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TA Quick Notes

Managing Conflicts of Interest

What is a conflict of interest?

· Conflict of interest is a conflict between the private interests and the official or professional responsibilities of a person in a position of trust.

· Conflict of interest is a situation that arises when a decision is made that is may not be in the best interest of the organization, but is made in response to outside influences.  

· Tax law penalizes conflicts of interest that result in “self-dealing” or “excess benefit transactions.”

· “Self-Dealing” = any direct or indirect exchange between the organization and the disqualified person.  

· “Excess Benefit Transaction” = any transaction in which an economic benefit is provided by an organization directly or indirectly to a disqualified person if the value of the economic benefit provided exceeds the value of the item or service exchanged.

Who can cause a conflict of interest?

· Any decision-maker in an organization.  This can include a board member, an executive director, or an employee who is making a decision (such as awarding an outside contract).

· “Employee, officer or agent” 45 CFR §74.42.

· A “disqualified person.” 26 USC § 4946.

·  A person who is in a position to exercise “substantial influence” over the tax-exempt.  

· A family member of an entity that is controlled by a disqualified person can also be considered disqualified.

· You are automatically considered a “disqualified person” if you are:

· A voting member of the governing body.

· Holding a position comparable to that of a president CEO, COO, CFO or treasurer (a board officer).

· A person with a material financial interest in a provider-sponsored organization.

· A “manager” = the organization’s directors, officers, trustees (or people with equivalent roles).

· A manager can also be classified as a disqualified person and face double liability.

· You may be considered a disqualified person by default if:

· Your compensation is primarily based on activities of the organization that you control.

· You have or share substantial budgetary authority.

· You have substantial management authority.

· You own a controlling interest in an entity that is classified as a disqualified person.

· You are not considered a disqualified person if you are:

· A professional advisor to the organization under contract for the purposes of giving professional advice.

· A person whose direct supervisor is not a disqualified person.

· A person who is not involved in management decisions affecting all or a substantial subset of the organization.

What can cause a conflict of interest?

· Conflict of Interest can be caused by any situation where a decision-maker is affected in their decision by outside influences unrelated to the organization’s best interest.  

· Outside influences can include financial, family relations, corporate interests the decision-maker or their family carries a stake in or other business concerns in which a conflict may arise.

· Conflicts of interest can arise when a board member, board officer or staff member is making a decision that impacts the organization.

· Excess benefit transactions can cause conflicts of interest.  An excess benefit transaction occurs when an organization provides an economic benefit to a disqualified person and receives less than the value of the benefit in return.

· Transactions that are reasonable and consistent with fair market value will not constitute excess benefit transactions.

· Self Dealing causes a conflict of interest.  Self dealing can include:

· sale, exchange or leasing of property; 

· lending money or other extension of credit; 

· but money can be lent to the organization by the disqualified person as long as it is without interest or charge and the money is spent for the purposes of the organization.

· furnishing of goods, services or facilities; 

· but the disqualified person can donate or sell these things to the organization, as long as the sale is at fair market value.

· payment of compensation; 

· the payments can’t be excessive.  However, the organization can reimburse the disqualified person for personal services which are reasonable and necessary to carrying out the purpose of the organization

· transfer to or use by or the benefit of the organization’s income or assets;

· agreement to make any payment of money or property to a government official between the organization and a disqualified person (unless the organization is hiring the government official and that official is leaving government service within 90 days).

Why avoid conflicts of interest?

· Unmanaged conflicts can result in decisions that cause the organization to run inefficiently or ineffectively.  They can prevent the organization from achieving its goals.

· Conflicts of interest that are not prevented or remedied can result in:

· Paying too much for a service or product.

· Hiring employees and contractors that are not qualified for the task or perform poorly.

· Loss of respect for the organization because it is not accomplishing its mission.

· There are federal regulations and tax codes that impact P&A’s who are non-profit organizations and have severe consequences if conflicts are not managed or remedied.

· Personal Consequences:

· Individuals who benefit from or approve transactions that are not consistent with fair market value can be subject to penalty excise taxes. 26 USC §4958.

· The excise tax can equal 25% of the amount in excess of fair market value plus an additional penalty of 200% of the excess benefit is assessed if the transaction isn’t corrected (repaying the amount of the excess benefit plus interest before the IRS mails a deficiency notice).
· Managers who knowingly approve an excess benefit transaction are also subject to an excise tax.

· The excise tax can equal 10% of the value of the excess benefit, not to exceed $10,000 per transaction.

Are all conflicts bad?

· Not always.  An effective organization needs a Board with a wide range of experiences and contacts and these contacts may result in conflicts of interest. 

· It is difficult in today’s world to completely avoid all conflicts.  What is important is to focus on managing those conflicts so that decisions are made with the organization’s best interest in mind and not because of the outside influence on the decision-maker.

How to avoid trouble

· Have a written policy in place that outlines how conflicts will be avoided and how conflicts that arise will be managed.  Follow that policy.

· Know if you are considered a disqualified person or a manger who has a high obligation to avoid conflicts of interest.

· Understand the precise terms of a proposed transaction in order to promote compliance.

· Step back and ask if this deal is “reasonable” or “too good to be true”.

· Get the transaction approved by an authorizing body with no conflict of interest in the transaction.

· A board committee made up of members who are not involved in the conflict can make this approval.

· The board can make this approval as long as the affected member is absent from the voting and discussion process and any informal consideration of the transaction.

· Get comparative information.

· What would this transaction be worth between a willing buyer and willing seller and according to the relevant facts?

· What are other organizations paying for this kind of service?

· What are comparable salaries in similar organizations with similar positions?

· Document!  Document! Document!

· Keep minutes of meetings and decisions.  Detail who was present at the discussion and who voted and how they voted.

· Document the comparability data that was used and why it was considered comparable.
· Document the basis for the decision and the contents of the decision.

· Specify the terms of the transaction that was approved and the date of the approval.

· The documentation must be contemporaneous—the authorizing body must review and approve the documentation of the transaction at its next meeting or 60 days after the final action is taken.
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