Blog on Nonprofits:
In May of 2015, the Federal Trade Commission announced charges against four cancer charities for fraud, alleging that contributions were used almost exclusively to benefit those that managed these nonprofits (along with their family members and friends). https://www.ftc.gov/news-events/press-releases/2015/05/ftc-all-50-states-dc-charge-four-cancer-charities-bilking-over
Law enforcement officials from all 50 states and the District of Columbia have joined with the FTC in this action. The complaint asserts that donations made to these organizations were used to pay for travel, automobiles, sporting events, college tuition and professional fundraisers. In one instance, fundraising costs represented 85% of the funds collected by the nonprofit. Named in the FTC complaint are both key executives as well as the organizations themselves.
This is but the latest in a long string of scandals involving charitable organizations in the U.S. These acts of malfeasance can be regarded as either a result of inadequate regulation or informational weakness; the latter referring to the inability (or unwillingness) of potential donors to secure complete information about a nonprofit before giving. In contrast to the corporate sector, where publicly-traded firms have an obligation to provide full information to stockholders, donors give and are forgotten (except when the next fundraising cycle takes place).
While charities are required to file a Form 990 with the IRS each year, detailing both contributions and how these funds were utilized, contributors must seek out this information before donating, and the majority of givers do not. In some U.S. states (about half) larger nonprofits must provide audited financials. In addition, charity evaluation sites (e.g. Charity Navigator) provide a simple means of appraising a charity but, once again, those that are interested in giving must proactively utilize the service in anticipation of giving. One of the charities named by the FTC in its complaint, Cancer Fund of America, had also appeared on the Tampa Bay Times list of America’s Worst Charities (2014). According to the Times from 2003 to 2012, the charity gave less than one percent of donations in direct aid to its supposed causes on an annual basis (2003 being the only exception). It is distressing that the enforcement action by the FTC and the states took this long, but it is also worrisome that donors did not seek out information on the charity before giving. Corruption harms the entire Third Sector, as polls demonstrate that the standing of nonprofits is deteriorating (see Light (2008), How Americans View Charities:  A Report on Charitable Confidence, Brookings).
Malfeasance of this form is a reflection of a broader problem with stakeholder relationships in the charitable sector. The donor-nonprofit relationship is subject to what economists call the principal-agent problem. Donors (principals) rely upon charitable organizations (agents) to properly utilize contributions, since most who give cannot directly assist beneficiaries.  Yet, if the interests of the principal and agent are not aligned, those of the latter will prevail. This may result in the misdirection of funds or, as in the case above, outright misuse. The solution is to find a mechanism that reasserts donor control, realigns the interests of the two parties or, as a fallback, provides enough information to contributors to allay fears that funds are being misused.
Donor-directed philanthropy is one such mechanism. Most commonly associated with community foundations (taking the form of donor-advised funds (DAFs)), this form of giving permits donors to deposit funds with a nonprofit and then participate in the decision regarding where those funds are to be used. Only if the donor’s wishes violate the foundation’s general principles, or place the organization at risk of losing its 501(c)3 status, are requests denied. A newer form of donor-directed giving, venture philanthropy, involves a substantial long-term relationship between contributor and organization that extends well beyond traditional arrangements.
These new philanthropic forms to not solve the principal-agent problem for most donors, as they are strictly for the well-off (the average DAF deposit is over $290,000). Replicating the mechanism that protects contributors is not a simple task when many small donors are involved. Alternatively, charities that wish to benefit by providing lesser benefactors with full accountability should examine new ways to communicate with those that give. Instead of the usual repeated pleas for donations, nonprofits should provide information on how donations were utilized (equivalent to the information on Form 990) as part of an annual appeal, relieving part of the verification burden that currently rests on donors. Presumably, such organizations would benefit from the increased accountability offered to their supporters through increased giving.
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