Honest services cases

“The line between permissible courting and improper use of gifts to obtain behind-the-scenes influence by an official is not always an easy one to draw, but one draws close at one’s peril.”[2]
Corruption indictments rose more than 40% in the past two years.[3] Since its establishment in 2002, the Department of Justice (“DOJ”) Corporate Fraud Task Force has obtained more than 1,063 corporate fraud convictions, many of which implicate the honest services mail and wire fraud statute.[4] Indeed, corruption is one of the DOJ’s top priorities for the years 2007-2012, ranked just below “fighting terrorism” in importance. Additionally, in each year since 1987 the DOJ averaged over 1,200 convictions of public officials and private persons.[5] Similarly, the FBI ranked public corruption as the FBI’s fourth most important investigative priority, beneath only terrorism, espionage, and cyber crimes.[6]
Although investigations involving public figures such as Jack Abramoff, [7] Congressmen William Jefferson, and Randy “Duke” Cunningham are the most visible manifestation of this trend, the vast majority of these cases involve private citizens and businesses, often (but not always) in their interaction with government officials, and most receive little or no press attention. 

Congressional efforts to address public corruption gained significant momentum in 2007. Both the House of Representatives and Senate recently introduced legislation that would provide federal prosecutors and investigators with additional tools for prosecuting public officials.[8] Although that legislation is not likely to be enacted this year, it could well be the basis for legislation in the new Congress and receive the support of the new President, since both major candidates have made ethics and “lobbying reform” cornerstones of their campaigns.

This Article discusses recent developments in the burgeoning field of “honest services” fraud prosecutions, and provides broadly applicable examples of how this statute can impact businesses, public officials, and private citizens.

I. Introduction and Background
Federal mail and wire fraud statutes prohibit using the mail or any interstate electronic transmission in connection with a scheme or artifice to defraud. 18 U.S.C. §§ 1341, 1343 (2008). Congress added 18 U.S.C. § 1346 in 1988 to clarify that a scheme or artifice to defraud can include any effort to deprive someone of the “intangible right of honest services.” 18 U.S.C. § 1346 (2008). 

Although the “paradigm case of honest services fraud is the bribery of a public official,”[9] the statute has been used to address a wide range of conduct that goes beyond the paradigm. As noted below, the circuits have widely differing – and arguably conflicting – views of how the statute is properly interpreted. Because of the expansion of the statute’s reach, the split among the circuits may continue to widen, and the limits of the statute may be difficult to discern. The perilous reality is that a criminal conviction may depend as much on what court hears the case as the alleged conduct itself. 

Some recent examples show the broad use of the statute:

· A company hired a law firm to assist with public policy issues. One of the firm’s employees was a part-time state legislator who could vote on the very issues that the firm was hired to work on, but the legislator himself did not work on that client’s matter. The company was guilty of a conspiracy to deprive the public of the legislator’s honest services because the legal fees were seen as encouragement for future legislation. See United States v. Potter, 463 F.3d 9, 18 (1st Cir. 2006).
· A local housing authority board member knew that he was barred from voting on an issue to which he could personally benefit. Although he did not vote with the board because of a potential conflict of interest, his failure to fully disclose his reasons for doing so rendered him guilty of honest services fraud. See United States v. Hasner, 340 F.3d 1261, 1271 (11th Cir. 2003).

· A basketball coach arranged for transfer students to take courses that will get them admitted to her university. She didn’t tell the university about the assistance she provided, which included helping students cheat on admissions tests. The coach deprived the university of her honest services. See United States v. Gray, 96 F.3d 769, 775 (5th Cir. 1996).

· A company procurement officer negotiated prices with a vendor. Everyone agreed this was the best deal the company could have gotten. The company later discovered that the officer received kickbacks from the vendor. Notwithstanding the bona fides of the deal, the procurement officer deprived the company of his honest services. See United States v. Lamoreaux, 422 F.3d 750, 754 (8th Cir. 2005).

II. Applicability to Conduct Involving Public Officials
In the public context, the honest services fraud statute has been summarized by the following principle: “[p]ublic officials inherently owe a fiduciary duty to the public to make governmental decisions in the public’s best interest. . . . When a public official, instead, secretly makes decisions based on his own personal interests, the official defrauds the public of his honest services.”[10] This principle is tempered, however, by the concept that “[a]ctions which are merely unwise or misguided cannot give rise to criminal liability in the federal courts. There is, in short, an important distinction between conduct which can be regarded as causing a waste of taxpayers’ money, and conduct which is equivalent to theft of taxpayers’ money. An element of venality is a prerequisite.”[11]
A. Violating a Fiduciary Duty Owed to the Public
Because honest services fraud cases are premised in part on a breach of fiduciary duties owed to the public, they have been brought against all types and levels of government officials, be they elected, appointed, “career,” or “political.” See United States v. Woodard, 459 F.3d 1078, 1082 (11th Cir. 2006) (finding that a police officer and his wife deprived the city of the police officer’s honest services when they used confidential information the police officer received through his employment to gain profit for their independent corporation); United States v. Martin, 195 F.3d 961, 964-66 (7th Cir. 1999) (finding that a contractor’s lavish gifts to an employee within the state Medicaid program deprived the state of its right to its employee’s honest services). 

B. What Type of Personal Benefit Is Needed?

Although a personal gain is a requirement of all honest services fraud cases, the extent and type of that gain is sometimes wide-ranging, and not necessarily consistent within particular federal circuits. For example, the Seventh Circuit initially took a more restrictive view of personal gain, holding that some personal benefit must accrue to the duty-breaching individual. See United States v. Bloom, 149 F.3d 649 (7th Cir. 1998) (counseling a client to utilize a proxy bidder at a tax scavenger sale to avoid paying taxes did not benefit the defendant and thus was insufficient to establish an honest services fraud charge). 

Subsequent to Bloom, the Northern District of Illinois held that “personal benefit” could include intangible benefits such as job security to the public official, or even benefits that accrue strictly to third parties. United States v. Sorich, 427 F. Supp. 2d 820 (N.D. Ill. 2006) (holding that a deprivation of honest services can occur “no matter who received the benefit”). In Sorich, city employees manipulated the promotion and hiring system to ensure that those individuals who participated in certain political campaigns were promoted over those who did not. Although amorphous, the increased career security that the organizers enjoyed qualified as a personal benefit they received while depriving the city of their honest services. Id.[12] 

The Seventh Circuit has also held, however, that a raise received by a civil servant was not a sufficient “personal gain” in an honest services prosecution. See United States v. Thompson, 484 F.3d 877, 882-83 (7th Cir. 2006). In Thompson, a government employee oversaw the process for granting government contracts. The low bidder did not rank as high as another bidder on the point system used by the state. The employee used exceptions within the administrative rules to award the contract to the low bidder because she thought her supervisor, a political appointee, would prefer the low bidder for political reasons. The court explicitly rejected Sorich and held that an increase in official salary and feelings of increased job security were not personal benefits. Id. at 884. Thus, even within a federal circuit a split exists as to the nature and breadth of the personal benefit required to substantiate an honest services fraud allegation.

III. Applicability to Private Conduct
The statute’s reach has also expanded to prosecute breaches of civil fiduciary duties. Kickback schemes and self-dealing in the employment context are the most common form of corruption in the private sector.

A. Fiduciary Duties Based on Private, Contractual Relationships
Violating a fiduciary relationship based on a private contractual relationship has been held to constitute honest services wire or mail fraud. United States v. Madrid, 302 F. Supp. 2d 187, 189, 192 (S.D.N.Y. 2003). In Madrid, an investment broker and an officer in a trust company took out a loan in order to invest in various securities, earning a considerable profit. The loan was secured by assets of the trust company’s clients, but the trust company officer did not tell clients that their assets were being used for this purpose, nor did she obtain consent to such use. By failing to do so, the trust company officer violated her professional relationships for illicit personal gain, thus constituting an honest services fraud conviction. Id. at 189, 192. 

B. Breaching a Fiduciary Duty by Failing to Disclose
Self-dealing through a failure to disclose has also been found to constitute honest services fraud. In United States v. Coffey, 361 F.Supp.2d 102, 116, 118-119 (E.D.N.Y. 2005), the defendants used their connections with an alleged organized crime family to secure powerful positions in a large union. These positions gave them control over the process for awarding service contracts, which in turn allowed defendants to make sure that union service contracts went to companies with connections to the same organized crime family. Through the defendants’ influence in the union, the organized crime family maintained control over the shipping business in three major U.S. ports. By failing to disclose their connections to the organized crime family, and by acting in their own personal (and crime family’s) interest instead of the union’s, the defendants deprived union members of their honest services, and the union of its “right to control expenditures without the influence of any mafia connections.” Id at 118-19.

C. Breaching Fiduciary Duties by Receiving Kickbacks
In the private sector, many examples of honest services wire or mail fraud involve kickback schemes.[13] For example, in United States v. Lanas, a claims adjuster and his accomplices were convicted of honest services mail fraud. 324 F.3d 894, 897 (7th Cir. 2003). As a part of reviewing workers’ compensation claims, the claims adjuster had the authority to hire outside private investigators. At his employer’s expense, the claims adjuster arranged to receive a cash percentage back from each private investigator whom he sent work. He further increased his kickbacks by approving payments for services that were never performed and hiring multiple private investigators, who each gave him kickbacks to do the same work. Those involved in the arrangement deprived the company of its right to the claims adjuster’s honest services. Id.

Similarly, in United States v. Boscarino, an insurance agency overcharged the city government for its services. Each year that the city contracted with the insurance agency, the agency paid a referral commission to a local business. In turn, the person who controlled the local business endorsed the commission check to a manager at the insurance agency, who returned half of the money to the businessman. The insurance agency manager breached his fiduciary duties to his employer, thereby depriving the insurance agency of its right to the manager’s honest services. United States v. Boscarino, 437 F.3d 634, 635 (7th Cir. 2006).

D. Must There Be Harm to the Private Employer to Deprive It of Honest Services?
A split in the federal circuits exists as to whether actual harm is required to constitute an honest services fraud. See United States v. Brown, 459 F.3d 509, 519 (5th Cir. 2006) (“[i]n order that not every breach of fiduciary duty owed by an employee to an employer constitute an illegal fraud, we have required some detriment to the employer”); United States v. Lamoreaux, 422 F.3d 750, 754 (8th Cir. 2005) (proof of actual harm relevant to establish intent to defraud rather than an actual element of the offense). 

In Brown, the Court held that there was no detriment to the employer “where an employer intentionally aligns the interests of the employee with a specified corporate goal, where the employee perceives his pursuit of that goal as mutually benefitting [sic] him and his employer, and where the employee's conduct is consistent with that perception of the mutual interest”; such conduct falls outside the scope of the honest services wire and mail fraud statutes. Brown, 459 F.3d at 522. In contrast, the Seventh Circuit held in Lamoreaux that “[t]o be sure, in a business context, proof of actual financial harm to the victim is highly relevant in distinguishing criminal fraud from a mere breach of fiduciary duty. . . . Absent proof of such harm, ‘the government must produce evidence independent of the alleged scheme to show the defendant’s fraudulent intent.’” Lamoreaux, 422 F.3d at 754. 

IV. Conclusion
The concept of what constitutes corruption has changed considerably over the years. Gone are the days when a salesperson can cavalierly “wine and dine” a government official - or a company - in the hopes that it will inure to his or her benefit when a contract is being awarded. Although these most blatant examples of deprivation of honest services are easy to identify, as the government has sought to expand the reach of the statute the boundaries of prohibited conduct have become increasingly unclear. When does a campaign contribution become influence peddling? At what point is a company procurement officer who has known a vendor for 20 years making his or her contract decisions based on that relationship rather than on the company’s best interest? What if the two interests overlap, but not perfectly? The federal government has been and promises to be very proactive in combating such corruption, and answering these questions in the form of increasing prosecutions. The use of the ever expanding and less direct theories of liability noted above shows that this area of the law is ripe for overreaching by the government and challenge by the accused.

How do honest politicians compete in a state where bribery ignored by the law enforcement, condoned by elected officials regardless of whether they participate, and major segments of Alaska’s media brand those who expose corruption as gadflies? 

