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Analysis of Using Administrative & Fundraising Ratios in Nonprofit Eligibility Screening 
Background

The commitment to using innovative best practices, as affirmed in the King County Employee Giving Program (the Program) mission statement, requires ongoing assessment of workplace giving and nonprofit sectors to identify and pursue best practices as they evolve. The 2010 Employee Giving Program Strategic Plan therefore prioritized the review and potential revision of eligibility criteria for nonprofit participation in the Annual Drive, in order to better align these criteria with current industry standards. The Nonprofit Relations & Development Subcommittee (NPR&D) was charged with researching and forming eligibility criteria recommendations to the full Program Committee. Once approved, these changes were to be proposed in an ordinance to revise the King County code, effective January 1, 2012. 
Nonprofit Eligibility Standards Review

The NPR&D committed over a year to the research, review, and discussion of eligibility standards relative to the Annual Drive. Nonprofit industry sources consulted and/or reviewed include:

American Institute of Philanthropy

America’s Charities

Association of Fund Raising Professionals

Better Business Bureau

Charity Navigator

Combined Federal Campaign

GuideStar

Multnomah County Campaign

Snohomish County Campaign

Washington Secretary of State

Washington State Combined Fund Drive

AFR Eligibility Screening
The Program currently uses the ratio of administrative plus fundraising expenses, divided by revenue, or the Administrative Fundraising Ratio (AFR), to screen nonprofits for inclusion in the Annual Drive. Prior to 2011, the maximum allowed AFR was 25%. Due to the effects of the recession on nonprofit fundraising and revenue, Ordinance 17047 was passed in 2010 to temporarily increase the allowed AFR to 35% for the 2011 Annual Drive.
NPR&D research revealed that none of the reviewed industry groups use AFR as an evaluative tool. Some use other ratios, such as the Program Expense Ratio or PER (program expenses divided by total functional expenses), the Administrative Ratio (administrative expenses divided by total functional expenses), or the Fundraising Expenses Ratio (fundraising expenses divided by total functional expenses), as single aspects within a body of information they consider in evaluating nonprofits. 
On the American Fundraising Professionals website, an article titled, “Avoiding the Cost Ratio Trap”, states:

“There are many misperceptions regarding cost ratios, held by the media, boards and even fundraisers themselves…First, there is the public perception that an important measure of success or worthiness of an organization is based on how little it can possibly spend on fundraising for every dollar raised. While this makes for a more ‘efficient’ use of charitable donations, it is not the same as having an ‘effective’ program, either for fundraising or the end services performed…Some organizations simply require more infrastructure and fundraising investment than others to achieve their mission… Raising money for a symphony is harder than raising money for sick children… some causes require more time and energy in making a convincing case for support than others. Arts organizations, for example, naturally have a smaller donor base than do organizations that address more urgent needs such as hunger, poverty and illness...”

In their charity rating process, Charity Navigator applies different standards based on different measures to different types of charities. Their process for evaluating nonprofits is complex and nuanced. Charity Navigator’s website states: 

“…different types of organizations work differently...having different resource and spending requirements. For instance, museums exhibit above-average administration costs as compared to other types of charities due to the cost of maintaining their facilities and collections. Community foundations, food banks, food pantries and food distribution charities are able to raise large sums of money while spending relatively small amounts on fundraising.”  

The Better Business Bureau Wise Giving Alliance (the Alliance) helps donors make informed giving decisions, not by ranking charities but by assisting donors in making informed judgments about charities. The Alliance produces in-depth evaluative reports on national charities based on 20 comprehensive “Standards for Charity Accountability,” including PER (65% minimum) and another ratio that divides total fund raising by total related contributions (35% maximum). 
The Program Nonprofit Survey – Use of Ratios

In addition to the review of national and regional nonprofit industry leaders, the NPR&D wanted to evaluate the use of ratios locally. To that end, the NPR&D surveyed federations and independent nonprofits participating in the Program to learn their perspective on evaluating fiscal health. Here are a few of the more significant findings.

· Of the 49 respondents asked to identify the tools they used to measure fiscal health, none mentioned AFR. Most pointed to audits, balance sheets, profit/loss statements, or other financial documents. 
· Over 95% stated they have an annual financial audit done by an independent auditor. 
· When asked what indicators of fiscal health they used, 44% said audits, 30% mentioned some form of financial statements, and 21% said cost per service. None mentioned AFR, though two respondents referred to administrative costs, two to fundraising costs, and 21% referenced some other ratio. 
· When asked specifically what calculations they used, none identified AFR. 
· When asked to define “Program Expenses”, one component of the AFR calculation, responses were extremely varied. 
· Fifty-seven percent include fundraising costs in their definition of administrative costs, while the other 43% do not. 
· When asked specifically if they used AFR, 27% didn’t know, 35% said no, and 37% said yes. 
· When asked if they have a goal AFR, 70% said no or that they didn’t know. 
· When asked if one AFR is appropriate to all organizations, 73% said no, 19% didn’t answer, and 8% said yes.

Conclusions 

The Program does not have the resources to evaluate applicant nonprofits at the level of detail that national organizations such as Charity Navigator or the Better Business Bureau does. However, employees should be referred to these organizations for additional information to assist them in their choice of national nonprofits to support. 
Based upon the research conducted, the NPR&D concludes that the use of AFR as a ratio to screen Annual Drive applicants is no longer appropriate because: 

  1) No single standard exists by which to judge the AFRs of different types of nonprofits; 

  2) AFR is not used in the nonprofit evaluation process by industry leaders;

  3) There is no consistency across nonprofits in how they define the expense components used to calculate AFR; and 

  4) A significant majority of Annual Drive nonprofits surveyed as to how they measure fiscal soundness either don’t use AFR or don’t even know what it is. 
More importantly, the use of AFR may actually exclude from the Annual Drive what are otherwise sound and well-run nonprofits, since AFR does not discriminate or account for the differences in appropriate administrative and fundraising costs of different types of charities.

Finally, the NPR&D concludes displaying nonprofit AFRs in the Annual Drive Catalog or on the Program website may mislead employees in their consideration of nonprofits to support. Because AFR is the only numerical value included in the Annual Drive catalog, AFR percentage appears to be a meaningful independent value upon which to base giving decisions. Without extensive research into how charities are rated, employees may logically, though incorrectly, infer that “the lower the AFR, the better the nonprofit.”  

NPR&D Recommendations for 2012
1. Nonprofit AFRs should no longer be used in eligibility screening or displayed in the Annual Drive Catalog or online. 

2. The Program should provide references and resources during the Annual Drive to assist employees in their further independent evaluation and choice of nonprofits to support. 
3. NPR&D should communicate any eligibility changes to nonprofits in advance of the 2012 application period.

Final Thoughts

A study done by America's Charities identified one of the top three pillars for the future of workplace giving to be, “Offering greater choices in giving, consistent with employees’ diversity and varied giving interests.”  By providing additional resources to employees about nonprofit ratings, as well as discontinuing the use of AFR in nonprofit eligibility screening, employees will be empowered to exercise greater choice and personal responsibility in their giving. 
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