
Florida State University Libraries

Electronic Theses, Treatises and Dissertations  The Graduate School

2006

Contracting Out Local Government Services
to Nonprofit Organizations
Hee Soun Jang

Follow this and additional works at the FSU Digital Library. For more information, please contact lib-ir@fsu.edu

http://fsu.digital.flvc.org/
mailto:lib-ir@fsu.edu


THE FLORIDA STATE UNIVERSITY 
 

COLLEGE  OF SOCIAL SCIENCE 
 
 
 

CONTRACTING OUT LOCAL GOVERNMENT SERVICES  

TO NONPROFIT ORGANIZATIONS  

 
 
 

By 
 

HEE SOUN JANG 
 
 
 

A disseratation submitted to the 
Askew School of Public Administration and Public Policy  

in partial fulfillment of the 
requirements for the degree of 

Doctor of Philosophy  
 
 
 

Degree Awarded: 
Spring Semester, 2006  

 
 
 

Copyright © 2006 
Hee Soun Jang 

All Rights Reserved 



 ii 

The members of the Committee approve the dissertation of Hee Soun Jang 
defended on December 6, 2005. 

 
 
 
 
 
                                           ----------------------------------------------------- 
 Richard C. Feiock  

 Professor Directing Dissertation 

                                            
 
  
 
                                           ----------------------------------------------------- 
 Carol S. Weissert 
 Outside Committee Member 
  

 
 
  
                                           ----------------------------------------------------- 
 Frances S. Berry 
 Committee Member 
 
  
 
 
                                           ----------------------------------------------------- 
 Ralph S. Brower 
 Committee Member 
 

 
 
Approved:  
 
 
------------------------------------------------------------------------------------------------ 
Frances S. Berry, Chair, Askew School of Public Adiministration and Public 
Policy 

 
The Office of Graduate Studies has verified and approved the above named 
committee members. 



 iii 

 

 

 

To my Savior, Jesus Christ,  

my parents,  

and my sisters and brothers at Tallahassee Korean Baptist Church   



 iv 

ACKNOWLEDGEMENTS 

 

First and foremost I thank God.  It has been a miraculous and unforgettable 

journey with Him. Through the peaks and valleys He has continually watched over and 

guided me every step of the way. 

I cannot express enough gratitude to my advisor, Dr. Richard Feiock, for his 

support in the Ph.D. program.  He has shown great patience in listening to an 

international student’s rough and small thoughts and has shaped me to become a junior  

scholar.  Not only has he taught me innumerable lessons and insights on the workings 

of academic research, but most importantly, academic integrity.  Dr. Feiock has taught 

me to never compromise or exaggerate.  Although I am aware of my shortcomings, I 

am very proud to be Dr. Feiock’s product in the world of public administration 

academia.  Throughout my academic career I will do my best to emulate him and pass 

on his legacy to others. 

Special thanks go out to the members of my dissertation committee: Dr. Frances 

S. Berry, Dr Ralph Brower and Dr. Carol Weissert for reading previous drafts of this 

dissertation and providing many valuable comments that improved the presentation and 

contents of this dissertation.  Dr. Weissert gave me good questions and insightful 

comments and reviewed my work on a very short notice. Warm encouragement and 

continuous support from Dr. Berry gave me confidence in myself to complete my 

dissertation research.  Dr. Brower has given me many treasured memories of my 

Askew School life.  In times of doubt he always believed in my ability to become a 

scholar.   

I have been fortunate enough to work with many talented people at Askew 

School. The friendship of Sangok Choi, Moongi Jeong, Myungjung Kwon, Jessica 

Word, Greg Perchine, Edgar Ramirez and Simon Andrew is much appreciated and has 

led to many interesting and good-spirited discussions relating to this research.  I am 

especially grateful to my colleague, Sangseok Bae, for his considerable assistance 

during the difficulties of data collection. 

I am also greatly indebted to teachers in the past: Dr. Minza Choi, Dr. Sookja 

Lee and Dr. Jinpyo Yoon (Sungshin Women’s University) for getting me interested in 

public sphere and coming to the United States. Those days with senior colleagues and 



 v 

friends of The Community for the Korean Political Studies (HanJeongYoen) helped me 

think through my problems whether philosophical, or analytical.  

To the brothers and sisters at Tallahassee Korean Baptist Church, thank you very 

much for your friendship and support.  Through you I experienced the love of God and 

I will always cherish my memories with you. 

Last, but not least, I thank my parents, Eunsik Jang, and Eunhee Lee, for giving 

me life and raising me in faith and for their never-ending support and encouragement 

throughout my academic journey.  Without their continuous love and prayers to sustain 

me through the difficult times this dissertation would not have been possible. 

 



 vi 

TABLE OF CONTENTS 

 
 
 

List of Tables   ............................................................................................... ix 

List of Figures  ............................................................................................... xi 

Abstract   ..................................................................................................... xii 

 

 

CHAPTER I. INTRODUCTION ........................................................................ 1  

    1. Public Choice Theory and Contracting Out ................................................ 5 

    2. Transaction Cost Theory of Contracting Out .............................................. 6 

    3. Nonprofit Service Delivery in Local Government ...................................... 7 

         

CHAPTER II. THE STATE OF LOCAL SERVICE CONTRACTING ............ 9 

   1. The Use of Contracting Out by Local Government ..................................... 9 

   2. Descriptive Analysis on Local Government Service Delivery .................... 14 

 

CHAPTER III. THEORIES OF LOCAL GOVERNMNET CONTRACTING . 23 

   1. Transaction Cost Approach of Local Government Service Delivery .......... 23 

                     Characteristics of municipal service provision .............................. 25 

                      Public service classification .......................................................... 30 

                      Market attributes ........................................................................... 33 

                      Choice of sectors ........................................................................... 35 

                      Characteristics of target populations ............................................. 37 

                      Fiscal pressures ............................................................................. 39 

                      Summary ....................................................................................... 40 

   2. Public Management Theory of Local Government Service Delivery.......... 41       

                      Managerial leadership ................................................................... 42 

                      Contracting out accountability ...................................................... 44 

                      Nonprofit accountability ............................................................... 47 

                      Summary ....................................................................................... 49 



 vii 

   3. Institutional Choice Theory on Local Government Service Delivery.......... 49            

                      Constitutional institutions on local government contracting out .. 51 

                      Collective institutions on local government contracting out......... 52 

                      Summary ....................................................................................... 53 

   4. Control Variables ......................................................................................... 54 

 

CHAPTER IV. RESEARCH DESIGN AND METHOD ................................... 55   

   1. Comparative Analysis of Service Provision Costs....................................... 55 

                    Data ............................................................................................... 55 

                    Dependent variables ........................................................................ 58 

                    Measures of Independent Variables ................................................ 59 

                     Transaction cost factors........................................................... 59 

                     Public management factors ..................................................... 63 

                     Institutional factors.................................................................. 64 

                     Control variables ..................................................................... 65 

                    Model Specification ........................................................................ 66 

                     Regression model with per capita expenditure ....................... 67 

                     Selection model....................................................................... 67 

                     Heckman two stage selection model for park, library,  

                     and public health services ....................................................... 70 

   2. A study of nonprofit contractors in delivery of local services ..................... 75 

             Model and data................................................................................ 77                         

  

CHAPTER V. EMPIRICIAL ANALYSIS AND FINDINGS............................ 79   

   1. First Stage Analysis...................................................................................... 81 

                     The contracting out decision .......................................................... 81 

                     Service expenditures ...................................................................... 86                                                                  

   2. Second Stage of Analysis ............................................................................. 90 

                    Provision selection Probit model..................................................... 91                                                                

                    Service expenditures ....................................................................... 93                                                                                                                                                                         

    



 viii 

3. Third Stage of Analysis: Community Relationships of Nonprofit  

     Organizations  .............................................................................................. 97                                                                                   

             Management challenges of nonprofit organizations ....................... 100 

             Fiscal resources nonprofit organization .......................................... 102 

   4. Summary       ............................................................................................... 103 

                       

CHAPTER VI. CONCLUSION.......................................................................... 106  

   Key Findings      .............................................................................................. 106                                                     

   Practical advice for public managers and nonprofit managers......................... 113                                                     

   Future studies on local government service contracting .................................. 114                                                     

 

REFERENCES  ............................................................................................... 117 

 

BIOGRAPHICAL SKECH ................................................................................ 125 

 

 

 



 ix 

LIST OF TABLES 

 

 

Table 1.1: Local government contracting out to the other government of selected  
services, 1992, 1997 and 2002 ........................................................................... 17   
                                                       
Table 1.2: Local government contracting out to the private firm of selected  
services, 1992, 1997 and 2002 ........................................................................... 19   
                                                                                            
Table 1.3: Local government contracting out to the nonprofit organization  
of selected services, 1992, 1997 and 2002 .......................................................... 20  
            
Table 2: Detailed functional and financial classification of local government  
services  ----------------------------------------------------------------------------------------------------27  
   
Table 3: Typology of local government service provision ................................ 33 
 
Table 4: Dependent variable measurements  ...................................................... 59  
                      
Table 5: Measures of transaction cost variables.................................................. 62 
                                            
Table 6: Measures of public management variables .......................................... 64 
 
Table 7: Measures of institution variables ......................................................... 65   
                                                                   
Table 8: Measures of control variables ............................................................... 65   
  
Table 9: Contract out probit model with predicted coefficient ........................... 69   
                                 
Table 10: Provision selection probit model with predicted coefficient .............. 71  
   
Table 11: Per capita expenditure outcome regression model with predicted  
coefficient  ............................................................................................... 72  
 
Table 12: Summary of transaction cost hypotheses and expected directions  
of independent variables  .................................................................................... 74 
 
Table 13: Characteristics of twelve metropolitan areas ...................................... 76    
 
Table 14: Composition of local government service arrangement...................... 80   
 
Table 15.1: Probit estimates of contracting electricity fire and police  
services     ............................................................................................... 82 
 
 



 x 

Table 15.2: Probit estimates of contracting park, library and public health  
services    ............................................................................................... 83 
 
Table 16: Mean of per capita expenditure of each service under inhouse,  
other government and private production choices .............................................. 86   
                                                             
Table 17.1: OLS regression estimates of per capita expenditures for electricity,  
fire and police     ............................................................................................... 89 
 
Table 17.2: OLS regression estimates of per capita expenditures for parks,  
libraries, and public health ................................................................................. 90   
                                                                                          
Table 18: Selection probit estimates of provision of parks libraries and pubic  
health services   ---------------------------------------------------------------------------92 
 
Table 19: Outcome OLS regression estimation of per capita expenditure--------96 
  
Table 20: Contracts with local government by type of organization -----------------99 
 
Table 21: Summary of coefficient directions of per capita service expenditure  
models -----------------------------------------------------------------------------------------------------  119 
 



 xi 

LIST OF FIGURES 

 

Figure 1: Conceptual model of local government provision and production decision---11 

Figure 2: Compositions of Overall Production Sectors for Ten Years---------------------15  

Figure 3: Distribution of 12 metro nonprofits by primary field of activity---------------100    

Figure 4: Size of total revenues by major activities-----------------------------------------102 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



 xii 

ABSTRACT 

  
This dissertation empirically tests theoretical arguments that contracting out 

municipal services results in lower service expenditures.  Two research questions are 

investigated; what accounts for local government service provision and production 

decisions? And, to what extent do contracting out and the choice of sectors from which 

contractors are drawn influence levels of service expenditures by local governments?   

These questions are investigated by applying a transaction cost framework to develop 

testable hypotheses and explain fiscal impact of municipality’s service production 

arrangements. 

Theoretical argument for contracting often focuses on the potential inefficiency 

of bureaucracy. Contracting out is viewed as a mechanism to replace monopoly with 

market competition in public service market. However the transaction costs inherent in 

many local services mean there is a risk that firms may cut corners with difficult to 

measure qualities of public services. This dissertation argues contracting out social and 

human services to nonprofits offer cost advantages over government production 

because of high public sector labor costs, potential scale economies, and the willing of 

nonprofits to sometimes subsidize public efforts. The potential for cost savings from 

contracting with nonprofits, other governments or for-profit private vendors may 

depend upon the specific conditions under which local governments are more or less 

likely to choose to contract with a producer from one sector over another. These 

choices reflect perceptions of the relative efficiency of private for-profit firms, 

nonprofit organizations or other governmental units as well as political considerations.   

The empirical analysis focuses on the decision to contract out services and the 

resulting cost savings (if any) that result from contracting out.  Six service areas for 

which expected transaction costs are significant were selected for analysis. These 

services also vary in terms of their service characteristics based on the tangibleness of 

service outputs and the complexity of service products.  The services examined are:  1) 

electric utilities, 2) fire protection, 3) police, 4) parks, 5) libraries, and 6) public health 

services. To investigate the choice of nonprofit providers, I focus on the three service 
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areas which have been attracted substantial nonprofit provision. These service areas are 

parks, libraries and public health services.   

The primary empirical analysis focuses on the fiscal impact of contract out 

utilizing both a large cross-sectional data set from a national census survey of local 

governments and two more specialized surveys conducted by the International City and 

County Management Association (ICMA). These data are supplemented with a more 

intensive analysis of nonprofit organizations in twelve metro areas that brings to bear a 

wider array of information on types of nonprofit organization which contract with local 

government. The analysis links service provision factors and service expenditure 

factors with a Heckman selection model in second stage of research.  

The empirical results indicate that service specific characteristics are key 

determinants of contracting out decisions, the choice of sectors, and the cost savings 

realized from service production choices.  Contracts for production of traditional 

“hard” municipal services concentrated in the private for-profit sector.  Nonprofit 

production is concentrated in the softer social and human service areas. While some of 

the conventional thoughts on the inefficiency of government monopoly are consistently 

supported across all selected six services, the cost savings from private contracting to 

for-profit firms are only realized for electricity and fire protection service. Nonprofit 

organizations are an attractive option when municipalities face transaction cost 

incurred from difficulty in measurability of service outputs and high costs to monitor 

multiple dimensions of service quality. It has been found that independent nonprofit 

service market for lowering bidding price is important for local contracting out. This 

research raises issues regarding institutional arrangement, the set of rules define the 

context in which policy decisions are made and implemented. State level rules confine 

the scope of local government discretion, such as limiting the level of tax levy. Strict 

tax limitation (TELS) appears to be a heavy burden for municipalities that leads them 

to consider contracting out alternatives. 

This dissertation suggests that local governments may be able to partially 

overcome tradeoffs between cost and quality of publicly provided services by 

contracting out the delivery to nonprofit organizations. Although the non-distribution 

funding structure of nonprofit organization does not directly guarantee cost savings 
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from service production, the nonprofit professionalism on service production and 

community based knowledge on target population allow nonprofit organizations to be a 

competitive service providers.  The special conditions of nonprofit structure and their 

community based experiences can also reduce the cost of service provision.  

Cost saving is important indicators of efficiency. However, reducing costs may 

not be absolute value of efficiency in the case of health and human service production. 

It is a costly transaction for local governments if they lose the ability to manage the 

service delivery process and the qualities of services that are consistent with public 

preferences. Thus the decision of contracting out, and cost savings from contracting out 

vary across the sectors they contract with and service types based on transaction costs. 
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CHAPTER I 

 
INTRODUCTION 

 
 
 

Local governments have increasingly engaged in partnerships with other 

organizations in their community to deliver certain public services.  Contracting out 

services to private organizations offers cost advantages over government production 

because of high public sector labor costs, potential scale economies.    These cost 

savings are the primary rationale for contracting.  While for-profit private firms can 

provide cost savings to governments, the transaction costs inherent in many local 

services mean there is a risk that firms may cut corners with difficult to measure 

qualities of public services.   In these situations where market incentives pose risks to 

service quality nonprofit organizations can produce services and produce costs savings 

because of their low operating costs and willingness to subsidize public efforts. 

This rationale for relying on nonprofits as service delivery agents has a strong 

grounding in transaction cost theories of organizations, but there has been little in the 

way of empirical analyses to estimate the potential fiscal or service consequences that 

may result from contracting with governments, for profit-private firms or community 

nonprofit organizations.   

The first goal of this study is therefore empirically test theoretical arguments for 

cost savings from contracting out by examining service provision costs across 

contractor sectors controlling for the choice to provide a service or not.  It is expected 

that decisions about service provision may directly or indirectly influence contracting 

choices and their fiscal consequences.  

Theoretical argument for contracting often focuses on the potential inefficiency 

of public bureaucracy. Contracting out is thus viewed as a mechanism to replace 

monopoly with market competition in public service market. Accordingly, considerable 

research has been conducted on the phenomena of contracting out and the choice of 
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sector to contract with (DeHoog, 1984, Donahue, 1989, Ferris and Graddy, 1988, Stein, 

1990 Clingermayer and Feiock 1997).  The central foci of the service contracting 

literature center on how decisions to contract out services are made, and what accounts 

for the choices between service vendors from different sectors.  The potential for cost 

savings from contracting with other governments, nonprofits or private for-profit 

vendors may depend upon the specific conditions under which local governments are 

more or less likely to choose to contract with a producer from one sector over another. 

These choices reflect perceptions about the relative efficiency of private for-profit 

firms, nonprofit organizations or other governmental units as well as political 

considerations.   

Extant research provides a strong foundation on which to examine sector choice 

questions. Those works suggest that different outcomes result when different 

institutional arrangements are used. Previous studies defined the use of different 

methods for the provision and production of different goods and services.  Nevertheless, 

considerably less attention and analysis has been directed toward either the fiscal 

consequences for government from contracting out or differences in fiscal 

consequences depending on the contractor sector assigned to produce public services.    

As Boyne (1998) observes, most studies of the impact of service contracting are 

multivariate cross sectional analyses that lack proper controls for other explanatory 

variables. Furthermore those previous studies and their methods do not allow us to 

account for differences in service characteristics. An alternative for evaluating 

efficiency differences from contracting choice is to separate the estimations of cost-

savings and service quality and test them with different methodologies.     

Some public administration scholars have taken a more skeptical view of the 

efficiency rationale of markets and competition for the production of public goods 

(Donahue, 1989, Kettl, 1993; Prager, 1994; Lowery, 1998; Scalr, 2000). They argue 

that, even if contracting may not be more cost efficient, it may involve contract failure 

risks that make it hard to guarantee important public values of public service provision. 

Desirable efficient production of public services can never be realized without 

transaction costs – the costs incurred in defining, negotiating, monitoring and enforcing 

a transaction, or contract. This transaction cost framework encompasses the cost of 
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important public values such as service quality and fair provision of services as well as 

cost savings.  

The second research concern of this study is exploring transaction cost theory of 

local government service contracting. Transaction cost consequences and nonprofit 

production will be identified and used to predict their influences on the level of cost 

savings realized from contracting out. Since work linking a transaction cost framework 

to empirical tests of service costs is rare in the contracting literature, a primary goal of 

this study is to assess the fiscal effects of choice of sectors including government, 

private and nonprofit organizations for service production as a step towards 

accumulation of knowledge in this subject.  

Several public administration scholars have suggested transaction cost economics 

can provide explanations and predictions of the service sector choices of local 

governments (Ferris and Graddy, 1991, 1994; Stein, 1990; Feiock and Clingermayer, 

1997).   According to Feiock and Clingermayer (1997), transaction costs are critical to 

understand the contract decision and sector choice. Appropriate sector choice does not 

solely depend upon the characteristics of goods but also depends upon the 

characteristics of a “transaction.”  In this respect, a transaction cost approach can 

provide a powerful perspective for analyzing the sector choices of certain types of 

service provision in various local governments, because transaction cost economics 

pose the question “how do different forms of governance work in various 

circumstances (Klein, 1999).”  

The third objective of this study is to integrate the transaction cost economics 

theory of contracting out with insights of public management theories and new 

institutionalism. Theories of public management and institutions can supplement the 

transaction cost approach to help us understand the mechanisms through which local 

governments reduce risks and uncertainty in service production choices and how they 

manage market structure and intergovernmental relations. Public management and 

institutional theories suggest the importance of managerial leadership, executive 

institutions, and nonprofit organizations structure for mitigating transaction cost 

problems.   
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To carry out the research goals described above, this study investigates fiscal 

and service implications that result from local government contracting the delivery of 

services out to the external service providers, especially contracting with nonprofit 

organizations. The empirical research focuses on the decision to contract out and the 

resulting cost savings (if any) that result from contracting out. For the empirical 

analysis, this study selects six service areas for which expected transaction costs are 

significant. These services also vary in terms of their service characteristics based on 

the tangibleness of service outputs and the complexity of service products.  These 

examined are:  1) electric utilities, 2) fire protection, 3) police, 4) parks and recreations, 

5) libraries, and 6) public health services.   To investigate the issues of choice of 

nonprofit providers, we then focus on the three service areas which have been attracted 

substantial nonprofit provision. These service areas are parks, libraries and public 

health services.   

The empirical analyses proceed in three stages. The first stage investigates what 

factors contribute to local government choices to contract out and the fiscal impacts of 

service contracts with data from The 2002 Local Government Directory Survey by 

Census of Bureau. The second stage systematically estimates changes in service costs 

resulting from nonprofit service contract using longitudinal data from International 

City/County Management Association in 1997 and 2002. The final stage examines 

what types of nonprofit organizations engage in contracts and describes the transaction 

cost problems they encounter in producing services for governments using data from a 

national survey of nonprofit contractors in twelve U.S. metropolitan areas.  

In reminder of this chapter, I critically review the public choice theoretical 

arguments of contracting out that have dominated the contracting literature and make 

the case for the superiority of the transaction framework as an alternative or 

supplement to this approach. I conclude with an overview of dissertation that outlines 

the research strategy and empirical analyses to investigate the production costs and 

their fiscal implications for local governments.  
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1. Public choice theory and contracting out  

Theories of bureaucracy or administrative failure as articulated by Downs (1967), 

Niskanen (1968), Tullock (1965), Moe (1984, 1989) and Ostrom (1986) have had an 

important influence on expansion of government contracting. Niskanen argues that 

self-interest seeking behavior of individuals in bureaucratic agencies that are the 

monopoly producers result in oversupply and inefficiency. The rationale of public 

choice theory is that government monopoly entails budget growth and less efficient 

allocation than a competitive market system.   

Monopolistic production is served as inherently inefficient and should therefore 

be exposed to the power of a competitive market (Ostrom & Ostrom, 1971, Boyne, 

1998). Market competition is more efficient than monopolistic government behavior. 

Market arrangements may promote competition among service providers and 

encourage governments to provide services in times of increasing demands and 

shrinking resources.  Thus competition would discipline the government in the same 

ways of the private market (Denhardt & Hammond, 1992, Kettl, 1993). This is not to 

say that all private production is characterized by efficient allocation. It is important to 

note that public choice theory does not imply that transferring production authorities to 

the external agencies is sufficient to increase efficiency.  

A critical misunderstanding of public choice approaches to service contracting is 

the assumption that private production always produces a more efficient allocation of 

public goods than the other choices of production. The efficiency of contracting out 

depends on whether there is competition for the production of public services.  Public 

choice propositions regarding contracting out and service costs have not been subject 

to systematic empirical tests that control for competition on producer markets.   Even 

though there have been some efforts to measure whether a community is located in a 

metropolitan area as a proxy of competition (Ferris and Graddy, 1989, 1991, Stein, 

1990, Brown and Potoski, 2003b), this approach is insufficient to control for 

competition in local service markets.  

Second, public choice theory does not assess the costs incurred as a result of loss 

of direct control of production processes with contracting. The degree of potential 

threat to the continuity of public service delivery is critical to understand choice of 
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sectors and their expected cost savings and service qualities of service provision.  

There are limitations to efficiency gains from privatization because contracting out can 

reduce the local government’s ability to manage the service delivery process and 

ensure the qualities of services are consistent with public preferences.  Local 

government must assess the production cost savings compared to the costs resulting 

from loss of control over the qualities of the service provided.  A local government’s 

willingness to make this tradeoff between efficiency and control loss may vary based 

on service-specific characteristics of goods and the sector with which government 

contracts. Furthermore the costs induced from loss of control are critical for efficiency 

gaining from contracting out.  

Research on sector choice based on transaction cost economics perspective 

argues that the public choice approach is limited by its neglect of the attributes of 

service, production sectors, market competition and cost of transactions, particularly 

the cost of negotiating, enacting, enforcing and monitoring (Ferris and Graddy, 1988, 

1991, 1994, Stein, 1990, Clingermayer and Feiock 1997, Brown and Potoski, 2003).  

 

2. Transaction cost theory of contracting out 

Whenever local governments engage in ‘make or buy’ decisions on service 

production, the ‘level of incentives’ of each contracting options are central to the 

efficiency consideration of decision makers. Oliver Williamson (1975) originally 

formulated this question as a choice between markets and hierarchies. Why are some 

economic transactions carried out in the marketplace while others take place within 

firms? Williamson’s answer to this question focused on the costs of organizing 

particular transaction. Given standard economic assumptions about human behavior, 

certain types of transactions will be less costly using one institution or the other.  

The notion of transaction cost and choice of governance structure applies to a 

local government as well as a private firm. However the reneging behavior by an 

external contractor is more severe and less likely to be controlled by governments than 

private firms, because the authority of public provision is hardly transferable and it is 

related to unquantifiable values such as accountability and equity. The choice of 
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privatization in local government generally involves a tradeoff between its expected 

production costs savings and the cost of uncertainty.  

Several studies demonstrate that cost saving from contracting with for-profit 

firms is sometimes achieved by cutting corners with quality.  Because for-profit firms 

have incentives to place profits over service quality, contracting monitoring and 

enforcement may be costly.  When local governments contract with nonprofit 

organizations or other governments these transaction costs are lessened because there is 

less threat of opportunistic behavior on the part of the contractor (Feiock, Stream, and 

Clingermayer, 2003).  

 

3. Nonprofit service delivery in local government  

Nonprofit organizations have increasingly taken on responsibilities for a variety 

of local government service delivery tasks over the past three decades in United States 

(Kettl, 1988, Salamon and Lund, 1989). Many nonprofit organizations play prominent 

roles in local communities as service providers and influence social and economic 

policies.  

The ideas of transaction cost economics provide an explanation to help 

understand the local governments’ decision to use of nonprofit sector organizations as 

service contractors. Economists generally assume efficiency gains result from the high 

powered incentives in a market. However, Williamson (1999) contends that there also 

may be disadvantages. Sometimes it is bad for incentives to be too powerful. When 

opportunities exist for people to behave dishonestly, high powered incentives not only 

induce greater efficiency but also greater dishonesty and opportunism.  

The particular problem in choice of sector for local government service delivery 

is the existence of what Williamson calls “opportunism,” which he defines as self-

interest seeking with guile (1981).  Frant (1996) demonstrates that powerful incentives 

will not only induce cost efficiency but also cause opportunistic behavior on the part of 

suppliers who can lay claim to gains from trade. The level of incentives can be 

controlled by moving the transactions from high-powered market mechanism to low-

powered hierarchies.  
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Hierarchies with low powered incentives attenuate efficiency seeking. The 

reduced incentives for limiting the opportunistic behavior also induce inefficiency from 

shirking and routine behavior. Therefore, the level of incentives would be decided at 

the balance of the cost of potential opportunistic behavior and reduced incentives in the 

hierarchy.  Although nonprofits can raise prices and cut quality of service or goods, 

they do not have the incentives to do so because they do not generate a profit.  

Nonprofits substitute low-powered for high-powered incentives.  

Second, lack of market competition, especially in production of social services, 

requires special attention to the choice of sectors and its service cost implications 

(Kettl, 1993, Donahue, 1989).  A non-competitive market offers limited economic 

benefits.  Furthermore lack of market discipline erodes the accountability of public 

provision because government monopoly behavior transfers to the external agency 

without sufficient competition for winning the government bids. Accordingly when 

government suffers from non-existence of private markets, nonprofit-government 

partnerships are demanded. Nonprofits are preferred providers for providing social 

services which do not attract private providers.    

Based on these discussions, this study layouts an overall transaction cost 

explanation that will yield predictions about local government contracting out 

decisions and the situations in which local governments will choose nonprofit service 

providers. The empirical analyses will apply this framework to explain the decisions to 

contract out and service costs resulting from different the use of contractors from 

various production sectors.  

The next chapter surveys the state of local government service contracting and 

examines changes in patterns of sector choices over a ten year period.  Chapter III then 

develops the transaction cost theoretical perspective and applies it to service 

contracting and cost savings of local services. Chapter IV develops working 

hypotheses and statistical models to analyze the contracting out and service 

expenditures. Heckman selection model is introduced to correct possibly biased sample 

selection. Chapter V presents the empirical findings in three stages. The final chapter 

concludes with a discussion how this research relates to theories of local government 

contracting and its implications on urban management and policy adoptions.  
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CHAPTER II  

 

THE STATE OF LOCAL SERVICE CONTRACTING 

 

 

 

Government privatization is not a new idea. In an ideological sense, privatization 

represents the countermovement to the 1970’s large and expanding government that 

caused government to become an overloaded and excessive bureaucracy. Since the mid 

70’s, local governments have increasingly turned to privatization intended to improve 

efficiency and reduce government operating costs. In the era of reinventing government, 

the demands of privatization accelerated for local governments, because local 

governments were faced with increased demands for more professionalized public 

service and strong resistance to tax increases. In this chapter, I focus on how much 

contracting out municipalities actually engaged in. I compare the experiences of local 

government contracting out with surveys conducted by the International City/County 

Management Association (ICMA) in 1992, 1997, and 2002.1  

 

1. The use of contracting out by local government 

How can we define privatization? The term privatization has had a wide array of 

meanings. At one philosophical stance, privatization has been broadly regarded as “a 

new way of looking at society’s needs (Hodge, 2000, p. 14).”  Privatization, 

accordingly, has been regarded as an act of reducing role of government or increasing 

the role of private sector in an activity or in the ownership of assets. Under the broad 

concept, privatization is the transfer of assets and/or service function from public to 

private hands. It includes, therefore, activities that range from selling state owned 

enterprises to the private entities to contracting out public services with private service 

providers (Hodge, 2000). According to Stein (1990), the concept of privatization also 

                                                 
1 Although ICMA survey data on Alternative Service Delivery Approaches have been carried out since 
1982, it had not differentiated between delivery by private for profit and nonprofit organizations prior to 
the 1992 survey. 
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overlaps with the meaning of non-provision which remands functional responsibility to 

the private sector. Although privatization is one part of non-provision, non-provision is 

not enough to explain the privatization decision. Privatization also refers more active 

collective decision by government to structure markets through transferring assets 

and/or service function from public to private hands (Hodge, 2000). For clear 

understanding of contracting out, understanding the relationship between provision and 

production decision is required.  

Richard A. Musgrave was the first to note the independent relationship between 

provision and production: “provision for public wants … does not require public 

production management (1959, p. 15). ” Ostrom, Tiebout and Warren’s 1961 work was 

one of the first specifications of the relationship between the modes of provision, 

production and the attributes of collective and individual goods and services. Ronald 

Oakerson (1987) advocates the distinction of provision side from production side, 

anticipating that each side will engage in distinctive activities. Oakerson’s idea on the 

public provision refers to “decisions that determine what public goods and services will 

be made available to a community.” And production refers to “how those goods and 

services will be made available (1987, p. 1).”   

The provision decision by local government consists of wide range of institutional 

arrangement for delivering service. Local government can serve as a direct producer or 

supervisor of service production. A government service does not have to be produced 

by public employees or use public equipments. Figure 1 illustrates the theoretical and 

conceptual model of provision and production arrangement of local government.  
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Government direct service (Inhouse production)
 
 

Contract with other governments
2
 

Contract with private and nonprofit 

organizations 

Provision 

 

Contract  

Regulations on private activities 

Non-provision  /  Privatization 

 
Figure 1: Conceptual model of local government provision and production 

decision 
3
 

 
 
 

Although municipal governments use many types of provision of services and 

goods, contracting is the most popular privatization mode in purchasing public services 

from either other government units or private and nonprofit organizations (Warner and 

Hedbon, 2001, Savas, 2005). The basic perspective of contracting out is well defined 

by DeHoog.  

 

                                                 
2 Savas (1987) classifies the provision arrangement with four categories: government service, 
government vending, intergovernmental agreement, and contracts. The difference between his model and 
the conceptual model of this research is the perspective on other government contract. Although the 
literatures have explored that there are important transaction cost implications when the local 
governments engage in intergovernmental cooperative service delivery decisions (Feiock 2004, Lubell, 
Schneider, Scholz and Mete 2002, Ostrom 1990), it has been still theoretically and empirically vague on 
intergovernmental collaborations and intergovernmental contracts. As Bish (1971) indicated, local 
governments’ intentions will be very different when they are involved in the intergovernmental 
agreements and they are set the contractual relationships with other local governments. One of important 
theoretical explanation for contracting with other government is Tiebout (1956)’s interjurisdictional 
competition for attracting tax base with service amenities for their constituents. Also local governments’ 
loss of control on service process when they pay their fees to use other communities’ public services will 
be larger than they employ external provider with certain level of monitoring and enforcement power. It 
will be difficult to exercise their voice to tailor public services in terms of their constituents’ service 
needs and preferences, if the local governments are contracting with higher level of government or 
financially more capable local governments. The choice of other government service provision should be 
understood and analyzed with more systematic theoretical approaches.  
3 This Figure only shows pure theoretical model that only encompasses exclusive choice of sectors for 
productions. However, there are various possible organizational arrangement of service production 
which includes joint production with government and one or multiple number of contractors. Here the 
municipality retains partial responsibility for service production and preserves a market for certain 
service production by avoiding complete reliance on any external service provider (Stein, 1990, Feiock 
and Jang, 2005) 
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Instead of using its own bureaucracy, the relevant government body 

can purchase the services directly from public or private sources 
through a process of competitive bidding or competitive negotiation, 
thus developing quasi-market conditions and achieving a desirable 
degree of flexibility and responsiveness (1984, p. 5).  

 

In a contract arrangement, local government arranges taxing and spending and 

regulates the private production process and external service provider produces the 

services and goods. Even though local governments do not produce public services 

themselves, they can remain very active as providers. When local governments contract 

out their service productions and deliveries, their provision activities include raising 

revenue, setting up the competitive bidding process, monitoring delivery of service to 

the hand of community needs, and regulating private activities according to public 

criteria. The ideal role of government in contract arrangement are “(1) an articulator of 

democratically expressed demands for public goods and services, (2) a skillful 

purchasing agent, (3) a sophisticated inspector of the goods and services that it 

purchases from the private sector, (4) an efficient collector of fair taxes and (5) a 

parsimonious disburser of proper and timely payments to the contractor (Savas, 1987, 

68).”  Under contracting out, local governments are not only responsible for the 

provision of services but also responsible for supervising contracted out service 

productions and delivery of services and goods (Greene, 2002).  

Municipalities are more likely to be involved in privatization in general and 

contracting out in particular than state government because the service specific 

characteristics of local services are the more mundane routine services such as 

collection garbage, road maintenance and legal services etc. It has been suggested that 

the private characteristics of local government services are one important reason for the 

wide use of contracting out (Stein, 1990, Dilger, Moffett and Struyk, 1997, Johnston 

and Romzek, 1999). However, Greene (2002) argues that the use of contracting out by 

local governments is due more on practical expediency. Local governments have taken 

the pragmatic approach largely due to the necessity created by fiscal conditions.  The 

economic recession of the 1970’s was more intense at local level because their fiscal 
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stress resulted from growing welfare spending and losing tax base. Greene (2002) 

found one of main factors affecting the local governments’ decisions on privatization 

was the federal aid cutbacks. The new federalism during Reagan administration 

realigned notion of the proper roles of all levels of government and its devolution idea 

implied that a large part of public services can devolve to the private sector.  

Fiscal constraints of local government are also associated with the themes of the 

Clinton administration’s ‘reinventing government movement’ in 1990’s; “do more with 

less.” The efforts to improve customer service and efficiency epitomize the fuzzy 

boundary problem of interorganizational relationships. This new focus has contributed 

to increase the breadth of its privatization application. A large number of local 

governments had contracted out such hard services as garbage collection, road 

maintenance, street construction, vehicle towing, building repair, and ambulance 

services from external providers. Even local government contracting out has expanded 

to the soft service area too, such as mental health care, childcare, service for elderly, 

etc (Hirsch, 1995, Greene. 2002). Contracting out is now being used once considered to 

be exclusively in-house production and this significant portion of social service 

contracting challenges the efficiency rationale of contracting.  

There are important theoretical and practical distinctions between contracting 

hard and soft services. While hard services like utility service, garbage collection, 

vehicle towing, street repair, etc. may be purchased in order to improve cost efficiency 

in the form of per-unit output payment contracting, the soft services provided for 

clients concerned with quality of life well as effective service delivery.  The difficulties 

of measurement of soft service output, when local governments try to improve service 

quality and lower costs of service, have been elucidated. Furthermore, many local 

governments do not have any systematic comparison rationale to judge whether the 

external service providers are more or less efficient choice for them (Kettl, 1993). 

Another major problem for soft service contracting is that there is often no 

independent free market for human and social service area. It is critical violation of 

underlying assumption of the public choice theory of privatization. The limited local 

market entry and the insufficient number of contractors have been made skeptical on 

the economic impact of contracting.   
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Several scholars have begun to explore this phenomenon at the level of local 

government service contracting out to the nonprofit organizations (Weisbrod, 1977, 

Kettl, 1981, James, 1983, DeHoog, 1984). DeHoog (1984) argues that we should try to 

fully comprehend the differences and similarities between hard service contracting with 

for-profit firms and soft service contracting with nonprofit agencies. This leads us to 

examine sector choice for contracting out more closely with the understanding of the 

incentives, structures, and the operation of different sectors including nonprofits and 

other governments. Successful bridging of the different sectors for public service 

production and delivery requires different strategies and fresh tactics to ensure 

effective and responsive programs (Kettl, 2002).  

 

2. Descriptive analysis on local government service delivery  

Before turning to a functional analysis of service modes and their fiscal 

consequences, it is useful to identify and explain descriptive ranges of service 

arrangements in ten years from 1992 to 2002. To what extent do local governments 

contract out their services to which sectors and how they change for ten years? Figure 2 

illustrates the gradual increases of nonprofit production proportion for the three time 

periods in social and cultural service areas. As illustrated in figure 2, the number of 

nonprofits and nonprofit service deliveries has been significantly increased. We see 

dramatic increases in social service areas: daycare, child welfare, elderly program, 

public health, and mental health program compared to the relatively stabile proportion 

of nonprofit production for the cultural and human service areas: recreations, parks, 

libraries and cultural and art services.  
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Figure 2. Compositions of Overall Production Sectors for Ten Years 
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Figure 2. continued 
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Figure 2. continued 

Sources: Survey of Profile of Local Government Service Delivery Choices. International 
City/County Management Association, 1992, 1997, 2002 

 
 

Table 1.1, 1.2, and 1.3 report the percentages of services contracting to other 

government, private firms, and nonprofit organizations respectively for eighteen 

service areas. The percentage of services contracted out in each sector represents the 

number of local governments engaged in contracting out a service to each sector in 

relation to the total local governments which report they provide that service.4 For 

                                                 
4 One cautionary note should be made about the total number of local government which is decided by 
the factor whether they provide that service or not. ICMA survey has the question whether they provide 
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instance, 2.1 % of local government from 946 local governments reported they 

contracted with other government for production and delivery of residential solid waste 

collection in 1992. 

 

Table 1.1  
Local government contracting out to the other government of selected services, 1992, 
1997 and 2002 

5
 

 
 

Local Government Contracting out to the Other Government 
1992 1997 2002 

Service 

Percentage Frequency Percentage Frequency Percentage Frequency 

Residential 
Solid Waste 
Collection 

2.1 % 20 / 946 2.9 % 25 / 871 3.3 % 22 / 658 

Street Repair 4.3 62 / 1432 5.5 70 / 1275 6.2 
66 / 
1059 

Electric 
Operation and 
Management 

21.3 72 / 338 11.3 39 / 344 15.3 28 / 183 

Ambulance 
Service 

42.0 356 / 848 12.9 105 / 812 13.7 85 / 620 

Vehicle Towing 
and Storage 

28.5 281 / 987 3.9 27 / 700 3.6 18 / 496 

Sanitary 
Inspection 

18.0 75 / 417 33.2 246 / 741 28.7 
162 / 
565 

Legal Service 3.0 40 / 1323 2.6 29 / 1108 2.4 22 / 904 
Daycare 
Facilities 

38.7 151 / 390 16.1 47 / 292 9.6 13 / 136 

Child Welfare 
Program 

56.5 419 / 741 46.8 198 / 423 33.6 93 / 277 

Programs for 
Elderly 

52.1 367 / 704 27.5 226 / 821 24.5 
161 / 
655 

Public Health 
Program 

51.0 479 / 939 45.4 254 / 559 41.5 
156 / 
376 

Drug and 
Alcohol 
Treatment 

Data are not available 8.1 164 / 431 36.0 98 / 272 

Mental Health 
Program/Faciliti
es 

40.2 205 / 510 52.7 208 / 395 41.2 91 / 221 

Homeless 
Shelters 

Data are not available 31.3 84 / 270 21.7 28 / 129 

Recreation 
Facilities 

10.5 137 / 1309 9.9 121 / 1218 7.8 
79 / 
1013 

Park 
maintenance 

8.0 105 / 1310 7.7 94 / 1217 5.2 
53 / 
1020 

                                                                                                                                              
each service currently or not. I truncate the local governments which report they do not provide that 
service. This is the reason why the total numbers of local governments for each service vary.   
5 Note that some of local governments contract out their service to the multiple sector providers. I do not 
exclude joint contract mode.  
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Table 1.1 continued 
 

 
Local Government Contracting out to the Other Government 

1992 1997 2002 
Service 

Percentage Frequency Percentage Frequency Percentage Frequency 

Libraries 39.1 398 / 1019 32.3 270 / 831 26.4 
176 / 
667 

Cultural and Art 16.2 110 / 679 14.9 84 / 563 12.4 56 / 451 

Sources: Survey of Profile of Local Government Service Delivery Choices. International 
City/County Management Association, 1992, 1997, 2002.   
 
 
 
Table 1.2  
Local government contracting out to the private firm of selected services, 1992, 1997 
and 2002 
 

Local Government Contracting out to the Private for Profit Firm 

1992 1997 2002 Service 
Percentage Frequency Percentage Frequency Percentage Frequency 

Residential Solid 
Waste Collection 

35.4 % 335 / 946 42.0 % 366 / 871 37.1 % 244/658 

Street Repair 27.0 386 / 1432 28.6 365 / 1275 32.4 
343 / 
1059 

Electric Operation 
and Management 

36.4 123 / 338 35.8 123 / /344 25.1 43 / 183 

Ambulance 
Service 

23.3 198 / 848 26.5 215 / 812 19.0 
118 / 
620 

Vehicle Towing 
and Storage 

62.8 620 / 987 73.0 511 / 700 75.8 
376 / 
496 

Sanitary 
Inspection 

0.7 3 / 417 3.4 25 / 741 3.2 18 / 565 

Legal Service 44.4 588 / 1323 43.2 479 / 1108 51.7 
467 / 
904 

Operation of 
Daycare Facilities 

43.6 170 / 390 44.9 131 / 292 34.6 47 / 136 

Child Welfare 
Program 

2.7 20 / 741 7.3 31 / 423 10.1 28 / 277 

Programs for 
Elderly 

7.0 49 / 704 6.9 57 / 821 6.9 45 / 455 

Public Health 
Program 

2.9 27 / 939 7.5 42 / 559 10.4 39 / 376 

Drug and Alcohol 
Treatment 

18.5 115 / 621 18.3 79 / 431 17.3 47 / 272 

Mental Health 
Program/Facilities 

16.3 83 / 510 15.2 60 / 395 17.6 39 / 221 

Homeless 
Shelters 

4.1 20 / 492 5.6 15 / 270 4.7 6 / 129 

Recreation 
Facilities 

4.8 63 / 1309 8.3 101 / 1218 8.1 
82 / 
1013 
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Table 1.2 continued 
 

Local Government Contracting out to the Private for Profit Firm 

1992 1997 2002 Service 
Percentage Frequency Percentage Frequency Percentage Frequency 

Park 
maintenance 

8.9 117 / 1310 14.9 181 / 1217 16.9 
172 / 
1020 

Libraries 0.9 42 / 1019 0.8 7 / 831 0.4 3 / 667 
Cultural and Art 6.3 43  / 679 6.0 34 / 563 9.1 41 / 451 

Sources: Survey of Profile of Local Government Service Delivery Choices. International City 
Management Association, 1992, 1997, 2002.   

 
 
 

Table 1.3  
Local government contracting out to the nonprofit organization of selected services, 
1992, 1997 and 2002 

 
Local Government Contracting out to the Nonprofit 

Organization 

 
1992 1997 2002 

Service 

Percentage Frequency Percentage Frequency Percentage Frequency 

Residential Solid 
Waste Collection 

1.2 % 11 / 946 0.2 % 2 / 871 0.6 % 4 / 658 

Street Repair 0.5 7 / 1432 0.3 4 / 1275 0.6 6 / 4059 
Electric Operation 
and Management 

4.4 15 / 338 2.9 10 / 344 3.8 7 / 183 

Ambulance 
Service 

8.6 73 / 848 7.3 59 / 812 7.7 48 / 620 

Vehicle Towing 
and Storage 

2.0 20 / 987 3.4 24 / 700 1.4 7 / 496 

Sanitary 
Inspection 

0.5 2 / 417 0.4 3 / 741 0.00 0 / 565 

Legal Service 2.3 30 / 1323 1.7 19 / 1108 1.5 14 / 904 
Operation of 
Daycare Facilities 

20.5 80 / 390 28.4 83 / 292 31.6 43 / 136 

Child Welfare 
Program 

8.0 59 / 741 17.7 75 / 423 22.4 62 / 277 

Programs for 
Elderly 

22.4 158 / 704 22.3 183 / 821 28.7 
188 / 
655 

Public Health 
Program 

5.4 51 / 939 11.4 64 / 559 18.1 68 / 376 

Drug and Alcohol 
Treatment 

30.1 187 / 621 32.0 138 / 431 43.8 
119 / 
272 

Mental Health 
Program/Facilities 

25.5 130 / 510 26.1 103 / 395 33.0 73 / 221 

Homeless 
Shelters 

42.7 210 / 492 60.0 162 / 270 59.7 77 / 129 

Recreation 
Facilities 

3.2 42 / 1309 4.3 52 / 1218 6.8 
69 / 
1013 
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Table 1.3 continued 
 

Local Government Contracting out to the Nonprofit 
Organization 

 
1992 1997 2002 

Service 

Percentage Frequency Percentage Frequency Percentage Frequency 

Park 
maintenance 

1.5 20 / 1310 1.6 19 / 217 1.9 
19 / 
1020 

Libraries 4.1 42 / 1019 3.6 30 / 831 6.0 40 / 667 

Cultural and Art  40.2 273 / 679 33.0 186 / 563 41.2 
186 / 
451 

Sources: Survey of Profile of Local Government Service Delivery Choices. International City 
Management Association, 1992, 1997, 2002.   
 

 

Table1.1 shows the proportion of other government production for ten years with 

three time periods. We find relatively large proportion of municipalities hire or pay 

another government to supply their social and human services. More than forty percent 

of municipalities are contracting with other government for providing their public 

health programs.    

Despite the widespread attention on privatization for years, contracting with 

private firm is still limited to the easily measured and defined service areas, such as 

solid waste collection, street repair, vehicle towing, and legal service. The three ICMA 

surveys over a ten-year period indicate that the percentage of services contracted to the 

private for-profit sector firms has been stable without significant increases or decreases. 

Table 1.2 reveals a relative consistency in the use of private firms between 1992 and 

2002. Private production is commonly used for the provision of house keeping of local 

government and mundane hard good services. We find the stabilized proportion of 

private contracting compared to increasing nonprofit service delivery of human and 

social services. 

Table 1.3 examines contracting with nonprofit organizations. This Table reports 

that the use of nonprofit organizations for the human and social service areas grew over 

the ten year period. Most of nonprofit employment is concentrated in health related 

services, human services, cultural services and social services. As noted before, the 

distribution of nonprofit production in Table 1.3 is significantly increasing.  The 

increased role of nonprofit sector organizations in the delivery of  social services and 
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health services (ex: daycare, child welfare, elderly program, public health, drug and 

alcohol treatment, mental health program, homeless shelters) shows that the 

importance of nonprofit organization in local government service delivery is growing. 

Also it is shown that the use of nonprofit organization as service provider in cultural 

service areas (recreation and park services) is increasing moderately. This can be 

interpreted that nonprofit contracting has been growing at a faster pace in social, 

human and cultural service areas over ten years.  

The fields of public administration and public policy have relied heavily on 

public choice perspectives to understand privatization. However as presented in this 

section, the current state of contracting and the increase in nonprofit contracting require 

other ways to look at contracting out. There are needs for theories of contracting that 

go beyond the role of economic proponents of contracting out to more well-grounded 

theoretical approaches to issues of sector choice, public provision costs and service 

quality of contracted services. The next chapter presents a transaction cost framework 

for thinking systematically about contracting out with more specific prescriptions 

derived from public management theories and institutional theories.  
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CHAPTER  III 

 

 THEORIES OF LOCAL GOVERNMENT CONTRACTING 

 

 

 
This chapter develops testable propositions with transaction cost theory 

framework for explaining local governments contracting out and predicting their 

efficiency gains from contracting. Each of propositions is elaborated with multiple 

numbers of hypotheses in chapter IV with more specified measurable indicators.  

 

1. Transaction cost approach of local government service delivery 

The question of whether organizations should produce goods or services 

internally or contract them out has concerned academics of economic organization and 

public administrations. Ronald Coase (1937) recognized that competition is not perfect 

and information is often lacking.  He describes the transaction cost that is concerned 

with information of externality problem. Property rights emerge to promote efficiency 

gains in the presence of externalities. In order to carry out a market transaction, it is 

necessary to discover who it is that one wishes to deal with, to conduct negotiations 

leading up to a bargain (information costs), to draw up the contract (negotiation costs), 

to undertake the inspection needed, to make sure that the terms of the contract are 

being observed (monitoring costs and enforcement costs), and so on. All of these 

activities involve opportunity costs in terms of time, energy and money. If the terms of 

the trade are to be more complicated than simple private exchange, negotiations for 

such a detailed contract may itself be prolonged and very costly. After a trade has been 

agreed upon, there may also be significant costs involved in monitoring or policing the 

other party to make sure he is honoring the terms of the agreement. These are the main 

sorts of transaction costs, then: search and information costs, bargaining and decision 

costs, policing and enforcement costs.  



 24 

The Coasian framework has been expanded by Oliver Williamson (1975) who 

views the “choice of governance” as a rational calculation of tradeoff between cost of 

internal production and transaction cost of external production. Williamson starts from 

the question; whether to make or buy. The make or buy decision depends not only 

upon production technology, but also on the cost of transacting business. Because 

market mechanisms entail cost of obtaining relevant information, negotiating, 

monitoring commitment, and so on. Williamson argues those costs are incurred in 

external organizational exchange and in internal boundary of organization as well. So, 

the internal organization structure varies from low-powered incentives with extensive 

administrative control to high-powered structure with little administrative control. The 

structure of organization can generate transaction cost such as bureaucratic cost and 

monitoring cost or transaction cost which can be reduced through developing safe-

guard on the opportunistic behavior of agents. In this respect, contracting out decision 

for government service provision can be explained by what Williamson (1985) called 

‘institutions of governance’ that includes contracts and organizations.6 “The nature of 

organization (or firm) then, is determined by the relative costs of organizing 

transactions under alternative arrangements (Klein, 1999, p.463).”  

As Ferris and Graddy (1988) note, contracting out services to external service 

providers separates the financing decisions from the production decisions. The 

separation of production and financing decisions has the potential to produce efficiency 

gains if there are production cost differentials across sectors.  In this sense, public 

choice theorists have promoted privatization as a mechanism to reduce government 

involvement in the production and distribution of public goods and services. Stein 

(1990) argues shifting service provision and production to other institutions allows 

municipal governments to immediately reduce their labor costs, which is the largest 

and fastest growing components of any local government budget. If contracting out 

does indeed lead to cost savings, then one might ask why it is not the dominant method 

of service delivery. This theoretical lacuna is filled with transaction cost theory which 

                                                 
6 The early stages of the transaction cost framework did not explicitly identified public agency as 
vertically integrated firm (Williamson, 1975), however recently Williamson (1999) added public agency 
as one of important modes of vertically integrated governance structure. 
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explains a tradeoff between internal cost of policy production and external costs of 

transactions.  

Transaction cost will be higher, if the service characteristic is highly asset 

specific, and the process of contracting is uncertain and complex. That is transaction 

cost depends upon the extent to which specific assets are involved, the amount of 

uncertainty about the future and about other parties’ actions, the complexity of the 

trading arrangement and the frequency with which the transaction occurs. Thus, we 

have testable propositions for explaining the contract out decision of local governments, 

their choice of sectors, achieved cost savings (if any) from these choices.  

 

Characteristics of municipal service provision   

The factors that give rise to transaction costs result from service and output 

characteristics. Asset specificity is an important dimension for describing service 

characteristics because it represents the investments that are specialized to a particular 

transaction. Asset specificity refers to the specific skills, experience-based knowledge 

or physical assets acquired undertaking a particular service provision or production of 

goods. Thus highly specialized goods are susceptible for many hazards such as 

maladaptation and holdup problems, since buyers cannot easily turn to alternative 

sources and suppliers. For example a buyer of specialized services or goods may be 

difficult to replace its provider who already has specialties and physical and human 

capital. In this respect, Williamson sees vertical integration of production lines 

attributed to the high asset specific characteristics of goods and services since firm 

loses bargaining power with external service provider.   

Local government decision makers should consider the significant risk costs to 

cover possibility of losing contract. Their willingness to enter the market includes the 

risk premium which covers various risk reduction contract mechanisms. Where asset 

specificity is great, buyer and seller will make special efforts to design an exchange 

that has good continuity properties (Williamson, 1981).  

In applying this idea to municipal contracting decisions, when asset specificity is 

great, local governments are likely to internalize the service provision or governments 

can make special efforts to design a contract that has good continuity properties such as 
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regulation and monitoring which may impose another transaction cost.  A public 

service that is provided by private sector would be vulnerable when the service 

characteristic is highly asset specific and the region has a few potential external 

providers for continuing service delivery.   

Production choices involve technical issues including economies of scale, 

available markets of production suppliers and the available budgets for the new 

production technologies. At the same time, the decision of production is constrained by 

the contracting and monitoring costs on external providers. Consequently, different 

attributes of service are associated with different scale economies, available suppliers, 

and the degree of potential threat to the continuity of service delivery. The optimal 

mode of production will vary with the attributes of goods and services.   

The expected cost of tradeoff in potential savings and loss of control of 

production process can have an indirect influence on policy performance for different 

types of goods and services. The existing literatures support the notion that the 

attributes of services determine the ease of measurement and monitoring as well as 

dangers of opportunism in cases in which markets are unlikely to have available pool 

of service suppliers (Ferris and Graddy, 1986, 1994, Stein, 1990, Clingermayor and 

Feiock, 1997).  This logic of asset specificity extends the transaction cost dimension to 

the measurability of service output characteristics.  

Transaction cost theory references measurability as one of the important 

dimensions of service characteristics associated with choice of providers and their 

production efficiency. Williamson argues that easily measurable service outputs results 

in low transaction costs because it is easy to track the process of production and 

identify the service outputs (Williamson, 1981, 1997). Consequently for the contracting 

of easily measurable services does not require complicated contract monitoring 

mechanism to reduce the opportunistic behavior of contractor.  

Ferris and Graddy (1986) focus on two dimensions of service output 

measurability: tangibleness and product complexity which affect contract specification 

and the ability to monitor. If the service output has multiple dimensions on qualitative 

attributes, such as in the quality of human and social services, it is difficult to delineate 

and define a contract and to monitor performance.  For services with easily measured 
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(tangible) output, it may be much easier to identify a number of potential service 

vendors to contract with.  In this situation there will be an expectation of greater cost 

savings from external provision than in-house production (Barzel, 1989).  Stein (1990) 

argues that any long-term savings from contracting can be realized only if the market 

for the contracted service is open to competition.   

 

Table 2 

Detailed functional and financial classification of local government services  

Electricity 

Public 

classification 

Utilities 

Definition Operation, maintenance, and construction of public electric power systems, 

including production, acquisition, and distribution of electricity to general public or to 

other public or private utilities, for residential, commercial, and industrial use. 

Examples Purchase of electricity for other than resale and provision of electricity to parent 

government, such as for street lights (report, where identifiable, at function 

involved); depreciation of assets; activities not directly related to utility operations, 

such as administration of utility debt or investments (report at Financial 

Administration) and payments-in-lieu-of-taxes; benefits paid to utility employees by 

employee retirement systems; waste or resource recovery facilities which co-

generate electricity as a by-product  

Fire Protection 

Public 

classification 

Public Safety 

Definition Prevention, avoidance, and suppression of fires and provision of ambulance, 

medical, rescue, or auxiliary services provided by fire protection agencies. 

Examples Regular fire departments; financial, technical, and operational support of volunteer 

fire forces; fire hydrant charges; rescue squads; fire inspection, investigation, and 

regulation; fire marshals; fire prevention education; fire suppression training; 

auxiliary services; fire stations, buildings, and other facilities used exclusively for fire 

protection purposes; and these activities IF handled by a fire department: 

ambulances, emergency medical technicians (EMTs), paramedic squads, and 

arson investigation. Also include any identifiable amounts for services rendered by 

other agencies of the same government for fire protection or suppression, such as 

provision of water by water supply utility. 
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Table 2 continued 

Police Protection 

Public 

classification 

Public Safety 

Definition Preservation of law and order, protection of persons and property from illegal acts, 

and the prevention, control, investigation, and reduction of crime. 

Examples Regular police departments; law enforcement activities of sheriff and constable 

offices; criminal investigation and testifying in court; police training academies; 

coroners, medical examiners, forensic services, and crime labs; temporary 

"lockups"; police communications and radios services; buildings or other facilities 

used exclusively for police purposes (including rentals); criminal justice planning; 

payments for transporting criminals; and the following activities IF handled by a 

police agency: motor vehicle inspection and regulation, liquor law enforcement, and 

traffic control (e.g., enforcing speed laws, operating radar units, directing traffic).  

Park and Recreation 

Public 

classification 

Environment and Housing 

Definition Provision and support of recreational and cultural-scientific facilities maintained for 

the benefit of residents and visitors. 

Examples Golf courses, playgrounds, tennis courts, public beaches, swimming pools, play 

fields, parks, camping areas, recreational piers and marinas, etc., including support 

of private facilities; galleries, museums, zoos, and botanical gardens; auditoriums, 

stadiums, recreational centers, convention centers, and exhibition halls; community 

music, drama, and celebrations including public support of cultural activities.  

Library 

Public 

classification 

Education Services 

Definition Establishment and provision of libraries for use by the general public and the 

technical and financial support of privately-operated libraries. 

Examples Public libraries, community libraries, consolidated libraries, regional libraries, and 

their variously-named equivalents; library extension services including bookmobiles: 

programs to promote, develop, and coordinate library services and facilities. 
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Table 2 continued 

Public Health 

Public 

classification 

Social Services and Income Maintenance; Health 

Definition Provision of services for the conservation and improvement of public health, other 

than hospital care, and financial support of other governments’ health programs 

Public Health 

Examples Public health administration, laboratories, public education, vital statistics, research, 

and other general health activities; categorical health programs (e.g., control of 

cancer, TB, socially transmitted diseases, mental illness, etc. and maternal and 

child health care); health-related inspection and regulation (e.g., inspection of 

restaurants, water supplies, food handlers, nursing homes, etc.); community and 

visiting nurses; immunization programs; out-patient health clinics; regulation of air 

and water quality, sanitary engineering, and other environmental health activities; 

rabies and animal control; abatement of mosquitoes, rodents, and other vermin; 

ambulance and emergency medical services ONLY IF handled separately from fire 

department; alcohol and drug abuse prevention and rehabilitation; school health 

services provided by a health agency; activities funded by Federal W.I.C. funds--

Women, Infants, and Children.  

Note. Source: Government Finance and Employment Classification Manual. U.S. Census 
Bureau 

 

 

With some exceptions, the local government contracting out researches have 

been very limited to the readily contracted service areas, such as street maintenance, 

garbage collection, bus transport etc. Categorical subject matters of contracting out 

researches do not allow us to analyze the different impact of factors affecting 

contracting out and service expenditure. An important empirical issue is whether the 

relationship of service attributes to contracting decisions influences the cost of 

provision and to what extend the local government achieve efficiency gains from the 

least contracted out service areas. This research extends the empirical understanding by 

providing a more hard to contract out service areas. I investigate this service 

characteristic argument by examining six distinct services:  1) electric utility, 2) fire 

protection, 3) police, 4) park and recreation, 5) library, 6) public health service. Table 2 



 30 

shows detailed classification of each service functions and their specific activities 

which are funded by government expenditure.   

 

Proposition 1: If the service characteristics are asset specific and the process of 

contracting is complex, it is less likely to be contracted out and contracting out is 

less likely to produce lower service expenditures.  

 

Public service classification 

The potential cost savings of contracting out vary considerably with the nature of 

services and attributes of outputs. There have been numerous research efforts to 

classify government services and they are mostly drawn from two approaches. One is 

Tiebout and the Ostroms’ public economy approach and the other is a new public 

management approaches to service provision.  

Ostrom and Ostrom (1977)’s policy typology has provided theoretical common 

ground for understanding local government policy provision. They specify two traits of 

public policy responsibility- jointness of consumption and exclusion. If the costs of 

excluding non-payer from the service benefits exceed the cost of production, the 

contractors are not likely to enter the transaction. The interaction of jointness of 

consumption and exclusion illustrates four different types of goods and services- public 

(collective) good, private good, toll good and common pool resource. Each of service 

type requires different mode of service provision and production.  

Among our choice of services for the analysis, the externalities from service 

provision of fire protection and police are hard to control and their benefits widely 

dispersed. In theory, these two services are public service. With regard to the jointness 

of consumption and exclusion, public health service also has one dimension of public 

service category, because mostly public health service is provided for the 

disadvantaged group of population for raising well being of citizen in general. At the 

same time provision of public health program possesses some degree of subtractability 

because it regulates the eligibility standard for receiving services and excludes some 

service demands. The provision of public library service has multi-dimensions of 

public goods and some aspect of common pool resource. The access of public library 
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does not exclude anyone who wants to use it unless it is overly crowded. In other 

words there is threshold level which defined as maximum point of use. In this respect, I 

can see the common pool resource characteristics from public library service because 

its exclusion is difficult by consumption by one user diminish consumption by other 

users.  

Provision of electric utility service is a pure example of toll goods. Toll goods 

have joint use but feasible to exclude the one who does not pay for it. Park and 

recreation services have toll good aspect because many of local park and recreations 

have the price access even though their managements are largely supported by local 

revenues. However the conservation of park area and its congestion problem also 

implies its common pool resource like characteristics.   

For the efficient arrangement of government service production, transaction cost 

theory demonstrates the interaction of two traits of attributes of services and goods: 

asset specificity and measurability.  However it has been limited to empirically test 

because these two important dimensions of transaction cost have been regarded 

difficult to measure and properly operationalize for the systematic empirical analysis.7  

Even though it is hard to get numeric measures of transaction cost I can properly 

compare their service characteristics among six services with observations of public 

management on contracting out. Public management scholarship focuses on the cost of 

management on external suppliers with the difference of characteristics of services and 

goods. One important factor affecting cost of contract out is the contract management 

complexity with specific nature of services and goods (Johnston and Romzek, 1999). 

There are significant differences between hard good provision and soft good provision. 

Public management typology of local government service varies but they mainly 

classify the government services as hard (or basic local mundane services) and soft (or 

human and social services). Greene (2002, p. 82) provides more specified government 

service categories as 1) public works, 2) public utilities, 3) public safety, 4) cultural 

                                                 
7 Brown and Potoski (2003) conduct transaction cost survey to the seventy five city managers and 
mayors and ask them to rate their perceptions of asset specificity and measurability of most of possible 
local government services. Their measurement of service characteristics provide us good sense of 
transaction cost of each of service but still very limited to use for analysis because sample size of 75 is 
limited to generalize all the sixty four services and also the big variance in the provision decision of local 
governments would give limited opportunities for the managers and mayors experience all of sixty four 
service provisions which is listed on survey.  
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and arts, 5) health and human services, 6) park and recreation, and 7) administrative 

support services. In terms of measurability and production process complexity, those of  

four service categories, public works, utilities,  public safety and administrative support 

services can be regarded as hard good services and the characteristics of goods of other 

categories are relatively difficult to measure the output and the process of production is 

more complex.   

Outcomes of hard services (e.g., street maintenance, trash collection, vehicle 

towing etc.) are relatively easy to measure and the production processes are not 

complex as services like human and social services (e.g., daycare programs, elderly 

services, public health programs, libraries, park and recreation services, etc.). For 

production of hard services, private providers are more likely to earn benefits from 

joining the government contract. In this respect, many public management researches 

question the validity of contracting for provision of soft good services (Donahue, 1989, 

Kettl 1993, Schlesinger, Dorward, and Pulice, 1986, Savas, 2000, Miranda and Lerner, 

1995, Van Slyke, 2003). They argue the cost of contract management will be 

significant for provision of soft goods because defining and measuring outputs and 

controlling the production procedure involve extra costs on contract management.  

In transaction cost theory, provisions of utility and public safety are considered to 

be highly asset specific and usually result in natural monopoly of small number of 

potential service providers. However provisions of human and social services also have 

important dimensions of high asset specificity which require specialized knowledge 

and experiences on target population in certain location. Milward (1996) observes the 

contextual elements of social service provision. The outputs of social policy provision 

are difficult to clearly define and measure, and hard to develop long term time frames, 

and require specialized expertise.  

It is expected that the quality of utility service and public safety such as fire 

protection and police services are relatively easy to specify and measure and thus less 

susceptible to the loss of public control in the process of production than the service 

outputs of public health.  Moreover, contracting out of public health is expected to be 

constrained by many factors. In the case of welfare service provision, the output cannot 

be easily measured in the short period of time and quantified. Unless highly specified 
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and elaborated contracts, it is difficult to expect to privatize those human and social 

services. Moreover profit-seeking enterprises might have less incentive to provide 

those highly regulated social services. Table 3 elaborates public service typology with 

chosen six services.  

 

Proposition 2: If the service characteristics are more tangible and easy to measure, 

it is more likely to contract out and will result in lower service expenditures from 

contracted services.  

 

Table 3 

Typology of local government service provision 

 Ostroms 
Degree of 

Asset 
Specificity  

Degree of 
Measurability  

Public 
Management 

Electric utility Toll 
High 

 
High Hard local 

service 
Fire 

protection 
Public 

High High Hard local 
service 

Police Public 
High Low Hard local 

service 
Park and 

recreation 
CPR/Toll 

Low Low Soft cultural 
service 

Library Public/ CPR 
High High Soft cultural 

service 

Public health 
Public / 
Private 

Low Low Soft social 
service 

 

 

 Market attributes 

As noted by Stein (1990), market structure affects policy performance indirectly 

by altering fundamental relationships between conditions of policy performance and 

other independent variables.  A public service produced by the for-profit firm would be 

particularly vulnerable to monopolistic exploitation when the region has a few potential 

external providers to compete for the government service contract.  According to Savas 

(1987), monopolistic service production by a single supplier, regardless of its sector 

orientation, is dangerous.  
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If several organizations are delivering the same service and one 
fails or is subject to too many work stoppages, or is inefficient or 
ineffective or unresponsive or unsatisfactory or too expensive, the 
public can turn to another supplier (Savas, 1987, p. 251). 

 
 

The transaction cost of contracting out depends upon the extent specific assets 

are involved, the amount of uncertainty about the future and about other parties’ 

actions, and the complexity of the trading arrangement and the frequency with which 

the transaction occurs.  High transaction cost associated services and goods are more 

vulnerable to contract out risks such as renege behavior and holdup problems, since 

local governments cannot easily find alternative service suppliers (Williamson, 1981). 

However those risks of contracting out can be reduced with the presence of well grown 

market for providing certain services. In other words, the savings from contracting out 

are dependent upon the presence of multiple vendors for the production of a particular 

good or service. The logic is that the larger the number of potential service providers in 

market, the greater the competition for the contract of public service production. This 

same rationale can be applied to the availability of alternative nonprofit providers as 

well.  

The markets for service delivery are shaped by the number and the size of 

enterprises that are able to supply services. The availability of alternative providers in 

both nonprofit and private sectors will affect the choice of sector and attainment of 

efficiency when local governments contract out. The strong nonprofit and private 

service market will reduce the asset specificity of the public goods.8  

 

Proposition 3: If the community has the strong potential service providers, it is 

more likely to contract out and more likely to have lower service expenditures for 

contracted services.  

 

                                                 
8 Previous researches (DeHoog, 1986, Stein 1990, Ferris and Graddy, 1986, 1988, Bielefeld, 2000) on 
local contracting out tried to measure the markets for service delivery of by location of metropolitan 
area. It assumes metropolitan areas have a number of private and nonprofit vendors which can 
potentially provide scale economies.   
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Choice of sectors  

Given the decision to contract with an external organization for the production of 

a service, there are three options for contractors: other governments, nonprofits, and 

profit-seeking firms. Cost saving incentives can be expected from market transactions 

in which every actor behaves efficiently to be residual claimants. However as James Q 

Wilson (1989) asserts, the output of government is not only “complex and often 

controversial,” but also public agencies often have multiple objectives, government 

programs have distributional effects, and considerations of equity and accountability 

are often important. Literatures of sector choice have identified a number of generic or 

specific explanations for the rationale of non-direct service arrangement.  

Above all local government services are place-bound. This lack of mobility 

limits the number of potential contracting partners. Local governments generally 

contract with geographically proximate governments (Stein, 1990). Theoretically, a 

city could contract with another city located in another part of the state, but the distance 

significantly reduces the cost-to-benefit ratio associated with contracting. The 

geographic limitations on potential contracting partners mean that large numbers of 

local governments and intergovernmental agreements signal greater service provider 

choice and opportunities for efficiency gains through service contracting (Post 2002). 

The number of available service providers is a key determinant of local government 

contracting efficiency (Morgan and Hirlinger 1991, Sonenblum, Kirlin, and Ries. 

1977). 9   

According to Ferris and Graddy (1986), if a service area is required to attain 

scale economies and an available large local government is currently supplying the 

service, another government is a viable alternative for contracting out.  For other goods 

that do not have to be delivered on a regional basis to capture scale economies, small 

governments may enter into service agreements contracts with neighboring 

jurisdiction, especially where nonprofit and private firms are not available. A second 

                                                 
9 Morgan and Hirlinger (1991) found that cities of all sizes that were located in metropolitan statistical 
areas were more likely to have intergovernmental contracts than cities not located in metropolitan 
statistical areas.  They attribute this to access to a large number of potential suppliers (i.e., other 
governments). A large number of local governments means spillovers of service benefits are likely to 
occur and provides opportunities for local governments to cooperate through service contracting.  
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incentive for contracting with other government is the desire for continuity of services 

across jurisdictions within a geographic area, because it is difficult to impose 

jurisdictional boundaries on cultural and recreational services (Stein, 1990). Moreover, 

other governments are likely to be an attractive option if quality of service is hard to 

monitor. Larger municipalities, towns and special districts provide different ways to 

finance local services than are available in in-house production. Specifically, special 

districts provide a different form of local public finance. They have smaller portion of 

total revenue from property taxes and have the ability to tax, user fees and issue debt 

(Burns, 1994). 

If the service output has multiple dimensions on qualitative attributes, such as is 

often the case with the quality of human services or social services, it is difficult to 

delineate and define a contract and to monitor performance.  For services with easily 

measured (tangible) output, it may be much easier to identify a number of potential 

service vendors to contract with.  In this situation there will be an expectation of 

greater cost savings from external provision than in-house production (Barzel, 1989). 

At the same time, profit-seeking firms are usually not seeing profitable transactions 

from the highly regulated public service productions that do not have sufficient 

potential for. Thus business providers are reluctant to take the responsibility for social 

welfare services (Stein, 1990).   

Hansmann (1980) notes that nonprofits are useful organizational alternatives, 

when it is difficult for consumers to monitor quality of services provided. When 

delivery of a public service requires expensive production technology as well as 

significant costs to monitor the service quality, nonprofit organization will be a strong 

candidate to be the supplier. Therefore, if the community has a sufficient pool of 

nonprofit organizations, they can be the most efficient production units for certain 

services (Feiock, Stream and Clingermayer 2003).  For activities like production of 

human services that present difficulties in measuring and monitoring service quality, 

governments are likely to contract with nonprofit organizations.10  

 

                                                 
10 As Weisbrod (1999) asserts, nonprofits perform the kinds of functions typically identified with 
government-helping the disadvantaged, providing social services, supporting collective services such as 
schools, hospitals, and preserving environments. 
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Proposition 4: If the service output has multiple dimensions on qualitative 

attributes, such as human and social services, local governments are more likely 

to contract out to nonprofit organizations and nonprofit production will result in 

lower service expenditures.   

 

   Characteristics of target populations  

Several authors argue that variance in service demands significantly affects the 

performance of public service delivery (Weisbrod, 1975, 1997, D. R. Young, 2001). 

Governmental information costs are high when the characteristics of target populations 

are diverse and are not sufficiently differentiated and satisfied by in-house production. 

According to Weisbrod (1997), when service needs and citizens’ preferences cannot be 

sufficiently satisfied with government provision, nonprofits are the understandable 

alternative mechanism for providing social services.11 So the more heterogeneous a 

community is – the more diverse citizens’ preferences- the greater the need for 

nonprofit organizations. Cost savings from minimizing information costs are expected 

by allowing nonprofit service to customize diverse service needs.  In other words, 

when service needs of citizens are homogeneous, contracts are easily assigned to the 

profit-seeking enterprises that expect profits from the contract. In communities that are 

relatively homogeneous, service provision by private sector may offer incentives for 

efficiency (Ferris and Graddy, 1988, Feiock and Clingermayer, 1999). 

Greater socioeconomic diversity provides greater chances for political leaders 

to respond to diverse constituencies’ preferences on policy provision in the 

performance of service production. Politician’s strong incentives for reelection can lead 

him or her to exploit the demands of target population for their political interests 

(Shafter, 1985).  In the absence of high heterogeneity, local politicians can serve the 

preferences of median voters,’ consistent with Peterson’s explanation of municipality’s 

service responsibility (Peterson, 1981).12   

                                                 
11 Weisbrod (1975) points out that when public and private service provision fail to satisfy the needs of 
citizen, nonprofit organizations can fill the gap for providing public service on a private, voluntary basis. 
12 Peterson argues in City Limits (1981), local government decision makers prefer to finance 
developmental policies which enhance the local economy with their positive economic effects. The 
policy choice which exceeds the benefit and cost ratio 1.0, is pleasing the taxpayers. Central to this 
typology is the concern of median taxpayer’s benefit and cost ratio of service provision. 
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The impact of diversity of community population also has important 

implications on nonprofit production of local services. Marwell (2004) and Saidel 

(1991) have explored the community based nonprofit organizations’ political 

influences on government funding allocation and service production arrangement. The 

community based nonprofit organizations supply legitimacy and political support with 

reliable voting constituencies.  According to Marwell’s model, community based 

nonprofits act as political machines to influence the allocation of service based social 

provision in cities by creating partisan electoral constituencies for incumbent elected 

officials.  Because nonprofit organizations may be better positioned to mobilize 

constituencies of service recipients than government agencies, they may be able to 

provide political resources for the reelection efforts of elected officials who support 

them with government contracts.  This interpretation is consistent with empirical 

findings that partisan elections increased the likelihood of exclusive, rather than joint 

contracts with nonprofits (Feiock and Jang, 2005).    

Characteristics of target populations can also be linked to the information cost 

of service delivery.  The attribute given the most attention in the literature is 

heterogeneity in the demographic composition of service recipients.  Universalistic 

service provision driven by concerns for equity and fairness may require local 

government to standardize their services to clients.  Needs not adequately addressed by 

this approach often lead to nonprofits to efforts to address particular community 

problems (Lipsky and Smith 1989-1990).  

Heterogeneous communities with more diverse citizen preferences have 

greater needs for nonprofit organizations.  “Dealing with diversity” – which is 

fundamentally a problem of information – presents provision difficulties for 

government that can be overcome by making use of nonprofit organizations (Weisbrod 

1988, 1997).  In racially and socially heterogeneous communities’ service delivery 

responsibility may be contracted to nonprofit organizations because government is 

unable to adequately differentiate its services in response to heterogeneous preferences 

in the community.  The information costs of government are minimized by allowing 

nonprofit service agents to customize service provision to specific constituency groups 
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(Young 1999).   Where local governments serve diverse populations I expect more 

contracting with nonprofits.  

 

Proposition 5: Racially and economically heterogeneous communities are more 

likely to contact out especially to the nonprofit organizations and are less likely to 

lower service expenditures.  

 

Fiscal Pressures 

Fiscal pressures are likely to influence the decision to contract out and serve as 

indirect impetus to gain cost efficiency from alternative service arrangements. The 

conventional wisdom on contracting out has regarded contracting as a potential 

opportunity to reduce the cost of governments without significant reductions in the 

quality or level of services (Stein, 1990).  

Municipalities may experience political pressures to contract out services when 

they are under fiscal constraints from high tax rates or high levels of municipal debt. 

Cities respond to the political pressures to reduce the cost of government when they 

face complaints from overtaxed voters. If citizen demands threaten to the political 

position of leaders of government, they may be constrained to closely follow the will of 

the people. The most popular image of privatization is a means to save taxpayers 

money.  Shifting service supplier to the market may give a short term gains.  More 

importantly, contracting out gives immediate visible social and political impacts on the 

images of efficient government management. Since 1980’s, privatization has been 

remained a prominent issue as a remedy for financial hardships of cities. However the 

city officials also know the potential short term gains generated by exclusive private 

production may not always large enough to justify the cost of loss of control over the 

service procedure and production. Markets are politically attractive and contracting out 

allows consumer citizens to exercise choice and freedom. Citizens prefer choices and 

freedom regardless of true cost of service provision (Savas, 2000, Briffault, 2000). Yet 

it has also been addressed that many fiscally stressed cities may not have the 

opportunities to contract and gain efficiency because of a limited market or other 



 40 

institutional constraints on policy decisions, including state level mandates on tax and 

expenditure limits (TELS) (Stein, 1990, Joassart-Marcelli and Musso, 2005).  

A major financial source of social service provision is intergovernmental aid 

revenue from state and federal governments.  One theory on the impact of the 

intergovernmental revenue is that the dependency on intergovernmental revenue might 

lessen a community’s incentive to reduce their expenditures on social service. An 

infusion of revenue from the state and federal government reduces the demands for 

own source municipal revenue to remedy fiscal stress (Morgan, Hilinger and England, 

1988). Intergovernmental aid on health and public welfare services are an exogenous 

influence on service spending which would not be used for other purposes. Thus 

dependency on the intergovernmental aid might attenuate the responsibility of local 

government on the redistributive service delivery.  

 

Proposition 6: Financially stressed cities are more likely to contact out and less 

likely to achieve lower service expenditures.  

 

Summary  

This review of the transaction cost theory on local contracting out suggests that 

local governments may be able to at least partially overcome tradeoffs between cost 

and quality of publicly provided services by contracting out the service delivery to 

nonprofit organizations and other governments.  Literatures on local government policy 

provision have observed and differentiated types of goods and services and the 

institutional arrangements employed for their service provision and production 

(Musgrave, 1959, Peterson, 1981, V. Ostrom, Tiebout, and Warren, 1961). Certain 

attributes of publicly provided goods and services require significant costs to the 

community such as costs of negotiating, enacting, enforcing and monitoring the 

performance of external service vendors (Ferris and Graddy, 1986, Feiock and 

Clingermayer, 1997, Stein, 1990).  

The production decision is constrained by the contracting and monitoring costs 

for external providers. Consequently, the different attributes of service are associated 

with different scale economies, available suppliers and the degree of potential threats to 



 41 

the continuity of service delivery. In this context, the expected tradeoff in potential 

savings and loss of control of the quality of services varies by the successful 

management of third party service delivery. For better understanding of local service 

delivery, I look to broaden the transaction cost frameworks with theories of public 

management and new institutionalism.  

 

2. Public management theory of local government service delivery  

  It has been generally supported by existing transaction cost approach literatures 

that the attributes of services determine the ease of measurement and monitoring as 

well as dangers of opportunism under the sector characteristics which lead its markets 

that are unlikely to have an available pool of service suppliers (Ferris and Graddy, 

1986, 1994, Stein, 1990, Clingermayor and Feiock, 1997). Thus local government 

contracting for the provision of services and goods are always constrained by the 

transaction costs inherent in managing contracts from negotiating, planning, 

implementing, to monitoring. In this context, transaction cost framework explains well 

those risk factors that affect contract sector choice and various management techniques 

responding to transaction cost factors.  

However, the current challenges to public administration and management have 

required practical knowledge more than an academic theory. Many public 

administration and public management scholars addressed the need for theoretical 

articulation of the specified role of contract management infrastructure for successful 

service delivery practice (Milward, Provan, and Else, 1993, Milward and Provan, 2000, 

2003, Romzek and Johnston, 1999, 2002, Brown and Potoski, 2003a, 2003b). Even in 

the case of tangible service characteristics, where performance of external providers are 

easily observable and non-high specific assets are involved, specified efforts of 

management are still required for the successful local government service delivery. It is 

clear that further efforts at service delivery theory building is necessary, both to 

advance the transaction cost economics approach on service delivery and better advice 

on public management. To address this concern, theories of public management 

complement transaction cost approach on government contracting out.       
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The literature illustrates the importance of setting up the management capacity 

for contract effectiveness. Brown and Brudney (1998) find that higher levels of 

contracting for information technology are detrimental to the achievement of both 

internal management capacity and its outcome benefits. Also Romzek and Johnston 

(2002) address contract for complex social services often presents unforeseen 

administrative challenges that make it difficult for government agencies to achieve 

efficiency gains. There are growing empirical evidences that achievement of efficiency 

and effectiveness relies on the management capacity of local government agencies and 

public sector managers (Brown and Potoski, 2003a, 2003b).  

At this point, it is useful to look at the features of important service delivery 

management synthesizing the transaction cost approaches. For the successful 

management of service delivery, three major factors are prominent: managerial 

leadership, contracting accountability and nonprofit accountability. Each will be 

defined and its implications for the effective and efficient delivery of public services 

discussed.  

 

Proposition 7: If the local government has greater service delivery management 

capacity, contracting out is more likely to produce reduction in service 

expenditures.   

 

Managerial leadership  

From the perspective of economic theories of contract management, public 

service delivery research has largely focused on the payoff relationships between 

public managers and vendors who provide services (Kettl, 1993, 2002, Koremenos and 

Lynn, 1996, O’Toole, 1996). The basic assumption of formal theories on service 

contracting is individuals’ motivations: what are the equilibrium sets of rewards and 

sanctions for efficient allocations of goods and services. Service vendors provide good 

quality of services in timely manner not because superiors ask them to do so but 

because their fulfillment of task gives them rewards. Kettl (1993, 2002) appeals to this 

transformation of idea of role of government into “smart buyers,” from the hierarchical 

administrator to the contracting network manager. Traditional view on bureaucracies is 
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transformed to the networks of contract rather than hierarchical authorities. Transaction 

cost theory has proven valuable for understanding transformation of the government 

role because it identifies what incentives best shaped the behavior that public manager 

wanted to shape.  

However, as Gary Miller (1992) points out in Managerial Dilemmas, even when 

the incentive conditions for cooperation are fulfilled, cooperation is not a unique, 

determinate outcome of long-term social interaction. Even in the situations of repeated 

games, substantial mutual cooperation is not inevitable, the results of interactions vary 

from cooperative to noncooperative games.  

Bianco and Bates (1990) argue that there is still a multiplicity of subgame perfect 

equilibria in the PD game; full cooperation is but only one of them. According to them, 

the problem of securing cooperation is not the one of creating incentives for players to 

cooperate when others are not doing so. Rather, the problem of securing cooperation is 

one of getting to cooperation in the first place. Although the nice and retaliatory 

reciprocity appears to be the best strategy for players capable of maintaining 

cooperation, cooperative strategy is not evolutionary stable (Bendor and Swistak, 

1997). The folk theorem proves that, in any repeated PD game, there are an infinite 

numbers of outcomes that are sustainable as long-run equilibrium by rational, self-

interested actors (Miller, 1992). In this context, Miller emphasizes the importance of 

managerial leadership on creating incentive structure and reputations for effective 

monitoring.  

When workers are to grant authority to a firm, they must believe that it will be 

used fairly. The source of this faith is the reputation. The way an organization adapts to 

an unforeseen contingency can add to or detract from that reputation with 

consequences for the amount of faith future employees will have. Kreps (1990) notes 

that this reputation mechanism would work as long as an actor’s opportunities in future 

rounds ties to the behaviors in earlier rounds. When the superior party has a reputation 

to protect or enhance, the workers can count on the superior party to live up to an 

implicit contract in his or her own interests. The reputation provides information about 

how firms or individuals act when they face with unforeseen contingencies. It is 

explained by the focal point, derived from Schelling (1960). The focal point is some 
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principles or rules in which individuals use naturally to select a mode of behavior in a 

situation with many possible equilibrium behaviors.  

Kreps (1990) identifies corporate culture with the principle and with the means 

by which the principle is communicated. According to Kreps, efficiency can be 

increased by monitoring adherence to the principle (culture). Violation of the culture 

generates direct negative externalities insofar as it weakens the organization’s overall 

reputation. Miller (1992) demonstrates a good deal of sympathy to Kreps on focal 

points as social conventions that allow groups to focus on the one possible equilibrium 

instead of another. It provides useful information on how things are done and how they 

are meant to be done. In convention-governed coordination games, everyone has to 

anticipate the behavior of everyone else, and the effect of one’s own behavior on the 

expectations of others. Thus a “cooperate” corporate culture is one in which each 

player expects all others to cooperate and to enforce the norm of cooperation. 

However, Miller indicates that individuals in corporate culture constrained by social 

norms still have important choices to make.  

When cooperation and teamwork are appropriate and they are to be reciprocated 

and rewarded in the long run, managerial role is important to induce norms of 

cooperation and trust among employees who will realize more gains from cooperation. 

In this sense cooperation is a maintainable outcome if the game is going to last for a 

long period. Transaction cost theory is limited to explain the role of experienced public 

manager for solving the coordination problems and identifying a focal equilibrium, 

because transaction cost theory assumes the environment for the contract is 

exogenously given to each transaction. 

 

Contracting Accountability  

Transaction cost theory of contracting predicts greater net benefits from 

contracting with external providers when accountability is secured. It is a costly 

transaction for local governments if they lose the ability to manage the service delivery 

process and the qualities of services that are consistent with public preferences. Even 

after local government contracts with third parties for service production, government 

retains responsibility for funding, financial control, research and development design, 
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implementation and evaluation of service provision. In this context, many public 

administration and public management scholars have concerns about the growing 

phenomena of hollow state, leaving governments as role nothing more than a 

coordinator of subcontractors. Milward, Provan and Else (1993) describe a key feature 

of these phenomena as follows.  

 

All control over who got what services, what clients were served and 
exactly how taxpayers’ dollars were spent rested in the hands of an agency 
that was not directly responsive or responsible to public authority. This is the 
essence of the hollow state (p. 314). 

 

From the study of mental health system, Milward et. al(1993). explore the 

problem of  “hollowed” state, which loses the control on how the funds are spent or to 

count for whether the funds are used effectively. They define the hollowness as the 

degree to which government agencies are separated from their output. This degree of 

hollowness is closely associated with transaction cost risks of characteristics of service 

output, sectors contract with, and market competitiveness. While transaction cost 

theory explains why decisions are vulnerable when transaction risk factors are high, its 

insights do not provide specific information on managing those problems of 

government contracting structure. The flip side of the hollowness is that it can be 

controlled by the government management efforts for the accountable government and 

contractor relationship. This is an administrative challenge for local government to 

capture the financial benefits from contracting out without losing accountability. 

Challenges to the contracting accountability can mitigate the efficiency gains of 

contracting out services and effective management.   

A gap between transaction cost theory and reality has been well complemented 

by public management literatures. They argue, regardless of the scope and complexity 

of service, government purchasers of goods and services must be prepared to the 

appropriate level of implementation and monitoring management infrastructure (Kettl, 

1993, Milward, Provan and Else, 1993, Brown and Brudney, 1998, Romzek and 

Johnston, 2002, Brown and Potoski, 2003a). Because both parties in contracting have 

incomplete information for future transactions, it is impossible to get perfectly 

specified contract for the future situations.  
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Romzek and Johnston (2002) address that management capacity factors can have 

a positive impact on effectiveness of contracting out. While their research proposes 

several detailed hypotheses on effective contract implementation and management 

effectiveness, I identify and focus on three managerial factors that appear to influence 

the contract management as a whole¸ not just the decisions of contracting out.13 First, 

governmental financial resources are critical to successful contract management. 

Financially capable government can devote resources to build contract infrastructure 

through training and employing experts. Contract reimbursement is significantly 

influenced by local government’s financial resources. Second, they suggest 

performance measurement capacity is important because accurate measurement 

facilitates evaluation of cost savings from external agency performance and their 

effectiveness. The third management factor they advise is the importance of the 

adequate staff capacity for responsible assessing, monitoring, implementing, and 

controlling the allocation of funds to provider agencies.    

Those public management functions of contracting are remarkable for ensuring 

quality contractor performance and management of contract implementation and 

accountability. Brown and Potoski (2003a) also identify three components of contract 

management capacity as feasibility assessment capacity, implementation capacity and 

evaluation capacity which correspond well with Romzek and Johnston’s managerial 

prescriptions.  

In addition to government accountability to contracting management, well-

written contracts that specific performance measurement is necessary to minimize 

miscommunication between the purchaser government and service provider agencies. 

Poor contract performance can result from insufficient definition of all parties’ role and 

responsibilities. However the well-specified contract document and measurement of 

performance is not easily achievable in particularly high transaction risks service 

contracting situations (DeHoog, 1984, 1990, Milward 1996). These efforts to protect 

                                                 
13  Romzek and Johnston (2002) propose seven management effectiveness hypotheses based on the 
experience of the state with the HCBS (Medicaid home and community based service) for elderly.  1. 
Healthy levels of provider competition, 2. Resource adequacy, 3. In-depth planning for contractor 
performance measurement. 4. Intensive training for state contract management staff. 5. Evaluation of 
contractor staff capacity. 7. Evaluation of contractor financial management capacity. 8. Theoretical 
integrity of the rationale for the contracting reform.  
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contractor accountability are a significantly challenge in the area of human and social 

service. Behn and Kant (1999) observe some of public service contracting 

performances are difficult to measure when the tasks are complex and quality and 

efficiency are hard to define. Some programs have multiple goals or long-term goals-

such as community health program or rehabilitation center for mentally ills etc. Also, 

the absence of market conditions raises the skepticism on the desirable impact of 

contracting. For those difficulties, scholars have addressed the demands of 

accountability of nonprofit contracting for service responsibility (Kettl, 1993, Smith 

and Lipsky, 1993, Kearns, 1994, 1996, Johnston and Romzek, 1999).   

 

Nonprofit accountability  

Contracting with nonprofit organizations might be an attractive option for local 

governments because they have expected to reduce service costs as well as provide 

greater flexibility in programming, and greater responsiveness to the clients’ needs. 

Although local governments contract with nonprofit providers for many reasons, 

nonprofit contracting out has important implications for accountability. As it 

mentioned, detailed contract and government oversights are not sufficient to ensure the 

multiple, diverse and complicated social and human service accountability.  

Transaction cost theory of the contracting finds the basic problems of 

accountability emerge from the self-interested behavior of outside providers and the 

information asymmetries between local government agency and vendors. While all 

problems of self-interest seeking behavior are not perfectly eliminated by employing 

nonprofit organizations, the nature of funding process and character of volunteerism 

create special conditions for contracting out. At first glance, nonprofit organization 

comes with small board of directors who do not expect to benefit financially and are 

barred from doing so. This is a key feature of nonprofit organization’s, “non-

distribution of profit,” Salamon(1992) offered.14  With this non-distributional financial 

structure, nonprofit organizations hold multiple sources of expectations which derive 

                                                 
14 Lester  M. Salamon (1992) has key features of nonprofit organization that he considers the hallmark of 
the United States nonprofit sector, 1) private, which means they are independent of government, 2) self-
governing, 3) nondistribution of profit 4) voluntary and 5) for the public benefit.  
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from multiple representations of governing board of directors as well as diverse 

funding sources (Kearns, 1994).  

The governing structures of nonprofit organizations imply the board members 

embody and represent community interests (Smith and Lipsky, 1993, Ferris, 1998). 

Community legitimacy is one of the important reasons for local government to contract 

with nonprofit organizations, because in many situations of social problems, they 

assume nonprofit organizations are embracing ideological and community values. 

Consequently the tensions between governmental and community standards of service 

and care are mitigated. Public good theory of nonprofit organizations (Weisbrod, 1988, 

1997) elaborates the role of nonprofit service production for responding to community 

specific service demands that cannot be satisfied with government service. Nonprofit 

contracting options are preferred when the service demands are heterogeneous and 

make possible greater community satisfaction.   

Smith and Lipsky (1993) note that a key feature of nonprofit contracting is the 

professionalized capacity and specialized community knowledge for tailoring programs 

to local conditions. If there are insufficient demands for building a new agency, it is                                                                                                                                                                                                                              

difficult to create new programs with government employees. When local governments 

recognize emergent social problems, nonprofit contracting will permit governments to 

acquire special expertise and talents for which there is flexibility of program change or 

cutback its budgets. While private providers for the social activities for which there is 

already a demand may not exist in large number, every city may have traditional 

charitable or religious organizations already provide services governments seek. 

Professional accountability in contracting with nonprofits may be present when a few 

agencies are already running specialized programs.  

Facilitation of professionalism in nonprofit contracting requires “little scrutiny on 

a daily basis…. leaving nonprofit experts to decide how best to accomplish the 

intended results (Romzek and Johnston, 1999. p. 388). ” The logic of professional 

accountability is to give more discretion to the professional workers in which long-

term trust between government and nonprofit vendors developed. Smith and Lipsky 

(1993) indicate that regulations and contracting standards create inappropriate 

accountability relationships which will emphasize the observation of what the vendors 
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do not and what they produce. Those efforts of regulation for ensuring financial 

accountability may dilute the very features of flexibility, professionalism, and 

discretion accountabilities of nonprofit contracting which attract local government to 

contract with them.  

 

Summary  

Not only does managerial effort matter but it matters in ways that frequently 

escape from theories of contracting out. Theories of transaction cost have proven to be 

valuable to predict the decision to contract out and the choice of contracting partner. 

They also help us explain why government regulation and oversight is desired in high 

transaction cost situations. However, effective management in any setting is difficult, 

even in the low transaction cost conditions for contracting out (Kettl, 1996). This 

section introduces public management theories that explore the importance of 

managerial roles, management capacity for retaining government accountability and 

special conditions of nonprofit contracting. Management challenges for public service 

contracting might be reduced by nonprofit service delivery, because nonprofit 

organizations present perceived flexibility, lowering costs and community-focused 

professionalism. However, the efforts to be more accountable service delivery to the 

public through government regulation and oversight may bring increased attention on 

administration of nonprofit organization resulting in financial losses and loss of 

flexibility and autonomy for nonprofit organizations.        

 

3. Institutional choice theory on local government contracting out 

The study of local government contracting has focused exclusively on what 

Elinor Ostrom (1990) describes as the operational level of analysis which emphasizes 

the structure of organizations, sector characteristics, and municipal rules on contracting. 

The judgment about the importance of municipal institutional arrangement has been 

derived from limited conceptualization of the relationship between hierarchical 

structure of institutions and its policy decision and performances. However institutional 

theorists argue that it is important to identify and analyze the presence of some rules 

that govern choice of other rules. Institution theorists assert the expected cost savings 
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to a local government from contracting out depend on complex interactions between 

various levels of rules and characteristics of the community. Therefore, the extent to 

which local government is willing to consider the tradeoff of cost savings and loss of 

control is highly influenced by state institutions, local policy, and local institutional 

arrangement itself. However this study does not assume the institution per se have a 

direct and linear impact on policy performance and outcome. Rather institutions affect 

policy performance indirectly by altering fundamental relationships between conditions 

of policy performance and other independent variables (Stein, 1990). 

Scholars of new institutionalism in economics identify hierarchies of institutions 

and resulting levels of actions (Brennen and Buchanan, 1980, Ostrom, 1990, 1999, 

O’Toole 1993, McCabe and Feiock, 2001). The hierarchical perspective in studies of 

intergovernmental relations has focused on the way state government imposes and 

implements rules on local governments. Brennen and Buchanan (1980) and Ostrom 

(1990)’s hierarchical classification of institution is used in this study as an analytic 

tool. Constitutional level rules establish the overall rules of game and lay out a basic 

system of governance. Substantive rules (or Collective rules– by Ostrom, 1990) deal 

with a specific policy area. Operational rules guide specific decisions and concerns 

allocating and managing resources.  

Operational level rules are the appropriators behavior of concerning “when, 

where, and how to withdraw resource unit, who should monitor the action of others and 

how, what information must be exchanged or withheld and what rewards or sanctions 

will be assigned to different combinations of actions and outcomes (Ostrom, 1990, p. 

52).” Collective choice rules indirectly affect the choice of operational level rules and 

its management. Constitutional level rules affect operational activities by determining 

who is eligible and determining the specific rules to be used in crafting the set of 

substantive choices.15    

As elaborated by Ostrom (1990), this hierarchy of institutions is “nested” rules 

which impose constraints on lower level of government policy choice. All rules are 

                                                 
15 As Elinor Ostrom (1990) clarified “institutions can be defined as the sets of working rules that are 

used to determine who is eligible to make decisions in some areas, what actions are allowed or 
constrained, what aggregation rules will be used, what procedures must be followed (p.51).” 
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nested in another set of rules that define how the first set of rules can be changed. The 

rules affecting operational choice are made within a set of substantive -choice rules that 

are themselves made within a set of constitutional-choice rules.  Local contracting 

decisions and their policy outcomes are influenced not only by the local substantive 

rules, but also by the opportunities and constraints created by state level rules. 

Constitutional level rules impose a framework and boundaries of legitimate action and 

procedures for formulating substantive and operational rules   In addition, each level of 

rules is not easily changed and the changes in any level of rules increase the 

uncertainties that appropriators will face. On the other hand, rules provide stability of 

future behavior expectations on both sides of parties (Brennen and Buchanan, 1980; 

Ostrom, 1990, 1999). 

 

 

Constitutional institutions on local contracting out 

State and local relations are more likely to be hierarchical than federal and state 

relations. Under Dillon’s rule, states are allowed to create, modify or extinguish local 

governments (Burns and Gamm, 1997, Ross and Levine, 2001). State government rules 

exercise authority to provide incentives for cities to adopt alternative mode of service 

production to seek financial relief from the state government constraints or state rules 

are used as penalties to mitigate information asymmetries of policy action problems. 

State governments have indirectly influenced on the choice of policy adoption and its 

implementation of sub-state governments (Stein 1990).  

There are several prominent states’ constitutional authorities over municipal 

alternative strategies with which to provide incentives and constraints to adopt choice 

of service production strategies. One of the important constitutional rules on the choice 

of municipalities’ service mode is ‘tax and expenditure limitation laws (TELS)’ which 

aim at limiting the growth in expenditures and/or taxes of municipalities. TELS 

constrain distribution of resources and formation and implementation of local 

government service provision and production.  Strong constraints may make it 

necessary for local government to spend their resources more wisely.  TELS work as a 

formal and explicit constraint, because noncompliance of budget rules would entail 
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financial penalties. However the impacts of constitutional constrains are not 

theoretically and empirically clear. As Stein (1990) has found, there are a multitude of 

state laws providing municipalities with alternative strategies. Also compliances of 

municipalities are not uniform. Existence of  TELS would constrain the choice of 

production or would encourage municipalities to find the alternative way to arrange 

their service delivery to save cost.   

 

Proposition 8: The communities under the Tax and Expenditure Limitation laws 

(TELS) are more likely to contract out and more likely to achieve lower service 

expenditures from contracted services.  

 

Collective institutions on local contracting out 

According to Lineberry and Fowler’s (1967) seminal inquiry into urban political 

institutions, institutional variation results in significantly different policies. Political 

and organizational structures provide opportunities, incentives, and constraints on the 

behaviors of actors operating within different governance structures. Following their 

theory, scholars have systematically explored the effects of institutional arrangements 

and reinventing local government. Urban political institutions, especially forms of 

government, shape political leadership and the ability of officials to deal effectively 

with external service providers (Feiock and Kim, 2001, Clingermayor and Feiock, 

2001). However the impacts of various forms of government on municipal 

expenditures and revenues are far from clear and it remains an issue of intense 

empirical debate (Ruhil, 2003).  

Urban scholars often assume that reformed local government with full time city 

managers are more receptive to innovative administrative techniques, including service 

contracts than the municipalities with a mayor council form of government (Stein, 

1990, Clingermayer and Feiock, 2001).  Under the council-manager form, power is 

concentrated in the elected council, which hires a professional administrator to 

implement its policies. The professionalism of city managers can lead an appointed 

local government administrator to pursue a policy that maximizes efficiency in the 

production and delivery of public goods and services. Because, this appointed official 
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serves at the pleasure of the council, their tenure and career is insulated from political 

“symbolic” politics. This means that the policies that city managers adopt need not be 

particularly popular.  

Although, constituencies resist higher taxes from inefficient direct service 

delivery, citizens may perceive that government has a higher commitment to the 

service if it produces it in-house (Ferris and Graddy, 1988). Also local officials may 

not know the true costs of service provision. Consequently, elected mayors may not be 

willing to take political risk of politicization of fiscal issues when the benefits may not 

be long-term rather than short-term and may present little opportunity for credit 

claiming.   

The positive impact of professional manager of local government on contracting 

out decision has been widely acknowledged (Stein, 1990, Feiock and Clingermayor, 

1997, Ruhil, Schneider, Teske, and Ji, 1999, Brown and Potoski, 2003a, Joassart-

Marcelli and Musso, 2005). Yet, it does not adequately explain city manager’s 

incentive to save costs on service provision. The professional manager in reformed 

governments provides different sets of incentives for consideration of cost savings 

compared to incentives of elected mayor. City managers have incentives to increase 

service quality with innovative administrative techniques including contracting out 

however it does not necessary mean that they try to cut the service costs of service 

provision. Unlike the politically engaged mayor, professional managers do not claim 

the political reward from cost savings from contracting out.  

 

 Proposition 9: Cities with council manager form of government are more likely to 

contract out and more likely to achieve lower service expenditures from 

contracted services.  

 

Summary  

As indicated earlier, local government contracting decision and its expected 

service cost savings are affected by the incentive designs of multiple layers of 

institutional arrangement. The operational level rules or institutions refer to the 

contracting policy decision space where individuals interact and exchange goods and 
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services. However, the contracting out decisions and impacts of those decisions do not 

stop at this operational level rules and take into the motivational and cognitive structure 

of actors in given situations. Analysis on contracting can proceed to the collective level 

rules used by participants to order their relationships. The form of government confines 

the attributes of states of local government decisions on contracting out and it also acts 

upon in contracting management for cost efficiency. The structure of the more general 

state government institutions on local government affects the values of other rules and 

factors characterizing local contracting out.  

 

 

4. Control Variables 

The empirical analysis includes several control variables in addition to 

transaction cost measures. In order to compare the costs of inhouse, other government, 

private and nonprofit production, it is required to control for a broad range of variables 

that affect service costs, such as the population size, income level, metro status and 

political party orientation. To begin, it is expected that the relationship between service 

spending levels and population size may be related because population is representing 

the resource and scale of economy of municipalities. On the one hand, larger cities may 

have greater scope for contracting out due to the wider range of services provided and 

the more heterogeneous nature of citizen demands. On the other hand, population size, 

as an indicator of economies of scale may diminish the contracting out incentives 

because these big municipalities are already very equipped to provide their own 

government services.  

Service spending will vary with income level of municipalities. Local 

government with high income level would be more likely to spend more on their 

service provision. The impact of political party orientation is purely ideological. Given 

that the preference on small government of Republican party, the more conservative 

electorates are more likely to support non-direct production of public service and can 

result in lowering service spending on public service provision (Greene, 2002).  
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CHAPTER  IV 

 
RESEARCH DESIGN AND METHOD 

 
 
 

This study examines contracting out decisions, sector choices and the fiscal 

implication of contracting out decisions for the local government services. The primary 

analysis focuses on this investigation is the fiscal impact of contract out utilizing both a 

large crossectional data set from a national census survey of local governments and two 

more specialized surveys conducted by the International City and County Management 

Association (ICMA). These data are supplemented with a more intensive analysis of 

nonprofit organizations in twelve metro areas that brings to bear a wider array of 

information on types of nonprofit organization which contract with local government.    

 

1. Comparative Analysis of Service Provision Costs 

 Data 

The comparative analysis of service provision costs proceeds in two stages with 

Local Government Directory Survey in 2002 Census of Government Data and panel 

data of Profile of Alternative Service Delivery Approaches conducted in 1997 and 

2002 by the International City and County Management Association (ICMA). These 

two sets of data of local government choice of sector are combined with service 

expenditure data from the Census of Government Finances.  

For the first stage of analysis, the data are constructed from Local Government 

Directory Survey in 2002 Census of Government Data which is taken at five year 

intervals. The 2002 Local Government Directory Survey covered all county, municipal, 

town or township, school district, and special district governments that met the Census 

Bureau criteria for independent governments. The final response rate was 73.9 percent 

(N=28,784). For the purpose of local government contract research, this research only 
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uses municipalities which are also matched with 2002 demographic census data (U.S. 

Census Bureau).  

Local Government Directory Survey has the section of  questions with title of 

“Public Services Provided or Contracted,” in which respondents of each local 

government were asked to check whether they provided certain service or not, and 

asked to identify their choices of sectors for production of service.16 Local Government 

Directory Survey does not specify nonprofit production choice as one option for the 

government service provider. It only asks: 1) Directly Provides Service (inhouse 

production), 2) Contracts Privately for Service and 3) Contracts with another 

Government for Service. It is assumed that the question of “Contracts Privately for 

Service,” covers both private and nonprofit production choices.  

In order to examine how the service attributes affect expenditures on each service 

area, I examine six service areas in the Local Government Directory Survey in the 

2002 Census of Governments.  Those six services exhibit variation in producer choices 

and differ in terms of service characteristics that affect the ability of governments to 

measure and monitor performance: 1) electric utilities, 2) fire protection, 3) police, 4) 

parks and recreation, 5) libraries, 6) public health services.17 In particular, parks and 

library services are human and cultural services which are expected to raise the quality 

of life of community generally. Public health services have a redistributive focus. 

Unlike the electric utility service, human and health services have quality attributes that 

are often difficult to define and measure. Chapter II presented descriptive information 

on these six services.  

However Local Government Directory Survey data are not designed to explore 

the more diverse mode of contracting out and do not permit to analyze the differences 

                                                 
16 Local Government Directory Survey has nineteen service areas for their provision and production 
survey section: Airport, Ambulances, Cemeteries, Corrections, Electric utility, Fire protection, Gas 
utility, Health (other than hospitals), Hospitals, Housing and community development, Law 
enforcement, Library, Nursing homes, Park and recreation, Public Transit, Sewerage, Solid waste, Roads 
and streets and Water utility.  
17 The choice of services for the analyses is mainly guided by policy typology theories which allow us to 
describe the impact of service specific characteristics on contracting out decision and their impact of cost 
savings. Also they are selected with the service expenditure data availability. These six services have the 
exact service expenditure item on local government finance data (U.S. Census Bureau). Many local 
government service expenditures are aggregated under one general category and difficult to separate 
them out to the specific service expenditure items of local services.  
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between profit seeking firms and nonprofit service suppliers. I have one theoretical 

issue and one technical issue which cannot be satisfied with the use of Local 

Government Directory Survey data. In spite of important theoretical implications about 

the nonprofit accountability on human and health services, I cannot differentiate the 

choice of private and nonprofit productions with Census of Government Data. For this 

reason I test the transaction cost propositions with the International City/County 

Management Association local government service delivery survey. The ICMA service 

delivery survey provides more realistic set of choices of sectors for local government 

contracting out. For the purpose of the empirical test of nonprofit contracting theories, 

the analyses of service expenditure with ICMA are presented. The analyses are 

confined to those services falling into the soft services which are expected to find more 

nonprofit service contracts; parks, libraries and public health services.  

The other issue is the technical limitation on use of one time cross-sectional data 

with Local Government Directory Survey data. This cross-sectional Census of 

Government data might introduce a potential for model misspecification because the 

impacts of contracting out can not capture the dynamic choice of supplier but just the 

current status of service expenditure.  Historical impacts are not controlled with a one 

time survey like the Census of Government data set (Boyne, 1998, Joassart-Marcelli 

and Musso, 2005).  

The empirical analysis is designed to respond to these theoretical and empirical 

concerns by employing the longitudinal data of ICMA service delivery survey.  The 

ICMA service delivery data enable a more valid model because ICMA survey itself 

provides important institution and management variables that are difficult to measure 

for respondents to the Census of Governments survey. For the second stage of analysis, 

this research pairs responses from the 1997 and 2002 surveys to create a longitudinal 

data set with 391 cities. The changes of survey designs and structures in 1988 and 1992 

do not allow their inclusion in this analysis. I create pooled cross-sectional and time 

series data with 391 cases for each year with two time periods, for a total of 782 

observations. All dollar values including per capita expenditure of each of three 

services are adjusted using consumer price index. Base year is 2002.  
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It has been regarded ICMA survey is possibly strongest national sample studies 

across multiple services which cover 64 local government services and six alternative 

service delivery options.18  The ICMA service delivery survey asks to city officials 

questions regarding whether or not particular services are provided by the local 

government and if so how these services are delivered.19  The number of responding 

municipalities are 1586 local governments in 1997 and 1283 local governments in 

2002 and the response rate of the 1997 survey is 32.0% and 23.9% for the 2002 survey. 

Responding local governments are generally representative of the population from 

which they were drawn with regard to population, geographic location and 

metropolitan status.20 Analysis is conducted with pooled data set with units of analysis 

of service/city. The measure of dependent variable is based on per capita expenditure 

of three services in the ICMA survey: parks, libraries and public health services.   

Finally analyses of service modes supplement the cost saving analyses of six 

services with Local Government Directory Survey. The contract out decision includes 

all non-direct production choices: other government and private productions.  While it 

is not the main research concern I seek to answer, contract out decision model will give 

the important theoretical results for understanding cost savings from contracting out.  

The research units of analyses for the first and second analyses are service/city. 

The first stage of analysis is conducted with all six services and second stage analyzes 

three from six services: park, library and public health, service areas in which 

nonprofits are expected to be active.  

 

Dependent Variables  

Local government service costs are measured as per capita service expenditure of 

each of service area drawn from the Census of Government for 1997 and 2002 (City 

Finance Data of U.S. Bureau of Census) for the first and second stages of comparative 

analysis of service provision costs analyses. The first stage focuses only on 

                                                 
18 Most of national level local contracting out researches utilizes ICMA survey data. Representative 
studies are Ferris and Graddy, 1986, 1988, 1991, Brown and Potoski, 2003 a ,b, c, Stein, 1990, 1993, 
Greene, 1996, Feiock and Clingermayor, 1997.  
19 The ICMA survey asked respondents the service mode when they provided each service as; 1. your 
employees entirely, 2. your employees in part, 3. another government in authority, 4. private in profit, 5. 
private non-profit, 6. franchise /concessions, 7. subsidies, 8. volunteers.  
20 ICMA surveyed all counties with more than 25,000 population and cities over 10,000 population.  
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municipalities which answer they provide each of six services included in the Local 

Government Directory Survey data. This service expenditure analysis automatically 

truncates municipalities which do not provide each of six services. To capture the 

choice of service provision, the second stage of service expenditure analysis is for all 

the municipalities and includes the provision choice dummy variable. Municipalities 

are only observed when they provide the chosen services. Technically this structure of 

dependent variable makes it possible to execute the selection model with the choice of 

provision. This new data set also allows control for the possible sample selection bias 

here in first stage of service expenditure analyses.  

The decision to contract out is operationalized as a dummy variable scored 1, if 

the local government in Local Government Directory Survey in 2002 had reported the 

service was contracted out and 0 if not.21 

 

Table 4 

Dependent variable measurements 

Dependent Variables 

 Measure Source  

PERCAP EXP 
Log of per capita expenditure measure of each service 

area  

U. S. Bureau of the Census, 1997, 

2002.  

PROVISION 
1: The local government which provides a service  

0: Otherwise 

 

U. S. Bureau of the Census, 1997, 

2002.  

CONTOUT 
1: The local government service which is provided by 

external providers 

0: Otherwise 

U. S. Bureau of the Census, 2002.  

 

 

Measures of Independent Variables 

Transaction cost factors 

The first key independent variables which measure the transaction cost are the 

choices of production sector. For the first stage of analysis of the six services, the 

choices of sector are limited to the direct production (INHOUSE), private organizations 

                                                 
21 Technically the municipalities answered that they provide the service should specify their choice of 
production mode though, there are some cities do not identify their mode of production and this research 
controls these from the analysis.  
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(PRIVATE) and other governments (OHTERGOV). In this stage of analysis the ICMA 

surveys allow us decompose private production into for profit and nonprofit production 

modes (NONPROFIT). Following transaction cost theory, the service characteristics play 

important roles in cost savings from contracting out and their choice of sectors.  

To assess the impact of market competition on cost savings from contracting out, 

this study measures the local market strength in the specific service areas for providing 

certain services. For instance, nonprofit market strength of public health is measured 

by the per capita program service revenue of health related nonprofit service providers 

in community. The market of potential contractors encompasses other governments, 

private firms and nonprofit organizations that operate in each particular service area 

(Stein, 1990). The availability of other governments is measured as a total number of 

municipalities, special districts and towns in each county (NOGOV). The potential 

private market for service delivery is measured as the total number of private 

establishments in each service area at the county level as reported in the data of County 

Business Patterns (CBP) (NOPRV). CBP is an annual series that provides sub-national 

economic data by industry which covers most of the country's economic activity.22  

The hypothesized effect of the availability of alternative contractors is negative.   

The availability of nonprofit provider competition is measured by the program 

service revenues of nonprofit organizations within each service area (NPOREV).23 More 

nonprofit organizations in community may result in greater competition among 

nonprofit service providers. Increased competition is expected to lower the costs of 

service delivery. The hypothesized effect of NPOREV on service expenditures is 

expected to be negative.  

I also examine the heterogeneity of municipality’s residents in terms of race. 

Racial homogeneity is measured as the percent of the population that is non-Hispanic 

white (WHITE).  Socio-economic heterogeneity of municipal populations is measured in 

two ways: 1) the percentage of the population for whom poverty status is determined 

                                                 
22  The categories of CBP can be identified with ICMA survey. Ex) Public Health Program- CBP 62 
Health care and social assistance, Parks- CBP 71219 National parks and other similar institutions, 
Libraries- CBP 51412 Libraries and archives.    
23 Bickers (1998) found the potential strength of nonprofit organization as service providers is not the 
raw number of the organizations in the municipality, it is more likely to be measured as the amount of 
resources that they have for carrying out services.  
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(POVERTY) 2) the income difference between average income and median income 

(INCOMEDIFF).  More nonprofit contracting is expected when a municipality has 

greater racial and socio-economic heterogeneity. Greater cost savings from contracting 

out are expected in a community with more homogenous characteristics because of 

lower information costs. The expected effects of WHITE, POVERTY and INCOMEDIFF 

are anticipated to be positive on decisions to contracting out and be negative with 

service expenditures.   

The empirical model includes three fiscal measures, including tax per capita 

(TAXPOP), per capita debt outstanding (DEBT), and per capita intergovernmental 

revenue (IGREV). High tax rate can represent a fiscal burden to citizen. High tax rates 

and debt are sometimes used as indicators of fiscal stress in local government (Greene, 

1996, Stein, 1990). Stein argues “cities have strong fiscal and political incentives to 

reduce, or at least maintain individual tax burdens through the use of non-direct modes 

of service arrangement (1990, p. 83).” Tax burden and municipal debt also reflect the 

pressures for intergovernmental competition for attracting high income residents.  

Financial dependency on the intergovernmental revenue is measured as average 

per capita intergovernmental revenue (INTERLOCAL).24  A greater portion of 

intergovernmental aid will decrease the incentive to save costs for service delivery 

because local governments are not able to turn the savings to the other programs. The 

effect of INTERLOCAL is hypothesized to be negative for contracting out decision and 

positive for service expenditures.   High levels of intergovernmental revenue are 

anticipated to provide more discretion to local government in their service expenditures 

because risks from contracting out will be absorbed without any extra tax burden.  

                                                 
24 Intergovernmental revenue comprises grants-in-aid; shared taxes; payments-in-lieu-of-taxes on 

public property exempt from taxation; contingent loans and advances; significant and identifiable 
reimbursements from other governments for performing governmental functions; and any aid from 
federal, state and other local governments representing their share of the costs to finance activities 
administered by the receiving government. (Government Finance and Employment Classification 
Manual. U.S. Census Bureau) 
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Table 5  

Measures of Transaction Cost Variables  

Transaction Costs 

 Measure Source 

PRIVATE 
1: The local government service which 

is provided by profit seeking firm 

0: Otherwise 

U. S. Bureau of the Census, 2002 / 

International City and County 

Management Association (ICMA) 

NONPRFT 
1: The local government service which 

is provided by nonprofit organization 

0: Otherwise 

International City and County 

Management Association (ICMA) 1997, 

2002 

Asset 

Specificity / 

Choice of 

Sectors 

 

OTHERGOV 

 

1: The local government service which 

is provided by other government unit 

0: Otherwise 

U. S. Bureau of the Census, 2002 / 

International City and County 

Management Association (ICMA) 

 

NOGOV 

 

Number of local governments in county 

(number of municipality+ number of 

special district+ number of town) 

U. S. Bureau of the Census, 1997, 2002 

 

NOPRV 

 

Total number of private establishments 

of each of service category of chosen 

six services at county level  

County Business Pattern,  

U. S. Bureau of the Census, 1997,  

2002 

Market 

Attributes 

NPOREV 
Log of program service revenue of  

each of service category of chosen six 

services at county level (NTEE) 

National Center for Charitable Statistics 

(NCCS) core file 

WHITE 
The percentage of the municipality’s 

population that is  white  

U. S. Bureau of the Census, 1997, 2002 

POVERTY  
The percentage of the population for 

whom poverty status is determined 

U. S. Bureau of the Census, 1997, 2002 

Information 

Cost / 

Community 

Heterogeneity 

INCOMEDIFF 
Log of the difference between average 

income and median household income 

U. S. Bureau of the Census, 1997, 2002 

TAXPOP Log of per capita total tax  
U. S. Bureau of the Census, 1997, 2002 

DEBT Log of per capita debt outstanding  
U. S. Bureau of the Census, 1997, 2002 

Fiscal 

Pressures 

IGREV Log of per capita total intergovernmental 

revenue 

U. S. Bureau of the Census, 1997, 2002 
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Public management factors 

To specify public management factors, Romzek and Johnston (2002)’s 

conceptualization of contract management capacity factors is relied upon. Financial 

resources of local government are measured in two ways: First, financial health is 

measured as the ratio of general revenue from own sources to total revenue 

(FINCHEALTH). Financially healthy governments are expected to be better able to 

absorb the risks of privatization. If the local governments have a large portion of 

revenue from their own sources, they will have greater willingness to design contract 

management infrastructure. The expected effect is negative on government expenditure 

because financially strong local governments will be able to increase contract 

management infrastructure. Second, I also include the measure of local government 

financial ability and its willingness to raise revenues as a per capita measure of local 

government taxes (TAXPOP).  Higher per capita taxes (TAXPOP) suggest greater 

constituency resistance to government spending, and thus greater awareness of the need 

for reduced costs (Ferris and Graddy, 1988). Thus TAXPOP is employed as control 

variable in the censored expenditure model. However any long-term savings from 

contracting can be realized only if local governments choose to reallocate the savings 

from service contracting to lower taxes.  Stein (1990) found fiscal pressures provide an 

incentive to employ external providers. The theoretical impact of TXPOP is not clear 

for the service expenditure models.   

To assess the performance management capacity of local government, we include 

a dummy variable, scored 1 if the government reported in the ICMA survey that it had 

used specified technique to systematically evaluate its external service delivery, 

otherwise 0. It is expected the accurate evaluation capacity facilitates the provider 

performance and achieves cost savings (EVALUATE). The hypothesized effect of 

EVALUATE is negative on service expenditure.      
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Table 6   

Measures of Public Management Variables 

Public Management 

FINCHEALTH 

The percentage of general revenue from 

own sources from total revenue (1997) 

 

U. S. Bureau of the Census, 1997, 2002 

TAXPOP Log of per capita total tax U. S. Bureau of the Census, 1997, 2002 

EVALUATION 

1: The local government which uses 

evaluation technique to evaluate service 

delivery by external providers. 

0: Otherwise 

International City and County 

Management Association (ICMA) 1997, 

2002 

 

 

Institutional factors 

Institutional factors also affect local government’s choice of contracting out and 

its efficiency gains. To test institutional hypotheses, this study includes two 

constitutional level rules, TELS, and form of government, MANAGER as collective rule. 

First I identify whether municipalities operate under state imposed the property tax 

limits (TELS). As a state level rules on local government finance, TELS may constraint 

municipalities’ discretion to increase tax base. Thus a municipality under TELS will 

have more incentive to make contract out choice for reducing service expenditure. The 

expected impact on contracting out decision is positive and negative on service 

expenditure.  

Also the council-manager form of government is included as an institutional 

arrangement (MANAGER).  This is derived from ICMA surveys in various years (Feiock 

and Jang 2003). Local governments with professional leadership, that is those with 

council manager form of government, will be more likely to consider cost savings from 

contract out. In this context, the hypothesized effect of MANAGER is positive for both 

contracting out decision and negative on service expenditure, though it is still 

theoretically and empirically unclear to the service expenditure measure.  
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Table 7 

Measures of Institution Variables  

Institutions 

 TELS 
1: the municipality operates under city 

property tax limits 

0: otherwise 

“Tax and Expenditure Limits on Local 

Governments,” Advisory Commission on 

Intergovernmental Relations, 1995.  

MANAGER 
1: the municipality operates under 

manager-council government form 

0: otherwise 

International City and County 

Management Association (ICMA) 1997, 

2002 & International City and County 

Management Association (ICMA) form of 

survey, 2001 

 

 

Control variables  

The economic position of a local government is measured in three ways. First, it 

is operationalized as median household income level (INCOME). Second, to control 

metropolitan status, I include a dummy variable, scored 1 if the government is located 

within a metropolitan statistical area, else 0 (MSA). Also population of the city is 

expected to capture both resources and potential economies of scale, is measured by the 

2000 population in thousands (POP).  I use more direct measure of political ideology 

(CONSERVATIVE) as measured by votes for republican presidential candidate out of 

total votes with expectation that more conservative citizens are more likely to support 

non-direct service production and different preferences on the six service provisions.  

 

Table 8 

Measures of Control Variables 

Control Variables 

 Measure Source 

Political 

Impact 

 

CONSERVATIVE 

The percentage of population vote for 

republican presidential candidate out 

of total vote at county level 

U. S. Bureau of the Census, 1997, 

2002 

POP 
Log of municipality population  U. S. Bureau of the Census, 1997, 

2002 Physical 

conditions of 

city  
INCOME Log of Median income in a municipality  

U. S. Bureau of the Census, 1997, 

2002 
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Table 8 continued 

Control Variables 

 Measure Source 

MSA 
1: located within Metropolitan 

Statistical Area 

0: otherwise 

U. S. Bureau of the Census, 1997, 

2002 

URBAN 
The percentage of population located 

within urban area  

U. S. Bureau of the Census, 1997, 

2002 

Physical 

conditions of 

city 

TIMEDUMM2002 1:  If the case is belong to YR 2002 

0: If the case is belong to YR 1997 

International City and County 
Management Association (ICMA) 1997, 
2002 

 

The natural log of the variable is used in the estimation. Dependent variable (PER 

CAP EXP) is the natural log of per capita income to reduce the range of variation among 

municipalities in analyses.25  Since I use the natural log of service expenditure into the 

regression model, I present all of economic and fiscal indicators as natural log of the 

measures: NPOREV, DEBT, INCOME, INCOMEDIFF, POP, IGREV, and TAXPOP.  

 

Model specification  

The theoretical framework depicts local government service production 

expenditures to be a function of the decision to contract out and the production sector 

choice as well as institutional variations and market attributes. In order to examine how 

contracting decisions and sector choices affect local government service expenditure, 

this research builds two analysis stages to analyze some working independent 

variables.   The emphasis on contracting out has led many researchers to study a 

truncated and incomplete measure of service arrangements. Measurement of service 

costs for only those local governments that provide certain services that function may 

mean that the results do not hold for the population. Because the sample data (cities 

that provide the service) are a nonrandom subset of local governments, selection bias is 

                                                 
25 Controlling the local difference on the price of some of inputs of six services in our model, it is most 
ideal to deflate municipality income by the local price index for all price of local goods. However, such a 
specific local goods price index is not available. Thus it is not unreasonable to interpret the coefficient of 
log of the fiscal indicators as elasticity (Bergsrom and Goodman, 1973, Varian, 2002).  
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possible.  OLS regression may produce biased estimates of true population parameters. 

Thus Itest the error term correlation of selection factors and outcome factors with a 

Heckman selection model.  

A Heckman two stage modeling process captures the common structure of 

models of censoring, sample selection, and truncation. When we have a dependent 

variable, y which is completely observed depending upon another variable, zi, we have 

a sample selection problem. So we can model the selection stage (the probability that 

the i th observation is included in the selected sample) and the outcome stage (the 

expected value of yi conditional on having been included in the selected sample) 

(Heckman, 1979, Breen, 1996). Heckman analysis provides us null hypothesis testing 

that “the selection process and the outcome process are independent of each other.” If 

we accept the Null, we can use the regression model. The empirical analysis on cost 

savings will be conducted in two parts.  

 

Regression model with per capita expenditure 

The first stage of analysis investigates the impact of contracting out on per capita 

expenditures for each selected service area with Local Government Directory Survey in 

2002 Census of Government Data. This stage of the empirical analysis applies simple 

OLS regression technique which assumes a linear functional form for the affects of the 

independent variables on per capita expenditures in each service area. In this stage, the 

key variable is a sector they contract with, PRIVATE, or INHOUSE.
26  

 

Selection model 

The second stage of analysis estimates per capita service expenditures on 

services of the municipalities which provide the certain service. The problem in this 

case is that estimates of �(parameters) derived from simply regressing y on x using 

those observation for which contract out will be inconsistent and biased. This is a 

sample selection problem.  The two-stage Heckman selection model allows us to safely 

                                                 
26 2002 Census of government data has three sector choices for service provision: in-house, private, and 
other government production. I only use two choices for avoiding multicollinearity problem.   
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truncate expenditure data of municipalities which do not contract out. The Heckman 

process captures common structure of truncation.  

A dichotomous variable z (=0 or 1) determines whether or not y is observed, y 

being observed only if z=1. Whether yi is observed or not depends upon the value of 

another variable, zi (PROVISION). We began with a Probit model for the probability of  

zi=1, estimated using all observations and yielding coefficient vector ∀:  

 

zi* = w∀ + vi 

(where corr( µ1, vi) =�. � � 0) 

The selection stage essentially involves modeling such a dichotomous 

dependent variable (provision versus nonprovision), where the outcome stage is akin to 

a regression equation in which a continuous y variable (expenditure of local 

government service) is modeled as a function of a set of explanatory variables (Breen, 

1996).  

The outcome stage is to estimate the expected value of  y (expenditure of local 

government service), conditional on zi (PROVISION)=1 and on the vector xi. I run a 

regression model with Inverse Mill’s ratio with local government service expenditures 

as the dependent variable. Service expenditure model has four categories of sector 

choices as inhouse, private, nonprofit and other government production and uses three 

dummy variables of OHTERGOV, PRIVATE, and NONPRFT in the selection model.27  To 

estimate this model, we take the estimate of inverse Mill’s ratioθ(take any value of 

pdf and divided by cdf and get any truncated normal distribution) from Probit 

estimates, then for this subsample, I employ OLS to regress y on ∃ including inverse 

Mill’s ratio θ. And this model is comparing results from the OLS regression and the 

Heckman selection model.28 

                                                 
27 Following the rule that the number of dummies be one less than the number of categories of the 
variable (Gujarati, 1995). 
28 If rho is not zero value, there is a correlation between the error terms of selection equation and 
outcome equation. We can reject the Ho. When we reject the Ho, the results of regression model are 
biased and we should use those from the Heckman selection model. 
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yi* = v∃ +θ+ µ2 

(where yi= yi* if zi=1) 

 

The following independent variables are used for contracting out Probit analysis 

for six services with different set of data. Each data set is truncated with their choice of 

provision decision. Probit analyses use the maximum likelihood technique to fit the 

best coefficients for the predictors.  

 

Table 9 

Contract Out Probit Model with Predicted Coefficient 

Probit  model 

 

Dependent 

Variable 
Independent Variables 

Transaction cost variables 

WHITE(-), POVERTY(+), 

INCOMEDIFF(+), 

NOGOV(+),  PRIVATEFIRM (+) 

FINCHEALTH(+), TAXPOP(+), 

DEBT(+),  IGREV(-) 

Institution variables  TELS(+), MANAGER(+) 

Political variable CONSERVATIVE (+) 

CONTOUT 

Control variables URBAN(+), POP(+/-), INCOME(+) 

 

 

1. Transaction cost  

H1.1: Cities with more white population are less likely to contract out to the 

external service providers.  

H1. 2: Cities with more poverty population are more likely to contract out to the 

external service providers. 

H1. 3: Cities with more income variance are more likely to contract out to the 

external service providers.  

H1.4: Cities surrounded with more adjacent governments are more likely to 

contract out to the external service providers.  
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H1. 5: Cities with more private firms in their community are more likely to 

contract out to the external service providers 

H1. 6: More financially independent cities are more likely contract out to the 

external service providers.  

H1. 7: Cities with high level of tax per capita are more likely to contract out to 

the external service providers 

H1.7: Cities with high level of debt per capita are more likely to contract out to 

the external service providers.  

H1. 8: Cities more depending upon intergovernmental revenue are less likely 

contract out to the external service providers. 

2. Institution  

H2. 1: Cities with tax and expenditure limits are more likely to contract out to the 

external service providers 

H2. 2: Council manager form of city governments are more likely to contract out 

to the external service providers.  

3. Political ideology  

H3.1: Cities with more Republicans are more likely to contract out to the external 

service providers 

4. Control variables 

H4. 1: Cities with high level of urban population are more likely to contract out 

to the external service providers.  

H4. 2: Cities with bigger population size are more likely to contract out to the 

external service providers.  

H4. 3: Cities with high income level are more likely to contract out to the 

external service providers.  

 

Heckman two stage selection model for Parks, Libraries and Public health 

services  

The following independent variables are used for selection provision choice 

model and the impact of each of variables differs in terms of service nature and target 

population. Their expected directions of impact are specified by following hypotheses.  
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Table 10 

Provision Selection Probit Model with Predicted Coefficient 

 

Provision Selection stage model 

 

Dependent 

Variable 
Independent Variables 

Transaction cost variable 

WHITE(+/-), POVERTY(-/+),  

INCOME DIFF(+/-), 

FINHEALTH(+) 

Institution variables  TELS(-), MANAGER(+/-),  

Political variables CONSERVATIVE (+/-)  
PROVISION 

Control variables 

INCOME(+), DEBT(-), 

TAXPOP(+), AGE65 (+/-), 

MSA(+), POP(+) 

 

1. Transaction cost  

H1: Cities with more white population are more likely to provide Park and 

Library services and less likely to provide Public health services.  

H1.2: Cities with more poverty population are less likely to provide Park and 

Library services and more likely to provide Public health services.  

 H1.3: Cities with large income variance are less likely to provide Park and 

Library services and more likely to provide Public health services.  

H1.4: Financially independent cities are more likely to provide Park, Library and 

Public health services.  

2. Institution 

H2. 1: Cities with tax and expenditure limits are less likely to provide Park, 

Library and Public health services.   

H2. 2: Council manager form of city governments are more (or less) likely to 

provide Park, Library and Public health services.   

3. Political ideology  

H3.1: Cities with more Republicans are more likely to provide Park and Library 

services and less likely provide Public health service.  
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4. Control variables 

H4. 1: Cities with high level of median household income are more likely to 

provide Park, Library and Public health services.   

H4. 2: Cities with high level of per capita debt outstanding are less likely to 

provide Park, Library and Public health services.   

H4. 3: Cities with high level of tax per capita are more likely to provide Park, 

Library and Public health services.   

H4.4: Cities with more population of over 65 are more likely to provide Park, 

Library and Public health services. 

H4. 5: Cities located in metropolitan area are more likely to provide Park, 

Library and Public health services.   

H4. 6: Cities with high level of population size are more likely to provide Park, 

Library and Public health services.   

 
 
Table11 
Per Capita Expenditure Outcome Regression Model with Predicted Coefficient 

Regression model / Outcome stage model 

 

Dependent 

Variable 
Independent Variables 

INHOUSE(+), PRIVATE(-), NONPROFT(-), 

OTHERGOV(-) (OTHERGOV is the base 

category for the regression model and 

INHOUSE is base category for outcome 

stage of selection model)  

Transaction cost 

variables 

NOGOV(-), PRIVATEFIRM(-), NPOREV(-), 

WHITE(-), POVERTY(+), INCOMEDIFF(+) 

Management variables FINCHEALTH(-), EVALUATE (-) 

Institution variables TELS(-), MANAGER(+/-) 

Per capita 

Expenditure / 

 

 

Control variables 
INCOME(+), TAXPOP(+), POP(+), 

IGREV(+), URBAN (+), TIMEDUMM2002(+) 
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1. Transaction cost 

H1.1: Cities provide services by themselves are expected to have greater service 

expenditures than cities contract it out the external providers.  

H1.2: Cities contract out a service to other government are expected to have 

lower service expenditures than cities have other choice of production.  

 H1.3: Cities contract out a service to private firm are expected to have lower 

service expenditures than cities have other choice of production.  

H1.4: Cities contract out a service to nonprofit are expected to have lower service 

expenditures than cities have other choice of production.  

H1.5: Cities surrounded with local governments are more likely to have lower 

service expenditures.  

H1.6: Cities with strong private firms are more likely to s have lower service 

expenditures.  

H1.7: Cities with more financially strong nonprofit organizations are more likely 

to have lower service expenditures.  

H1.8: Cities with more white population are more likely to have lower service 

expenditures. 

H1.9: Cities with more poverty population are less likely to have lower service 

expenditures.  

H1.10: Cities with more income variance are less likely to have lower service 

expenditures.  

2. Management 

H2.1: More financially independent cities are more likely contract out to the 

external service providers.  

H2.2: Cities with contracting out evaluation technique are more likely to have 

lower service expenditures.  

3. Institution 

H3.1: Cities with tax and expenditure limits are more likely to have lower service 

expenditures.   

H3.2: Council manager form of city governments are more likely to have lower 

service expenditures.   
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4. Control variables 

H4.1: Cities with high level of median household income are less likely to have 

lower service expenditures.  

H4.2: Cities with high level of per capita tax are less likely to have lower service 

expenditures.  

H4.3: Cities with high level of population are less likely to have lower service 

expenditures.   

H4. 4: Cities more depending upon intergovernmental revenue are less likely to 

have lower service expenditures. 

H4. 5: Cities with high level of urban population are less likely to have lower 

service expenditures.  

H4. 6: Cases in 2002 are more likely to have lower service expenditures.   

Following independent variables are used in the first stage per capita OLS 

regression and second stage expenditure model. Expenditure models with six service 

expenditures are primary analyses of this dissertation research and the summary of 

hypotheses and the expected directions of each of independent variables are provided 

in table 12. 

 
Table 12 
Summary of transaction cost hypotheses and expected directions of independent 
variables 

 
 

 

 

 

Expected directions  
PERCAP EXP Hypotheses 

Hard  Soft  

INHOUSE 
Cities produce a service by themselves are expected to 
have higher service expenditures than cities contract out 
production.  

+ + 

PRIVATE 
Cities contract out a service to private firm are expected 
to have lower service expenditures than cities have other 
choice of production.  

- -/+ 

NONPROFIT 
Cities contract out a service to nonprofit are expected to 
have lower service expenditures than cities have other 
choice of production. 

n/a - 

OTHERGOV 
Cities contract out a service to other government are 
expected to have lower service expenditures than cities 
have other choice of production. 

- - 
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Table 12 continued 

 

 

2. A Study of Nonprofit Contractors in Delivery of Local Services 

The national study of service provision costs is supplemented with empirical analysis 

of national survey of nonprofits in twelve metropolitan areas. This study builds on 

analysis of government decisions to contract with nonprofits by investigating 

nonprofits decisions to accept contract with governments. I estimate the scope and 

characteristics of nonprofits engage in contract with local government. This third stage 

asks the question of how the characteristics of nonprofit organizations and community factors 

contribute nonprofits decisions to engage in contractual relations with local government. This 

Expected directions  
PERCAP EXP Hypotheses 

Hard  Soft  

NOGOV Cities surrounded with local governments are more likely 
to have lower service expenditures.  

- - 

PRIVATEFIRM Cities with strong private firms are more likely to s have 
lower service expenditures. 

- -/+ 

NPOREV Cities with more financially strong nonprofit organizations 
are more likely to have lower service expenditures. 

n/a - 

FINHEALTH More financially independent cities are more likely 
contract out to the external service providers.  

- - 

IGREV Cities with high level of urban population are less likely to 
have lower service expenditures. 

+ + 

WHITE Cities with more white population are more likely to have 
lower service expenditures. 

- - 

MANAGER Council manager form of city governments are more (or 
less) likely to have lower service expenditures.   

- - 

TELS Cities with tax and expenditure limits are more likely to 
have lower service expenditures.   

- - 

CONSERVATIVE Cities with more votes for republican presidential 
candidate are more likely to have lower service. 

- - 

TAXPOP Cities with high level of per capita tax are less likely to 
have lower service expenditures.  

+ + 

INCOME Cities with high level of median household income are 
less likely to have lower service expenditures. 

+ + 

POVERTY  Cities with more poverty population are less likely to 
have lower service expenditures.  

+ + 

INCOME DIFF Cities with more income variance are less likely to have 
lower service expenditures. 

+ + 

URBAN Cities with high level of urban population are less likely to 
have lower service expenditures. 

+ + 

POP 
Cities with high level of population are less likely to have 
lower service expenditures.  

+ + 
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research question explores the transaction cost for nonprofit organizations and their 

experiences of government contract.  

For this part of research, I use the survey data of Community Relationships of 

Nonprofit Organizations29 which is supported by a grant from the Aspen Institute 

Nonprofit Sector Research Fund. This research surveyed 1,512 nonprofit organizations 

in 12 large metropolitan areas in US. These metro areas were selected to provide the 

variation in terms of region, demographics and economic base.30  

                

         

        Table 13 

        Characteristics of Twelve Metropolitan areas 

Metro Region 
City 

growth 

Regional 

growth 
Local competition 

Boston NE Growth 
slightly 

declining 
Single central city 

Buffalo NE declining 
slightly 

declining 
Single central city 

Milwaukee MW Growth growth Single central city 

Cleveland MW declining growth Single central city 

Denver W Growth declining Single central city 

Salt Lake City W declining declining Single central city 

San Francisco-

San Jose-Oakland 
W Growth declining Multiple central cities 

Riverside-San 

Bernardino 
W declining declining Multiple central cities 

 
 
 
 

                                                 
29 This nonprofit survey conducted under the research project of The Role of Nonprofit Contractors in 

the Delivery of Local Services which has been directed by Richard C. Feiock, Florida State Univerisity.  
30 The twelve metropolitan statistical areas (MSAs) were selected from the 56 MSAs with an estimated 
1999 population of at least 1 million.  Two selection criteria were used: the cities' growth trends relative 
to their region's trend and the level of local competition among cities in the MSA.  Two MSAs were 
chosen in each of the four Census Bureau regions --  one that had unemployment rates below its regional 
average in both 1995 and 1999 (a 'growth' city) and one that had unemployment rates higher than its 
regional average (a 'declining' city) in both years.  
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        Table 13 continued 

San Antonio S Growth 
slightly 

growing 
Single central city 

Houston S declining 
slightly 

growing 
Single central city 

Tampa-St. 

Petersburg 
S Growth 

slightly 

growing 
Multiple central cities 

Miami-Ft. 

Lauderdale 
S declining 

slightly 

growing 
Multiple central cities 

 

The third stage of research allows me to gain additional insights into the 

characteristics of nonprofits that are important in local government contracting choices 

and to extend the transaction cost theories on nonprofit contracting of first two stages 

of quantitative analyses with specific indicators of transaction costs discussed above.  

 

Model and data  

The data presented here is based on the national survey of Community 

Relationships of Nonprofit Organizations conducted as part of the research project of 

The Role of Nonprofit Contractors in the Delivery of Local Services which has 

been directed by Richard C. Feiock (Florida State University). No other nonprofit 

survey has explored the relationships between nonprofits and local governments and 

their contracting information have done so in such detail. This survey is based on mail 

questionnaires sent to 1512 selected service area nonprofit organizations in 12 

metropolitan areas, representing response rate of 18 percent to date.31 

National Center for Charitable Statistics (NCCS) core file provides us nonprofit 

organizations currently registered in IRS as 501(C)(3) public charities. This listing 

excludes most churches and advocacy nonprofits generally registered as tax-exempt 

entities with the IRS under Section 501(C)(4) of the Internal Revenue Code. The 

                                                 
31 Survey response rate for surveys of nonprofit organization research has been very low compared to the 
response rates for surveys of local governments. As reported in the empirical research on nonprofit 
survey response rate by Hager et. al. (2003) low return rates on mail surveys to nonprofit organizations 
are not unique to the nonprofit study field.  
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selection of nonprofits in these 12 metros is based on the contracting distributions 

knowledge from ICMA alternative service delivery survey. As descriptive analysis of 

nonprofit contracting shows (see Table 1.3), nonprofit contracting is mostly found in 

the human and social service areas and cultural and art service areas. The population of 

nonprofit organization within the service categories of the National Taxonomy of 

Exempt Entities (NTEE) that match the human and social services and cultural and art 

services examined.32  

  

                                                 
32 We used NTEE code to identify nonprofit organization service types. The NCCS core files has the 
section of NTEE service classification which was reported by nonprofits their missions and major 
programs. The Core Files, produced annually, combines descriptive information from the Business 
Master Files and financial variables from the Return Transaction Files after they have been cleaned by 
NCCS. Only 501(c)(3)s required to file Form 990 are included in the files. The 2001 Core File contains 
125 variables for 264,674 organizations. 
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CHAPTER V 

 

EMPIRICAL ANALYSES AND FINDINGS 

  
 
 

The comparative analysis of service provision proceeds in two stages.  The first 

stage of analysis tests hypotheses regarding the contracting out decision and its 

expected cost savings based on data from the Local Government Directory Survey in 

2002 in the Census of Governments.  The second stage then applies a Heckman 

selection approach to model provision choice using the ICMA service delivery surveys 

from 1997 and 2002 to assess cost savings from nonprofit contracting as well as other 

production choices.   

Prior to conducting empirical tests of hypotheses about contracting out its service 

expenditure implications, it is useful to examine the modes of service delivery 

arrangements of the six services described in Chapter II.  The descriptive findings in 

Table 13 present information regarding the extent to which alternative service modes 

are used by municipal government. One cautionary note should be made about these 

findings. Local governments often provide services through the joint production with 

multiple sector service providers and there are diverse service arrangements which 

have been understated.33 

 

 

 

 

 

 

                                                 
33. The descriptive findings exhibit a wide variety of service modes. Some of local government contract 
with multiple service providers which show multiple sector orientations. The decisions to jointly produce 
service with a external service providers are made under different set of transaction cost factors.  For 
example, Feiock and Jang (2005) report the factors that explain exclusive elderly service production by a 
single sector are somewhat different than the factors that explain the use of multiple sectors.    
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Table 14 

Composition of Local Government Service Arrangement  

LOCAL 
GOVERNMENT 

SERVICES 

INHOUSE OTHER 
GOVERNMENT 

PRIVATE 
ORGANIZATION 

JOINT 
PRODUCTION 

ELECTRICITY 73 % 
(1665/2282) 

16 
(423/2282) 

3 
(77/2282) 

5 
(117/2282) 

FIRE 
PROTEECTION 

60 % 
(11989/20080) 

24 
(4730/20080) 

14 
(2732/20080) 

3 
(629/20080) 

POLICE 76 % 
(12718/16725) 

20 
(3269/16725) 

3 
(499/16725) 

1.5 
(239/16725) 

PARK 93 % 
(13900/14977) 

3.4 
(514/14977) 

1.1 
(173/14977) 

2.6 
(390/14977) 

LIBRARY  62 % 
(6114/9786) 

25 
(2515/9786) 

9 
(877/9786) 

3 
(280/9786) 

PUBLIC 
HEALTH 

44 % 
(1651/3767) 

28 
(1036/3767) 

22 
(838/3767) 

6.4 
(242/3767) 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  
The numbers in the parentheses are number of local governments which rely completely on 
each sector for service production vs total number of local government provide each service.  

         

 

The descriptive arrangement of service mode represented in Table 14 confirms 

that the choice of contracting out is highly dependent on the characteristics of service. 

More than 90% of park service provision is directed by local government. Most of 

local governments have provided tennis courts, golf courses, lakes, and public parks 

that are fall into the park and recreation service area. Those services are most place-

bound with limited mobility. After built in, park and recreation services are hardly 

moved or turned to some other uses. It is also expected that the quality of services like 

maintenance of park and recreation facilities will be hard to specify and measure and 

thus susceptible to the loss of public control in the process of production (Jang, 2006). 

Contracting out of public health has increasingly common in the area of health care. 

The high level of private production (22%) and other government service production 

(28%) confirms the fact that local citizen demands specialized public health service by 

nonprofit organizations and professional private service providers. Thus the much of 

social services, even with its soft good nature, are contracted out to the external service 

providers. Following this descriptive analysis, this chapter examines the factors 

affecting local government’s decision to contract out and the impact of choice of 



 81 

sectors on service expenditure with the Census of Government survey data in the first 

stage of analysis. 

  

1. First Stage Analysis  

The Contracting Out Decision  

To understand the key determinants of contracting out decisions, the first stage 

analysis estimates a Probit model for each of the six services.  To examine service 

expenditures, multivariate OLS regressions test the relationships between per capita 

service expenditure and choice of suppliers, market strength, fiscal condition, 

demographic nature, state rules, and form of government.  

 The Local Government Service Directory survey data from Census of 

Government identified three sector choices: inhouse, other government, and private 

productions. The analyses of contracting out decision require a dichotomous dependent 

measure of each service area: 1= inhouse production and 0=non-direct mode of 

production. The contracting out decisions are truncated with local government’s choice 

of provision. Local governments usually make a decision on “provide or not” before 

the decision of  “make or buy.”  Thus the numbers of cities for each of six services 

under contracting out analysis vary with their provision choice. This operationalization 

facilitates a test of transaction cost propositions regarding the loss of control in public 

service: the local governments’ decisions on contracting out are partially a function of 

service characteristics, market strength and heterogeneity of community demographic 

characteristics. The non-direct service production motivation will be significantly 

diminished if the local governments expect high risk costs from external service 

production. The dependent variable of contracting out (CONTOUT) is including total 

and partial contracting with other governments and private organizations.  

Table 15.1 and 15.2 report the Probit maximum likelihood estimates of 

contracting out choices of six service areas. Though the directions and statistical 

significance levels are different in terms of service types, I find some statistical 

supports for the transaction cost hypotheses of contracting out.34  

                                                 
34 The goodness of fit is measured by  McKelvey and Zovoina’s Pseudo R2.  R2M&Z  was suggested by 

McKelvey and Zovoina (1975) proposed a pseudo R2 by the estimated variance of the latent variable y* 
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Table 15.1 
Probit Estimates of Contracting Electricity Fire and Police Services 

CONTOUT ELECTRICITY FIRE POLICE 

 Coefficient z Coefficient z Coefficient z 

MANAGER -.0776 -0.94 .2272*** 4.18 .3052*** 4.77 

TELS .4965*** 5.31 .1306*** 2.09 .2413*** 3.15 

WHITE -.0093*** -3.42 -.0056*** -3.38 -.0054*** -2.98 

POVERTY -1.88e-06*** -2.03 5.01e-07 0.63 8.57e-07 1.28 

INCOME DIFF .0456*** 2.21 .0478*** 3.86 .0264** 1.94 

NOGOV .0160*** 7.46 .0021 1.60 .0044*** 3.30 

PRIVATEFIRM -.6502*** -3.91 .3204*** 3.09 .2648*** 2.23 

URBAN .0015 0.98 .0007 0.68 -.0047*** -4.32 

FINCHEALTH -.0431*** -11.33 .0007 0.34 -.0017 -0.73 

IGREV -.1106*** -5.12 -.0171 -1.21 -.0498*** -3.00 

CONSERVATIVE -.6162 -1.45 -.2124 -0.74 -.6757*** -2.01 

TAXPOP .4880*** 6.65 -.1407*** -3.49 -.1977*** -4.39 

DEBT -.0753*** -3.97 -.0266*** -2.25 -.0333** -2.56 

INCOME .7374*** 4.65 .9630*** 11.65 .6736*** 7.78 

POP -.1210*** -2.23 -.2780*** -8.07 -.1580*** -4.32 

CONSTANT -6.42*** -3.73 -7.377*** -7.97 -4.645*** -4.67 

N 1263 4031 4460 

LR chi2 418.28*** 325.62*** 259.70*** 

R2M&Z 0.47 0.19 0.18 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  
*P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests. 

 

                                                                                                                                              
rather than observed y. y*= xβ+ ε. The variance of error term (ε ) is fixed by assumption, rather than 

being observed (Long, 1997).  
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Table 15.2  
Probit Estimates of Contracting Parks Libraries and Public Health Services 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  
 *P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests. 

 

The proposition that competition in private market increase the incidence of 

contracting is supported.  Table 15.1 reports potential market (PRIAVTEFIRM) and other 

government suppliers (NOGOV) have significant positive impacts on provision of hard 

services; electricity, police and fire protection.  This finding suggests that market 

strength can significantly control the expected transaction cost from contracting out of 

these local hard services. However, the market attributes proposition is not supported 

for predictions about the soft goods; park, library, and public health. Even more, the 

signs for the number of other government variable (NOGOV) are significantly negative 

on contracting out of library and public health services.    

CONTOUT PARK  LIBRARY PUBLIC HEALTH 

 Coefficient z Coefficient z Coefficient z 

MANAGER .0170 0.26 .1533*** 2.78 .1786 1.64 

TELS -.1192** -1.67 -.0309 -0.49 .0923 0.74 

WHITE -.0062*** -3.35 -.0120*** -7.07 -.0162*** -4.84 

POVERTY 1.02e-06*** 2.13 -7.42e-07 -1.10 2.57e-07 0.39 

INCOME DIFF -.0034 -0.22 .0336*** 2.46 .0155 0.61 

NOGOV .0031** 1.90 -.0033*** 2.18 -.0047*** -2.17 

PRIVATEFIRM -.0722 -0.56 .0574 0.54 .1045 0.45 

URBAN .0040*** 2.48 .0031*** 2.82 .0048** 1.70 

FINCHEALTH .0009 0.34 -.0009 -0.41 .0036 0.91 

IGREV .0513*** 3.09 .0288*** 2.02 .0076 0.27 

CONSERVATIVE .3826 1.11 -.3190 -1.09 .1992 0.32 

TAXPOP -.0029 -0.06 -.1302*** 2.84 -.7836 -0.90 

DEBT -.0168 -1.09 -.0123 -0.94 .0198 0.70 

INCOME .1292 -1.27 .3823*** 4.36 .3045** 1.86 

POP -.0088 -0.23 -.1286*** -3.63 -.3482*** -5.31 

CONSTANT -3.017*** -2.61 -1.849** -1.89 1.346 0.70 

N 4083 2587 687 

LR chi2 62.43*** 102.02*** 69.83*** 

R2M&Z  0.054 0.07 0.16 
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It has been asserted that the most important factor in determining whether a 

service is contracted out is the nature of service and the potential suppliers in the 

market. The effect of uncertainty cost on contracting out varies across the types of local 

service. However previous studies have not successfully identified the transaction cost 

factors affecting non-direct service arrangement and the relationships. Their reports 

remain ambiguous because it has been hard to control two most important transaction 

cost risk factors; service specific characteristics and market strength.  

Reviews of the empirical literature on the determinants of local government 

contracting decision have suggested that the institutional structure of local government 

and fiscal condition of municipalities are strongly related to contracting motivations.   

The empirical results report council manager governments, state level rules on tax and 

expenditure limitations and local fiscal conditions exhibit the expected effects on 

contracting out.  Council manager form of government (MANAGER) significantly 

predicts municipalities’ contract out public safety services: police and fire protection.  

This positive impact of council manager form of government is consistent with 

theoretical predictions of Feiock and Clingermayer (2001), and Ferris and Graddy 

(1987). These theories predict city managers may have a greater predisposition toward 

policy innovation than mayors or their appointees have. Also the positive impacts of 

tax and expenditure limit laws (TELS) on three hard services (Table 15.1) reflect that 

cost reduction motivations of municipalities are influenced by state rules on their 

growth of expenditures and taxes. Because service provisions of police and fire 

protection require a larger proportion of local budgets for providing these services, 

municipalities’ cost saving incentives are more powerful than service provision of 

lower revenue required areas.   

There is clear support for the predicted influence of homogeneity on contracting 

out although the effect is confined to the measure of racial homogeneity (WHITE). The 

proportion of the population white is significantly and negatively related to the 

contracting out for all six services.  On the other hand, impacts of economic diversity 

which indicated by poverty population (POVERTY) and income variance (INCOME 

DIFF), are not consistent and the directions of coefficient are different each other across 

the service types. Poverty population (POVERTY) has a negative impact on electricity 
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service production. The positive signs of income variance (INCOME DIFF) on all three 

hard services (electricity, fire and police) and library services indicate that the more 

economic diversity in community brings the more demands on diverse production 

arrangements. Also as noted, those hard services and library service have large 

proportion of local government expenditure and may be more sensitive on cost saving 

incentive if the community is economically diverse. This result suggests heterogeneous 

citizen might not be sufficiently satisfied with government production. The more 

homogeneous community the less information cost for diverse service provision. And 

the political leader can serve the median voter’s preferences if the community is 

socially and economically homogeneous.   

The findings regarding the influence of fiscal conditions on contracting out 

challenge the common justification for non-direct service arrangements. The 

conventional wisdom is that financially stressed cities are more likely to contract out 

because they expect cost savings from shifting producers to private firms. Indicators of 

fiscal stress of municipalities have the opposite effect on decisions to contract out.  

Nevertheless, this result is not altogether surprising.  Previous research has simply 

placed emphasis on local governments’ incentives to save service cost by shifting 

service production mode. However the central idea underlying the transaction cost 

propositions is that there is always a cost of contracting and there are real costs 

associated with loss of direct control of production (Williamson, 1985). If the 

municipalities are not financially strong enough to control the cost of external service 

production, their incentive to contract out is diminished.  The significant and negative 

impacts of DEBT on all three hard services; electricity, police and fire protection 

represent transaction cost incurred from external service production of these services. 

The tax burden of municipalities (TAXPOP) also negatively relates with incidence of 

contracting of police and fire protection and library services. Interestingly fiscal 

pressure of high debt rate does not affect contracting of the soft goods reported in 

Table 15.2. There is strong positive relationship between income level and contracting 

out decision of all six services and this result represents wealthy communities have a 
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greater tendency to use contracting out. Previous literatures have no particularly 

compelling theoretical explanation for the pattern of sign which emerges.35  

The negative relationship between population size and contracting out is 

unexpected and statistically strong for the production of electricity, fire protection and 

library. The statistical results do not provide support for the political ideology 

hypothesis.   

Service Expenditures  

I gain insights into service expenditure differentials from the comparison of mean 

values of six services under three options of production choice. As reported in Table 

16, most of services have higher mean values from inhouse service production than the 

other two external service production choices. One could appropriately interpret this to 

mean that the choice of inhouse productions for five services tend to provide inefficient 

service expenditures than other choices of productions. An alternative statement of this 

descriptive result would be that private contracting for the provision of electricity, fire 

protection, park and library services may give more chances to reduce service 

expenditures.  

 
 
Table 16 
Mean of per capita expenditure of each service under inhouse, other government and 
private production choices    

 ELECTRICITY FIRE POLICE PARK LIBRARY 
PUBLIC 

HEALTH 

 

INHOUSE 
$ 835.6 71 160.4 66.6 34.2 37.4 

OTHER 
GOVERMNET  

804.3 52.8 73.9 73.5 15 23.3 

PRIVATE 580.6 43.7 87.8 63.7 12.6 35.5 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  

 

 

Tables 17.1 and 17.2 report the impact of contracting out on per capita service 

expenditure of six services with OLS regression model. The most pronounced findings 

are the strong positive impacts of inhouse production choice (INHOUSE) on spending 

                                                 
35 The size and sign of coefficients are not substantially changed when we exclude INCOME variable.  
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for all six services. As hypothesized, direct government production incurs the high cost 

of service expenditure due to its monopoly governance structure. Private providers 

(PRIVATE) for electricity and fire protection result in cost saving as evidenced by their 

negative impact on service expenditures. Though not significant, the sign of 

coefficients of private production on three soft services are also negative.  These results 

confirm the conventional belief of cost efficient service production by private firms. 

Cities which contract with private firms for production of electricity tend to spend less 

than the local governments which provide by themselves, holding remaining 

explanatory variables constant.36  

Those cost savings are dependent upon the markets of potential service 

contractors and therefore competition for government service production will reduce 

the cost of production. If private production has a significant cost advantage over the 

inhouse production, the community may have private market competition to lower the 

bidding price.  This study hypothesizes the cost savings realized from service 

contracting when the local government has sufficient alternative choice of external 

providers. Competitive markets and economies of scale reduce transaction cost risk 

with which local governments must face.   

The competitiveness of the market for potential service contractors are 

measured by each of sector markets: other governments, private firms and nonprofit 

organizations. The empirical results present mixed findings. There is little evidence to 

support private market hypothesis on service expenditure savings. The significant sign 

of private market coefficient (PRIVATE FIRM) is even positive on production of park 

and library services and nonprofit market strength (NPOREV) is negatively related with 

park and library service expenditures. The significant effect of the potential market of 

nonprofit service providers on park and library service expenditures can only be 

interpreted in terms of the service specific characteristics of these two services. As 

                                                 
36 As noted before in Chapter V, we use the log of the per capita expenditure measure for dependent 

variables in OLS service expenditure model to reduce the range of variation among municipalities. The 
log measure of per capita expenditure provides us good deal of insights of expenditure elasticity. In 
reality it is very difficult to pinpoint the exact location of any price on demand curve.  This is because so 
many variables related to demand (incomes, technology, the supply curve, etc.) change so frequently. So 
we interpret the coefficient of our model as approximation. 
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hypothesized, private vendors may have less incentive to bid on contracts for soft good 

services with narrow profit margin of park and library service production. 

Consequently, there is important reason to inquire the relationship between nonprofit 

production and cost savings from nonprofit production compared to other options. 

Even if we assume nonprofits provide some cost savings for production of soft goods 

and services, it is also important to have potential nonprofit providers to lower the unit 

price of service. This explanation gains greater credibility when I further consider the 

nonprofit production choice and specified measurement of potential service providers. 

Since Local Government Directory Survey of Census of Government does not 

differentiate nonprofit production choice for service contracting, it is limited to 

interpret the relationship of nonprofit production choice and cost savings on soft good 

services. For this reason next stage of analyses test the transaction cost propositions 

with ICMA local government service delivery survey which provide specified 

production choices and direct measure of potential service market.  

A meaningful finding of the per capita expenditure model is the significant 

positive impact of manager form of government (MANAGER) on fire, police, park, and 

library service expenditures. City manager governments demonstrates a preference for 

contracting out on provision of police and fire protection service as reported in Table 

15.1. Nevertheless Table 17.1 and 17.2 report a significant and positive effect of city 

manager form of government on the service expenditures of fire, police, parks and 

library services. These findings suggest that the professional manager’s incentive to 

employ non-direct production arrangement rests not only on cost reductions but also on 

the scope and qualities of the services produced.  

 The financial health of local government (FINCHEALTH) is negatively related to 

the service expenditure, yet the coefficient of park service is not statistically 

significant. A municipality, which is more financially independent to other 

governments, may have more financial resources to control and manage service 

delivery process and it will result in cost savings. 

As hypothesized, the dependence on intergovernmental revenue (IGREV) leads 

less incentive to save service expenditures. Also the percentage of white population 
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(WHITE) encourages to spend more on human and social services like park, library and 

public health programs.  

 

 
Table 17.1 
OLS Regression Estimates of Per Capita Expenditures for Electricity, Fire and Police   

PERCAP EXP ELECTRICITY FIRE POLICE 

 Coefficient T Coefficient t Coefficient t 

PRIVATE -.4062*** -3.51 -.1549* -1.83 .1149 1.12 

INHOUSE .4556*** 4.07 .2801*** 5.16 .5772*** 17.03 

NOGOV -.0207*** -7.05 .0005 0.72 .0022*** 5.11 

PRIVATEFIRM -.1269 -1.02 -.0599 -0.90 .0567 1.50 

NPOREV -.0113 -0.55 .0265** 2.21 .0060 0.87 

MANAGER -.0360 -0.65 .1154*** 3.96 .0745*** 4.42 

FINCHEALTH .0182*** 5.59 -.0072*** -6.29 -.0071*** -10.92 

DEBT .0453*** 2.97 -.0033 -0.46 .0008 0.20 

IGREV .0328*** 2.21 .0717*** 9.51 .0169*** 3.88 

TELS -.2911*** -4.75 -.0057 -0.17 .0064 0.34 

CONSERVATIVE -.0667 -0.23 .0355 0.22 -.0068 -0.07 

INCOME .0447 0.31 -.0471 -1.07 .0498*** 2.03 

INCOMEDIFF .0081 0.52 .0131* 1.90 .0145*** 3.63 

POVERTY  -.0026 -0.35 .0022 0.68 .0024 1.29 

WHITE  -.0023 -1.10 -.0001 -0.15 -.0057*** -10.56 

URBAN -.0008 -0.76 -.0002 -0.29 .0015*** 4.55 

TAXPOP .0795 1.40 .5978*** 23.78 .4895*** 35.29 

POP .0148 0.45 .2192*** 15.54 -.04883*** -5.70 

CONSTANT 3.626*** 2.18 -1.35*** -2.52 2.208*** 7.28 

R2 0.257 0.32 0.35 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  
*P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests. 
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Table 17.2 
OLS Regression Estimates of Per Capita Expenditures for Parks, Libraries, and Public 
Health  

PERCAP EXP PARK LIBRARY PUBLIC HEALTH 

 Coefficient T Coefficient t Coefficient t 

PRIVATE -.0946 -0.80 -.1446 -1.14 -.0110 -0.07 

INHOUSE .6873*** 8.10 1.190*** 16.95 .4428*** 3.24 

NOGOV -.0005 -0.47 .0048*** 3.36 -.0007 -0.24 

PRIVATEFIRM .5973*** 7.70 .5099*** 4.48 .1469 0.50 

NPOREV -.0711*** -4.99 -.0460*** -2.27 -.0577 -0.94 

MANAGER .2443*** 7.09 .0851** 1.71 -.0152 -0.12 

FINCHEALTH -.0018 -1.35 -.0061*** -3.04 -.0103*** -2.15 

DEBT .0607*** 7.14 .0435*** 3.38 .0047 0.13 

IGREV .0659*** 7.41 .0547*** 4.18 .0211 0.64 

TELS -.0593 -1.52 -.0619 -1.05 -.2259 -1.60 

CONSERVATIVE .5430*** 2.89 -.2609 -0.96 1.034 1.32 

INCOME .0338 0.66 .1078 1.19 -.0550 -0.27 

INCOMEDIFF .0079 0.97 .0006 0.05 -.0181 -0.60 

POVERTY  .0115*** 2.92 -.0058 -0.99 .0310*** 2.05 

WHITE  .0061*** 5.37 .0058*** 3.31 .0079** 1.91 

URBAN -.0027*** 3.83 -.0011 -1.16 -.0023 -0.60 

TAXPOP .4402*** 15.42 .3781*** 8.22 .5752*** 5.11 

POP .1950*** 10.91 .0256 0.99 .2794*** 4.37 

CONSTANT -1.10** -1.77 -.5507 -0.53 -3.09 -1.23 

R2 0.23 0.27 0.20 

Note. Source: Local Government Directory Survey in 2002 Census of Government Data  
 *P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests  

 

2. Second Stage of Analysis  

The second stage empirical analysis uses two different dependent variables for 

examining the effect of selection with the longitudinal ICMA alternative service 

delivery survey data. The per capita expenditure measure includes all production 

choices (PER CAPEXP), and is analyzed by OLS regression. For the selection model, 

the dependent variable is only observed when the local government provides the 

service (PROVISION).  For this second stage of analysis, responses from the 1997 and 

2002 ICMA surveys are paired to create a longitudinal data set with 391 cities included 
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in both time periods.  The structure of the longitudinal data set for this stage of analysis 

requires to control for omitted variables differ between cases but are constant over 

time.  A Hausman test for panel data tests the null hypothesis that the coefficients 

estimated by the efficient random effects estimator that are same as the ones estimated 

by the consistent fixed effects estimator. The Hauseman test compares the fixed effects 

and random effects estimators. I take the fixed effect regression model by checking a 

more efficient model against less efficient. 37     

 

Provision Selection Probit Model 

Table 18 reports Probit parameter estimates for choices to provide the three 

services. Technically this process is required to produce inverse Mills ratio (�).  In 

addition these statistical results provide us important knowledge on the factors that 

influence service provision choice.  The institutional factor, form of government 

(MANAGER) appears to lead municipalities to provide library and public health 

services. The negative direction of  “Tax and Expenditure Limit law (TELS)” on park 

service provision shows constraining caps for municipalities’ decision to provide park 

service. These caps are institutional limitations that restrict the choices available to 

local governments and their ability to raise revenues needed to provide goods and 

services.  It is expected that these restrictions will have a negative impact upon the 

probability of public provision of goods and services. 

The impact of financial independency from state and federal government 

(FINHEALTH) is positive and significant on parks and public health service provision 

decision. The measure of financial health considered is the percentage of general 

revenue that a municipal government raises from its own financial sources. It is 

hypothesized that this measure of financial health will be positively related to the 

provision of services because it is expected that greater availability of non-

intergovernmental revenue will allow greater control by the local government in setting 

of priorities and making decisions independently.  Financial independence from higher 

                                                 
37 Fixed effects regression model is generating time dummy variables for each of cases and including 
them in a standard OLS regression model. This model has one time dummy variables indicating case of 
2002. Variation between the estimates of effect from each study (heterogeneity) does not affect the 
confidence interval in a fixed effect model. 
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level of governments promotes municipalities’ responsiveness to provide their own 

local services to their citizen. There is little support for the impacts of population 

homogeneneity (WHITE, POVERTY, and INCOME DIFF) on human and social service 

provision. This result tells us that the existence of heterogeneous populations is not 

strongly linked with municipalities’ provision decision. The impact of population size 

(POP) and tax resources (TAXPOP) are significantly positive on all three service 

provisions.        

 
Table 18 
Selection Probit Estimates of Provision of Parks Libraries and Public Health Services 

Note. Source: Survey of Profile of Local Government Service Delivery Choices. International 
City Management Association, 1997, 2002.  All dollar values are adjusted using consumer 
price index (base year: 2002) 
 *P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests. 

 

 

 

PROVISION PARK  LIBRARY PUBLIC HEALTH 

 Coefficient z Coefficient z Coefficient z 

WHITE .0045 0.71 .0038 1.18 -.0067*** -2.06 

POVERTY -.0429 -1.40 .0076 0.74 -.0155 -1.53 

INCOME DIFF -.0033 -0.07 .0153 0.62 -.0072 -0.29 

MANAGER .0088 0.46 .2613*** 2.16 .4472*** -3.63 

TELS -1.131*** -2.62 .1357 1.19 .0692 0.61 

FINCHEALTH  .0056*** 2.00 .0001 0.07 .0042*** 2.92 

CONSERVATIVE 5.113*** 4.92 -.0606 -0.14 .0307 0.07 

INCOME -1.080*** -4.06 -.1901 -1.18 .0924 0.57 

DEBT -.0143 -0.82 .0009 0.03 -.0184 -0.60 

TAXPOP .6523*** 4.49 .4043*** 3.96 .1883** 1.93 

AGE65 .0072 0.38 -.0052 -0.57 .0087 0.95 

MSA -.0180 -0.04 -.3910*** -2.92 -.1746 -1.29 

POP .2934*** 2.56 .2044*** 3.58 .3208*** 5.33 

CONSTANT 9.108*** 2.34 -3.537** -1.96 -2.955 -1.64 

N  780 780 780 

Wald chi2 324.31*** 121.99*** 115.37*** 

rho  -0.137 -0.808 0.43 
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Service Expenditures 

To reject the null hypothesis; the provision choice and the level of service 

expenditure are independent of each other, Heckman selection model produces the 

regression coefficient values, regressing with the inverse Mills ratio. Note that the 

inverse Mills ratio is the error term from Probit equation explaining selection. The two 

step procedure suggested by Heckman (1976, 1979) is first to estimate inverse Mills 

ratio over the entire set of observations by the maximum likelihood.  

As nonzero rho values of all three service provision model show, no service 

provision rejects the null. The rejection of null means error terms of variables in 

selection model are correlated with the error terms of variables in outcome model. In 

other words, the results of regression model with truncated dependent variables are 

biased and I should use those from the Heckman selection model. I found that models 

of three service per capita expenditures are biased due to the non-provision decision of 

municipalities. Service expenditure model can consistently estimate the parameters by 

OLS by including an estimate of the inverse Mills ratio, as an additional regressor in 

per capita expenditure OLS models. Furthermore, the magnitude of the parameter 

estimates in the Heckman model changed after accounting for bias due to non-

provision decision of municipalities.  

The second stage of analysis estimates three OLS models incorporating the 

inverse Mills ratio from the selection model to examine the determinants of local 

service expenditures. The structural limitations to differentiate nonprofit production 

choice for parks, libraries and public health services in first stage of analysis are 

overcome by employing the ICMA local government service delivery survey data 

which differentiates between private for profit and private nonprofit contractors.  

Regressing the per capita service expenditure by the choice of service providers 

including nonprofit organizations provide me greater insights to understand human and 

social service provision. Recall the non-significant relationship between private 

production choice and service expenditure and strong positive impact of inhouse 

production for parks, libraries and public health service model reported in Table 17.2. 

As provided by Table 19, the result suggests that the effect of other government 
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contracting for production of parks and libraries is significantly negative on per capita 

expenditure. In other words, the choices of other government providers (OTHERGOV) 

are associated with significant lowering service provision spending. One could 

interpret this to mean that when park services are provided by other governments, the 

expected average per capita expenditures are lower than other production choices. I 

find that the choice of nonprofit production provides cost savings on library service 

provision. The statistically significant coefficient value of nonprofit production 

(NONPROFIT) on public health service tells us, cities contract out their library services 

to the nonprofit organizations tend to spend less than municipalities choose other 

service arrangements, holding others constant. The impacts of private contract out 

choices (PRIVATE) across three services area are positive, although they do not achieve 

significant statistical level. Cultural and human service areas are predicted as service 

areas which are hard to get efficiency gains from contracting out to the profit-seeking 

firms (PRIVATE).  

One of the interesting findings from non-provision censoring model is the impact 

of form of government (MANAGER). The regression model with truncated expenditure 

data reports us the impact of council-manager form of government on park service is 

positive. However in the cases of public health and park services, the impacts are 

negative and statistically insignificant. These anomalous findings require further 

explanations in relation to service characteristics.  

As we found in the first stage analysis regression model (see Table 17.2), the 

racial homogeneity (WHITE) has a positive impact on parks and libraries expenditures. 

These significant and positive impacts on service expenditure are inconsistent with 

predictions of transaction cost theory. According to transaction cost theory, when 

service needs and preferences are homogeneous, savings are expected from reduced 

information costs. In other words, the community has relatively homogeneous 

population the cost of service provision will be less than the cities with high 

heterogeneity due to the cost of information. This unexpected strong positive impact of 

white population on per capita expenditure is possibly explained by service specific 

characteristics of parks and libraries. Provisions of these two services generally raise 

the level of community quality of life. And target populations of parks and library 
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services are more homogeneous than social services which assist disadvantaged group 

of population. This finding is consistent with the negative impacts of poverty 

population (POVERTY) on park and library service expenditures. When municipalities 

have high poverty rates, city governments are less likely to spend on cultural service 

provision.   

The statistical support has been limited to our market competition hypotheses. 

The impacts of potential providers of three sectors (NOGOV, PRIVATEFIRM, NPOREV) 

are different of service characteristics of three services. The large number of potential 

other government service providers (NOGOV) is expected to produce more market-like 

prices from contracting out. Considering difficulties of monitoring the quality of park 

and recreation services, other government service production is an attractive option, if a 

municipality is geographically surrounded by a sufficient number of jurisdictions. As 

hypothesized, the sign of number of governments is negative for park service provision.  

The dummy variable, EVALUATE which scored 1 if the government reported that 

it has any system for contracting evaluation, is limited to capture the contract 

management efforts of local government.  Also several control variables are 

statistically supported. The median income (INCOME), total tax per capita (TXPOP) and 

population size (POP) capture the macroeconomic environment for the better service 

deliveries.    

The findings from service expenditure model of parks, libraries and public health 

services expose some limitations of transaction cost theory explanation of contracting 

for human and social services. Conventional belief of local government contracting out 

receives only modest support. In fact, the most basic reason for employing external 

service suppliers: cost savings in production costs do not dominate the empirical results 

for parks, libraries and public health services after selection effects are accounted for. 

One could interpret this to mean that the link between service modes and the cost 

savings are influenced by the attributes of goods and services. This link further 

explicates the expected policy effect of service provision decision on service 

expenditure.  

Nonprofit service vendors are expected to provide professionalism in service 

delivery and flexibilities in programming. At the same time local governments also 
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expect to achieve cost savings from nonprofits’ expertise in human and social service 

areas and low monitoring cost due to low-power incentive of nonprofit governance 

structure. The evidences I found from time series analyses on three soft good services 

are not strong enough to generalize cost efficiency rationale from nonprofit contracting 

out though, it has still important implications to expand transaction cost theory on cost 

saving expectations on nonprofit contracting. This second stage of analysis establish a 

number of important reasons for the more thorough analysis of types of nonprofit 

organizations engaged in contract with local government, the community and 

organizational factors that contribute to contracting.    

 

Table 19 
Outcome OLS Regression Estimation of Per Capita Expenditure 

PERCAP EXP PARK LIBRARY PUBLIC HEALTH 

 Coefficient t Coefficient t Coefficient t 

PRIVATE .1012 1.27 1.319 1.06 .8354 1.57 

NONPROFIT -.0265 -0.11 -1.484*** -3.45 -.1207 -0.36 

OTHERGOV -.6585*** -4.68 -.4080*** -2.17 .0716 0.40 

NOGOV -.0015*** -2.49 .0026*** 2.77 -.0003 -0.25 

PRIVATEFIRM .00005** 1.82 .0002 0.31 -.00001 -0.74 

NPOREV -.0121 -0.49 .0393 1.12 -.0259 -0.84 

FINHEALTH -.0013 -0.51 -.0048 -0.92 .0008 0.14 

IGREV .0485*** 2.89 -.0744*** -2.16 .0007 0.02 

WHITE .0043** 1.90 .0093** 1.79 .0009 0.15 

MANAGER .2821*** 2.86 -.1092 -0.45 -.0408 -0.13 

TELS -.0898 -1.07 .1904 0.95 .0609 0.32 

EVALUATE .0532 0.88 -.0564 -0.47 .1049 0.81 

TAXPOP .7128*** 6.42 .1951 0.71 .7826*** 4.11 

INCOME .1265 1.05 .1691 0.60 -.4374*** -1.99 

POVERTY  -.0112** -1.79 -.0485*** -2.78 -.0143 -0.85 

INCOME DIFF .0053 0.33 -.0356 -0.92 .0506** 1.70 

URBAN -.0024 -0.47 .0369 1.54 .0365 1.13 
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Table 19 continued 
PERCAP EXP PARK LIBRARY PUBLIC HEALTH 

 Coefficient t Coefficient t Coefficient t 

POP .1452*** 3.01 -.1080 1.54 .3190** 1.68 

TIMEDUMM2002 .059 0.33 -.2268 -0.62 .0750 0.19 

CONSTANT -2.26 -1.63 3.448 0.78 -4.573 -1.23 

R2 0.302 0.206 0.143 

Note. Source: Survey of Profile of Local Government Service Delivery Choices. International 
City Management Association, 1997, 2002.   
 *P= < .1; **P= < .05; ***P= < .01. Two-tailed significance tests. 

 

3. Third Stage of Analysis: Community Relationships of Nonprofit 

Organizations 

Sector choices and cost savings from the contracting out of human and social 

service may reflect other goals for service performance, including service coverage of 

heterogeneous target population and reluctance of private organization to provide 

narrow margin of soft goods and services. While there may be various reasons for 

nonprofit contracting, the critical point is that the nonprofits respond to the service 

needs that are different from available elsewhere (Hansman, 1980, Weisbroad, 1997, 

Frumkin, 2002). The final stage of analysis provides a descriptive analysis of practices 

of nonprofit contracting. This stage helps us to fill gaps in our understanding of critical 

role of local governments to manage nonprofit contracts.    

Transaction cost theory of contracting expects that net benefits from contracting 

are realized when service provision accountability is secured. The use of nonprofits is 

regarded as a response to the transaction risks in contracting services.  Local 

government choices to rely on nonprofits rather than in-house production or other 

service contractors have been attributed to the ability of nonprofits to provide the 

flexibility and cost efficiencies. And local governments expect to enjoy benefits of 

private production from nonprofit contracting while protecting against problems of 

accountability that emerge from the self-interested behavior of for-profit providers and 

the potentials for firms to exploit information asymmetries between local government 

agencies and external vendors.  While all problems of self-interest seeking behavior are 

not eliminated by employing nonprofit organizations, the nature of their funding and 
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governance structure and the character of volunteerism can reduce the risks local 

governments face in contracting out public services.  With this insight, I can expand 

transaction cost theory to the nonprofit contractors which also face transaction cost 

problems in working with government. In a contract situation both principals and 

agents may act opportunistically and uncertainty in the public sector creates transaction 

risks for private producers.  The difficulties for nonprofits to work under the 

government contract may raise costs in nonprofit service production.  An investigation 

of how transaction cost influence the role of nonprofits in service delivery also should 

include management challenges in government contracts and the capacities of nonprofit 

organizations. Much is unknown about government contracting nonprofits’ major field 

of activities, funding structure and financial characteristics.  

Table 20 provides the specified classification of service activities of nonprofit 

organizations in Community Relationships of Nonprofit Organization survey. This 

survey incorporates with NCCS core file for each of organizations. NCCS core file 

presents primary activity code of each organization in the survey. Also figure 3 shows 

the distribution of primary activities of sample organizations in this study. Nearly half 

of our sample nonprofit organizations are human service organizations (47%) and one 

fifth of organizations (21.4%) belong to the health related organizations. More than 

half (52%) of our sample nonprofits report they have provided services/programs under 

contractual arrangement with local governments in last five years. The percentage of 

local government contract for each service area is range from 12% to 81%. Human 

service area shows the highest rate of government contracting (see Figure 3); job 

training (81%), child day care (80%), mental health center (77%), and homeless shelter 

(75%) etc.  
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Table 20 
Contracts with Local Government by Type of Organization 

Note. Source: National Center for Charitable Statistics (NCCS) core file 

 

 

                                                 
38 NCCS (National Center for Charitable Statistics) build a major service group category. A: art, culture 
and humanities , B: education,  D: animal related, E: health, F: mental health,  J: employment, job 
related, L: housing, shelter, N: recreation, sports, leisure, athletics, P: human services, multipurpose and 
other.  

NTEE 

code 
NTEE Major Field

38
 

Frequency / 

Percentage 

Response 

Rate 

Government 

Contract 

A20 Arts, Cultural organizations 83 (5.5%) 19 (23%) 6 (32%) 

A50 Museum and Museum activities 106 (7%) 17 (16%) 2 (12%) 

B70 Libraries 122 (8.7%) 24 (20%) 7 29%) 

D20 Animal protection and Welfare 158 (10.5%) 30 (20%) 9 (30%) 

D60 Specialty animals 8 (0.5%) 1 (13%) 0 

E70 Public health program 53 (3.51%) 10 (19%) 6 (60%) 

F21 
Alcohol, Drug abuse prevention 

program 
21 (1.4%) 3 (14%) 2 (67%) 

F22 
Alcohol, Drug abuse treatment 

program 
141 (9.3%) 26 (18.4%) 13 (50%) 

F31 Psychiatric, Mental health hospital 12 (0.8%) 2 (17%) 1 (50%) 

F32 Community mental health center 48 (3.17%) 13 (27%) 10 (77%) 

F33 
Mental health related group home, 

residential treatment 
45 (3%) 6 (13.3%) 2 (33%) 

F50 Addictive disorders 4(0.3%) 0 - 

J20 
Employment procurement 

assistance, Job training 
72 (4.76%) 11 (15.5%) 9 (81%) 

L41 Homeless shelter 35 (2.31%) 8 (23%) 6 (75%) 

N31 Community recreation centers 30 (2%) 4 (13,3%) 1 (25%) 

P30 Children’s, youth services 102 (7%) 18 (18%) 12 (67%) 

P33 Child day care 280(18.5%) 41 (15%) 33 (80%) 

P81 Senior centers 161 (10.6%) 28 (17.4%) 18 (64%) 

P85 Homeless centers, services 31(2%) 2 (6.4%) 1 (50%) 

Total  1512 
265 

(17.5%) 
138 (52%) 
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Figure 3 illustrates the ratio of government contracting in terms of nonprofits 

major activities. More than 70% of responded human service nonprofits and 57% of 

health nonprofits report that they have provided services and programs under 

contractual arrangement with local government. And 30% of education and 

environmental nonprofits contract local government and only 22% of arts and cultural 

nonprofits report local government service provision contracting.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 3: Distribution of 12 metro nonprofits by primary field of activity (n=1512) 

Note. Source: Survey data of Community Relationships of Nonprofit Organizations 
Research 

 
 
Management challenges of nonprofit organization 

Survey data of Community Relationships of Nonprofit Organizations Research 

report that almost two thirds of nonprofit organizations (66%) in twelve metro areas 

appear to meet significant increase (29%) and moderate increase (36.3%) of demands 

of their primary services. To meet the increased service demands, nearly half (48.3%) 

of nonprofits make significant efforts to change their management style to outcome-

oriented management. At the same time nonprofits report difficulties to work under 

contractual arrangement with local government.  Almost one third (28.2%) of 

nonprofits have experienced problems of poor coordination of local government to 

manage nonprofit service.  
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By identifying major challenges they are facing, I find some of local 

governments fail to create secure cooperation and coordination culture. One fourth 

(25%) of nonprofits report that elected officials’ turnover heightens the uncertainty that 

nonprofit provider faces with regard to future expectations and commitments. And 

21% of nonprofit organizations report administrative official’s turnover also cause 

hardships to work under the local governments’ supervision. Contracting decisions 

become less likely if turnover in government leadership causes difficulties in 

negotiating and monitoring agreements (Feiock and Jang, 2005).  As Gary Miller 

(1992) emphasized, the managerial leadership on creating incentive structure and 

reputations for effective monitoring is important.  

More than half of nonprofit organizations report they primarily serve low socio-

economic status target groups, however the rate of target groups vary in terms of major 

activities. Seventy percent of health related service nonprofits and 63% of human 

service nonprofits target low socio-economic status group and less than one fifth (19%) 

of art and cultural service nonprofits target low income population. As we find the 

higher rate of government contracting from health and human service areas, local 

governments are more likely to contract out services dealing with diverse target 

populations. Characteristics of target populations can also be linked to the role of 

nonprofits in service delivery.  The attribute given the most attention in the literature is 

heterogeneity in the demographic composition of service recipients.  Universalistic 

service provision driven by concerns for equity and fairness may require local 

government to standardize their services to clients.  Needs not adequately addressed by 

this approach often lead to nonprofits to efforts to address particular community 

problems (Lipsky and Smith 1989-1990). Heterogeneous communities with more 

diverse citizen preferences have greater need for nonprofit organizations.  “Dealing 

with diversity” – which is fundamentally a problem of information – presents provision 

difficulties for government that can be overcome by making use of nonprofit 

organizations (Weisbrod 1988, 1997).   

 

 

 



 102 

Fiscal resources of nonprofit organization 

Taking the reality of nonprofit organization, financial capacity of nonprofits are 

very limited and rarely well financed to offer complex and large-scale programs. As 

reported above, the trend toward outcome oriented management and performance 

based payment raise challenges to work under government contract. Peter Frumkin 

argues that the under capitalized nonprofits cannot offer professionalism and flexible 

programmings for human and social service provisions nor compete with growing for-

profit human service divisions (Frumkin, 2002). Figure 4 illustrates the revenue size of 

nonprofits in terms of their major activities. Health and human service nonprofits show 

high revenue distribution compared to the art and education related nonprofits. More 

than one thirds (34%) have revenues of $1 million or more 2.7% of nonprofit have total 

revenue less than $2500 per year.   
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Figure 4: Size of total revenues by major activities  

Note. Source: Survey data of Community Relationships of Nonprofit Organizations 

Research 

 

In figure 4, we can compare the distributions of total revenue for government 

contracting nonprofits and non-government contracting nonprofits. We may note that  

the median total revenue of government contracting nonprofit in this Community 
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Relationships of Nonprofit organizations survey data is higher than that of a non-

government contracting nonprofits. This result may reflect financial condition of 

nonprofit is important for nonprofits to attract government contract.  Frumkin (2002) 

addresses potentially government contracts are most reliable financial resource for 

nonprofits, and their dependence on government contract may fluctuate autonomy of 

professionalism and flexibility on specialized programming. This survey finds one 

fourths (24%) of nonprofits report that regulation and monitoring makes it difficult to 

provide specialized service to clients. The key feature of nonprofits’ professional 

accountability can be achieved through the long-term trust based relationships between 

nonprofits and government productions, however the financial dependencies on 

government contract create inappropriate accountability relationships and loss of 

professional autonomy (Smith and Lipsky, 1993, Frumkin, 2002).   These results 

provide some insights into why the analyses in the stage two did not report dramatic 

cost savings from local governments contracting with nonprofit organizations to 

produce services.   Cost savings from nonprofit production may be less working in part 

because local governments create management difficulties and uncertainties for 

nonprofit organizations to work under the governments’ contract rules and regulations 

which restrict nonprofits’ own specialties as service providers.  In some instances these 

transaction costs will more than offset production costs differences between the public 

and private sector.  

 

4. Summary 

This chapter empirically tests theoretical arguments for efficiency gains from 

contracting out by examining service provision costs across contractor sectors 

controlling for the choice to provide a service or not.  The central questions of how 

decisions of contracting out services are made, and what accounts for the choices 

between service vendors from different sectors are addressed with three stages of 

empirical analyses.   

Empirical analyses have been directed toward estimating the fiscal consequences 

of contracting out services, and the fiscal consequences of the contractor sector 

assigned to produce public services. We find the potential for cost savings from 
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contracting with other governments, nonprofits or private vendors depend upon the 

specific conditions under which local governments are more or less likely to choose to 

contract with a producer from one sector over another. These choices reflect 

perceptions of the relative efficiency of private for-profit firms, nonprofit organizations 

or other governmental units as well as political considerations.  

The first stage analyses with six services provide that the relationship of service 

characteristics and market strength are important to achieve cost savings. Local soft 

services, like parks and libraries services are more likely to be affected by the 

community nonprofit organizations’ capacity to provide cheaper price of service than 

those of private firms. DeHoog (1984) argues the incidence of contracting out is 

associated with the ease with which local government can write solid service contract. 

Even though provisions of electricity, police and fire protection services are capital 

intensive and highly asset-specific, the products of these hard services are relatively 

easy to specify and measure.  

Earlier it was understood that professional city managers are more likely to 

pursue cost reductions from service contracting originated with the substitution of 

cheaper private price for more expensive and inefficient government production. 

Empirical evidence for this relationship has been reverse in the second stage analysis, 

and findings from regression model in first stage of analysis provide further reason for 

rejecting this explanation.  This study finds the consistently positive impact of manager 

form of government on parks service expenditure from the first and second stages of 

analyses.   

Transaction cost theory on contracting out has been acknowledged the 

composition of target populations is one of key determinants of contracting out 

decisions and cost savings from contracting out. The costs of information incurred 

from heterogeneous population lead the local governments to contract out for satisfying 

diverse service demands of citizen.  

The rigorous Heckman selection model presents that there are correlations 

between the error terms of provision selection equations and service expenditure 

outcome equations. I find models of three local services are biased due to local 

government’s non-provision decision. Nonprofit service market capacity (NPOREV) is 
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no longer significantly associated with per capita expenditure of parks and libraries 

service productions after controlling for bias due to decision of provision. Furthermore, 

the magnitude of the parameter estimates for several of the other predictor variables in 

the regression model of first stage analysis changed after accounting for bias due to 

non-provision of local governments. This study finds the efficiency priority of 

contracting out is not universally applied and the characteristics of local government 

services are highly associated with choice of efficient service production arrangement.  

Even if nonprofit organizations pursue different missions and operating 

principles, government-contract nonprofits face competition among nonprofits and 

with private organizations. Descriptive findings from survey research of Community 

Relationships of Nonprofit Organizations report managerial difficulties to work under 

the public contractual arrangement; 1) poor coordination of local government 2) 

government official’s turnover 3) limited fiscal resource. 4) inappropriate monitoring 

and regulation.   These transaction costs incurred from local governments’ poor 

contract management can reduce the cost savings from contracting out service 

production to nonprofits. 
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VI. CONCLUSION 

 

 

Although contracting the delivery of municipal service has been attractive to 

local governments because it often promises substantial cost savings, the previous 

researches on local governance choice did not always hold that contracting out choices 

had positive impacts on reducing municipal expenditures. Competitive market 

governance is not always the answer for correcting the inefficient government 

monopoly. All private productions are not characterized by efficient allocation. The 

fiscal impact of sector choice does not easily accept simple solutions to the complex 

problem, because the transaction costs are great when qualities of a good or service are 

difficult to define and measure. There are limitations in efficiency gains from 

privatization because contracting out may reduce the local government’s ability to 

manage the service production and delivery processes and ensure the qualities of 

services are consistent with public preferences.  

This dissertation has empirically tested theoretical arguments about cost savings 

from contracting out. A transaction cost framework is employed to develop testable 

hypotheses and explain fiscal impact of municipality’s service production 

arrangements. Two related questions are raised by the transaction cost contracting out 

theory. What accounts for provision and production decisions? To what extent does the 

choice of sectors for contracting affect local government service expenditures? I 

empirically investigate these two research questions of local government contracting 

with three stages of analyses.  For the systematic empirical analysis, this dissertation 

builds two nation-wide service delivery data sets:  the 2002 Local Government 

Directory Survey, and a longitudinal data set pooled from ICMA, Local Government 

Alternative Service Delivery Surveys. In the final stage of empirical studies, 

descriptive information on nonprofit organizations are presented with the analysis of 
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nonprofit organizations in twelve metro areas derived from the “Community 

Relationships of Nonprofit Organization” survey research project.  

Literatures of local government contracting out have provided a theoretical 

foundation for this investigation of the effect of service contracting and suggested cost 

efficiencies are drawn from different governance choices. However the presence of 

significant negative relationships between private production and service expenditure is 

not sufficient to generalize cost efficiency rationale to the various local service areas. 

Local government contracting out has been increased for human and social service 

areas, once considered to be exclusively government responsibility. This significant 

increase of contracting out of soft services requires us to develop theoretical and 

practical distinctions between hard and soft services contracting out decisions and 

contracting processes. The municipal housekeeping and maintenance, somewhat 

mundane hard services, like utility service, and public safety services may be 

contracted out in order to achieve cost efficiency in the form of per unit output 

payment contracting. However human-related life quality soft services are different in 

many ways from hard services. The qualities of human and social services are hardly 

measurable and confined to write a specified solid contract between governments and 

external service providers. Furthermore another major difficulty in soft service 

contracting is the absence of independent market for human and social service 

production. Even though municipalities try to find strong private firms to contract out 

human and social services, it is difficult to find appropriate level of private market 

competition. Contracting out to the private provider does not guarantee to lower the 

service cost, but the market competition among potential providers does offer cost 

reduction through the competitive bidding process. In this respect, it is important to 

fully comprehend the importance of service characteristics and sector choices 

associated with service-specific characteristics.  

When it is difficult to delineate the contract and define the service outputs, 

nonprofit organizations are strong candidates to be service suppliers. Compared to 

high-power incentive of private firms, nonprofits are motivated by low-power incentive 

which does not face the same imperatives to skimp on service quality, reneges on 

promised service levels or lowers costs of production by homogenizing services 
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(Young, 1999). Also information cost incurred from high diversity of community 

demography may be absorbed by nonprofit service contracting because nonprofit 

organizations traditionally have performed the functions of helping the disadvantaged, 

providing social services, supporting collective services such as schools, hospitals and 

preserving environments (Weisbrod, 1997, 1999). The transaction cost framework of 

local contracting out suggests nonprofit production of certain services would be more 

efficient than for profit private production. Transaction cost is determined by the 

characteristics of local services associated with different scale economies, the 

availability of independent markets and the degree of potential risk of opportunistic 

behavior by external service providers. The choice of nonprofit sector organizations for 

contracting may diminish expected transaction cost to government because of their low 

power incentive structure and specialized programming capacity to satisfy the diverse 

needs of local services.      

There are both insights and limitations that flow from applying the transaction 

cost approach. The transaction cost theory of contracting is a powerful perspective to 

explain why decisions are vulnerable when transaction risks are high, however it often 

does not provide practical advice for policy decision makers and public managers. 

These limited practical implications from transaction cost theory are supplemented by 

public management theories on municipal contracting out. Public management scholars 

have suggested transaction costs incurred from low measurability of service output and 

uncertainties caused from opportunistic behavior of contractors can be controlled by 

management capacity of municipalities (Kettl, 1993, Milward, Provan and Else, 1993, 

Brown and Brudney, 1998, Romzek and Johnston, 2002, Brown and Potoski, 2003a). 

Contract management capacities are determined by financial and human resources of 

municipalities to build contract infrastructure and performance measurement capacity 

to facilitate the accurate measurement of external provider outcomes (Romzek and 

Johnston, 2002, Brown and Potoski, 2003a).  

Institutional choice theory also provides important insights to understand choice 

of contracting and sectors contract with (Brennen and Buchanan, 1980, Ostrom, 1990, 

1999, O’Toole 1993, McCabe and Feiock, 2001). It is important to identify and analyze 

the presence of some rules that govern choice of contracting out and achievement of 
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cost savings because the expected cost savings to a municipality relies on interactions 

between various levels of institutions. Tax and expenditure limitation laws (TELS) 

regulate local government’s growth in expenditures and taxes. Thus presence of TELS 

affect local government incentives to pursue alternative service delivery method for 

achieving cost savings or efficiency gains.  The structure of political institutions 

especially form of municipal government defines the incentive structure of political 

leaders (Lineberry and Fowler, 1967, Feiock and Kim, 2001, Clingermayor and Feiock, 

2001).  

 

Key Findings 

The transaction cost theory of local government contracting out has allowed us to 

build testable hypotheses that have been examined in three separate analyses:  Probit 

analyses of contracting out (table 15.1 and 15.2), OLS regression service expenditure 

model (table 17.1 and 17, 2), a Heckman selection model of provision decisions (table 

18) and service expenditure outcomes (table 19). Finally community relationships of 

nonprofit organization survey research informs important nonprofit characteristics and 

supplements the statistical results to help us understand the transaction costs to 

organizations that contract with government not just the transaction costs of 

government. 

  The major findings from service expenditure models are reproduced in table 20. 

Table 21 provides theoretically expected directions of each independent variable and 

result directions of each of services models.  

 

 
Table 21 
Summary of coefficient directions of per capita service expenditure models 

 
 
 

Expected directions  Results / Soft services Results / Soft services 
PERCAP EXP 

Hard  Soft  Electricity Fire Police Park  Library  PubHealth 

INHOUSE + + +*** +*** +*** +*** +*** +*** 

PRIVATE - - -*** -* - - - - 

NONPROFIT n/a - n/a n/a n/a - -*** - 
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Table 21 continued 

 
*P= < .1; **P= < .05; ***P= < .01 
 

The clearest statement I can produce from service expenditure models is that the 

direct inhouse productions of all of six services are not the cost efficient production 

choices for local government service provisions. The first and second stage of per 

capita expenditure model provide strong confirmation on Hypothesis1.1: Cities provide 

services by themselves are expected to have greater service expenditures than cities 

contract it out the external providers. The basic assumptions of contracting out have 

been regarded as “cost efficiency seeking.” From the findings from expenditure model, 

it can be concluded that municipalities experience the cost inefficiencies of inhouse 

direct service production.  

The choices of private contracting out for providing hard services are efficient 

for municipalities especially the case of electricity and fire protection service 

provisions. Even though it was not statistically strong enough to generalize, the 

nonprofit productions for soft service areas have high potentials to achieve cost 

Expected directions  Results / Soft services Results / Soft services 
PERCAP EXP 

Hard  Soft  Electricity Fire Police Park  Library  PubHealth 

NOGOV - - -*** + +*** - +*** - 

PRIVATEFIRM - - - - + +** +*** - 

NPOREV -/+ - - +** + -*** -*** - 

FINHEALTH - - +*** -*** -*** - -*** -*** 

IGREV + + +*** +*** +*** +*** +*** + 

WHITE - - - - -*** +*** +*** -*** 

MANAGER - - - +*** +*** +*** +** - 

TELS - - -*** - + - - - 

CONSERVATIVE - - - + - +*** - + 

TAXPOP + + + +*** +*** +*** +*** +*** 

INCOME + + + - +*** + + - 

POVERTY  + + - + + +*** - +*** 

INCOME DIFF + + + +* +*** + + - 

URBAN + + - - +*** -*** - - 

POP + + + +*** -*** +*** + +*** 
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efficiencies from nonprofit contracting. The impacts of nonprofit contracting on all of 

soft services are negative and it is statistically significant in library service production.  

First, I find service specific characteristics are key determinants of contracting 

out decisions, the choice of sectors, and the cost savings realized from service 

production choices.  The descriptive and historical analyses regarding service 

production arrangement (table1.1, 1.2 and 1.3) show that traditional hard services 

productions are more concentrated to profit seeking private firms and the proportion of 

nonprofit production is concentrated in softer social and human service areas. While 

some of the conventional thoughts on the inefficiency of government monopoly are 

consistently supported across all six selected services, the cost savings from private 

contracting to either for profit or nonprofit organizations are only realized only in 

electricity and fire protection services (table 17.1 and 17.2).  

Second, nonprofit organizations are an attractive option when municipalities face 

transaction cost incurred from difficulty in measuring service outputs and high 

monitoring cost on multiple dimensions of service quality. While only modestly 

supported choice of nonprofit supplier for delivery of soft good services may guarantee 

some level of cost efficiency and savings. When local governments experience 

difficulties to find sufficient pool of potential providers from private market, nonprofit 

partnerships are demanded and their professionalism and commitment on their mission 

facilitates long term cost savings with high quality of services.  

Third, independent nonprofit service market for lowering bidding price is 

important for efficiency achievement from contracting out local services. As presented 

in second stage of analysis, the impact of nonprofit production is negative on per capita 

expenditures of parks, libraries and public health services though only library service is 

statistically significant (see Table 19). If profit-seeking contractors have significant 

cost advantages over the other production choices, the market for potential service 

contractors should increase the probability that municipalities try to contract with 

external providers and would lead higher efficiency gains from contracting out.  

Fourth, this research raises issues regarding institutional arrangement, the set of 

rules that define the context in which policy decisions are made and implemented. 

State level rules confine the scope of local government discretion, such as limiting the 
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level of tax levy. Strict tax limitation (TELS) appears to be a heavy burden for 

municipalities and leads them to consider contracting out alternatives. The 

governmental characteristics also affect contract decisions in interesting ways.  

Efficiency may be more important goal, relative to other priorities for professional city 

managers than for elected officials. In many respects, these institutional predictions are 

consistent with the statistical results reported in Tables 15-19.   

Fifth, the impacts of racially homogeneous population are generally negative on 

hard service expenditures and strongly positive on soft service expenditures. The 

proposition that contracting out is activated by socio-economic diversity and 

diminished by percentage of white population is supported by the Probit model of first 

stage of analysis (see Table 15.1 and 15.2).  

One of meaningful finding is that professional manager form of government 

among other form of governments has a strong positive impact on service expenditures 

of service provisions. This result is quite unexpected from existing local institution 

literatures. The direction of impact of form of government on per capita expenditure is 

positive on four services: police, fire protection, parks, and libraries which were 

unexpected (see Table 17.1). Existing researches on the impact of form of government 

suggested professional managers are more attentive to the efficiency gains than elected 

officials. These controversial results may be explained by managers being active 

contracting municipal service deliveries to the external providers, but not cutting the 

corners of service qualities to reduce expenditure level. In other words the quality of 

contracted service may be high. The residual created by contracting may be used to 

expand the scope of services delivered or enhance the quality of services. However the 

impact of form of government merits further research. 

Sixth, descriptive analyses of Community Relationships of Nonprofit 

Organization survey provide us important insights on baselines of nonprofit 

organization and management challenges they face with. This dissertation research 

finds nonprofit service providers also experience transaction cost incurred from poor 

coordination of contractual arrangement of local government. Some nonprofit 

organizations report that frequent turnovers of political and administrative leaders 

disrupt relationship between local government and nonprofit organizations. Limited 
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financial condition of nonprofits and their heavy reliance on government service 

production contract may dilute the very feature of professionalism, commitment on 

charitable missions, and flexibility on service programming to serve diverse target 

population.  

Heckman selection model provides us significant information on potential 

providers of local government and its cost-savings from alternative production mode. 

By contrasting provision and non-provision, this research contributes to the 

understanding of local government service provision decisions by structuring other 

important provision choices of non-provision. This research finds the theoretical 

predictions on efficiency gains from contracting out in cultural and human service 

areas are correlated with the factors affecting provision decisions. Relatively weak 

findings in public health programs in Table 19 may be associated with the omitted 

variables which would capture the different incentive structure of social service 

provision.  

This dissertation research suggests that local governments may be able to 

partially overcome tradeoffs between cost and quality of publicly provided services by 

contracting out the service delivery to nonprofit organizations. Cost savings can be an 

indicator of efficiency. However, reducing costs may not increase efficiency in the case 

of health and human service productions. It is a costly transaction for local 

governments if they lose the ability to manage the service production and delivery 

processes and the qualities of services that are consistent with public preferences. Thus 

the decision of contracting out, and cost savings from contracting out vary across the 

sectors they contract with and service types based on transaction costs. 

 

Practical advice for public managers and nonprofit directors  

The municipal government can save service expenditure from contracting out, 

however transferred service production authority does not guarantee to achieve cost 

saving from contracting out. The choices of sectors are important for achieving cost 

savings. Although the non-distribution funding structure of nonprofit organization does 

not directly guarantee cost savings from service production, the nonprofit 

professionalism on service production and community based knowledge on target 
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population allow nonprofit organizations to be a competitive service providers.  The 

special conditions of nonprofit structure and their community based experiences can 

also reduce the cost of service provision.  

It is found that the financial capacity of nonprofit organizations is the key determinant 

of government contract decisions. The undercapitalized nonprofits cannot offer 

professionalism and flexible programming for human and social service provision. 

Thus nonprofit organizations should make an effort to build up an adequate level of 

staff capacity and service technology to attract more government contracts. Potentially 

government contracts are most reliable financial resource for nonprofits, however their 

heavy dependence on government contract may fluctuate autonomy of professionalism 

and flexibility on specialized programming. Fifty percent of nonprofit organizations in 

Community Relationship of Nonprofit Organization survey respondents reported 

nonprofit organizations currently change their structure to the more outcome oriented 

management. It has been found that one fourth of nonprofit organizations in 

Community Relationships of Nonprofit Organizations survey report “regulation and 

monitoring makes it difficult to provide specialized service to their clients.”  High 

dependency on government contract would allow mission to creep and lose nonprofit 

identity as philanthropy.  

 

Future studies on local government service contracting 

The transaction cost framework is powerful perspective to understand and 

explain the very complex situations of local government service contracting. However 

the application of transaction cost theory has been limited because of the empirical 

hardships of controlling two important transaction cost factors; service specific 

characteristics and market strength.  

Municipal responsibilities of public service are very wide from highly mundane 

housekeeping services to the welfare related human and social services. Previous 

researches on the impacts and results of contracting out have focused on one specific 

service area only. It has been very limited to build general model with isolated one 

specific service area. This dissertation research overcomes this empirical difficulty 

with six distinct service analyses. Even though it is inappropriate to compare the 
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parameters of each coefficient of six independent services, we can differentiate the 

directions of impact on each service. As reported in table 20, the impacts of inhouse 

production on all of six services are strongly positive and the impacts of nonprofit 

organization on all of three soft services are negative. However even in the soft service 

category I see the different characteristics among them. Especially the service 

characteristics of parks and libraries are different from the nature of public health 

programs. The findings of this dissertation research provide strong theoretical and 

empirical grounds for the future development on more specified service model which 

can encompass service specific factors for understanding each of service area well.  

 The transaction cost risks from external service contracting are decreased when 

communities have large number of potential providers for each of service area. This 

dissertation research measures the specific market strength of each service area with 

well defined data sources from County Business Pattern and National Center for 

Charitable Statistics. The measures of private service market and community nonprofit 

organizations for certain service provision are captured the potential service providers 

of each sector, however there is still a question on the transformation of those potential 

provider to be a competitive contract bidder for lowering bidding price. The future 

research of service expenditure model will incorporate the actual measurements of 

municipal service contracting bidding participants.  

Theories on local government contracting out have pointed out the importance of 

government contract management capacity for achieving successful service delivery 

via external service production. This dissertation research has acknowledged and 

incorporated management factors affecting cost efficiencies of contracting out though, 

the lack of direct measurement of local government service delivery measurement 

presents. Understandings on local governments’ efforts to manage contracting out will 

be strengthened with in-depth case study on selected local governments.  

As illustrated in chapter II, figure 1, this dissertation based on the conceptual 

map of government provision and production differentiation. However there is no 

grown literature on the decision of service provision or research on the local 

governments which do not provide services. The category of non-provision could mean 

pure privatization or local governments’ intentions to free-ride the neighboring local 
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government which provide public services. Even though the second stage of analysis 

provide provision models for explaining provision vs nonprovision decision, the future 

research should differentiate the pure privatization and the nonprovision decision of 

local governments with deep understandings of the situations of local governments 

which decide not to provide certain local services.  
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