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What Drives Nonprofit Executive Compensation?

by Peter Frumkin, PhD, and Elizabeth K. Keating, CPA, PhD

Ever since the
professionalization of
the nonprofit sector
that took place thirty
years aqo, nonprofit
executive salary has

been influenced by
business compensation
concepts—hut
for-profit pay
practices cannot be
indiscriminately applied
to nonprofits. So what
really powers executive
pay in the sector?
As it turns out,

size does matter.

Editors’ note: This article is adapted from “The Price of Doing Good: Executive Compensation in

Nonprafit Organizations,” an article by the authors published in the August 2010 issue (volume

29, issue 3) of Policy and Society, an Elsevier/ ScienceDirect publication. The original report can be
accessed at www.sciencedirect.com/science/article/pii/S144940351000024X.

HEN IT COMES TO ATTRACTING AND
retaining talented leaders, the
setting of executive compensa-
tion packages has posed con-

tinuing challenges to nonprofits since the 1980s.

These challenges relate to the professionalization

of the sector, the increasing desire to measure

and reward success, and the need to retain and
promote the most talented managers.

Due to commercialization and increased com-
petition from for-profit and other nonprofit provid-
ers, the thinking around executive compensation
practices has changed significantly over this
period. Some nonprofits have shifted from fixed
salaries to ones containing a variable cash-com-
pensation component based on fundraising, cost
reductions, or specific programmatic outcomes.!
However, these plans have met with resistance
because they tend to focus heavily on financial
measures of nonprofit performance rather than
on the social dimensions—namely, mission
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fulfillment. Nonprofit managers have also sought
“comparable pay” with business managers.?

Also influential is the fact that the benchmark-
ing of salaries of nonprofit and business execu-
tives has become more prevalent—encouraged
in the United States by a new set of IRS regula-
tions allowing sanctions and fines to be levied on
nonprofit organizations that pay their executives
excessive compensation relative to similar non-
profit and for-profit firms.? Fully implemented in
2002, these new regulations allowed for cross-
sector comparisons, and set standards and pro-
cedures for justifying compensation levels in
nonprofit organizations. For many nonprofits,
however, increasing executive compensation
remains prohibitive due to budgetary and moral
constraints.

So what really affects salary levels for non-
profit executives?

The short answer seems to be organizational
size. According to our research findings, in most
parts of the nonprofit world you will find a base
rate of pay that increases in direct proportion (in
most cases) to every $1000 of operating expenses.
To better understand nonprofit compensation
practices, we tested three main competing expla-
nations. First, we considered whether executive
compensation in nonprofits is a function of the
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Since one of our
assumptions was that
nonprofit executive
pay concepts are being
influenced by the
concepts underlying
business pay, we first
looked at the factors
that determine CEO

pay in business.
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size of the organization. Second, we examined
the prevalence of pay-for-financial-performance in
this sector. Third, we looked at the role of liquid-
ity, or “free cash flow,” and examined its effect
on compensation. The second and third tests are
particularly important in the nonprofit context:
if a strong association exists between compen-
sation and financial performance or liquidity, it
would challenge the effectiveness of the nondis-
tribution constraint, a standard that prohibits the
paying out of excess earnings and requires instead
their application to advancing the mission of the

organization.

For-Profit CEO Compensation

Since one of our assumptions was that nonprofit
executive pay concepts are being influenced by
the concepts underlying business pay, we first
looked at the factors that determine CEO pay in
business.

The extensive body of research in this area
reveals three general themes. First, compensa-
tion studies consistently find a link between the
size of the company and executive compensation.*
Faced with considerable uncertainty, companies
pay CEOs based on the scope of their responsibili-
ties and the amount of resources they are charged
with managing. Herbert A. Simon’s early expla-
nation of this phenomenon was that firms use
compensation to distinguish between different
managerial levels, and since large firms have more
levels, they tend to pay their leaders more than
smaller and less hierarchical companies.’ Sub-
sequently, extensive empirical work has demon-
strated that managers earn more when they have
been entrusted with leading large companies.®

Second, many studies have examined the link
between a company’s financial performance and
executive pay. Some have found a connection to
profitability, although many other studies have
concluded that firm performance is not a key
driver of CEO compensation.” Researchers also
focused on relative performance evaluation, and
tested whether CEO pay decisions were driven
by the performance of a manager compared to
his or her peers in a given field.® One reason why
boards might take into consideration the com-
pensation decisions of other companies stems

from the possible increased efficiency that such
information might make possible.’

The third theme relates to the independence
and relative power of the board.!’ In situations
where the board is not independent or is weak,
CEOs may be highly compensated due to poor
oversight or collusion. In either case, the control
systems designed to protect the interests of share-
holders fail. Some research has also considered
the relative power and influence of sharehold-
ers in an attempt to understand board decision
making." Recent compensation studies have been
primarily practitioner focused, with salary ranges
and averages reported, making it difficult to attri-
bute reasons for differences.'

The conceptual framework for business remu-
neration, however, cannot be directly applied to
nonprofits, since they must, by law, observe a
nondistribution constraint. And, if they adhere
to this constraint, neither liquidity nor financial
performance should—in principle at least—result
in higher pay.

Findings

We did not examine the question of board over-
sight in our study, focusing instead on size, perfor-
mance, and liquidity. We went into the project with
some conjectures, namely that (1) CEOs manag-
ing large nonprofits will earn more than CEOs at
smaller organizations, (2) nonprofit CEO pay will
not be based on the financial performance of the
organization, and (3) nonprofit CEO compensa-
tion will not be determined by liquidity or free
cash flows.

The sample data used in our analysis originate
from the annual IRS Form 990 nonprofit tax filings
for the period of 1998 through 2000. At the outset
of our analysis, we ran pooled sector-wide regres-
sions to understand the overall relation between
compensation and the explanatory variables. The
sector-wide regressions were then compared to
determine if one hypothesis accounted for sig-
nificantly more of the variance in compensation.
To control for firm dependence, we assessed the
statistical significance of individual variables
using a t-test, which assesses whether the means
of two groups are statistically different from each
other. To assess the relative explanatory power of
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groups of variables, we used the Vuong test, which
evaluates whether the difference in the explana-
tory power of two regression models is statisti-
cally significant.’® For our dependent variables, we
used three different measures of compensation:
CEO salary, CEO benefits, and total CEO compen-
sation (which simply combines executive salary
and benefits)."

To test our first hypothesis, we relied on two
variables: lagged total fixed assets and lagged total
program expenses. We chose total fixed assets as
aproxy for scale of operations and total program
expenses as a measure of the annual budget.' To
test our second hypothesis, we developed two
variables associated with pay-for-performance
compensation: administrative efficiency and
dollar growth in contributed revenue.!® To test our
third hypothesis, we selected three variables that
determine whether an organization is cash con-
strained or has free cash flows: lagged commercial
revenue, liquid assets to expenses measure, and
investment portfolio to total assets measure.!”

Since the nonprofit industry is quite heteroge-
neous, we explored the compensation question
in the major subsectors: arts, education, health,
human services, “other,” and religion.'

Arts

The compensation of arts CEOs increases more
rapidly relative to program expenses than in the
other subsectors, and the remuneration of arts
CEOs is negatively associated with commercial
revenue share. This stands in contrast to the
positive relation of this factor in the remaining
subsectors.

Greater administrative efficiency, higher
liquidity, and a more extensive endowment are
associated with higher compensation, but gen-
erating additional contributions is not. Overall,
the organizational-size variables explain a sub-
stantially greater proportion of the variation in
compensation for arts CEOs than the other two
factors combined.

Education

While arts executive pay is closely related to
program expenses, CEOs at educational institu-
tions receive compensation that is significantly
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associated with fixed assets. These organiza-
tions include primary and secondary schools, as
well as colleges and universities. Unlike the arts
CEOs, educational leaders are better compen-
sated when their organizations have growth in
contributions but not when they are more admin-
istratively efficient.

Health

Due to the competition in the health subsector
between for-profit and nonprofit firms, one might
expect that compensation would be more heavily
weighted toward the pay-for-performance vari-
ables. Instead, we found that CEO compensation
in this subsector is strongly related to organiza-
tional size. It is weakly tied to administrative effi-
ciency, and is not significantly related to growth in
contributions. From these results, we concluded
that compensation in the health subsector is
not closely tied to classic pay-for-performance
measures.

With regard to free cash flows, we found that
the sensitivity of CEO remuneration to increases
in the commercial revenue share is highest in
the health subsector. Health CEO remuneration
is also quite sensitive to the relative size of the
endowment. We found no significant relation
between health CEO compensation and liquidity.
Overall, the organization-size variables explain a
greater portion of the variation in pay in the health
subsector than the pay-for-performance and free
cash flow variables combined.

Human Services and “Other”

CEO compensation in the human-services and
“other” subsectors exhibit considerable similari-
ties in the magnitude of the coefficients. Total
program expenses are significantly related to
compensation, with a $10-$11 gain in compensa-
tion for each $1,000 increase in program expenses.
In neither case are total fixed assets significantly
associated with remuneration. CEOs in both sub-
sectors can expect to be financially rewarded for
greater administrative efficiency and when the
share of commercial revenue is higher and the rel-
ative size of the investment portfolio is larger. One
striking difference is that CEOs in the other sub-
sectors receive substantially higher compensation

Since the nonprofit
industry is quite
heterogeneous,

we explored the
compensation question
in the major subsectors:
arts, education, health,
human services,

“other,” and religion.
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We believe that
nonprofits may rely on
organizational size to
make compensation
decisions, drawing on
free cash flows when
available, rather than
addressing the challenge
of defining, quantifying,
and measuring the
social benefits that

they produce.
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when contributions are increased, while CEOs
of human-service providers oddly receive sig-
nificantly lower compensation when liquidity is
higher. In both subsectors, the organizational-size
variables had more power to explain compensa-
tion than the other two variable groups combined.

Religion

Compensation for religious leaders differs sub-
stantially from the other sectors. First, “base” pay
and both organizational-size variables are insig-
nificant. In the area of pay-for-performance, the
regression results indicate that compensation is
not directly associated with growth in contribu-
tions. More unusually, it is negatively related to
administrative efficiency. In one regard, the CEOs
of religious organizations are similar to their coun-
terparts: their compensation is significantly asso-
ciated with the commercial-revenue share and
the relative size of the investment portfolio. For
CEOs of this subsector, the size hypothesis was
most strongly supported, but it did not dominate
the other two hypotheses combined.

Conclusions

We found that nonprofit CEOs are paid a base
salary, and many CEOs also receive additional
pay associated with larger organizational size.
Our results indicate that while pay-for-perfor-
mance is a factor in determining compensation,
it is not prominent. In fact, in all the subsectors
we studied, CEO compensation is more sensitive
to organizational size and free cash flows than
to performance. While our analysis suggests that
nonprofits may not literally be violating the non-
distribution constraint, we did find evidence that
CEO compensation is significantly higher in the
presence of free cash flows. In only one subsector
(education), however, did we find evidence that
free cash flow is a central factor.

The IRS intermediate sanction regulations
have been used to penalize nonprofits that exces-
sively compensate executives.!” These regula-
tions determine the reasonableness of executive
compensation based on benchmarking against
comparable organizations. Our analysis suggests
that strong industry-specific similarities in pay are
related to free cash flows and, to a lesser extent,

organizational size, rather than to performance.
Hence, the existing regulations may not be par-
ticularly effective in identifying either absolute
levels of compensation that are too high or orga-
nizations that are violating the spirit of the non-
distribution constraint.

One final implication of our analysis bears on
the enduring performance-measurement quandary
that confronts so many nonprofit organizations.
We believe that nonprofits may rely on organi-
zational size to make compensation decisions,
drawing on free cash flows when available, rather
than addressing the challenge of defining, quanti-
fying, and measuring the social benefits that they
produce. Nonprofits typically produce services
that are complex and that generate not only direct
outputs but also indirect, long-term, and societal
benefits. These types of services often make it
difficult to both develop good outcome measures
and establish causality between program activity
and impact. In the absence of effective metrics of
social performance and mission accomplishment,
many organizations rely on other factors in setting
compensation. Perhaps, once better measures of
mission fulfillment are developed and actively
implemented, nonprofits will be able to structure
CEO compensation in ways that provide appro-
priate incentives to managers who successfully
advance the missions of nonprofit organizations,
while respecting the full legal and ethical implica-
tions of the nondistribution constraint.
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