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Section 1: Review of the literature on management and
administration costs: a summary

The executive summary is in two parts; our observations are followed by findings and possible courses
of action.

1.  Observations
Terminology and definitions

A wide range of terms can be used to describe management and administration costs for a charitable
organization (charitable operation or foundation). The authors use these terms: management and
administrative costs, working costs, operational costs, general expenses, fixed costs, indirect costs, and
overhead...

There is no consensus on the most appropriate term, nor on the functions that are essential for the
effective operation of an organization, nor on the types of expenses that would characterize it,
especially since certain costs can be associated with several types of functions. In general, using a fairly
narrow definition, this type of cost usually encompasses:

e Renting space, salaries for managers or upper management, communications costs, printing,
IT equipment, insurance and charges for services provided privately (e.g. electricity) or by
government (employment insurance), or benefits (group insurance plan)...

There is also a bit of a grey area when it comes to distinguishing between costs associated with
philanthropic activity (for the cause or causes) and management or administrative costs. On the other
hand, there is somewhat of a consensus that management and administrative costs should be
considered separately from costs incurred for fundraising, which are generally not tied to expenditures
related to philanthropic activity.

Management and administrative costs have most often been the subject of study and debate in the
United States; much less so in Canada. There are some issues that tend to come up in both countries:
lack of clear terminology, prevalence of the use of financial metrics as means of evaluation, the
unreliability of government accounting forms, the “starvation cycle” phenomenon, and a positive
reworking of the discourse and practices implicated in the financing of charitable organizations.

Renz and Boris (2007) - Masaoka and Zimmerman (2014) - Real Cost Project (2015) -
Blumberg (2017¢) - Faul (2014) - Johnson (2015) - Eden, Lyon, Payne and Brink (1986)
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Scrutiny of management and administrative costs: how has it evolved?

The desire to use ratios to set management and administrative costs is part of a North American trend
that demands more accountability and transparency from the charitable sector.

e This trend generated the idea of using ratios to measure these costs, with the rationale that
lower ratios would be evidence of healthy organizational management.

e This trend prioritized low ratios for management and administrative costs (around 15%),
which is reflected in the emergence of firms specializing in evaluation, and the making
available on the internet of the financial assessments of these costs, by organization.

e The trend also fed into the growth of the models known as “Lean” (costs lowered as much
as possible) and “100%” (all expenditures would go towards the philanthropic cause).
These models are the logical, and extreme, culmination of the stigma attaching to
management and administrative costs, and of the bias that holds that the totality of
donations should ideally be given over to charitable activity.

e The trend also gave rise to a counter-trend, a new discourse that denounced the unintended
consequences of these pressures to be efficient on, first, the measurement of the true costs
of philanthropic activity, and second, the capacity of the organization to fulfill its mission
in an optimal fashion. The arguments put forth by the new discourse aim to present a
positive image of management and administrative costs. They show them as an essential
investment, a lever for impact and a sign of good organizational health.

Lecy and Searing (2008) - Fish (2016) - Goggins and Howard (2009)

Legitimacy of scrutinizing management and administrative costs
Notwithstanding the criticisms, analyzing management and administrative costs does have its
usefulness. In certain cases, this type of analysis can draw attention to organizations that are manifestly
fraudulent, financially delinquent or poorly managed or governed.

Overhead Myth (2013/2014) - Deschénes (2011) - Charity Watch (2014)
The starvation cycle linked to very low management and administrative costs
The negative bias associated with management and administrative costs led to a paradoxical and
counterproductive phenomenon known as the “nonprofit starvation cycle”. This cycle, which results
in organizations having to cut management and administrative costs due to insufficient income,

represents a threat to the proper functioning of, and proper overall development of, the sector.

Goggins and Howard (2009) - Lecy and Searing (2012) - Real Cost Project (2015)
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The “phantom” ratio versus the comprehensive ratio in measuring management and
administrative costs

Until the year 2000, the Canada Revenue Agency set the ratio of philanthropic expenditures
(expenditures for the mission of the organization) at 80% of the organization’s annual expenditures,
and management and administrative costs in support of its philanthropic mission at 20%. This referent,
with a variance of five percentage points up or down, (between 25 and 15%), still represents a sort of
informal benchmark.

The advent of charity evaluation firms has yielded a variety of positions with regards to the acceptable
level of management and administrative costs. In general, the range varies between 15 and 20% on one
end to 35% on the other.

Bourgeois (2010) - Blumberg (2010) - Couchman (2018) — Firms: Charity Intelligence - Money
Sense Charity 100 — Imagine Canada - Guide Star - BBB Wise Giving Alliance — Charity
Navigator

Canada revenue agency’s T3010 form

The financial data that are obtainable on the web and disclosed by the Canada Revenue Agency are
representative of the types of costs incurred by charitable organizations. These data on management
and administrative costs suggest the existence of a variety of expenditures, and are not exhaustive. The
same is true for Form 990, used in the United States.

Furthermore, in Form T3010, used by the Agency to collect financial data from charitable
organizations, the identification of management and administrative costs leaves a wide margin of
interpretation to those who fill out the form. This finding also avails for the U.S.

Lumberg (2018) - Couchman (2018) - Riseboro (2014)- Overhead Myth (2013-2014) - Faul
(2014) - Overhead Madness (2015) - Eckhart-Queenan ez a/. (2019) - Klotz (2019)

Factors that influence the analysis of management and administrative costs

Management and administrative costs incurred by a charitable organization or a foundation are strongly
reflective of organizational characteristics and of the sector of activity involved.

Factors to consider include the relationship between paid staff and volunteers, the size of the
organization, its age, the territory it intervenes on (urban/rural/metropolitan), program management
style, management of an endowment, activities for self-financing, maintaining a website, training (or
not) of staff, carrying out (or not) of research and development activity ...
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Most evaluation firms have adopted a methodology that takes such qualitative and quantitative criteria
into account, without however setting aside the financial indicators.

Colby and Rubin (2003) - Center on Nonprofits and Philanthropy/Utban Institute Center on
Philanthropy, Indiana University (2003) - Renz and Boris (2006)

Reliability and efficacy of ratios in evaluating an organization’s effectiveness

Management and administrative cost ratios, as measures for evaluating philanthropic effectiveness,
have several limitations.

e Reliability: The information on which the ratios are based is often inaccurate.

e Representativeness: the ratios don’t tell us anything about the way in which the organization
uses the resources at its disposal to carry out its philanthropic activities.

e [Effectiveness: several studies show that the philanthropic effectiveness of organizations that
spend less on management and administration has a negative correlation with a low ratio.

e [Efficiency: Too low a level of spending on management or administration can be just as
bad for the health and the durability of a charitable organization as a high spending ratio.
The so-called 100% model is only applicable if there is an alternate means of funding
management and administrative costs.

e Universality: Levels of spending are not easily compared among organizations.
Riseboro (2015) - Blumberg (2018) - Pallotta (2013) - Goggins and Howard (2009)
Overarching policy on management or administration costs

Most granting foundations do not have either an internal or an external policy governing management
and administrative costs. Few foundations have established a frame of reference for management and
administrative costs when evaluating funded projects. The projects are the object of the funding, and
though they do include management or administrative fees, the latter are not really closely scrutinized
and a sort of informal arrangement applies, with the objective being to reduce costs to the minimum.

Recipient organizations tend to present the costs they incur in their best possible light: that is to say,
as low as possible, or based on an informal agreement (in the range of 15% or less).

As well, three positions taken by funders can influence the ratio attributed to management and
administrative costs. They are defined in terms of the type of funding granted:

e For support for programs or services offered for a cause by the recipient organization;
e To consolidate the recipient’s operating capacities;

e With the goal of facilitating systemic change (or a combination of these positions).

Real Cost Project (2015) - Eckhart-Queenan ez a/. (2019) — Johnson (2015)
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The “real cost” approach

The Real Cost approach addresses the question of funding for a cause as a function of the totality of
costs that must be taken into consideration in order for the charitable organization’s action to be
efficient, effective and relevant.

e In this approach, a calculation of financial needs integrates factors relevant to a
consideration of funding in its totality : funding for the recipients’ mission so as to
ensure the proper functioning of the organization; coverage of direct and indirect costs
relating to the recipient’s operational posture (from political action to emergency
assistance); taking into account costs tied to the development of capacity to act and to
adapt, depending on the evolution of the context and circumstances; assessment of the
recipient’s financial portfolio.

e In this approach, the analysis of recipients’ needs requires solid cooperation between
them and the funders; a climate of cooperation among funders; good communication
between individual donors and the recipients; and transparency on the part of everyone
vis-a-vis the general public and the media.

The impact of governements’ stance on management and administrative costs

The level of allocations by foundations for indirect costs has been influenced by governmental
practices and policies in this area.

Governments have a tendency to reduce to a minimum the amounts allocated to management and
administrative costs (15% or less).

Eckhart-Queenan ez a/. (2019) - Couchman (2018)
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2. Findings and possible courses of action

This review of the literature on management and administrative costs incurred by charitable
organizations in accomplishing their missions allows us to identify several findings. For each of the
findings, we have set out one implication and one or more possible courses of action.

It should be noted that the courses of action are working hypotheses. It is understood that they are
being put forward by the research team for the purposes of discussion. These courses of
action/working hypotheses do not in any way imply any commitment on the patt of our philanthropic
partner, Fondation Béati.

F-1:  Basic terminology: In the absence of any terminological consensus on the meaning of indirect
costs, management costs, administrative costs, operating costs or overhead, ... the research
team has chosen to use a term of reference: “management and administrative costs”. This
choice was made for the purposes of this paper, and does not constitute an official designation.

Implication
This choice is imperfect and arbitrary.
® The choice does not allow us to distinguish between various types of costs that reflect
different realities: for instance, the distinction to be made between management costs
(hiring someone in the accounting department), administrative costs (hiring someone
at the managerial level in the organization), and operating costs (purchase of equipment
for operations, renting space).
® The choice does not allow us to distinguish between a level of spending that would be
“adequate” or “decent” and one that would be outlandish or ostentatious: the fact of
paying a higher rent for the organization’s premises in order to project a certain
corporate identity, for example, has more to do with creating intangible capital than
with functional necessity relating to current operations. On this last point, we have seen
that the literature is noticeably silent on the concept of “spending of an ostentatious

nature”.

Course of action I: Produce a “glossary” of terms common to all stakeholders that can
generate a consensus
That the major representative organizations in the philanthropic sector
(Canada-wide) and in the community action and non-profit sectors (by
province, territory, or major region ), in concert with the Canada Revenue
Agency and in consultation with charity evaluation firms, agree on a basic
terminology to describe the income' and the costs of charitable organizations.

! There are also multiple terms for the income that flows from donors: sometimes the reference is to donations; at other
times, the income is spoken of as grants. In all cases, though, we are referring to the transfer of funds from source A to
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F-2: The debate over management and administrative costs illustrates the need to establish
a public convention on the real cost of a charitable activity.
These ways of expressing costs encompass a variety of terms, notions, functions,
intentionalities, positions and situations. In order for there to be a recognition of the magnitude
of management and administrative costs, a public convention on the real costs generated by
the functioning, operations, and development of any charitable organization would be in order.

Implication

As shown by our review of the literature, allowing a lack of clarity to persist regarding the
definitions and the relevance of management and administrative costs has triggered unintended
consequences leading to the underestimation or the depreciation of certain costs, on the one
hand, or to their being overestimated, on the other. It is therefore important to seek a middle
ground, so that administrative costs are neither underestimated, nor denigrated, nor
overestimated. In order to do so, we need to establish a convention on the role and importance
of reasonable management and administrative costs as a legitimate component of the real costs
incurred by a charitable organization (a charitable endeavour or a foundation).

Course of action 1I: Produce a framework agreement on management and administrative
costs
That the major representative organizations in the philanthropic sector
(Canada-wide) and in the community action and non-profit sectors (by
province, territory or major region), in concert with the Canada Revenue
Agency and in consultation with charity evaluation firms, agree on a
framework agreement pertaining to the real costs incurred by a charitable
organization.

F-3: Management and administrative costs are an unavoidable reality that must be taken
into account in the disbursement of donations to recipients. Managing an endowment,
raising funds, giving out or administering grants for a cause; all these actions carry real
administrative expenditures, either formal or informal.

Management and administrative costs are an integral part of any philanthropic activity. These
costs, be they informal, via volunteering or the informal transfer of resources, hidden or not
taken into consideration, from being internalized in a corporation’s budget, or formalized,
by being taken into account in the day-to-day management of an organization, are real in their
quality/quantity, according to our review of the literature. They have an impact on the
capacity of a charitable organization (charitable endeavour or foundation) to act.

recipient B. Thus, it is not just the vocabulary relating to management and administrative costs that needs to be
standardized; the terms relating to philanthropy in general require more rigorous standardization and normalization too.
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Implication

According to the principles of transparency, and in order to promote good management
practice, it seems to us to be crucial to make these costs visible, to raise awareness of them and
above all to have them acknowledged by donors and recipients. This striving for transparency
is separate from the debate that must occur regarding the proper “level to attain” or “level that
should not be exceeded” in the area of management and administrative costs.

Course of action III: A mechanism for concerted action among funders

We recognize that there are arguments both pro and con on this point; there is no consensus on it.

However, we do feel it is important to find ways to improve a state of affairs in which management

and administrative costs, if not taken into account by every funder, become a neglected “unchecked

2

box™.

III-A) Common or shared frame of reference

Establish a joint comprehensive frame of reference on management and administrative
costs among donors and recipients, varying according to the nature of the projects
supported, and relative weight of financial contributions, through which:
o Any major funding agreement between a donor and a recipient should integrate
management and administrative costs at a “decent” level;
o Any granting organization should establish a policy in this area;
o Any charitable organization should report on management and administrative
costs incurred through its operations, even when they are minimal, in presenting
its financial statements.

III-B) Simplified method of concertation

Consider the possibility of having discussions among funders on any significant projects
they co-finance. Such collaborations would allow for management and administrative
costs to be taken into account jointly.

Management and administrative costs can encompass a variety of types of
expenditures

It is important to be able to quantify and qualify these expenditures: not in a normative fashion,
but rather according to the role and function they fulfill in the successful realization of a

charitable organization’s activities.

Implication

To recognize this diversity is to recognize the value of all of the types of work carried out by a
charitable organization, and confer a true and fair value to all of the functions that constitute
the work. Whether we refer to expenses incurred to manage an endowment, fundraising
expenses, expenses for the training of staff, or expenses in support of a project, these are costs
that have differentiated functions and roles that must be taken into account, and are not to be
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either overestimated nor underestimated relative to the costs, for instance, of activities directly
tied to accomplishing the “mission”. The “real cost” principle stipulates that the mission or
cause does not simply consist of charitable programs. It spans the totality of methods used to
accomplish the mission and achieve the vision of every charitable organization.

Course of action 1V:  Creating broad categories of management and administrative costs: In
any eventual agreement pertaining to a charitable organization’s real costs, it
would be essential to identify and define the different types of management
and administrative costs.

F-5: Management and administrative costs should be overseen using factors and weighting
criteria established according to the relevance, the effectiveness and the efficiency of
expenses incurred in order to carry out he missions of the financially supported
organizations

Implication

If we are to make real costs a factor in evaluating a charitable organization’s activities, we would

be opting for a synthesis of current positions that would fall somewhere between:

® Reducing administrative costs to their bare minimum (a threshold of under 10%, for
example), with a view to being able to devote the maximum amount of resources to the
cause, and moving towards the “100% model”; and,

e Allowing management and administrative costs to increase (beyond a 35% ceiling, for
example) while only being concerned with the actual impact on the cause being pursued.

Reaching a middle ground between “lean” and “oversized” modes of management seems to
be at the heart of the debate over management and administrative costs. From our review of
the literature, we conclude that neither a set rate, a standard ratio nor a universal referent
constitute a legitimate approach for “quantifying/qualifying” management and administrative
COSts.

Therefore, creating a middle position based on a single formula, in the form of a universal and
unique ratio (the 80/20 rule or the 65/35 rule) does not seem to be the most appropriate
solution, given how enormously diverse charitable organizations’ activities are in reality.

As regards the “lean” versus “oversize” issue, the review of the literature allows us to make the
following determinations.

First, that it is important to take into consideration the characteristics of the charitable

organization, and that these characteristics represent weighted factors that will dictate rational
choices about the quality and quantify of administrative expenditures.
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This reality is an argument in favour of functional thresholds that take into account formal and
informal costs, rather than an argument in favour of ratios. For instance, for a family
foundation that relies on volunteering by family members in the running of the foundation, it
would seem that formal management and administrative costs would not be much of a factor,
but on the other hand they would be replaced by real costs of an informal nature: time and
resources contributed on a volunteer basis. The combination of the two types of costs would
facilitate the recognition of, and making public of, the energy invested in the
management/administration/operationalization of a foundation, and an understanding of
what is indispensable to the carrying out of the activities being pursued.

Second, once the “energy invested” has been taken into account, in accordance with the
characteristics of the charitable organization, a second factor comes into play in measuring real
costs. It stems from the correlation of an organization’s real costs with its mission and vision
as a function of three main criteria: the relevance of the actions undertaken (relation to the
cause and the values of the organization); their efficiency (maximum amount of impact
correlating with a minimum amount of resources); and their effectiveness (capacity to attain
the sought-after goal).

This kind of exercise allows for a responsible evaluation of the real costs, avoids the separation
in a mechanical fashion of management and administrative costs from programme
expenditures, and considers cost determination in a holistic fashion. It also enables continuous
movement back and forth between expenditures for the cause and expenditures in support of
the cause. Finally, it confirms the wisdom of using appropriate and adjusted ratios instead of a
universal referent. By opting for a position like this one, we ensure the measurement of costs
according to a middle ground to be arrived at between “the ends sought and the means
utilized.”

Course of action V: Pursue research-action
Bring together interested and concerned stakeholders to establish benchmarks
that take weighting factors and weighting criteria into account, as they relate
to relevance, effectiveness and efficiency.

e Implementing this type of research-action will necessitate a mobilization of key actors in the
non-profit sector.
e We have in mind the following:

o Intermediate organizations like PFC, CFC, Imagine Canada, Centraide-United Way
Canada, Imagine Canada, community action networks (in Quebec), non-profit
organizations (other parts of Canada)...;

o Private, public or community operational or granting foundations;

o Researchers; and,

o Representatives of firms specializing in evaluation or accounting.
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e This type of research-action calls for the creation of a research design agreed upon by all
stakeholders.

e This research activity will draw on the realization of case studies in representative organizations

(charities or foundations) in order to identify the nature and magnitude of management and
administrative costs.
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