Ethics regulation of
government contractors

Does extending existing ethics rules to cover government contracts solve

the problem ask Robert Rizzi, Charles Borden and Daniel Holman

The regulation of government contrac-
tors presents a dilemma for the evo-
lution of public ethics regimes. While
the value and variety of government
activities performed by contractors
have grown substantially over recent
decades,’ rules governing financial
conflicts of interests and other ethics
concerns have yet to adapt this new
state of affairs. As a result, contractors
may increasingly be found in roles
traditionally performed by civil serv-
ants without being subject to the same
ethics safeguards.? While especially
pronounced in the US, this mismatch
in the regulation of government con-
tractors and public servants is also an
issue in the UK and in other jurisdic-
tions.3

As highlighted below, many of the
very reasons that drive governments
to outsource to contractors — added
flexibility, reduced costs achieved by
competitive bidding, the temporary
nature of the work, and the ability to
adapt the structures and incentives to
suit the task at hand - make it difficult
to extend the existing public ethics
framework to these individuals. This
article reviews the current state of
government contractor ethics regu-
lations in the US, highlights certain
problems inherent in the design of
these rules, and suggests areas for
further investigation. In doing so, we
also suggest that the extension of the
US federal ethics rules to government
contractors may speak to the need for
more fundamental changes in public
ethics architecture so as to reflect the
dynamic nature of the modern public
workforce.

Current US ethics regulation of govern-
ment employees and contractors

In the US, federal executive branch
ethics regulation of individuals is
based principally on their status as
employees, whether full-time or part-
time.+ Full-time employees of the
federal government are required to
make periodic financial disclosuress
and are subject to prohibitions or limi-
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tations with the possibility of criminal
sanctions® for conflicts of interest,’
earning outside income,? the receipt of
gifts,? and the use of non-public in-
formation,'® among others. The basic
rules are tailored for special cases, for
example, certain political appointees
and other designated office-holders
are subject to additional limitations,
including a one- to two-year ‘cooling
off’ period restricting post-employ-
ment conduct in the private sector,”
while part-time Special Government
Employees (SGEs) are more lightly reg-
ulated, notably by being permitted to
hold outside employment.'>» However,
all employees of the government are
otherwise still subject to many ethics
restrictions, including a prohibition on
direct conflicts of interest and acting
on non-public information.

In contrast, government contractors
fall entirely outside of most execu-
tive branch ethics rules, with certain
limited and targeted exceptions. The
general provisions of the Ethics in
Government Act of 1978, as amend-
ed,’3 the cornerstone of federal ethics
regulation, do not apply to contractors
because they are not ‘federal employ-
ees’.'* There are certain executive
branch departments and agencies
where the distinction is not so stark —
for example, a statute specially applies
executive branch ethics laws to con-
tractors of the Federal Deposit Insur-
ance Corporation (FDIC).'s In addition,
a conflict of interest rule contained in
the Federal Acquisition Regulations
(FAR) prohibits ‘organizational con-
flicts’ by contractors involved in the
procurement process.’® On the whole,
however, a large number of govern-
ment contractor employees are not
actually covered by government ethics
rules, including contractors whose
work responsibilities make them at
times indistinguishable from gov-
ernment employees within the same
agencies."”

US law attempts to draw a sharp line
by prohibiting the outsourcing of
‘inherently governmental functions’

(IGFs) to contractors.18 However, the
demand for expert personnel and the
difficulty of precisely defining an IGF"
have diluted this distinction in prac-
tice. As a consequence of this state

of affairs, individuals in a position to
influence key decisions have been later
revealed to have had conflicts of inter-
est that would have disqualified their
participation were it not for their con-
tractor status. For example, Treasury
Department contractor Dan Jester act-
ed as a key negotiator in the 2008 bail-
out of AIG despite having substantial
holdings in Goldman Sachs exposed

to AIG’s potential default.2o Similarly,
retired Admiral Dennis Blair was pres-
ident of the federally-financed defence
think tank that recommended continu-
ation of the F-22 jet fighter programme
while simultaneously a board member
of a major subcontractor to the F-22
programme.21

Spurred by these and other contro-
versies, some commentators advo-
cate expanding existing ethics rules

to cover contractors, or at least to
those contractors that perform IGFs
or are ‘personal services’ contractors
employed within federal agencies.*
Other proposals would integrate eth-
ics in the procurement process, using
a mix of contractual and regulatory
tools to induce compliance. In 2011,
the Administrative Conference of the
United States (ACUS), an independent
federal agency dedicated to regulatory
reform, proposed that model language
prohibiting conflicts of interest and
misuse of non-public information be
added to the Federal Acquisition Regu-
lation (FAR) for procurement officers
to adopt on a voluntary basis.*? In a
similar vein, in 2014 the UK Commit-
tee for Standards in Public Life (CSPL)
recommended that providers of public
services be required to undertake to
uphold public ethics principles as part
of the contracting process, that the ad-
equacy of contractor ethics controls be
covered in certain public audits, and
that identification and management
of contractor ethics be made a core
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element in government procurement
personnel training.*

Obstacles in the design of contractor
ethics and possible solutions

Extending existing ethics rules to cov-
er government contracts would seem
to be the most straightforward solu-
tion to the problem. However, certain
features of government contracting
make it more difficult to apply the ba-
sic principles of government
ethics regulation
to contractors
than to tra-
ditional
exec-

utive
branch
employees. First-
ly, there is the inherent ‘two
masters’ problem that US ethics rules
were originally created to address.*
Because contractors work for a pri-
vate employer at the same time they
are providing service to the federal
government by definition, conflict of
interest and outside employment rules
cannot be applied to contractors with-
out significant carve-outs. Secondly,
there is challenge of creating meaning-

ful, administrable distinctions that can
be adapted to the diverse and chang-
ing worker roles, contract structures,
and provider types that engage in
government contracting, from custodi-
al services firms to individuals advis-
ing high level policymakers. In other
words, because the category of govern-
ment contractors encompasses a vari-
ety of arrangements, from quasi-em-
ployees to one-off consultants, a single
set of ethics rules is unlikely to be
successful. Thirdly, the reliance on sta-
tus-based categories defined by tradi-
tional employment law factors of ‘con-
trol’ means that a contractor’s ethics
obligations do not change regardless
of the substance or nature of the work.
The focus on control may perversely
create incentives to insulate contract
work from agency management, even
where ethics risk factors such as the
worker’s responsibility, access, or
discretionary authority would
dictate closer supervision. Col-
lectively, these issues make
the regulation of government
contractor ethics resistant
to an easy solution.

Developing a regulato-
ry structure that might
address these problems
requires that policymak-
ers first agree on what
the chief aim and method
of regulating contractor
ethics ought to be. On
the one hand, ethics rules
seek to prevent distor-
tions in government de-
cisions that could result if
contractors act in further-
ance of their own interests,
or that of their employer’s,
instead of the public interest.
At the same time, these rules
aim to preserve government
legitimacy by avoiding the ap-
pearance of conflict that could
lead to the perception of self-deal-
ing or other violations of norms,
even if no actual conflict exists. In the
design of the system, policymakers
need to consider whether to prior-
itize substantive equality between
the ethics standards applied to public
employees and contractors, or instead
to focus on outcome efficacy, if not
equality. Those concerned more about
avoiding an ‘appearance’ of substan-
tial conflicts and therefore indirectly
concerned with public perception of
legitimacy might favour the former;
contractor rules need to be equally
tough to avoid the perception that
contracting offers a public ethics loop-
hole. Those concerned more about
preventing policy distortion might
opt for a set of controls on contractors
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that, while they may look and operate
differently from the rules for public
servants, have a similar effect in deter-
ring abuse.

Inspiration for new models may be
found in restructuring within the pro-
fessional services sector, as firms in
consulting, accounting, and other in-
dustries that have lessened the empha-
sis on hierarchy to focus on the types
of services that each worker provides
to clients. Contractor ethics might also
feature a shift towards activity-based
compliance requirements, such as are
common in securities regulation.?
Under this approach, ethical standards
would attach to certain functions and
contractual obligations - for exam-
ple, involvement in procurement or
providing advice to a decisionmaker -
regardless of whether the work is exe-
cuted by a contractor or an employee.

US federal contract spending grew at 12 per cent annu-
ally between 2000 and 2008 until reaching over s500
billion in FY 2009, although spending has declined
some thereafter. See ‘Obama Administration suc-
ceeds in reducing contract spending for first time in
13 years’, https://www.whitehouse.gov/sites/default/
files/contracting reform.pdf; ‘Overview of awards by
fiscal year’, USASpending.gov, https://www.usaspend-
ing.gov/transparency/Pages/OverviewOfAwards.aspx
Although comprehensive information on the number
of personnel employed through government contracts
is lacking, the size is understood to be significant. For
example, the Brookings Institution’s 2002 ‘True size
of government’ study estimated 5.168 million work-
ers employed under federal contracts, in comparison
with 1.756 million civil servants. See Paul C. Light
(2003), ‘Fact sheet on the new true size of government,
https://wagner.nyu.edu/files/faculty/publications/
lightFactTrueSize.pdf

E.g. Administrative Conference Recommendation
2011-13: Compliance Standards for Government Con-
tractors Employees — Personal Conflicts of Interest and
Use of Certain Non-Public Information, Administrative
Conference of the United States, pp. 3-6. ‘Contractor
integrity: stronger safeguards needed for contractor
access to sensitive information’, US Government Ac-
countability Office, September 2010.

Committee on Standards in Public Life (2014), ‘Eth-
ical standards for providers of public services’, Lon-
don: Committee on Standards in Public Life, pp.
14-16, https://www.gov.uk/government/uploads/
system/uploads/attachment_data/file/336942/CSPL _

EthicalStandards_web.pdf

The distinction between government employees and
government contractors in the ethics context bor-
rows from common law employment tests, see Office
of Government Ethics DAEOGram oo x 7: ‘Extent to
which ethics laws and regulation apply to Federal
government-private sector exchange programs’ (22
August 2000), http://www.oge.gov/OGE-Advisories/
Legal-Advisories/oox7-Extent-to-Which-Ethics-Laws-
and-Regulations-Apply-to-Federal-Government-
Private-Sector-Exchange-Programs/ (‘[The Office of
Government Ethics] is not the arbiter of whether an
individual is an employee, but certain factors have
been developed in the context of the application of the
conflict of interest statutes to aid in analyzing the is-
sue. ... These factors address whether an individual has
been appointed into the Federal service, [ | is engaged
in the authorized performance of a Federal function,
and is subject to the supervision of a Federal officer
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While this may be most logical from
an ethics standpoint, designing and
applying activity-based definitions
with respect to the wide range of gov-
ernment functions would present a
daunting administrative burden, and
new offices or agencies would then
need to be created that would have
the resources and authority needed
to monitor compliance and sanction
failures.

Regardless of the approach taken,
there is a need to assemble more com-
prehensive data about the number

of workers employed as government
contractors, the roles that they occupy
within agencies, the limits placed on
their activities, and the specific con-
flict issues that arise in those circum-
stances. For those agencies that have
adopted ethics certifications, it would
be also valuable to examine the result-

position.’). Whether these borrowed tests, and the un-
intended results they may produce, are appropriate
for the ethics regulatory context is a distinct question
worthy of further research.
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ing contractor policies and practices to
assess what the burdens and benefits
of these compliance practices have
been, if any. Finally, the regulatory
community as a whole may take this
problem as an opportunity to consider
whether the distinctions between cat-
egories of service providers that have
driven government ethics rules in the
past need to be re-imagined to better
match the reality of the modern public
sector.
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