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Financial Tra n s a ctions with Your Bo a rd :
Who Is Looking ?
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G O V E R N A N C E

N RECENT YEARS, P OLICY MAKERS, TH E MEDIA,

and the public have increasingly focused on

the accountability of nonprofit boards. Leg-

isl a tive reforms have been propo sed, non-

profit ass oc ia tions have called on their

members to review and strengthen nonprofit gov-

ern ance pra c tices, and the Intern al Revenue

Service has rele ased “Govern ance and Rel a ted

Topics—501(c)(3) Organiza tions,” which include s

a series of good-governance recommendations.2

According ly, nonprofits fa ce pre ssure to become

more accountable and transparent to their com-

munities, their constituenc ies, and the public ,

which in turn has had a profound impact on non-

profits’ intern al disc ussion about appropria te

board roles and policies.

It is critic al that both propo sed policy reforms

and be st - pra c tice gu idelines be in formed by solid

know led ge about how boards currently opera te

and which fa c tors promote or hinder their per-

form ance. To help ensure the avail a bility of such

know led ge, in 2005 the Urban Institute conduc ted

the first - ever nation al repre senta tive study of non-

profit govern ance. More th an 5,100 nonprofit organ-

iza tions of varied size, type, and loc a tion

partic ipa ted in the study, making it the large st

s ample studied to date. The survey covered an

array of topics but foc used on pra c tices rel a ted to

c urrent policy propo s als and deba tes. This foc us

is in keeping with one of the Urban Institute study ’ s

prim ary goals: to draw attention to the links

between public policy and nonprofit govern ance .

In considering nonprofit govern ance, we have

to ask not on ly whether nonprofit boards have

mech anisms in pl a ce to avoid malfe as ance but

also whether they actively serve an organiza tion ’ s

mission. The se issues are cle ar ly applic a ble to the

controversial area of fin anc ial trans a c tions

between nonprofits and the members of their

boards of direc tors, one of the topics covered in

the Urban Institute’s broa der report. 

Financial Transactions between Nonprofits
and Board Members
Under the law, board members owe a nonprofit a

duty of loyalty, which re qu ires them to act in a
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nonprofit’s best interest rather than in their own

or in anyone else’s. The IRS’s “Govern ance and

Related Topics” cautions that “in particular, the

duty of loyalty re qu ires a direc tor to avoid con-

flic ts of intere st that are detrimental to the

ch arity.” Against this ba ck ground, nonprofits ’

purch ase of goods and services from board

members or their companies raises special con-

cerns about whom such trans a c tions re ally

benefit. In a guide for board members, one state

a ttorney general’s office warns that “caution

should be exerc ised in entering into any busine ss

rel a tionship between the organiza tion and a

board member, and should be avoided entirely

un le ss the board determines that the trans a c tion

is clearly in the charity’s best interest.”3

In 2004 a propo s al to re strict nonprofits’ ability

to engage in these transactions was included in

the Sen a te Fin ance Committee’s draft white pa per

but met considerable opposition from some non-

profit representatives. The president and CEO of

Independent Sec tor, for instance, warned th a t

prohibiting economic trans a c tions “could be

extremely detrimental to a number of charities.

. . . Public ch arities, partic ul ar ly sm aller ch ari-

ties, fre quently receive from board members and

other disqualified parties goods, services, or the

use of property at substantially below market

ra tes.” The exec utive direc tor of the Na tion al

Counc il of Nonprofit Ass oc ia tions, which is com-

posed primarily of smaller and midsize nonprof-

its, voiced a simil ar ob jec tion .4 There has als o

been concern about the impact on nonprofits in

rural and sm aller communities, where a trustee ’ s

l aw firm or bank may be the on ly one in the are a .5

But whether public ch arities should or

shouldn’t be allowed to enga ge in fin anc ial trans-

actions with board members, there is agreement

that such transactions should be transparent to

boards and that polic ies should be in pl a ce to

ensure that such trans a c tions are in a nonprofit ’ s

best interest. The IRS’s guidelines are emphatic

on this point. They call on boards to “adopt and

regul ar ly evalu a te a written con flict of intere st

policy” that, among other things, includes “written

procedures for determining whether a rel a tion-

ship, fin anc ial intere st, or busine ss affilia tion

re sults in a con flict of intere st” and spec ifies wh a t

is to be done when it does.6 Further, the IRS has

instituted a que stion on its Form 990 asking non-

profits whether they have a con flic t - of - intere st

policy in place.

Re sults from the Urban Institute’s survey

shed light on (1) the scope of such transactions;

(2) whether these transactions provide claimed

benefits for nonprofits; and (3) how nonprofits ’

c urrent pra c tices me asure up to con flic t - of - inter-

est standards from the IRS and others.

Frequency and Consequences of Financial
Transactions
According to re s pondents’ self - reports, fin anc ial

trans a c tions between organiza tions and board

members are extensive, partic ul ar ly among large

nonprofits. Overall, 21 percent of nonprofits

reported buying or renting goods, services, or

property from a board member or affilia ted

company during the previous two years. Among

nonprofits with more than $10 million in annual

expenses, however, the figure climbs to more th an

41 percent.7 But also note that among nonprofits

that say they did not engage in transactions with

board members or affilia ted companies, 75

percent also say they do not re qu ire board

members to disclose their financial interests in

entities doing business with the organization. In

effect, respondents may be unaware of transac-

tions that have taken place.

According to re s pondents, among the 21

percent of nonprofits that enga ged in fin anc ial

trans a c tions with board members or rel a ted com-

panies, mo st obtained goods at market value (74

percent), but a majority (51 percent) report th a t

they obtained goods at below - m arket ra te. Le ss

th an 2 percent reported paying above - m arket

co st .8 Keep in mind too that the se are self - reports ,

so if any thing, the figures are li kely to underre-
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port trans a c tions re sulting in obtaining goods

at above - m arket value or at market value and to

over - report trans a c tions re sulting in obtaining

goods at below - m arket ra te. 

Among nonprofits that enga ged in fin anc ial

trans a c tions with board members, sm all nonprof-

its were considera bly more li kely th an large one s

to obtain goods and services from board members

at below - m arket co st: 58 percent of nonprofits

with le ss th an $100,000 in expenses obtained

goods or services at below - m arket ra te from a

board member, but the percenta ge drops to a low

of 24 percent among nonprofits with more than

$40 million in expenses (see figure 1). In con-

trast, the percentage of nonprofits that received

goods or services at market value was more th an

70 percent for each size group.9 The percentage

reporting they obtained goods at above - m arket

value was le ss th an 3 percent for each size grou p .1 0

The study also found no evidence that bans

on fin anc ial trans a c tions would dis proportion-

a tely affect rural nonprofits. There was no sig-

nific ant difference between nonprofits inside and

outside metropolitan sta tistic al are as either in

the percenta ge enga ged in fin anc ial trans a c tions

or in the perception of how diffic ult it would be for

them were such transactions prohibited.

Forty - five percent of nonprofits that enga ged in

busine ss trans a c tions with trustees said it would

be at le ast somewhat diffic ult were they prohibited

f rom purch asing or renting goods from board

members, but on ly 17 percent said it would be very

diffic ult. Percenta ge differences by size were not

sta tistic ally signific ant. As one would expect, the

compara ble figures rise among tho se who obtained

goods or services at below - m arket ra te. Fifty

percent said it would be at le ast somewhat diffi-

c ult, and 19 percent said it would be very diffic ult .

Policies to Regulate Financial Transactions and
Conflicts of Interest
Among all re s pondents, on ly half had a written

con flic t - of - intere st policy, and on ly 29 percent

re qu ired disclo sure of fin anc ial intere sts. Among

nonprofits that reported fin anc ial trans a c tions

with board members, 60 percent have a con flic t -

of - intere st policy, and 42 percent re qu ire board

members to disclo se the fin anc ial intere sts they

h ave in companies that do busine ss with the non-

profit. As we can see, substantial percenta ges of

nonprofits — including tho se enga ged in fin anc ial

trans a c tions with board members — do not meet

the stand ards laid out by the IRS and other good -

govern ance gu idelines. But the majority of non-

profits enga ged in such trans a c tions (82 percent )

report that other board members had reviewed

and approved the trans a c tions before h and .

Substantial varia tions among re s pondents do

exist by size (see figure 2).1 1 Larger nonprofits are

more li kely to have a written con flic t - of - intere st

policy. Among tho se enga ged in fin anc ial trans-

a c tions, almo st all nonprofits with more th an $40

million in expenses have a written con flic t - of - inter-

e st policy (97 percent), but the figure decre ase s

to on ly 30 percent among nonprofits with le ss th an

$100,000. Fin anc ial disclo sure re qu irements als o

vary considera bly by size. Among nonprofits

enga ged in fin anc ial trans a c tions with board

members or ass oc ia ted companies, the percent-

a ge that re qu ires disclo sure ranges from a low of

18 percent among the sm alle st nonprofits to a high

of 96 percent of nonprofits with more th an $40

million in annu al expenses. Substantial minori-

ties in the $2-million to $40-million size categorie s

and majorities in all grou ps of le ss th an $2 million

do not re qu ire disclo sure .

Although form al polic ies are more common

among larger nonprofits, smaller nonprofits are

more likely to report that other board members

reviewed and approved trans a c tions. Ninety

percent of nonprofits with le ss th an $100,000 had

other board members review trans a c tions before-

h and, but the figure declines to 66 percent among

tho se in the more - th an - $ 4 0 - million category. In the

c ase of sm aller nonprofits, one issue is that while
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