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Abstract

This paper studies that the effect of increased competition among charities for
donations, and shows that it results in decreased provision of the public good. For
charities to receive donations, they must pay a travel cost and a “premium” that arises
from the extra time, effort, or incentives a charity must provide to garner a contribution
from a donor who is solicited by  other charities.  Increased competition raises this
premium, and causes dead weight loss, so that the total amount of charitable services
provided falls after a new charity enters into the market.
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I.  Introduction

This paper analyzes the effects of increased competition among charities for

donations, and the dead weight loss which results. As motivation for our interest in this

topic, consider the following recent headline.1

“ The AIDS Walk In Washington, D.C., usually attracts close to 25,000 people and
raises up to $1 million for AIDS services in the city. This year, just 5,000 people
showed up for the walk and only raised about $400,000.”

After the September 11 attacks, many new charities began providing public services,

and this has led them to compete with existing charities for donations. The concern of

this paper is on the effects this additional competition has on fundraising, and what will

be the impact on the total provision of public good.

The paper closest to ours is Rose-Ackerman (1982). In her model, charities

solicit donations by sending a brochure, which has a fixed cost.  Competition reduces

the expected number and size of the positive responses to the brochures, and therefore

on the amount of funds raised by a given charity. She shows that competition for

donations can cause “excessive” fundraising in the sense that, with unlimited entry, the

cost of the marginal donation exactly equals the amount of that donation.  Our paper

takes a different approach.  Whereas in Rose-Ackerman’s work the cost of soliciting a

donation from a single individual is fixed and the yield is variable, in our model the

yield is fixed but the cost of raising the funds is variable.  This approach reflects the fact

that when more charities attempt to raise funds from the same pool of donors, the

charities must work harder to get a given individual’s donation.

We employ a spatial model with a fixed pool of donors, each of whom has the

same indivisible amount to contribute.  To garner a contribution, the fundraiser must

visit the potential donor, resulting in a travel cost.  If another charity is soliciting funds

from the same donor, the fundraiser must pay a “premium” to the donor to garner the

contribution.  This premium could take the form of a physical good, like a coffee mug

or a T-shirt, but is best thought of as the fundraiser spending more time and effort with

the donor.  The donor makes the contribution to the charity that pays the higher

                                                
1 Palazzolo, Rose, abcnews.com , October 29, 2001, “Feeling the Pinch-Nonprofits Reeling Since

Sept.11”.
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premium for the donation.  Both travel costs and the fundraising premia paid to donors

come out of the funds raised by the charity.

Competition in this setting has two effects.  First, it reduces travel costs because

any entering charity will be located closer to some donors than incumbent charities

were.  Second, competition increases fundraising costs by increasing the premium.

Since funds raised also pay the travel and fundraising costs, it is possible that increased

competition results in a reduced net amount of funds. Our results show that the

fundraising costs rise by more than the travel costs fall, so that increased competition

actually reduces the net amount of funds available for charitable works.

This result can be thought of as a crowding out effect. Several authors have

studied the crowding out effect on donations following government grants. Warr (1982)

presents a model in which if  the government gives a grant to individuals in an effort to

redistribute income, it is neutralized by a change in contributions to charitable goods.

Roberts (1984) also shows a dollar-for-dollar crowding out effect in his model.

Bergstrom, Blume, and Varian (1984) show that in Nash equilibrium, a small

redistribution of wealth will not change the equilibrium allocation of charitable goods

under certain conditions. All of these authors present neutrality theorems.  Kingma

(1989) finds incomplete crowding out for contributions to public radio stations.

Andreoni (1998) shows that when giving is based on impure altruism, the crowding out

effect is incomplete. Straub (2000) provides alternative estimates of the crowding out

effect for noncommericial radio stations and his results show that there is zero crowding

out.

In our model, we study a different crowding out effect, that is, with no change in

government grants, we analyze the effect of an increase in the number of charities on

funds raised by existing charities. The theoretical results show that there exists a super-

crowding out effect.  New charities “steal” donations from existing ones, so that the

total amount of funds raised stays the same.  However, increased competition pushes up

the cost of raising funds, resulting in a decrease in the total amount of funds available

for charitable services across charities.

In Section II we describe the model. Section III shows the main result, and

section IV provides the conclusion. This paper is the first to analyze competition in the

fundraising market, so we recognize at the outset that additional work is needed.
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II. Model

Firms are non-profit charities that raise funds in order to provide services.

Funds raised are used for two purposes.  If the firm raises an amount Fi, it must expend

an amount Ci to do so.  The remaining funds, termed available funds and denoted by φi

= FI - Ci, can be used to provide services.  There is a production function, U(φi) which

governs the transformation of available funds into charitable services, and is assumed to

be strictly increasing.  The charity’s objective is to maximize services produced, which,

since the production function is strictly increasing, implies that it maximizes available

funds.

Firms and donors are located on a circle of unit circumference.  Donors are

distributed continuously and uniformly around the circle.  Each donor has a fixed

amount f to donate to charity.  Donors will not give to a charity unless a representative

of the charity visits them to ask for the money, though, and so the charity must pay a

travel cost for the donation.  If a donor is visited by only one charity, he gives the entire

amount f to that charity.  Suppose that the charity is located at point a and that the donor

is located at point x.  Then the charity must pay a travel cost of |x – a| to solicit the

donation of f.  Obviously, the charity will only solicit donations from people who are

located sufficiently near the charity; that is, a charity located at point a never solicits

donations from an individual whose location x satisfies |x – a| > f, because then the

travel cost is more than the solicited donation and the net benefit to the charity is

negative.  Accordingly, charity i located at point ai has a set of feasible donors who are

located at points in the set Di = {x: |x – ai| ≤ f}.  Each set of feasible donors has length

2f.

If two adjacent firms are located farther than 2f apart, they do not compete with

each other for donors because their feasible donor sets do not intersect.  If, however, the

two sets do intersect, the charities must compete for donors.  Charities can expend effort

in addition to travel costs in an attempt to get donations.  If charity i expends effort ei on

a donor, and charity j expends effort ej on the same donor, the donor gives f to charity i

if ei > ej, he gives f to charity j if ej > ei.  If ei = ej the donor gives f to the closer of the
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two charities, and if ei = ej and the donor is equidistant from both i and j, he gives to

neither.2

Now suppose that a donor located at point x is in the feasible donor sets of two

charities, located at a1 and a2, but that charity 1 is closer than charity 2:  |x – a1| < |x –

a2|.  As stated above, the donor gives f to charity 1 if e1 ≥ e2, and gives f to charity 2 if e2

> e1. In equilibrium, it must be the case that at the level of effort expended by the close

firm, charity 1, it is unprofitable for charity 2 to secure the donation.  In other words, e1

= f - |x – a2|, so that if a firm is the closest charity to a donor, it exerts an amount of

effort equal to the donation less the distance of the donor from the second-closest

charity.  The net benefit to charity 1 from the donor located at x, then, is f - |x – a1| - (f -

|x – a2|) = |x – a1| - |x – a2|, which is the difference between the distances between the

donor and the two charities.

It is now possible to describe the equilibrium behavior of donors and charities.

Suppose that there are n charities located sequentially at a1,...,an around the circle, with

ai between ai−1 and ai+1 for i = 2,...,n−1, and an between an−1 and a1.  The feasible donor

sets are D1,...,Dn, respectively.  Consider a donor located at point x.  Then there exists i

∈  {1,...,n} such that ai ≤ x ≤ ai+1.  Donor x gives f to firm i if |x – ai| < |x – ai+1| and gives

f to firm i+1 if |x – ai| > |x – ai+1|.  Charity i receives donations from donors in the

interval   (ai − min{f, (ai − ai−1)/2}, ai + min{f, (ai+1 − ai)/2}),using the conventions that

an+1 = a1 and a1-1 = an.

III.  Increased competition

 Suppose that n charities are located sequentially around the circle, as above.  Let

us restrict attention to two charities, 1 and 2, located at a1 < a2.  Assume, for the

purposes of this exercise, that for any donor in [a1,a2], the two closest charities are

charities 1 and 2; that is, for any x ∈  [a1,a2], |x - a2| < |x – an| and |x – a1| < |x – a3|.  This

assumption implies that the competition for funds from donor x ∈  [a1,a2] is between

charities 1 and 2, and that the premium is based on their relative distances.  Further

assume that |a2 – a1| < f, so that every donor in [a1,a2] is subject to competition for

funds.  Other cases are possible, and we say more about these later.

                                                
2  This last assumption has no effect on our results, because we are interested in total contributions, and
donors equidistant from two charities represent a set of measure zero.
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Now suppose that a new charity enters at a0 between a1 and a2.  This new charity

competes for funds with its two closest competitors.  Figure 1 shows how the charities

allocate the donors in the new equilibrium.  The segment in contention is [a1,a2].

Charity 1 keeps donors in the interval 




 +

2
, 01

1

aa
a , charity 2 keeps donors in





 +

2
20 ,

2
a

aa
, and charity 0 receives donations from donors in 





 ++

2
,

2
2001 aaaa

.

Since donors in this last interval are served by a closer charity than before, travel costs

for these donations fall.  However, since the second-closest charity is closer for all

donors in the interval [a1,a2], fundraising premia rise for all donors.

More detail on the change in fundraising costs is provided by Figure 2.  The top,

solid curve represents the fundraising premia after the new charity enters at a0.  These

costs peak at the midpoints between the charities.  The dashed curve that is second from

the top represents the fundraising premia before the new charity enters.  Since there is

less competition before entry, the premia are lower.  The area between these two lines is

the additional fundraising cost due to the increasing premia.  The dashed curve at the

bottom of the figure represents travel costs before entry.  These costs are zero at the

locations of the existing charities and peak at the point midway between them.  Finally,

the bottom, solid curve represents the travel costs after entry.  The area between the two

bottom curves represents the savings in travel costs caused by entry.  Note that all of the

line segments in the figure have slopes of magnitude one, either positive or negative.

As is apparent from Figure 2, in region d1, between a1 and (a0 + a1)/2, entry

leads to an increase in fundraising costs.  Donors in this region do not change who they

donate to, so there is no change in travel cost, but they require a larger premium to

attract their donations.  In region d2, between (a0 + a1)/2 and a0, there is an increase in

the required premium but a decrease in travel cost.  However, the area A shown in the

figure exactly offsets the area A’, and so there is a net increase in fundraising costs in

this region.  In region d3, between a0 and (a1 + a2)/2, there is again an increase in

premium costs but a decrease in travel costs.  The region B is exactly offset by the

region B’, though, leaving a net reduction in costs for this region.  In region d4, between

(a1 + a2)/2 and (a0 + a2)/2, the increase in the premia (area C) and the decrease in travel

costs (area C’), exactly offset each other, and entry has no net effect on fundraising
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costs for this region.  Finally, in region d5, between (a0 + a2)/2 and a2, the donors do not

change who they donate to, so the only change is an increase in the premia required to

obtain these donations.

As the figure shows, entry leads to two (shaded) regions where fundraising costs

increase and one where the costs decrease.  As our main result shows, the cost increases

outweigh the cost reductions, so that entry leads to a net increase in fundraising costs.

Since every donor on the interval [a1,a2] was already contributing before entry, entry

does not increase the total amount contributed, but increases the amount spent on

fundraising, and therefore the amount of funds available for charitable services

decreases as a result of entry.

Figure 1
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Figure 2

Proposition   Suppose that |ai+1 – ai| < f  and |ai+1 – ai| < min{|ai+2 – ai+1|,|ai – ai-1|}.  If

a new charity enters at point a0 ∈ (ai, ai+1 ), the net funds raised from donors in  [ai,

ai+1] decreases.

Proof.  For notational ease, let i = 1, and assume without loss of generality that a0 <

(a1 + a2)/2.  Divide [a1,a2] into five segments, as shown in Figure 1, with the segments

denoted d1,...,d5.  The corresponding total costs are provided in Table 1.
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Table 1

Area Total cost
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denotes the total fundraising cost after entry minus the total fundraising cost before

entry.    The first term is obviously positive, and the term a1 + a2 – 2a0 is positive by the

assumption that a0 < (a1 + a2)/2.  Finally, note that
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since a1 < a0 < a2.  Consequently, ∆ > 0.  There is no increase in the total (gross)

amount of funds raised, so net funds available from donors in [a1,a2] decreases by ∆.   

Our result shows that when there are already enough charities so that all

donors are already solicited by at least two charities (the market is saturated), the

addition of new charities increases the costs of fundraising for existing charities by

more than enough to offset the savings in travel costs, and therefore entry reduces the

amount of funds available for charitable works.  If the market is not yet saturated, so

that there are some donors who are not yet solicited or are only solicited by one charity,

this result may not hold.  Still, though, if entry eventually leads to saturation, further

entry leads to a decrease in charitable services.
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IV.  Conclusion

We have demonstrated that increased competition among nonprofit firms can lead

to less provision of the public good, resulting in social inefficiency. Specifically, we

defined an additional cost resulting from competition between nonprofit firms. This cost

comes in the form of a gift, such as a T-shirt, book or mug, given to donors, or in the

form of increased time and effort spent by the fundraising staff.  Using a location

model, we calculated the total cost (travel cost and the extra cost which comes from

competition) before a new firm enters into the market, and after it enters. Our main

result shows that when there are sufficiently many charities already in the market, total

cost increases after the entrant enters into the market, so that the provision of public

goods decreases when there is a fixed amount of total funds.

Many authors have studied the crowding out effect when government gives a

subsidy to charities or a tax break to donors. Little research has studied the crowding

out effect caused by competition between charities. In practice, nonprofit firms expend

large amounts of time and effort raising funds, and even expend large amounts of time

and effort on specific individuals.  If there were no competition, firms would not need to

make these expenditures, and therefore these expenditures can be considered a dead

weight loss. Also, because this cost depends on the location of the second closest firm,

it is independent of the firm’s own location.

Economists are interested in the objective function of nonprofit firms, whether it is

net revenue maximization or total revenue maximization. A few empirical studies show

that some industries maximize net revenue; the other industries maximize total revenue.

Khanna, Posnett and Sandler (1995) analyzed fundraising effects on donations. They

found that the health and overseas sectors maximize net revenue, and the social welfare

sector does not, using panel data for the U.K.  Okten and Weisbrod (2000) demonstrated

that fundraising has both a positive and a negative effect on donations.  The positive

effect is similar to an advertising effect with for profit firms.  The negative effect on

donations emanates from the increased price of giving.3  They found that charities do

not maximize net benefit from fundraising, using IRS data, because they either under-

                                                
3 By Okten and Weisbrod (2000),   PRICE equals 1/(1-F-A), F is the share of fundraising expenditures in
donations and A is the share of administrative expenditures in the donation. By employing same method,
Steinberg (1986) defined the price of giving as  ct/1-wt-1, where ct is marginal cost and wt-1 is the
fundraising share in the previous period.
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or over- fundraise. In our paper, competition among charities leads to excessive

fundraising expenses.
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