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Abstract We examine how governments use accounting

information, specifically administrative ratios, in their

decisions regarding the funding of nonprofit organizations

(NPOs). Using data in the setting of Canada, we find that

when funding NPOs for the first time, governments con-

sider NPOs’ sustainability and are more likely to award

funds to NPOs with reasonably high administrative ratios,

as long as these ratios are below the government-suggested

threshold. In subsequent funding decisions, governments

tend to ignore administrative ratios and stick with previ-

ously funded NPOs to extend subsequent funding(s). We

further find that governments react to low-quality

accounting ratios by reducing the likelihood and the value

of funds awarded, and this reaction is more pronounced at

initial funding than at subsequent funding(s). The practical

and policy implications of these findings are discussed.

Keywords Nonprofit organizations � Administrative

ratios � Financial reporting quality � Government funding

decisions

JEL Classification H5 � H50 � L3 � L30 � L31 � M4 � M41

Introduction

Governments channel significant amounts of funds to

nonprofit organizations (NPOs) through contracts and

direct grants (Suarez, 2011; Witesman & Fernandez, 2013).

For instance, the total amount of U.S. federal government

grants to NPOs was approximately $497 billion in 2015

(Steuerle et al., 2017). The amount of government grants is

also substantial in Canada, where more than $184 billion

was granted to NPOs in 2017 (Blumberg, 2019). Govern-

ments claim that they consider NPOs’ accounting infor-

mation, especially administrative ratios, when selecting an

organization to award funds (Ashley & Van Slyke, 2012;

Imagine Canada, 2016). An administrative ratio represents

the proportion of an organization’s revenues allocated to

administrative operations, which can include rent, utilities,

management systems, or administrative salaries. These

expenses are perceived by governments as the ‘‘price’’ of

obtaining a dollar’s worth of program output (Weisbrod &

Dominguez, 1986).

The utilization of accounting information in a nonprofit

setting is not unusual. Prior studies have focused on how

donors use accounting information (Ashley & Faulk, 2010;

Eckerd, 2015; Yetman & Yetman, 2013). Donors are found

to donate less to NPOs that report higher ratios of admin-

istrative expenses to total expenses. Such organizations

spend more of their revenues on administrative activities

instead of programs and services, and consequently, they

are perceived to be less accountable than NPOs with lower

administrative ratios (Khumawala & Gordon, 1997; Par-

sons, 2007; Weisbrod & Dominguez, 1986; Yetman &

Yetman, 2013). Like donors, governments openly state that

they would fund only NPOs with reasonable administrative

ratios; reasonable means that these ratios are within the

government-suggested limits (Government of Canada,
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2014; Minnesota Department of Human Services, 2011).1

Many governments are especially sensitive to the threshold

of 15 percent and require NPOs to ensure that adminis-

trative ratios do not exceed 15 percent (Imagine Canada,

2016; Government of Canada, 2014). However, prior

studies have failed to find conclusive evidence indicating

that governments consider administrative ratios in their

funding decisions (Ashley & Van Slyke, 2012; Zhao & Lu,

2019). A possible reason for the inconclusive findings is

that these studies overlook the fact that government-non-

profit collaborations often experience a ‘‘multistage’’

dynamic process (Gazley & Guo, 2020). Hence, we extend

the literature by examining how governments use admin-

istrative ratios at different stages of the collaboration pro-

cess with NPOs, namely the first time and the subsequent

time(s) they grant funding to NPOs.

Theoretically, governments’ central concern about

NPOs should differ between the first time and the subse-

quent time(s) they award funding. For first-time funding,

governments are more concerned about NPOs’ sustain-

ability because governments need long-term future part-

nerships to provide essential public services securely. To

some extent, reasonably high administrative ratios (i.e.,

high but within the government-suggested limits) can be an

indicator of sustainability because spending on adminis-

trative infrastructure and activities, such as hiring profes-

sional management, training staff and upgrading

information systems, can reflect NPOs’ long-term com-

mitments to their mission (Ashley & Van Slyke, 2012). In

addition, agency costs arising from reasonably high

administrative spending are not a dominant issue for gov-

ernments issuing first-time funding because until this point,

it is other funders (e.g., donors) that have supported NPOs’

administrative spending. Reasonably high administrative

spending backed by other funders may actually reduce

governments’ future commitments to administrative

infrastructure. For subsequent funding(s), however, gov-

ernments align with other funders in financing NPOs. They

may shift their focus from assessing NPOs’ sustainability

to assessing their accountability, which means looking at

which NPOs demonstrate low administrative ratios. As a

result, government tolerance for relatively high adminis-

trative ratios may diminish at subsequent funding(s).

Hence, our first research question is how governments

evaluate administrative ratios differently when they award

funding for the first time versus the subsequent time(s).

We further examine whether governments pay attention

to the quality of accounting information when granting

funds. A series of studies show that accounting ratios are

frequently subject to intentional manipulation and unin-

tentional errors (Jones & Roberts, 2006; Keating et al.,

2008; Khumawala et al., 2005; Krishnan, et al., 2006;

Roberts, 2005; Tinkelman, 1998). Donors, especially

sophisticated ones, tend to discount low-quality accounting

ratios by donating less (Yetman & Yetman, 2013).

Governments are believed to be experts at allocating funds,

but empirical evidence on their reaction to accounting

information quality is scarce. This leads to our second

research question: Are governments indeed capable of

judging the quality of accounting information, and if so,

how does the quality of information affect their funding

decisions the first and subsequent time(s) they grant

funding?

Using data in the setting of Canada, we find that when

NPOs are being funded for the first time, governments

consider NPOs’ sustainability and are more likely to award

funds to NPOs with reasonably high administrative ratios.

However, in subsequent funding decisions, governments

tend to ignore administrative ratios and stick with previ-

ously funded NPOs to extend the subsequent funding(s).

We further find that governments react to low-quality

accounting ratios by reducing the likelihood and the value

of funds awarded, and this reaction is more pronounced at

initial funding than at subsequent funding(s).

Our study contributes to the current literature in two

ways. First, by distinguishing governments’ first-time

funding decisions from subsequent ones, our study recon-

ciles the inconclusive findings in prior literature regarding

how governments use administrative ratios. Our study

further extends the prior literature by examining how all

governments and governmental agencies in Canada react to

the quality of accounting information (Ashley & Van

Slyke, 2012; Zhao & Lu, 2019). In addition, we identify the

two types of funding decisions: Whether to fund or not and

the amount to be granted. This identification is important

because for each funding decision, governments may use or

interpret the same accounting measure differently.

Second, prior research has focused on how accounting

information affects public donations received by NPOs.

Our study extends the existing literature by shedding light

on government funding, which is another important rev-

enue source for NPOs. Although both sources are signifi-

cant, we believe that it is crucial to outline the different

decision-making processes adopted by these two groups

(Parsons et al., 2017). Governments usually have a longer

horizon and thus may use accounting information differ-

ently from donors. Although donors perceive high admin-

istrative ratios as an indicator of inefficiency or

vulnerability, our results suggest that governments consider

1 We do not study other accounting ratios because governments are

primarily concerned about administrative expenses (Imagine Canada,

2016). In the Canadian setting, NPOs that apply for governmental

funding may not conduct large-scale fundraising activities. Hence,

administrative spending is a major source of agency costs that would

concern governments.
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reasonably high administrative ratios under the govern-

ment-suggested threshold as a sustainability measure

(Ashley & Van Slyke, 2012; Tuckman & Chang, 1991;

Zhao & Lu, 2019). This difference highlights the unique

nature of the government funding process, which has not

been studied sufficiently in prior research.

We review the relevant literature in the following sec-

tion and then develop our research hypotheses. The

‘‘Research Design’’ section describes the research design,

followed by ‘‘Results’’ section, in which we present our

empirical results. The last section draws a number of

conclusions from our analyses.

Theory and Hypotheses

Government Funding to Nonprofit Organizations

Since the Johnson administration’s Great Society initia-

tives of the 1960s in the U.S., governments of developed

countries (e.g., the U.S. and Canada) have delivered tax-

payer-funded services such as health care, education, child

welfare, and economic development through a network of

providers, namely government agencies, NPOs, and private

firms (Brown & Troutt, 2004; Milward & Provan, 2000;

Ruben & Schulpen, 2009). NPOs have played a prominent

role in the delivery of public services at the state and local

levels due to their not-for-profit status and legal responsi-

bility to serve the public interest or common good (Bryce,

2006; Suarez, 2011). Government funding is a significant

revenue source for NPOs, accounting for more than 60% of

their total revenues in Canada and approximately 30% in

the USA (Blumberg, 2019; McKeever, 2015; Sharpe,

1994).

Prior studies find that NPOs obtain more government

funding if they have professionalized management, stron-

ger internal controls, greater communication and collabo-

ration with governments, and higher pressure to compete

for resources from other NPOs (Garrow, 2011; Lu, 2015;

Petrovits et al., 2011; Suarez, 2011). Although sometimes

influenced by political interference, interest groups, and

power elites, government funding processes are largely

open, competitive, and objective (Ashley & Van Slyke,

2012; Cho & Gillespie, 2006). Government agencies and

institutions, such as the Department of Health and Human

Services and the Department of Canadian Heritage, pub-

licly request proposals from NPOs and use a scoring sys-

tem to rank and select qualified NPOs to fund (Ashley &

Van Slyke, 2012; Lowry & Potoski, 2004; Ruben &

Schulpen, 2009; Zhao & Lu, 2019). Accounting informa-

tion, such as administrative ratios, is generally included in

the scoring system (Ruben & Schulpen, 2009). A number

of government agencies explicitly state that ‘‘proposals will

be judged on the organization’s percent of direct services’

cost to administrative costs’’ (Minnesota Department of

Human Services 2011, p. 9).

Accounting Information and Government Funding

Decisions

When deciding to fund NPOs for the first time, govern-

ments perceive their funding as a supplementary financing

source for public services (Austin, 2000; Becker & Lind-

say, 1994; Bryson et al., 2006; Marwell & Calabrese, 2015;

Young, 2000). The supplementary mentality results from

the fact that NPOs have not previously collaborated with

governments and have been funded by other contributors

(e.g., private donors) to provide particular types of services

that have competed with or supplemented government

services. With the supplementary mentality, governments

may counterintuitively prefer reasonably high administra-

tive ratios for the following two reasons. First, govern-

ments need long-term partnerships with NPOs to provide

essential public services securely, and thus, the sustain-

ability of NPOs would be their major concern. Although

governments generally recommend an upper limit on

administrative ratios to control the ‘‘price’’ of obtaining a

dollar’s worth of program output, reasonably high admin-

istrative spending is a signal of the long-term commitment

and thus the sustainability of an NPO. A series of studies

show that competition to lower administrative ratios can

send NPOs into a vicious starvation cycle (Hung, 2021;

Lecy & Searing, 2015). Low administrative spending over

a period of time results in the erosion of administrative

activities and diminished productive capacity to provide

programs and services in the long run (Weisbrod &

Dominguez, 1986; Zhao & Lu, 2019). Without essential

investments in administrative operations, such as staff

training, IT, and professional development, it is unlikely

that an NPO can deliver services and programs in a reliable

and sustainable manner (Hung, 2021; Lecy & Searing,

2015). Second, at the initial funding, an NPO’s reasonably

high administrative spending was funded not by govern-

ments but by other funders. Any excessive administrative

spending backed by other funders may actually reduce

governments’ future commitments to administrative

infrastructure. Hence, reasonably high administrative ratios

at first-time funding are not necessarily a negative signal

for governments, as long as the ratios are below the gov-

ernment-suggested threshold.

However, for subsequent funding(s), governments’

interests are aligned with other funders. Because of the
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decrease in competition and the increase in trust that results

from previous partnerships and collaborations, NPOs are

treated as complements to governments (Fyall, 2016;

Lamothe & Lamothe, 2011; Salamon & Anheier, 1998;

Young, 2000). Governments, along with other funders,

finance NPOs’ administrative spending and want NPOs to

be accountable for their administrative spending. More

specifically, governments want the money to be spent

efficiently on programs, i.e., ‘‘products’’ they procure from

NPOs, and not on non-program items such as administra-

tive infrastructure or operations. Therefore, agency costs

are governments’ major concern and can override sus-

tainability concerns (Ashley & Van Slyke, 2012).

Governments’ preference for reasonably high administra-

tive ratios is weaker at subsequent funding(s) than at first-

time funding, even if NPOs’ administrative ratios are

below the government-suggested threshold. Therefore, we

predict the following:

H1a Governments are more likely to award funds and

grant a larger amount of funds to NPOs with reasonably

high administrative ratios at first-time funding.

H1b Governments are less likely to award funds and

grant a smaller amount of funds to NPOs with higher

administrative ratios at subsequent funding(s).

The Quality of Accounting Information

and Government Funding Decisions

NPOs that apply for government funding are well aware of

governments’ specific preferences for administrative ratios

(Smith & Lipsky, 1993; Suarez, 2011). According to

resource dependence theory, organizations are driven to

comply with the requirements of strategic resource provi-

ders to deal with the pressures of uncertainty and scarcity

in their environment (Froelich, 1999; Verbruggen et al.,

2011). Hence, NPOs that want to obtain government funds

have incentives to present accounting information favored

by governments (Verbruggen et al., 2011).

Administrative ratios are products of an accounting

system, and they are subject to intentional manipulation

and/or unintentional errors. The most common manipula-

tion documented in the literature is the underreporting of

administrative/fundraising expenses so that spending on

programs and services can appear to be higher (Jones &

Roberts, 2006; Keating et al., 2008; Krishnan et al., 2006).

For example, a study conducted by the Urban Institute

(2004) shows that approximately 58.4 percent of NPOs

that receive donations report zero fundraising expenses.

Keating et al. (2008) find that 16 percent of NPOs that are

engaged in telemarketing fundraising activities report no

fundraising expenses, and an additional 20 percent of

NPOs underreport fundraising expenses. Trussel (2003)

also finds that NPOs use accounting techniques, such as

immediate recognition of deferred program expenses, to

artificially boost their program/service spending figures.

Manipulated financial ratios result in low-quality

accounting information with reduced informational con-

tent. Yetman and Yetman (2013) find that donors react

negatively to low-quality accounting ratios and reduce their

donations accordingly. The more sophisticated the donors

are, the more likely they are to reduce their donations as a

result of low-quality accounting information. Government

agencies allocate enormous sums of funds to NPOs each

year. With expertise in allocating funds, governments are

expected to be experts at identifying the quality of

accounting information (Ruben & Schulpen, 2009).

Governments can react to the low quality of accounting

information by discounting it or not trusting it at all

(Garrett et al., 2014; Witesman & Fernandez, 2013).

Therefore, we hypothesize the following:

H2a Governments are less likely to award funds and

grant a smaller amount of funds to nonprofit organizations

when administrative ratios are judged to be of low quality.

Furthermore, low-quality accounting information can

affect first-time funding more negatively than subsequent

funding(s). Governments tend to develop dependence on

NPOs over the course of their collaboration in delivering

public services (Cho & Gillespie, 2006; Lecy & Van Slyke,

2012). This dependence on NPOs, especially those that can

mobilize the input of specialized service constituents, can

make governments reluctant to act on low-quality

accounting information due to either a lack of replacement

organizations or possible higher transaction costs (Feiock

& Jang, 2009). Politically, caring for citizens is the priority

of NPOs and governments (Cutt, Hannis, Bragg, Lalani,

and Tassie 1996). Consequently, at subsequent funding(s),

governments may pay more attention to program outcomes,

such as the number of clients served and the percentage of

satisfied clients, and less attention to accounting ratios,

which reflect resource commitments (Chen, 2016; Cho &

Gillespie, 2006; Lecy & Van Slyke, 2012; Milward &

Provan, 2000; Perry, 2013). Hence, low-quality accounting

information can effectively stop governments from

extending funds for the first time but not for subsequent

time(s). We predict the following:

H2b Governments’ negative reaction to low-quality

administrative ratios is more pronounced at first-time

funding than at subsequent funding(s).
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Research Design

Data

We use data in the setting of Canada to test the hypotheses.

The nonprofit sector in Canada is dominated by service

organizations that deliver government-funded social ser-

vices (Elson, 2007; Emmett & Emmett, 2015). Canadian

NPOs have a long history of relying on governments as a

source for most of their funding (Blumberg, 2019;

McKeever, 2015). This practice provides us with a setting

in which the majority of NPOs apply for government

funding, and thus, we rely on a large sample for our

empirical analyses (Andreoni & Payne, 2013; Krushinsky,

1990; Scott, 2003). In addition, following a government

sponsorship scandal in 2002 that angered the public, gov-

ernments rigorously scrutinized government spending.

Thus, government funding to NPOs was ‘‘short-term, rarely

multi-year’’ in the decade between 2003 and 2013 (Imagine

Canada, 2016, p. 2). With regular ongoing multiyear gov-

ernment funding not being a standard practice in Canada,

NPOs had to apply for funding and were evaluated by

governments each year. The lack of multiyear government

funding between 2003 and 2013 is an institutional feature

that allows us to easily identify the year in which an

organization receives its first and subsequent funding

(Imagine Canada, 2016).

We obtain data on registered charities from annual

T3010 tax filings between 2003 and 2013 provided by the

Canada Revenue Agency (CRA). The T3010 form contains

financial information on charities, including revenue,

expenses, and balance sheet data. It also reports program

and governance information. In addition, we download the

directory of all Canadian charities from the CRA website,

which includes each organization’s name, address, cate-

gory code, program activities and date that it obtained its

tax-exempt status. Merging the T3010 data and the direc-

tory data results in 830,968 observations (85,398 NPOs)

from 2003 to 2013.

We then remove observations with zero program

expenses, as these NPOs are not active. We also delete

observations with negative government funds, i.e., NPOs

that return funds to governments rather than receiving

them. We find that a number of NPOs display evidence of

abnormal observations (i.e., negative values for assets,

donations, service revenues, or administrative ratios). It is

evident that NPOs with these abnormal observations made

mistakes when filing the T3010, and therefore, we delete

these observations. We also remove observations with

missing lagged values that are required in the analyses. The

selection process generates 76,246 organizations (500,078

firm-years) with clean data. To test the hypotheses, we

need to separate the first government funding from the

subsequent funding(s). We include in the sample only

NPOs that are established in the sample period and define

these NPOs as ‘‘young’’ organizations. We can thus ensure

that the first government funding the young NPOs received

in the sample period is the actual first funding. We identify

14,814 young NPOs (58,614 firm-years) that were founded

in or after 2003, which is the first year of our sample

period.2 Out of the 14,814 young NPOs, 4671 (31.53 per-

cent) received government funding at least once by the end

of 2013, and 70.26 percent of the 4671 recipients (i.e., 3282

NPOs) received government funding at least once after

their first-time funding; this indicates that government

funding is sticky.

Next, in ‘‘Sample: Propensity-Score Matching’’ section,

we discuss how to create samples from the above data. In

‘‘Empirical Models for Hypothesis Testing’’ section, we

discuss the empirical models that are used for hypothesis

testing.

Sample: Propensity Score Matching

Only NPOs that apply for government funding have a

chance of receiving this funding. Although the majority of

NPOs in Canada apply for government funding, some

NPOs, such as religious organizations, are less likely to

apply for government funding (Andreoni & Payne, 2013;

Krushinsky, 1990). To reduce the potential for selection

bias, we compare the treatment NPOs that applied for and

received funding and the control NPOs that had a similar

propensity to apply for but did not receive funding. To

construct the control sample, we follow two steps. First, we

identify government-sponsored programs by aggregating

all programs run by organizations that received govern-

ment funding each year. Programs run by each organization

are documented in the directory of all Canadian charities

on the CRA website. We remove 1839 firm-year observa-

tions for organizations that do not operate government-

sponsored charitable programs, as only NPOs that run

government-sponsored activities apply for government

funding. Second, for each treatment NPO in each year, we

use propensity score matching to identify a control NPO

that has the closest propensity to apply for government

funding but does not receive government funding. We

calculate the propensity score of applying for government

funding based on the following logistic model, with an

additional adjustment for repeated observations across

years [i.e., clustered standard errors from Peterson (2009)]:

2 The Statistical Analysis System (SAS) is used for data cleaning and

all empirical analyses in this article. SAS software is one of most

popular and widely used software packages in data science.
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Applyi;t ¼ b0 þ b1 lnAsseti;t þ b2Fixed Asset Ratioi;t

þ b3Donation Rev%i;t þ b4Service Rev%i;t

þ b5Debt Ratioi;t þ b6Current Ratioi;t

þ b7 ln Fulltimei;t þ
X

akProvincei;t

þ
X

clIndustryi;t

þ
X

dmYear Indicatorsi;t: þ ei;t

ð1Þ

where i and t index firms and years, respectively. The

dependent variable, Applyi,t, is an indicator variable equal

to 1 when an NPO applied for and received government

funding in year t and zero otherwise. We include the fol-

lowing variables to account for the urgency of an organi-

zation applying for government funding: (1) lnAsset, the

logarithm of the organization’s end-year assets, and Fixed

Asset Ratio, the ratio of the organization’s total fixed assets

divided by its end-year assets. NPOs that have more assets,

especially fixed assets, need funding to maintain their

properties (Sansing & Yetman, 2006). (2) Donation Rev%,

the percentage of public donations out of total revenues,

and Service Rev%, the percentage of service revenues out

of total revenues. A lack of the two supplementary sources

of revenues can make an organization more likely to apply

for government funding (Andreoni & Payne, 2011). (3)

Debt Ratio and Current Ratio, as an organization’s lever-

age and liquidity, reflect how urgently the organization

needs government funding (Prentice, 2016). We also con-

sider lnFulltime, the logarithm of the number of full-time

employees, as more full-time employees means more

human resources that enable an organization to apply for

government funding (Ni, Chen, Ding, and Wu 2017).

Finally, we include province, industry and year fixed

effects to account for economic conditions each year and

available government funding in different geographic areas

and industries (Garrow, 2011; Lu, 2015; Petrovits et al.,

2011). Detailed variable definitions, from CRA form

T3010, are provided in Table 1.

Panel A of Table 2 presents the results of Model (1).

Consistent with our predictions, an NPO is more likely to

apply for and receive government funding when it has a

higher fixed asset ratio, lower supplementary revenues, and

more full-time employees. This is evidenced by significant

coefficients on Fixed Asset Ratio, Donation Rev%, Service

Rev%, and lnFulltime.3

To accomplish the matching for each treatment NPO in

each funding stage, we divide all observations of organi-

zations that run government-sponsored activities into two

groups: the first-fund group and the subsequent-fund group

(see Panel B of Table 2). The first-fund group consists of

42,391 firm-year observations that capture all young

NPOs’ activities from the year that they were established to

the year that they received their first government funding or

to 2013 if they did not receive government funding during

the sample period. The subsequent-fund group comprises

14,384 firm-year observations that capture all NPOs’

activities from the year immediately after they received the

first funding until 2013. For each treatment organization in

each group for each year, we identify a control organiza-

tion that has the closest propensity to apply for government

funding but does not receive government funding. The

matching process creates a sample for each funding stage:

the Matched First-fund Sample and the Matched Subse-

quent-fund Sample. Panel C of Table 2 presents for each

sample the standardized differences between the organi-

zations that applied for and received government funding

and the control organizations that had a similar propensity

to apply for but did not receive government funding. Most

standardized differences of the matching variables are less

than 0.2, indicating that the propensity score matching in

Model (1) is reasonably effective at pairing similar obser-

vations (Cohen, 1988).

Empirical Models for Hypothesis Testing

To test our hypotheses on the Matched First-fund Sample

and the Matched Subsequent-fund Sample, we use the

following empirical model, which builds on government

grants’ determination models used in economics and

accounting research (e.g., Garrow, 2011; Lu, 2015; Petro-

vits et al., 2011; Yetman & Yetman, 2013).

Government Funding Decisioni;t

¼ b0 þ b1 ln Administrative Ratioi;t�1 þ b2Highi;t�1

þ b3 ln Administrative Ratioi;t�1 � Highi;t�1

þ b4Low Qualityi;t�1

þ b5Administrative Ratioi;t�1 � Low Qualityi;t�1

þ b6Recommended Auditi;t�1

þ b7Accruali;t�1 þ b8Fulltimei;t�1

þ b9Independent Director Ratioi;t�1 þ b10Agei;t
þ b11 ln Assetsi;t�1 þ b12Small Sizei;t�1

þ b13 ln Fundraising Expensesi;t�1

þ b14 ln Public Supporti;t�1 þ b15 ln Service Revenuesi;t�1

þ b16Margini;t�1

þ b17Equityi;t�1 þ b18Lobbyingi;t þ b19 ln GDPt þ ei

ð2Þ3 The coefficient of Current Ratio is statistically significant but only

- 0.00000153 (non-rounding). Thus, the effect of Current Ratio is

too small to be economically significant.
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Table 1 Variable definitions

Variable Definition Model

(1)

Model

(2)

Accrual = An indicator variable that equals 1 if a NPO adopts accrual basis accounting for the fiscal year;

otherwise 0

4

Administrative ratio = Administrative expenses (T3010 Line 5010) scaled by total expenses (T3010 Line 5100) 4

Age = The number of years the NPO has been tax-exempt (CRA data from http://www.cra-arc.gc.ca/

chrts-gvng/lstngs/menu-eng.html)

4

Apply = An indicator variable equal to 1 when a NPO applied and received government funding; otherwise

0

4

Assets = Total assets at the end of the fiscal year (T3010 Line 4200) 4 4

Current ratio = The total amount of current assets (the sum of Lines 4100, 4110, 4120, 4130 on T3010) divided by

the total amount of current debts (the sum of Lines 4300, 4310 and 4320 on T3010)

4

Debt ratio = The total amount of debts (T3010, Line 4350) divided by total assets (T3010, Line 4200) 4

Donation rev% = The percentage of public donations out of total revenues (the sum of Line 4500 and Line 4630

divided by Line 4700)

4

Equity = The total amount of equity (the total amount of assets (T3010, Line 4200) subtracts the total

amount of liabilities (T3010, Line 4350)) scaled by the total amount of assets (T3010, Line 4200)

4

Fixed asset ratio = The total fixed assets (the sum of Line 4155, Line 4160 and Line 4165 on the T3010 form) divided

by total assets at the end of the fiscal year (T3010 Line 4200)

4

Fundraising

expenses

= Fundraising expenses for the fiscal year (T3010 Line 5020) 4

Full time = An indicator variable that equals 1 if organization hires any full-time employees for the fiscal year;

otherwise 0

4

Government funds

dummy

= An indicator variable that equals 1 if organization received government funds for the fiscal year;

otherwise 0

4

Government funds = The logarithm of the total value of funds received from federal, provincial/territorial, and

municipal/regional governments for the fiscal year (T3010 Line 4540 ? Line 4550 ? Line 4560)

4

High = An indicator variable that equals 1 if organization reports the previous year’s administrative ratio

being higher than 15%; otherwise 0

4

Independent director

ratio

= The number of independent directors divided by the total number of directors on the board 4

Industry = The type of registered charities based on the CRA classifications: education, health, welfare,

religion, and others

4

GDP = The annual gross domestic product in million dollars obtained from Statistics Canada 4

lnFullTime = The logarithm of the number of full-time employees (Line 300) 4

Lobbying = An indicator variable that equals 1 if organization reports lobbying expenditures to directly

influence a legislative body (T3010 Line 5030); otherwise 0

4

Margin = The net profit (T3010 Line 4700—Line 5100) scaled by total revenues (T3010 Line 4700) 4

Province = The province where the nonprofit is registered with the CRA 4

Public support = Total public support received for the fiscal year, defined as the sum of donations from individuals

and other registered charities (T3010 Line 4500 ? Line 4510 ? Line 4630)

4

Recommended audit = An indicator variable that equals 1 if organization’s revenues are more than $250,000 for the fiscal

year; otherwise 0

4

Service revenues = Program service revenue, including memberships, dues and association fees, received for the fiscal

year (T3010 Line 4620 ? Line 4640)

4

Service rev% = The percentage of service revenues out of the total revenues (the sum of Line 4500 and Line 4630

divided by Line 4700)

4

Small size = An indicator variable that equals1 if the nonprofit’s total year-end assets are less than $1 million,

and 0 otherwise

4

Trussel = Estimated probability of program ratio manipulation using the method of Trussel (2003) 4

Underreported

fundraising

= The organization-specific residual from a fundraising expense prediction model (scaled by reported

fundraising expenses). Please see footnote 7 for details

4

Underreported

administrative

= The organization-specific residual from an administrative expense prediction model (scaled by

reported administrative expenses). Please see footnote 8 for details

4

Year = The fiscal year for which the organization files the T3010 form 4

Voluntas

123

http://www.cra-arc.gc.ca/chrts-gvng/lstngs/menu-eng.html
http://www.cra-arc.gc.ca/chrts-gvng/lstngs/menu-eng.html


The dependent variable is measured by two variables

that capture two government funding decisions: 1)

Government Funds Dummyi,t, coded as 1 if organization

i received funds from the federal, provincial or municipal

governments for year t and otherwise 0; and 2) Government

Fundsi,t, the logarithm of the total value of funds received

from governments. When the dependent variable is

Government Funds Dummyi,t, the model is a logistic model

with standard errors clustered by organizations. This model

estimates the probability of an organization receiving

government funding. When the dependent variable is

measured by Government Fundsi,t, the model is a regres-

sion model with an adjustment for repeated organizations.

This model tests whether accounting information and its

quality influence the amount of funds that governments

award to an organization. This regression model is limited

to NPOs that governments screened to receive funds.

The independent variable, Administrative Ratio, is

defined as total administrative expenses scaled by total

expenses. Relatively high administrative ratios are tradi-

tionally treated as an indicator of inefficiency or low

accountability in an organization (Khumawala & Gordon,

1997; Parsons, 2007; Weisbrod & Dominguez, 1986;

Yetman & Yetman, 2013). Governments generally set an

upper limit for administrative ratios for funding applicants.

Many governments are especially sensitive to the threshold

of 15 percent and require NPOs to ensure that overhead

costs do not exceed 15 percent of a total grant or contri-

bution (Imagine Canada, 2016; Government of Canada,

2014). The threshold of 15 percent is also consistent with

findings based on US data. Zhao and Lu (2019) use a

sample of NPOs funded by the United States Agency for

International Development and find that an administrative

ratio of approximately 16–18% is the tipping point at

which the government agency decreases funds to NPOs.

Consequently, we create an indicator variable, High, to

capture the government-suggested threshold. This indicator

equals 1 if an organization reports administrative ratios

higher than 15 percent; otherwise, it equals 0. We include

the indicator variable High and its interaction with

Administrative Ratio, which allows us to examine the

threshold effect of administrative ratios in government

funding decisions.

The accounting quality variable, Low Quality, is mea-

sured in four ways, as adopted in Yetman and Yetman

(2013). More specifically, Zero Fundraising is equal to 1 if

an NPO received at least $100,000 in public donations but

did not report fundraising expenses, and 0 otherwise.

Generally, it is unusual for NPOs to receive more than

$100,000 in public donations while incurring zero

fundraising expenses.4 Underreported Fundraising is the

organization-specific residual from a fundraising expense

prediction model (scaled by reported fundraising expen-

ses).5 We switch the sign on the residuals such that larger

residuals represent a higher likelihood of underreporting

fundraising expenses. Underreported Administrative is the

organization-specific residual from an administrative

expense prediction model.6 Again, we switch the sign on

the residuals such that larger residuals represent a higher

likelihood of underreporting administrative expenses.

Finally, Trussel is the estimated probability of program

ratio manipulation, based on the model in Trussel (2003),

where higher values mean a higher likelihood of manipu-

lation of accounting ratios.7 We include the interaction of

Table 1 continued

Variable Definition Model

(1)

Model

(2)

Zero fundraising = An indicator variable that equals 1 if organization received more than $100,000 of public donations

and does not incur fundraising expenses for the fiscal year; otherwise 0

4

Source: T3010 Form from the Canada Revenue Agency

4 According to the Canadian regulations, grant writing efforts belong

to administrative activities, not to fundraising activities (the Canada

Revenue Agency 2012, Guidance CG-013). Fundraising expenses

strictly refer to expenses of soliciting public donations.
5 The fundraising expense prediction model is used by Yetman and

Yetman (2013). The model is Fundraising Expensesi,t = b0 ? b1Pri-
vate Donationsi,t?1 ? b2Government Grantsi,t?1 ? b3Feeder Dona-
tionsi,t?1 ? b4Agei,t?1 ? b5Total Assetsi,t?1 ?

P
ci Year

Indicatorst ? ei. To include the 71.83 percent of observations that

reported actual zero fundraising expenses in the analyses, we scale the

residual by using the reported fundraising expenses plus 1.
6 The administrative expense prediction model is by Yetman and

Yetman (2013). The model is Administrative Expensesi,t = b0 ? b1-
Donationsi,t?1 ? b2Program Revenuesi,t?1 ? b3Investment Rev-

enuesi,t?1 ? b4Other Revenuesi,t?1 ? b5Agei,t ? b6Total
Assetsi,t?1 ?

P
ci Year Indicatorst ? ei. We scale the residual by

using the reported administrative expenses plus 1.
7 We use the method from Trussel (2003) to calculate the probability

of accounting manipulation, which is 1/[1 ? e-(Z)], where Z is equal

to -2.807–0.702 * MARGIN-1.360 * DEFEXP ? 0.030 *

GROWTH ? 0.938 *DEPPROG-2.375 * DEFREV ? 1.326*

PROGCHG. MARGIN is equal to (revenues-expenses)/revenues,

DEFEXP is equal to (prepaid and deferred charges ? other assets)/to-

tal assets, GROWTH is the one-period percentage change in revenues,

DEPPROG is equal to depreciation/(depreciation ? fixed assets),

DEFREV is equal to deferred revenues/total assets, and PROGCHG is

equal to a one-period percentage change in the program ratio (i.e.,

program spending out of total expenses).
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administrative ratios and accounting quality in both mod-

els, as set out in Yetman and Yetman (2013).

We add controls for reporting and managerial sophis-

tication, as they may be correlated with both reporting

quality and government funding. Recommended Audit is

equal to 1 if the NPO’s gross revenue is more than

$250,000, as the CRA recommends that such organizations

be audited, and 0 otherwise (Yetman & Yetman, 2013).

Accrual is equal to 1 if the NPO indicates that accrual

accounting is used for its financial reports and 0 if the cash

method of accounting is adopted. Full Time is equal to 1 if

the NPO reports full-time permanent position(s), which

suggests that it has a professional management team, and 0

otherwise. Independent Director Ratio is the number of

independent directors divided by the total number of

directors on the board, with a higher ratio suggesting better

governance of the organization’s management (Callen,

Klein and Tinkelman, 2010). Age of the NPO is included

as an indicator of reputation (Petrovits et al., 2011). To

control for scale effects, we include the value of year-end

assets (Assets) (Tinkelman, 2004). An indicator variable,

Small Size, is added to identify NPOs that might be less

sophisticated, where Small Size is equal to 1 if the non-

profit’s total year-end assets are less than $1 million and 0

otherwise (Keating et al., 2008; Yetman & Yetman, 2013).

We also include several variables to control for the

factors associated with government funding. Prior studies

find that government funds have either a crowding-out or

crowding-in effect. That is, NPOs receiving government

funds may reduce or increase organizations’ fundraising

efforts (Fundraising Expenses), donations from the public

(Public Support), and revenues from service programs

(Service Revenues) (Sokolowski, 2013). Handy and Webb

(2003) and Austen-Smith and Jenkins (1985) show that

NPOs that receive government funding tend to avoid

reporting net profit. Hence, we include profit scaled by

revenues (Margin) to control for organizations’ reporting

behavior. Tuckman and Chang (1991) find that larger

amounts of equity (the amount left over after an NPO’s

liabilities are subtracted from its assets) indicate a stronger

financial position of an NPO, which may attract govern-

ment funding. Therefore, we include equity scaled by

assets (Equity) to control for an NPO’s financial strength.

In addition to organizational factors, political factors

such as the values and priorities of interest groups can

trump the consideration of program needs, leading to a

distribution of government resources (Rich, 1989; Wood &

Theobald, 2003). To address the political determinants of

government funding, we include Lobbying, which is an

indicator variable that designates whether the NPO incur-

red expenditures as a means to influence legislation

through communication with legislators or government
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officials. Finally, we add the annual gross domestic product

(GDP).

Consistent with prior research (e.g., Yetman & Yetman,

2013), we use the natural logs of Administrative Ratio,

Assets, Fundraising Expenses, Public Support, Service

Revenues, and GDP in the empirical analyses. Government

funding in the current period is a function of a number of

variables in the prior period. Therefore, we use lagged

values for these independent variables. All variables that

we use in the models are defined in Table 1.

To test our hypotheses, we run Model (2) on the Mat-

ched First-fund Sample and the Matched Subsequent-fund

Sample. We further divide each matched sample into two

subsamples using the indicator variable High: the High

Administrative Ratio subsample (High = 1) and the Low

Administrative Ratio subsample (High = 0). We also run

Model (2) for the two subsamples within each matched

sample to demonstrate governments’ preference for rea-

sonably high administrative ratios that are within the

government-suggested threshold.

Results

Descriptive Statistics

The nonprofit sector is diverse, and our sample contains

observations with extreme minimum and maximum values

for many of our variables of interest. This is particularly

true when the ratios are calculated. To mitigate the influ-

ence of extreme values on our analyses, we winsorize all of

our data at the 1st and 99th percentiles. Our descriptive

statistics and our analyses use these winsorized values.

Table 3 presents descriptive statistics. NPOs in the

Matched First-fund Sample received a mean fund of

$175,081 awarded by governments, which is smaller than

the mean fund of $287,447 awarded in the Matched Sub-

sequent-fund Sample. The reported mean of Administrative

Ratio in the Matched First-fund Sample (13.00 percent) is

smaller than that in the Matched Subsequent-fund Sample

(15.00 percent). The percentage of NPOs whose adminis-

trative ratios exceed the government-suggested threshold is

lower in the Matched First-fund Sample than in the Mat-

ched Subsequent-fund Sample (29.80 percent vs. 32.49

percent). The accounting quality for NPOs in the Matched

First-fund Sample seems poorer than that in the Matched

Subsequent-fund Sample, with 7.83 percent of observations

in the Matched First-fund Sample reporting unreasonable

zero fundraising expenses (i.e., Zero Fundraising) com-

pared to 5.21 percent in the Matched Subsequent-fund

Sample. In addition, there is an 11.00 percent likelihood of

manipulating financial ratios (i.e., Trussel) in the Matched

First-fund Sample as opposed to 9.00 percent in the Mat-

ched Subsequent-fund Sample.

The percentage of NPOs that have more than $250,000

in revenues and therefore are recommended for auditing is

higher in the Matched Subsequent-fund Sample

(37.00 percent) than in the Matched First-fund Sample

(34.98 percent). A higher percentage of NPOs in the

Matched Subsequent-fund Sample adopt accrual account-

ing (83.72 percent) and hire full-time employees

(62.43 percent) compared to the Matched First-fund Sam-

ple (76.77 percent and 51.89 percent, respectively). NPOs

that received funding for the first time are two years

younger on average than those that received repeated

funding(s)—the mean ages for the Matched First-fund

Sample and the Matched Subsequent-fund Sample are 4

and 6 years, respectively

We also conduct multicollinearity analyses and find that

correlations for all continuous variables in the two samples

are less than 0.35 and no variance inflation factors (VIFs)

are over 1.44. Since correlations higher than 0.8 and VIFs

higher than 10 represent high multicollinearity, we con-

clude that multicollinearity is not an issue in our samples

(Belsley et al., 1980)

Hypothesis Testing

H1a and H1b: The Effect of Accounting Information

on Government Funding Decisions

H1a predicts that governments prefer reasonably high

administrative ratios at first-time funding, while H1b pre-

dicts that governments may penalize high administrative

ratios at subsequent funding(s). Table 4 reports the results

for H1a, that is, how governments use administrative ratios

at first-time funding. The coefficients of lnAdministrative

Ratio in Columns (1)–(8) of Panel A are significantly

positive, but no significant coefficients of lnAdministrative

Ratio are found in Panel B. Hence, we can conclude that

administrative ratios affect only decisions about whether to

fund for the first time, not the amount of first-time funding.

Furthermore, the significantly positive coefficients on the

lnAdministrative Ratio in Panel A hold only for the Low

Administrative Ratio subsample (see Columns (5)–(8) of

Panel A) but not for the High Administrative Ratio sub-

sample (see Columns (9)–(12) of Panel A). This contrast

indicates that governments prefer reasonably high admin-

istrative ratios. More specifically, in the Low Administra-

tive Ratio subsample whose administrative ratios are

within the government-suggested threshold, a one-percent

increase in administrative ratios can increase the odds of

governments awarding first-time funding by 5.03 percent,

3.92 percent, 4.44 percent, or 4.43 percent, depending on

which measure of accounting quality is used in the
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Table 3 Descriptive statistics

Panel A: Descriptive statistics for continuous variable

n Mean Q1 Median Q3 SD

Matched first-fund sample

Government grants 9235 175,081 0 100 38,585 746,706

Administrative ratio 9235 0.13 0.00 0.06 0.18 0.18

Underreported fundraising 8284 12,629 11 2574 13,567 24,390

Underreported administrative 8284 27,809.55 - 44.98 - 2.91 0.93 631,436.11

Trussel 9235 0.11 0.04 0.05 0.07 0.21

Age 9235 4 3 4 5 2

Asset 9235 1,104,440 20,029 73,338 408,484 3,570,444

Public support 9235 125,354 1,993 16,451 85,184 341,583

Service revenues 9235 55,143 0 0 11,029 164,323

Fundraising expenses 9235 7,179 0 0 814 27,610

Margin 9235 - 0.14 - 0.05 0.03 0.15 1.26

Equity 9235 0.44 0.28 0.83 1 1.45

Independent director ratio 9193 0.76 0.63 1.00 1.00 0.37

Matched subsequent-fund sample

Government grants 20,055 287,447 0 1000 108,291 957,243

Administrative ratio 20,055 0.15 0.03 0.09 0.20 0.17

Underreported fundraising 15,801 9,302 4 2155 11,424 18,438

Underreported administrative 15,801 10,932.23 - 9.14 - 1.97 0.74 233,893.87

Trussel 20,055 0.09 0.04 0.05 0.06 0.16

Age 20,055 6 5 6 8 2

Asset 20,055 1,021,299 32,175 112,102 454,532 3,275,605

Public support 20,055 121,360 2500 17,685 95,820 312,615

Service revenues 20,055 56,231 0 290 28,996 146,055

Fundraising expenses 20,055 9276 0 0 2500 29,309

Margin 20,055 - 0.11 - 0.07 0.01 0.10 0.92

Equity 20,055 0.39 0.29 0.71 0.98 1.59

Independent director ratio 19,836 0.76 0.67 1.00 1.00 0.38

Panel B: Descriptive statistics for indicator variables

Matched first-fund sample (%) Matched subsequent-fund sample (%)

Government grants dummy 50.58 51.65

High 29.80 32.49

Zero fundraising 7.83 5.21

Accrual 76.77 83.72

Recommended audit 34.98 37.00

Full time 51.89 62.43

Small size 83.81 82.81

Lobbying 0.87 0.54
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model(Columns (5)–(8) of Panel A).8 However, in the High

Administrative Ratio subsample whose administrative

ratios exceed the government-suggested threshold, gov-

ernments no longer fund NPOs with relatively higher

administrative ratios. Therefore, consistent with the pre-

diction of H1a, governments prefer reasonably high

administrative ratios at first-time funding when deciding

whether to extend funding to an NPO for the first time.

Table 5 documents the results for H1b, that is, how

governments use administrative ratios in subsequent

funding decisions. After awarding funds to NPOs for the

first time, governments do not use administrative ratios

when they decide whether to extend subsequent fund-

ing(s) or to determine the amount of the subsequent

funding(s). This is evidenced by the non-significant coef-

ficients on lnAdministrative Ratio in Panel A and Panel B

of Table 5. The non-use of administrative ratios in subse-

quent funding decisions may be attributed to governments’

stickiness to public services provided by the NPOs chosen

for funding (Cho & Gillespie, 2006; Lecy & Van Slyke,

2012). Hence, counter to H1b’s prediction, governments

tend not to penalize NPOs by decreasing the likelihood

and/or the amount of the subsequent funding(s) if NPOs

have relatively high administrative ratios. We further find

(not tabulated) that those NPOs that received the subse-

quent funding(s) have a mean administrative ratio of

15.67 percent, which is not significantly higher than the

government-suggested threshold of 15 percent. Therefore,

not exceeding the government-suggested threshold seems

to be a precondition for NPOs to be considered for sub-

sequent funding(s).

H2a and H2b: The Effect of Accounting Information

Quality on Government Funding Decisions

H2a predicts that governments react negatively to low-

quality administrative ratios, and H2b further predicts that

the negative reaction is more pronounced at first-time

funding than at subsequent funding(s). Consistent with our

predictions, we find significantly negative coefficients on

one of the Low Quality measures, Zero Fundraising, at

both the first-time and subsequent funding(s). More

specifically, in Table 4, we find that when NPOs report

unreasonable zero fundraising expenses (i.e., Zero

Fundraising), the odds of governments awarding the first

fund decrease by 41.70 percent and the amount of the first

fund decreases by 63.19 percent (see Column (1) in both

panels of Table 4).9 In Table 5, we find that governments

reduce their negative reaction to Zero Fundraising in

subsequent funding(s). The odds of governments awarding

subsequent fund(s) are not significantly associated with

Zero Fundraising (see the insignificant coefficient of Zero

Fundraising in Column (1) of Panel A, Table 5). The

decrease in the amount of government funds due to low-

quality accounting information is alleviated to 44.75 per-

cent from the 63.19 percent decrease in first-time funding

(see Column (1) in Panel B of Table 5). The coefficients on

the other three quality measures, Underreported

Fundraising, Underreported Administrative and Trussel,

are either not statistically significant or not meaningful in

magnitude. These three measures are more computationally

complex; thus, governments either are not fully able or are

not willing to consider them in their decisions (Yetman &

Yetman, 2013). Hence, H2a and H2b are supported.

We also conduct robustness tests for our hypotheses

using all young NPOs instead of the propensity score

matched samples, as most NPOs in Canada apply for

government funding. All robustness test results are pri-

marily consistent with our findings in the above main

analyses. Please see the robustness tests in the Appendix.

Conclusions

NPOs’ role in the delivery of public services is well doc-

umented and recognized (Bryce, 2006; Suarez, 2011), and

many of their services rely on government funding through

contracts and direct grants (Suarez, 2011; Witesman &

Fernandez, 2013). In other words, the effectiveness of

government funding processes determines whether gov-

ernments are capable of meeting and serving the needs of

the people when essential services are provided by NPOs.

Governments rely on a variety of information to make their

funding decisions. A commonly used source is publicly

available financial information, particularly administrative

ratios. Governments arguably prefer low administrative

ratios, as low administrative ratios indicate a higher level

of accountability and suggest that NPOs spend a greater

amount of resources delivering programs and services.

However, reasonably high administrative ratios can also

demonstrate sustainability, meaning that NPOs invest more

resources in improving their administrative infrastructure

8 We estimate the change in the odds of governments awarding funds

by calculating 100 (eb1 - 1), where b1 is the coefficient on

lnAdminstrative Ratio in Model (2) when the dependent variable is

Government Fund Dummy. We estimate the change in the value of

government funding by calculating 100 (1.01b1-1), where b1 is the

coefficient on lnAdminstrative Ratio in Model (2), when the

dependent variable is Government Fund.

9 We estimate the change in the odds of governments awarding funds

by calculating 100 (eb4 - 1), where b4 is the coefficient on Low
Quality in Model (2) when the dependent variable is Government
Fund Dummy. We estimate the change in the value of governments’

grants by calculating 100b4, where b4 is the coefficient on Low
Quality in Model (2) when the dependent variable is Government
Fund.
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and then deliver more reliable services and programs in the

long run. The different interpretations of administrative

ratios may contribute to inconclusive evidence in the prior

literature regarding how governments consider adminis-

trative ratios in their funding decisions (Ashley & Van

Slyke, 2012; Zhao & Lu, 2019). Given that government-

nonprofit collaborations often experience a ‘‘multistage’’

dynamic process, the first purpose of our paper is to

examine how governments interpret administrative ratios

differently and balance their preference for the appropriate

level of administrative ratios the first and subsequent

time(s) they award funding to NPOs. As prior studies find

that NPOs misreport their expenses to manipulate their

financial ratios, our second purpose is to investigate whe-

ther governments are able to discover and react to low-

quality accounting information when making their funding

decisions.

Using data in the setting of Canada, we find that at first

time funding, governments prioritize the sustainability of

NPOs and are less concerned about agency costs arising

from administrative ratios (Hung, 2021; Lecy & Searing,

2015). Thus, they are more likely to award funds to NPOs

that report reasonably high administrative ratios. Such

organizations have built administrative infrastructure using

contributions from other funders and are believed to be

more reliable in delivering programs and services in the

long term (Weisbrod & Dominguez, 1986; Zhao & Lu,

2019). We also find that at subsequent funding(s), gov-

ernments tend to ignore administrative ratios and stick to

previously screened NPOs to grant funds. In addition, we

find that governments, as expected, react to low-quality

accounting information by decreasing the likelihood and

the amount of funding granted. This negative reaction is

more pronounced at initial funding than at subsequent

funding(s) because governments develop dependence on

NPOs over the course of their collaboration in delivering

public services and have less leverage to effectively react

to low quality accounting information in subsequent

funding(s) (Cho & Gillespie, 2006; Feiock & Jang, 2009;

Lecy & Van Slyke, 2012).

Our results have important implications. Our findings

suggest that NPOs need to understand that donors and

governments utilize accounting information differently to

make their funding decisions (Parsons et al., 2017).

Understanding this process may affect NPOs’ access to

critical financial resources, which can determine how well

they achieve their mission and vision. NPOs relying mainly

on public donations need to minimize their administrative

ratios, as donors want to see their donations well spent on

programs and services. NPOs aiming to receive govern-

ment grants for the first time, however, need to incur

necessary expenses that improve their administrative

infrastructure and activities, as governments treat

reasonably higher administrative spending as an indicator

of the increased sustainability of NPOs in delivering ser-

vices. NPOs that consider any investment in administrative

infrastructure and activities as a ‘‘waste’’ of resources may

run the risk of never being considered for government

funding.

In addition, our results show that governments are

capable of identifying poor-quality accounting information

and react to it accordingly by being less likely to fund or

funding less. This finding adds to the prior literature and

demonstrates that both governments and donors shun NPOs

that manipulate their accounting ratios (Yetman & Yetman,

2013). Therefore, it is not necessary for NPOs to misreport

their expense numbers to impress donors and governments.

This study has the following limitations. First, we

examine the aggregate amount of funding received by a

nonprofit in a given year from all governments. In practice,

all levels of governments (federal, provincial, and munic-

ipal) in Canada generally coordinate to extend funding to a

specific program, and thus, the aggregate amount of

funding would be an appropriate measure for this research

(Brown & Troutt, 2004; Halseth & Ryser, 2007; Krushin-

sky, 1990). Nonetheless, it would be best to use govern-

ment funding for each specific program from a specific

level of government. However, we lacked such detailed

data. Second, any empirical study’s results are dependent

upon its methods and the size and representativeness of its

sample. Our regression analysis samples are from Canada.

Replication with a larger and broader sample from other

countries would be useful (Tables 6 and 7).

Appendix

Robustness Analysis

Most NPOs in Canada apply for government funding.

Hence, we include all young NPOs in our sample and use a

larger group of observations to conduct robustness tests.

More specifically, we include all 42,391 firm-year obser-

vations in the first-fund group as the First-fund Sample and

all 14,384 firm-years in the subsequent-fund group as the

Subsequent-fund Sample (please refer to in ‘‘Data’’ section

to see how the two samples are generated). We use a

hazard model to estimate the probability of governments

extending funds to an NPO conditional on the fact that the

NPO has applied for but has not yet received any funds.

The hazard model is a dynamic model and suffers less from

self-selection bias (Cader and Letherman 2011). To per-

form robustness tests examining how accounting informa-

tion and its quality affect the amount of funds, we use a
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regression model with an adjustment for repeated organi-

zations. For both models in the robustness tests, we use the

same set of dependent and independent variables as those

detailed in Model (2) of the main analyses. The results of

the robustness tests are primarily consistent with the results

in our main analyses. The results show that for first-time

funding, governments prefer the sustainability of NPOs and

tend to fund NPOs that commit a reasonable level of

administrative spending to improve their administrative

infrastructure and activities. This is evidenced by the sig-

nificantly positive coefficients on lnAministrative Ratio in

Columns (5)–(8) but the non-significant coefficients on

lnAministrative Ratio in Columns (9)–(10) in Panel A of

Table 6. For the subsequent funding(s), governments stick

to organizations with reasonably high administrative ratios

when making their selections (see the non-significant

coefficients on lnAministrative Ratio in Columns (1)–(8) of

Panel A in Table 7). Unlike the main analyses, however,

we find marginal support for H1b, which is evidenced by

the marginally negative coefficients on the lnAministrative

Ratio for NPOs whose administrative ratios exceed the

government-suggested threshold (see Columns (9), (10),

and (12) of Panel A in Table 7). Alternatively speaking,

governments stress NPOs’ accountability by reducing the

likelihood of extending subsequent funding if the NPOs’

administrative ratios exceed the government-suggested

threshold. Furthermore, governments are less likely to

provide funding and provide less funding to NPOs with

low-quality accounting information. This finding is sup-

ported by the significantly negative coefficients of Zero

Fundraising in Columns (1) in both Panels A and B of

Table 6 and Panel B of Table 7. The higher magnitudes of

the coefficients on Zero Fundraising for the First-fund

Sample relative to the Subsequent-fund Sample show that

the negative reaction to the low quality of accounting

information is more pronounced at the first-time funding

than at the subsequent funding(s).
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