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With the countless nonprofit organizations in America, many people are moved to donate
to the ones making the most impact. Further, many people avoid donating to charities with high
costs because high costs imply that less money is going to the cause than would be otherwise.
This thesis will explore the operations and costs of nonprofits in order to isolate best practices for
nonprofits seeking to make demonstrable, positive impact on the causes that they were designed
to support.

In this thesis I will explore the measurement of a nonprofit’s impact and dissect how
nonprofits operate internally and externally. I will first define impact as it relates to my research.
Then I will look at the external costs that nonprofits incur through marketing, fundraising,
events, exposure, and changes in economic policy. The goal is to understand the costs, benefits,
and impact of nonprofits’ strategies towards increasing impact. It will explore different forms of
fundraising money and how large events impact costs, awareness, effectiveness, and longevity of
nonprofits. Then I will explore the internal costs of running a nonprofit with a focus on employee
salary and retention.

Ultimately, the following question will be answered: how can nonprofits balance
revenues and costs in order to create the largest positive impact on the causes they support? This
thesis will explore the amounts and types of costs that nonprofits incur along with their relative
impact or success, with the goal of concluding opportunities for decreasing costs and increasing
revenues for future nonprofits to consider in order to best prepare themselves for success.
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Introduction

I grew up volunteering because I found it enjoyable. I would often go to the local animal
shelter with my mom and sister to walk dogs and socialize cats to help prepare them for
adoption. As I got older, I joined service organizations that exposed me to volunteering
opportunities that required more intense labor and sometimes included a fundraising aspect.
Around the holidays I would stand outside malls with a bell and bucket, wearing a Salvation
Army apron and asking for donations from shoppers and passersby. As I grew even older, |
became more selective with my time and donated to organizations with causes that I felt a
personal connection to, rather than relying on a service organization to guide me.

The majority of people in America support nonprofit organizations through their donation
of time and money. Although volunteer work supports a nonprofit’s cause, the impact that a
nonprofit organization is able to make comes down to one thing: money. While each nonprofit’s
mission - whether curing cancer, sheltering abused persons, or supporting environmental
conservation - is different, the goal of a nonprofit is to generate a steady flow of funding towards
the cause it supports.! With over 1.5 million nonprofit organizations in America, many people
are moved to donate to the ones making the most impact. Further, many people avoid donating to
charities with elevated costs because high costs imply that less money is going to the cause than
would be otherwise. This thesis will explore the operations and costs of nonprofits in order to
identify best practices for nonprofits seeking to make demonstrable, positive impacts on the
causes that they were designed to support. Moreover, the application of traditionally for-profit

practices on the nonprofit world will be considered.

! This paper will focus on nonprofit charities but will acknowledge factors surrounding nonprofits like public
universities and hospitals, which raise revenue through tuition and patient medical charges.



In order to better analyze how nonprofits currently operate, I will first study the history of
nonprofit organizations, which extends to the subject of charity and philanthropy. This thesis will
take into account how terminology and economic policy have changed, and discuss the sources
and recipients of charitable giving. I will then explore theories on the psychological and
economic factors behind charitable giving as background for the analysis of internal and external
costs and revenues. This section will conclude with an exploration of how policy changes
including the recent Tax Cuts and Jobs Act affect the nonprofit industry.

This thesis will then explore the measurement of a nonprofit’s impact and dissect how
nonprofits operate internally and externally, while studying how for-profit practices could be
applied to the nonprofit sector. I will first define impact as it relates to my research. Then I will
look at the external costs that nonprofits incur through marketing, fundraising, events, and
exposure. The goal is to understand the costs, benefits, and return on investment into fundraising
and awareness strategies. Then I will explore the internal costs of running a nonprofit with a
focus on employee salary and retention.

Ultimately, the following question will be answered: how can nonprofits balance
revenues and costs in order to create the largest positive impact on the causes they support? A
discussion of for-profit practices throughout the paper demonstrates the potential for nonprofits
to benefit from higher-input, less orthodox methods of operations. This thesis will explore the
amounts and types of costs that nonprofits incur along with their relative impact or success, with
the goal of concluding opportunities for decreasing costs and increasing revenues for future

nonprofits to consider in order to best prepare themselves for success.



Chapter One: A History of the United States Non-Profit

The term non-profit brings to mind the words charity, 501(c)(3), volunteering, and
philanthropy. The word charity historically meant “Christian love of fellow men” but has also
been defined as “kindness, natural affection, imputing of good motives when possible;
beneficence, liberality to the poor; institution for helping the helpless™.? The terms not-for-profit,
charity, and non-profit are often used interchangeably. This thesis will use charity and non-profit
interchangeably, but it is important to understand that there are technical differences.

In addition to its representation of “Christian love for fellow men,” charity is defined as
“institution for helping the homeless,” whereas philanthropy is defined as “love, practical
benevolence, toward mankind” -* The term nonprofit organization describes an organization that
reinvests revenues into itself rather than distributing revenues to shareholders or members;
members include volunteers and employees, but any salary or payment from work originates
separately from the organization’s fundraised revenue. Further, a nonprofit organization within
the United States is exempt from paying income tax on the income raised for its organization and
has 501(c)(3) requirements. A not-for-profit is also tax exempt - but under 501(c)(7)
requirements - and uses revenue from fundraising efforts to pay its members. The following
chart shows the difference between the two types of organizations, including notable contrasts

such as their purpose and whether donations are tax deductible.

2 The concise Oxford dictionary of current English
3 The concise Oxford dictionary of current English



501(c)(3) Qualified
Charity

501(c)(7) Social Club

Purpose Religious, Educational, Pleasure, recreation, social
Charitable, Scientific, activities
Literary,

Examples churches, charities, private |Fraternities, sororities, country

schools, homeschool
programs with an
educational or religious
purpose

clubs, hobby clubs, homeschool
support groups

Requirements

[No private inurement
allowed. Upon dissolution
all assets must be
distributed to another

Personal contact, fellowship and
co-mingling of members. No
private inurement allowed.

501(c)(3) organization.

Activities Can hold programs, sell  |Can provide meals or services
services and products as |only to members in connection
part of their exempt with club activities
purpose.

Tax deductible [Yes No

donations

allowed

Tax exempt (no

Exempt from federal

taxes on profits) [income tax unless the

organization has unrelated
business income

Exempt from federal income tax
on income derived from
members; other income taxed

Source of Membership fees, fees for |Primarily (65% or more) of the
Income services, donations, fund |income must come from the
raisers, program fees membership
Membership Serving the public or the |Limited membership and
“public good” (i.e. the consistent with the purpose of
education of childrenis a [the club
|public good)
IRS Application |Yes, if gross revenues over|No. The IRS does not require
Required? $5,000/year. File Form 501(c)(7) organizations to file an
1023 or 1023-EZ application. They can “self-
proclaim” tax exempt status.
Annual IRS Form 990-N, Form 990-EZ |Form 990-N, Form 990-EZ or
Reporting or Form 990 Form 990
Legislative Insubstantial lobbying No limit on legislative activity as
Lobbying allowed (less than 20% of |long as it furthers the exempt
permitted? total expenses). No purpose

4 Topp

endorsement of a
candidate.




This thesis focuses on nonprofits in the United States of America, so a history of charity
and nonprofits based in America is appropriate. As previously mentioned, charitable giving in
Western history was primarily rooted in religion and an idea of Christian love. By the first half of
the 19" century, America was already home to thousands of relief programs and soup kitchens.
For example, in 1837 a charity known as the Western Soup Society had been established in
Philadelphia.® It provided 15,000 quarts of soup during the winter of 1937-38 to those in need,
regardless of their race or residency.

Schools, churches, and other public-serving organizations stood as other representations
of the beginning of nonprofit work. Paralleling the push for small government during the time of
early America, when the fear of a return to a monarchy still lingered, there was a continued
emergence of charities and philanthropic organizations outside of government control. Further,
the young American government was not yet established enough to provide sufficient social
welfare to citizens itself.

By the 1830’s, however, relief programs and charities were criticized by people who felt
that the social welfare encouraged laziness and wished to instead fund programs that “taught
discipline and work habits”.® For some, the idea of biblical charity was replaced with an idea that
social policies could change habits to prevent the need for “unearned” handouts. Two of the
largest influencers behind the philosophy of charitable giving in the late nineteenth century were
Andrew Carnegie and John D. Rockefeller, who both gave charitably in part because of their
religious beliefs. These two men believed that although philanthropy was essential in order to

support distressed and poor individuals, donations should only be given to causes and individuals

5 Beer
6 Beer



that would use them efficiently and benefit the most from the charity. Andrew Carnegie once
stated in his article Wealth that,

“Those who would administer wisely must, indeed, be wise, for one of the serious

obstacles to the improvement of our race is indiscriminate charity. It were better

for mankind that the millions of the rich were thrown in to the sea than so spent as

to encourage the slothful, the drunken, the unworthy".”

Despite changes in philanthropic ideology, charitable causes and giving continued to
expand into the 20" century. An increase in individual giving led to the emergence of entities
who could fairly and logically distribute the funds. Volunteering was used to combat “social ills”
like drunkenness and to support education and religious pursuits.® Post-Civil-War charitable
giving was altered by the era of reconstruction. Legislation from 1894 to 1969 helped formalize
nonprofits by establishing the definition of a nonprofit charity through requirements for tax
exemption.’ Today we see legitimate nonprofits as holding 501(c)(3) titles, but this was not
always the case. The Wilson-Gorman Tariff Act of 1894 established that organizations operating
for charitable purposes were tax-exempt so long as they did not also fund any individual related

to the organization.!® Further, a tax deduction for donators to such charitable organizations was

established. The figure below details the timeline of tax exemption legislation.!!

" Beer

8 Beer

9 Arnsberger
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Major Exempt Organization Legislation,
1894-Present

— Tariff Act of 1894 - Earliest statutory reference to tax exemption for
certain organizations.

— Revenue Act of 1909 - Introduced language prohibiting private
inurement.

— Revenue Act of 1913 - Established income tax system with tax
exemption for certain organizations.

= Revenue Act of 1917 - Introduced individual income tax deduction for
charitable donations.

— Revenue Act of 1918 - Estate tax deduction for charitable bequests
added.

— Revenue Act of 1934 - Set limits on lobbying activities by charitable
organizations.

— Revenue Act of 1936 - Introduced corporate tax deduction for
charitable contributions.

— Revenue Act of 1943 - Required first Forms 990 to be filed.

— Revenue Act of 1950 - Established unrelated business income tax.

— Revenue Act of 1954 - Modern tax code established, including section
501(c) for exempt organizations. Also, limits on political activities
established.

— Revenue Act of 1964 - Raised the limitation on deduction for donations
to public charities to 30 percent of adjusted gross income (AGI).

Tax Reform Act of 1969 - Established private foundation rules,
including a minimum charitable payout requirement and a 4-percent
excise tax on net investment income, and raised the limitation on the
deduction for donations to operating private foundations and public
charities to 50 percent of AGI.

Revenue Act of 1978 - Reduced the net investment income excise tax
for private foundations to 2 percent.

Deficit Reduction Act of 1984 - Raised the limitation on the deduction
for donations to nonoperating private foundations to 30 percent of AGI
and introduced other more favorable rules for donors to these
organizations. Also, exempted certain operating foundations from the
net investment income tax and reduced the tax to 1 percent for
foundations meeting other requirements.

Revenue Reconciliation Act of 1993 - Imposed a proxy tax on certain

lobbying and political expenditures made by membership organizations.

Tax Payer Bill of Rights 2 (1996) - Introduced intermediate sanction
rules for excess benefit transactions.

Tax Payer Relief Act of 1997 - Revoked tax exemption of certain
organizations providing commercial-type insurance.

Pension Protection Act of 2006 - Required section 501(c)(3)

organizations to make their Forms 990-T available for public inspection.

12

In more modern times, charities have continued to grow. There were approximately
$421.71 billion in charitable donations given in America in 2018 alone!3. The approximate 2/3 of
American households that make charitable contributions each year have over 1.44 million
charities to choose from. Further, charitable foundations control approximately $715 billion.
Where are the donations stemming from? The below graph demonstrates that, overwhelmingly,
individuals are contributing to charitable causes. The importance of individual giving, which
accounts for over 2/3 of charitable giving, cannot be understated.

The large amount of money donated is directed towards a large variety of causes. As can
be seen in the below pie chart, nearly % of 2018 contributions went towards religion, education,
human services, grantmaking foundations, and health, with religion receiving the largest

percentage of funding (29%). Between 2017 and 2018 there was a decline in giving towards

12 Arnsberger
13 Giving USA Foundation



religion (1.5% decline; 3.9% adjusted for inflation), education (1.3%; 3.7%), foundations (6.9%;
9.1%), public-society benefit organizations (3.7%; 6.0%), and individuals (2.6%; 4.9%). The
same time period showed a growth in giving towards international affairs (9.6% increase; 7.0%
increase adjusted for inflation) and environmental and animal organizations (3.6%; 1.2%). The
receiving causes are essential to be aware of, yet the more astounding numbers stem from the

sources of those funds; specifically, individual contributions.

Total giving by source in five-year spans, 1979-2018

Giving USA uses the CPI to adjust for inflation

14 Giving USA Foundation
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2018 contributions: $427.71 billion by source and type of recipient organization

Z(y To Indlvlduals
0 43.06 \ 2/ Unallocated Giving

3 EnVIronment/Anlma]s ‘
9% s12.70

International Affairs
5%

$22.88
Arts, Cult 29 70 , Religion
rts, Culture $124.52
18% . 5% & Humanltlcs/\
Foundations $19.49
$75.86 billion
Publlc Society
‘ e

o/ $31.21
9 /0 ' Heal h
Bequest 10% 5%

$39.71 billion \
/ 14(, Education
, Gifts to 0 5872

12()'0 grantmaking \

68(y . foundations* |

(Y Corporations $50.29 )
ivi H S
Individuals $20.05 billion 120(, Hyman Services
$292.09 billion
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Therefore, the focus of nonprofits should be appealing to and retaining individuals as
donors, and the below discussion will similarly focus on individual charitable contributions.
Notably, many nonprofits receive funding from the federal government, which will be further
discussed in the below federal funding section.

The nonprofit industry has grown to be an established part of the economy, which will be
discussed at length below, instigating research in and about the field. The below infographic
from Giving USA shows the current state of the nonprofit industry. Some key statistics include:

e 2018 is the first year since 1954 that giving by individuals has fallen below 70% of

overall giving; individuals are also the only source whose giving decreased between 2017

and 201816

15 Giving USA Foundation
18 Giving USA Foundation



e The estimated charitable giving by individuals, including “gifts of cash, securities, and
property”, was $292.09 billion and was a decrease of 3.4% (adjusted for inflation) in
comparison to 2017!7

e 2018 is the first year that religion has received less than 30% of total giving

e Adjusted for inflation, charitable giving overall declined 1.7% between 2017 and 2018; in
comparison, charitable giving between 2016 and 2017 increased by 4.9%, adjusted for
inflation'®

e Approximately 1.56 million nonprofits were registered with the Internal Revenue Service
(IRS) in 2015

e In 2013 the nonprofit sector contributed approximately $905.9 billion to the U.S.

economy, accounting for 5.4% of the country’s gross domestic product (GDP)*°

17 Giving USA Foundation
18 Giving USA Foundation
19 Giving USA Foundation
20 McKeever
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How much did Americans give in 2018?

$427.71 billion

Americans gave $427.71 billion to charity in 2018 in a complex
year for charitable giving.

Giving to
foundations
decreased the most,
after experiencing
strong double-digit
growth in the

21

Where did the generosity come from?

Contributions by source (by percentage of the total)

Giving by 0,

Foundations 7.32:)&7 18%)
1

$75.86 billion N

(4.7% up when inflation adjusted)

Giving by

Giving by Qo individuals declined in
Bequgstu 2::2?- ) 0 2018, comprising less

L than 70 percent of
$39.71 billion

overall giving for the
first time in at least
50 years.

(2.3% down when inflation adjusted)

Giving by 5 o,
Corporations W %)
$20.05 billion  MElkl]

(2.9% up when inflation adjusted)

* All figures on this infographic are reported

Giving by in current dollars unless otherwise noted

e g o8

Individuals
(3.4% down when inflation adjusted)

year prior.

Where are all the
Giving to charitable dollars going?
international Contributions by source (by percentage of the total)
af:z’rsl ST % of total % change inflation
;tha(gezs‘;g giving in 2018 from 2017 adjusted

ro n
gofa,,y,em,,, g 29% to Religion | $124.52 billion § -15¢ -399%

% 14-% to Education | $58.72 billion § -13% -3.7%

%é 12% to Human Services | $51.54 billion =-0.3% -27%
@ 124 to Foundations | $50.29 billion 4 -6.9% -91%

|:D:| 10% to Health | $40.78 billion = (1% -2.3%

§ 7% to Public-Society Benefit | $31.21 billion ¥ -37% -60%
t 96% 70%

5".’. to Arts, Culture, and Humanities | $19.49 billion = 0.3% -2.1%

@ 5% to International Affairs | $22.88 billion

ﬁg 3% to Environment/Animals | $12.70 billion 1 36% 1.2%
(?% 2% to Individuals | $9.06 billion

=indicates growth in current dollars with a decline after adjusted for inflation

This sounds like a lot of positives, but many aspects of the nonprofit industry have

considerable room for improvement. Similar to a for-profit company performing below-target

and losing shareholder faith, shortcomings in the nonprofit industry have resulted in public

criticism, which can hurt individual charities as well as charitable giving as a whole. Many

criticisms have to do with how the nonprofits themselves are run. A discussion of external and

internal factors will be discussed in depth in Chapters Five and Six, respectively.

Issues in the nonprofit world have motivated the continued discussion of which charities

should be donated to, paralleling Rockefeller and Carnegie’s philosophies. This concept of

“effective altruism” has been pushed by some recently, and will be discussed at length in Chapter

Two. However, there are many other motivations to donate, and it is important to note the

21 Giving USA Foundation
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various theories behind people’s motivations to give charitably. The upcoming chapter will
discuss the psychological factors behind charitable giving, as well as the proposals of some

ethical practices like effective altruism.

12



Chapter Two: The Philosophical and Psychological Factors Behind Charitable Giving

Why do people donate to charities? The reasons range from a passion for supporting the
charity’s mission to religious and financial motivations. This section will focus on the
psychological factors that move donors to give and the philosophical theories behind charitable
giving, while the next chapter will discuss financial motivations at greater length. Improved
understanding of the factors that influence charitable donation may facilitate the design of
appeals that more effectively promote philanthropic behavior.

Charitable organizations continually face the pressing question of whether and how to
depict the cause that they promote, and knowledge of psychological behavioral patterns that
promote giving could enhance their strategies. On the other hand, while individuals may
understandably make charitable giving decisions based upon the relative impact of each
nonprofit, these criteria may be less defensible from the utilitarian lens of public policy.
Donation scenarios provide a unique yet ubiquitous example of how individuals choose to
balance their selfishness and with their selflessness.??

A U.S. Trust Study of High Net Worth Philanthropy explored why and how many
individuals donated to charity. The study found that in 2015, 91% of high-net worth individuals
gave to charity.?? This is an impressive number, although it is down from 98.2% in 2007. Of the
studied individuals who gave charitably, they noted the primary reasons for their donations as
being a belief in the mission (54.1%), belief that their gift can make a difference (44%), and

personal satisfaction, enjoyment, or fulfillment (38.7%).2*

22 Genevsky
23 Nickerson
24 Nickerson
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Psychological and ethical theories range from the selfish to the selfless, but none
completely describe or explain human behavior. Ethical and psychological egoism argue that
humans can and should, respectively, act in their own self-interest. The philosophy of
utilitarianism argues for the maximization for the most good for the most people. Perhaps all of
these could in part explain why we care about and give to charitable causes. In order to explore
how nonprofits can capitalize on people’s willingness to give, we will first study the theories

about the psychology behind charitable giving.

The Identifiable Victim Effect

The identifiable victim effect (IVE) is the “preference for giving to single vivid
individuals over less identifiable others”.2> Seemingly inexplicably, people are moved to donate
more and more often when shown a picture over being shown statistics and facts. The research
surrounding the identifiable victim effect varies in its conclusions, but there have been two main
schools of thought. First, that charitable giving and behavior with regard to IVE is a result of
positive, warm feelings evoked by the idea of acting charitably?¢. Second, that negative feelings
of guilt and anxiety provide the pressure to be charitable. Another possibility is that a
combination of these positive and negative feelings drives the motivation to act charitably.

A study proved that when shown photographs or silhouettes of orphans, the photographs
“increased donations to orphans by inducing a positive aroused affect”?’. This was proven
through neural observation, which showed that increased donations could be predicted by

“activity in regions associated with positive arousal”, but not negative?®. In fact, several

25 Genevsky
26 Genevsky
27 Genevsky
28 Genevsky
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experiments have found a link between negative arousal and decreased consequent donations.
One theory to support this correlation between negative arousal and decreased charitable giving
is the pain of paying theory, which notes a psychological link between making a payment and a
loss of pleasure regarding what was paid for.?? The pain of paying theory relates to charitable
giving because although people are eager to make a positive impact by donating to charities, they
are expecting that their donated money makes a high impact. The pain of paying may therefore
increase if donors realize that their money is making less of an impact than they previously
thought.

Further research continues to be done on the identifiable victim effect, but current
conclusions point to a recommendation for nonprofits to gear their outreach efforts towards
appealing to IVE. Chapter Five will more thoroughly explore how advertisements with
identifiable characters could help increase donations and impact. These advertisements may be
able to take advantage of factors of identifiability beyond photographs, such as the recipients’

backgrounds, origins, personal interests, and occupations.*’

Tangibility

There is also a theory that the identifiable victim effect is just one “manifestation of a
more general phenomenon: a positive impact of tangibility on generosity>!”. The idea of
tangibility says that individuals are attracted to things they can touch and sense. With regard to
charitable giving, tangibility “increases the perception that one’s involvement will make a

difference”.?? This idea was demonstrated in 2006, when Proctor and Gamble (P&G) launched

2 Yeung
30 Genevsky
31 Cryder
32 Cryder
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their “1 Pack = 1 Vaccine” campaign??. The campaign brought together P&G’s Pampers with
UNICEF to promote eradicating a top cause of neonatal death in developing countries, newborn
tetanus. Pampers promised that for each diaper or wipe product with a “1 Pack = 1 Vaccine”
sticker bought, it would provide funding to UNICEF to cover the cost of a tetanus vaccine.** The
campaign proved to be successful, and the benefits of this collaboration will continue to be
discussed in a following section within Chapter Five.

In comparison with the “1 Pack = 1 Vaccine” phrase, another campaign launched
elsewhere by P&G stating “1 Pack Will Help Eradicate Newborn Tetanus Globally” proved to be
far less successful.>> The difference between the campaigns’ successes may lie in the increased
tangibility of the shorter, catchier phrase. The campaigns were coupled with a study focused on
the relationship between tangibility and charitable giving, which “documented the positive
impact of tangibility on generosity and suggests that tangibility increases generosity”.>® Anyone
who has ever noticed a catchy slogan from advertisers on public transit or in the airport can attest
to the veracity of this tangible versus abstract effect, even though they might not have realized it
at the time.

This attraction to tangibility makes intuitive sense across different causes. Hearing that
the $10 you donate will provide 10 meals to a local child in need is tangible, whereas the idea
that you are helping to eradicate youth hunger is less quantifiable. The tangibility also allows
donors to have more trust in the organizations they are donating to, because they feel confident
that their dollars are being used towards the cause that they are hoping to support. Rather than

worrying that they have just paid for the overhead costs of an inefficient charity, they are

33 Cryder
34 Cryder
35 Cryder
36 Cryder
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comforted that they were just told that each of their dollars is providing a real meal to a real
child.

In creating tangibility, a charity must be sure that the message that they are sending is
truthful. It could be that of the $10 that someone donates, only $4 pay directly for the ten meals
whereas the other $6 pay for overhead costs and further expansion of the cause. This lacks
transparency, and can be debated among donors whether they believe it to be ethical. In the end,
however, the $10 donation is still making the impact that the charity promises it will: to provide

10 meals to a child in need.

Appealing to Narcissists

Narcissistic individuals are characterized by selfishness and a lack of empathy.?” Despite
selfish tendencies, such individuals still have the potential to give charitably. Further, studies
have found proven tactics to promote charitable giving from donors with stronger narcissistic
tendencies, which charities can use to their advantage.*® For example, these individuals are
inclined to donate more and more often when the “appeal method caused them to imagine
themselves in the situation, rather than focusing on the potential recipient of their donation™.?
This follows their selfish tendencies, because the individual is moved to put themselves in the
situation of the recipient, provoking greater empathy — a positive arousal, which increases
donations. For example, an advertisement raising funds for cancer research that tells the story of

an individual in China with a very rare form of cancer may not appeal to a narcissistic individual

in America because they see little in common with the potential recipient of their donation.
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However, a similar commercial noting that over 1/3 of people will be diagnosed with cancer in
their lifetime, noting that it could affect you or a loved one, is more likely to elicit charitable
giving from someone with narcissistic tendencies. Along the same lines, it is important to note
that the potential of the appeal decreases when it is difficult for the donor to picture themselves
in the position of the recipient — for example, when the donation is supporting animals or an

opposite-gender ailment.*°

Effective Altruism

Proponents of effective altruism argue that “givers have a moral obligation not only to be
effective with their giving but also to direct their giving to wherever it will do the most good”.*!
Carnegie’s Wealth stated that “Of every thousand dollars spent in so called charity todays, it is
probable that $950 is unwisely spent; so spent, indeed as to produce the very evils which it
proposes to mitigate or cure...”.*? Effective altruism shows promise because it attempts to use
each dollar as effectively as possible in order to capitalize on the maximization of impact.
Further, as is discussed in this paper, choosing to donate to nonprofits that are making the most
impact can improve the perceived best return on investment.

Regardless of the morality of this approach, it is not widely practiced. The previously
mentioned motivations behind charitable giving often outweigh the objective, rational measure
of selectively choosing nonprofits to support them based on their perceived or actual impact. For
those who are interested in practicing effective altruism, organizations exist which use their own

criteria to rank nonprofits with regard to their impact and worthiness for potential donors. For
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example, Charity Navigator uses public financial statements and reports from nonprofits to list
individual statistics as well as holistic ranking regarding nonprofit efficiencies and
expenditures.* Organizations such as the Kidney Cancer Association boast perfect scores on
Charity Navigator, indicating that they have “execute[d] their missions in a fiscally responsible
way while adhering to good governance and other best practices that minimize the chance of
unethical activities”.** Donors are directed to these high-ranked charities by clear links to the
top-ranked nonprofits - inevitably promoting more attention and donations to these organizations

— demonstrating that honest, efficient practices by nonprofits are not only noticed, but publicized.

4 Your Guide to Intelligent Giving
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Chapter Three: Economic and Social Environment
Understanding the environment that nonprofits operate in is essential to understanding
the necessary path to their success. Moreover, accepting the dynamic nature of the U.S.
economic and social environments allows nonprofits to be prepared in the instance of change and

act swiftly to continue to attract donations and support their intended cause.

The Economy and Charitable Giving

With the exception of 1987, 2008, and 2009, overall charitable giving (in current dollars)
has increased each year since 1978.%° The Great Recession of 2008 impacted nearly the entire
U.S. economy. The recession did not only impact for-profit industries, of course. It limited the
money available to nonprofits as individuals, corporations, and the US government decreased
their giving to nonprofits. 2008 is not the first example of a slowdown in charitable giving
correlated with a slowdown in the U.S. economy. The below graph uses the Standard & Poor’s
500 index as a representation of the U.S. economy’s health to demonstrate the correlation
between the health of the economy and charitable giving.

The graph implies a correlation between nonprofit revenue and the unemployment rate.
As the unemployment rate increases and people have less disposable income (income remaining
after taxes) as a result of their lost salaries, individuals tend to cut back their charitable giving.*¢
Charity event turnout is therefore also decreased as a result of economic downturn, resulting in a
further decrease of the impact that the nonprofit organization is able to make. With limited funds,
a nonprofits’ activities are limited in the same way that a for-profit’s activities and investments

are limited. It is at this point that a nonprofit may have to decide whether to cut costs as much as
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possible to stay afloat in economic downturn, or invest in projects that could give it greater

return.

Total charitable giving graphed with the Standard & Poor’s 500 Index, 1978-2018 (in
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An advantage to nonprofits compared to the for-profit industry is that charities rarely go

bankrupt or out of business. Instead, as their funds and activities are limited, the impact that they

are able to make is limited. In the event that a nonprofit is no longer able to sustain itself it often
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dissolves, leaving any remaining assets to another 501(c)(3) organization.*® For example, a small
nonprofit conserving a local park may vote to undergo dissolution if it can no longer support the
park’s cleanup and maintenance efforts. Upon dissolving it may still have minimal remaining
funds or physical assets such as furniture or tools, which it would then gift to a likely similar-
oriented charity, like a wildlife conservation nonprofit. In periods of economic distress
nonprofits must face this dissolvement, merge with another nonprofit, or find ways to cut costs

or increase funds despite the state of the economy.

Tax Cuts and Jobs Act

The Tax Cut and Jobs Act (TCJA) was signed into law on December 22, 2017, and most
resulting tax code revisions took effect by January 1, 2018. The standard deduction for single
and married couples filing jointly nearly doubled as a result of the Tax Cut and Jobs Act.
Combined with the “reduction or elimination of other itemized deductions”, this increase in
standard deduction causes “many taxpayers who previously itemized to claim the standard
deduction instead”.*’ The increase in the standard deduction has resulted in a practice known as
bunching, in which taxpayers will choose to “bunch” their tax-deductible items in a single year
in order to reach the standard deduction and receive a higher tax benefit. This affects charities
directly because steady cash flows from consistent donors are now changing to larger,
intermediate contributions. As a result, charities may no longer be able to rely on the consistent
year over year income that they are used to.

The tax code revisions also limits tax deductions from state and local income, sales, and

property tax to $10,000 and lowers the maximum marginal tax rate for individuals and couples to
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37 percent (from 39.6 percent).>® Although further research should be done to measure the long-
term impact that the Act has, data from 2018 and before is useful in projecting how nonprofits
will be affected and what they can do to prepare for changes stemming from the TCJA.

Unlike most high-net-worth individuals, lower-income individuals may not itemize and
therefore will not receive the same tax benefits from charitable contributions. This would alter
not only the donations received by charities, but the sources of the donations. The National
Center for Charitable Statistics concluded that individuals of high or low income and wealth are
more “likely to give a higher percentage of their income to charity compared to middle-class
individuals”.®! This U-shaped picture of giving may alter who charities need to continue to
appeal to when searching for new and continued supporters, especially as middle-class
individuals are donating decreasingly less.>? Charities may choose to proceed with strategies
targeting the middle class in order to stabilize their decreased giving, or alternatively focus on

the upper or lower class donors in order to capitalize on their already-high rates of giving.
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Total giving as a percentage of
Gross Domestic Product (GDP), 1978-2018
(in inflation-adjusted dollars, 2018 = $100)
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According to expert opinion, the lower marginal tax rates affecting most individuals as a

result of the Tax Cut and Jobs Act will “undoubtedly” affect charitable contributions. One article

demonstrated that individuals tend to give the most charitably in periods of high taxation. When

the highest marginal tax rate was 70% in the 1970’s, America’s wealthiest individuals gave twice

as much as they did when the highest marginal tax rate was 35% in 2007. The increased tax

benefit of charitable giving during periods of high taxation appears to be the reason behind this

correlation between charitable giving and tax rates, because lower tax rates imply a higher cost

of giving. This is because, due to tax deductions, an individual taxed at 35% who donates $1.00

saves $0.35 in taxes, making the cost of giving $0.65. A higher tax rate of 70% would result in
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the same dollar donated only “costing” $0.30, because $0.70 would be saved through tax
deductions.

The effects extend beyond nonprofits to the economy as a whole. As previously noted,
nonprofits have a substantial impact on the economy. Charitable giving itself was equal to 2.1%
of Gross Domestic Product (GPD) in 2018 according to Giving USA, and the Nonprofit Sector in
Brief noted that the nonprofit sector itself accounted for 5.4% of GDP ($905.9 billion).>* Gross
domestic product is “the market value of all goods and services produced within a country’s
borders during a specific time period”, and is extremely indicative of economic health. 2010
numbers also showed the nonprofit sector as contributing “9.2% of all wages and salaries
paid”.>* As a result, impacts to the nonprofit sector impact the economy just as changes in the
manufacturing or oil and gas sector would, although each sector’s impact would be on its
respective scale.

Regardless, nonprofits should prepare for these potential decreases in charitable giving as
a result of the changes brought by the 2017 Tax Cut and Jobs Act. In addition, a new
administration could result in a further change to tax law. As donors struggle to understand the
changing rules of charitable giving, continued changes new administrations could result in
further confusion and exacerbate problems. In the event of a democratic government, for
example, increased marginal tax rates could result in a rise in charitable giving. Nonprofits must
be aware of the political and economic climate that they are operating in in order to be prepared

for changes and be ready to maintain continued revenues.
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A Less Religious World

Considering that charity has its origins in religion and 29% of 2018 charitable
contributions went to religious causes, the decrease of religion in America is notable for
charities. For those without religious foundations or support, the U.S. population’s decreased
religiousness could have two possible results. As donors give less money towards the church,
they may divert this disposable income towards donations to nonprofits. Alternatively, they may
choose to spend this money elsewhere, which would result in the nonprofit sector as a whole
receiving less contributions.

Donations to religion declined approximated 1.5% (3.9% adjusted for inflation) in
2018.5° This is likely in part a result of the aforementioned Tax Cut and Jobs Act. However, a
declining church service attendance and rise of atheism and agnosticism in America are reported

to be factors behind religious institutions “lagging behind other sectors for several years”.>
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Chapter Four: Impact

As previously mentioned, the limited capacity that people have for giving charitably
combined with the large number of existing nonprofits has moved many people to donate to the
charities that they believe are making the most impact. But what is impact? Impact is
traditionally defined as to strike or press [noun: the strike or pressure], but it has taken on a more
positive connotation as a verb or noun meaning [to] influence or affect [effect].>’ Pertaining to
nonprofits, this broad definition can be narrowed to be defined as value created for the cause
through the collection and use of funds and the creation of awareness and community. This
definition is two-pronged: impact has to do with the funds raised and awareness and community
created, but also how these assets are used. The impact of a campaign that raises $1,000 of funds
to support the homeless population is not directly the value of the funds themselves, but rather by
the value of any increased awareness about homelessness and the use of those funds, whether for
research, services, goods, or reinvestment into the nonprofit. If those $1,000 were to be thrown
away, the impact would stem only from the awareness of the cause created by the campaign,
because the funds would be unused towards benefiting the intended cause.

When comparing nonprofits and their methods, high impact is, without a doubt, a good
thing. However, large nonprofits will inevitably be able to make a larger impact, on average.
Therefore, it is important to look at impact as a ratio of resources put in compared to the
resulting impact. To quantify impact, it may help to look at established measurements of value

creation in the for-profit world.
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Return on Investment

Although we think of nonprofits being separate from for-profit businesses, they parallel
businesses’ actions to the extent that common practices and measurements of success for firms
can be applied to nonprofits. Notably, both for-profit and non-profit organizations have multiple
stakeholders, with a specific group of stakeholders — shareholders and the recipients (the cause),
respectively — as their focus. Further, both want the maximum return on their inputs. Return on
investment (ROI), a common performance measurement, is the difference between the value and
the cost of an investment, divided by the cost of the investment. For example, a project costing
$100 with revenues of $110 would have an ROI of ($110 - $100) / ($100) = 10:100 = 10%.

Looking at ROI, the inputs and outputs to measure return between for-profits and
nonprofits differ. As previously noted, a business’ top priority is to provide value to its
shareholders and the valuation of a project is simplified to cash flows that the project generates.
Even the value of a business’ goodwill (reputation) stems from the benefit it provides to sales
and ultimately to the shareholders. Above all, the value created is a product of the money
received, and the output of the investment is in the form of dividends to investors and
reinvestment into the company to support future growth for the shareholders’ benefit.

In contrast, nonprofits care about more than a dollar figure earned. The existence of
community events and campaigns like Susan G. Komen’s Race for the Cure are evidence of this.
While the primary focus of a nonprofit is to raise money for a cause, many also have initiatives
to increase awareness and create a sense of community, as stated above. To reiterate, this
combination of funds, awareness, and community creates impact towards a nonprofit’s cause.
Having established the goals of the outcome of the investment, understanding the use of the

funds themselves is central. Efficient use of funds is important in order to maximize the return on
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investment because it has the potential to both increase the value of the investment and decrease
the cost of the investment. For example, if the above project with a 10% ROI increased
efficiency so that the project’s value became $120 with only $90 of input, its ROI would be
($120 - $90) / ($90) = 33% - over 3x as great of a return. Efficiency will continue to be discussed
in the following sections.

Beyond a hope for high return and efficiency, nonprofits share certain other aspects of
operational goals with the for-profit industry. Like the for-profit world, in order for the nonprofit
to grow it must have steady cash flows and have an income greater than its expenditures; in other
words, money is still essential. Further, nonprofits share for-profits’ need for growth, and
therefore nonprofits must invest in themselves (employees, services provided, office space, etc.).
If we were only to look at the amount of money spent on raising awareness, awarding grants,

etc., we would overlook the importance of money invested back into the nonprofit itself.

Further Research into Impact

The comparison of the impact of different causes will not be discussed at length in this
thesis, thus avoiding the suggestion that certain causes deserve funding while others do not. Most
nonprofits exist because of a proven need for their funding and support. The impact of a
nonprofit’s actions towards its cause is an important topic, however, because the cause and the
potential return on the investments into the cause are related. For example, one article notes that
the investment in lower income children could have an ROI as great as 17:1.5% Although the

truthfulness of this claim can be debated, it does raise an important point: by investing in causes

58 Mayne

29



with high potential to change outcome, the ROI will be greater than with causes that have little
room for impact to be made.

For example, we can compare the investment into researching childhood cancer
prevention and treatment compared with the same dollar investment into finding homes for
abandoned guinea pigs, which is done by the nonprofit The Critter Connection.>® Although the
tribulations of guinea pigs should not be ignored, most people agree that efforts towards saving
the life of a human child have a greater impact and importance than ensuring the comfort of
guinea pigs.

More complicated questions of impact arise in 1) comparing research with tangible
actions or items and 2) examining the amount and categories of individuals impacted. For
example, questioning whether a dollar donated towards environmental cleanup, which benefits
the world as a whole and benefits future generations is worth more than a dollar towards fighting
childhood cancer. Or, whether that same dollar towards childhood cancer research and support
services would be worth more than a dollar towards Alzheimer’s research, which often only
affects the aging population. The return on investment on saving the life of a child is
theoretically higher than the return on investment of saving the life of someone nearing the end
of their life, but to ignore a potential for lessening or curing the hardships of age-related diseases
seems immoral. Therefore, impact will be discussed holistically, with attention given to the

various factors that define impact, but ethical comparisons of causes will not be made.
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Chapter Five: External Costs
A nonprofit’s maximization of impact is most clearly seen by the public through its
external functions. The methods and costs of fundraising, the funds raised, and the effect that
those funds have on their intended cause all make up the external portion of impact. In order to
maximize the impact, nonprofits need to understand the importance of capitalizing on established
psychological and economic theories and patterns, and that low costs do not always result in the
greatest return on investment. although impact can be difficult to quantify, year over year

numbers can help guide nonprofits in their external practices.

Costs and Potential of Fundraising

When considering where to donate money, donors often look at how donated funds are
used. Program expenses measure the percentage of overall expenses that go towards the
programs and cause that the charity pledges to support. This can be compared to the return on
investment (ROI) of an organization. Organizations with a high ROI are using their funds to
generate a positive impact towards their cause, whether it be in the form of research, support,
legislative change (often through lobbying), or other measures.

Administrative expenses represent the share of overall costs for administrative staff,
paperwork, etc. An efficient nonprofit has lower administrative expenses, and this is an area that
could likely be improved by hiring staff with expertise in relevant areas. Fundraising expenses
make up the last slice of the expenses pie and represent the percentage of costs that go towards
fundraising efforts. This is often in the form of expenses that arise from hosting events, letter or

phone campaigns, and advertisements.
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The fundraising efficiency demonstrates how much of every dollar fundraised is used
towards expenses other than the program and cause. A low fundraising efficiency dollar value
implies a high fundraising efficiency score. As previously noted in the discussion behind
effective altruism, it is beneficial for donors to consider these numbers even if they are not the
primary reasons behind a person’s motivation to give. However, many individual donors may
feel that it would not be worth it to closely monitor all potential nonprofits that they could donate
to; to help facilitate oversight, organizations such as Charity Navigator and Guidestar have been

created, which calculate, organize, and publish similar efficiency scores and ratings®’.

Size and Financial Scope of the Nonprofit Sector, 2003-13

% change, 2003- % change, % change, 2003~
% change, 08 (inflation 2003- 2013 (inflation
2003 2008 2003-08 adjusted) 2013 2013 adjusted)
All registered nonprofits 1.38 million 1.54 million 117 - 1.41 million 28 -
Reporting nonprofits 515,866 610,728 184 - 500,396° -3.0 -
Revenues ($) 1.36 trillion 1.93 trillion 417 211 2.26 trillion 65.5 30.7
Expenses ($) 1.30 trillion 1.82 trillion 40.0 19.6 2.10 trillion 61.2 27.3
Assets ($) 3.07 trillion 4.35 trillion 414 208 5.17 trillion 68.1 327
501(c)(3) public charities 798,988 975,770 221 - 954,476 19.5 -
Reporting public charities 287,251 353,483 231 - 293,103° 20 -
Revenues ($) 974 billion 1.44 trillion 480 265 1.73 trillion 780 40.6
Expenses ($) 940 billion 1.34 trillion 429 221 1.62 trillion 728 36.5
Assets ($) 1.75 trillion 2.60 trillion 48.1 26.6 3.22 trillion 83.9 453

Sources: Urban Institute, National Center for Charitable Statistics, Core Files (Public Charities, 2003, 2003, and 2013); the Internal Revenue Service Business Master Files, Exempt
Organizations (2004-14).

Notes: — = not applicable. Reporting public charities include only organizations that both reported (filed IRS Forms 990) and were required to do so (had $25,000 or more in gross
receipts in 2003 and 2008 and more than $50,000 in gross receipts in 2013). Organizations that had their tax-exempt status revoked for failing to file a financial return for three
consecutive years have been removed from the 2013 nonprofit total. Foreign organizations, government-associated organizations, and organizations without state identifiers have
also been excluded. Unless noted, all amounts are in current dollars and are not adjusted for inflation.

*See note 4 of the brief.
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Risk and Reward

A criticism of allowing higher investments in nonprofit projects is that the “high risk,
high reward” mentality has an inevitable downside. As previously noted, the table and graph
above demonstrate the revenues and expenses that the nonprofit industry incurs. The data shows
only a small difference between revenues and expenses, implying that nearly 100% donations are
used or invested, as would be suggested in the for-profit world. Rather than the risk of
threatening the value to stakeholders, a lower-than-expected return results in less money for the
charitable causes the nonprofit was created to support. Risk-seeking donors do not exist in the
same way that risk-seeking investors do. Instead, donors want to support the cause as directly as
possible.

It follows that charities should therefore not be seeking out high-risk projects. However,
projects should still be evaluated on a case by case basis and this should not mean that nonprofits
should necessarily avoid all high cost and high-risk projects. Just as in the for-profit world, a
large investment with reasonable support of its expected high return may be advantageous for a

nonprofit to seek out.

Events and Sports for Charity

Many charitable causes benefit from creating community events as a means of
fundraising and increasing awareness. However, such events can come with high costs. For
example, a marathon requires a large amount of volunteer time, funds, and the use of in-kind
donations to provide for the closing of streets, police presence, t-shirts and goodie bags, food,
water, set-up and tear-down, etc. It may be difficult to justify these costs without looking at the

impact that such an event has.
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The evolution of sports for charity is relatively recent and has evolved with the increase
of leisure time. One of the most notable and first charities that incorporated sport into fundraising
efforts was March of Dimes, a nonprofit organization founded by President Franklin D.
Roosevelt to combat polio. The charity’s mission has evolved to focus on improving the health
of mothers and babies. March of Dimes was founded as the National Foundation for Infant
Paralysis and is notable for establishing WalkAmerica, now known as the March for Babies.
WalkAmerica was America’s first charitable walking event in 1970, although a single person
participated in a March of Dimes walk-a-thon a year earlier in York, PA and raised over
$26,000.

In 1980, Canadian runner Terry Fox began the Marathon for Hope, an event that he
himself would take part in over the course of the event’s 143 day span. The Marathon consisted
of Fox running 26.2 miles each day with a goal of raising $24 million — a dollar for each
Canadian citizen®?. The Marathon for Hope demonstrates the possibility for sports for charity and
acts as a model for future sport for charity events. Terry Fox demonstrated the ability for
individuals to host events and gather followers during his Marathon of Hope. However, small
scale events do not come without costs either. Even this one-man event required donations that
took away from the cause, including a donated running leg, a van from the Ford Motor
Company, gasoline from Imperial Oil, hotel rooms and other housing accommodations, and
shoes from Adidas.

The Marathon for Hope demonstrated the potential that public events have for increasing
impact — both through awareness and monetary contributions. Although Terry Fox himself ended

up passing from his cancer, his legacy lives on through the annual Terry Fox Run, which was
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first held in 1981. The Run is the largest single-day fundraiser in the world, and boasts millions
of participants in more than 60 countries. As of January 2018, over $750 million Canadian
dollars have been raised in Terry Fox’s name®’. Similarly, modern events — whether sports-
related or not — create an opportunity for those affected by or passionate about a cause to join
together in raising money and awareness for the cause’s benefit. The Leukemia and Lymphoma
Society’s Team in Training stands out as an example of the continued, modern day success of
events like the Marathon of Hope. Over the course of its history, Team in Training has raised
over $1.5 billion and invested over $1.3 billion.** The increased awareness and connection
inevitably lead to an increase in donations as those who have previously donated continue to find
reasons to donate, and those who may not have previously known about the cause have found a
reason to keep the charity in mind the next time that they make charitable contributions.
Although the impact of such events can be difficult to quantify, year over year numbers
including event attendance, donations, website engagement, and new donors can help guide

nonprofits in measuring the impact of their external practices.

Online Donations

Online donations revolutionized charitable giving by allowing donors to quickly and
remotely send money to the charity of their choice, bypassing the need for a physical check or
cash. With the rise of social media websites, including Facebook and Twitter, donors can
publicize their act of giving and encourage their friends and family to donate as well. For-profit
companies like GoFundMe and Facebook have also capitalized on the public’s growing

willingness to donate to charities and individuals online. In return for connecting donors with
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causes in need of funds and facilitating the transaction, they collect a percentage of the donated
funds. For this reason, nonprofits directly rarely use these websites as their primary means of
accepting donations, although individuals may choose to donate through them anyways due to
the access and ease of sharing the nonprofit and cause with friends. These high costs that come
with donations through third party online portals are often not understood by donors nor the
nonprofits themselves.

Despite the drawbacks of online donations, they continue to grow in popularity. Perhaps
an explanation for the popularity of online donations is the previously discussed pain of paying
theory. Research has shown that the pay of paying is less when using a credit card in comparison
with using cash or a check.® The explanation appears to lie in the fact that individuals do not see
or feel the immediate or direct consequence of making a purchase or donation with a credit card,
in comparison to the visual loss of money felt when paying in cash or by check.®¢

A possible solution is to invest in a portal on the charity’s website directly, so that credit
card processing fees can be monitored closely by the charity. This could also allow for more
transparency between donors and the nonprofits. The drawback is the inability to capitalize on

the ease of sharing that for-profit crowdfunding websites and social media sites provide.

Donor-Directed Giving

There is a trend towards bypassing the nonprofit and donating directly to people in need
through online campaigns. Crowdfunding platforms like GoFundMe, for example, “harness the
power of social networks and the internet to give people the means to raise funds, help others

overcome hardship, and meet aspirational goals”.
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The increase of donor-directed giving could be attributed to several things. Firstly,
technological advances have allowed the nearly instantaneous spread of campaigns and
contributions. The concept of word-of-mouth cannot compare to what sites like Facebook or
GoFundMe have done for fundraising. Thousands of people can be reached and thousands of
dollars can be raised in a matter of hours.

The psychology behind tangibility may be an additional explanation for the success of
donor-directed giving. The personal stories attached to the fundraisers are often paired with
pictures, which increase the connection felt to the cause. Through the use of updates the impact
of the donated money can be more easily visualized. People are able to personally comment
along with their donation, and the recipients can personally thank their contributors with

information about how their funds are being used and how it has affected the recipient’s life.

Benefits of Collaboration Between Nonprofits

The for-profit world is known for its competitive and cutthroat nature, but considering the
common, virtuous goals of nonprofits one would think that these organizations would be eager to
share their successful practices and work together towards their common goals. Regardless,
competition still exists as each charitable organization strives to provide funding for their own
cause under their own name. Still, evidence overwhelmingly shows that such collaboration is
beneficial to the nonprofits, the nonprofit industry, and the causes they support.

Partnerships between nonprofits are occurring at increasing rates, but still not at their
potential frequency.%” The reason may be because the models for success are unestablished, in

part due to the great variation in nonprofit causes and the lack of awareness of the potential.®®
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Some nonprofits may fail to see their potential benefit from a partnership because they already
perform all of the services related to their cause. However, similar to businesses, other nonprofits
rely on partnerships because they have chosen to specialize in a certain area and trust partners to
supply the remaining services to the community. Regardless, collaboration can help the
partnering nonprofits by reducing duplicity and thereby excess costs and may cause the
organizations to exchange successful practices and tactics to ensure maximum efficiency for both
charities.

Further, donors will think positively of this increase in efficiency, moving them to donate
not only to the specific nonprofits and cause, but to give more charitably in general, especially
when a decrease in disposable income has made donors wary of inefficient nonprofits. After all,
it is difficult to justify multiple nonprofits offering the same services within a geographical area
when one would suffice. It ultimately hurts each nonprofit because they are forced to aim
resources towards outperforming their competition and are each paying for fixed overhead costs

that could otherwise possibly be split between the organizations, were they to combine efforts.

Collaboration between Nonprofit and For-Profit Entities

Nonprofit and for-profit partnerships have risks, but also great potential for both parties.
Like collaboration among nonprofits, collaboration between nonprofit and for-profits has seen
growth in recent years.® Between 2016 and 2018, 67% of companies increased total giving from
2016 to 2018. This increase in giving implies that companies find value in charitable giving. As
previously noted, a company’s goodwill creates value for the company by attracting customers

not only to the company’s product, but to its values and community or societal engagement.” As
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companies increasingly accept community efforts as value-creating but decrease community
giving programs, partnering with nonprofits has become a viable option for both nonprofits and
corporations.”’!

Both parties benefit from a partnership, but it may be up to the nonprofit to demonstrate
how a partnership would bring value to a company. For example, Olberding details the story of a
nonprofit whose relationship with a corporate sponsor was given a “one-year test” by the
company.” The nonprofit’s presence would be tracked for the following twelve months by the
sales and marketing staff, who were determining whether their relationship with the nonprofit
was impacting sales enough to warrant a continued relationship. In this case the corporation had
a “purely business” perspective of the nonprofit, caring about an increase in sales above all else.

In comparison, other collaborations between nonprofits and for-profits share a common
value or mission. The above-detailed partnership between Proctor & Gamble (Pampers) and
UNICETF, for example, brought together a nonprofit whose mission is to provide aid to children
globally with a consumer goods company that has families with children as a large target
audience. The partnership’s “1 pack = 1 vaccine” campaign resulted in the distribution of over
150 million neonatal tetanus vaccines, which was UNICEF’s goal.”® However, the impressive
results helped P&G as well by enriching its brand image, ultimately having a positive impact on
consumer attitudes and sales and standing out as one of the company’s most successful
campaigns.’*

Partnerships between corporations and nonprofits can be especially beneficial in the case

of economic downturn when government agencies are unable to fund certain services or
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programs.’> Even outside of economic hardships, policy changes and budget changes can affect
the public government’s ability to provide the same aid it used to. A collaboration between a for-
and nonprofit could help bring the nonprofit’s mission to a larger scale that aids many people,
like in the above neonatal tetanus campaign, while still benefiting the for-profit company through

increased goodwill and sales.
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Chapter Six: Internal Costs and Benefits
As previously noted, donor attitudes after the Great Recession have become increasingly
interested in return on their donation (ROI) and the outcomes of the programs they are
supporting. The most common themes include:

e Frustration at increasing requests for donations to cover service and administrative costs
which demonstrate no direct positive impact on the cause that the nonprofit was founded
to support

o Wasteful duplicates of services in the same geographic area, which is a possible symptom
of lack of collaboration between nonprofits

e A lack of concrete evidence nor effective form of measurement of the impact of a
nonprofit’®

As aresult, it is more important than ever that nonprofits are operating efficiently, both for

the sake of the cause they benefit and for the sake of maintaining positive, lasting relationships

with donors.

Transparency

Nonprofits like the American Red Cross have lost support mainly due to lack of trust and
ultimately the lack of public support and donations. In the case of the American Red Cross, for
example, the nonprofit failed to initially disclose that 25% (rather than the initially disclosed
amount of 9%) of the $125 million raised to benefit Haiti Earthquake relief and repair efforts in

2010 went towards internal expenses.”” As a result, hundreds of articles and blogs have been
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written condemning the organization, and urging donors to donate their money elsewhere. There
are several factors associated with the issues of obscurity in nonprofit practices. Firstly, in the
for-profit world, the members of the Board of Directors are normally nominated and elected and
include internal and external members that represent both managerial and shareholder interests.
For-profit directors usually act as shareholder fiduciaries, and therefore prioritize shareholder
interests. In contrast, nonprofit boards are not democratically elected. The focus of the nonprofit
directors is — or should be — to create the most value for the charity’s cause, or to make the
maximum impact on the cause.

For a nonprofit without democratically elected board members, a lack of accountability
may result as donors do not have a direct relationship with the individuals who are deciding how
their donated money will be spent. Further, without nominations or elections, there is less
turnover in the event that a board member is seen to be acting against the best interests of the
nonprofit. Nonprofits therefore need to increase accountability in order to increase transparency.
This could be done by moving towards donor-sponsored nominations and elections, or by

reporting more consistently on the decisions, progress, and impact being made.

Efficiency and Growth

When looking at a nonprofit’s internal expenditures it is important to note that each
nonprofit is unique. There is no perfect formula for nonprofit success. Nonprofits must not be
afraid to spend money and invest in themselves in order to grow. In order to care for the cause it
was created to support, a nonprofit must first support itself. Short-term and long-term
sustainability is vital for the nonprofit, just as a for-profit company must balance its success in

the short term with its growth for the long term. Although allowing for expenditures is vital, the
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importance of efficiency cannot be understated. A high-growth model is not an excuse for
allowing inefficiencies. High input should not be confused with high cost. That is, if a lower cost
solution with the same or parallel impact exists, this solution should be chosen. This parallels the
discussion regarding risk and reward. The high reward should be sought after, of course, but at
the lowest cost.

Efficiency should continue to be a priority of a nonprofit, because it allows nonprofits to
be more productive and grow even when. donations and time volunteered cannot continue to
grow sustainably. Volunteering is a prime example of the need for efficiency, particularly for
small nonprofits whose human capital is extremely limited. In 2014, 25.3% of U.S. adults
volunteered with a nonprofit for a total of 8.7 billion hours, contributing a value of
approximately $179.2 billion.”® Considering the limited number of volunteers and volunteering
hours and the high value of their time, nonprofit can benefit greatly by ensuring that they have
clear and necessary tasks for volunteers to perform in order to optimize the volunteer efforts that

they are given.

Employee Salary

Employee salary stands as one of the largest differences between for-profit and nonprofit
operations, and this stark contrast may be limiting the nonprofit world. Especially in times of
economic prosperity when jobs are in excess and workers are in high demand, the nonprofit
industry’s average compensations are unattractive compared to the larger salaries offered for
similar roles in the for-profit world. Nonprofits may benefit from increasing salary to attract

employees, and retain employees as discussed in the following section.
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The 1996 Federal Taxpayer Bill of Rights 2 (TBOR2) allows the International Revenue
Service to impose intermediate sanctions in the form of stiff penalties for excessively paying any
person with the authority to influence a nonprofit’s affairs.” Therefore, nonprofits are limited in
the amount that they can compensate their employees, although the threshold of “excessive”
payment is subjective. Prior to passage of TBOR2, the IRS could do little beyond revoking an
organization’s tax-exempt status, which was viewed by most as too harsh a punishment and
therefore rarely invoked. State and local agencies have become more active in their watchdog
capacities. The idea of excessive payment is relative, so nonprofits will need to balance attracting
high-quality talent with obeying federal law.

Even for organizations that have impressive statistics, there are deeper numbers to
analyze. The following table demonstrates the comparative program, administrative, and
fundraising expenses as well as fundraising efficiency for four nonprofits. It is important to
recognize both the dollar amount of expenses and their percentage of the whole. For example,
Kidney Cancer Association’s CEO and President, Carolyn Konosky, earns $154,233 annually,
which is the equivalent of 9.10% of their expenses. This is not an outrageous salary but adds an
additional 10% to expenses annually. Other Presidents’ salaries are far more eye opening,
however. March of Dimes President Stacey Stewart received $516,837 in compensation in 2017,
and Susan G. Komen for the Cure CEO Judith Solerno received $545,188 in compensation in

2017.
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Examples of Expenses and Fundraising Efficiency for Various Charities

Organization Program Administrative | Fundraising Fundraising
Expenses Expenses expenses efficiency

Susan G. Komen | 78.9% 9.8% 11.1% $0.13

for the Cure

LIVESTRONG | 82.9% 4.1% 12.8% $0.64

Foundation

The Leukemia 74.4% 9.7% 15.8% $0.15

and Lymphoma

Society

Kidney Cancer | 88.5% 5.3% 6.0% $0.03

Association®

Incorporating performance measures into compensation is common in the for-profit

world, whether as a basis for salary or within bonus incentives. The for-profit world has the

luxury of measuring executive performance through the creation of shareholder value, or stock

value.®! Executive compensation for corporations is often partially earnings-based or stock-value

based.®? The nonprofit world does not share this sort of compensation system, but perhaps it
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should consider more performance-based compensations. Moreover, the perception that the
cause suffers as a result of competitive salaries for nonprofit executives needs to be altered if
nonprofits are to begin to more regularly offer higher compensations. This perception could be
changed by “establishing goals that build organizational integrity and balance remuneration with
incentives that are tied to properly measured organizational results”.3

The principle-agent theory may explain the relationship between performance and
compensation within the nonprofit sector. The principal-agent problem arises when an individual
or entity’s actions or decisions affect the principal, who is another individual or entity. In this
theory, the manager(s) of the nonprofit are the agent(s). The principals are less easily defined but
would include the nonprofit’s donors and board of directors, as well as outside agencies like the
government. In other words, the principals are similar to the various stakeholders that the
nonprofit has. Naturally, each of these principals has a slightly different priority with regard to
the nonprofit and its performance, which can complicate the monitoring of performance.
Common interests between the principals gives them greater ability and incentive to monitor the
managers’ performances because multiple stakeholders are affected by the managers’ decisions.

One study found a statistically significant relationship between the funding of programs
focused on promoting organization objectives and executive compensation changes.®* The results
imply that despite there being no residual claimants as in the for-profit industry, nonprofit
managers are rewarded monetarily for furthering the organization’s mission and objectives.

Looking at the above salaries, it is clear that although nonprofit employees should not be paid

outrageous amounts or large percentages of their income, increased and possibly performance-
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based compensation may be appropriate. The next section will detail how increased salaries

could not only increase efficiency, but lower costs.

Employee Retention

Nonprofit and for-profit organizations alike will note that one of the highest costs is
employee turnover. Employee turnover results in a loss of knowledge, a slowing of development
(because new employees do not have enough experience to look back and identify solutions for
the future), and increased costs for hiring and training. Low retention rates can be traced back to
two reasons: the current industry tradition of low salaries for nonprofit employees, and the lack
of mobility within nonprofits.

The issue could also lie in the people that are attracted by nonprofit work. They may be
restless and eager to make a greater impact elsewhere. For those who see their efforts as working
towards a larger purpose, the frustrations they encounter in nonprofit work may be enough to
make them believe that their efforts would be put to better use elsewhere. Such people, with high
aspirations for the nonprofit, may also contribute to its downfall if they implement unrealistic
budgets or aspirations.®> Research has shown that there are in fact “strong tendencies to hire new
philanthropic professionals with insufficient experience, with inadequate organizational support,
and often within the context of a poor understanding of the mechanisms of philanthropic
programs”.®¢ This tendency stems from the attraction of higher-educated individuals to higher

paying jobs in order to receive a higher return on their investment into higher education, not

8 QOlberding
8 QOlberding

47



unlike a nonprofit’s aspirations for a high ROI. Further, individuals with debt from higher-
education pursuits may have a need for a high salary that the nonprofit sector cannot supply.

However, some nonprofit leaders may be increasingly educated as more formal and
informal avenues for nonprofit-specific education become available. An increasing number of
universities are offering degree programs geared towards educating “aspiring nonprofit
individuals”.?” For example, the University of Texas at Austin’s Lyndon B. Johnson School of
Public Affairs offers an Executive Master in Public Leadership for “working professionals
focused on public and nonprofit leadership”.5®

There are several theories for potential weaknesses in nonprofit employee attraction and
retention that, once identified, could be easily altered by struggling nonprofits. For example, as
previously mentioned, nonprofits do not have shareholders to check in on management or the
board of directors. This could lead to low-impact managers, possibly with employees whose
potentials surpass that of their managers. Research has shown that giving employees a say in
chosen managers as a part of their compensation package helps attract and retain employees.®’
Further, knowing how to accurately identify high-impact managers could increase efficiency and
impact without the need for large increases in salary.

With regard to salary, a Total Quality Management (TQM) paradigm has been pushed by
some who reject the single customer approach of traditional performance-based evaluations.”® A
TQM approach is more holistic and takes into consideration the “ongoing process of planning,
measuring, and improving,” ultimately basing executives’ compensations on the “short-term and

long-term assessment of areawide health status, institutional success, and professional role
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fulfillment”. ®! The TQM approach has been examined in the U.S. hospital industry in one study,
which found that although nonprofits can feel restricted in compensation arrangements due to
their increased regulations, ethical concerns, and prioritization of their cause, the Total Quality
Management approach used by their for-profit counterparts can still prove fruitful.

Through the TQM approach, nonprofits are evaluating not only an executive or
employee’s direct work, but must value the outcomes — including direct recipient and overall
community benefits — of their efforts. For example, a charity supporting the homeless population
by providing food, housing, and job-finding services creates value for the receiving homeless
individuals as well as the community, as the homeless individuals receive jobs and add to the
increased productivity of the local economy. Valuing such abstract impact is difficult but as
noted previously, year over year numbers related to outcomes (such as donations, new donors,
people using the nonprofit’s services, etc.) can be used to guide nonprofits in measuring the
impact of their external practices.

Overall, in the case of a high employee turnover rate it is important to recognize that this
could be indicative of inadequate compensation, poor management, or lack of room for growth
for employees. Compensation methods beyond the traditional performance based approach may
prove fruitful to avoid unnecessary pay increases. Just as attracting talent is more difficult for
nonprofits in times of economic prosperity, retaining talent is difficult during low unemployment

but hiring capable managers who employees are satisfied with can mediate this issue.

Employee Value
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Nonprofits may feel that they do not have the same talent pool that nonprofits have, and
they are correct. If nonprofits are able to attract top talent, then they can avoid a bigger problem:
one interview notes that charities’ number one issue is that hundreds of thousands of nonprofits
are being run by well-meaning people who are unqualified and should not be in charge.”?> They
compare the issue to a medical doctor heading up a hospital, a therapist overseeing a counseling
center, a social worker heading up a children’s home, or an educator provosting a college. He
argues that these people should not be in charge unless they are “expert CEO’s with a proven
record of making money”.”® As long as the new executive is mission-focused, honest, and
merges well with the existing structure, a struggling nonprofit will benefit largely from putting
individuals with entrepreneurial backgrounds in executive and managerial positions. Further, as
previously mentioned, board members are often volunteers who do not necessarily have any
background in the nonprofit industry, entrepreneurialism, or the particular cause. In summary,
nonprofits are often controlled by individuals who should not be in power.

Charities need to focus on hiring the correct employees and consultants the first time
around. This is a difficult task for the following reason: ideally, nonprofits should hire
passionate, mission-focused candidates with previous experience in the nonprofit industry or
applicable experience in the for-profit industry, rather than unqualified candidates with a passion
for the mission; however, to attract these candidates they need to offer higher compensation. This
higher compensation could be justified for several reasons: training costs and the costs of poor
decisions are decreased when the people brought in are already educated, experienced, and
trained. Further, having the optimal employees in the correct positions gives nonprofits incentive

to appropriately reward them with appropriate salaries and moves them to see the reward in
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retaining these employees. An effort by the nonprofit to retain their employees through upward
movement and increased salary will not only help to retain current employees, but possibly
attract workers from the for-profit sector as they see that they are fairly compensated in the

nonprofit sector as well.

Federal Funding

Beyond the fundraising efforts that we normally consider, in which money comes from
individuals and corporate supporters, many nonprofits receive federal funding. Nonprofits can
apply for grants that fit their given purpose and have to submit to many regulations and
requirements as a result. The grant money itself is public, taxpayer money, which causes the
review process for grants to be transparent, if not difficult and tedious. Further, nonprofits are
competing for a fixed sum of money, causing a large amount of competition and uncertainty
when applying for grants.

The federal budget determines the amount of money available for grants to fund
nonprofits. Unsurprisingly, federal funding is therefore heavily influenced by political stability.
Large federal grants can “range from $500,000 to millions of dollars”.** These funds must then
be managed in accordance with the rules and regulations determined by the government, can be
“spent only on approved activities, must be managed to comply with regulations, and is expected
to result in measurable results”.”

Political instability creates issues for nonprofits. During government shutdowns, for

example, a nonprofit that primarily relies on the federal government for funding (e.g.

organizations that serve clients in categories such as domestic violence, mental health and
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persons with disabilities) and does not have saved funds will face issues common to businesses
that are going bankrupt. This is because if the government shutdown falls during the
disbursement or reimbursement period for a grant, the grants will not be delivered. Naturally, if
the nonprofit is relying on these funds to continue providing products or services, or repay debts,
this disturbance in its cash flow streams causes problems.”®

Established government standards must be met by the nonprofit in order for it to receive
its funding. External oversight and special audits to check compliance with standards benefits the
nonprofit’s cause by decreasing the likelihood of mishandling of funds and ensuring that the
cause is receiving the funds it is intended to collect. With regard to religion-based nonprofits, it
is important to note that Federal grant funds can only be used to support economic growth and

prosperity, and cannot be used to promote worship or other fundamentally religious activities.”’

Connecting the Internal and External
With the potential for nonprofits to capitalize internally and externally on their costs with
increased impact there are some key takeaways for the nonprofits as a whole. Several
conclusions from the research can be isolated. It is recommended that nonprofits should:
e Keep donors involved and seeing sufficient value resulting from their investments in
order to keep them interested, while keeping in mind psychological and economic factors
e Keep stakeholders comfortable with the method of management and ensure that

executives and managers are held accountable for their actions and decisions
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e Ensure that the recipients and users of the goods and services provided by the nonprofit
are benefiting at a meaningful level by taking steps to increase efficiency through
fundraising and awareness efforts as well as employee productivity
In order to maintain the continued public support of nonprofits, charities must continue to

care for their donors by appealing to them through proven methods discussed previously,
including the demonstration of their impact and evidence of efficient operations and reasonable
employee compensation. Regardless of a nonprofit’s operations, the cause that it benefits
continues to be a driving factor for donors as they decide which charity to give to. One step that
nonprofits can take to maximize their impact regardless of the cause they support is to take
advantage of collaboration with another nonprofit or a for-profit entity. Through the
collaboration their impact is amplified by both increasing its reach and improving its internal
functions by gaining new knowledge and efficiencies through the partnership.

Although nonprofits have historically attracted less-experienced employees, there are
increasing numbers of qualified and passionate applicants. As previously noted, schools like the
University of Texas at Austin are creating degree tracks geared specifically towards preparing
students for the nonprofit field as this becomes an increasingly popular sector; social
entrepreneurism has become exceptionally popular. The risk and reward discussed with regard to
external factors extends to internally practices as nonprofits make larger investments in their

employees with the expectation of receiving more impactful results from these new hires.
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Conclusion

Between 2018 and 2019 I actively worked with Texas 4000 for Cancer, and 501(c)(3)
organization raising money for cancer research and support groups. Working with this nonprofit
exposed me to various levels of fundraising and charitable work, from panhandling at a street
corner with a poster and bucket in hand and networking with friends and family to reach my
fundraising goals, to a 70 day bike ride to help raise awareness and further funds, to finally
participating in a formal gala event which catered to yet more donors. This whole network of
different levels of fundraising gave me first-hand exposure to understand the inner workings of a
charity. Further, I saw the many inefficiencies and frustrations that plagued the nonprofit world,
its employees, and its donors.

Nonprofits have the potential to provide incredible benefits to society, but the inefficient
use of resources and stifling of impact-causing projects can prevent them from reaching their full
potential. The first step for a nonprofit is to isolate possible areas of inefficiency in its system.
Once the issue and its possible causes are better understood, solutions for improving retention
can be better addressed. Inevitably, the solution creating the highest return on investment should
be chosen.

Increased investment could result in a greater and worthwhile return on investment, but it
is still important to avoid overspending, analyze projects and investments before pursuing them,
and recognize the negative consequences of poor investment decisions. Further, understanding

the thoughts and feelings behind charitable actions may open the door for nonprofits to capitalize
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on these patterns and increase impact before or in conjunction with pursuing higher-cost
initiatives. Nonprofits should understand the impact that the economy has on them, but the
general public also needs to be aware of the impact that the nonprofit sector has on the economy.
A decrease in charitable giving results in a loss of jobs and productivity just as a slowdown in the
manufacturing sector would.

The potential for nonprofits to improve their efficiency and impact extends beyond the
scope of current research. Further opportunities for research have arisen in studying the longer-
term impact of the Tax Cut and Jobs Act, the ethics of donating to one cause over another, and
how the implementation of higher salaries impacts worker productivity and nonprofit outcome.

Overarching all previous research remains the idea that in order for nonprofits to stay
honest and true to their publicly stated mission, they should maximize the impact that they are
making on the cause that they were created to support. Balancing costs and revenues can be
assisted through the use of for-profit practices including the measurement of return on
investment, compensation methods, and accepting some higher-risk projects that promise large
impact. A nonprofit as a whole must balance the many environmental factors that influence it
with donor tendencies and recipient needs, all while balancing internal and external costs and

risks in order to create the most impact possible.
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