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Summary

This paper provides a survey of the empirical literature on the relative performance of not-for-
profit (NFP) organisations for three specific sectors. In particular, we compare the quality and
accessibility of services that are provided by hospitals, child care organisations and welfare-to-
work (WTW) organisations. Various mechanisms may explain the comparative advantages and
disadvantages of not-for-profit organisations, as well as the origins of NFPs. We link these expla-
nations to the actual relative performance of NFPs and discuss the implications for the govern-
ment in mixed markets, where both for-profit (FP) and NFP organisations are. Our general find-
ing is that NFPs do not make a difference on performance outcomes vis-à-vis FP organisations.
It seems that the degree of competition, as well as regulatory policies are more important deter-
minants of market performance.
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1 INTRODUCTION

Although their role and form have changed substantially, not-for-profit (NFP)
organisations still serve as important delivery mechanisms of public services.
Advocates of NFPs argue that rents are used in the interest of society as
a whole, that they have more public sector motivation than for-profit (FP)
firms and are better capable of meeting local needs. Examples include paren-
tal support in non-profit childcare organisations or case-workers in the social
sector that are intrinsically motivated to get less advantaged unemployed cli-
ents back to work. Following this line of reasoning, the ‘Commissie Wijffels’
stresses the importance of fostering and stimulating private NFP organisa-
tions (Ministerie van Justitie (2006)).
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Opponents to NFP organisations, however, doubt the value added in terms
of quality and accessibility of services provided by NFPs. In particular, they
argue that for both employees and consumers the distinction between profit
and non-profit status has become largely irrelevant. Like FPs, NFP organisa-
tions may encounter internal agency problems in monitoring their employees.
These problems may be larger than for FPs, since there is no market in own-
ership shares to prevent ‘managerial shirking’.

For policy makers, assessing the role of NFPs in mixed markets with FPs
is certainly nontrivial. One may argue that NFPs are just a fact of life, and
should be treated similar to private FP organisations. Still, the formal mis-
sions of NFPs often show strong similarities with those of the government.
NFPs generally aim at increasing the quality and accessibility of products,
which may be an argument to stimulate NFPs, e.g. by favourable tax con-
ditions or favouring NFPs in public contracting processes or subsidisation
rules.1 At the same time, one should be aware that the non-profit condition
is not a sufficient condition to warrant social goals. There is a risk that rents
provided by the government induce NFPs to raise wages, create inefficiencies,
or crowd out private donations or donated labour. These may be important
arguments not to subsidise or favour NFPs, thus maintaining a level playing
field between FP and NFP organisations.

This paper surveys the empirical literature on the relative performance of
NFP organisations in mixed markets for three specific sectors. In particu-
lar, we compare the quality and accessibility of services that are provided by
hospitals, child care organisations and welfare-to-work (WTW) organisations
providing training and counselling services for job seekers. Various mecha-
nisms may explain the comparative advantages and disadvantages of NFP or-
ganisations, as well as the origins of NFPs. We link these explanations to the
actual relative performance of NFPs and discuss the implications for the gov-
ernment in mixed markets, where both FP and NFP organisations are. Thus,
we combine recent advances in both theoretical and empirical economic anal-
yses, so as to expose the efficiency and effectiveness of NFPs.

In the survey, our focus is on three sectors that are commonly labelled as
‘social services’: the hospital sector, the childcare sector and WTW services.
The first aspect that unites these three sectors is that they are subject to sub-
stantial informational problems that may undermine the quality and acces-
sibility of services. In this setting, the government either aims at services to
be sufficiently accessible, or to warrant quality standards. Second, a common

1 In this respect, the most important tax advantage of NFPs in the Netherlands is the
exemption from corporate taxes on surpluses they make. Fiscal authorities may deviate from
this rule if they doubt the official mission of the NFP organisation, but this rarely occurs in
practice. In addition to this, there are more aspects that are distinct from the fiscal treatment
of FP organisations, particularly for small NFP organisations (see Koning et al. (2007)).
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feature is that organisations in these sectors – both FPs and NFPs – are often
large, with substantial professional standards that have to be met by their
employees. This means that NFP organisations cannot rely upon voluntary
work as an important provider of labour. This contrasts to e.g. ideological
or religious organisations, where voluntary work is the dominant provider of
labour.2 Third, in the sectors – and for many countries – both FP and NFP
organisations operate as providers of services (‘mixed markets’). This means
that FPs and NFPs in principle are competitors. There also may be mixed
markets where public organisations provide services as well.3

For the Netherlands, empirical evidence on the relative performance of
NFPs vis-à-vis FPs is virtually absent. So far, in the international literature
most evidence is based on data from the US and Canada. When survey-
ing the literature, we therefore concentrate on these two countries. Obviously,
from these results we cannot make inference that can be fully translated to
other countries. Still, we believe that insights from the literature provide use-
ful guidance on the determinants of the performance of NFPs, as well as the
relative importance of legal status in explaining market outcomes, compared
to e.g. the level of competition or the impact of regulatory measures by the
public sector.

In what follows, we first discuss in Section 2 the major theoretical notions
underlying the origins of NFPs, as well as their advantages and disadvan-
tages. Section 3 surveys the empirical literature, whereas Section 4 discusses
the interpretation of this literature. Finally, Section 5 discusses policy options,
as well as some broader notions on the role of NFPs.

2 THE ECONOMICS OF NFPS

2.1 NFPs and Donated labour

There are two main structural features that distinguish NFPs from FPs: (i)
the ‘non-distribution-constraint’ and (ii) the absence of owners (Hansmann
(1980); Glaeser (2002)). The non-distribution-constraint states that there are
strict limits to the appropriation of the organisation’s surplus in the form of
profits for those who run and control it, such as its members, founders or
governors. This contrasts with FPs, where shareholders are the residual claim-
ants. Here, the owner is a shareholder whose aim it is to get a high return
rate. Instead, NFPs are not accountable to any owner or shareholder, but are

2 This contrasts to so called ‘expressive functions’ (see Salamon et al. (2003)), which involve
activities for the expression of cultural, religious or policy interests and beliefs, and where vol-
unteer work is the dominant provider of labour.
3 In this study, however, we abstract from markets where public organisations are active.
Instead, we concentrate on markets where private FP and private NFP organisations prevail
and where the public sector acts as a regulator.
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expected to benefit beneficiary stakeholders – that is, individual consumers,
or society as a whole – by providing products on favourable terms. In this
sense, NFPs can be regarded as ‘failure correcting devices’ that allocate more
effort to the quality and the accessibility of their products. Thus, in our anal-
ysis we may think of markets with FPs only as a reference point, with a rel-
atively high overall efficiency but a substantial role of market failures as well.
When NFPs enter into these markets, this may reduce the consequences of
market failures, while hampering efficiency at the same time. More specifi-
cally, NFPs, may increase the quality and accessibility of services by correct-
ing market failure, but these effects can be (partially) offset by managerial
efficiencies (‘rent extraction’).

Donated labour is regarded as one of the key ingredients for the success
of NFPs. NFPs are better capable of carrying out their missions when they
attract workers that are, at least to some extent, intrinsically motivated to ful-
fil these missions. Stated differently, this means that managers and workers
are not driven by monetary incentives only, but also by the wellbeing of their
beneficiary stakeholders – i.e. they are willing to work beyond their strict job
description and donate extra effort than what was explicitly contracted. Fol-
lowing this line of arguing, one may expect wages to be lower in NFP than
in FP organisations, with voluntary (unpaid) work as the most extreme form
of donated labour.4 We also may expect NFPs to receive more private dona-
tions than FPs do. Thus, the provision of donated labour and private dona-
tions can be considered as a mechanism explaining why NFPs actually can
make a difference over FP firms, particularly in sectors where quality aspects
of output are hard to contract upon (Francois (2001)). The very lack of resid-
ual claimants or profit motive provides a valuable commitment to the worker
at the same time: it tells that, in principle, there is no individual or group
standing to gain from converting donated effort into extra profit for them-
selves. Nobody higher in the organisation has an incentive to cut back on ele-
ments of service provision because nobody in the organisation will gain by
doing so.

Ideally, the non-distribution-constraint of NFPs acts as a plain signal to
potential providers of donated labour. When profits are prohibited, firms can
credibly commit to public goals, thus attracting workers that support these
goals as well. In practice, however, the interaction between the non-profit sta-
tus and donated labour is nontrivial. NFPs often have problems in formulat-
ing concrete missions, or worse, its management may be inclined to exploit

4 In contrast, Francois (2002) argues that labour donation mechanisms may be hampered
by workers that want to free-ride on the effort of their co-workers, anticipating that they are
willing to donate labour in their place. NFPs may combat this problem by offering higher
(‘efficiency’) wages, thus reducing such moral hazard problems.
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the incontractability of their activities.5 Stated differently, the formal restric-
tion on the appropriation of profits is a necessary, but not a sufficient condi-
tion to favour the beneficiary stakeholders. Instead of improving the quality
and accessibility of services, the management and workers of NFPs may use
other mechanisms for their own interest, for instance by increasing wages or
decreasing the number of working hours. We return to this issue, and other
related inefficiencies in more detail in Section 4.

2.2 NFPs as Market Failure Devices

In the literature, there is a variety of market failures providing an opportu-
nity for NFPs to outperform FPs. Stated differently, there is a number of
market failures that may occur in markets with profit oriented firms only. In
the following, we list four of these market failures that are most prevalent in
explaining the rationale of NFPs: (i) asymmetric information, (ii) externalities,
(iii) market power and (iv) distributional or merit good concerns.6 In this list,
distributional and merit good arguments can be labelled as equity concerns,
which therefore cannot be characterised as market failures in a narrow sense
(i.e. an efficiency argument).

2.2.1 Asymmetric Information
The delivery of services often comes with substantial moral hazard problems:
as many quality aspects are hard to observe by consumers, producers may
be inclined to reduce the quality of their services. In the literature, this argu-
ment is often mentioned as the major rationale for NFPs (see e.g. Hansmann
(1980)). Particularly in the social services sector, doctors, nurses, case-manag-
ers and nursery school teachers are better informed on the quality of services
they provide than consumers. Thus, the non-profit status may act as a signal
that service providers will not exploit their informational advantage and act
in the interest of consumers. Generally, the long term consequences of ser-
vice interventions are hard to measure and contract upon – in particular the
future effects on health (hospitals), cognitive and social skills (child care) and
the durability of new jobs (WTW). Similarly, it is difficult to determine the
net effect of service providers, that is, the extent to which they influence out-
come variables, or factors that are beyond their reach. This is particularly rel-
evant to the WTW-sector. Here, re-employment rates are driven by a variety
of factors that WTW-firms cannot control – for instance the business cycle.

5 Obviously, FP organisations may also have problems in formulating concrete missions, and
act accordingly. In this process, however, they will experience the pressure from their residual
claimants.
6 In the literature, the (quasi-) public good argument is often mentioned as one of the key
market failures. Within the context of (social) services, however, this argument is not relevant.
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Asymmetric information problems may not only result in quality prob-
lems, but also limit the accessibility of services. Such adverse selection prob-
lems typically occur in the insurance and lending industry, where insurers and
bankers are, to a large extent, unable to differentiate between the individual
risks of consumers. Given a certain premium rate, only high risk individuals
are likely to buy insurance. Thus, insurance may not be profitable, leading
to underinsurance. Within the context of the three cases of interest, adverse
selection is particularly important in the care sector, where insurers bear the
individual health risk of consumers. Without any intervention, the market is
likely to lead to underinsurance against health costs. Usually, adverse selec-
tion problems call for a regulatory role for the public sector (e.g. compulsory
insurance), rather than by NFP intervention – for instance by establishing a
universal acceptance obligation for insurers.

2.2.2 Externalities
The production and consumption of products may have unintended conse-
quences on parties other than the consumer that cannot be reflected in indi-
vidual prices. With respect to the social services sector, these externalities are
mostly positive. Similar to public organisations, positive externalities may be
a rationale for NFP organisations to exist. NFPs may facilitate managers or
workers that are intrinsically motivated to internalise externalities.

When regarding the three cases, externalities may form a rationale for NFP
provision for WTW services in particular. If WTW trajectories indeed reduce
unemployment levels and create permanent employment, this may lead to a
reduction in crime in the neighbourhood. In this way, WTW services may
have positive externalities. For the childcare sector, various studies do find
a positive relation between the quality of childcare and the cognitive and
social development of the child (Blau and Currie (2004)). This however does
not necessarily point at externalities, as it may be that similar outcomes are
achieved when children are raised at home.7 For hospitals, a similar line of
reasoning applies: externalities may exist, but there is no apparent role for
NFPs here. Externalities of hospital services occur when diseases are infec-
tious. By curing or preventing infectious diseases, these benefits do not exclu-
sively accrue to the individual patient. The presence of such externalities
may be an argument to subsidise various treatments or medicines. In mod-
ern Western countries, however, this role is usually taken care of by the public
sector.

7 The case for tax externalities seems much stronger, i.e. the use of child care is commonly
accompanied by additional labour supply, thus increasing tax revenues.
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2.2.3 Market Power
Firms may derive market power from scale advantages, for instance when
local markets where they operate are characterised by regional monopolies.
In principle, NFPs are less likely to exploit market power by raising prices
and reducing the delivery of services than FPs are. As a result, market power
as a rationale for NFPs – particularly in small and isolated communities –
is connected to the distributional concerns argument. This holds for both the
provision of child care and hospitals. For WTW-services, the market power
argument is less strong, as scale advantages are far less important here (see
e.g. CPB (2000)).

2.2.4 Distributional Concerns
NFPs are often (formally) driven by a mixture of distributional and paternal-
istic concerns. NFPs may aim at a sufficient (physical or financial) access to
services or a minimum provision of services for all consumers under all cir-
cumstances (i.e. health care). This means that NFPs focus on the provision of
services in specific (isolated) areas and for specific target groups. In contrast
to FPs, NFP organisations may have less incentives to “cream-skim” the most
profitable consumers or activities. For instance, NFPs may provide reasonably
priced child care or health facilities for low income families. Similarly, NFPs
may help unemployed workers with bad labour market prospects. Note that
these arguments may also be a reason for public sector intervention (i.e. gen-
eral tax allowances), thus reducing the scope for NFPs.

3 EMPIRICAL EVIDENCE

Informational asymmetries, externalities, market power and distributional
concerns may all be a rationale for NFPs to exist. These market failures pro-
vide NFPs with the opportunity to make a difference vis-à-vis FPs. Within
this context, “making a difference” implies that NFPs outperform FPs on
some aspects: costs and efficiency, quality, quantity (accessibility), or its focus
on specific consumers or (local) market segments. In what follows, however,
we will focus on the quality and accessibility of services that are provided.
In doing this, we concentrate on the current state of the art of the empirical
literature that compares (individual) FP and NFP organisations or individ-
ual patients of FP and NFP hospitals, starting from the early nineties. More
specifically, we primarily have selected studies where quality and accessibility
are (sufficiently) controlled for by any variation in consumer types (e.g. low
and high income, or low or high health risks) and variation in price levels
of the services that are provided. Thus, we are able to concentrate on qual-
ity and accessibility differentials, conditional on a certain price level for both
organisation types. This particularly holds for the discussion of hospitals and
child care organisations, where we discuss the link between income, prices and
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quality. For the welfare-to-work services, unfortunately, the literature does not
offer any insight in price differentials between FPs and NFPs.

3.1 Hospitals

There is a large literature in the US that addresses the difference in qual-
ity between FP and NFP hospitals, mostly in terms of their mortality rates.8

Overall, there appears to be no systematic difference in quality. Recently,
Eggleston et al. (2006) have identified various factors that explain the diver-
sity of results that are found in the literature.9 First, the unit of analysis
is important: studies using data at patient level generally find no differences
between the quality of FPs and NFPs, while studies using aggregated data at
the hospital level generally find that NFPs perform better. Second, quality dif-
ferentials between FP and NFP hospitals are strongly related to the period of
investigation. In particular, after 1990 authors generally find no differentials
between the organisation types. Eggleston et al. (2006) argue that this result
stems from a recent convergence among ownership forms, and better controls
for unobserved heterogeneity in patients. They also stress that recent studies
take better account of the role of competition. That is, increases in competi-
tion between hospitals of the last decades may well explain the convergence
between FP and NFP hospitals. At the same time, it is important to note that
in many countries with FPs and NFPs, including the US, health insurance is
compulsory and the provision of service is regulated by the public sector. This
also limits the room for quality and accessibility differentials.

Regarding cream-skimming and access to care, the evidence is mixed. Here,
most of the literature falls down to the question of whether FP and NFP hos-
pitals pursue objectives that differ from profit maximisation. If NFP hospi-
tals effectively aim to maximise profits, they will tend to drop non-profitable
services and cream-skim the most profitable patients, similar to FP hospitals.
Sloan (2000) analyses hospital conversions in three US states. He finds that
switching from the NFP to the FP status has decreased the probability that
a hospital runs potentially unprofitable programs, like AIDS prevention, com-
munity health, and rehabilitation programs. This study, however, suffers from
substantial selection effects, i.e. hospitals that converted to FP organisations
are likely to be hospitals with poor financial performance in the first place.
Cutler and Horwitz (2000), who also address conversions from NFP to FP

8 Studies that find the quality of NFP hospitals to outperform that of FP hospitals are: Cut-
ler and Horwitz (2000), Sloan et al. (2001), Gray and McNerney (1986). Reverse results are
found in McClellan and Staiger (2000) and Marmore et al. (1986).
9 Another meta-analysis has been done by Devereaux et al. (2002). They find that FP hos-
pitals were associated with increased risk of death. This study has been, however, severely crit-
icised by Eggleston et al. (2006); they argue that the studies used overlapping data from the
same patients and same hospitals.
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hospitals, find that “having FP hospitals in the market appears to cause NFP
hospitals to adopt the same moneymaking measures employed by FP hospi-
tals”. Duggan (2000) analyses the response of FP and NFP hospitals to finan-
cial incentives, induced by a policy change aiming at improving quality of
care for the poor. He finds no difference: both cream-skimmed patients by
avoiding Medicaid and uninsured patients and both used the extra revenues
to increase their financial assets, not to improve quality of care. By contrast,
Horwitz (2005) finds that both types of hospitals pursue different objectives
and that FP hospitals are more profit-seeking than either NFP or public hos-
pitals. When combining the insights from various studies, it appears that the
accessibility of services provided is mainly driven by competition in markets:
both NFP and FP hospitals are more likely to offer profitable services and
less likely to offer unprofitable services when competition is high. Still, when
competition is low, NFPs may make a difference by providing services for
uninsured patients. Thus, the overall picture that emerges is that NFP hos-
pitals do not make a systematic difference vis-à-vis FP hospitals. It is only in
markets with relatively low competition that NFPs may provide a higher level
of accessibility of services, particularly for uninsured patients.

3.2 Child Care

For the child care sector, the empirical literature distinguishes three aspects of
quality: (i) structural quality, which concerns the basic quality of the childcare
environment (e.g. furnishings, fire safety and group size); (ii) process quality,
relating to the service itself, i.e. teacher-child and peer interactions; and (iii)
quality in child outcomes, i.e. the contribution of childcare to the emotional,
social and cognitive development of the child. Structural quality is generally
easy to observe (and regulate!). Empirical studies mostly find that NFPs on
average provide a higher level of structural quality (Mocan (1995), Sundell
(2000), Cleveland and Krashinsky (2004, 2005)). Obviously, process quality
of childcare services is more difficult to observe than structural quality, and
therefore – if NFPs are less susceptive to moral hazard problems – the NFP
advantage should theoretically be larger here. The evidence here is, however,
more mixed.10 Whereas Canadian studies tend to report a significantly posi-
tive NFP differential (Cleveland and Krashinsky (2004), Japel et al. (2005)),
the most recent and comprehensive US studies do not (Morris and Helburn
(2000), Blau and Mocan (2002)). The degree of regulation may be important

10 Quality that is hard to observe, is naturally also hard to measure. In order to compare
levels of process quality, economists use a scale that was designed by child psychologists, which
measures the level of various aspects of quality during onsite visits by professional observers
called the Early Childhood Environment Raring Scale (ECERS) or Infant- and Toddler Envi-
ronment Rating Scale (ICERS).
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in determining the extent to which NFPs and FPs can behave differently. In
particular, Morris and Helburn (2000) and Blau and Mocan (2002) find a
positive NFP differential only in the state with the least stringent regulatory
framework regarding quality of services. Also market size seems of impor-
tance here: Cleveland and Krashinsky (2005) find that a NFP advantage only
materialises in markets with sufficiently high demand. Presumably, in (homo-
geneous) markets with low demand, NFPs are forced to compete with FPs on
price, limiting their ability to offer higher quality (at higher costs). Finally, the
third aspect of childcare quality, i.e. quality in child outcomes, is most diffi-
cult to observe, as the effect of high quality childcare on child development
may take considerable time to materialise. Sundell (2000) finds no significant
differences in child outcomes between NFP and FP childcare providers. Thus,
overall the empirical results on a NFP advantage in providing high-quality
childcare are rather ambiguous.

Distributional concerns also feature in the market for childcare. Most stud-
ies indeed find that NFP childcare organisations are on average more likely
to serve low-income families (Cleveland and Krashinsky (2004), Whitebook et
al. (1990), Morris and Helburn (2000) and Blau and Mocan (2002)). White-
book et al. (1990), however, find that the relation between family income
and mode of childcare provision is not straightforward – i.e. linear. While
children from low-income families are more likely to attend NFP childcare
centres than children from middle-income families, the same holds true for
children from high-income families. High-income families in the sample were
most likely attracted by the higher average quality offered in the NFP centres.
Oddly, both high-income and low-income families displayed a higher willing-
ness-to-pay than middle-income families.11 The only study to dissent is Japel
et al. (2005). They find that children with a less favourable socio-economic
background are more likely to attend FP day-care centres. In addition, they
find that while in FP centres the quality of service varies with the socio-eco-
nomic status of its clientele (i.e. children from low-income families received
the lowest quality of care), this phenomenon does not occur in NFP cen-
tres. This last observation again lends credence to the idea that NFPs are less
likely to compromise on quality when faced with a less affluent clientele.

Summarising, there is no clear systematic evidence in the empirical liter-
ature that NFP childcare providers are more trustworthy in producing high
quality childcare. Remarkably, the only difference between FP and NFP pro-
viders that emerges from the literature regards aspects of quality that are
easy to observe and regulate. As in the case of hospitals, direct competition

11 A possible explanation for this, is that low-income families are badly informed on the
quality of services. For them, the non-distribution-constraint may be particularly valuable,
so they choose for NFP child care. At the same time, high-income families may be better
informed, but prefer higher quality due to income effects.
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between NFPs and FPs inhibits the extent to which the two organisational
forms may behave differently. With respect to differentiation or accessibility
of care, there are only some indications that NFPs are more willing to ser-
vice low-income markets.

3.3 Welfare-to-Work

Similar to the health care and child care sectors, information asymmetries are
probably the most important market failure in the WTW-sector, where organ-
isations provide job training and counselling services for job seekers. In most
OECD countries, the public sector is the major customer of WTW-services,
aiming at getting benefit recipients back to work. Here, the key question is
how the government can protect the collective interest when private organisa-
tions take care of WTW activities. The non-profit-condition may be one way
to ensure two goals that are hard to contract upon: (i) durable jobs; and (ii)
avoiding the cream skimming of unemployed clients with a priori good pros-
pects of finding work.

If NFPs make a difference on the quality of services vis-à-vis FP organi-
sations, we would expect the net effectiveness of NFPs to be higher – that is,
WTW-services should result in higher re-employment rates or higher wages at
placement. So far, there is little empirical evidence that specifically addresses
this issue, with Heinrich (2000) and Stoll et al. (2003) as major exceptions.
Heinrich (2000) studies the effectiveness of 637 local service providers of
JTPA12-activities in the US for 1984–1993. These service providers can be
classified as public non-profits (14%), private non-profits (65%) and for-
profits (21%). When comparing the outcome variables – wages, job place-
ments – no systematic differences between organisation types are found. In
the short run, at the moment of termination of a program, FPs seem to out-
perform NFPs, but these differences do not last when considering the first
post-program quarters. Stoll et al. (2003) study the outcomes of ‘Commu-
nity Based Organisations’ (CBO’s) – a specific type of NFPs that is rela-
tively strongly rooted in local areas – in the Boston area of the US. In this
study, CBO’s seem to perform better than other NFPs and FP organisa-
tions in terms of job placement rates. In terms of placement wages, however,
CBO’s perform less. We therefore conclude that NFPs are not consistently
more effective or ineffective than FPs.

The second argument for NFPs may be rooted in cream skimming. Heck-
man et al. (2002) analyse cream skimming in WTW services in great detail.
They argue that it is associated with modest efficiency gains or losses only.
This means that combating cream skimming must come from distributional

12 Job Training Partnership Act. As of 1998, the JTPA has been replaced by the Workforce
Investment Act (WIA).
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concerns. Heinrich (2000) however does not find any systematic differences
between organisation types here: for instance, in the period of investigation,
FP organisations were more likely to serve welfare recipients, clients with
basic skills deficiencies, but less likely to serve high-school dropouts. In addi-
tion, FPs were even somewhat more likely to provide more intensive types
of training services to participants. In contrast, Stoll et al. (2002) find evi-
dence that CBO’s in Boston train participants with more ‘barrier character-
istics’ than others.

From these findings, we may conclude that NFP WTW-providers do not
systematically make a difference to FP organisations, or public offices. Still,
NFPs are often favoured in contracting processes, NFP organisations may
receive tax-deductible donations and are often exempt for local property and
sales taxes (Heinrich (2000)). Generally, it seems NFPs cannot effectively use
these advantages by favouring their clients, or specific groups of workers.

4 INTERPRETING THE EVIDENCE

4.1 Rents and Rent Extraction

When combining the insights from the empirical literature, the picture
emerges that NFPs do not systematically make a difference with respect to FP
social services organisations. It is only in specific circumstances and for spe-
cific services that NFPs serve different market segments or provide services
with higher quality. In particular, for the three markets under investigation,
we only find some evidence for a wider accessibility of hospital and child care
services for specific groups and higher quality when regulatory measures by
the public sector are virtually absent or when competition is low. Under these
conditions, it seems that NFPs can make a difference with respect to FPs.

In order to interpret the results in more detail, our primary interest lies
in the non-profit-condition of NFPs. Essentially, the evidence so far can be
interpreted in two ways: (i) NFPs do not attract a substantial amount of
donated labour; or (ii) (ex ante) rents of NFPs are lost by managerial inef-
ficiencies (‘rent extraction’). Both explanations may also be interrelated: if
NFPs are susceptive to inefficiencies, individuals may be less willing to donate
labour. In practice, the efficiency of NFPs can be hampered by the relatively
strong position of its management and workers, as they lack the control of
shareholders that FP organisations have. In principle, NFPs may have alter-
native supervisors, but these will have a lower interest in efficiency gains, as
these will not accrue to them. Also, the dynamic efficiency of NFPs – i.e. their
capacity to attract capital for innovations – is hampered by the absence of
shareholders. In contrast to FP organisations, NFP organisations rely upon
donations and private equity only, thus limiting their ability to attract new
capital (Gradus and Bovenberg (2001)).
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There are three ways to empirically expose possible inefficiencies or rents
extraction in NFP organisations: (i) by wage differentials; (ii) comparing costs
and efficiency measures in general; and (iii) analysing the response of NFPs
to changes in competition. We now discuss the evidence on these three issues.

4.1.1 Wage Differentials
Compared to FP organisations, NFPs may have an advantage in attracting
donated labour. When workers expect the organisation not to extract the sur-
plus that is associated with lower wage costs, they may accept lower wages
than in a FP setting. There is, however, another specific feature of NFPs with
opposite effects: as NFP organisations lack the control of shareholders, its
management and workers may be tempted to increase wages.

When considering the social services sectors, wage comparisons between
FP and NFP organisations are mostly directed towards hospitals and child
care organisations. Ruhm and Borkoski (2000) find FP hospital workers to
have similar wages as NFP hospital workers. In contrast, Roomkin and We-
isbrod (1997) do find differences between the two types of organisations, but
this concerns the relative importance of fixed and performance related pay,
rather than the total wage sum that is paid. In the child care sector, the
vast majority of studies suggests that, after controlling for job and education
types, wages are higher in the NFP sector (Mocan (1995), Mocan and Terkin
(2000), Blau and Mocan (2002), Cleveland and Krashinsky (2004)). Cleveland
and Krashinsky (2004), however, argue that the NFP wage premium can be
explained by higher quality of services provided. This means that workers in
NFP organisations provide a higher quality of services, which is rewarded by
higher wages. This suggests that NFP workers – similar to workers in FP or-
ganisations – are driven by financial incentives as well.

4.1.2 Costs and Efficiency
Similar to wage payments, cost and efficiency measures can be informative on
the rents and rents extraction of NFP organisations. Lower cost levels and
high efficiency levels point towards higher rents – particularly as a result of
donated labour – whereas the opposite suggests rents extraction to be dom-
inant. For the care sector, there is an extensive literature that addresses the
efficiency of hospitals. In a recent meta-analysis, Shen et al. (2005) exploit
and review this literature as from 1990. They argue that sufficient controls
at the level of patients, hospitals and market characteristics are needed for a
fair comparison between NFP and FP organisations. In such a setting, little
differences between the organisation types are found. Similarly, Mocan (1995)
and Blau and Mocan (2002) find no cost or efficiency differentials in the child
care sector. Therefore, again the picture emerges that FP and NFP organisa-
tions are not that different after all.
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4.1.3 Market Conduct and Competition
In markets with limited competition, FP organisations have the opportunity
to extract rents by raising prices and (thus) lowering the quantities of ser-
vices that are provided. As we argued in Section 2, NFPs may counteract this
by not exploiting their market power, but acting in the interest of consum-
ers. One way to test for this is by relating FP-NFP differences to the extent
of competition in particular markets – that is, to assess the response of NFP
and FP organisations to changes in the level of competition, for instance due
to mergers. In this setting, the question is whether FPs and NFPs do (or do
not) exploit the rents that come with this merger. Empirical research on this
question has been initiated by Lynk (1995), who analysed a merger between
the two largest NFP hospitals in Grand Rapids, Michigan. Lynk used a con-
ceptual model to argue that the ‘cooperative’ board of directors would not
raise prices. Melnick et al. (1999), however, find ownership status not to influ-
ence pricing responses of merging hospitals. Consistent with this, Dranove
and Ludwick (1999), Melnick et al. (1999) and Simpson and Shin (1997) all
find that NFP and FP hospitals set higher prices in less concentrated mar-
kets. Thus, the evidence seems to favour the idea that FP and NFP hospitals
are both susceptive to rents extraction.13 Hansmann (1996) even characteris-
es the non-profit form as “largely anachronistic” in the hospital industry, with
the large share of NFP hospitals to be attributable mainly to capital embedd-
edness.

For the child care and WTW-sector, the evidence on the conduct of FP
and NFP organisations is thinner. Heinrich (2000) finds both types of WTW
organisations to respond equally to incentive schemes – that is, both FP and
NFP organisations in the US showed a similar increase in re-employment
rates when performance incentives in service provider contracts were included.
This suggests that moral hazard problems are equally important for the two
organisation types.

4.2 Interaction and Spill-overs

The observation that FP and NFP organisations do not have different con-
duct or performance outcomes can be used as an argument not to stimulate
NFP organisations. This line of reasoning relies upon the implicit assumption
that the conduct and performance of FP (NFP) organisations is not affected
by the presence of NFP (FP) organisations. If, however, quality effects spill-
over from NFP to FP organisations – that is, FP organisations increase their
quality in response to the presence of NFP organisations – this may be wel-
fare improving. At first sight, quality differences may then be small or even

13 In a broader study, David (2005) argues that FP and NFP hospitals have largely con-
verged, particularly regarding the size of both types of organisations.
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negligible, but the mere presence of NFPs raises the overall level of quality in
a particular market.

Interaction effects between the two organisational forms have received lit-
tle academic interest. One exception that focuses on mixed markets in which
NFPs and FPs coexist, is the analysis by Grabowski and Hirth (2001). These
authors test two hypotheses on the effect of NFPs on their for-profit coun-
terparts in the nursing home sector. The first hypothesis is that FP en NFP
organisations operate in different market segments, thus ruling out any spill-
over effects. The second hypothesis is that positive spill-over effects occur,
basically as a result of heterogeneity among customer types – that is, some
are more or less informed on the quality of services than others are.

The first hypothesis of Grabowksi and Hirth is that NFP organisations
focus on the high quality segment of the market exclusively, as they have a
competitive advantage over FPs here. This advantage may originate from a
managerial preference for higher quality, as well as a staff that values high
quality and is willing to donate labour to this end. Thus, the effective costs in
this market segment can be lowered below the costs of pure profit maximisers.
This picture ties in with the analysis of Lakdawalla and Philipson (2006), who
argue that firms with objectives that differ from profit maximisation benefit
from reduced marginal costs. If consumers are sufficiently capable of recogn-
ising quality, and value it accordingly, NFPs will dominate the higher segment
of the market and crowd out FPs. Conversely, in the low quality segment
where donated labour will be less prevalent, FPs will dominate. Thus, it is
basically the amount of donated labour that raises the average quality level
in mixed markets, with spill-over effects being absent.

The alternative hypothesis is that there are quality spill-overs from NFPs
to FPs. Here, the key argument is that some consumers are worse informed
on quality than others. In a purely FP market, higher shares of ill-informed,
quality-unresponsive consumers provide higher incentives to shirk on quality.
The non-distribution-constraint, however, allows NFP organisations to credi-
bly commit to high quality. As a result, ill-informed consumers are most likely
to be drawn towards the NFP organisations, relying on the fact that their
informational disadvantage will not be exploited here. This in turn lowers the
share of poorly informed consumers that remains for the FP sector. Due to
this composition effect, the penalty on quality shirking increases, thus result-
ing in higher quality of FP organisations as well. In this sense, such effects
can be labelled as spill-overs.

With respect to quality of nursing homes, Hirth and Grabowski find no
evidence for the first hypothesis, where a higher NFPs’ market share would
lead to concentration of FPs in the lower quality segments (i.e. market seg-
mentations). With respect to the spill-over hypothesis, the evidence is mixed:
the quality of FP nursing homes is positively related to the market share of
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NFPs, but, remarkably, the overall quality level in the market is not.14 Thus,
the evidence for spill-over effects from NFP to FP organisations in nursing
homes is inconclusive.

5 POLICY ARGUMENTS AND CONCLUSION

5.1 Policy Arguments

From a policy perspective, the finding that there is no systematic difference
between NFP and FP organisations suggests that supporting NFPs in mixed
markets is not a wise thing to do. In order to support NFPs, the government
should rely upon the fact that NFPs use the advantages of their non-profit
status exclusively by making a difference, particularly when it comes to the
quality level or accessibility of services that are provided. Rents should not be
directed to higher wages, or other inefficiencies that are not to the benefit of
consumers and/or society as a whole. There is no (strong) evidence that points
in this direction, at least not for the three sectors under consideration.15

Next to the lack of evidence that NFPs do make a difference, there are
more arguments that do not support the basic ideas underlying NFPs. First,
when supposing that NFPs are effective in combating market failures, the
question is how important residual market failures are. For instance, one may
think of NFP hospitals providing specific services that are not cost effective
but beneficial for society – e.g. for equity arguments. Now, if the public sec-
tor intends to extend the range of these services, it may further encourage
NFPs (as well as FPs) to do so. In the literature, however, the complex con-
nection between NFPs’ performance and the size of residual market failures
is hardly addressed. So far, there is only evidence that public sector regulation
and NFPs may act as substitutes. For example, Mocan (1995) finds NFP child
care organisations to provide better quality in North Carolina, where quality
regulation was low compared to other states.

A second argument against specific interventions is related to this issue of
substitution between NFPs and public sector regulation. Substitution will be
strong when performance outcomes are contractable. In this case, the gov-
ernment may apply standard regulatory measures, rather than relying upon
the legal status of organisations. In the literature, there is some evidence that
NFPs distinguish themselves from FP organisations by focusing on specific

14 Spector et al. (1998) also find no support for spill-over effects.
15 Rents extraction effects can also be magnified when (also) self-interested entrepreneurs
decide to opt for the non-profit status to have tax advantages (see Glaeser and Schleifer
(2001)). David (2005) is one of the few studies that specifically addresses the decision of
(new) entrepreneurs to adopt the FP or NFP status. He argues that changes in tax codes and
demand- and population growth have encouraged NFP hospitals in the US to switch owner-
ship type.
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market segments or consumer types. This particularly seems to hold when
competition is low in markets, and NFPs have the opportunity to make a dif-
ference by increasing the accessibility of services, particularly for low-income
families. When such distributional concerns are supported by the government,
this, however, does not mean that NFPs should effectively be stimulated just
because of their non-profit status. Instead, as the target groups – for instance
disadvantaged workers – are well observable and can be contracted upon,
the government may consider subsidisation by the target group itself, rather
than NFP status. Thus, regulation would involve the use of vouchers to spe-
cific consumers in this case, so as to lower the effective consumer prices.16

Conversely, if the degree of incontractability, is high and quality is hard to
observe, NFPs cannot be effectively substituted by public sector regulation.
As standard regulatory measures are then ineffective, this may be an argu-
ment for NFPs.17

The third argument against favouring NFPs is that of crowding out effects
of donated labour and private donations. Crowding out effects may be a
response to the public provision of services, or subsidies to NFPs. The man-
agement, employees and donors of NFPs may perceive that – as a result of
this – the need of donated labour and private funding is less strong, thus ren-
dering policies partly ineffective. In the US literature, there is strong evidence
for crowding out, particularly regarding the relationship between government
funding of public goods and private contributions to the provision of these
goods (Glaeser and Schleifer (2001)).

5.2 Conclusion

When combining the insights from the theoretical and empirical literature,
the picture that emerges is that there are no strong arguments here to favour
organisations only because of their non-profit status, particularly in mixed
markets. In particular, any form of government intervention that is specif-
ically directed to NFP organisations may be hampered by various mecha-
nisms, such as rents extraction and crowding out effects. Instead, in order to
raise quality levels, government intervention will be more effective by regu-
latory measures that apply to all service providers, e.g. policies to increase
market transparency or vouchers to increase accessibility. Or, to put this dif-
ferently, the degree of market competition, as well as regulatory measures of
the government are more important for market outcomes than any differences
originating from the legal status of organisations.

16 Imposing price restrictions may be an alternative here, but this regulatory measure would
be directed to all consumers, rather than being targeted at specific income groups.
17 Obviously, in case of high incontractability, the government may (also) opt for a more
extreme policy intervention, namely by the public provision of services.
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From the analysis, we may conclude that the non-profit condition is not
a sufficient condition for making a difference, in the sense that the qual-
ity or accessibility of services is better safeguarded than by FPs. This obser-
vation – or, stated differently, the absence of any proof that NFPs make
a difference – in turn may discourage the provision of donated labour and
private donations. It thus seems that public goals are best served by NFP or-
ganisations that clearly signal their missions and that – perhaps even more
important – actively give account of their activities. This means that they
inform customers about the quality of services that have been provided, as
well as the specific markets and client groups they want to focus on. Oth-
erwise, there is a large risk that – particularly for larger organisations – the
distinction between FP and NFP status becomes largely anachronistic.

As a final remark, it should be stressed that our arguments against favour-
ing NFPs by the government are certainly not an argument against NFPs.
Instead, from our analysis we conclude that NFPs in fact can make a dif-
ference vis-à-vis FPs, particularly in markets where competition is low and/or
when there are not many regulatory measures being taken by the government.
In these markets, NFPs probably are capable of attracting intrinsically more
motivated workers. But again, this is not an argument per se to stimulate
NFPs, as one cannot (only) rely upon the legal status of these organisations.
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