . O n e o p t i o n 

is to s p e c i f y a l eve l for f o r - p r o f i t c o n t r a c t s c o m p a r a b l e to that p r o v i d e d by nonp ro f i t 

h o s p i t a l s ( R e a d i n g , 1985). 

T h e r e are a l s o a r g u m e n t s aga ins t the use o f the nonpro f i t sec to r . T h e nonp ro f i t 

o r g a n i z a t i o n a l f o r m m a y m o r e e f fec t i ve l y s e r v e the ind iv idua l e c o n o m i c i n te res t s o f 

p r o f e s s i o n a l s o r d i r e c t o r s o f n o n p r o f i t s than the pub l ic in terest . For e x a m p l e , p h y s i c i a n s 

m a y pre fer n o n p r o f i t h o s p i t a l s b e c a u s e favo rab le tax t r ea tmen t and p r i va te and 
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g o v e r n m e n t s u b s i d i e s to nonpro f i t s l o w e r the tota l c o s t o f the c o m p l e m e n t a r y h o s p i t a l 

i npu ts and , the re fo re , i n c rease the p r i ce that p h y s i c i a n s can c h a r g e (Bays , 1983; 

H a n s m a n n , 1 9 8 0 ) . 1 4 

N e v e r t h e l e s s , the c o n s t i t u e n c y p e r c e p t i o n that nonpro f i t s are bet ter p r o t e c t o r s o f the 

c o m m u n i t y in te res t , in t e r m s of qua l i ty a n d / o r a c c e s s , is l ikely to c rea te a c o n s t i t u e n c y 

p re fe rence for c o n t r a c t i n g w i th the nonpro f i t , ra ther than the fo r -p ro f i t , s e c t o r . T h e r e f o r e , 

j u r i sd i c t i ons in w h i c h a la rge p ropo r t i on o f the i r popu la t i on are po ten t i a l u s e r s o f l o c a l l y 

f i n a n c e d hea l th s e r v i c e s , w e w o u l d expec t r es i s t ance t o c o n t r a c t i n g w i t h t he f o r - p r o f i t 

sec to r . 

2.4 O t h e r s e r v i c e c h a r a c t e r i s t i c s 

F ina l ly , pa r t i cu la r s e r v i c e c h a r a c t e r i s t i c s may s u g g e s t a pre fer red s e c t o r . A f a c t o r tha t 

c o u l d e n c o u r a g e c o n t r a c t i n g w i th o the r g o v e r n m e n t s i s the des i re for s t a n d a r d i z a t i o n o f 

s e r v i c e ou tpu t s a c r o s s j u r i sd i c t i ons w i th in a g e o g r a p h i c area. S u b s t a n t i a l d i f f e r e n c e s in 

s e r v i c e qua l i ty w i t h in a g e o g r a p h i c area may gene ra te impor tan t n e g a t i v e ex te rna l i t i es . 

For e x a m p l e , pub l i c hea l t h s e r v i c e s , w h i c h i nc l ude c o m m u n i c a b l e d i s e a s e c o n t r o l and 

a s s u r a n c e o f w a t e r and f o o d qual i ty , o f ten requi re o rgan i zed g o v e r n m e n t c o n t r o l a c r o s s 

j u r i sd i c t i ons . For t h e s e s e r v i c e s , a c i ty m a y wan t to con t rac t w i th the c o u n t y (or a l a rge r 

c i ty) t o ensu re s imi la r s e r v i c e l eve l s o r m i n i m u m s tanda rds t h r o u g h o u t the a rea . 

The re fo re , we expec t g o v e r n m e n t s that con t rac t hea l th s e r v i c e s that r equ i re 

s t anda rd i za t i on to c o n t r a c t w i th o the r g o v e r n m e n t s , ra ther than w i th the n o n p r o f i t o r f o r -

prof i t s e c t o r s . 

1 4 M o r e o v e r , e v i d e n c e d o e s not s u p p o r t the h y p o t h e s i s that the c o m m o n nonp ro f i t 
p r a c t i c e o f c r o s s s u b s i d i z a t i o n i s an a t tempt to ho ld d o w n c o s t s for t h o s e w h o w o u l d 
have d i f f i cu l ty p a y i n g (Bays , 1983). I f h o s p i t a l s cha rge l ess than c o s t fo r s u c h p r o d u c t s as 
s u r g e r y and a n e s t h e s i a , s u r g e o n s can c h a r g e m o r e for the i r s e r v i c e s . T h i s l o s s c a n be 
s u b s i d i z e d by c h a r g i n g m o r e on s e r v i c e s that do not have s u c h a d i rec t l ink to p h y s i c i a n ' s 
s e r v i c e s s u c h as r o o m s and therapy . The re fo re , c r o s s s u b s i d i z a t i o n i n h o s p i t a l p r i c i ng 
has d i s t r i bu t i ona l c o n s e q u e n c e s (Clark, 1980). 
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2.5 S u m m a r y 

To s u m m a r i z e , we expec t the s e c t o r c h o i c e d e c i s i o n o f c o n t r a c t i n g g o v e r n m e n t s to be a 

f u n c t i o n o f p r o d u c e r ava i lab i l i t y a c r o s s s e c t o r s , cos t c o n c e r n s , c o m m u n i t y qua l i t y and 

a c c e s s p r e f e r e n c e s , and s e r v i c e c h a r a c t e r i s t i c s . P r o d u c e r ava i lab i l i ty i n the p r i va te 

s e c t o r s i s l i ke ly to be p o s i t i v e l y re la ted to j u r i sd ic t i on s ize , u r b a n i s m , and rap id p o p u l a t i o n 

g r o w t h , and the d e g r e e o f c o l l e c t i v i t y o f the se rv i ce . In t e rms o f cos t s a v i n g s , we e x p e c t 

t h o s e wi th the g r e a t e s t i n c e n t i v e to r e d u c e c o s t s via con t rac t i ng out t o c h o o s e the f o r -

prof i t sec to r . T h i s i s due to the p e r c e i v e d advan tage o f th is s e c t o r in a c h i e v i n g c o s t 

s a v i n g s . In con t ras t , the c o m m u n i t i e s m o s t c o n c e r n e d abou t hea l th ca re qua l i t y a n d 

a c c e s s s h o u l d p re fe r nonpro f i t c o n t r a c t o r s . Final ly, for s e r v i c e s i n w h i c h s t a n d a r d i z a t i o n 

a c r o s s j u r i s d i c t i o n a l b o u n d a r i e s i s des i r ab le , the prefer red op t ion i s ano the r g o v e r n m e n t . 

3 E s t i m a t i o n 

We tes t o u r m o d e l by c o n s i d e r i n g the d e t e r m i n a n t s o f the s e c t o r c h o i c e d e c i s i o n fo r 

f ou r l oca l hea l th s e r v i c e s : pub l i c hea l th p r o g r a m s , hosp i t a l s e r v i c e s , d rug and a l c o h o l 

t r e a t m e n t p r o g r a m s , and m e n t a l hea l th p r o g r a m s . The i n c i d e n c e o f l o ca l g o v e r n m e n t 

c o n t r a c t i n g w i th d i f fe rent s e c t o r s c a n be d e t e r m i n e d f r o m data c o l l e c t e d by t h e 

In te rna t iona l C i t y M a n a g e m e n t A s s o c i a t i o n i n 1982. The su rvey c o l l e c t e d i n f o r m a t i o n on 

the s e r v i c e de l i ve r y a r r a n g e m e n t s o f l o c a l g o v e r n m e n t s for a p p r o x i m a t e l y 60 pub l i c 

s e r i e s , i n c l u d i n g fou r hea l th s e r v i c e s : hosp i t a l s , pub l ic hea l th p r o g r a m s , d r u g a n d 

a l coho l t r e a t m e n t p r o g r a m s , and men ta l hea l th p r o g r a m s . 1 5 O f the 1780 l o c a l 

g o v e r n m e n t s w h i c h r e s p o n d e d , 344 p rov ide hosp i ta l s e r v i c e s , 671 p r o v i d e p u b l i c hea l t h 

s e r v i c e s , 554 p r o v i d e d rug and a l c o h o l p r o g r a m s , and 457 p r o v i d e m e n t a l hea l t h 

p r o g r a m s / f a c i l i t i e s . T h e s u r v e y revea ls a subs tan t ia l deg ree o f c o n t r a c t i n g ou t fo r l o c a l 

hea l th s e r v i c e s . H o s p i t a l s e r v i c e s are c o n t r a c t e d out e i ther in w h o l e o r in p a r t 1 6 by 78 

pe rcen t o f the l oca l g o v e r n m e n t s w h i c h p r o v i d e th is se rv i ce ; pub l i c hea l th s e r v i c e s are 

c o n t r a c t e d ou t by 61 pe rcen t ; d r u g / a l c o h o l t r ea tmen t p r o g r a m s are c o n t r a c t e d ou t by 80 

pe rcen t ; a n d m e n t a l hea l th s e r v i c e s are c o n t r a c t e d out by 80 pe rcen t . 

1 5 F o r m o r e i n f o r m a t i o n o n the s tudy s e e In ternat ional C i ty M a n a g e m e n t A s s o c i a t i o n , 
1983. 

1 6 C o n t r a c t i n g ou t m a y be e i the r in w h o l e , w h e r e there are no pub l i c i npu t s u s e d , o r in 
part , w h e r e p u b l i c i npu ts , i.e., p u b l i c e m p l o y e e s , are u s e d in c o n j u n c t i o n w i t h c o n t r a c t s . 
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Th is s u r v e y data w a s m e r g e d wi th i n f o r m a t i o n o n c o m m u n i t y f i sca l and d e m o g r a p h i c 

c h a r a c t e r i s t i c s ob ta i ned f r om a var ie ty o f s e c o n d a r y s o u r c e s , p r imar i l y the 1983 C o u n t y 

and C i t y Data Book. The C o u n t y and C i t y Data Book p r o v i d e d i n f o r m a t i o n fo r c i t i es and 

c o u n t i e s w i th a p o p u l a t i o n in e x c e s s of 25,000. C o n s e q u e n t l y , j u r i s d i c t i o n s w i t h a 

p o p u l a t i o n l e s s than 25,000 w e r e t r u n c a t e d f r o m our s a m p l e , and one i s c a u t i o n e d f r o m 

d r a w i n g i n f e r e n c e s f r o m th is ana l ys i s fo r t h o s e j u r i sd i c t i ons . 

T h i s data se t w a s then t r a n s f o r m e d f r o m one in w h i c h the loca l g o v e r n m e n t i s the uni t 

o f o b s e r v a t i o n to o n e in w h i c h a c o n t r a c t e d heal th s e r v i c e is the o b s e r v a t i o n . For 

e x a m p l e , i f a pa r t i cu la r c i ty c o n t r a c t s ou t f o r bo th hosp i ta l s and m e n t a l hea l t h s e r v i c e s , 

t hen the c i ty c o n t r i b u t e s t w o o b s e r v a t i o n s to the t r a n s f o r m e d data set . T h e e s t i m a t i o n 

t e c h n i q u e u t i l i zed p reven t s the use o f mu l t i p l e c l a s s i f i c a t i o n s for a g i ven o b s e r v a t i o n , t h u s 

the d e p e n d e n t va r iab le r e p r e s e n t s the m o s t p r i va te f o rm o f con t rac to r . Fo r e x a m p l e , i f 

bo th nonp ro f i t s and f o r - p r o f i t s r e c e i v e c o n t r a c t s for a s e r v i c e , the c o n t r a c t o r i s r e c o r d e d 

as f o r -p ro f i t . In add i t i on , o b s e r v a t i o n s w i t h m i s s i n g va lues are de le ted . T h e s e a l t e r a t i o n s 

resu l t in a w o r k i n g data set o f 691 o b s e r v a t i o n s . Of t hese , 284 rep resen t c o n t r a c t s w i t h 

o the r g o v e r n m e n t s (41 pe rcen t ) ; 341 r e p r e s e n t con t rac t s w i th nonpro f i t o r g a n i z a t i o n s (49 

percen t ) , and 66 rep resen t c o n t r a c t s w i t h f o r - p r o f i t f i rms (10 percent ) . T h e w o r k i n g da ta 

se t i s s u m m a r i z e d in Tab le 1 , and i n c l u d e s t he var iab le d e s c r i p t i o n s , s o u r c e s , a n d 

d e s c r i p t i v e s ta t i s t i c s for the i n d e p e n d e n t v a r i a b l e s . 

3.1 M o d e l s p e c i f i c a t i o n 

We a s s u m e the l oca l g o v e r n m e n t ' s s e c t o r p re fe rence i s a l i near f u n c t i o n o f s e r v i c e and 

j u r i sd i c t i ona l c h a r a c t e r i s t i c s . I f we d e n o t e th is p re fe rence as Z , a n d the v e c t o r o f 

c h a r a c t e r i s t i c s as C , then o u r m o d e l is : 

Z = aC + u 

w h e r e a is the v e c t o r of c o e f f i c i e n t s a s s o c i a t e d w i th C and u is a r a n d o m e r ro r t e r m . 

We c a n n o t o b s e r v e 2 , but we can o b s e r v e the c h o i c e b a s e d on it. L o c a l g o v e r n m e n t s 

c a n c h o o s e c o n t r a c t o r s f r o m three s e c t o r s : o the r g o v e r n m e n t s , n o n p r o f i t o r g a n i z a t i o n s , 

a n d f o r - p r o f i t f i rms . Th i s c h o i c e can be r e p r e s e n t e d as a c o n t i n u u m f r o m the p u b l i c to 

the f o r - p r o f i t s e c t o r s w i th nonp ro f i t s r e p r e s e n t i n g an i n t e r m e d i a t e c h o i c e . T h i s s e e m s a 

r e a s o n a b l e s p e c i f i c a t i o n s i n c e nonp ro f i t o r g a n i z a t i o n s r e p r e s e n t a m o v e m e n t t o w a r d the 
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fou r s e r v i c e s w e r e c l a s s i f i e d as to d e g r e e o f co l l ec t i v i t y . Pub l i c hea l th i s the m o s t 

co l l e c t i ve ; m e n t a l hea l th and d r u g / a l c o h o l p r o g r a m s are s o m e w h a t c o l l e c t i v e ; a n d h o s p i t a l 

• s e r v i c e s are the l eas t c o l l e c t i v e . S p e c i f i c a l l y , C O L L a s s u m e s a -va lue of 2 fo r pub l i c hea l th 

s e r v i c e s , 1 fo r m e n t a l hea l th a n d d r u g / a l c o h o l p r o g r a m s , and 0 for hosp i t a l s e r v i c e s . T h e 

e x p e c t e d s ign of the coe f f i c i en t is nega t i ve ; the mo re c o l l e c t i v e a s e r v i c e , the l e s s l ike ly i t 

i s to be c o n t r a c t e d w i th the f o r - p r o f i t s e c t o r , b e c a u s e t hese p r o d u c e r s are l e s s l i ke ly to 

be ava i lab le . 

The re are f ou r c o s t - r e l a t e d v a r i a b l e s : R E L S A L , S M S A , H O U S I N C , and H O S P O P . R E L S A L i s 

the rat io o f pub l i c s e c t o r w a g e s to pr iva te s e c t o r w a g e s . I t m e a s u r e s re la t i ve w a g e s 

a c r o s s s e c t o r s and s u g g e s t s the po ten t ia l for l abor c o s t s a v i n g s . The h i g h e r the re la t i ve 

w a g e s , the m o r e l ike ly the j u r i s d i c t i o n i s to c o n t r a c t w i th the f o r - p r o f i t s e c t o r . T h e la t ter 

th ree va r i ab les c a p t u r e h igh hea l t h c o s t s in a j u r i sd i c t i on . S M S A is as d e s c r i b e d a b o v e . 

H O U S I N C i s the m e d i a n h o u s e h o l d i n c o m e in the j u r i sd i c t i on ; and H O S P O P i s the n u m b e r 

o f hosp i ta l s per 100,000 p o p u l a t i o n . The s i g n s on all th ree coe f f i c i en t s are e x p e c t e d to 

be pos i t i ve . U rban j u r i s d i c t i o n s , t h o s e w i th h igh h o u s e h o l d i n c o m e , and t h o s e w i t h a h i g h 

c o n c e n t r a t i o n o f h o s p i t a l s re la t i ve to the p o p u l a t i o n are e x p e c t e d to have h i g h e r hea l t h 

c o s t s and t h u s have a g rea te r i ncen t i ve to s e e k the extra c o s t s a v i n g s w h i c h m a y be 

p r o v i d e d by c o n t r a c t i n g w i th the f o r - p ro f i t s e c t o r . 

There are t w o m e a s u r e s o f c o n s t i t u e n c y s t r e n g t h , P C T P O V and P C T N W . T h e f o r m e r i s 

the p r o p o r t i o n o f the j u r i s d i c t i o n ' s p o p u l a t i o n w i t h i n c o m e b e l o w the p o v e r t y l e v e l ; the 

la t ter is the p e r c e n t a g e o f the j u r i sd i c t i on ' s p o p u l a t i o n that is n o n w h i t e . T h e s e are 

i nd i ca to rs o f t he . g r o u p w h i c h i s m o s t d e p e n d e n t on loca l hea l th s e r v i c e s a n d t hus i s 

l ike ly t o p re fe r c o n t r a c t s w i th o the r g o v e r n m e n t s o r nonpro f i t o r g a n i z a t i o n s . T h e s i g n s o f 

bo th c o e f f i c i e n t s are e x p e c t e d to be n e g a t i v e . T h e larger the p r o p o r t i o n o f t h o s e in 

po ve r t y and the l a rge r the p r o p o r t i o n o f n o n w h i t e s in the j u r i sd i c t i on , the l e s s l i ke ly that 

j u r i sd i c t i on i s to c o n t r a c t w i th the f o r - p r o f i t s e c t o r . 

F ina l ly , ou r r e m a i n i n g s e r v i c e s p e c i f i c va r i ab le i s S T A N D . Th is va r iab le i s c o n s t r u c t e d by 

c l a s s i f y i n g the f ou r hea l th s e r v i c e s a c c o r d i n g t o the n e e d for s t a n d a r d i z a t i o n . O n l y pub l i c 

hea l th s e r v i c e s are v i e w e d as h a v i n g a s t r o n g n e e d for s t a n d a r d i z a t i o n . T h e r e f o r e , S T A N D 

a s s u m e d a va l ue of 1 for pub l i c hea l th s e r v i c e s and 0 o t h e r w i s e . T h e s i g n on the 

coe f f i c i en t i s e x p e c t e d to be n e g a t i v e . The n e e d for s t a n d a r d i z a t i o n s h o u l d e n c o u r a g e 

c o n t r a c t i n g w i th o t h e r g o v e r n m e n t s . 
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In s u m m a r y , ou r m o d e l o f the s e c t o r c h o i c e d e c i s i o n for l oca l hea l th s e r v i c e s , w i t h the 

e x p e c t e d s ign o f e a c h coe f f i c ien t d e n o t e d in p a r e n t h e s e s , is : 

Y = [POP80 (+), S M S A (+), S U N B E L T (+), C O L L (-), S T A N D (-) 
R E L S A L (+), H O U S I N C (+), H O S P O P (+), P C T P O V (-), P C T N W {-)] 

T h e m o d e l i s e s t i m a t e d us ing an o rde red , mu l t i nom ia l log i t ana l ys i s . T h e m a x i m u m 

l i ke l i hood e s t i m a t e s of the c o e f f i c i e n t s are d i s p l a y e d in Tab le 2 w i t h the i r a s s o c i a t e d 

s tanda rd er rors . 

3.2 R e s u l t s 

The resu l t s i nd ica te that each o f the three ma jo r ident i f ied i n f l u e n c e s have s o m e e f fec t 

on the s e c t o r c h o i c e d e c i s i o n . T h e m o s t impor tan t de te rm inan t i s a p p a r e n t l y ava i lab i l i t y . 

Th ree o f the fou r ava i lab i l i ty va r i ab les (POP80 , S M S A , and COLL) h a v e s i g n i f i c a n t 

c o e f f i c i e n t s w i th the expec ted s i g n s . J u r i s d i c t i o n s that are large and u rban are m o r e 

l ike ly to con t rac t w i th the f o r -p ro f i t sec to r . T h o s e s e r v i c e s w h i c h are c o l l e c t i v e a re , as 

e x p e c t e d , l ess l ike ly to be c o n t r a c t e d ou t to the f o r -p ro f i t sec to r . Th i s i s c o n s i s t e n t w i t h 

the h y p o t h e s i s that c o l l e c t i v e s e r v i c e s o r ig ina l l y w e r e p rov ided by the p u b l i c a n d 

nonpro f i t s e c t o r s , and thus t h e s e s e c t o r s are m o r e d e v e l o p e d than the f o r - p r o f i t o n e . 

S U N B E L T is the on l y ava i lab i l i t y va r iab le w h i c h p r o v e d to be un impor tan t . 

R e c a l l , f ou r c o s t - r e l a t e d va r iab les are i nc l uded in the emp i r i ca l s p e c i f i c a t i o n : R E L S A L , 

S M S A , H O U S I N C , and H O S P O P . R E L S A L i s the on ly va r iab le that d i rec t l y m e a s u r e d c o s t 

d i f f e r e n c e s b e t w e e n the s e c t o r s . Its coe f f i c ien t has the e x p e c t e d p o s i t i v e s i g n and is 

s ign i f i can t . J u r i s d i c t i o n s w i th h igh pub l i c sa la r i es re la t ive to pr iva te s a l a r i e s are m o r e 

l ike ly to con t r ac t w i th the pr iva te s e c t o r s . The o ther three va r i ab l es are i n c l u d e d to 

re f lec t p r e s s u r e s fo r c o n t r a c t i n g w i th the f o r -p ro f i t s e c t o r due to h igh hea l t h c o s t s . O n l y 

one o f t h e s e va r i ab les i s s ign i f i can t , S M S A . H o w e v e r , reca l l that th is v a r i a b l e m e a s u r e s 

bo th ava i lab i l i t y and cos t ; we c a n n o t sepa ra te t h e s e e f fec ts . I t m a y be that u rban 

j u r i s d i c t i o n s c o n t r a c t w i th the f o r - p r o f i t s e c t o r b e c a u s e they have m o r e c h o i c e s , o r 

b e c a u s e they have h ighe r heal th c o s t s and thus have g rea te r need fo r the c o s t s a v i n g s 

that de r i ve f r o m u s i n g that sec to r . 

C o n s t i t u e n c y p r e f e r e n c e s are m e a s u r e d w i th t w o var iab les , P C T P O V and P C T N W . T h e 

lat ter is s ta t i s t i ca l l y s ign i f i can t and has the e x p e c t e d nega t i ve s i g n . J u r i s d i c t i o n s w i t h a 
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la rge p r o p o r t i o n o f n o n w h i t e s w e r e less l ike ly to cont rac t wi th the f o r - p r o f i t s e c t o r . Our 

t h e o r y s u g g e s t s that th is r e l u c t a n c e de r i ves f r om c o n c e r n s about a c c e s s a n d / o r qua l i t y o f 

hea l th s e r v i c e s . P C T P O V d o e s not have a s ign i f i can t ef fect. 

The on ly s u r p r i s i n g resu l t i s the u n e x p e c t e d pos i t i ve and s ign i f i can t c o e f f i c i e n t on 

S T A N D . Th i s s e e m s t o s u g g e s t that t hose s e r v i c e s for w h i c h j u r i sd i c t i ons m a y w a n t t o 

s t a n d a r d i z e s e r v i c e ou tpu t are mo re l ikely to be con t rac ted out to the p r i va te s e c t o r s . 

Th is c o u n t e r - i n t u i t i v e resu l t m a y be a f unc t i on o f our range o f se r v i ces . A m o n g o u r f ou r 

hea l th s e r v i c e s , on l y pub l i c hea l th i s t h o u g h t to require s tanda rd i za t i on . H o w e v e r , th is 

s e r v i c e en ta i l s a m o r e h e t e r o g e n e o u s c o l l e c t i o n of ac t iv i t ies . I t m a y be that t h o s e 

po r t i ons o f pub l i c hea l th s e r v i c e s that are con t rac ted out are not t h o s e that r equ i re 

s t a n d a r d i z a t i o n . I f the pr iva te s e c t o r s are appropr ia te for those s e r v i c e s , t hen we m i g h t 

o b s e r v e the a p p a r e n t r e l a t i onsh ip b e t w e e n S T A N D and pr ivate s e c t o r p re fe rence . 

4 C o n c l u s i o n 

O u r resu l t s i nd i ca te the i m p o r t a n c e of ava i lab i l i t y o f p roduce rs as a m a j o r d e t e r m i n a n t 

o f s e c t o r c h o i c e . T h e i m p o r t a n c e o f ava i lab i l i t y as a cons t ra in t in this d e c i s i o n s h o u l d , 

h o w e v e r , d i m i n i s h o v e r t ime . F o r - p r o f i t hea l th care p rov ide rs are e x p a n d i n g t he i r 

p r e s e n c e in m a n y m a r k e t s . Cu r ren t l y th is e x p a n s i o n i s in to s u b u r b a n a reas , g i v i n g t h o s e 

j u r i sd i c t i ons m o r e c h o i c e s . T h e e x p a n s i o n s h o u l d con t i nue , p rov i d i ng m o r e o p t i o n s f o r 

j u r i s d i c t i o n s s e e k i n g a l te rna t i ve p r o d u c e r s o f hea l th care se rv i ces . 

M o r e o v e r , the i m p o r t a n c e o f c o s t va r i ab les m a y ind ica te a fu ture g r o w t h in the d e m a n d 

for a l te rna t i ve p r o d u c e r s . I f the c o s t d i f f e r e n c e s be tween the s e c t o r s pe rs i s t , and l o c a l 

g o v e r n m e n t s c o n t i n u e to face f i sca l s t ress , we w o u l d expec t more j u r i s d i c t i o n s t o s e e k to 

c o n t r a c t out a n d , o f t h o s e , m o r e t o c h o o s e the fo r -p ro f i t sec to r . Our a n a l y s i s s u g g e s t s , 

t he re fo re , a c o n t i n u e d and e x p a n d i n g ro le of the pr ivate s e c t o r in the d e l i v e r y of hea l t h 

ca re s e r v i c e s , pa r t i cu la r l y the f o r - p r o f i t s e g m e n t . 

A l t h o u g h th is p r e d i c t i o n i s t e m p e r e d by the i m p o r t a n c e o f c o n s t i t u e n c y r e s i s t a n c e in 

o u r resu l t s , th is c o n s t i t u e n c y e f fec t may w e l l be d o m i n a t e d in the fu tu re by the c o s t 

rea l i t ies . As j u r i s d i c t i o n s b e c o m e more p r e s s e d i n thei r ef for ts t o de l i ve r hea l th s e r v i c e s . 
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c o n s t i t u e n c i e s m a y be m o r e w i l l i ng to a c c e p t f o r -p ro f i t p r o d u c t i o n 1 9 i f the a l t e rna t i ve i s 

r e d u c e d s e r v i c e s l eve l s . 

1 9 O f c o u r s e , i t m a y be that o v e r t ime , as the env i r onmen t f ac ing the pub l i c and pr iva te 
s e c t o r s b e c o m e m o r e s i m i l a r (e.g., f i nanc ing) , the d i f fe rences b e t w e e n the s e c t o r s m a y 
b e c o m e m u t e d ( H o l l i n g s w o r t h and H o l l i n g s w o r t h , 1986). 
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