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N RECENT DECADES economists have

begun to reexamine the psychological
and organizational premises of their dis-
cipline. The result is a greater willing-
ness to consider activities formerly
viewed as outside the field, such as self-
less individual behavior or mass political
action, and a growing effort to ana-
lyze “noneconomic” institutions like
churches, clubs, political parties, and
charities. Altruism and nonprofit en-
trepreneurship cannot be understood
within the standard economic frame-
work. Theoretical progress requires a
richer conception of individual utility
functions and a base in cognitive psy-
chology that incorporates the power of
ideas and emotions in motivating behav-
ior. The economics of organizational
form is producing new models of institu-
tional behavior. Research on the volun-
tary or nonprofit sector is part of this on-
going effort.

As the study of nonprofits has devel-
oped and the data base has grown, ana-
Iytic efforts that preserve sharp distinc-
tions between the for-profit, nonprofit,
and public sectors look increasingly
problematic. Many nonprofits receive
substantial  resources from  public

sources. Others engage in profit-making
activities. For-profit firms make charita-
ble donations, and industries such as
nursing homes and child day care have
large numbers of both nonprofit and for-
profit providers. Altruism does not re-
quire the creation of a nonprofit organi-
zation, and conversely, many nonprofit
institutions receive minimal private do-
nations of money and time. Similarly,
ideological commitment is not tightly
linked to nonprofit creation. Ideologues
may go into politics rather than set up a
nonprofit organization; many for-profit
entrepreneurs have a deep commitment
to the goods and services they produce;
and some nonprofits are run on profit-
maximizing principles. Conversely, even
if all people were narrow egoists, non-
profit firms might still survive in the
marketplace.

Yet differences persist. The impact of
organizational form on firm performance
and survival depends upon the interac-
tion between institutional structure and
other features of the environment such
as entrepreneurial motivations, private
donations, government policies, and the
overall competitive environment. No or-
ganizational form is invariably superior,
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but one can isolate factors that will favor
one form over another. For reasons to be
outlined below, donations to organiza-
tions are mostly given to the nonprofit
sector, and I will argue that nonprofits
retain a special advantage for some types
of ideological entrepreneurs. Further-
more, the lack of equity owners with a
claim to profits can be an advantage for
providers of certain difficult-to-evaluate
services.

To set the stage, the first two sections
survey data on private donations and on
the size of the organized nonprofit sector
and summarize work on the economics of
altruism. The third section outlines the
economic function of nonprofit organiza-
tions emphasizing the links between al-
truism, organizational form, and market
structure. Organizations may operate dif-
ferently depending upon their ownership
structure and upon the motivations of
employees, managers, and customers.
Yet competitive market pressures exist
even when the firms are nonprofits and
individuals are altruistic. Thus the next
section explores the role of competition
between nonprofits and for-profits in in-
dustries where both types persist over
time. The final section reviews the em-
pirical evidence on the relative perfor-
mance of nonprofits, and the conclusion
summarizes my argument and draws
some lessons for the regulation of the
nonprofit sector.

1. Private Giving and the Nonprofit
Sector—Basic Facts

The nonprofit sector is not primarily
financed by private gifts and is not fo-
cused on aiding the poor and needy
(Weisbrod 1988; Clotfelter, ed. 1992).
Conversely, not all altruism requires an
organizational base. Friends, neighbors,
and family members help each other,
and strangers benefit from the spontane-
ous Good Samaritan efforts of others
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(Virginia Hodgkinson and Murray
Weitzman 1994, pp. 23-24). Psychologi-
cal studies of helping behavior confirm
the importance of altruism in everyday
life (Jane Allyn Piliavin and Hong-Wen
Charng 1990; Kristen Renwick Monroe
1994). However, because the aim of this
review is to understand the role of non-
profit firms, I focus only on donations of
money and time to organizations. Annual
data released by the IRS permits a rough
measure of this type of giving. Because
not all taxpayers itemize their donations,
the IRS data must be supplemented with
estimates of the giving of nonitemizers
who are mostly low-income people.!
Independent Sector estimated that to-
tal monetary contributions in 1990 were
$122.6 billion. Of the total, $109.6 bil-
lion or almost 90 percent was personal
giving.? Most monetary donations are
given to charitable nonprofit organiza-

I Overall estimates of monetary donations are
made annually by the American Association of
Fundraising Councils (AAFRC) based on a model
developed by Ralph Nelson (1986). The Indepen-
dent Sector (IS) produces periodic estimates of
the amount of volunteer labor. Both the AAFRC
data and IS’s own estimates are reported in
Hodgkinson et al. (1992). The most recent IS esti-
mates are in Hodgkinson and Weitzman (1994).

The institutions that fall under sections
501(c)(3) and 501(c)(4) of the Internal Revenue
Code are included in the “Independent Sector” by
the umbrella organization, Independent Sector.
The 501(c)(3) category includes organizations
“organized for charitable or mutual benefit pur-
poses.” They can accept gifts that are tax dedlljjct—
ible for donors. The category includes organizati-
ons that have religious, charitable, scientific,
testing for public safety, literary, or educational
purposes. To qualify, organizations must assure
that no part of their net earnings inures to private
sharehoﬁlers or individuals, and that they do not
engage in political activity. Those registered as
501(c){(4) organizations are tax exempt, but gifts to
such organizations are not tax deductible to do-
nors (Commerce Clearing House 1983, section
501, p. 181; Hodgkinson et al. 1992, p. 189).

2 Personal giving from living donors was $101.8
billion and bequests totaled $7.8 billion. The re-
mainder was accounted for by foundations $7.1
billion (5.8%), and gifts from corporations $5.9
billion (4.8%) (Hodgiinson et al. 1992, table 2.2,
p. 60).
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TABLE 1
HousEHOLD CONTRIBUTIONS BY TYPE OF CHARITY: 1993 (IN CURRENT DOLLARS)

Average Average
Contribution Contribution
per Contributing per Percentage
Percentage of Household Household of Total
Type of Charity Total Respondents (Dollars) (Dollars) Contributions
Arts, culture, and humanities 8.1% $139 $11 1.7%
Education 175 424 74 11.5
Environment 11.6 89 10 1.5
Health 257 139 36 5.6
Human Services 26.7 208 56 8.7
International, foreign 2.8 * * *
Other 4.7 81 4 0.6
Private/community foundations 5.3 144 8 1.2
Public/societal benefit 11.2 160 18 2.8
Recreation-adults 4.6 193 9 14
Religious organizations 49.2 817 402 62.2
Youth development 179 _106 _19 _29
Total 73.4% $880 $646 100.1%**

Source: Hodgkinson and Weitzman, (1994, table 1.3). For a description of the study methodology see the original

source.
* Not enough unweighted cases.
s Totals do not add to 100.0 due to rounding,

Question: To which, if any, of these fields have you or the members of your family or household contributed some

money or other property in 19937

tions. However, IS estimated that 14.7
percent of household contributions in
1989 went to for-profit organizations and
governments, mostly localities. (For-
profits received 2.5% and governments
12.2%; Hodgkinson et al. 1992, table 2.5,
p. 64.) In 1993 the value of volunteer la-
bor provided to organizations was an es-
timated $182.3 billion according to IS.3

3 This is a rough estimate of the dollar value of
the 19,481.3 million hours spent volunteering in
organizations (Hodgkinson and Weitzman 1994,
table 1.5, p. 23). The IS estimates the opportunity
cost of volunteers” time using the average nonagri-
cultural hourly wage plus 12 percent for fringe
benefits. The total may over- or understate the
cost to the organization of substituting paid for
volunteer labor (Weisbrod 1988, p. 133; Steinberg
1990b, pp. 164-66). The IS data include volun-
teering in firms and government. In 1989, 68.3%
of volunteer hours were donated to nonprofit or-
ganizations, 5.6% to for-profits, and 26.1% to gov-
ernments, mostly local public schools (Hodgkinson

According to the same source, monetary
donations were 1.7 percent of house-
hold income in 1993 or $646 per house-
hold (Hodgkinson and Weitzman 1994,
table 1.1, p. 16). Corporate contribu-
tions totaled 1.82 percent of pretax in-
come or 3.48 percent of after tax income
in 1989 (Hodgkinson et al. 1992, table
2.41, p. 103). Table 1 summarizes the
results of a survey sponsored by IS show-
ing the distribution of household con-
tributions across sectors. Religion was
the most important category, receiving
over 60 percent of household giving in
1993.

Total resources available to the inde-
pendent sector in 1992 were an esti-

et al. 1992, table 2.6, p. 65). Asplying this percent-
age distribution to 1993 yields $114.6 billion as
the value of volunteer labor given to nonprofits.
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TABLE 2
INDEPENDENT SECTOR: SOURCES OF ANNUAL FUNDS BY SUBSECTOR, 1992
(IN PERCENTAGES)

Annual Sources of Funds

Private
Contri-
butions Payments Other Receipts
Govern- Endowment,
SIC! Private  ment investment Total Funds
Code Subsector Total Sector Sector Total income Church Other Total (1)+(4)+(8)
(1) (2) (3) (4) (5) (6) mn ® 9)
80 Health services 3.6 48.3 40.7 89.0 2.5 1.9 3.0 74 100.0
82 873 Education/research 12.7 57.0 20.0 77.0 5.3 2.6 2.4 10.3 100.0
866 Religious
organizations? 94.5 6.7 _— 6.7 22 -13.7 103 -1.2 100.0
81,83 Social and legal
services 20.0 17.5 50.0 67.6 2.7 0.5 9.1 12.3 100.0
864 Civil, social, and
fraternal 31.3 20.4 333 53.7 2.0 0.7 12.2 15.0 100.0
organizations
483,792,84 Arts and culture 40.2 244 14.7 39.1 9.8 1.2 9.8 20.7 100.0
6732 Foundations? -57.0 455 — 45.5 50.6 05 609 1115 100.0
Unallocated 100.0 = = = = = = - 100.0
Total 18.4 39.1 31.3 70.4 4.6 0.0 6.6 11.1 100.0

Source: Unpublished data to be included in a forthcoming publication in 1996. Independent Sector, Washington, D.C. The
table is an updated version of Table 4.3 in Hodgkinson et al. 1992. See that source for detailed definitions.

1Standard Industrial Classification.

2Religious organizations both receive contributions and provide them to other organizations of the independent sector. To
present net estimates for the independent sector and to estimate the sacerdotal activities of religious organizations,
adjustments are made in the receipts for the religious organization that shows the estimated amount of money subtracted
for use on nonsacerdotal activities.

3Foundation contributions to the various subsectors of the independent sector are included in the rows in the private
contributions column, which is why these contributions show up as a negative estimate for foundations. Estimates placed in
the cells for payments from the private sector represent contributions to foundations. Such estimates are not included in
column totals for private sector payments but are added to the totals for the private contributions column. Foundations
essentially are tax-exempt financial institutions engaged in receiving, investing, and distributing funds to organizations of
the independent sector, to government institutions such as public universities, and to individuals. In order to avoid
counting both the receipt and the distribution of foundation funds in the overall assessment of the total funds for the
independent sector, the net contribution of foundations to the independent sector is estimated by adding contribution of
foundations to endowment and subtracting the grants of foundations to the independent sector from total receipts of
foundations.

mated $508.5 billion, not counting the income (50.2%).* Including the value

value of volunteer labor. Private sec- of volunteer labor as estimated by IS,
tor monetary donations were 18.4 per-

cent of sector resources. The balance 4 Independent Sector data. If the value of vol-
came from the government (31.8%) and unteer la]i)or ($110.8 billion) is included, then the

. share of private donations in the total rises to
from charges, dues, and investment 339
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the independent sector accounted for 6.5
percent of national income and 10.6 per-
cent of employment in 1992 .5

As Table 2 demonstrates, there is
wide variation in the proportion of re-
sources accounted for by private dona-
tions, fees and charges, and government
support. In 1992, health care, the sector
with the largest share of nonprofit reve-
nues, had the smallest reliance on pri-
vate donations of any of the major sub-
sectors—3.6 percent. It is financed
mostly by public and private fees. No
service-providing  category  obtained
more than half of its resources from pri-
vate donations.

The independent nonprofit sector is
growing. Excluding the imputed value of
volunteer labor, the sector grew from 3.0
percent of national income in 1977 to 3.8
percent in 1990 and from 5.3 percent to
6.3 percent of paid employment
(Hodgkinson et al. 1992, tables 1.4, 1.5,
pp. 27-29). A study of the birth of new
institutions using IRS data suggests that
economic conditions affect overall levels
of nonprofit formation, but that govern-
ment policies, philosophical fads, and
“field saturation” helped determine the
relative entry rates of different sectors
(Bowen et al. 1994, pp. 50-64). Contrast-
ing 1965-1975 with 1975-1988, the au-
thors distinguished three groups of char-
ities. “Old enthusiasms” (arts\culture,
education, health, employment, human
services, and animal services) experi-
enced a dramatic slowdown in institu-
tional births between the two periods;
“new enthusiasms” (science\technology,
community improvement) experienced

5 Excluding volunteer labor, the percentages
are 4.3% and 6.6% respectively. Independent
sector workers were 8.4% of employees on non-
agricultural payrolls according to Bureau of
Labor Statistics figures (Data are from a forth-
coming publication of Independent Sector by
Vir%inia Hodgkinson and Murray S. Hodgkin-
son).

7 - 6.8%

Employment Share %

Figure 1. Nonprofit Sector Employment as
Percentage of Total Employment

Source: Johns Hopkins Comparative Nonprofit
Sector Project, Salamon and Anheir (1994, p- 32).

rapid growth in the second period com-
pared with the first, and “continuing en-
thusiasms”  (conservation\environment,
international affairs, recreation\leisure)
had relatively constant birthrates.

The relative importance of public
funds, private gifts, and fees or charges
differs across countries. Nowhere is pri-
vate charity so important as in the
United States. In most European coun-
tries nonprofits are heavily dependent on
public money, although fees and charges
are also important in some areas. The
Johns Hopkins Nonprofit Sector Project
has documented these differences in
studies based on a consistent definition
of the sector (Lester M. Salamon and
Anheier 1994). Figures 1, 2, and 3 sum-
marize their results for 1990. Because of
somewhat different definitions, the data
for the United States are not completely
compatible with the Independent Sec-
tor’s data, but the broad pattern is simi-
lar. Among the Western European coun-
tries included in the study, the nonprofit
sector is remarkably similar in size, but
only in the United Kingdom are pri-
vate donations an important source of
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Figure 2. Composition of the Nonprofit Sector

Source: Johns Hopkins Comparative Nonprofit Sector Project, Salamon and Anheir (1994, p. 45).

funds.® Health care is especially domi-
nant in the United States, but this is a
sector where private donations are rela-
tively unimportant. Germany also has a
large number of nonprofit hospitals fi-
nanced mainly by payments from the na-
tional health care system. Education and
research are particularly important in the
United Kingdom and Japan and are fi-
nanced largely by fees and government

6 The study, however, omits religious organiza-
tions. Only Hungary reports a mix of funding
sources similar to the United States. Its sector,
however, is a much smaller share of GDP than in
the United States, and the development of the
nonprofit sector has been heavily influenced by
private gifts originating outside the country. Fur-
thermore, the fee portion of revenues is appar-
ently mainly from enterprises that may not tﬁem-
selves have a charitable character but that are
owned by nonprofits. See Salamon and Anheier
(1994, pp. 89-90).

grants. Germany, in contrast, has few
private educational institutions. The dif-
ferences in the distribution of nonprofit
activity across countries reflects the
greater role of the state in providing so-
cial services, health care, and education
in Europe and Japan compared to the
United States. The data also reflect dif-
ferences in government attitudes toward
the creation of nongovernmental organi-
zations that could be a source of opposi-
tion to official policies.

Many sectors of the U.S. economy in-
clude a mixture of organizational forms.
Some, such as elementary and secondary
education, are dominated by public and
nonprofit entities. Others, such as arts
and culture, are provided mainly by for-
profit and nonprofit firms. Still others
contain a mixture of all three forms.

AN DA A A TS 1
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% Private Fees
Country

% Public Sector % Private Giving

10 20 30 40 50 60 70
T T T T T T

/ I/ % 60%

Japan

lIO 20 SI() 40 5]0 60 70
T T T T

% 38% 31%

10 20 30 40
T T T T

Hungary / % 57%

Ttaly % 53%

U.S. / %51%
UK. / // 48%

France

Germany m 28%

Figure 3. Sources of Nonprofit Revenue, by Country

Source: Johns Hopkins Comparative Nonprofit Sector Project, Salamon and Anheir (1994, p. 61).

Hospitals, nursing homes, child day
care, and research, are provided by a
rich variety of organizations that have
coexisted over several decades. Although
the relative shares have changed over
time, no type appears to be withering
away. Tables 3, 4, and 5 summarize data
on industries where private nonprofits
coexist with other types of organiza-
tions. Table 3 presents material on for-
profits and nonprofits from the 1987
Census of Service Industries. Organiza-
tions with affiliations to religious organi-
zations are not included. Government
providers are omitted except in the hos-
pital sector where they are included in
the tax exempt column. Table 4 collects
material on the distribution of organiza-
tional forms from various sources.”

" Taken together these tables provide an over-
view of the relevant service industries, but they
contain some inconsistencies. For example, the
Census of Service Industries indicates that child
day care is more dominated by taxable firms than

Table 5 demonstrates that for most
sectors where taxable and tax-exempt
firms coexist, both parts of the industry
have grown in recent years. In some
sectors, such as child day care and job
training, the rate of growth of the tax-
able sector is much more rapid than
the growth of the tax-exempt portion.
Others, such as hospitals, are more

does the source cited in table 4. Since the number
of taxable firms is similar in both sources, the dif-
ference comes from the Census’ omission of over
20,000 nonprofits. The Census excludes 11,424 re-
ligious-sponsored centers and Head Start pro-
grams run by nonprofits (Ellen Eliason Kisker et
al. 1991). The distribution of Head Start centers
comes from the U.S. Department of Health and
Human Services (1994). Another puzzle is the
number of psychiatric hospitals. The American
Hospital Association counts 354 in 1991 and the
1987 Census finds 787, a huge increase over 1977
when the total was 214. This divergence may, in
part, be a difference in the definition of a hospital,
with the Census counting as different estab-
lishments entities that are grouped together by the
AHA.
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TABLE 3
SERVICE INDUSTRIES WHERE TAXABLE AND TAX-EXEMPT FIRMS COEXIST
ToTal U.S. ESTABLISHMENTS WITH PaYROLL, 1987
Taxable
SIC Receipts!
Codes Industry Number $1,000
Health:
8051 Skilled nursing care facilities 9.482 16,938,103
8052 Intermediate care facilities 2,407 2.190,524
8059 Nursing and personal care facilities, n.e.c. 1,526 934,132
8062 General medical and surgical hospitals® 885 15,891,443
8063 Psychiatric hospitals® 373 2,929,743
8069 Other specialty hospitals? 137 898,745
808 Home health care services 5,080 3,023,896
8092 Kidney dialyses Centers 711 824,694
8093 Specialty outpatient facilities, n.e.c. 5,287 2,949,012
8099 Health and allied services, n.e.c. 3,502 1,655,959
Legal:
81 Legal services 138,222 66,997 543
Education:
823 Libraries 178 32,663
894 Vocational schools 3,702 3,058,342
829 Schools and educational services, n.e.c. 6,716 1,791.393
Social Services:
832 Individual and family social services 4,519 728,555
833 Job training and vocational rehab. serv. 1,777 795,020
835 Child daycare services 26,809 2,943,823
836 Residential care 8.516 2,489,808
839 Social services, n.e.c. 1,450 372,966
Other:
7032 Sporting and recreational camps 1,729 472,271
7922 Theatrical producers, and misc. services 3,253 2,543,391
7929 Bands, orchestras, actors & other entertainment groups 4,594 2,360,833
7997 Membership sports and recreation clubs 7,659 3,699,831
7999 Fairs 164 46,390
873 Research, development and testing services 12,390 14,184,178
874 Management and public relations services 60,501 35,113,851

Source: U.S. Department of Commerce (1987). Detailed definition of industry categories and other terms are
available in Appendix A of the source.
!Includes receipts from customers or clients for services rendered, from the use of facilities, and from merchandise
sold during 1987 whether or not payment was received in 1987, except for health practitioners and legal services.
which reported on a cash basis (payments received in 1987 regardless of when services were rendered). Excise taxes
on gasoline, liquor, tobacco, etc., which are paid by the manufacturer or wholesaler and passed on in the cost of
goods purchased by the service establishment, are also included. Receipts from leasing of vehicles, equipment, etc.
marketed under operating leases are included in receipts figures as well as the fair sales value of merchandise
marketed in 1987 under capital, finance, or “full payout” leases. Receipts also include the total value of service
contracts, amounts received for work subcontracted to others and dues and assessments from members and

affiliates.
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(TABLE 3 cont'd.)
SERVICE INDUSTRIES WHERE TAXABLE AND TAX-EXEMPT FIRMS COEXIST
ToTAL U.S. ESTABLISHMENTS WITH PAYROLL, 1987

Tax-exempt Tax-exempt share in %
SIC Revenues?

Codes Industry Number $1,000 Number  Revenue
Health: '
8051 Skilled nursing care facilities 2,331 6,615,234 20 28
8052 Intermediate care facilities 1,353 1,215,336 36 36
8059 Nursing and personal care facilities, n.e.c. 426 370,874 22 28
8062 General medical and surgical hospitals? 5121 155,253,436 85 91
8063 Psychiatric hospitals?® 414 8,270,194 53 74
8069 Other specialty hospitals? 368 8,471,249 73 90
808 Home health care services 1,769 2,103,309 26 41
8092 Kidney dialyses Centers 128 201,092 15 20
8093 Specialty outpatient facilities, n.e.c. 3,757 2,530,681 42 46
8099 Health and allied services, n.e.c. 1,082 1,147,872 24 41
Legal:

81 Legal services 1,439 665,366 1 1
Education:
823 Libraries 1,392 379,957 89 92
824 Vocational schools 846 361,231 19 11
829 Schools and educational services, n.e.c. 2,490 1,012,118 27 36
Social Services:
832 Individual and family social services 21,862 8,585,174 83 92
833 Job training and vocational rehab. serv. 5,005 3,663,736 74 82
835 Child daycare services 13,822 2,233,489 34 43
836 Residential care 10,474 6,125,174 55 71
839 Social services, n.e.c. 11,839 10,944,392 89 97
Other:
7032 Sporting and recreational camps 1,117 254,362 39 35
7922 Theatrical producers, and misc. services 1,151 797,047 26 23
7929 Bands, orchestras, actors, & other

entertainment groups 981 1,004,474 18 30
7997 Membership sports and recreation clubs 6,549 3,693,675 46 50
7999 Fairs 512 269,341 78 85
873 Research, development, and testing services 3,165 8,303,463 20 37
874 Management and public relations services 814 902,416 1 3

2Includes revenue from customers or clients for services rendered and merchandise sold during 1987, whether or not
payment was received in 1987. Also included are income from interest, dividends, gross contributions, gifts grants
(whether or not restricted for use in operations), rents royalties, dues and assessments from members and affiliates, and
net receipts from fundraising activities. Receipts from taxable business activities of firms exempt from federal income
(Unrelated Business Income) are also included in revenue.

*Government hospitals are included in the data for the tax-exempt sector.
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TABLE 4
SECTORAL COMPOSITION BY INDUSTRY
Nonprofit For-profit ~ Public
Industry Service Units date Total sharein % sharein % sharein %
Healthcare Short stay hospitals Establishments, 1991 5,675 56 13 31
Beds, thousands, 1991 12.6 66 10 25
Psychiatric hospitals ~ Establishments, 1991 354 11 21 67
. Beds, thousands, 1991 121.1 3 6 91
HMOs Enrollees, 1993 48 52 0
Homes for mentally Residents, 1976 38 46 16
handicapped

Blood banks Facilities, 1976 6 63 31
Dialysis centers Dialysis units, 1981 51 33 16
Home health agencies  Visits, 1983 64 26 10
Nursing homes Establishments, 1985 19,100 20 75 5
Beds, thousands, 1985 1,1215 23 69 8
Education Primary & secondary  Establishments, 1990-1991 109,228 23 ? 77
Enrollment, millions, 1990 454 10 <1 89
Post-secondary Establishments, 1991-1992 9,983 28 51 21
Enrollment millions, 1990 13.0 20 2 78
Noncollegiate Establishments, 1992 6,382 18 74 8
Two year colleges Establishments, 1992 1,444 12 19 69
Four year colleges Establishments, 1992 2,157 69 3 28
Child day care Establishments, 19902 71,259 51 36 13
Enrollment in 1000’s, 1990 4,315 54 33 13
Research R&D Expenditures, billions, 1990 150.0 17 72 11
Basic research Expenditures, billions, 1990 21.5 69 20 11
Art museums Revenue, 1979 65 5 30

Sources: Hospitals: American Hospital Association (1992); HMOs: Gray and Schlesinger, (1994, p. 15); Other health:

Schlesinger (1984); Nursing Homes: National Center for Health Statistics (1989) Education: National Center for Educa-
tion Statistics (1992) and (1993); Child Day Care: Kisker et al. (1991); Research: U.S. N ational Science Foundation
(1990); Art Museums: Kenneth Clarkson, unpublished 1979 paper cited in Steinberg (1987b).

I'The estimate for for-profit schools is Hansmann’s (1996) educated guess.

2Both enrollment and establishment data assign Head Start programs 72% to the public sector and 28% to the nonprofit,
on the basis of data for 1992-1993 supplied by the Head Start program (Information Report, U.S. Dept. of Health and
Human Services). Head Start grantees represented 9% of establishments and 7.4% of enrollees in the underlying source.

in balance, and in a few areas, most
notably live theater, nonprofits grew
more rapidly.

2. Altruism and Ideology

Some people believe that the dis-
tribution of income should be more
equal and that basic services should
be allocated to benefit the disadvan-
taged. Others believe that particular
services, such as health care or higher

education, should be supplied at high
levels. Still others would like to propa-
gate particular principles or creeds.
These generalized beliefs are distinct
from altruistic ties of affection and duty
that link family members and close
friends.

Altruism toward one’s kin has inter-
generational survival value in some
models. Parents sacrifice for their chil-
dren, and as a result, the children are
more capable of reproduction than
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TABLE 5
RATES OF GROWTH OF TAXABLE AND TAX-EXEMPT SECTORS, SELECTED SERVICE INDUSTRIES, 1977-1987

Taxable, Taxable, Tax-exempt, Tax-exempt
1987 SIC establishments,!  revenues, establishments, revenues,

code Industry % change % change? % change % change?
7922 Theater, etc.* 20 39 77 88
7929 Bands, orchestras, actors, etc.? 15 39 70 58
8051 Skilled nursing care® 65 63 85 63
8052, 80597 Nursing and personal care, n.e.c. -12 -12 65 32
823 Libraries® -3 165 0 7
824 Vocational schools® 44 82 7 13
832 Individual and family services!* 128 81 76 92
833 Job training and vocational rehab. 141 112 47 17
835 Child day care!! 89 94 30 35
836 Residential care 85 87 87 65
839 Social services, n.e.c. -10 -17 33 136
873112 R&D labs 97 78 13 66
873413 Testing labs 71 75 -9 73

Sources: Calculated from U.S. Department of Commerce, Bureau of the Census (1989) SIC codes were changed
between 1977 and 1987 so this table is limited to sectors with little or no change in the sectoral definitions.

' The percentage changes are overstated since the 1977 Census uses the number of establishments in existence at
the end of year count and the 1987 Census counts establishments in operation at any time during the year. For some
sectors the end of year count is available for 1987 in Appendix G of the 1987 Census. These numbers are included in
footnotes when they are available.

2In real terms using the GNP deflator for the service sector which doubled between 1977 and 1987.

3 Expenditures in 1977; receipts in 1987.

4The percentage change in the number of taxable establishments was 9% using number of establishments in
existence at the end of 1987.

5The percentage change in the number of taxable establishment was 7% using the 1987 end of year count.

6For the entire SIC 805 sector the percentage change in establishments was 24% and 76% for the taxable and tax
exempt sectors respectively using the definitions in this table. Using consistent end of year counts for both dates the
percentage increases fall to 17% and 74% respectively.

7 Combined in SIC 8059 in 1977.

8 The number of taxable libraries fell by 8% using the 1987 end of year count.

% The number of taxable vocational schools rose by 33% using the 1987 end of year count.

WFor SIC 832, 833, 836, and 839 the percentage change was 82% and 62% for taxable and tax exempt estab-
lishments respectively using the definitions in this table. Using consistent end of year counts the rates of increase
were 67% and 57% respectively.

UThe number of day care centers rose by 71% and 25% for the taxable and tax exempt sectors respectively using the
1987 end of year count.

128TC 7391 in 1977.

13SIC 7397 in 1987.

other, less fit, children (Theodore C. vance, however, to the study of chari-
Bergstrom and Oded Stark 1993). ties. Sociobiology cannot explain gifts of
Siblings whose genes or upbringing time and money to support genetically
predispose them to cooperate will, under ~ unrelated individuals and abstract
some conditions, do better than non-  worthy causes. Nevertheless, related
cooperators and end up dominating evolutionary models, not based on kin-
society (Stark 1995). Models based on  ship, demonstrate how altruistic traits,
genetic overlap have only limited rele-  such as heroism, trust, or what Herbert
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Simon calls “docility,” can have survival
value.’

Within otherwise conventional models
of individual choice, however, others’
benefits could affect one’s own well-
being. Thus paternalists feel better off if
the groups they care about consume
goods and services of which they ap-
prove. Such people might donate to sup-
port the education of disadvantaged mi-
nority children but refuse appeals to
provide general financial support for the

oor. In contrast, others, motivated by
“liberal affection,” benefit from the hap-
piness of others. Such people prefer to
make untied monetary grants to worthy
people rather than provide in-kind bene-
fits such as housing, food, or family
counseling (David Collard 1978, pp. 7-
8). Others may have utility functions that
depend, not on the happiness or con-
sumption patterns of individuals but on
the achievement of some general goal
such as a cleaner environment, a high
level of artistic creation, or break-
throughs in basic research.

Even if many people have such utility
tunctions, little may be given to charity
because of free rider problems. Prefer-
ences for a more egalitarian income dis-
tribution or higher education levels for
the poor could justify government redis-
tributive policy (Harold M. Hochman
and James D. Rodgers 1969) and con-
cern for the environment can lead to
regulation by the state. Low levels of pri-
vate giving may indicate, not mean-
spiritedness, but free riding. Even those

5 Simon defines “docility” as a willingness to be
taught or to defer to the superior knowledge of
others. Simon claims that successful human socie-
ties are ones where docility is psychologically asso-
ciated with altruism so that the net gain to indi-
viduals from docility is positive. Societies able to
produce such a psycholl)o ical connection in its
members will be “fitter” than those that are un-
able to do so. Simon (1992 and 1993, pp. 159-60)
ilpeculates about the way such links can be pro-

uced through organizational loyalty, religious
faith, and nationalism.

dissatisfied with the low level of some
publicly provided service (Weisbrod
1977) might not donate to charity.
Individual giving is, in fact, low, at
least when compared with government
social welfare spending.® Nevertheless,
private charity is not unimportant. In
contradiction to strong models of free
rider behavior, many people donate both
time and money to organizations where
their own gifts have only an insignificant
impact on the level of services provided.
Why do they do this if individual gifts
have little impact either on beneficiaries
or on the achievement of general goals?
One explanation for giving is that do-
nors benefit from the act of giving itself.
Although a person who gives money suf-
fers a cost because the money is not
available for other purposes, the benefits
may be higher than from an equivalent
sum donated by someone else. Donors
may value not only the benefits supplied
by the organization, but also their own
acts of charity. For those who benefit
from their own gifts, there are three
ways of characterizing this psychological
phenomenon. First, one might obtain
satisfaction only from one’s own acts of
charity, but not from those of other peo-
ple. This seems a rather extreme case in
which the benefits produced by the char-
ity only matter to you if you caused
them. Alternatively, a donor may care
about the beneficiaries’ overall level of
satisfaction, but get an extra kick, or

91In the United States giving was only 1.7% of
personal income in 1991 and 1993 (Hodgkinson
and Weitzman 1994, table 1.1, p. 16). In Canada
and the United Kingdom it was less than 1%
(Hodgkinson et al. 1992, table 2.21, p. 81). Ex-
cluding giving to religion, United States residents
gave 0.57% of personal income in the late 1980s
compared with 0.13% in France, and 0.18% in
Germany in 1991-1992 (Salamon and Anheier
1994, figure 5.3, p. 65). General government reve-
nue as a percent of GDP was 31.6% in the United
States in 1988, 39.6% in Canada, 39.7% in the
U.K., 46.5% in France, and 44.6% in Germany in
1989 (OECD 1991, pp. 42-43).
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“warm glow,” from his or her own mar-
ginal contribution.!® Third, donors may
have a “buying-in” mentality. They may
feel that they deserve to feel good about
the charitable program only if they have
made some marginal contribution to it.
For each person, there is a discontinuity
in the marginal benefits of gift giving at
his or her threshold (Rose-Ackerman
1982). The second and third views can
be combined. Donors might face a
threshold and once it is past, feel a mar-
ginal warm glow from additional gifts.
Finally, some charities are so small and
some donors are so wealthy that individ-
ual gifts do affect service levels in ob-
servable ways.

Obviously, the free rider problems as-
sociated with charitable actions are miti-
gated if potential altruists benefit from
the act of giving itself, from identifica-
tion with the recipient, and from the
gratitude and affection that recipients
lavish on the donors. However, the eco-
nomics literature has settled on an infe-
licitous term for this phenomenon. Sev-
eral articles describe a person as a “pure
altruist” who cares only about the bene-
fits flowing to others or about the overall
level of some public good.!! Such a do-
nor obtains no warm glow from the act of
giving and will tend to free ride in the
large numbers case. “Pure altruists” are
on such a high, rarified plane that they
give nothing. It seems strange indeed to
label such people altruists. They look ex-
actly like free riders, except that the

10 Kenneth Arrow (1972); Steinberg (1978a).
The term was coined by James Andreoni (1989,
1990). Empirical work suggests that among the
motives for giving are social desirability, career ad-
vancement, expectations of respect and recogni-
tion, identification with certain groups, positive at-
titudes toward the community, as well as altruism.
Blood donors express humanitarian or altruistic
motives along with feelings of self-satisfaction or
pride (Piliavin and Charng 1990, pp. 55-56).

11 This terminology has been employed by An-
dreoni in 1988, 1989, and 1990. The approach is
derived from Gary Becker (1974, pp. 1083-85).

public benefit they consume for free is
aid to the needy rather than a public
good such as a lighthouse. Why not, in-
stead, characterize these people as hav-
ing utility functions that depend on the
level of some jointly provided benefit, be
it a public park, a museum, or aid to the
needy? The label of “altruist” would then
be reserved for people who feel some
moral obligation to help in the provision
of charitable services and of jointly con-
sumed goods not provided by the state.
In Amartya K. Sen’s (1977) language,
such people are motivated by “commit-
ment” rather than “sympathy” for the
other. These people, included among the
“impure altruists” in some models, are,
under this view, the only ones with a le-
gitimate claim to the label “altruist.”
Robert Sugden (1984) has provided
one model of “commitment” that is rele-
vant to the nonprofit charitable sector.
His view of private donations incorpo-
rates not just one’s own attitude toward
altruistic activity but also one’s reactions
to the altruistic behavior of others. He
posits that most people believe that free
riding is morally wrong and hence feel
an obligation to contribute so long as
others do so. He assumes that people be-
lieve they should give at least as much as
those in their reference group. No one
feels an absolute moral imperative to
contribute a particular amount, but de-
fines his or her obligation in reference to
others.!2 Such a model of donations pro-
duces multiple equilibria only one of
which is efficient. Every other equilib-
rium involves undersupply of the public

12 Sugden’s principle of reciprocity is as follows.
Let G be any group of whi£1 individual i is a
member. Suppose that everyone in G except i is
making a effort of at least E in the production of
some public good. Then let i choose the level of
effort that he would most prefer that every mem-
ber of G should make. If this most preferred level
is not less than E, then i is under an obligation to
the members of G to make an effort of at least E
(Sugden 1984, p. 775).
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good. Sugden argues that this model of
reciprocity accords with the facts of
charitable giving better than competing
theories because it predicts some altruis-
tic activity, but at an inefficiently low
level.

Some giving is the result of feelings of
commitment; some results from sympa-
thy; some arises from belief in the moral
value of reciprocity; some is motivated
by private benefits to the donor such as
prestige, pride, and attendance at elite
parties. Motivations for giving are inex-
tricably linked. One can obtain prestige
from making a gift only if others view
one’s action as worthy. If the narrow pri-
vate benefits of gift giving are too obvi-
ous and large, gift givers will not be
praised for their self-sacrifice.

Donors’ underlying motivations have
implications for the funding strategies of
nonprofits. If sympathy is the dominant
motivation, individualized stories of
hardship should be most effective. If
commitment dominates, reports on the
overall effectiveness of the organization’s
programs are needed. If gifts are reflec-
tions of religious beliefs, the organiza-
tion should stress its commitment to the
donor’s faith. Solicitation by friends and
neighbors is useful if people want others
to view them as good and generous. Em-
pirical work has not succeeded in provid-
ing hard evidence on the motivations for
charitable giving. Such information as
exists, however, confirms Simon’s (1993)
emphasis on ethnic and religious ties,
class and organizational loyalties, and na-
tionalism as generators of altruistic ac-
tions. A high proportion of charitable ac-
tivity in the United States involves
religious and educational institutions to
which donors have close personal ties
(see Table 1). Over half of the those who
volunteered to the charitable sector in
1993 donated time to religious organiza-
tions (Hodgkinson and Weitzman 1994,
table 1.6, p. 23). Youthful experiences of

helping others and present day religious
commitment are related to donations of
money and time. Individual charities are
more likely to obtain a person’s help if
they use a close friend, a clergyman, or a
fellow worker to solicit a donation
(Hodgkinson and Weitzman 1994, PP
61-89).

Experimental work has taken a few
steps toward understanding altruistic be-
havior (see John Ledyard 1995 for a re-
view). This work generally has focused
on the voluntary provision of public
goods consumed by the experimental
subjects, not on aid to the needy. The
“public good” is usually a sum of money
that is an increasing function of the vol-
untary contributions of the subjects.
Such an experimental design permits a
straightforward measure of the differ-
ence between individual contributions
and the efficient level of provision. The
experiments generally are structured as
multi-person prisoner’s dilemma games
where a zero contribution is in every-
one’s narrow self-interest. According to
Ledyard (1995, p. 172), the results con-
tradict “hard-nosed” game theory be-
cause some voluntary contribution al-
ways occurs. Substantial free riding goes
on, however, with the most common re-
sult being contributions equal to 40 per-
cent to 50 percent of the optimum. The
percentages range from 10 percent to
over 80 percent of the optimum. Al-
though the results are fairly robust, the
actual details of behavior are very sensi-
tive to the design of the experiment.
Repetition generally reduces contribu-
tions, and communication between sub-
jects and between subjects and experi-
menters affects the outcomes. The
experimenters generally avoided moral
appeals to their subjects, but when such
appeals were made, there is some evi-
dence that contributions increased
(Ledyard 1995, p. 169). Sugden’s claim
that individual moral imperatives include
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an obligation to match others” gifts also
receives some support.!3

A second type of empirical work fi-
nesses the issue of why people give and
asks how gift giving is affected on the
margin by the opportunity cost of char-
ity. Economists have examined the im-
pact on donations of marginal tax rates
and changes in government spending. In-
creases in marginal tax rates both lower
the price of tax deductible gifts and de-
crease the disposable income of donors.
These factors work in opposite direc-
tions. People will tend to give more be-
cause the tax benefits are greater (that
is, the price is lower) and will tend to
give less because their income is lower.
The first wave of research on this topic
generally concluded that giving was price
elastic (greater than one in absolute
value) and income inelastic (less than
one) (Clotfelter 1985). These results im-
ply that charities on the average will lose
revenues when marginal tax rates are re-
duced. More recent research casts doubt
on the price elasticity claim. Some stud-
ies found that giving was price inelastic
(Steinberg 1990). Other work suggests
that the wealthy have very price elastic
donation functions while others have in-
elastic demands (Steinberg 1990a, p. 76;
R. Hamilton Lankford and James H.
Wyckoff 1991). Distinguishing between
permanent and transitory changes, Wil-
liam C. Randolph (1994) finds that tran-
sitory price elasticities are much higher
and income elasticities are much lower
than permanent income and price ef-
fects. People time their gifts to take ac-
count of transitory benefits, treating cur-
rent and future giving as substitutes.

A more complete characterization of
the relationship between the public and
the nonprofit sectors should consider the

13The evidence is indirect. In several experi-
ments those with a propensity to cooperate tend to
believe others are more likely to cooperate
(Ledyard 1995, pp. 163-64).

extent to which government spending
crowds out private donations (Rose-Ack-
erman 1987). Some scholars claim that
the crowd-out will be 100 percent under
the assumption that people care only
about the overall level of public services,
not their own contributions. Although
some researchers have found empirical
support for this theoretical claim
(Russell Roberts 1984), most evidence
does not appear to confirm it (Steinberg
1993). Charitable contributions are not
currently zero, and many people donate
who have no measurable impact on the
level of services. Nevertheless, most
studies find that the elasticity of gift-giv-
ing with respect to government spending
on substitutes is negative. Depending on
the price elasticity of private giving, sub-
sidizing giving may be more efficient
than taxation (Roberts 1987). This topic,
however, is not as well researched as the
impact of marginal tax rates on gifts. Lit-
tle work exists, for example, on the link
between donations and government sup-
port of particular nonprofits. One excep-
tion, a study of contributions to public
radio stations, found that individual gifts
fell when government support increased
but far less than dollar for dollar (Bruce
Robert Kingma 1989; and Kingma and
Robert McClelland 1995). Conversely, a
study of hospitals in New York State,
which receive few donations in any case,
found that the already low level of pri-
vate giving was unaffected by changes in
the form and level of public subsidies
(Kenneth E. Thorpe and Charles E.
Phelps 1991).

3. The Economic Function of Nonprofit
Organizations

Nonprofit firms operate under a non-
distribution constraint. No one has a le-
gal claim to the organization’s earnings,
but such firms may, in fact, earn sur-
pluses. These funds may be reinvested in
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the organization, kept as endowment, or
used for other charitable purposes. What
function can such organizations serve?!4
Three interrelated possibilities seem
most important.

First, donors may be willing to donate
only to nonprofit institutions. Given the
difficulty of monitoring charitable work,
donors may fear that for-profit firms will
convert gifts into profits for the owners.
Although nonprofit managers can, of
course, embezzle or misuse funds, at
least using a nonprofit for private gain is
illegal. Thus if one wishes to make a gift,
nonprofits should be able to compete for
such gifts better than for-profits (Hans-
mann 1980). In fact, most private giving
is channeled though nonprofits. Al-
though both for-profits and governments
do receive some donations of time and
money, the vast majority goes to non-
profits, and core government depart-
ments are seldom the recipients of pri-
vate charity.

Second, nonprofits may be a response
to information asymmetries faced by cus-
tomers (James and Rose-Ackerman 1986,
pp. 20-23; Steinberg and Bradford H.
Gray 1993; Weisbrod 1989). Customers,
like donors, may favor nonprofits be-
cause they believe that they have less in-
centive to dissemble because the lack of
a profit motive may reduce the benefits
of misrepresentation. Thus if poorly in-
formed customers find it costly to deter-
mine quality before purchase, or even af-
ter purchase, they may prefer a
nonprofit to a for-profit provider. They

14 Because a number of excellent survey articles
and edited volumes are available on this topie, I
will provide only a brief summary here. A seminal
piece is Hansmann (1980). That article along with
other important articles on the nonprofit sector
are reprinted in Rose-Ackerman (1986). Other
valuable overviews are the articles by Hansmann
and Steinberg in Walter W. Powell, ed. (1987);
Estelle James and Rose-Ackerman (1986); Weis-
brod (1988); Ben-Ner and Theresa Van Hoomis-
sen (1993). An international erspective is pro-
vided by Anheier and Seibel, eds.(1990).

may select a nonprofit even if they do
not agree completely with the non-
profit’s underlying philosophy. Services
that people purchase for their close rela-
tives provide examples. Nonprofits may
have an advantage for some buyers in
fields such as nursing home care for the
old and day care for the young.

In this context, public firms ought to
share the same advantages as nonprofits.
Nonprofits will have an edge over public
sector providers only if nonprofits can be
monitored and controlled more easily by
customers. One situation in which this is
likely to be so is when the nonprofit is
organized as a de facto consumer coop-
erative. Consumers overcome their in-
formation deficit by actually running the
organization (Ben-Ner 1986).

Third, nonprofits may provide a more
diverse collection of services than is pos-
sible in the public sector. The voluntary
sector may foster experimentation and
permit those who represent unpopular
or extreme ideologies to put their ideas
into practice without imposing them on
everyone else. People who are dissatis-
fied with the low level or quality of some
government services and wish to sup-
plement public provision may establish
nonprofits (Weisbrod 1977). Both ex-
perimentation and freedom may be en-
couraged by a system that makes it easy
to establish a nonprofit.

The third function of the nonprofit
sector interacts with the first. General
explanations for private donations such
as those put forward by Sugden and Sen
say nothing about how gifts will be allo-
cated or about what types of organiza-
tions will be able to attract gifts. These
explanations for altruistic behavior are
consistent with gifts to public agencies as
well as to private organizations. Here is
where the diversity of the nonprofit sec-
tor proves important. Some people care
about ideas as well as objects and peo-
ple. Rather than simply wanting to “help
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others” or “support culture” in a general—
ized way, they have particular beliefs
about the best way to do these things.
They feel pleasure when an idea they
support is reified in a service-providing
or advocacy organization. Nonprofits are
better positioned than either govern-
mental or for-profit firms to serve this
reification purpose. Government agen-
cies are usually too constrained by legis-
lative mandates and demands for uni-
formity, and for-profits must satisfy a
market survival test.

These claimed advantages of the non-
profit form have not gone unchallenged.
Critics argue that nonprofit managers
have little incentive to manage their
firms efficiently because no one has a
claim to the residual earnings. Of course,
the separation of ownership and control
in large modern for-profit corporations
also gives managers room to act ineffi-
ciently. Managerial shirking, however,
may be an especially serious problem in
nonprofits simply because no market in
ownership shares exists to discipline run-
away managers. In addition, lacking mar-
ket discipline, firms may continue in ex-
istence when they are performing no
valuable function (Hansmann 1996;
Seibel 1990). The success of the non-
profit sector is viewed as an artifact of
favorable treatment by government. Ex-
empt from the corporate income tax and
the property tax, nonprofits can thrive
even when they fail to attract many pri-
vate donations. The tax deduction for
private donations may attenuate donors’
incentives to monitor the use of their
gifts.

Other critics claim that nonprofits that
are heavily dependent on government
funds are in a different category from
privately supported nonprofits. They ac-
cept the claimed advantages of the non-
profit form outlined above, but argue
that they do not apply to publicly funded

organizations. In the social welfare field

many nonprofits receive substantial pub-
lic support and some organizations were
created to take advantage of new public
funding opportunities (Steven Rathgeb
Smith and Michael Lipsky 1993; Sala-
mon 1987). Hospitals are heavily depen-
dent on Medicare and Medicaid money.
The tremendous growth in the nursing
home industry, both nonprofit and for-
profit, was fueled by the federal Medi-
caid program. Twenty-eight percent of
Head Start programs are nonprofit or-
ganizations with almost 100 percent pub-
lic funding (U.S. Department of Health
and Human Services 1994). In the subsi-
dized housing sector community-based
nonprofits entirely funded by govern-
ment are playing an increasingly impor-
tant role (Michael H. Schill 1994). Some
argue that, at least in the health care sec-
tor, the growth of public subsidy has
eliminated the justification for providing
tax exemption to nonprofits (Robert
Clark 1980). In contrast, Seibel (1990)
claims that in a modern welfare state
government supported nonprofits can fill
a specialized organizational niche. The
very inefficiency and unresponsiveness
of some nonprofits helps alleviate con-
tradictory societal and political demands
faced by modern governments. Nonprof-
its survive because of, not in spite of,
their inefficiency.

Another group of critics condemns,
not the special advantages provided to
nonprofits, but their acceptance of pub-
lic money. Supporters of volunteerism
and community action are frequently
critical of the regulatory intrusions that
accompany public programs, arguing that
they undermine one of the main advan-
tages of the nonprofit form. Others note
that the government, in contracting with
private agencies, must uphold public val-
ues and needs to assure financial ac-
countability for taxpayers’ dollars. How-
ever one evaluates these developments,
they suggest that nonprofits’ role as ad-
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vocates for unpopular causes and disen-
franchised groups may be inconsistent
with the receipt of public money. A bi-
furcation may be developing in the non-
profit sector—with some organizations
carrying out service programs using pub—
lic money and others focusing on advo-
cacy (Steven Rathgeb Smith and Michael
Lipsky 1993).

4. Competition Between Nonprofits and
For-Profits

For-profit firms are active in most ser-
vice sectors where nonprofits operate,
but they do not necessarily dominate
nonprofits (Tables 3, 4, and 5). Although
for-profit firms are, on average, larger
than nonprofit firms in the economy as a
whole, this is not true in the industries
where they coexist. There, nonprofit
firms are generally larger on average.!?
Many are old and well-established and
have substantial endowments. Some are
part of stable, long-running national
franchises (Sharon Oster forthcoming).
New nonprofits are being established in
industries such as day-care centers and
nursing homes where for-profit entry is
also occurring (see Table 5 above). How
can we explain the persistence of mixed
service sectors where nonprofits, for-
profits, and public providers exist? Why
doesn’t one form drive out the others?

15 According to the Census of Manufacturing
the average number of employees per firm in the
manufacturing sector was 51 in 1987. The non-
Srofits included in the 1987 Census of Service In-

ustries averaged 38 employees. Table 3 above
shows that in most sugsectors nonprofits ac-
counted for a larger share of revenues than of es-
tablishments. According to the 1987 U.S. Census
of Service Industries, tax exempt firms also have
more employees than taxable ones in most sectors.
The difference is especially large for hospitals
where tax exempt hospitals (both governmental
and private nonprofit) avera%e 672 employees
compared with 263 for taxable hospitals. The aver-
age number of employees for nursing and personal
care facilities (SIC 805) is 72 for taxable firms and
90 for tax exempt. For child day care the numbers
are seven and eleven respectively.

Skeptics argue that the continuing vi-
ability of the private nonprofit sector is
simply an artifact of its favorable status
under tax and other laws that favor non-
profits by making for-profits ineligible to
participate in public subsidy programs.
They also point to private accreditation
organizations that impose extra require-
ments on for-profits or use criteria that
would exclude most for-profits.!6 Other
critics suggest that barriers to exit imply
that the nonprofit sector is larger than is
economically efficient. Some observers
have speculated that age, size, and level
of capitalization will be positively associ-
ated with a nonprofit’s survival prob-
ability. The sketchy empirical evidence
available confirms the hypotheses con-
cerning nonprofits” survival probabilities
(Bowen et al. 1994, pp. 100-04; Per
Selle and Bjarne @ymyr 1992). These
findings, however, are not strong evi-
dence for the proposition that nonprofits
are more reluctant to exit than for-
profits because one would expect a simi-
lar pattern of exit probabilities to exist
for for-profits.

16 Marjorie Webster Junior College, Inc., v.
Middle States Association of Colleges and Secon-
dary Schools, Inc., 432 F.2d 650 (U.S. App. D.C,,
1970), upheld an accrediting organization’s refusal
to accregit a proprietary junior college on the ba-
sis of a policy statement of the Federation of Re-
gional Accregiting Commissions of Higher Educa-
tion and its own past practice. The court, however,
left open the possibility that it might intervene in
future cases unless standards were “reasonable,
a]pplied with an even hand, and not in conflict with
the public policy of the jurisdiction.”

The accrediting requirements of the National
Association of Schools of Art and Design (1993,
pF. 108-09), the National Association of Schools
of Dance (1994, pp. 67-68), and the National As-
sociation of Schools of Music (1993, pp. 141-42)
all contain practically identical language limiting
the money making possibilities of for-profit
schools. Both the Mi(fdle States Association of
Colleges and Schools (MSACS 1994) and the
North Central Association of Colleges and Schools
(NCACS 1992) have standards that severely limit
the profit making possibilities of accredited educa-
tional institutions, but only the NCACS explicitly
requires disclosure of legal form.
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The preceding section listed some
benefits and costs of the nonprofit form.
The important remaining question is why
anyone would found a nonprofit in an in-
dustry where for-profits can break even.
Even when the heterogeneous tastes of
customers create a niche for nonprofit
provision, we still need to explain how
nonprofit entrepreneurs can overcome
the inefficient incentives created by the
lack of owners. To begin, consider the
possibility that ideological commitment
plays an important role. Two issues must
be considered. First, is it plausible to
suppose that ideologues would prefer
the nonprofit form of organization? Sec-
ond, are there advantages to customers
or government agencies of selecting a
service provider riding an ideological
hobbyhorse?

If the answer to these two questions is
yes, then when customers are observed
to patronize nonprofits, they may be se-
lecting the services of committed ide-
ologues. Organizational form, per se,
may not serve an important signaling
function for patrons. It may only be an
indication that certain kinds of entrepre-
neurs and managers find the nonprofit
form desirable.

An ideologue is a person with strong
beliefs about the proper way to provide a
particular service. He or she espouses an
educational philosophy, holds religious
beliefs that imply certain forms of ser-
vice delivery, or subscribes to a particu-
lar aesthetic or psychological theory.
Why might such people concentrate in
the nonprofit sector? The main advan-
tage of the nonprofit form to the ideo-
logue is the absence of owner-investors.
Of course, a for-profit business wholly
owned by the principal could also elimi-
nate outside investors, but if the firm’s
founder is motivated by ideas rather than
profit, relatively modest tax or regulatory
benefits would push the founder in the
nonprofit  direction (Rose-Ackerman

1987; Preston 1992). The legal con-
straints imposed on the nonprofit firm’s
mission may be an advantage to those
who hope that their ideas and projects
will outlive them. Therefore, within any
given individual service sector I would
expect that nonprofit providers would in-
clude more ideologues than the compet-
ing for-profit firms.

It is clear that much nonprofit en-
trepreneurship is ideological in character
(James 1987a, 1989; Dennis Young
1983). James (1986, 1987b, 1993) has
carried out the most systematic empirical
work focusing on primary and secondary
education. She finds that religious and
linguistic differences are important in
explaining the share of nonprofit schools
both internationally and within coun-
tries. She interprets her results as dem-
onstrating, not only demand for reli-
giously and ethnically specialized
schools, but also the willingness of com-
mitted individuals and organized relig-
ious groups to found such schools.

But why should paying customers pa-
tronize firms run by ideologues who
produce services that satisfy their own
idiosyncratic beliefs or express their re-
ligious faith? Why not purchase from a
for-profit firm motivated to satisfy con-
sumer tastes? An organization with com-
mitted founders and managers has two
possible benefits: the “quality control”
advantage and the “product differentia-
tion” advantage. Ideological founders
will seek to hire managers and employ-
ees who share their vision. Because these
employees want the services they pro-
vide to reflect these values, they will
need little monitoring. Committed em-
ployees may be easier to attract if the
firm is a nonprofit. The lack of equity
holders is a signal to employees that
their selflessness is not enriching some-
one else. High level professional employ-
ees may accept lower levels of pay in re-
turn for greater certainty that their
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efforts are actually helping to achieve
their altruistic goals. Empirical support
for this claim is provided by Preston
(1989), by Weisbrod (1983) for lawyers,
and by Myron J. Roomkin and Weisbrod
(1994) for top executives in hospitals.17?

Similarly, the organization’s goals may
attract private donations that supple-
ment the payments of private customers
or government agencies (Marc Bilodeau
and Al Slivinski 1993). For these reasons
a nonprofit may have a quality advantage
over a for-profit and may in some cases
have a cost advantage as well.

Some service sectors include another
margin of choice. Providers may choose
their customers from a range of “appli-
cants.” If the quality of service is partly a
function of who else consumes it, even
for-profit providers may screen potential
customers. Ideologues may, however,
have an additional reason for screening.
Their own beliefs may be better realized
if they can select “desirable” applicants.
Thus a teaching hospital might concen-
trate on difficult, interesting cases; a uni-
versity might screen for high intelligence
and strong high school records, and an
old age home might favor people with
the same religious beliefs as its founders.
This strategy will, of course, work only if
the nonprofit provides a price-quality
mixture demanded by a sufficient num-
ber of customers to produce excess de-
mand. Nonprofit screening will be most
successful when the selection criteria
produce a service environment that
many customers value. For example, a
university that has a highly intelligent,
well-educated student body is likely to
be one tha