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Abstract

Traditionally, enforcement of (consumer protec}itaws meant to provide
guality assurance of goods and services was cassideresponsibility of the state in its
various guises (e.g., national government, regignaernment, local government).
Unfortunately, enforcement is an expensive, anad&articularly problematic,
proposition in transition economies that have mamypeting demands on their very
scarce resources.

An alternative mode of enforcement is through tepon. The idea is that
consumers, rather than relying on the state, vaitle producers’ past performance and
translate it into expected quality. Yet for repigatto be able to fulfill this disciplining
role, a high degree of information flow, or transpeey, is imperative. Transparency, of
course, is not something that transition econonyigisally excel in.

In this article we discuss a third form of enforent that relies much less, or not
at all, on the state, and that relies on the markBt indirectly: Certification agencies
force their members to reveal their (good) typeutigh costly signals that can be
“engineered” to induce a separating equilibrium. di&euss the viability of this system
of enforcement in an environment where state andtehhave failed to deliver a
satisfying degree of quality assurance (namelyjfaising), and also discuss related

information systems and systems of quality ass@.anc



1. Introduction

Where there is a problem, one often finds the btiet a law or regulation can, and
ought to, take care of it (Muris, 2002; Roland &=ddier, 2003). Even under the best of
circumstances, however, this is a dubious belieitdFparty enforcement through the
state is expensive and tends to be ineffectivecsslhewhen the quality of goods and
services is observable but not, or not easily fradalie in court (Akerlof, 1970; Tirole,
1988). Every student, for example, knows when #egswor takes his responsibilities
lightly. Typically, however, a student will not ladle to enforce good teaching, or
dissertation supervision, in court. Things get \womhen the quality of goods and
services is not even observable, or only at prakéy high cost (Darby and Karni,
1973). How, for example, would one go about provingourt that one’s donation to a
nonprofit (e.g., for the recent tsunami disastéefefforts, or for flood victims in the
Czech Republic) was not used the way it was intéddielow, following the economics

literature, we sometimes call such services cregigoods.

Drawing on the notion that consumers often havécelspand can vote with their feet if
they are displeased with a good or service, ecostsraince Adam Smith have made the
case for reputation as an effective discipliningide in many of the situations where
third-party enforcement fails, or works poorly (eldeal, 1976; Klein and Leffler, 1981;
Ortmann 1999, 2001). Unfortunately, reputationdbsrement has its drawbacks too: it
can only work if supported by fairly strong infortizan flows (Tullock, 1985; Frank,
1988, especially chapter 3). So while it may bey@asscertain, even for individual
consumers, the reputation of local taxi enterprises., AAA), it is much more difficult

to ascertain the quality of firms that provide eshimnal, health, or other (social) services
such as disaster relief efforts. There are manlg sitaations of asymmetric information
where quality assurance through third-party enforat or reputation is all but

impossible. What, then, can be done?

We propose that properly designed systems of watiibn have tremendous potential
especially in situations where both the state aediarket are likely to fail in their

enforcement function. Throughout we use donativgnafits (nonprofits which finance



themselves significantly out of donations and hdraee to raise, either on their own or
by way of some fundraising firms, funds from puldicstate entities) as a running
example. We call the problem of asymmetric infoliorain the context of donative
nonprofits thdundraising problem. This problem is closely related to the problem of
whether charities manage their funds wisely anidiefitly, a problem occasionally
called the credibility problem (e.g., Gibelman &elman 2004) for reasons we will have
to say more about below. Since the credibility peabis closely related to the
fundraising problem (e.g., Ortmann and Schlesi2@&3), below we often talk,
somewhat simplifying, about the fundraising prohfewle note that most of our
arguments apply also to commercial nonprofits (mofigg which finance themselves for
the most part from selling their products to evasaiilling to pay for them) and, more

generally, even to for-profits that provide expede or credence goods.

We choose donative nonprofits as our running exarptause this manuscript is meant
to inform the discussion about a certification sgstfor donative nonprofits in the Czech
Republic that will draw on the experiences of sanihitiatives in Europe, Canada, and
the U.S.A. Theoretical reflection seems warrantedesthe extant systems display
remarkable diversity. This diversity is, maybe, abthat surprising given that these
systems evolved at different times and in diffeq@ates, and that an optimal system for
all these circumstances is unlikely to exist. Qtipalar importance is that none of the
extant systems has evolved in a transition econéonyeasons that we can only
speculate abodtThere are also prominent examples of such profeatsfaltered over

the last few years. Given that significant sumsiavelved in the design and
implementation of certification systems, theordtreflection about the promises and

pitfalls of such systems seems very much in order.

2 Roughly speaking, the credibility problem is cameel with nonprofits doing what they say they waihd
whether they do so wisely and efficiently. All naafits face this problem, whether they raise fuadsot.
In a sense, the credibility problem is addressess$ue of whether indeed nonprofits deliver thiel-guo-
quo that is implied by the tax and regulatory begh&stowed upon all nonprofits. The fundraisingsfm
identifies the credibility problem with respectaspecific, and arguably particularly importanteeue
source that — because of its atomistic composititends to be most severely exposed to the asynemetr
information problem.

% It is our reading that throughout the ninetiesstomer protection was not a high priority. This rhaye
been a response to more pressing demands on scdoceement resources, lack of effective consumer
protection laws, and the fact that there was mmgtdemand for high quality and services to staf.w



The remainder of the paper is structured as folldwsection 2 we describe U.S.
attempts to solve the fundraising problem as wse@ne European success stories of
certification solutions to the fundraising probléie also pay attention to a failed
attempt at such a solution — "we learn from faijuret from success!” (Stoker, 1897)
after all — before summarizing other extant qualggurance systems. In section 3 we
sketch out the stylized facts, or commonalitieat 'merge from our review. In section 4
we examine what economic theory has to say abeustifized facts that we identified
and about the fundraising problem, and where tien¢theory is deficient. Section 5

concludes with a list of design and implementaigsues.

2. The Fundraising Problem: Some (attempted) solutns

The nonprofit sector (also called the third seaborGivil sector) finances itself partially
out of donations which, unlike funds from staterages, are contributions from citizens
and grant-making agencies that may or may not bedied to a specific purpose.
According to Salamon et al. (1999) donations actemiim 1995 on average for less than
10 % of nonprofit revenues in Western countriee parcentage is more than twice as
high in areas such as environmental protectionuilor various forms of international
help. While these percentages may appear relatinsignificant, the absolute numbers
are not: giving in the U.S.A., for example, amouht@ $240 billion in 2003 (Giving

USA, 2004). Donations sometimes come unsolicitadi{@s when Bill Gates gives away
some of his wealth for purposes close to his héartt}ypically donations are solicited
through fundraising activities of the nonprofitemhselves, or organizations that

specialize in fundraising.

Fundraising brings up a number of interesting iss&er example, do those competing
for funds honor truth in advertising, or do thegmiatize their mission to increase the
willingness of potential donors to give? What issqpropriate fundraising ratio anyway?
That is, how much should it cost to raise a dajlaguro to fund some project that

benefits the public? One percent? Ten percent? fiem? Fifty?



And once funds have been raised, are they indesut §pr the purpose for which they
were raised? This question addresses the widegperaeption among donors that
nonprofits, whether donative or commercial, arbeatncompetent at spending money
wisely and efficiently (e.g., Bradley, Jansen, &ilderman 2003; Light 2004, 20044a;
Gibelman and Gelman 2004).

A prominent case that highlighted the fundraisingbem was the Red Cross’s Liberty
Fund, set up as a special account to aid the \sabithe September 11 attacks on the
World Trade Center and the Pentagon. The Red @riessto divert some of these funds
to upgrade its telecommunications system and tiol logpi its blood reserves. While these
activities may have been sensible things to dg; Were not what donors had in mind

when they poured almost 1 billion dollar money ittte fund?

Another case illustrative of these issues, albeinfa different perspective, was the
decision of various branches of Medecins Sans EentMSF) to ask the public, less
than 10 days after the disaster hit, not to serychaare money for its tsunami relief
efforts. The organization felt that it had colleteEnough money to finance the
emergency aid mission in which it specializes. Qusly, the organization was criticized
by numerous other organizations for this announceéna@parently some of these critics
suggested that MSF should have done what the Ress@rd and was taken to task for.
Less prominent but more pervasive (and harder tiectjeare various forms of gift

exchange, internal cross-subsidization, or misdrih(e.g., Ortmann & Squire 2000).

Two curious facts suggest that these, or similablems (“tunneling”), also afflict the
nonprofit sector in the Czech Republic. Of the aigations comprising the Czech

nonprofit sector, 88% are associations with nollegguirements mandating their

* Light (2004 a, p. 1) argues that “the controversierrounding the disbursement of the September 11
relief funds and subsequent nationally-visible seds surrounding the Nature Conservancy and several
private foundations appear to have left a durablegrint that has yet to fade.” Light (2004) backsthig
statement with numerous survey data.



accountability or disclosure of informatiémMore closely followed organizations such as
foundations and foundation funds comprise only aé@ public benefit organizations
only 1.5% of the sector (Brhlikova, 2004). Nevel#iss, even the disclosure of legally
required information is lacking: in 2002, for exdmpnly 32.9 % of foundations and
foundation funds supplied their annual reporth®rtrespective courts as required by
law (CVNS, 2004), a dismal record that is boundhttuce lack of accountability and

transparency.

Examples like the Red Cross’s Liberty Fund, orapparent lack of understanding of the
importance of accountability and transparency digpdl by the reporting behavior of
Czech foundations or foundation funds, are likelgé&nerate negative reputational
spillover effects which can affect dramatically thestworthiness, and ultimately
viability, of the third sector as a whole (Ortmaammd Schlesinger, 2003; Gibelman and
Gelman, 2004; Light, 2004, 2004a; Panel on the KafifSector, 2005; Senate Finance

Comnmittee staff, 2004 What can be done? And what has been done elsewhe
2.a. The U.S. solution(s)
2.a.1. IRS form 990, GuideStar, and related sesvi

Not surprisingly, given the prominent and relatyigng-lasting role the third sector has
played there, the U.S.A. has dealt with the fursingi problem, and related problems of
misrepresentation and fraud, for decades (e.gn&m and Schlesinger, 2003, pp. 82 —
85; see also Stamler, 2004 a, b) Initially, guibgd belief in the efficacy of laws and
regulations, the U.S.A. tried to solve this problesmg third-party enforcement.

Specifically, the Internal Revenue Service (IR8)¢onjunction with the General

® The number may be an overestimate, as the assosialo not provide information about their
termination. It is therefore not possible to obtamexact number of working organizations.

® In response to the controversies surrounding iteudsement of the September 11 relief funds, tte.,
Finance Committee of the Senate of the U.S.A. su¢he summer of 2004 a white paper on various
changes it might consider as a means to reduces @masfraud in the nonprofit sector; it also indithe
Independent Sector (www.independentsector.orgphaneent on that draft. The Independent Sector,dolte
into action by the white paper, then convened teelPon the Nonprofit Sector (www.nonprofitpaned)or



Attorney offices of the states, was charged wittoeaing the non-distribution and
reasonable compensation constraints, togetherothgr regulations pertaining to

nonprofits.

A typical nonprofit organization in the U.S.A. witevenues above $25,000 is legally
required to fill out IRS Form 990 which requirespeofits to divulge — and to divulge to
the members of the public — information such asmeres, assets and expenditures for
program activities, administration and fundraisiag well as information on board

members, directors, and key employees, includiriy #alaries.

Several shortcomings of this solution have beentified over time: In the past the
returned forms were essentially stored away in sorawer — rarely to see the light again
— because the IRS simply did not have the resouocelseck even a small fraction of the
forms received. This fact, in turn, reduced nonigsbincentive to report properly
(Froelich, Knoepfle, and Pollak, 2000, pp. 245 -Sénate Finance Committee staff,
2004, pp. 8 — 9, pp. 18 - 19). But even those winiéilidout the form have been critical of
the guidance provided, especially if they are psi@nally trained (Froelich, et al. 2000,
pp. 245; Senate Finance Committee staff, 20048 p[®).

In an attempt to improve the accountability ands$garency of the nonprofit sector, new
legislation and its interpretations in 1999 regdimost organizations in the sector to
make their Form 990 easily accessible. Interneethagrvices such as GuideStar
(www.guidestar.org), the National Center for Clradyié Statistics
(nccsdataweb.urban.org), or the cyber-accountglniétwork (www.cyb-acc.org), have
used those opportunities to provide guidance on todill out Form 990, to change
nonprofits’ incentives to report properly, andptersuade charitable and nonprofit
organizations that completing Form 990 correctlgt aarefully might in fact be a
strategy that is likely to have significant paydiésg.

www.crcmn.org/npresources/truthtips.pdf).

in a clear attempt to influence the outcome offlmance Committee’s deliberations. Nunez (2001)
suggests in which direction this influence is liked go; more on the issue of self-regulation below
" The minimum revenue cut-off point means that 4ff6@% of nonprofits do not have to fill out Form®9



GuideStar in particular is a tremendous succesyg bjosome measures. For one it has
becomethe public disclosure vehicle of IRS data. Founded964, it currently maintains
database records for more than one million U.Samimations and has extracted from the
annual filings with the IRS extensive financial atescriptive records time series for the
300,000 largest nonprofits. Yet GuideStar is muchenthan a derivative of IRS Form
990: It supplements these data with voluntary answeeits own questionnaire which is
currently filled out by about 10 percent of nonfThis number, however, is
misleading, as the participants comprise more than 20 pewfehe filing charities

(which account for 99 percent of all charitable\att), and because participation is
skewed toward larger, fundraising-type charitiesighly 50 percent of the economic and
fundraising activity of all U.S. charities.

GuideStar’'s basic services are free to everyortadgssters; at present it has more than
250,000 registered users of which the majorityoisprofits. Additional GuideStar PLUS
information services such as “Analyst Reports” feport includes peer group
comparisons) or “Compensation Reports” are avail&in a fee. The company (a
nonprofit whose own Form 990 is available on thed@8tar site) currently has a budget
of $6 million, one third of which is covered by fefor services and two thirds by
donations. The company’s goal is to finance abOut B0% of its costs through its
GuideStar PLUS services within a couple of yednsedently launched
www.guidestar.uk.orga similarly constructed charity information websitehe United
Kingdom whose first three years of existence hashended by the Treasury through a
grant of almost $5 million. A pilot project in Stuéfrica is well on its way, as is an
exploration project in Germany. These variousativies are coordinated by GuideStar
International which was formed in October 2004 sncbnceptualized as a collaborative
effort in “sharing technology, data, best practi@e=l international fund-raising”
(www.guidestar.org/about/press/041004_gs_intl.jsp)

8 We thank Buzz Schmidt, chairman emeritus of Guide%nd now chairman of GuideStar International,
for setting us straight.



It will be interesting to follow these developmenlgsely, for at least two reasons. In the
United Kingdom, information similar to that obtathfom the 990 Form seems readily
available; but in South Africa, Germany and the cbzRepublic the equivalent of a 990
Form does not exist, or at least is not publiclgikable. Plus, it is not clear whether the
tremendous funds that GuideStar has been abléréetah the U.S. and the U.K. will be
forthcoming elsewhere. In short, the economic Vigtof the project has yet to be
proven. It may have to rely to a significant extentprivate and public donations well
beyond the take-off phase.

There can be little doubt that the GuideStar maddek bring significant benefits to its
various stakeholders that might justify such daretj even in a steady state equilibrium.
It is a tremendous source of information for dongrant makers, government regulators,
policy makers, and various professionals (includingdemic researchers, who
interestingly account for only a rather small slidehe currently 5 million annual visits

to the GuideStar website in the U.S.A.). It is @smemendous source of information for
not-for-profits who want to compare themselveshiirtcompetitors (e.g., through the

peer group comparison service).

By ratcheting up the scope of the questionnairel&stiar could, and apparently intends
to (although we have heard differing opinions as tesue), increasingly take on
characteristics of a certification ageridyndeed, to the extent that GuideStar will not be
able to work in countries such as South Africa,fzaary, and the Czech Republic with a
ready-made set of data similar to those providetRS/Form 990, it will have to devise

a system of voluntary submission of data. It wdlibteresting to see what kind of system
of carrots and sticks will be devised. It will alse interesting to see how GuideStar-like
systems such as the Dutch “donateursvereniging'Wweefwijzer.nl) will solve the

same problem, and how these systems will affetification agencies, to be discussed

presently.

% It would be interesting to assess empirically hbwsk that supplied additional information to GuideS
have fared in terms of their revenues relativéhtse that did not. Our conjecture is that so faag not
made a difference because the additional questien®o vague and can be answered falsely with
impunity.

10



In our view, the key problem with the GuideStar mlad its exclusive reliance on
information provided by the organizations themsgl\eaving significant leeway for
those that try to bend the rules. Mission drift,d@aample, cannot be captured in any
reasonable manner by way of GuideStar data, nouctathfulness in communication,
use of restricted funds for operational purposesjequate documentation or misuse of
expense reporting, improper allocation of fundragsand overhead expenses, or similar
recurring compliance issues. While GuideStar, &ednany initiatives it has spawned, is
likely to lead to increased transparency and adeadulity of the sector through increased
accessibility and quality of the information rematin Form 990, it is for the time being
unlikely to allow consumers to really sort out tieod guys from the bad guys (even if
the consumer is savvy enough to read the “AnalggtdRs” that GuideStar provides and
that are probably one’s best bet to identify trdéywiant behavior). So, what does allow

for this?
2.a.2. “Standards for Excellence” and relatedfogation systems

Concerns about the efficacy of IRS enforcementvated the Maryland Association for
Nonprofit Organizations (www.marylandnonprofits.ofiggm here on Maryland
Nonprofits) to launch in 1997 a certification pragr that checks the quality of nonprofits
in the state against Standards for Excelléfi¢kthe organization passes the certification
check it is awarded the Standards for Excellenaé se
(www.standardsforexcellenceinstitute.org). In tighthe fact that the program is now in
the process of being implemented in other stitdse program is considered a success in

high places (e.g. Senate Finance Committee, 20048)pdespite a relatively low and

9 The Standards of Excellence consist of guidinggipies, or core values, such as honesty, integrity
fairness, respect, trust, compassion, and respbtysibat are applied to eight areas of concerns@ibn
and Program, Governing Body, Conflict of Interéstiman Resources, Financial and Legal, Openness,
Fundraising, Public Affairs and Public Policy) ahét are further developed in 55 specific standards
11 After several organizations from other states stibtleir interest in replicating the Maryland Starmita
for Excellence program in their areas, Maryland plofiits established an umbrella organization,
Standards for Excellence Institute, whose jobtbisell the program to other states and to coatdithe
various efforts. As of January 2005, the programrates in 7 states — some already administering
certification, others only offering training andnslting services — but it is expected be laundhedd
more states in the near future.

11



slowly increasing participation rate of organizasan Maryland: As of January 2005,
only 53 organizations out of more than 1400 po&mndidates (i.e. members of
Maryland Nonprofits) had the s€4l.

It is of particular interest in the present contidaet Maryland Nonprofits and its associate
organizations does not restrict its program in othan a geographical manner, i.e. all
organizations that are recognized as nonprofitlbyRS and reside in the corresponding
state can, in principle, be certified. This preegeie certifier from imposing standards
that would be too ‘industry’ specific. As we wiks, other certification agencies — in
particular those in Europe, to be discussed beltnave chosen a different model.

Another distinguishing characteristic of Marylandnyrofits is its goal to offer “a full
range of services designed to help all nonprofisseneffectively serve the community.”
The idea is to fix through consulting and traingegsions what might be broken. The
certificate therefore resembles more a diplomaé&ssing the required consulting and
training units. Clearly, this produces a situatidmere conflicts of interest are likely to
happen.

Yet another distinguishing characteristic is thet that on-site meetings may occur as
part of the review process but don’t have too,gvihe investigative process
considerably less depth and thus decreasing thmpildy that organizations which

misrepresent their true nature are detected.

Another organization that has recently startedfastion in the U.S.A. is the Better
Business Bureau’s (BBB) Wise Giving Alliance, agamization that resulted from the
2001 merger of 2 nonprofits (the National Charitr@ermation Bureau, the Council of
Better Business Bureaus Foundation, and its Philapic Advisory Service); it is
affiliated with the Council of Better Business Baws. Its main purpose until recently

12 As of February 2005 GuideStar counts 1993 padittip out of 25,125 (990-filing and non-filing)
Maryland charities in its database that providatimtal information. Recall though that the infortiom is
not independently verified and, in any case, isaation of what certification agencies (to be disad in
more detail below) typically ask for.

12



was the provision of information on organizatiohattsolicit nationally or have national
programs. In early 2003, the BBB Wise Giving Allc@nlaunched a certification program
which differs from that of the Maryland AssociatiohNonprofit Organizations in that it
focuses on national charities only. Another impatrdifference is that the fee
organizations have to pay is not charged for tfauation but for the possibility to use
the seal. All organizations are evaluated in teesenanner (and for free), but only those
that pay the fee are awarded the seal and carn osehieir website and publications. As

of January 2005, 51 organizations have the seal.

Notably, the ECFA (Evangelical Council for Finandacountability, www.ecfa.org), is
a Christian organization that has provided cedtfan for 25 years and currently has
more than 1100 members (nonprofits); the certiéidaing membership in the
organization. Membership requires signing the $&taetd of Faith, i.e. the organizations
must be evangelical, which alone significantly riegt potential membership. The other
requirements are summarized in 6 points conceihi@gnanagement, financial
management, disclosure and fundraising practitesf(indraising practices are further
developed in 11 points). The standards are forradlat a rather broad manner, although
each standard is provided with an extensive comamgnincluding practical guidelines.
ECFA performs on-site checks of approximately 1@ @et of its members each year; it
receives no subsidies, and 100 percent of its @vstsovered by membership fees. The
requirement for eligibility is similar to that fédaryland Nonprofits — the restriction
being not geographical but ideological. No otlestriction applies — any type of
nonprofit organization may apply. In the way ibigjanized, however, ECFA resembles
the way European certification agencies such as, CEF, or ZEWO operate (about

which more below§?

It is curious why there were no earlier attemptthmU.S.A. to start secular certification

programs. Most likely it is the result of the b&lwidespread until fairly recently, that

13 Wilke (2005), available in draft only after a sedadraft of our paper had been circulating, has an
extensive and very useful discussion of the thrgarizations reviewed in this section; it is unfiortely
written in German.

13



issues of accountability and transparency are wobesd by the staté.Form 990 and
organizations using that form as their major inf@teast for now) clearly are such
attempts but, as we have seen, they do have ttudalgms. The recent emergence of
Maryland Nonprofits and the BBB Wise Giving Alliasmcertification programs, as well
as the earlier emergence of ECFA, strikes us aatat of these problems. Given their
relatively recent emergence and state of flux,emuiar market niche, it seems too early

to draw conclusions about these models’ viability.

2.b. Seemingly successful European solutions: Exaiep from

Germany, the Netherlands, Switzerland, and Austria

Contrary to the U.S., third sector certificatiorstgms have a long tradition in several
European countries (e.g. Switzerland, about 70sy@&ssrway and Sweden, about 60
years, France, 15 years, Germany and the Nethsrlabdut 10 years). Guet (2002), in
close cooperation with the International Committé&undraising Organizations (IFCO),
has described eight such systems within Europeti@ahristian monitoring agencies
in the U.S.A. — the already briefly discussed EGFand Canada). Due to space
constraints we focus below on the certificationrames in the Netherlands, Germany,
Switzerland, Austria (all this section), and Engl4im the next)> In contrast to
Maryland Nonprofits, most of these systems focufuodraising organizations that work
on the national level. While there are many diffees in the scope and mode of
operation and funding of the certification agencmsewed in Guet (2002) and below —

something not really surprising given the evoluéipntrial-and-error ways in which they

14 Commenting on the preceding statement, Wilke (280§gests an alternative explanation: that thi hig
degree of organization of nonprofits (in networkstsas Independent Sector etc.), and their lobtses,

to favor stricter attempts at self-regulation owvefependent certification in times of crisis. TH®a
persuasive argument: one just has to look at thgosition of the Panel on Nonprofit Sector thatently
tries to address the concerns of the Senate Firfaoieenittee to see that there must be some truttato
proposition.

5 Our discussion draws on Bekkers (2003), GuetZpdaformation generously supplied the
organizations that we discuss, as well as lengtterviews two of the present authors (AO, AK) hathw
the chief executive officers of the Central Bure&trundraising (CBF) in Amsterdam and the Deutsche
Zentralinstitut fuer Soziale Fragen (DZI) in Berlalong telephone conversation that AO had wiéh th
chief executive of ZEWO, numerous conversationsttia of the present authors (AO, KS) had at the
ICFO meeting in Vienna in May 2004, and generousroents by Bekkers and Wilke on earlier versions
of this manuscript.

14



have grown, and the different fiscal and legal emvinents in which they operate — two
polar models emerg@ne is the model pursued by the Dutch and Germaificaion
agencies, Central Bureau Fondsenwerving (CBF) anddahes Zentralinstitut fuer
soziale Fragen (DZl), respectively. The other masi@lursued by the Austrian
certification agency. The Swiss model is a hybfidarts of these two polar models,
albeit arguably closer to the Dutch-German modefirat glance, the organizational
difference between the Dutch and German model @otie hand and the Austrian on the
other is the decision to conduct the detailed eatadua of participant organizations in-
house (the former) or to have it done by outsidam@rers (“Wirtschaftspruefer”, the

latter).

While CBF and DZI started their certification adties in 1995 and 1992, respectively,
DZI was established in 1893 (focusing initially the documentation and critical
commentary of social work in general and of chaaittivities in particular) and CBF was
established in 1925 (focusing initially on coordioa at the local level of the fundraising
activities of national charities). The Swiss cértfion system (ZEWO) started
certification in 1940, having been established984L Interestingly, until 2001 ZEWO
was more akin to a self-regulatory collective. Thedibility problem that that
organizational form brought about — to be discussete generally below in section 3 —
led to a radical reorganization that was, initialyobably too much oriented toward
consumer protection. The current organizationahfgives the target organizations
significant input in the process of determining si@ndards but restricts their

involvement in the evaluation process proper.

All three certification agencies have reached agarevel of acceptance (about 30
percent name recognition in the total populatiorh whe percentage being higher in that
part of the population that indeed gives), and whthreputation of the ZEWO seal so
strong that “some cantons do only allow/approvéectibns by organizations which have
the ZEWO seal of approval; other cantons do aslogi@ion of ZEWO before allowing a

collection.” (Guet, 2002, p. 27). Along similar dis, in Germany the Federal Ministry on
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Economic Cooperation and Development and the Foi®@ifjce have simplified their
application procedures for those charities whichehaeen awarded the DZI seal of
approval (Wilke, 2003).

CBF and DZI focus on national and supra-regionatifaising institutions, respectively.
Until recently, DZI restricted its certificationtagties to those organizations pursuing
humanitarian and social goals; since January 200dsi started to certify all exempt
public benefit organizations (political parties kexted). CBF covers very much the same
ground. Both organizations presently have awarben seal of approval to about 200
organizations. In contrast, ZEWO currently has aedrits seal of approval to about 475

foundations and public benefit associations, réfiggpossibly its longer history.

All three organizations provide various degreesrimiation about entities that have not
been certified (yet). All three organizations apg the seal for a fixed period of time
(Dzl, yearly; CBF and ZEWO, every 5 years), withiatense initial screening process at
the beginning. Interestingly, and importantly, aliigh an audited financial statement is
required, all three certification agencies requi@e information than just the financial
statements. These additional information requesgtmgo have two functions: revelation
of the additional information per se (which alsloak cross-checking for the plausibility
of other information) as well as the applicant’dimgness to divulge those bits of
information. If a charity is less than forthcomwgh the required information, it is taken
as a signal of its lack of trustworthiness. In otherds, the certification agencies believe
that it is their job to assess trustworthinessnmtitto induce it, “feststellen, nicht
herstellen” as the DZI CEO put it. This strategyfas good reasons that we shall argue
below, in marked contrast to that of the Marylarghprofits approach. All organizations
require accuracy of information, honest fundraiginactices (truth in advertising!), and a

prohibition against pressure being exerted on piatetionors.

All three institutions charge for the certificatiprocess. Pricing variegvhile ZEWO,

CBF, and DZI charge for every evaluation, the fepethds on the costs of the evaluation
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or on the volume of fundraising income. For examfie initial fees charged by DZI and
CBF are currently 1,500 € and 3,630 € respectivaipsequent evaluations (each year)
are 500-7,000 € and 250-5,000 €, respectively, mi#ipg on the size of the organization
that is evaluated. The ZEWO initial fee is 2,268,500 €, annual fees are 320-7,000 €
(with the average being about 600 €), and the rafication fee (every 5 years) amounts
to 1,200-2,260 €. The annual fees are computezbaser mill of revenues. The low
average reflects the skewed distribution of orgation size with few firms being large
and many being small. It is important to understdnad these out-of-pocket expenses are,
however, only part of the total costs of acquiriagd maintaining, the seal of approval.
Since the questionnaires that have to be filledgouignificantly beyond what audited
financial statements require, there is a subslarudit connected to the provision of that
information. Exactly what these costs are, we hatebeen able to discern; they seem to

vary widely (from less than a week to several wedk®anpower).

Interestingly, CBF (about 40 percent) and DZI| (al®@percent) are not fully financed
from fees paid by the monitored charitf8sln contrast, all other certification agencies
discussed in Guet (2002) are (almost) completdifisanced from fees paid by the
monitored institutions or from contributions. Thssalso the case for ZEWO, which
finances about 99% of its operations from feest $hal, as we will see below when
discussing the Austrian case, the depth of invastig and therefore the detection
probability of “bad apples” differs dramaticallyrass CBF and DZI on the one hand and
other organizations on the other: The depth ofstigation is a, if nothe, key cost-
component of the certification activities, and asgessment of a certification procedure
has to trade off these costs with the welfare benef an increased detection probability.
In addition, less than complete reliance on fegmithe view of the ZEWO CEO, likely
to increase an agency'’s independence. It wouldgxtample, make it easier to have re-

certification every three years rather than every years.

5 To be more precise: For 2005, DZI has a budgét@§0,000 € from which about 430,000 £ is its own
income in the form of certification fees (300,000 l®rary/publishing (95,000 €), etc. DZI's donadvice
and seal-of-approval departments (roughly comparebCBF as a whole) has a budget of 670,000 6, wit
330,000 € its own income and 340,000 € subsid@s the federal government.
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The three organizations just reviewed pursue, tging degrees, other activities. DZI,

for example, understands itself also as a depgsmoinformation about issues involving
social work, broadly constructed. Following itsganial mission, it answers bibliographic
gueries and also produces a journal. ImportaritBlso keeps track of a significant
number of organizations that are candidates fosdfadbut that have either not applied or
have been turned down. In effect, DZI answers par pbout 300 — 400 press queries,
many of whichare not concerned with those companies that do thaveeal of approval.
In the wake of the tsunami relief efforts, it hadlimore than 200 queries. Both CFB and
ZEWO also, albeit to a lesser degree, engage anrirdtion and publishing activities.
Both, for example, publish an annual almanac thatiuires those charities that were

awarded the seal of approval.

DZI (about 20 full-time equivalent employees, ofigéhabout 13 work for the donor
advice and seal-of-approval departments) and CB&ufal5 full-time equivalent
employees) are of about equal size, with ZEWO atlydaving about 5 full-time
equivalent employees but planning to enlarge imewer future. The smaller number of
employees at ZEWO is a function of the way the @at&bn is organized. Like the
Austrian certification agency to be discussed prigeZEWO relies heavily (albeit not
as extremely) on external examiners. The numbérliefime employees is a bit
misleading because of the different tasks thaténgfication agencies undertake. The
certification branch of DZI, for example, consisfdive what could be called “field
investigators” and three assistants, with the CE©®has deputy signing off on every
report. Of course, support and administrative stafalso work for the donor advice and
certification process, summing to about two-thiol®ZI's manpower.

The Austrian model differs radically from that & Dutch and German counterparts.
Specifically, the Austrian Institute for FundraigiOsterreichische Institut fiir
Spendenwesen — OIS; founded in 1996) defines asaiisr function, similar to DZI,
provision of information about the sector. The @i division of the Austrian
Foundation for Development Aid Research (Osterisatte Forschungsstiftung fuer

Entwicklungshilfe). Interestingly, although the QA@s involved in the development of
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the standards for the seal of approval, the seappfoval itself (awarded since
November 2001) is administered by the Chamber aebAntants (Kammer der
Wirtschaftstreuhaendet}.In effect, the whole certification operation a¢ tkammer
exists of one person who spends, supported byrataeg, part of her/his time on
coordinating the activities connected with this.jblow does s/he do it? By reliance on

external accountants that are paid in full by tbeliaants.

The obvious advantage of this solution is the ghib rather quickly expand the number
of certified firms. In the Austrian case, this medimat almost 50 firms were certified
during 2001, while during 2002 almost 100 fitthéncluding most of the initial almost
50) made the grade — out of 600 organizationsghalify in principle.

The obvious disadvantage of the Austrian solutsotihé problem of quality assurance
and comparability of the interpretation of the skamls. The standards by their very
nature are, to quite an extent, “soft” and opesuigjective interpretation. As the reliance
on external accountants increases, the standadsae likely to be interpreted less
uniformly. Plus, a few in-house accountants whestigate a couple hundred
organizations on a regular basis are more likelyeteelop a “feel” for compliance issues,
since they will have more similar organizationsneestigate than their counterparts
under the Austrian scheme who are likely to inggdé only a handful, and quite
possibly, rather diverse organizations. Lastly,ittoeentives of external accountants may
be very different from those of in-house accourgant

The theoretical problem is to what extent the Aastsolution might increase the
probability of the certification procedure becommess effective separating device of
good and bad types, and to what extent therefererbbability of a bad type leading to

¥ 1t is our understanding that this was the resfiét compromise of sorts. The Austrian Foundatimn f
Development Aid Research was originally interesteluilding a DZI-like organization but could nagtg
support from partners that later signed a three-geaperation agreement that was then implemented b
the Kammer of Wirtschaftstreuhaender (“accountgnts”

18 Interestingly, and maybe not surprisingly, thésm$ command about 25 percent of the funds that are
raised by the 500 organizations that are not yeifieel. To what extent this reflects some sorsefection
bias, or to what extent it reflects already a pagbthe increased trustworthiness that the seabppfoval
bestows is an open question an answer to whichdameihighly desirable.
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reputational spillover effects might increase. Teegil is clearly in the details here but
the trade-off seems to warrant more investigati@mthe basis of its relatively short track
record, the Austrian model seems viable but p&shaps, too early to issue a final

verdict!® Hence the title of this section.

2.c. Some failures worth keeping in mind: Examplefom Europe

While there are a number of success stories su€iB&s DZI, and ZEWO, there are also
a couple of interesting failures: projects thatdnaot managed to become serious
competitors to existing institutions. We concergfagére on two, one in Germany and one

in England.

The English case is remarkable for a variety ofoea. The Accrediting Bureau for
Fundraising Organizations (ABFO), an initiative paged by the well-known and well-
establishedConsumers’ Association, developed standards farorgtions that raise

funds from the public for charitable and publiceirgst purposes in early 1996, and in late
1996 arranged a series of trials with five volunfeadraising bodies to validate the
application of the standards. An internal repodanuary 1997 called these trials
“successful in meeting the objectives” and stanslarere found to be effective in
examining the workings of the organizations visif€de trial organizations themselves
were reported as seeing accreditation as “a ugadslfive ‘health check™. The trial

organizations also saw considerable advantagesimg ghrough some such health check.

Yet almost three years later, only two organizegibad been accreditedd in what
looked like an act of desperation, ABFO considexecteditation of the Royal National
Lifeboat Institute, possibly against its will (attligh the wisdom of such a
confrontational approach to the sector was doubyesbme). In an internal memo in
March 2000, ABFO’s meager progress was attribusegd/d main obstacles: “the basic

resistance of the entire charity sector to extesnaltiny” and “the lack of an effective

9 Here, too, it would be desirable to have hardsfattout the impact that the seal of approval hatthen
revenue generation of those that were awardedetden$ approval.
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lobby, which believes fervently that charit@®uld be susceptible to scrutiny, and in

particular that fund-raising charitissould be accredited.”

That effective body could, and probably should hawen, the Charity Commission
(which, interestingly, now seems to accept the &8tdr U.K. initiative, and which
seems to have been pushed into reforming itsedigir this new threat; see the April 1
2004 announcement of its own online database laahcharity accounts and governing
documents). The Charity Commission, however, nadepted the concept of a
certification scheme. And the support of the CorsiemAssociation ultimately did not
carry ABFO through; it essentially went into a staf hibernation in 2002 without ever
realizing ideas that were fairly close to thosé thaideStar U.K. has been implementing
thanks to a huge grant by HM Treasury Invest teeSawdget

(www.guidestar.uk.org/support.htm).

From a distance it is, of course, difficult to esse/hat actually led to the non-acceptance
of a proposition that in other countries thrivetieTevidence that we have seen and
discussed suggests strongly that the failure togbtey players from the sector on board,
for whatever reason it was, seems to have beekigb@f death (at least for now) of the

English patient.

In Germany, DZI has over the years experienceduarcompetitors, the most prominent
ones being the Deutsche Spendeninstitut Krefeldlam@®eutsche Spendenrat. The
Deutsche Spendeninstitut Krefeld modeled itsefame extent after GuideStar but, after
6 years of existence, had to shut down when itveasble to secure the donations or
state funding necessary to finance its continuestence. A major part of the problem
seems to have been the lack of the kind of infoignahat is publicly available in the
U.S.A. and U.K. Another problem seems to have ltkemuestionable transparency of

the whole enterprise, including its profit- andta@fre-making divisions.

The fact that of all the countries discussed intG2@02) one, and only one, certification

agency has managed to establish itself, is anestieg fact that suggests at first glance
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that there may be economies of scale (and scop® taptured. Here, too, it seems too

early to hand down a final verdict. More empiricedearch seems in order.

2.d. Related systems of quality assurance

The problem of quality assurance is one that doégust pertain to the fundraising
problem, or to nonprofits. In essence, every ingusiat produces experience or
credence goods faces the resultant asymmetricniraition problem, as Adam Smith
observed astutely (Ortmann, 1999). Not surprigitigén, we do find other quality

assurance systems which we shall therefore britisiyuss’°
2.d.1. ISO 9000, ISO 14000

ISO stands for the International Organization far@ardization. ISO has developed
several sets of standards, the best-known beinsthe&000 system and the ISO 14000
system. ISO 9000 is a set of standards for manageshguality, while ISO 14000
guides the management of environmental issues.uBedhe basic modus operandi is

similar, we focus on the ISO 9000.

The so-called 1SO 9000 family consists of a nundfestandards guiding quality
management. ISO 9001 is the only member of thelyaimissue a standard “against
which a third party certification can be carriediWw.isoeasy.org), i.e. a seal of approval
can be issued. It applies to manufacturing as agetb service industries. 1SO itself
neither issues, nor approves, certificates; tharegtion only develops the standards.
Certificates are issued by certification agencigstig throughout the world. Some

countries, such as the Czech Republic, requirettiese certification agencies be

20 Wilke (2005) points out that the RAL Institute (wval.de) in Germany started, because of the large
number of seal-of-approval systems, a certificatigstem for certifiers. As of the end of year 20042
certifiers were themselves RAL-certified. Wilke (&) also discusses a study prepared by the Infiitut
Okologische Wirtschaftsforschung that lists threteda that a seal-of-approval system ought tdilFab
have credibility: the independence of the issuiggrey from applicants, the objectivity of the aiiéthe
degree to which the criteria go beyond legal oul&gry requirements, and the transparent develapofe
the criteria/the thoroughness with which the evidns are conducted. According to Wilke, world-wide
only about 20 certification systems for charitigHili these criteria.
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accredited by a national accreditation body (whicthe Czech Republic is a nonprofit

organization).

The general aim of ISO 9001 standards is to aggoduct quality (‘product’ being used
as a generic term for both goods and services)plingose of product quality is
customer satisfaction and compliance with applieabgulations. The system attempts to
achieve these goals by controlling the whole precéproduction in the company, under
the assumption that quality production will leadjteality products. Strictly speaking,

ISO certification thus guarantees processes aihedgstomer satisfaction rather than
products, but this distinction is academic in thaoor product invariably identifies

problems with the process that produced it.

The process of ISO 9001 certification is more cocaped than the processes described
in section 2.b. This is partially due to the fdwttobtaining the certificate usually
requires significant changes in the operation efdbmpany as well as the introduction of
new policies, while the certification of nonprofitestly assesses the current situation.
The typical ISO certification process consistshef following: demand/inquiry,
informative interview, written application/fillingut of questionnaires, examination of
the application, approval of the application, caoty establishment of an auditing
committee, pre-certification audit, result and eations if applicable, certification audit,
result and corrections if applicable, certificategnsal, issue of certificate, audits. The
seal is valid for 3 years; audits are carried egutarly depending on the certifying
company, but usually occur twice a year. The co6tSO certification seem to be
(significantly) higher than those incurred by detition of CBF, DZI, and ZEWO, for

example, though we have not been able to ascehicosts more precisely.

Importantly, over the past couple of years theneeHzeen instances of NPOs acquiring
the ISO certification, namely the Business Educa@ouncil of Niagara, Canada
(Moffatt, 2002) and Medair, an international hunmanan aid organization with
headquarters in Switzerland (Verboom, 2002). Tise cd Medair is particularly
interesting here since Medair is certified by bibtd ISO 9001 and ZEWO. Clearly, at
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least the decision makers at Medair must have thichgt there is value added in both
certificates. It would be desirable to understdrarelative advantages of these two

systems better.
2.d.2. Accreditation of institutions providing higr education in the U.S.A.

While most nations control the quality of educatibrough governmental agencies, in
the U.S.A. the monitoring has traditionally beenfpened by private, nonprofit
institutions: At least since 1952, the federal goveent has relied on a system of
accreditation to assess the quality of educatiod gathorize the distribution of federal

and state funds).

Accreditation is provided on 3 levels — accreditarganizations that provide
“institutional” accreditation which evaluates cgés or universities operating on the
regional level (the U.S.A. is split geographicafiyo 6 regions for that purpose) and
operating on the national level; and specializezteatiting organizations providing

accreditation of individual programs (e.g. distalening programsy:

Independent of these distinctions, accreditatiguirements are similar: the stress is on
guality (of the provided education, but also of eg@ment), and its further improvement.
In an attempt to monitor the monitors, both the.UD8partment of Education and the
Council for Higher Education Accreditation (CHEA) independent nongovernmental
institution in existence since 197oversee the quality of the various accreditation
organizations. Currently 58 organizations are racayl by CHEA, 56 by USDE, and 36
by both.

The process of accreditation of educational intifis is very similar to the process of

ISO certification; it is time-consuming and regsiextensive preparation of materials by

2Lt is necessary to emphasize that the U.S. adetimi system is not prohibitive, i.e. institutiowihout
accreditation are allowed to provide education. Elesv they cannot access federal funds, which tends
be the major source of income of nonprofits anepimfits alike.

2 Similar institutions existed for more than 40 yehefore 1997.
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the organization. After submission of a written ligggion with all the required
documents (a thoroughly detailed description oftedl provided programs and employed
faculty), and self-assessment of the institutionsie visits organized by the accreditor
follow. These on-site visits are typically perforangy experts in the field, i.e. they are

peer reviews' (www.ed.gov/admins/finaid/accred, www.chea.org).

The performance of the U.S. system of accreditatfdnstitutions of higher learning is
not undisputed. Ortmann (1997, 2001), for exanimdes, proposed that the astonishing
emergence of a rather successful — by various messufor-profit post-secondary
education sector in the U.S.A. can only be exptimgthe inefficiency of traditional
colleges and universities. This, of course, wasethimg that accreditation was meant to

prevent.

Maybe not surprisingly, many educational institnidhave sought 1ISO certification. A
simple google search with the keywords “iso higégmcation” yields currently more
than one million hits, many of them illustratingtfattempted) application of ISO to
educational institutions. We are not aware of pesste studies that document the

success of 1ISO certification to educational instins.

2.d.3. Self-regulation? Codes of conduct?

Yet another form of quality assurance is self-ragah, i.e. the voluntary acceptance of a
code of conduct by the members of a club. This ¢éedesually created by an ‘umbrella’
organization, an organization providing servicesgerating institutions in a certain

field, or by a group of organizations with a simitairpose. Signing of the Code means

the organization is voluntarily willing to followhe rules and regulations listed there.

Examples of this type of regulation abound (Wy2004). As regards the fundraising

industry we can mention the German Deutsche Speaid@mwvw.spendenrat.de) or the

% Despite the fact that the review is performed egrp, the process cannot be considered self-regulat
The regulatory body is a distinct, private entitgttonly cooperates with experts in the field.
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Czech Donors’ Forum (www.donorsforum.cz). The naioblem with codes of conduct
is their reliance on self-reporting, i.e. the orgations are trusted to follow the
regulations without any follow-up checks, leavingngicant space for abuses and
provision of false information. We believe that th¢éher meager success that both
organizations had in their respective countriestigsult of the structural problems that
affect these self-regulated systems. Nunez (20@b)iges an insightful model of self-
regulation and shows that self-regulatory orgarornattypically have little incentive to

monitor quality and to reduce fraud, at least withgublic parallel regulatioff. >

Recall that, until 2001, ZEWO was more akin to i&sgulatory collective. As
mentioned, the structural problem (“credibility pfem”) that this organizational form
brought about prompted a radical reorganizatioratd& consumer protection which
significantly reduced the influence of the fundiragsorganizations, seemingly to the
benefit of society at large. The trick is to firgetright balance of independence and

involvement, of reasonably disinterested investogaand informed standards.

3. Discussion of various systems

Below we identify the commonalities and main diffieces between the systems
described above in section 2 along two dimensifirss; internally or externally
developed and imposed standards (where the lakirf®gl” captures the independence
of the issuing agency from applicants), and secselfreported data or data produced
through “investigators”. In the following table wtassify the systems described in

section 2 in accordance with these two dimensions.

% n some respects, Nunez (2001) explains well #rgdining game that has taken place over the past
year, and continues to take place, between thet&&iraance Committee in the U.S. and the nonprofit
sector there.

2 n essence, they are prone to violate one or miotieecthree criteria identified by the the Instifuer
Okologische Wirtschaftsforschung (see footnote i®va): the independence of the issuing agency from
applicants, the objectivity of the criteria/the degto which the criteria go beyond legal or retpria
requirements, and the transparent developmentediriteria/the thoroughness with which the evabrsti
are conducted
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Of course, the two dimensions that we choose &a tgpes; one almost never finds
them in such purity. For example, even investigatdrcertification agencies such as
CBF or DZI rely to some extent on self-reportecadafThe key difference is that
investigators can force applicants in principleliculge data that otherwise they might

have chosen not to reveal. This changes the natuhe information revelation game

significantly.
Standards set
Internally Externally
Codes of conduct IRS Form 990,
_ Self-reported | (Deutsche Spendenrat, | GuideStar
Information
o Donors Forum)
provision I _
_ U.S.A. accreditation (?) Certification systems,
Investigated SO

A system based on self-reported data has one iama@atvantage: even though there are
some internal costs related to the reporting ofidt, it is cheap. Unfortunately, the
value of data provided by self-reports is likelybi® of inferior quality even in the best of
circumstances (i.e. in situations where a club migifderstand the importance of truthful
and complete reporting). A system based on selfrte@lso requires significant interest
and knowledge of consumers (i.e. will they readpgtevided information, and will they
understand it?), as well as sufficient informatfilanvs (i.e. consumers will relate to each
other their insights about the organizational tesiof the firms that they look into). If
these conditions, which are clearly necessary ¢tmmdi but not sufficient ones, are not
met, the system leaves significant room for abusknaisrepresentation (e.g. the
problems with IRS Form 990 reporting describeddction 2.a).

% |n the extreme one could argue that all data kirately self-reported. But surely there is a eliince,
both in scope and in quality, between data repdrted Form 990 (especially if there are no tangible
consequences attached to misrepresentation), erdntth of data generated by the kind of structutath
generation process that CBF or DZI use.
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A system based on data produced through “investigahas corresponding
disadvantages and advantages. The acquisitioreafata is likely to be more expensive
— possibly significantly more expensive — but théue of these data is likely to be
higher. The question is whether these expensemnareszestment worth its money. In
section 4 we discuss economic models of qualityadigg which suggest that the answer
can be both yes and no. The challenge of a praggsgul is to avoid the ‘no’ answer. It
turns out that the answer hinges importantly onctisgs it takes to detect “bad apples”
(the detection probability) and the social welfé@rethe form of savings in transaction
and information costs, and other welfare improveimémat are prompted by such a
system).

As to our distinction of standards, our intuitiarggests that standards set internally are
likely to be less binding than standards set extgrnThe rules imposed by the IRS, for
example, seem more binding than those imposed dgscof conduct that a club-like set
of organizations might report. The problem is tihabdrder to get firms to submit to
externally set standards one has to force orgaoimategally or convince persuasively
that indeed there are gains to be had for thoseateacompetent and intend to play by the
rules. As we have documented, although we belieatthere are persuasive arguments
for a certification system, it is sometimes notyel@aspersuade enough organizations to
take the risk. If the system is designed withoetphrticipation of key players in the
target market! then the standards may overlook important industtgracteristics. Even
if the certifier manages to avoid this design peobland create the standards carefully
and correctly, the target organizations may s#l fthe rules are imposed on them
(similar to legislation but without the enforcingyers) and may resist participating. The

case of the English certification is arguably aaragle of a failure of this type.

The main advantage of a self-regulated systenditarmines its own standards then is
the involvement of the target organizations. Unfodtely, this may also be the major
disadvantage, in that the involvement may leadhtmability to overcome opportunistic
and shortsighted behavior. Lack of transparencyaaceduntability are almost guaranteed

27 All stakeholders’ groups shall be involved: targeganizations, donors, and government represeasati
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in situations where tightly-knit groups of peopieract. The self-assessment of such a
group of peers is not likely to be as detachedhaisdf external evaluators. Again, the
ZEWO decision of 2001 seems to illustrate the probl

The optimal design of a quality assurance systest snnid the threats identified above;
the evidence reviewed above seems to suggesntigendent investigators may be a
key component of any promising problem. That satulle external standards are
important, it is equally important to make surettharitical mass of target organizations

will buy into the basic idea, its design and impégrtation.

4. The economics of certification

4.a. Commonalities

Even though, as we have documented, there are wagiaynts of certification models,

there are some interesting commonalities:

First, candidates for a seal of approval volunggsilovide information that often goes
well beyond the legal (accounting) requirementswhiauch more is arguably the key
design and implementation parameter of a certiboaagency, for it is likely to limit the
coverage the certification agency can provide. €lioselated is the issue of how likely a
certification agency is to catch a bad apple, wisih spoil the reputation of the seal of

approval (and the good apples).

Second, candidates for a seal of approval not egryl a signal, but send a costly signal,
through out-of pocket expenses (e.g., the exanondée that they have to pay) as well
as the costs it takes to collect the requestedrrdbon. None of these costs of course
matters substantially in the GuideStar model, soweld expect systematically lower
signaling and separating effects in that contel@smGuideStar injects more information
gathering components into its data collection ¢ffoBut any such attempt would

increase the costs of doing business significantly.
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Third, most of the systems that we considered almugs on organizations raising funds
nationally, rather than locally. The national focoay result from the fact that the

payoffs from certification are higher on the natiblevel (where building a reputation is
probably much more expensive); on the local lewdding one’s reputation may be less
expensive and hence become a viable alternativiee\Ban here, as the system franchised

by Maryland Nonprofits suggests, certification abbk of some value.

Fourth, all current certification providers useezdsally one disclosure rule: the seal of
approval. They do, for example, not rank certifidanizations, nor do they provide full
disclosure of their findings, although they cancofirse, adjust their specific disclosure
rule (or, in other words: the toughness of theindards) in many ways. Indeed, very
little additional information is made public. In stccases the organizations are assured
that the materials they provide to the certifiex eonfidential and will not be made

public.

Fifth, organizations such as CBF and DZI have maddg build their reputations quite
quickly. Bekkers (2003), for example, reports tiat recognition rate of the CBF seal of
approval almost doubled over the two-year span 601 to 2003 and was known by
one third of the population at large in 2003 andhhblf of that part of the population that
gives. Intuition suggests that these recognitigaris translate into higher giving to

those that are certified, although direct evidethmes not seem to exist. Indirect evidence,
however, exists in the form of the number of aglans and the fact that firms that

initially refused to sign on, often do later.

Sixth, all certification providers are nonprofitgith CBF and DZI being funded
significantly, albeit decreasingly, with state mgimme various guises. To the extent that
these certification agencies do provide a publigise, public subsidies seem not
unwarranted. In fact, in light of the influence tharge fundraising might otherwise have,

public subsidies seem warranted. And, in lightwdrencreasing demands on
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government resources, the question of self-sudigitya however, is not likely to go

away any time soon.

4.b. Why? What theory says ...

Why would a company pay out-of-pocket and signifigaersonnel expenses to be
certified? Unless the company is irrational, it kmbave the expectation that there will
be a payoff that makes the investment worthwhile.

It turns out that economists have thought about saechanisms for a while. In the
language of economics, the willingness to provigerequested information — at
substantial out-of-pocket and personnel expensea-<ostly signal of one’s “type”. The
signal induces a “separating” equilibrium in whigdrticipating players reveal
themselves as “good” types, while those that dgpadiicipate are revealed as “bad”
types. Interestingly, the good types do not hauehrof a choice. Once a critical mass of
participating firms has been reached, consumetwigiv those trustworthy firms that
might not want to go through the certification pess for one reason or another as not
trustworthy. Hence, the trustworthy types havéelithoice but to get the seal (unless
they are able to acquire a reputation of their omimich is unlikely to be a less costly
strategy). The situation is similar, for examptethe incentives of those who are
thinking about acquiring an advanced degree. Thegiagetting such a degree is rather
high for those who are not well-equipped to attarmhrticularly demanding program but

might want to misrepresent themselves to poteatigloyers.

So again, then, why would a company pay out-of-pbekd significant personnel
expenses to be certified? The key to the answ&rtlbeour mind, in the demand shifts
that are prompted by a successful separating bquiin. Succinctly, the demand curve
shifts out on the good types while it shifts intbe bad types. This shift may be budget
neutral in the sense that the total volume of gj\viemains the same, but it doesn’'t have
to be. In fact, within limits a nonprofit sectoraths trusted will on average be able,

31



ceteris paribus, to collect more funds that onesehreputation is shot. The evidence in

Bekkers (2003) is suggestive of such a mechanism.

Several rather technical papers have been writteh@topic of certification (although
the certifiers are sometimes called different ngraesh as intermediary). In the present
context the following papers are of particular iat# to us: Biglaiser (1993), Biglaiser &
Friedman (1994), and Lizzeri (1999).

Biglaiser (1993) shows that an intermediary indeasl the potential to increase the
welfare of society in situations with asymmetrifoirmation. He considers an ongoing
market in which buyers buy one unit of an expemegood and sellers sell one unit of the
experience good. The good has either a high ogleality, and this quality realization is
pre-determined but unobservable. Thus, the morrdgoroblem of sellers is assumed
away. The intermediary increases the welfare olespby increasing the speed with
which the market functions. This is possible beeaas the only agent in the market, the
intermediary buys more than one unit of the good, therefore gains experience faster.
The intermediary does not cheat, because the &rortgains from selling low quality
goods for a high price are outweighed by the ‘idily’ repeated profits accruing to the
intermediary who stays in the market for a longgee(forever) and who maintains his

reputation.

Shortcomings of Biglaiser's model were addressealfilow-up paper by Biglaiser &
Friedman (1994). Here the authors address theof@a intermediary in situations where
the sellers choose the quality of the goods thiylses shown that the intermediary is

able to mitigate this problem as well, and agaareases the welfare of society.

While the models by Biglaiser and Biglaiser & Fneah incorporate considerations of

reputation and highlight the information advantafiéhe intermediary over other buyers,
they neglect a feature that is of importance ingiesent context: the decision process of
the intermediary. Lizzeri (1999) focuses exacthtlos aspect using a different modeling

approach: he analyzes the asymmetric informatioblpm in a one-shot game with two
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uninformed buyers, one informed seller, and onmare intermediaries. The
intermediary provides the seller with an opportytat reveal his quality, if the seller
chooses to do so; the intermediary, through thécehaf a disclosure rule (such as full
disclosure, or disclosure of grades, or no discksand a fee charged for certification,
reveals some of the information to the buyers. élizassumes that the intermediary can
assess the quality of the seller at no cost, asicktie buyers appreciate the quality
revealed to them through the intermediary. Techiyichizzeri solves for sequential

equilibria for various specifications of this game.

While the model is rather abstract and assumes aesgral important considerations
(such as reputation as an alternative means afnaftoon transmission, cheating of the
intermediary, or imperfect detection of quality)elucidates some important issues

concerning certification.

Assuming that the intermediary chooses to fullgldise the information he obtains,
Lizzeri identifies a separating equilibrium witho'gd’ sellers asking for certification, and
‘bad’ sellers not asking for certification, ratidizang the kind of certification systems
that we seem to be able to observe in Germany\¢tieerlands, or Switzerland. In
contrast, in those cases where the certifier clonsalisclosure, an undesired pooling
equilibrium emerges in which all the sellers askdertification, the intermediary awards
it to all, and in so doing captures all the surgius deflates the value of the certificate to
zero. Unfortunately, a profit maximizing intermegialways chooses the second
equilibrium, ensuring himself maximum possible geofLizzeri analyzes other possible
extensions of the game: he examines, for exam@ee@ario with several intermediaries,
and shows that competition among intermediariefsstiie power to consumers who end

up completely informed.

As mentioned, the model presented by Lizzeri (199®8ther abstract, but to the extent
that it highlights in a stark manner certain feasuof theoretical equilibria (some of
which we seem to see implemented in real lifd)elps us understand better the

workings of these institutions. Particularly, itipis out a significant threat related to
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certification: as we observe no disclosure beireglusy most agencies considered, we
have to keep in mind that their temptation to daifthe pooling equilibrium by certifying
most of the organization in the market is rathghhiThe problem is due to the profit-
maximizing status of the agency in the model, winighlights the need to carefully
monitor the enforcement of the non-distribution stoaint in the certification agency we
attempt to build. The nonprofit status of the dedtion agencies discussed in section

2.b. seems an effective means of counteractingéhatatior’

According to the model by Lizzeri it might seemiapl to build two competing
agencies and in this way force them to behave @tiimHowever, before drawing such
a conclusion, it is first necessary to examine Wwaethe market is sufficient to allow the
existence of more than one certification organ@gtsince in most cases even the one
organization needs to be subsidized by the statbsabsidizing two organizations is

likely to be more expensive than monitoring oneaoigation carefully.

5. Discussion and conclusion: Toward the design dnmplementation of

certification systems in transition economies

Michael (2004) argues that the time has come t& i talk: it is time to get away from
public exhortations and other forms of moral appeald to start thinking hard about the
design of incentive-compatible and effective aatiraption measures. We are very
sympathetic to these sentiments.

When it comes to consumer protection, we encowaend but incomplete economic
theory. We also encounter systems in other cowntini&t work reasonably well. But
reasonably well does not mean optimal. More impulgathese systems are in place in

places where both legal enforcement and reputh@oe some bite.

28 1n personal communication, Wilke stressed the igme of this point and argued that this problem
might ultimately undue the Maryland Nonprofits mbd&e are sympathetic to that concern. Wilke also
pointed out that the kind of complementary donaiigaty services that DZI provides, as long as ey
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In this article we have discussed a form of enforeet that relies much less, or not at all,
on the state, and that relies on the market onliyently: Certification agencies force
their members to reveal their (good) type througstly signals that can be “engineered”
to induce a separating equilibrium. We have disedisse viability of this system of
enforcement in environments where state and maeket failed to deliver a satisfying
degree of quality assurance, and have also distusk#ed information systems and

systems of quality assurance.

Important questions — indeed questions that shoellanswered by any real-life version
of a certification system — are yet not answerea @ompletely satisfactory manner. We
enumerate these questions below to remind the refdee complexities of the design

and implementation problem:

» What exactly is the trade-off between the scopd,l@mce cost, of certification
and the welfare benefits that can be captureditais?

» How strong is the demand shift, for individual angations as well as the whole
sector, that trustworthiness buys? Does it alwaysqsf?

» How strong a demand shift will “bad types”, whiobt gertified by mistake,
generate?

» What industries, or industry segments, are celliéia

» What is the critical mass of key members of tamj@eustries that one needs to
get on board to launch a certification agency witleasonable degree of
confidence?

» How independent should the certification agencghi@ the setting of standards
and b) in the certification process proper?

» To what extent should such an agency be finanaed public funds?

» What other tasks should a certification agency ua&e?

» How crucial is it that certification be done “indme” (i.e. how much is to be

gained by in-house “investigators”)?

paid either by the government, or by a public treties the provision of non-seal information (irtthg
warnings), can have a similar salutatory effect. Afyeee with that argument, too.
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» How important are industry-specific assessmentunstnts?
» Who monitors the monitor?

» Can self-regulation ever be a viable alternativeeification?
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