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I. INTRODUCTION

A recent report by the Panel on Child Care Policy strongly urged,

Responsibility for meeting the nation’s child care needs should be widely shared

among individuals, families, voluntary organizations, employers, communities, and

government at all levels (Hayes, Palmer, and Zaslow 1990, xiii).
Indeed, the child care industry is characterized by a mix of nonprofit, for-profit, and
governmental firms each controlling a significant portion of the market. Yet, little is
known about the interrelationships among these three sectors of the industry. With
families’ increased dependence on more formal modes of care, concern has been raised
about the quality of these out-of-home arrangements. Much of the discussion has
focused on quality differentials between the for-profit and nonprofit sectors of the
industry. Some perceive that nonprofit firms, lacking the incentive to reduce quality in
an effort to increase profits, will provide higher quality care. Data from the recently
released Profile of Child Care Settings (PCS) Study confirm that systematic differences
in the attributes of care typically associated with quality do exist across sectors.
Consequently, any change in the relative market shares of the three sectors of the
industry will change the attributes of care offered in the market. Government efforts to
ensure quality in the child care market through increased subsidization and regulation
may shift the relative importance of individual sectors of the industry. Therefore, it is all
the more important to understand the interrelationships between the nonprofit, for-

profit, and government sectors of the child care industry.



Mixed industries, including the child care industry, have experienced tremendous
growth in recent decades. Between 1976 and 1990, the number of center-based child
care programs increased threefold (Kisker et al. 1991, 205). Over this same time period,
there has been comparable growth in the size and scope of the nonprofit sector in
general. This growth has motivated the development of a substantial body of work on
the economics of the nonprofit sector.

One strand of this literature examines the role of the nonprofit sector and the
interrelationships between the three sectors of the economy. This literature seeks to
address such questions as why nonprofit firms exist, why some industries are
characterized by a mix of nonprofit, for-profit, and governmental firms, and what
determines the relative market shares of these three types of organizations. The
literature offers many, sometimes competing, but oftentimes complementary theories for
the role of the nonprofit sector. However, it is unlikely that one theory, or even a
combination of theories, will be able to explain the role of the nonprofit sector in
general.

Mixed industries are sufficiently complex that understanding the role of the
nonprofit sector in a given industry will require a comprehensive examination of the
individual industry. Yet, little empirical work has been done to test the diverse theories
offered for the role of the nonprofit sector across industries, and none has been done in
the child care industry. Using newly released data from the Profile of Child Care
Settings (PCS) Study, this research seeks to contribute to the literature by examining the

role of the nonprofit sector in the context of the child care industry.



Section II provides a review of the literature, emphasizing those theories of
particular relevance to the role of the nonprofit sector in the child care industry. These
theories offer several testable hypotheses, and the PCS data provide the first opportunity
to test these theories. Using the PCS data Section III provides evidence of systematic
differences in the attributes of care provided across sectors. Since differences in the
nonprofit share of the market imply corresponding differences in the attributes of care
provided, Section IV seeks to explain variation in the relative importance of the
nonprofit sector across geographic regions. The results indicate that government
subsidization and regulation of the child care industry foster the development of
nonprofit firms as opposed to for-profit firms in the industry. Section V concludes the

paper.



II. A REVIEW OF THE LITERATURE

The contract failure theory was first introduced in the context of the child care
market by Nelson and Krashinsky (1973). Nelson and Krashinsky noted that it is difficult
for consumers to judge whether or not the quality of care promised by a provider is, in
fact, being delivered. They argued further that the proprietary firm, motivated by profit,
has an incentive to provide less costly, lower quality care. Therefore, consumers might
prefer to patronize a provider in which they can place more trust. Nelson and
Krashinsky concluded that the nonprofit form arose in the child care industry as a
response to this demand.

Hansmann (1980) generalized the contract failure theory in order to explain the
role of the nonprofit firm beyond the child care industry.! He described the
circumstances under which nonprofit firms might arise in any industry. In particular,
when the purchaser of the service is not the individual who receives the service, or the
nature of the service is such that one cannot immediately judge its quality, it is difficult
for the consumer to determine whether the level of quality received is the same as the
level of quality promised. Under these circumstances, a for-profit firm has the
opportunity to provide a lower quality and presumably less costly service than agreed
upon when purchased. Although the nonprofit firm certainly has the same opportunity
to cheat on the level of quality promised, it has less incentive to take advantage of this

opportunity. The nondistribution constraint that characterizes a nonprofit organization

! Easley and O’Hara (1983) have since formally modelled the contract failure theory
as a principal/agent problem.



dictates that those individuals in control of the firm may not claim any of the firm’s
residual earnings. Consequently, these individuals, constrained in their ability to benefit
personally from cheating, have less of an incentive to do so. The nondistribution
constraint offers consumers a level of protection in industries characterized by
asymmetric information. Thus, the contract failure theory provides an explanation for
why nonprofit firms might arise in a variety of industries.

It is a particularly compelling theory for the role of donative nonprofits. Donative
nonprofits receive a substantial portion of their income in the form of contributions,
while commercial nonprofits earn their income primarily from the sale of goods and
services. A donor is, in essence, a purchaser of services, much like the customer of a
commercial nonprofit. However, the services a donor purchases are often either
delivered to a third party, or are considered collective consumption goods. In both cases,
it is difficult or impossible to determine whether or not the services purchased were
actually delivered. Common examples of donative nonprofits that provide such services
include the American Red Cross and National Public Radio. These nonprofit
organizations offer potential donors at least some degree of protection in the form of a
nondistribution constraint. In contrast, potential donors to for-profit organizations have
no guarantee that their contributions will not go directly into the pockets of the owners.
It is not surprising, then, that industries that depend wholly on donors’ contributions are
comprised exclusively of nonprofit organizations.

Contract failure is evidently less severe in the case of commercial nonprofits.

Commercial nonprofit organizations often share the market with proprietary firms.



However, Hansmann sketched his theory of contract failure broadly enough that it could
explain the role of nonprofits in mixed industries as well. He concluded that the
nonprofit firm had a comparative advantage over the proprietary firm only when the
value of the protection to the consumer offered by the nondistribution constraint
outweighed the associated inefficiencies. Inefficiencies associated with the nonprofit
form include poor incentives for cost minimization, limited access to capital, and slow
response to changes in demand. Thus, there is room in an industry not overwhelmed by
contract failure for both nonprofit and for-profit organizations.

In addition, the distinction between donative and commercial nonprofits is not
always clear. In mixed industries there may be some firms whose sources of income
come from both contributions and the sale of goods and services. These firms are most
likely to be organized under the nonprofit form. The child care industry is a mixed
industry, including both proprietary firms and nonprofit organizations. Furthermore, the
nonprofit firms in the child care industry often accept donations in addition to the fees
charged for their services. Thus, Hansmann’s more general theory of contract failure
goes a long way toward explaining the complex character of the child care industry.

Ben-Ner’s (1986) consumer control theory offers an alternative explanation for the
emergence of nonprofit organizations in industries characterized by asymmetric
information. Rather than focusing on the nondistribution constraint as a means of
eliminating the incentive to cheat on the level of quality promised, Ben-Ner suggests
nonprofit organizations offer opportunities for direct consumer involvement in order to

alleviate information asymmetry. Nonprofit child care centers often encourage



consumers to get involved in fundraising, budget review, and staff selection, as well as to
volunteer their own time.

However, these theories of consumer control and contract failure may best explain
why child care centers initially established themselves as nonprofit organizations.
Following World War 1I, when the child care industry was in its incipiency, child care
provision was scarcely regulated. Consumers, unable to rely on government assurance of
quality care, turned to an organizational form that offered some degree of protection,
whether through consumer involvement or the nondistribution constraint.

Organizations, interested in supporting the provision of child care, contributed to
nonprofit organizations in order to protect their investments. Today, extensive
government regulation of the industry surely must provide consumers with a higher
degree of confidence in the quality of care provided. Yet, the nonprofit sector continues
to dominate the industry, retaining a nearly 60% market share since 1976 (Kisker et al.
1991, 208). Either government regulation of the industry is largely ineffective as a
quality assurance mechanism, or there are other reasons for the persistence of the
nonprofit sector.

These theories of asymmetric information leave several questions unanswered.
Neither the contract failure theory nor the consumer control theory explains differences
in the relative size of the industry’s nonprofit sector across geographic regions.
Furthermore, the theories focus on the choice between the for-profit and nonprofit form,
while both types of firms compete with governmental firms in the child care market.

Therefore, a complete theory for the role of the nonprofit sector would need to address



competition among all three sectors of the industry. However, it is not necessary to
completely discard the contract failure theory; alternative theories for the role of the
nonprofit sector may be complementary rather than competing.

Nonprofit firms typically compete with governmental firms in the production of
quasi-public goods, that is, goods that yield both public and private benefits. The child
care industry is no exception; quality child care yields benefits that extend beyond the
family. In particular, the availability of affordable care allows single parents to work and
support their families outside the welfare system, while high quality care has been found
to be especially beneficial in preparing disadvantaged children for success in school.
Thus, because positive social externalities are associated with quality child care, the
government has an interest in ensuring its accessibility.

The public goods theory for the role of the nonprofit sector was proposed by
Weisbrod (1974, 1977) who suggested that nonprofit firms serve as private producers of
public goods. According to Weisbrod’s theory, the government will produce public goods
only up to the level that satisfies the median voter. Consequently, there will be a
residual demand for public goods by those individuals whose taste for these goods
exceeds the median. Weisbrod concluded that nonprofit firms arise in response to this
excess demand.

Weisbrod’s theory, in and of itself, does not explain why nonprofit rather than for-
profit firms respond to this excess demand; however, complementary theories such as
contract failure and consumer control address this issue. In addition, Weisbrod’s theory

suggests a possible explanation for the relative importance of the private nonprofit sector



across geographic markets. The empirical implication of Weisbrod’s theory is that
nonprofit firms will maintain a larger market share in regions characterized by an
unusually heterogeneous population. Lee and Weisbrod (1977) tested this hypothesis for
the health care industry, using cross-sectional data on hospitals. They regressed the
fraction of nonprofit hospitals against several proxies for heterogeneity, such as variance
within the population in age, education, income, and religion. Their results were mixed,
but mildly supportive of the theory.

The public goods theory focuses on public production of child care services as a
substitute for private production. However, it is also common for the government to
complement private production through subsidization of these services. Researchers
have suggested that government subsidization is largely responsible for the proliferation
of nonprofit firms in mixed industries (Fama and Jensen 1983, 344). Nonprofit firms
benefit from explicit and implicit subsidies, including exemption from federal, state, and
local taxes. Thus, the empirical implication of the subsidy theory is that states or
municipalities that offer higher subsidies to nonprofit firms either explicitly, or implicitly
through the tax system, will support a larger nonprofit sector. Hansmann (1985) tested
this theory, relying on cross-sectional data in the health and education industries, and
found tentative evidence that higher subsidies to nonprofit firms enhanced the sector’s
market share in the relevant regions.

Subsidization, however, does not come without regulation. While there are no
federal regulations of the child care industry, firms must comply with state regulations to

be eligible for federal subsidies. Yet, child care regulations vary considerably across



states. For example, the child-to-staff ratio for 18 month-olds is 3:1 in Maryland and
only 10:1 in Georgia (Gormley 1991, 81). Gormley (1991) hypothesized that stringent,
more costly state regulations would restrict the supply of regulated child care facilities in
those states. He estimated the effects of various state regulations on the number of
regulated child care facilities per preschool child and found that lower child-to-staff
ratios did restrict supply. He estimated separate equations for the number of Kinder
Care facilities per preschool child, and found even stronger negative effects on supply.
Based on these results, Gormley suggested that nonprofit firms might be less constrained
by low child-to-staff ratios, but did not estimate separate equations for the number of
nonprofit facilities per preschool child. However, if low child-to-staff ratios do represent
a more binding constraint on the operations of for-profit firms, then the variability in
state regulations may explain differences in the size of the nonprofit sector across states.
Thus, these theories offer several testable hypotheses. Relying on newly released
cross-sectional data, this research attempts to explain variation in the nonprofit sector of
the child care market across states. The public goods theory implies that regions
characterized by unusually heterogeneous populations will support larger nonprofit
sectors, while the subsidy theory suggests that states or municipalities that offer higher
subsidies to nonprofit firms will support larger nonprofit sectors. The complementary
theory of regulatory constraint implies that states that impose more stringent regulations
will also support larger nonprofit sectors. Results consistent with any of these hypotheses

provide general support for the theories from which they are derived.
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III. DESCRIPTIVE ANALYSIS OF THE CHILD CARE MARKET

The Profile of Child Care Settings Study surveyed a nationally representative
sample of 2,089 child care centers and 583 regulated family day care providers between
October 1989 and February 1990. The sample was selected in two stages. In the first
stage, a random sample of one hundred counties or groups of counties in the U.S. was
selected. In the second stage, a random sample of centers and family day care providers
within the sample of counties was drawn. These providers were asked a series of
questions on the characteristics of the care they provided, including questions on the
price of care and who pays for it, the characteristics of the caregivers and the children
served, and more general characteristics of the program offered.

Previously there were no national data on the availability of different types of
child care programs and services. State regulatory agencies collect data on licensed child
care centers and family day care homes, but do not collect data on unregulated
programs. In many states programs that operate part day or under the auspice of a
religious organization, or programs that are administered by the public school system or
a Head Start program are unregulated. Local resource and referral agencies do collect
data on unlicensed facilities that are exempt from state licensing requirements; however,
because a resource and referral agency may or may not be located in a given community,
the data are incomplete at best. Earlier data from state regulatory agencies also did not
provide information on program characteristics or the population served, and more
complete data from resource and referral agencies suffered from noncomparability. For

example, there was no common definition across states as to what constituted a child
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care center versus a family day care center versus a group home.

The basic sample frame for the PCS consists of licensed child care centers and
early education programs, and regulated family day care providers. The sample is
augmented by a variety of programs that may have been exempted from state regulation,
including part-day preschool programs, religious or public school based programs, and
Head Start programs. Therefore, while the PCS still excludes a variety of less formal
child care arrangements, such as in-home nonrelative care and unregulated family day
care arrangements, the study does provide the most detailed and uniform picture of the
levels and characteristics of the more formal early education and care arrangements
available in the United States today.

The PCS data reveal that at the beginning of 1990, approximately 80,000 center-
based early education and care programs with the capacity to serve over five million
children were operating in the U.S. (Kisker et al. 1991, 22). Among the most important
operating decisions of center-based programs are decisions about the legal status and
auspices of their programs.> Of centers that serve preschool children age three and
older, nearly two-thirds are nonprofit organizations, and approximately one-third operate
for profit (Kisker et al. 1991, 33). In addition, more than half of nonprofit centers report
that they are sponsored by a public school, Head Start, religious, or some other type of
organization (Kisker et al. 1991, 33). Among all centers, approximately fifteen percent

are sponsored by religious organizations. A similar proportion of centers are sponsored

? Essentially all regulated home-based programs operate for profit and have no official
nonprofit status.
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by either Head Start or a public school, nine percent and nearly eight percent,
respectively (Kisker et al. 1991, 38). Approximately eight percent of centers are
sponsored by some other type of organization, such as United Way. On the other hand,
for-profit centers are predominantly independently owned and operated. Nearly thirty
percent of all centers are independent for-profit programs, while only approximately six
percent are national chains (Kisker et al. 1991, 36). Table 1 summarizes the distribution
of the supply of center-based programs by legal status and auspice.

Data from the Profile of Child Care Settings Study reveal that systematic
differences in the attributes of care provided do exist across sectors. Table 1 provides
summary statistics of attributes of the arrangement typically associated with quality care.
Higher quality care is generally assumed to be more costly
than lower quality care. Therefore, to the extent average hourly fees of programs reflect
costs, programs that charge more per hour may be perceived as being of higher quality.
Of those programs earning nearly all their income through parent fees, private nonprofit
centers charge more than for-profit centers. Therefore, based on cost as an indicator of
quality, nonprofit centers offer higher quality care than for-profit centers.

Other indicators of quality include the average hourly wage paid to teachers, the
average percentage of teachers who have earned a college degree, and the average
annual teacher turnover rate. The average hourly wage of teachers and the average
percentage of teachers who have earned a college degree are consistently higher in the
nonprofit sector, while the annual teacher turnover rate is consistently lower. Therefore,

based on these three indicators of quality, the nonprofit sector again outperforms the for-



profit sector.

Two final indicators of quality are average group size and average child-to-staff
ratio. Average group size does not vary significantly across sectors; however, average
child-to-staff ratios are consistently lower in the nonprofit sector. Child development
experts recommend low child-to-staff ratios particularly for the younger age groups.
Consequently, at least according to this latter quality indicator, the evidence once again
favors the nonprofit sector.

While the nonprofit sector dominates the industry, the relative size of the
nonprofit sector varies considerably across geographic regions. For example, the
nonprofit sector maintains a seventy-two percent market share in the Midwest, while only
capturing fifty-six percent of the market in the South. The nonprofit sector occupies
sixty-eight percent of the market in the West and seventy percent of the market in the
Northeast. Since differences in the nonprofit share of the market imply corresponding
differences in the attributes of care provided, this research seeks to explain the variation

in the relative importance of the nonprofit sector across geographic regions.
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IV. ESTIMATING THE NONPROFIT SHARE OF THE MARKET

Using data from the Profile of Child Care Settings (PCS) Study, this research tests
several theories suggested earlier to be of particular relevance to the role of the
nonprofit sector in the child care industry. These theories include the contract failure
theory, the public goods theory, and theories of government subsidization and regulatory
constraint. To study the effects of government subsidization and regulation the nonprofit
share of the market is estimated across states. The analysis controls as much as possible
for the factors other theories suggest might influence the nonprofit share of the market.
However, these factors are likely to be difficult to control for at the state level. For
example, the public goods theory implies that regions characterized by unusually
heterogeneous populations will support larger nonprofit sectors. Population
heterogeneity would be better captured by estimating the nonprofit share across smaller
geographic regions such as counties.

The model estimated follows Hansmann’s (1985) model closely in order to
provide a basis for comparison. The general form of the model is given by

PNP = {(TAX, REG, OTHER)
where PNP is the total number of private nonprofit firms as a percentage of all
nongovernmental firms in a particular state; TAX is a vector of variables that measure
the value of exemption from state income, sales, and property taxes to nonprofit firms;
REG is a vector of variables that measure the constraints imposed on firms by state
child care regulations; and OTHER is a vector of variables that control for other factors

that influence the nonprofit share of the market. Each of the variables is discussed in
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turn below. Table 2 summarizes the variable definitions, and Table 3 provides
descriptive statistics of the variables.

Dependent Variable

PNP - The dependent variable is defined as the market share held by private
nonprofit firms, calculated as the percent of nongovernmental firms that are nonprofit as
opposed to for-profit. This variable was calculated for each of the thirty-five states for
which data from the PCS were available.

Independent Variables

TAX - This vector of independent variables includes three variables that measure
the value of exemption from state income, sales, and property taxes to nonprofit firms;
they are INC, SALES, and PROP, respectively.> INC records state and local income
taxes, including both individual and corporate tax collections, as a percent of personal
income. SALES records state and local sales taxes as a percent of personal income, and
PROP records state and local property taxes as a percent of personal income. These are
not ideal measures of the respective tax rates, but they do capture the necessary
variation in the relative tax burdens across states.

Nonprofit firms are generally exempt from state income, sales, and property taxes.
Since exemption is, in essence, an implicit subsidy to nonprofit organizations, the higher
the tax rate the more valuable the implicit subsidy is to the nonprofit firm.

Consequently, if tax exemption fosters the development of nonprofit firms as opposed to

> These variables were created using fiscal year 1986-1987 data. Source: U.S.

Department of Commerce, Bureau of the Census, Government Finances.
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for-profit firms as the theory suggests, we would expect the estimated coefficient on any
of the tax variables to be positive.

REG - This vector of independent variables includes two variables that measure
the constraints imposed on firms by state child care regulations.* CSR is calculated for
each state as the maximum child-to-staff ratio allowed for three year-olds. Some states
also require providers to have specialized training in early childhood education. TRN is
a dummy variable that is recorded as a one if the state has a provider training
requirement.

Many nonprofit firms, particularly those sponsored by religious organizations, are
exempt from these state child care regulations. However, even for those nonprofit firms
that must comply with the regulations, the standards may be less binding. Nonprofit
firms typically have greater access to volunteers. Therefore, satisfying stringent child-to-
staff ratios may be less difficult compared to for-profit firms who have less access to
volunteers. If more stringent requirements favor nonprofit firms over for-profit firms as
the theory suggests, we would expect the estimated coefficient on CSR to be negative
and the estimated coefficient on TRN to be positive.

OTHER - This vector of independent variables includes variables that attempt to
control for other factors that influence the nonprofit share of the market. Several
variables control for rapid increases in demand for child care services. These include the

birth rate, BIRTH; the labor force participation rate, LABPART; and the growth rate of

* These variables were created using the regulations that were in effect in 1986. The
data were obtained from Kisker et al. (1991).
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