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N onprofit organizations have long worked with govern-
ments to respond to community needs. The resulting
partnerships have been powerful, combining the flex-

ibility and service-delivery capabilities of the nonprofit sector
with the financial and direction-setting capabilities of the
public sector. They have resulted in improved local services in
many areas, including human services, community develop-
ment, economic development, and environmental protection. 

Although they are touted as the wave of the future, these
partnerships have not been without their fair share of chal-
lenges. This article follows other recent efforts by the Institute
of Government, in partnership with the North Carolina Center
for Nonprofits and the North Carolina Association of County
Commissioners, to improve the relationships between local
governments and nonprofits (see the sidebar, page 33). It
focuses on the legal aspects of relationships between local gov-
ernments and nonprofits, with particular attention to contract-
ing. Although local governments and nonprofits work together
or interact in many circumstances without contracting, con-
tracts are the most common vehicles for these collaborations. It
is important for representatives of both sectors to understand
the requirements for and the limitations on these contracts.
Discussed in the questions and answers that follow are three
general topics: (1) the basic authority for and the limitations on
local government contracts with nonprofits; (2) legal and prac-
tical consequences for nonprofits of receiving public funds
from local governments; and (3) legal issues raised by contracts
with faith-based organizations.

The following basic principles underlie most of the answers
to the questions addressed in this article:

1. A local government has the authority to contract with
and provide financial or in-kind assistance to any private
organization to carry out any function for which the
local government has authority to appropriate funds.

2. As a general rule, a nonprofit that receives funds from a
local government does not become subject to the rules

that govern a public agency, but the public agency 
may require the nonprofit to comply with certain
accountability and other requirements as a condition 
of receiving the funds.

3. A faith-based organization that receives public funds or
property may not use them for a religious purpose.

In addition to answering the main questions about local
governments’ contracts with nonprofits, this article includes
several examples of issues related to providing assistance to
specific types of nonprofits, including faith-based organiza-
tions.These examples are interspersed in the article in the
“Assistance to . . .” sidebars (see pages 35–39).

1.What authority do local governments have to contract
with nonprofit organizations, and what are the limitations
on the exercise of that authority?
For North Carolina local governments, the authority to con-
tract is directly related to the basic authority to spend money. A
local government may contract for any purpose for which it
may spend money. The three key legal limitations on the expen-
diture of funds by a local government are that (1) the expenditure
be for a public purpose; (2) the activity supported be one in
which the local government has statutory authority to engage;
and (3) the expenditure not be inconsistent with the laws or
the constitution of the state or federal government. The next
three questions and answers discuss these limitations in turn. 

2.What is a public purpose, and what is the source of this
requirement?
The North Carolina Constitution says that local governments
may levy taxes only for “public purposes.”1 Courts have ap-
plied this limitation broadly, not only to the taxing power but
also to the appropriation and spending powers.2 So any expen-
diture by a local government must be for a public purpose.
The North Carolina Constitution also specifically authorizes
appropriations to and contracts with private entities (whether
for profit or nonprofit) but repeats the limitation that the
appropriation or the contract accomplish a public purpose.3

The definition of “public purpose” is difficult to pin down.
The courts have recognized that the concept is not fixed in
time but shifts as governments adapt their activities to changes
in the population, the economy, and other conditions.4 The

Local Government Contracts 
with Nonprofit Organizations: 

Questions and Answers
Frayda S. Bluestein and Anita R. Brown-Graham

P O P U L A R  G O V E R N M E N T

The authors are Institute of Government faculty members. Blue-
stein specializes in local government law, including local govern-
ment contracts, Brown-Graham in community development and
public liability. Contact them at bluestein@iogmail.iog.unc.edu and
brgraham@iogmail.iog.unc.edu.



N
EW

S
&

 O
BS

ER
V

ER
/ J

O
H

N
L.

 W
H

IT
E

p o p u l a r  g ov e r n m e n t    f a l l  2 0 0 1 33

The Institute of Government, in partnership with the North
Carolina Center for Nonprofits and the North Carolina Asso-
ciation of County Commissioners, has undertaken a project
to help local governments and nonprofit organizations work
together more effectively. The initiatives of the project in-
clude community assistance, training, and publications. The
project’s Web site, www.nonprofit-gov.unc.edu, provides a
detailed overview of this work and answers frequently asked
questions about government-nonprofit relationships.

Community assistance. The Association of County
Commissioners’ project Counties as Catalysts for Stronger
Families has been the focus of the community assistance.
Institute faculty and colleagues from the Jordan Institute for
Families at UNC–CH’s School of Social Work conducted
fifteen “collaboration workshops” across North Carolina in
April and May of this year to strengthen families and close
the academic achievement gap. Eighteen counties are par-
ticipating in these collaborative efforts, and a wide variety 
of government and nonprofit organizations serve as lead
agencies.

Training. In June 2001, with the support of the Associa-
tion of County Commissioners, the Institute offered its initial
“school” for local government liaisons to nonprofit organi-
zations, Navigating Nonprofit–Government Relationships.
The school was designed to help city and county staff assess
and improve their governments’ relations with nonprofits.

The workshop has generated considerable interest. A second
offering is planned for October 1–2 in Hickory. Institute
faculty also have built consideration of government–nonprofit
relationships into other schools and conferences throughout
the state.

Publications. In the past year, the Institute published 20
Questions Nonprofits Often Ask about Working with Local
Government1 and several articles on nonprofits in Popular
Government, including “A Primer on Nonprofit Organiza-
tions,” “How Local Governments Work with Nonprofit
Organizations in North Carolina,” and “Strengthening Re-
lationships between Local Governments and Nonprofits.”2

Research for these and related publications was supported 
by a grant from the Jessie Ball duPont Fund, which provided
seed money for the Institute’s Project To Strengthen
Nonprofit–Local Government Relationships.

—Gordon P. Whitaker

Notes
1. LYDIAN ALTMAN-SAUER, MARGARET HENDERSON, & GORDON P. WHITAKER

(Chapel Hill: Inst. of Gov’t, The Univ. of N.C. at Chapel Hill, 2000).
2. Gita Gulati-Partee, A Primer on Nonprofit Organizations, POPULAR

GOVERNMENT, Summer 2001, p. 31; Gordon P. Whitaker & Rosalind Day,
How Local Governments Work with Nonprofit Organizations in North
Carolina, POPULAR GOVERNMENT, Winter 2001, p. 25; Lydian Altman-Sauer,
Margaret Henderson, & Gordon P. Whitaker, Strengthening Relationships
between Local Governments and Nonprofits, POPULAR GOVERNMENT,
Winter 2001, p. 33.

Local governments probably may donate funds or land to
Habitat for Humanity, whose programs provide affordable
housing to people who are truly needy.

HELPING LOCAL GOVERNMENTS WORK MORE EFFECTIVELY WITH NONPROFITS
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state or federal law, or is unconstitutional. This is true because
of the supremacy of the state and federal governments over
local governments. Simply put, local governments may not act
in a way that is inconsistent with state or federal law. An ex-
ample may help readers understand how this limitation works. 

A contract with a nonprofit community development
organization to provide low-income housing may meet
the requirements of public purpose and statutory au-
thority. If, however, the paid executive director of the
nonprofit is a member of the governing board of the local
government, the contract will violate a state statute that
prohibits conflicts of interest unless the procedures in that
statute are complied with (see the discussion at question
16 about what constitutes a conflict of interest). A con-
tract that violates the state conflict-of-interest law is unen-
forceable.10

Contracts that violate state or federal constitutional provi-
sions also are invalid and may expose the local government to
liability (including monetary damages) for violations of indi-
vidual civil rights, such as equal protection, due process, or
freedom of speech. A full discussion of constitutional violations
that might occur in the contracting context is beyond the scope
of this article.11 Because of the significant involvement of faith-
based organizations in local government issues, a more
detailed discussion of the limitation imposed by the federal
constitution’s prohibition on government establishment of reli-
gion (commonly referred to as the requirement to separate
church and state) follows.

5. Are local governments prohibited from contracting with
religious (faith-based) organizations?
No. Local governments may contract with faith-based non-
profits for services as long as those contracts do not violate the
federal or state constitutions or other laws. Generally speaking,
a contract with faith-based groups will be deemed lawful if the
contract has a neutral purpose and effect both toward religion
and among religions, and avoids excessive government entan-
glement with religion. In other words, the terms of the contract
must have the effect of safeguarding (1) the religious freedom
of beneficiaries, both those who are willing to receive services
from religious organizations and those who object to receiving
services from such organizations, and (2) the religious integrity
and character of faith-based organizations that are willing to
accept government funds to provide services to the needy. (The
sidebar on page 40 explains in greater detail these and other
restrictions on contracts with faith-based organizations.)

6.What, if any, limitations must a contract involving public
funds impose on the activities of the religious organization?
What limitations may the contract impose?
Notwithstanding widespread thought to the contrary, there are
few legal limitations on religious organizations that receive
public funding for programs. Although the public funder is free
to impose religion-neutral restrictions, the only generally appli-
cable restriction is that public funds not be used to pay for wor-
ship services, sectarian instruction, or proselytization. An
example may help illustrate these basic principles.

courts have used two guiding principles in determining whether
a particular activity is for a public purpose: (1) whether it in-
volves “a reasonable connection with the convenience and ne-
cessity of the [local government]” and (2) whether it “benefits the
public generally, as opposed to special interests or persons.”5

The first principle deals with the issue of whether the activity is
“within the appropriate scope of governmental involvement
and is reasonably related to communal needs.”6 The courts have
analyzed this issue by comparing the activity in question with
others that have been approved by the courts, recognizing, again,
that the appropriate scope of governmental activity shifts in
response to the changing needs and issues in the community. 

The North Carolina courts have offered at least two refine-
ments of the second principle. First, it is not necessary to show
that every citizen will benefit from an activity for it to be con-
sidered a public purpose.7 Furthermore, the fact that one or
more private individuals benefit does not eliminate the public
purpose. In a case upholding a North Carolina local govern-
ment’s payments and other assistance to a private business for
economic development, the North Carolina Supreme Court held
that “an expenditure does not lose its public purpose merely
because it involves a private actor. Generally, if an act will pro-
mote the welfare of a state or a local government and its citi-
zens, it is for a public purpose.”8 In that case the court found
that, even though the private business would receive funds and
other direct benefits, they were incidental to the primary public
goal (economic development) of the appropriation. In other
words, a private individual or business may directly benefit
from a contract or an appropriation. This does not extinguish
the public purpose as long as the public will benefit and the pri-
vate benefit does not outweigh the public benefit.

(For examples of the application of these principles, see the
“Assistance to . . .” sidebars.) 

3. Explain the requirement for “statutory authority.” Must
there be a statute specifically authorizing the contract?
North Carolina local governments do not have inherent
authority. They operate under authority delegated to them by
the state legislature through enabling laws. So, in addition to
its serving a public purpose, a particular action of a local gov-
ernment (including an expenditure or a contract) must be
authorized by a state statute.

This does not necessarily mean there must be a statute that
specifically authorizes the local government to enter into a con-
tract for every activity it might wish to support. The state con-
stitution, as noted earlier, contains a general authorization for
contracts with private entities. In addition, parallel statutes for
cities and counties authorize them to contract with any private
entity to carry out any public purpose in which they have
statutory authority to engage.9 This means that as long as a
statute authorizes a particular activity, the local government
has the choice of carrying out the activity itself or contracting
with a third party to carry out all or part of the activity.

4.What about the limitation having to do with violations 
of state and federal laws or constitutions?
Even if an activity serves a public purpose and is statutorily au-
thorized, a local government may not engage in it if it violates
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A faith-based Welfare-to-Work training program uses
county funding to buy Bibles and give Bible instruction.
Several clients complain that they are being pressured to
join the sponsoring church or change their religious
beliefs. Under constitutional limitations, public funds
may not be used to coerce any person to support or parti-
cipate in any religion. Therefore the faith-based organi-
zation could lose the contract for making the purchases
and appearing to condition services on religious activity. 

Fearful of a lawsuit, the county amends the contract to
provide that the same faith-based organization may run
the program but must agree not to use county funds to
buy Bibles and give Bible instruction and may not make
conversion a requisite of the program. Those provisions
are appropriate. 

The amended contract also requires the organization to
remove all religious art, scripture, and other symbols
from the walls of the fellowship hall during program
hours. These restrictions are illegal because they result in
government control over the internal operation of the
church. As such, they may not be imposed as conditions
of the contract. 

A common misperception is that the use of public funds in
program delivery automatically subjects the faith-based institu-
tion to the same standards as the public funder. That is not so.
Religious institutions retain their autonomy even when under
contract with local governments. So, for example, religious orga-
nizations retain their right to use religious criteria in hiring, fir-
ing, and disciplining employees. Although
it would be illegal for local government
employers to discriminate in employment
on the basis of religion, it is permissible for
them to fund a religious group that en-
gages in such discrimination. 

Another common misperception is that
religious organizations are required to es-
tablish a separate organization as a pre-
requisite to receiving government funding.
Again, that is not the case. However, many
religious groups do establish a separate
organization, or at least segregate govern-
ment funds in a separate account, to limit
the scope of fiscal audits and to protect the
autonomy of their organization. 

7.The last several questions and
answers have addressed limitations on
contracting.What about grants and
appropriations? Are there different
rules for these transactions?
No. Both the basic authority for local
governments and the limitations discus-
sed so far are the same regardless of the
form of assistance being provided. Con-
tracts, grants, appropriations, and in-
kind contributions (such as donations of

property or land, procedures for which are discussed at ques-
tion 17) are all subject to the same limitations. In effect, each
of these involves an expenditure of public funds. A few differ-
ences among these forms of expenditure are worth noting,
however.

Grants. Although grants and contracts often are thought of
separately, a grant is really a kind of contract. It involves the
public agency’s providing funds in exchange for a promise by
the grantee to carry out certain prescribed activities or to pro-
duce particular results. 

There are, however, some practical differences between
grants and other types of contracts. The process for awarding
grants is usually different from the process for awarding other
kinds of contracts. Competition is typically structured differ-
ently, and in many cases a grant may describe the required per-
formance in less detail than other contracts. 

Another important difference is that local government
grants often involve “pass-through” funds from the state or
federal government. Funds and eligibility standards for these
grants originate with the state or federal government but are
awarded at the local level. These types of grants may require
that the local government include reporting, accounting, and
other requirements and that it use specified procedures for
awarding the grants. With other kinds of contracts, the local
government has more discretion to include terms and require-
ments as it deems appropriate. 

Appropriations. Like a grant or other contract, a direct
appropriation may be made to a nonprofit organization to
carry out any activity for which the local government is autho-
rized to spend money. An appropriation is a budgetary action

The city has authority to provide and
appropriate funds for recreation pro-
grams under G.S. 160A-353. YMCAs
typically provide at least some types of
recreation programs that would fall
within this authority. 

The YMCA also may conduct
programs for young people to deter
delinquency or crime. Support for
these programs could be justified
under the city’s general ordinance-
making authority to protect the 
health, safety, and welfare of its
citizens (G.S. 160A-274). 

On the other hand, the YMCA may
conduct programs that are religious in
nature or that are otherwise outside
the statutory authority or other limits
of the city’s power to appropriate

funds. If the city provided funds
through a contract, it could limit the
use of the funds to activities that fall
within its authority. Establishing limits
is harder to do with a contribution to
support the construction of new
facilities. Although no case provides
guidance on this question, it seems
reasonable that as long as the city
obtains a contractual promise from the
YMCA that it will use at least some
part of the facility to conduct programs
that are within the scope of the city’s
authority, the contribution to the
building is a lawful expenditure. The
fact that other parts of the building will
be used for purposes outside the city’s
authority is probably not a bar to
making the contribution.

ASSISTANCE TO A YMCA
The local YMCA is seeking contributions to fund the construction of a
new facility. May the city contribute funds for that purpose?



DIG (Durham Innercity Gardeners) teaches youths to tend a
garden and market produce. It is a project of SEEDS (South-
eastern Efforts Developing Sustainable Spaces), a nonprofit
that receives some funds from the Durham County government.

that involves the governing board’s approving the expenditure
of funds for a particular purpose.12 Although an appropriation
may not be accompanied by the same paperwork as grants and
other contracts, it really should be treated in the same way. In
jurisdictions that require private entities to submit proposals
when they are requesting appropriations, the proposals should
form the basis for the obligations that bind successful appli-
cants, along with any other conditions that the local govern-
ment may impose (examples of these conditions are discussed
at question 15). In practice, an appropriation is likely to be less
specific than a grant or other contract. It may simply take the
form of a lump-sum payment by the local government to the
nonprofit organization. However, the legal limitations dis-
cussed at questions 1–4 still apply. Therefore the local govern-
ment and the nonprofit organization must take care to ensure
that the funds are used only for purposes that the local govern-
ment has authority to support.

Contracts for services. As noted, a grant or an appropriation
may take the form of a contract. In addition, local govern-
ments may contract for services with nonprofit organizations
in the same way that they contract with other private entities
to provide specific services, such as transportation or day care.
These contracts may be made through the unit’s regular con-
tracting process, rather than through a competitive budgeting
or grants process, and will have the same terms and conditions
as those regularly imposed on the unit’s service providers. 

8. How does a local government decide which nonprofits 
it will support? 
The decision-making process varies widely among local gov-
ernments in North Carolina. In some jurisdictions the governing
board appoints a committee to evaluate requests for support
from nonprofit organizations as part of the budget develop-
ment process. Other jurisdictions handle these requests in-
formally, on a case-by-case basis. 

If the form of support is an appropriation or a donation of
property (see the discussion at questions 7 and 17), the local
governing board must ultimately make the decision. However,
many contracts, especially service contracts, may be awarded
by the manager or department staff under a delegation of
authority from the governing board (see the discussion at
question 11). There is no legal requirement that support for
nonprofit organizations be centralized or coordinated. The
decision-making process is more likely to be determined 
by the type of support that the nonprofit seeks (appropria-
tion, grant, or contract for services) than by the fact that a
nonprofit is involved.
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One of the difficulties with contributions to United Way is
that it works with many different organizations, some but
not all of which carry out purposes that local governments
may legally fund. For this reason a local government should
earmark a contribution to United Way to guarantee that
the funds will be used only for organizations that are with-
in the scope of the unit’s authority. An alternative would be
for the local government to make the contribution directly
to those organizations rather than through United Way.

ASSISTANCE TO UNITED WAY

May a local government make a donation 
to United Way?
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9. Must all agreements between local governments and
nonprofits be reduced to written contracts with original
signatures?
No, but it is a good idea to reduce the common understanding
between the parties to writing in order to avoid conflicts in
performance and administration of the project or the activity.
Several statutory provisions require certain kinds of contracts
to be in writing. A state statute requires all contracts by cities
to be in writing but provides that the governing board may
“ratify” (approve after the fact) contracts that fail to meet this
requirement.13 Another law requires contracts of $500 or
more for the sale of goods to be in writing, but again, there are
exceptions recognized in the law.14 

The courts have long recognized that the most important
issue in determining whether an enforceable agreement exists
is whether there is proof that the party against whom enforce-
ment is sought intended to be bound by the agreement. The
easiest way to prove that is to present something in writing,
signed or otherwise authenticated by that person.15 Oral agree-
ments, even when allowed, may be difficult to enforce.

Recently enacted federal and state laws provide legal recog-
nition of electronic contracts and signatures.16 So even when a
contract is required, it does not necessarily have to be a piece
of paper with an original signature.

10. Is it true that local governments may not enter into a
contract that extends beyond the current fiscal year? Is there
any limit to the length of time for which a local government
may contract?
The answer to both questions is no.
Although local governments operate on a
year-to-year budget, state law specifically
authorizes them to enter into contracts
for a term that extends into subsequent
fiscal years.17 State law also makes clear
that when a local government does enter
into a contract that obligates it to make
payments in a subsequent fiscal year, the
governing board is legally obligated to
budget the funds necessary to pay those
obligations in each subsequent fiscal
year.18 Although state law does not specif-
ically require all continuing contracts to
be approved by the governing board, in
light of the obligation that these contracts
place on the budgeting decisions of the
board, it may be advisable to seek gov-
erning board approval. 

There does not appear to be any limi-
tation on the term for which a local
government may contract, except that a
contract that does not state a term will
probably not be interpreted to be perpet-
ual. Instead, a court would most likely
interpret the contract to be for a “reason-
able term” as indicated by the purpose of
the contract and the apparent intent of
the parties.19

11.What procedures apply to contracts between local
governments and nonprofit organizations?
It is hard to account for every procedural requirement that
might apply to a particular contract. Following is a discussion
of the most common requirements to consider.

Governing board approval. The governing board of a local
government has the basic authority to act for the unit.20 This
means that the authority to make contracts (and grants and
appropriations) rests with the governing board. Unless a sta-
tute specifically requires the board to act, however, the board
may delegate the authority for these actions to an appointed
officer within the unit.21 The governing body must make bud-
getary decisions, including appropriations to nonprofit organi-
zations. Decisions on grants or other contracts generally may
be made by the governing board or may be delegated to the
manager, a department head, or another appointed official 
or board. 

It is important for a nonprofit contracting with a local gov-
ernment to make sure that the person or the board that
approves the contract has the legal authority to do so. A con-
tract made on behalf of a local government by someone who
does not have authority to act on its behalf is not enforceable,
even if the nongovernmental party (the nonprofit) reasonably
believed that the person or the board did have authority.22

Competitive bidding.23 For North Carolina local govern-
ments, only two categories of public contracts require bidding:
(1) contracts for construction or repair work and (2) contracts for
the purchase or lease-purchase of apparatus, supplies, materials,

A key consideration in analyzing
whether a local government may pro-
vide support in this circumstance is
whether the nonprofit provides a ben-
efit to the citizens of the local govern-
ment (see questions 2 and 3 of the
main article). It does not matter where
the nonprofit is located, as long as
there is a benefit enjoyed by the citizens
of the supporting local government. 
In addition, it is not necessary that all
citizens within the jurisdiction benefit.
As long as the facility or the program is
open to all citizens and there is some
actual or expected participation or
benefit by citizens of the supporting
jurisdiction, the expenditure is lawful.
The local board, of course, has the
discretion to decide whether the likely
participation justifies the financial
support and, if so, in what amount. 

The program also must be one for
which the local government has
authority to appropriate funds. For
example, cities do not have authority
to support county volunteer fire de-
partments that provide fire services
only in the unincorporated areas of the
county. On the other hand, if there is
an agreement between the city and
the volunteer fire department for
mutual aid or some other service that
benefits residents of the city, a contri-
bution will be legally justifiable. Apply-
ing these principles to the original
question, since a local government has
authority to provide shelter for the
homeless (see G.S.157-9), it may
support a shelter located in another
jurisdiction as long as citizens of the
local government will derive some
benefit from it. 

ASSISTANCE TO A NONRESIDENT NONPROFIT

May a city contribute money to a nonprofit that provides services
outside the city’s jurisdiction? For example, may a city support a
nonprofit that operates a homeless shelter located outside the city?



or equipment.24 The specific procedures required for these con-
tracts depend on the estimated amount of the expenditure.25

Contracts that do not fall within these two categories or that
fall below the minimum dollar thresholds do not require bidding.
Most contracts with nonprofit organizations involve services
and are not subject to the competitive-bidding requirements. 

Many local governments seek competition even when they
are not required to do so. This is certainly a good strategy if
there is competition for the desired service. It promotes fair-
ness and encourages competitive pricing. When local govern-
ments seek competition at their own option (rather than under
state law requirements), the terms of the competition, includ-
ing the basis for award of the contract, may be established in
the discretion of the local unit. The unit may award the con-
tract to the bidder who best meets the needs of the unit, rather
than the one who submits the bid with the lowest price.

Contracts or grants that involve state or federal funds may
have additional bidding requirements with which the local
government must comply as a condition of receiving the funds.

Fiscal approvals. State law requires contracts by local gov-
ernments to be “preaudited” to ensure that (1) the obligation
created by the contract is supported by an appropriation (in
other words, that the board has authorized the money to be
used for the contracted purpose) and (2) uncommitted funds
remain in the budget sufficient to pay the obligation.26 This
requirement is carried out through a “preaudit certificate,” a
written statement signed by the finance officer that the two-
part test (the preaudit) has been conducted. The statement
must appear on every contract. According to the statute and to

cases applying it, if a contract does not contain the preaudit
statement, it is void and may not be enforced by either party. 

If a contract involves a financing agreement (a kind of tran-
saction that involves a borrowing of money by the local gov-
ernment or payment over time for an asset), additional approvals
—for example, by the state Local Government Commission—
may apply.27

12. Is a local government required to determine whether it
can provide the service in house before contracting with a
private entity to provide the service?
No, although some may do so as a matter of local discretion.
There is no legal requirement or preference for performing
functions or delivering services using public employees rather
than through contracts with private entities. When the bidding
requirements apply (see the discussion on competitive bidding
at question 11), the local government is required to give the
private sector the opportunity to contract. In addition, some
units of government have privatization or managed-competition
programs in place, under which the units systematically compare
the cost and the desirability of using the private sector with the
cost and the desirability of public delivery. These programs are
implemented as a matter of local policy, however, and are not
mandated by law.

13. Do all the principles discussed so far also apply to
contracts with for-profit organizations?
Yes. As a general rule, the subject of a contract, not the entity
with whom the contract is made, is the most important consid-
eration in determining whether the local government has the
authority to make the contract. The procedural requirements
and other limitations are the same, regardless of the profit sta-
tus of the contracting entity. The fact that an entity receiving
support from a local government is a for-profit organization
may feature prominently in the analysis of whether the expen-
diture meets the public-purpose requirement, but the legal stan-
dard that a court would apply is the one discussed at question
2. Furthermore, a private for-profit entity is less likely than a
nonprofit organization to be limited in its use of public funds.
For example, a nonprofit organization will be prohibited from
using public funds for religious or other purposes for which
funds may not legally be appropriated.

14.What are some other ways in which a nonprofit’s contract
with a local government differs from a nonprofit’s contract
with a private entity?
A nonprofit should be prepared for the open and public nature
of the public contracting process, which may not be present
when the nonprofit contracts with private entities. When a lo-
cal government board makes a decision on a contract, a grant,
or an appropriation, that decision must be made in an open
meeting. The board generally does not have the legal authority
to conduct its discussion of this type of transaction in a closed
session. There are a few exceptions to this rule, such as when
the acquisition of property by the local government is involved
or when the matter relates to litigation or something that is
covered by the attorney-client privilege.28

In addition, all the documents associated with the transac-
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Both cities and counties have authority to support affordable
housing, including through the conveyance of real property.1

Of course, if the conveyance is without monetary considera-
tion, there must be a promise in exchange for the property
that it will be used for a public purpose. Even though a 
private individual will benefit from the new house, it is
generally understood that the community as a whole 
benefits from having affordable housing available and from
improving the living conditions of its citizens. Under this
reasoning a court would likely uphold the contribution of
funds or property to Habitat for Humanity, an organization
that is dedicated to the goals just described and whose
programs are designed to ensure that the benefit will go 
to people who are truly needy.

ASSISTANCE TO HABIT FOR HUMANITY

May a local government donate land to Habitat for
Humanity, which will use it to build a house for a
private individual to own?

Notes
1. G.S. 153A-378 (counties); G.S. 160A-456(b) (cities). See the

discussion in DAVID M. LAWRENCE, LOCAL GOVERNMENT PROPERTY

TRANSACTIONS 138–39 (2d ed., Chapel Hill: Inst. of Gov’t, The Univ. of
N.C. at Chapel Hill, 2000).
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tion, including proposals, correspon-
dence, and contract documents, are pub-
lic records.29 Again, there are a few excep-
tions. Documents constituting trade
secrets as defined by state law that are a
part of a bid proposal may be confiden-
tial and excluded from public access.30 In
addition, tax returns and some financial
information of a private organization
may be covered by one or more excep-
tions to the public records law.31 It seems
unlikely, however, that any of these excep-
tions would apply to contracts typically
entered into by nonprofit organizations,
because their tax information already is
subject to public scrutiny. Thus a non-
profit organization should assume that all
or most of the documents held by a local
government in connection with the non-
profit’s work with that government are
subject to public inspection.

15.What requirements are imposed 
on a nonprofit when it contracts with 
a local government?
Although relatively few legal require-
ments automatically apply to a nonprofit
by virtue of its contract with a local gov-
ernment, the local government may im-
pose requirements on a nonprofit through
the contract itself or otherwise, as a con-
dition of receiving the funds. As a general
rule, a nonprofit’s receipt of public funds
does not make it subject to the rules that
govern public agencies, such as those per-
taining to bidding, public personnel, pub-
lic records, and open meetings. Only when
the nonprofit is significantly controlled
by the public agency have the courts 
extended these types of requirements to a
private nonprofit entity.32

Some examples of requirements that
do apply or might be imposed follow.

Fiscal accounting. State law specifically
authorizes local governments to require
that a nonprofit that receives $1,000 or
more in any fiscal year have an audit performed for the fiscal
year in which the funds are received.33 Local governments also
may be responsible for administering state or federal programs
that contain fiscal accounting requirements. Finally, a local
government may require nonprofits to account for funds they
receive, in whatever manner the local government deems
appropriate as a condition of providing funds. A nonprofit that
receives funds under a grant, a contract, or an appropriation
that contains this requirement is legally bound to comply with
it. When fiscal accounting is not required by state or federal law,
a local government has flexibility in designing the reporting
requirement, and should consider ways of requiring account-

ability that strike a balance between the government’s needs
and the nonprofit’s capacity (see the sidebar, page 43). 

Conflicts of interest. As noted at question 16, state law
prohibits a public official who has responsibility for contract-
ing, from benefiting from a contract with the unit of govern-
ment that he or she represents. A person who contracts on
behalf of a nonprofit (and who is not a public official) is not
subject to this law, even when funds that came from a public
entity are being spent. A local government may, however, 
require a nonprofit organization to adopt a conflict-of-interest
policy as a condition of receiving a contract, a grant, or an 

May a local government enter into an exclusive contract with a faith-
based organization to provide job placement if the organization is the
only one in the area that can provide the services?

Yes, under limited conditions. Neither federal nor state law absolutely prohibits a
local government from contracting with a faith-based organization to be the sole
provider of services in a particular area. However, beneficiaries of the services are
entitled to an alternative provider if they object to the religious character of the
sole provider. If someone objects, the local government must itself provide the
services to those who choose not to participate with the religious organization, 
or engage an acceptable provider outside the area to provide an equivalent and
accessible service in a timely manner.

May a local government make funds to build houses available to some
nonprofits but refuse to make such funds available to a qualified church
group because of its religious character?

No. If the local government elects to involve nonprofit providers in the delivery of
services, then it may not automatically exclude providers because of their religious
character. In a recent case, the Fourth Circuit Court of Appeals wrote,

We recognize the sensitivity of this issue, and respect the constitu-
tional imperative for government not to impermissibly advance
religious interests. Nevertheless, by refusing to fund a religious
institution solely because of religion, the government risks discrimi-
nating against a class of citizens solely because of faith. The First
Amendment requires government neutrality, not hostility, to
religious belief.1

May a local government require as a part of its contract with a faith-
based institution running an abstinence program for teenagers that the
advisory council reflect the diverse demographics of the community?

No. A series of specific constitutional protections would prohibit such a
requirement. Faith-based providers may not be required to alter their form of
internal governance to be eligible for participation in a government program. The
structural form of a religious organization often is dictated by religious doctrine,
and “ecclesiastical polity” (the political organization of a church) is protected by
the state and federal constitutions.

Notes
1. Columbia Union College v. Oliver, ___ F.3d ___ (No. 00-2193, June 26, 2001) [state

funding case finding adequate safeguards against diversion of money to sectarian use under
Mitchell v. Helms, 530 U.S. 793 (2000) ].

ASSISTANCE TO FAITH-BASED ORGANIZATIONS

Continued on page 42
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The Establishment Clause of the First Amendment to the U.S.
Constitution ultimately controls the legality of contracts with
faith-based organizations. It dictates that “Congress shall make
no law respecting an establishment of religion.” Although some
have viewed the First Amendment as a wall of separation
between the government and religion, the courts never have
interpreted it so literally.1 This sidebar addresses the tests
employed by the courts to assess the legality of government
contracts with faith-based organizations.

The Lemon Test
The only recent U.S. Supreme Court case considering the 
legality of public contracts with religious organizations is
Bowen v. Kendrick.2 In Bowen the Court upheld the consti-
tutionality of the Adolescent Family Life Act (AFLA), which
offered federal grants to public and private (including
religious) agencies to curtail teenage sexuality and pregnancy
and to assist unwed mothers. The Bowen Court applied a
three-part test that it had set forth in Lemon v. Kurtzman for
determining when a governmental practice violates the
Establishment Clause. Under Lemon a local government may
contract with a faith-based institution if the contract (1) has a
secular purpose, (2) has a primary effect of neither advancing
nor inhibiting religion, and (3) does not create an excessive
entanglement between the government and religion.3

Although the Supreme Court has modified the Lemon test, it
still appears to set the parameters for analyzing government
contracts with religious institutions.

Secular Purpose
In considering whether a contract has a secular purpose, the
courts may ask whether the government “has abandoned
neutrality and acted with the intent of promoting a particular
point of view in religious matters.”4 The Bowen Court
deferred to Congress’s declaration that the legitimate secular
purpose behind the AFLA was the elimination or the reduc-
tion of social and economic problems caused by teenage
sexuality, pregnancy, and parenthood.

Similarly, courts will usually defer to a local government’s
sincere articulation of a secular purpose. However, when
there is no question that the purpose behind the contract is
either to endorse or to disapprove religion, courts will find
the contract to violate the First Amendment.5

Primary Effect
The “primary effect” prong of the Lemon test focuses on the
effect of the local government’s action, irrespective of pur-
pose. If the primary effect is to advance or inhibit religion, the 
action is unconstitutional. The Bowen Court concluded that 
the primary effect of the AFLA was not to advance religion. 
Although many of the “necessary services” mentioned by the

AFLA involved education or counseling, areas in which
religious organizations might arguably infuse “proselytization”
(efforts to convert clients to their beliefs), the Court found
“nothing inherently religious about these activities.”6

The second prong mandates that local governments not
show favoritism for religion or among religions, or discrimi-
nate against religion. In determining the effect of the local
government’s action, a court may look to factors such as
whether the aid is available to religious and nonreligious
organizations alike, whether the aid to religious organizations
is direct or indirect, and whether the religious organizations
would likely divert the aid to advance religion.7

Excessive Entanglement
The “excessive entanglement“ prong of the Lemon test pro-
hibits governments from excessive entanglement in religious
affairs. Local governments risk excessive entanglement when
they become partners with organizations in programs that
are pervasively religious. If the programs require obedience to
religious dogma, mandatory attendance at religious services,
and study of a particular religious doctrine, local governments
should beware. To ensure that their funding is not used to
advance religion, they must engage in ongoing surveillance 
of the programs, which may well constitute excessive 
entanglement. In Bowen the Court acknowledged that 
grant monitoring might require a review of the educational
materials or a visit to the site, but it summarily dismissed the
idea that such inspections would intrude on religion. Because
no grantees were presumed to be “pervasively sectarian,” the
Court found intensive monitoring unnecessary. 

The form of aid and the funding process also may result in
excessive entanglement. Although there is no prohibition
against annual funding to religious organizations, the risk of
entanglement is lessened when a payment is one-time.8

A final concern in determining excessive entanglement is
the possibility of political divisiveness. To date, this concern
has been confined to cases in which a government pays
direct financial subsidies to parochial schools or to teachers in
parochial schools.9 However, with the increased incidence
and criticism of government partnerships with religious
organizations, the concern soon may be raised in other types
of cases.

Other Tests
In addition to using the Lemon test, courts may analyze
challenges to government contracts with religious organiza-
tions under an endorsement test, a neutrality test, a coercion
test, and a free-speech test.10 Because the Supreme Court
has not mandated that courts use a particular test when
analyzing Establishment Clause cases, courts are free to select
the test that best fits the case.

CONTRACTS WITH FAITH-BASED ORGANIZATIONS
ANITA R. BROWN-GRAHAM
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The endorsement test requires courts to consider the fol-
lowing: (1) “whether the government [subjectively] intends to
convey a message of endorsement or disapproval of religion”
and (2) whether the government practice actually has had
“the effect of communicating a message of government
endorsement or disapproval of religion.”11

The neutrality doctrine demands that the government
remain neutral toward religion. In 1995 the Supreme Court
relied on this doctrine to declare that, by failing to provide
school funds to a religious student group in a limited public
forum, the University of Virginia engaged in discrimination
against viewpoints and violated the students’ free speech
rights.12

The coercion test makes clear that “government may not
coerce anyone to support or participate in religion or its
exercise, or otherwise act in a way ‘which establishes a [state]
religion or religious faith, or tends to do so.’”13 Clearly, a
Welfare-to-Work program that is mandated by the county
would run afoul of this test if participation was mandatory
and the only service provider was a religious organization that
made its religious tenets a core of its program. 

The free-speech test requires governments that provide
public funds to groups to refrain from showing a preference
between religious and nonreligious groups.14

Other Authorities
In considering the limitations on a local government’s ability
to contract with a faith-based organization, officials also
must take the North Carolina Constitution into consideration.
Article I, Section 13, states that “all persons have a natural
and inalienable right to worship Almighty God according to
the dictates of their own consciences, and no human
authority shall, in any case whatever, control or interfere with
the rights of conscience.” Although the state and federal
constitutional provisions are not identical, state courts have
said that the two provisions secure similar rights. Thus, cases
involving the state constitution are usually analyzed using the
federal tests discussed earlier. 

Despite similar analyses a challenge to a local government’s
contract with a religious organization may come under the

federal or state constitution, or both. For example, the North
Carolina Supreme Court recently struck down a state law that
provided a tax exemption for religious or Masonic organiza-
tions operating homes for senior citizens but denied the
benefit to secular institutions offering the same services.15

The court found that the provision violated both the state
and the federal constitution.

Finally, federal or state law may impose nondiscriminatory
restrictions on a faith-based institution that receives funds.
For example, the Personal Responsibility and Work Oppor-
tunities Reconciliation Act of 1996, which coined the now-
popular term “charitable choice,” provides that, although
states and local governments may use federal Welfare-to-
Work funds to contract with religious organizations to
provide services, (1) those funds may not be expended for
sectarian worship, instruction, or proselytization; (2)
participants must be provided with notice that they have a
right to an accessible, nonsectarian alternative; and (3)
voluntary programs must be truly optional.16
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appropriation from the local government. This has become a
common requirement for state grants to local governments
and also may be a requirement for state or federal pass-
through grants or contracts awarded by local governments.

Purposes for which funds or property may be used. As
noted at questions 1 and 2, a major limitation imposed on a
nonprofit that accepts public funds is that the funds be used
only for the purpose for which they were awarded. This is a
particularly important limitation for faith-based organizations
but applies equally to others. This limitation does not neces-
sarily mean that each dollar must be traced, but it does mean
that the nonprofit organization must be prepared to account
for the use of the money and to show that the terms of the con-
tract, the grant, or the appropriation have been met, and that
the funds have not been used for a different, unauthorized pur-
pose. As noted at question 17, if a local government donates
property to a nonprofit, it must ensure that the property is
used only for purposes for which the local government may
appropriate funds.

16.What about conflicts of interest? For example, if a county
commissioner also serves on the board of a nonprofit, is the
county legally barred from contracting with that nonprofit?
State law makes it unlawful for a public official to benefit
from a contract with the unit he or she represents.34 For ex-
ample, a local government generally may not contract with a
business owned by one of its board members. A number of
exceptions apply, however, including one that allows a limited
amount of contracting in small jurisdictions.35

The conflict-of-interest laws do not apply if the public offi-
cial does not receive any financial benefit from the contract.
Also, a public official is not considered to have an interest in a
contract if he or she is an employee, rather than an owner, of
the entity that contracts with the local government. So it is
legal for a local government to contract with or provide other
support to a nonprofit when a member of the local govern-
ment’s board is a volunteer (unpaid) member or salaried
employee of the nonprofit board. In addition, it is legal under
the “employee” exception for a local government to contract
with a nonprofit whose paid executive director also is a mem-
ber of the local government board, provided that the local
government complies with the statutory requirements for
approving contracts under that exception.36

The board members and the employees of both the local
government and the nonprofit always must consider the non-
legal issues that might arise when a person is involved on both
sides of a contract. There may be negative publicity from this
type of transaction, and citizens as well as members of the
nonprofit may question whether the board member or other
person can adequately execute his or her responsibilities to
both organizations, especially if a conflict was to arise over the
contract. Thus even when the law does not prohibit a contract,
avoiding it may be advisable if an ethical issue or perception of
conflict of interest might arise.

Other kinds of connections might exist between a local
government official and people who are involved with a non-
profit that wishes to contract with the local government.

Relatives or spouses of public officials from a particular local
government are not legally barred from doing business with
that nonprofit, but government officials and nonprofit staff
should weigh the possibilities of negative publicity, public per-
ception, and difficulty in administration before they enter into
these types of undertakings.

17. May a local government donate property to a nonprofit
or provide other in-kind support of nonprofit activities?
Yes. Subject to the requirements of public purpose and statu-
tory authority, discussed at questions 1–3, local governments
may provide in-kind support of whatever nature they choose.
This includes not only the sale or the donation of property but
also technical support or other assistance that may be provi-
ded using the unit’s employees, building space, land, or equip-
ment. Although the state constitution generally prohibits a
local government from giving public money or property to a
private person or entity,37 North Carolina court cases have rec-
ognized that a promise to use property for a public purpose is
legally sufficient consideration to support its conveyance.38

This means that as long as the proposed use is one for which
the local government has authority to spend money, the local
government may provide in-kind support as an outright dona-
tion in lieu of or in addition to a cash appropriation. The local
government also may convey property at less than fair market
value in exchange for cash or a promise of public services.
Finally, the local government may choose to sell property to
nonprofit organizations using the procedures designed to get
fair market value, in the same manner as it would for (and in
competition with) other private entities.

There is a special statutory procedure under which local
governments may convey property to nonprofit entities with-
out having to receive competition from other private entities.
Under G.S. 160A-279 a city or a county may convey property
to any entity that carries out a public purpose for which a local
government has authority to appropriate funds.39 Convey-
ances under this statute must be approved by the governing
board. Notice of the proposed action must be advertised, and
the unit must wait ten days after the notice is published before
completing the transaction.40 The statute also requires that the
local government place conditions on the conveyance to
ensure that the property will be put to a public use. In the case
of real property, the condition could be embodied in a deed
limitation providing that the property reverts to the govern-
ment if it ceases to be used for a public purpose. For personal
property the condition would likely take the form of a con-
tractual agreement with the recipient, who promises to return
or pay fair value for the goods if the use changes. Property
acquired through the exercise of eminent domain may not be
conveyed under this statute.

There are other statutory authorizations for donations of
property for specific purposes. For example, state law specifi-
cally authorizes local governments to sell or donate real prop-
erty to volunteer fire departments or volunteer rescue squads
that provide services to the local government.41 State law also
sets out procedures for conveying surplus automobiles to enti-
ties that will convey them to Work First participants, subject
to certain limitations described in the statute.42 Further, state
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Requiring nonprofits to account for their use of public funds
is standard practice. The most common form that this
requirement takes is an audit. An audit, however, is a very
limited tool for obtaining accountability. Technically an audit
is an independent verification that financial statements
follow generally accepted accounting principles. It does not
provide information about how funds have been used, nor
does it measure what results have been achieved. 

To be useful, accountability measures should be incor-
porated into the contracting process before and during the
contract. Also, they should be designed to ensure that the
desired outcomes of the contract are achieved.

Two key aspects of a local government contract with a
nonprofit affect the type of accountability measures that are
appropriate: nature and size. 

Nature of the contract: a purchase of services or
general program support. Accountability measures for a
contract to purchase services from a nonprofit should be
tied to the services to be delivered. Such measures may be
similar to those that would be required in contracts with for-
profit entities. Contracts to provide more general program-
matic support, however, are likely to demand a different
type of accountability. Thus a grant to a local arts organiza-
tion to promote cultural activities in the community should
be treated differently than a contract to provide meals or
transportation to needy people. (For an illustration of dif-
ferent outcome measures for these two types of contracts,
see the bulleted item titled “Develop performance-based
contracts.”)

Size of the contract: one size doesn’t fit all. Account-
ability measures should be consistent with the level and the
type of support involved. A contract that involves a small
amount of money may not justify detailed accountability
measures. For example, a small, inexperienced nonprofit
may seek funds for a service that is important to the
community, and it may be the sole provider of that service
—such as a mission that provides shelter or food for the
homeless. In such a case, taking some risk with a small
contribution of funds may be justifiable, weighing the lack
of a competitive market, the strong need for the service,
and the limited investment involved against the potential
instability associated with the nonprofit. 

With these factors in mind, local governments should
consider taking the following steps to increase the
effectiveness of local government contracts with nonprofits.

• Evaluate capacity: Determine whether the nonprofit
has the capacity to carry out the contract before en-
tering into it. Obtain information about staff resources,
experience, prior contracts or projects completed,
references, and current funding. As noted earlier, the
extent of this evaluation should be based on the size
and the type of contract. In addition, in determining
whether the contracting option itself is the most de-
sirable arrangement, the local government should con-
sider its own capacity to monitor the contract. Neither
party benefits if the contract requires nonprofits to pro-
vide information that the local government does not have
the capacity to review and evaluate in a timely manner.

• Develop performance-based contracts:  Contracts
should identify the outcomes that the nonprofit will be
responsible for delivering. These may be defined quite
specifically (for example, “Provide two meals a day to 
an average of 200 people per day”) or stated in more
general terms (for example, “Promote downtown
development through support of cultural events
downtown”), but both parties should have a common
understanding of what they expect the nonprofit to
produce. Ideally these results would be priorities for the
local government and be agreed on by both parties.
They are best if jointly developed, and expressed in
writing in terms that minimize the need for clarification
or interpretation during the contract period. 

• Monitor during performance: Develop milestones
and interim dates for monitoring performance. 
Such benchmarks allow both parties to evaluate the
contract and identify trouble spots early in the process.
Consider developing periodic reporting requirements,
which may be used as a basis for making partial or
progress payments for work completed. This benefits
nonprofits, which often have cash flow problems 
and cannot afford to wait until the end of the 
contract period to be reimbursed for their expenses. 
It improves their ability to meet their obligations under
the contract.

ACCOUNTABILITY: IT’S MORE THAN AN AUDIT

law authorizes a local government to donate to a 501(c)(3)
nonprofit any bicycles that are held by law enforcement agen-
cies and that remain unclaimed after notice has been provided
according to the statute.43

Local governments also may include nonprofit organiza-
tions and their staff in other activities. For example, a local
unit might include nonprofit staff in its training programs or
use its purchasing power to purchase goods or services on be-
half of the nonprofit for use in programs that the local govern-

ment has authority to fund. Further, a local government may
make the expertise of its staff available to the nonprofit as a
form of in-kind assistance that might save money for both the
local government and the nonprofit. In each case the basic legal
limitations on these types of in-kind assistance are the same as
those discussed at the beginning of this article. If the activity of
the nonprofit is one that the local government has legal au-
thority to support, it can provide in-kind support in a wide
variety of ways.
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Chapel Hill, 2000).
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Conclusion

Nonprofit organizations have cooperated with the public sector
since colonial times to provide food, medical care, and social
services to those in need. The recent movement toward 
enhancing that partnership presents both opportunities and
challenges. To many local governments, reducing agree-
ments to written contracts only serves to codify an existing
relationship. For others it requires a new level of detail and
accountability. In either event the contract provides important
parameters for both the local government and the nonprofit

organization. Contracts should focus on the services to be pro-
vided but also must be consistent with state and federal law.
The legal parameters take on constitutional dimensions when
questions regarding the freedom of religion or speech arise.
Without the guidance and protection of a good contract, a
local government funder and its nonprofit partner may run
into legal or practical problems despite their shared good
intentions. Working within the limitations discussed in this arti-
cle, local governments and nonprofits can continue and
expand their collaborative efforts to improve the lives of the
people in their communities.
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