Conflicts of Interest Laws Governing Public Servants
Should Be Applied to Employees of Not-for-Profits

Receiving Municipal Funding

By Asaf Naymark

1. Introduction

Many not-for-profits receive funding from local
governments for performing what are often, in effect,
government functions. While these organizations are
beholden to federal and state laws governing not-for-
profits, those laws often provide few ethics restrictions.
By contrast, the municipal employees who dole out
public funds to such groups are accountable to state
and municipal laws governing the actions of public
servants, often including stringent ethics restrictions.
This article will address that disparity.

Public servants may be prohibited from, among
other things, taking part in their organization’s busi-
ness dealings with the municipality or in any busi-
ness dealings where they have conflicting interests.!
This may preclude even attending a meeting about
municipal funding for a not-for-profit organization in
which the public servant is an employee.? Addition-
ally, a municipality’s code of ethics may forbid using
one’s municipal position for private or personal gain
or advantage for oneself, one’s close relatives, or one’s
business associates.? For example, a council member
may thus be permitted to sponsor funding for an orga-
nization where a relative or business associate is a paid
employee only if there is no reasonable likelihood that
the employee will benefit from the transaction.*

In the absence of such rules for not-for-profit orga-
nizations, the violation of such precepts has resulted
in the leaders and other employees of not-for-profits
receiving excessive compensation, among other forms
of self-dealing and corruption, that codes of ethics are
meant to prevent. A few months ago, for example, the
New York Post reported egregious instances of self-deal-
ing in not-for-profits receiving New York City funds.

Some of the ugliest abuse [of New
York City funding by not-for-profits],
of course, comes courtesy of lawmak-
ers who steer public bucks, through a
member item or pork-barrel system, to
nonprofits that hire friends, relatives
or even themselves.... Topping the
list: Pols like Assemblyman/Brooklyn
Democratic boss Vito Lopez, Ridge-
wood Bushwick Senior Citizens Coun-
cil’s founder. The council, which relies
heavily on public cash, pays big bucks

to Lopez’s girlfriend and campaign
treasurer, who run the place. Also: The
Metropolitan Council on Jewish Pov-
erty, whose boss, Willie Rapfogel, is
married to Assembly Speaker Sheldon
Silver’s chief of staff. Silver makes sure
the council gets ample public funding:
Tax forms for its 2008-09 fiscal year list
some $14 million in government grants
about half its total revenue. Rapfogel’s
share? A whopping $409,916 in salary,
deferred pay and nontaxable benefits.>

The amount of similar bad press that not-for-
profits have been receiving for shady business prac-
tices makes it seem clear that federal and state laws, as
well as market forces, have been unable to help these
organizations meet their duty of undivided loyalty to
their public funders and to the public. Professor Mela-
nie Leslie has attributed this failure to the lack of clear
rules that focus on procedure instead of outcomes and
that, according to her, would help enforce positive gov-
ernance norms in not-for-profit organizations.® Specifi-
cally, Professor Leslie explains, requiring disclosure of
conflicts of interest can increase boardroom awareness
of the conflict, and requiring advance approval of a
transaction can increase awareness that such transac-
tions are often problematic.” Additionally, there should
be clear rules guiding board approval of transactions,
requiring recusal of interested directors from meetings
where approval of the interested transaction is being
voted on, and providing no defense for violations.®

Municipalities should apply their local ethics laws
governing municipal employees, if they have them,
and adopt them if they do not, to not-for-profits that
receive municipal funding because those who run
them and work for them often function largely as pub-
lic servants when expending municipal funds. They
should be held accountable to the government and to
the public for using resources and positions meant to
provide a public benefit. Applying these local ethics
laws to not-for-profits can help prevent governance
issues and breaches of fiduciary duty by authorizing
local governmental agencies to advise, discipline, train,
and vet not-for-profits by using the clear guidelines of
the local ethics law and an understanding of the idio-
syncrasies of the conflicts of interest that local not-for-
profits may be guilty of allowing.
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Il. Shortcomings of Current Not-for-Profit
Law

The growing not-for-profit sector has undoubt-
edly for many years raised governance issues that do
not exist, or that exist but to a lesser degree, in the for-
profit sector. These issues include self-dealing, such
as excessive executive compensation and other irre-
sponsible or dishonest use of the organization’s assets,
and of positions of influence. The disparity between
the enforcement of ethical precepts in the two sectors
largely results from the control that market forces
impose on for-profits that is mostly absent among
not-for-profits.

Market forces such as the influence of institutional
investors, share prices that telegraph the financial
health of the business, shareholders, and the threat of
takeovers that will oust inefficient managers, combine
to help check some of the wasteful or abusive practices
of for-profit directors and managers.’ Accordingly, a
court’s application of the business judgment rule, de-
signed to implicate only the most reckless corporate
behavior, sets a legal standard that is usually high
enough to hold a company’s managers and directors
responsible for their actions.!”

By contrast, not-for-profits, whose bottom line
is eleemosynary rather than financial, are legally ac-
countable only to the Attorney General for all but the
most abusive or dishonest practices, because the mar-
ket does not eliminate the lesser abuses. Even when
the Attorney General does have a viable cause of ac-
tion against a not-for-profit, the dearth of resources
and lack of institutional interest may keep an “Aspir-
ing Governor” from pursuing most such cases. Ad-
ditionally, the standard of the business judgment rule
is too low, leaving many negligent and irresponsible
board members unscathed. As tax-free dollars pour
in, boards charged with promoting the public welfare
may squander the government’s tax dollars. Further-
more, any attempt to examine a not-for-profit board’s
practices may be met with a concern that the investi-
gation could tarnish its reputation and curb whatever
benefit it was conferring on the public.

It should be noted that, in some states, the lack of
resources to prosecute is not the only impediment to
effective imposition of ethics rules on not-for-profits
expending taxpayer dollars. Rather, the actual legisla-
tion governing not-for-profits does not even place a
sufficient burden on these organizations to hold their
officers and employees to high ethical standards. New
York Not-for-Profit Corporation Law is one of those
less-than-helpful examples. Under that law, an inter-
ested transaction is not void if its material facts were
disclosed in good faith to the members voting on it.!!
Furthermore, the interested person can be counted

in the quorum of a meeting to authorize the transac-
tion.!2 This completely disregards deleterious effects
of groupthink on not-for-profit governance.'* More-
over, even in the absence of good-faith disclosure, if
the transaction was “fair” to the corporation, it is not
void.!*

Federal tax law also comes up short in address-
ing growing governance issues, especially excessive
executive compensation. The Internal Revenue Code
prohibits 501(c)(3) organizations from engaging in
transactions in which the net earnings inure to the ben-
efit of private shareholders,' including excess benefit
transactions such as excessive executive compensa-
tion.!® However, the intermediate sanctions regime
meant to prevent such transactions!” allows organiza-
tions to invoke a “rebuttable presumption,”!8 which
in practice, once invoked, will not be rebutted by the
IRS." Furthermore, one questions the extent to which
smaller organizations have the budgets necessary to
regularly consult with legal counsel about such matters
and to obtain advice about paying competitive salaries
to skilled employees while staying within the IRC’s
safe harbor. Therefore, while this safe harbor should in-
centivize organizations to implement more procedures
against self-dealing, many not-for-profits have been
unaffected by the provision.

lll. Proposed Solution—Applying Ethics
Laws Regulating Municipal Officers and
Employees to the Officers and Employees
of Not-for-Profits Receiving Municipal
Funding

There are strong policy reasons justifying the ex-
tension of laws governing the behavior of public ser-
vants to their counterparts who receive government
funding to meet public needs. Furthermore, this exten-
sion would appear to offer a promising way to ensure
that those who spend public money do not breach their
duty of loyalty to the public and destroy its trust in the
municipal funder.

A. Why Should Municipal Ethics Laws Be Applied
to Not-for-Profits Receiving Municipal Funding,
and How Would It Prevent Conflicts of Interest
in the “Independent” Sector?

Privatization and public-private partnerships have
caused additional governance issues to emerge in the
intersection of the government and not-for-profit sec-
tors. Certain provisions of ethics laws that were tra-
ditionally applicable only to local government and its
civil servants are becoming applicable to the private,
not-for-profit sector as the government continues to
contract out governmental functions. Municipal con-
tractors who are essentially employed by the munici-
pality to perform municipal functions are in a position
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similar to that of public servants, because both are
compensated by public funds and are charged with
performing a public service.

Thus, local ethics laws—which, as noted above,
may prohibit a municipal employee, or one of his or
her immediate family members, from being involved
in an organization that deals with the municipality—
should apply not only to the municipal employee but
also to the associated party on the other side of the
transaction. By applying such ethics provisions to em-
ployees of not-for-profits receiving municipal funding,
the municipality can increase oversight of nonprofits
through the municipal ethics board, which should
have the authority to investigate, give advice on, and
enforce compliance with ethics laws.?

Additionally, through its policies regarding pro-
curement of human services, a municipality can fur-
ther regulate not-for-profits in the area of conflicts of
interest. For example, New York City’s procurement
policy already requires that provisions prohibiting
conflicts of interest be included in City contracts; the
Mayor’s Office of Contract Services (MOCS), which
works with each City agency’s chief contracting officer
to ensure compliance with Procurement Policy Board
rules and other laws, including the City’s ethics law,
has authority to help regulate employees of not-for-
profits contracting with the City.?! Furthermore, the
Capacity Building and Oversight unit of MOCS, which
carries out its charge of regulating not-for-profits
contracting with the City by training and vetting not-
for-profits,?? is able to inspect not-for-profits based on
their compliance or ability to comply with the City’s
ethics law, and raise awareness of the importance of
such compliance through MOCS’ training and assis-
tance programs.

B. An Example of Broadening the Scope of a
Municipal Ethics Law as It Would Apply to the
Officers and Employees of Not-for-Profits

In order to illustrate how one might broaden the
scope of municipal ethics laws to apply to not-for-
profits expending municipal funds for essentially mu-
nicipal functions, one might examine how New York
City has done so in the context of discretionary funds
granted by the New York City Council to not-for-profit
organizations. As news articles suggest, not-for-profits
receiving discretionary funding from New York City
Council Members are an especially ripe area for crack-
ing down on self-dealing by broadening the scope of
the City’s ethics law beyond City employees. Council
Members have been caught funneling City money to
friends and relatives who have lined their pockets with
the funds. News articles from recent months seem to
suggest that, despite tougher regulations set in place
since some big scandals were brought to light a few

years ago, there is still too much room for those igno-
rant or scornful of the law to maneuver.

1.  Current Law Governing the Discretionary
Funding Process

The New York City Policy Procurement Board pro-
mulgates rules that govern the City’s procurement of
goods and services,? including procurements funded
by discretionary funds.?* Under the discretionary
funding process, Council Members may use their allot-
ted funds to sponsor community-based not-for-profit
organizations of their choice?® and vote on the budget
proposals that provide that funding.?

Although per the Policy Procurement Board Rules
Council Members have the authority to spend public
dollars on community-based not-for-profits, as public
servants, they are beholden to the City’s ethics law. For
example, a Council Member may not sponsor funding
where a person with whom he or she is “associated”
within the meaning of the ethics law has a paid posi-
tion with the recipient not-for-profit and may benefit
as a result of the funding.?” In close cases, the Council
Member may solicit the advice of the Conflicts of Inter-
est Board, the City’s ethics board, and if that agency
determines that no reasonable likelihood exists that the
associated person will directly benefit from the fund-
ing, the sponsorship will be permissible.?

On the other hand, a Council Member may vote on
a budget bill to provide discretionary funding to not-
for-profits even if a person who is “associated” with
that Council Member has a paid position at a particular
organization that is set to receive funding,? provided
that the Council Member discloses the interest to the
Conflicts of Interest Board.®

As to requirements imposed on the recipients of
discretionary funds, there are many, some of which are
similar in substance to the requirements imposed on
the Council Members who vote to provide the funding,
such as disclosure requirements and restrictions on use
of the funds. For example, information about organiza-
tions receiving discretionary funds, including descrip-
tions of how the organization intends to use the funds,
is publicly available.3! Also, an organization must ap-
ply to receive discretionary funding, and in doing so,
answer questions about, among other things, “quali-
fications, and integrity.”*? Additionally, organizations
receiving more than $10,000 of discretionary funds
must go through a pre-qualification process, with the
City agencies overseeing each program determining
whether the organization is “qualified,”** and requir-
ing a “Conflicts of Interest Disclosure Certification.”?*
Furthermore, organizations must use the funds for
a “City purpose,” and organizations that receive be-
tween $10,000 and $1 million must attend training on
topics such as legal compliance and internal controls.®
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2. Closing the Circuit: Enacting Procedural
Requirements to Help the Council and the
Not-for-Profits It Supports Achieve Better
Governance and Avoid Conflicts of Interest

Despite the Council’s disclosure, training, vetting,
and spending requirements for not-for-profits receiv-
ing its funding, there are a number of areas where
applying the City’s ethics law to the officers and em-
ployees of these organizations would ensure for the
Council, and assure the public, that Council Members
and their funded organizations are acting ethically.

First, if the ethics law applied to the recipient or-
ganizations’ officers and employees in the context of
their involvement with City funds, they would be held
to the same standards as Council Members when it
comes to avoiding a conflict of interest. For example,
as discussed, in close questions Council Members are
expected to seek advice from the Conflicts of Inter-
est Board about the legality of funding an organiza-
tion where an associated party is a paid officer or
employee; and only after the Board has determined
that there is no reasonable likelihood that the officer
or employee will benefit from the transaction may the
Council Member proceed.? Applying the ethics law
to the paid officers and employees on the other side
of the transaction would impose on that officer or em-
ployee not only a higher ethical standard but would
encourage the officer or employee to seek advice, on
penalty of being held accountable for engaging in con-
flicts of interest. This would at least put such officers
and employees on notice; and, at best, it would help
the organization create more internal controls, thereby
contributing to a more robust governance system
within the not-for-profit.

Second, as previously noted, Council Members
who wish to vote on a budget bill providing discre-
tionary funds are allowed to do so, provided that
they disclose any potential conflicts of interests. The
reason for the different standards between voting on
and sponsoring funds is that voting is considered part
of the elected official’s essential function, because not
voting can disenfranchise one’s constituents.?” In other
words, if not for the “essential function” quality of the
voting power, a Council Member would be held to
the same standard when voting on as when sponsor-
ing funds. Holding the associated party of a voting
Member accountable for violations of the City’s ethics
law and requiring that associated party to seek advice
from the City’s ethics board to determine whether to
proceed with the transaction would help compensate,
at least partially, for the voting Member’s reduced
responsibility in the voting process. The associated
party, not being an elected official, would not have
the benefit of relying on the “essential function” of the
voting power.

Finally, if the municipal ethics law were applied to
not-for-profit officers and employees, the ethics board
would have the authority to impose fines and other
sanctions on those who violate that law, as well as to
provide training on the law, which currently only pub-
lic servants must attend, and to give advice. This ap-
proach would, one hopes, reinforce governance norms
and minimize destructive groupthink within not-for-
profit organizations receiving municipal funding.

IV. Conclusion

News reports on self-dealing among charities sug-
gest that these scandals are rocking the not-for-profit
world. Legislation and enforcement resources at the
federal, state and municipal level seem inadequate
to regulate these organizations or to help them create
better internal controls. The law is changing quickly,
while high-ranking government officials are promising
to bring new order to charities by capping executives’
salaries® and requiring fuller disclosure on executive
compensation.?? However, with increasing privatiza-
tion and public-private partnerships, conflicts of inter-
est among not-for-profits are a growing concern. At the
same time, at the municipal level this trend can present
more opportunities to help these organizations achieve
better governance and preserve the public trust. Ap-
plying municipal ethics laws to the not-for-profits that
do business with the government offers such an oppor-
tunity to provide these organizations with more over-
sight, clear advice, and training on good governance.
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