REPRINT

Nonprofit

Nonprofit Accountability

and Ethics:

Rotting from the Head Down

by Woods Bowman

From lying to staff to conflicts of interest, unethical behavior in nonprofits abounds.
Here the author outlines three particularly relevant markers of a responsible
organization as well as four trends shaping future standards for nonprofits.

Editors’ note: This article was excerpted from a chapter in a forthcoming book, Practicing Professional Ethics in Economics

and Public Policy, by Elizabeth A. M. and Donald R. Searing, published by Springer. Used with permission.

RGUABLY, THE PUBLIC HOLDS
nonprofits to higher ethical
standards than government or
businesses. Over 25 percent

of Americans report having “alot” of con-

fidence in charitable organizations com-

pared to 9 percent for government and 7

percent for major corporations,! but do

nonprofits deserve that confidence?

An article earlier this year and many
newswires published by the Nonprofit
Quarterly have reported stakeholder
rebellions in response to nonprofits
ignoring their responsibility to stakehold-
ers. Does Susan G. Komen for the Cure
sound familiar? These responsibilities
extend well beyond checks and balances
in the financial system or misreporting
performance statistics—they extend to
governance. Do nonprofits listen to stake-
holders? Are they in the habit of taking
money from them—and in their name—
and then ignoring them until they shout?

Even in the Small Stuff, Nonprofits

Are No Great Shakes . ..

Thanks to the Ethics Resource
Center, there are fairly reliable and

FALL 2012 - WWW.NPQMAG.ORG

comprehensive data on ethics in nonprof-
its, such as its National Nonprofit Ethics
Survey.? The best news is that nonprof-
its generally have a strong ethics culture
compared to business or government: 58
percent of employees in nonprofits report
astrong, or strong-leaning, ethics culture
compared with 52 percent in business and
50 percent in government. The difference,
however, while statistically significant,
is not impressive. Furthermore, a strong
ethics culture in nonprofits is only one-
fourth as prevalent as a culture “leaning”
in that direction. Clearly, there is more
work to do, even at the top of the scale.
Slightly more than half of employees
in nonprofits observed misconduct in the
previous year, and this is roughly on par
with that observed in the other sectors.
“On average,” the report states, “nonprofits
face severe risk from a handful of behav-
iors: conflicts of interest, lying to employ-
ees, misreporting hours worked, abusive
behavior, and Internet abuse.” The value
of a well-implemented ethics program is
beyond question. In organizations with
little to no ethics and compliance program,
68 percent of employees observed two or

more types of misconduct over the course
of a year. This is significantly reduced to
just 22 percent in organizations with a
well-implemented program.

Although 60 percent of nonprofit
employees who observed misconduct
reported it, nearly 40 percent of wit-
nesses remained silent, due largely to
feelings of futility or fear of retaliation.
Indifference is harder to combat than
fear. Several famous controlled psycho-
logical experiments clearly demonstrate
that most people in a crowd will wait for
someone else to take action—whether it
is helping someone in distress or report-
ing a crime. Even if employees do not
fear the kind of retaliation that is for-
bidden—discharge, demotion, stalled
advancement, and reassignment—they
may not want to “get involved” in other
people’s affairs. “It’s not my job,” they
might say. The best ethics programs
address this perverse psychology by pro-
viding training that sensitizes people to
their personal responsibility in addition
to the rules and regulations.

Although nonprofits may believe they
have a strong ethical culture, this does
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not always translate into better ethical
behavior or better reporting of unethical
behavior. So possibly nonprofits do not
deserve the public’s confidence.

... But the Big Stuff Sets the Stage
“Fish rots from the head down,” as the
saying goes. Applied to nonprofits, it
describes accountability on the largest
possible scale. Accountability involves
being “answerable” and “responsible.”
Answerability describes a family of
relationships between a nonprofit orga-
nization and external entities, implying
sanctions or other forms of redress.
Responsibility is a “felt sense of obli-
gation,” and responsible organizations
respond to stakeholders’ needs and
views by “revising practices and enhanc-
ing performance as necessary.”

A sense of autonomy easily leads to
a disregard for actively seeking input
from stakeholders. Revealing a distress-
ing lack of concern, “over 70 percent
of nonprofit board members believed
that they were accountable only to their
board or to no one.” Executive direc-
tors of community-based organizations
in three low-income neighborhoods of
Philadelphia defined the needs of their
communities differently from the resi-
dents they served. “Nonprofit directors
across neighborhoods held more similar
views with each other than they did with
residents of their own communities, even
though the communities were quite dif-

”5

ferent.”® Granted, this research was
limited to one city, but there is no reason
to believe that Philadelphia is unique.
Formally, nonprofits are answerable
to state attorneys general and (if they
are also tax-exempt) the U.S. Internal
Revenue Service, but they ought to feel
answerable to the people they serve and
to the public as well. Nonprofit status,
tax exemption, and deductibility of chari-
table contributions are legal artifacts—
privileges granted by the public’s elected
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representatives to organizations run by
law-abiding, personally disinterested,
socially minded individuals performing
socially desirable activities. Most non-
profit organizations may not discern the
general public as a major actor, let alone
the dominant one, yet it is the ultimate
source of every privilege they enjoy.
Given generally weak public super-
vision, nonprofits aspiring to be ethical
organizations must shoulder greater
responsibility. It behooves all nonprofit
organizations—but public charities par-
ticularly—to have a felt sense of obliga-
tion toward their constituents and toward
the public.® One can observe an organiza-
tion’s sense of obligation in its actions.

What Are the Markers of a Responsible
Organization?

There are many ways to identify respon-
sible organizations, but three are particu-
larly relevant to nonprofits.

Mavrker 1: Responsible organizations
are true to their missions. Nonprofits
are increasingly relying more on earned
income and less on donations and grants.
Consequently, “missions of nonprofits
engaged in commercial activities will
grow more ambiguous through time.
New demands on senior management to
pay attention not only to nonprofit but
to for-profit goals, the adoption of new
structures such as joint ventures that
create mixed missions and messages
for participating entities, and the ten-
dency of senior management to look at
activities from the perspective of their
contribution to revenues may create an
environment in which nonprofits must
work especially hard to keep their chari-
table mission in daily focus. Increased
responsibility will likely fall on boards
of directors of commercial nonprofits
to ensure that a dilution of charitable
mission does not occur.””

This is not to say that nonprofits
should avoid commercial ventures or

changing their missions, but they should
do so deliberately after a process of soul-
searching that respects their stakehold-
ers’ interests. Nonprofits should keep
this in mind: actions and methods that
are acceptable in for-profit businesses
may be grotesquely inappropriate for
nonprofits to practice. Nonprofit hos-
pitals across the country have recently
come under heavy criticism for being
overly aggressive in collecting debts
from “charity” patients. Some of them
even lost their property tax exemption
as aresult.

Marker 2: Responsible organizations
act as if outcomes matter. Doing good
requires doing the right thing, not just
the easy thing. Feeding America (for-
merly America’s Second Harvest), the
preeminent food bank network in the
United States, began as a way to channel
surplus foodstuffs to hungry people.
However, these items were typically
nonperishable, which provided a diet
that was high in carbohydrates and low
in protein. As one of Feeding America’s
executives explained to me, the organi-
zation became concerned that it was not
providing recipients with a balanced diet,
so it began to supplement its gifts in kind
with fruits, vegetables, and meats pur-
chased in the open market.

Marker 3: Responsible organizations
are candid. They do not wait for others
to reveal suspected misbehavior. They
police themselves, and they share the
results of their investigations with the
public. In 2004, Oxfam International
responded to a tsunami in Indonesia
but temporarily suspended its efforts
when an internal audit uncovered
“financial irregularities.”® Oxfam could
have conducted further investigations
without suspending aid to avoid raising
questions, but it took the more respon-
sible course.

By contrast, trustees of the J. Paul
Getty Trust of Los Angeles, one of the
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world’s richest art institutions, appointed
a committee to investigate charges of
financial mismanagement and dealing
in stolen antiquities ten months after
critical newspaper stories first appeared,
and then only after California’s attorney

general opened an investigation.’

Four Trends Already Shaping Future
Ethical Standards for Nonprofits
Ethics is always evolving. What was
acceptable behavior in one era may be
discouraged—and even punished—in a
later era.

Trend 1: Small donors will demand
that charities pay the same deference to
their wishes and expectations that these
charities have always accorded large
donors. Do you remember the unprece-
dented public generosity following the
tragedies of September 11, 2001? Donors
presumed that the receiving charities
would use their money to provide relief
for families of victims. Many of them
became angry upon learning that half
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of the donations to the American Red
Cross went for “investments in volunteer
mobilization, chapter development for
response to weapons of mass destruc-
tion, expanded blood security, and con-
tinuity of operations efforts.”!® Three
years later, Doctors Without Borders,
responding to a tsunami that destroyed
parts of Southeast Asia, set anew ethical
standard when it ceased fundraising after
only three days, once it determined that
it had raised sufficient funds."

Trend 2: Courts will become less tol-
erant of sweeping generalizations and
vaguely misleading statements made by
charities in the course of fundraising.
According to legal briefs, commercial
solicitors working in Illinois for Tele-
marketing Associates told prospects
that a “significant amount of each dollar
donated would be paid over to VietNow,”
a charitable veterans assistance organi-
zation. In fact, the contract provided only
15 percent for VietNow, which in turn
spent only 3 percent of its $1.1 million
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share on charitable programs. The attor-
ney general of Illinois prosecuted Tele-
marketing Associates for fraud (though
not VietNow).!> The case went all the
way to the U.S. Supreme Court, which
sent it back to the trial court for a hearing
on the merits, whereupon the parties
settled off the record.

It may not sound like much of a
victory for honesty in fundraising, but be
forewarned: deception may be fraudu-
lent. It is certainly unethical.

Trend 3: “The nonprofit community in
the United States (and increasingly else-
where) has begun to shift its attention
from measuring outputs as indicators
of progress to measuring outcomes.”’
To continue with the disaster relief
example: outputs are things like meals
served, bottles of water distributed, etc.,
while outcomes are measured in terms
of the well-being of victims. Outcomes
might be the proportion of displaced
persons whom the agency housed, fed,
and assisted medically, or the average
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length of time that people lived in shel-
ters before finding permanent replace-
ment housing.

Trend 4: More regulation. A minimal
ethical standard is obedience to the
law.!* The U.S. Senate Finance Com-
mittee recently considered—before
rejecting—staff proposals requiring
nonprofits to establish, approve, and
review program objectives and perfor-
mance measurements and report the
results to the IRS on their 990 forms.
But, because of the third trend above,
the issue is unlikely to go away. The IRS
is taking an increased interest in how
nonprofits manage conflicts of interest.
The Form 990 now includes a question
about the existence of an organizational
policy, and the Form 1023 (Application
for Recognition of Exemption) has an
appendix containing a sample policy.
Since the IRS rarely does anything gra-
tuitously, it seems likely that conflict-of-
interest regulation will eventually find its
way onto the public agenda.

Conclusion
In some ways, our financial models are
a setup for irresponsibility because they
often have us paid by one stakeholder
to provide service to another. This inter-
rupts the direct line of accountability
between customer and provider. Non-
profit constituents often cannot vote a
nonprofit leader out of office, nor can
they necessarily stop using the service.
Thus, nonprofits have a greater power
advantage relative to the people they
serve than for-profit businesses have
relative to their customers—or than poli-
ticians, arguably, have vis-a-vis constitu-
ents.!” More and more often, however,
perhaps aided by social media, stake-
holders are realizing that they can protest
unaccountability.

The Ethics Resource Center’s report
states, “An enterprise-wide cultural
approach to organizational ethics creates
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an environment in which ethical behav-
ior occurs for reasons beyond deterrence
and sanctioning by authority.” A strong
culture features four major components:
(1) ethical leadership, (2) supervisor
reinforcement of ethics, (3) peer com-
mitment to ethics, and (4) embedded
ethical values. Are you and your organi-
zation prepared for the integrity needed

to survive?
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