January 15, 1997

Wayne L. Ordos, Esq. 

Wilke, Fleury et al.

Twenty-Second Floor

400 Capitol Mall

Sacramento, Ca. 95814

Re:  Your Request for Advice

        Our File No. A-96-296
Dear Mr. Ordos:

This letter is a response to your request for advice under the Political Reform Act (“the Act”)
 on behalf of Kyle Butterwick, the Community Development Director of the City of Laguna Beach, regarding potential financial conflict of interest and disclosure obligations. 

Please bear in mind that nothing in this letter should be construed as evaluation of any conduct which may already have taken place.  Further, this letter is based on the facts you presented to us.  The Commission does not act as finder of fact in providing advice.  (In re Oglesby (1975) 1 FPPC Ops. 71.)

QUESTIONS  

(1)  May Kyle Butterwick participate in any decision presented to the city by Treasure Island Associates regarding the Treasure Island Mobilehome Park?

(2)  What are Mr. Butterwick’s  reporting obligations relative to his investment in MLH Income Realty Partnership VI?

CONCLUSIONS

(1) Income generated by the MLH investment will disqualify Mr. Butterwick from any decisionmaking role in applications filed by Treasure Island Associates, if he received $250 or more in the 12 months preceding a decision affecting Treasure Island.

(2)  Mr. Butterwick need not disclose the investment in MLH on his annual Statement of Economic Interests, since it is below the reporting threshold.  However, he may have realized reportable income from MLH in 1996, which would be disclosed on Schedule D.

FACTS
Investment History


Kyle Butterwick is the Community Development Director of the City of Laguna Beach.  In 1986 he and his wife each established an IRA account with Merrill, Lynch, Pierce, Fenner & Smith, Inc.  The accounts were separate and opened individually under each of their names.  The IRA accounts were invested by Merrill, Lynch in MLH Income Realty Partnership VI (“MLH”), a New York limited partnership whose managing partner is an affiliate of Merrill, Lynch.  MLH’s investment portfolio is registered with the Securities and Exchange Commission under the Security Act of 1993.  It is not known whether these accounts were invested in MLH with the prior knowledge of Mr. Butterwick or his wife.

The two accounts were each opened in the amount of $2,000.  The funds in each account were used to purchase two investment “units,” the minimum investment MLH had established for an IRA.  At the time of this investment, MLH had not yet selected or identified any of the real property it would later purchase.  The expectation was that MLH would soon begin to acquire investment properties, and would turn them over in six to ten years.

In December 1987, the South Laguna area was annexed by the City of Laguna Beach.  In August 1989, MLH acquired a parcel of real property within this area, known as the Treasure Island property.  The acquisition took the form of a joint venture between MLH and an unaffiliated entity which, with MLH, formed a partnership known as Treasure Island Associates.

    
MLH had begun acquiring real property interests in March of 1987, acquiring a total of 19 separate properties by August 1989.  Eighteen of these properties have now been sold, and the Treasure Island property is apparently the last real property asset of Treasure Island Associates.  There is now a mobilehome park on this property.

Kyle Butterwick and his wife have made no further investments in MLH since the original investment of their IRA accounts in 1986.  It appears that over 322,000 investment “units” were sold, of which the Butterwicks continue to hold four.  The present value of the Butterwicks’ investment has been calculated in a number of different ways, with varying results, in a March 1996 account statement by Merrill, Lynch, and in the 1995 Annual Report by MLH.  Over the years, the Butterwicks have evidently received periodic cash distributions from MLH, including proceeds from sales of real property assets.  The 1995 distribution is stated in the Annual Report to have totaled $321.91 per investment unit, which would aggregate to $1,287.64 for the four investment units held by the Butterwicks.  

It is our understanding that some or all of these distributions were funded by the sale of MLH real property assets, all of which have now been sold with the single exception of the Treasure Island property.  The information presented to us also indicates that the Butterwicks have never occupied a management position of any kind in MLH, and that their ownership interest in MLH has never approached ten percent.  The analysis below presumes these facts.

An entity known as Madison Partnership Liquidity Investors I, said to be unaffiliated with MLH or its general partner, is currently seeking to acquire 15,791 of 322,275 MLH investment units still outstanding.  The written offer provides for payment of $35 per unit.  The Butterwicks have reportedly accepted the assignment/transfer agreement included with the offer, and thus have agreed to divest themselves of their interest in MLH for the sum of $140.  The effective date of this transfer was October 8, 1996, according to Mr. Ordos.

The Applications Before the City   

The Laguna Beach Municipal Code requires  approval of a conditional use permit prior to the closure of any mobilehome park.  In May 1992, Treasure Island Associates filed an application with the city for such a conditional use permit.  The application was approved in February 1994.  Several lawsuits have since been filed regarding this decision.  Treasure Island Associates has more recently made application to the city for redevelopment of the Treasure Island property.  Processing of this application has been suspended at the request of Treasure Island Associates.  The city’s Community Development Department, whose director is Kyle Butterwick, is responsible for processing  these applications.

ANALYSIS
A.  Disqualification Issues
1.  General Rule
The Political Reform Act was adopted by California voters through the initiative process in 1974.  The Act regulates certain financial conflicts-of-interest by requiring that public officials, whether elected or appointed, refrain from any participation in governmental decisions involving their personal economic interests.  (Section 81001(b).)  To further this purpose, Section 87100 provides:

“No public official, at any level of state or local government shall make, participate in making or in any way attempt to use his official position to influence a governmental decision in which he knows or has reason to know he has a financial interest.”


A “public official” is defined by the Act to include every member, officer, employee or consultant of a state or local government agency.  (Section 82048.)  Mr. Butterwick is a public official.

A public official has a disqualifying financial interest in a governmental decision, if it is reasonably foreseeable
 that the decision will have a material financial effect on the official or his immediate family, or on one of five economic interests specified the Act.  (Section 87103.)  For purposes of this letter, the two potential interests are: (1) any business entity in which the public official has a direct or indirect
 investment of $1,000 or more (Section 87103(a)); and (2) any source of income
 to the public official aggregating $250 or more over the 12 months preceding the decision.  (Section 87103(c).)

2.  Treasure Island Associates and MLH are Related Businesses

The Commission determines materiality of the effect of a decision on an official’s economic interest, based on whether the interest (income, investment, etc.) is directly involved in a decision or indirectly involved.

  “(b)  A person or business entity is directly involved in a decision before an official's agency when that person or entity, either personally or by an agent:

  (1)  Initiates the proceeding in which the decision will be made by filing an application, claim, appeal, or similar request or;

  (2)  Is a named party in, or is the subject of, the proceeding concerning the decision before the official or the official's agency.

  (3)  A person or business entity is the subject of a proceeding if a decision involves the issuance, renewal, approval, denial or revocation of any license, permit, or other entitlement to, or contract with, the subject person or business entity.”  (Regulation 18702.1.)

At first glance, it would appear that MLH is not directly involved in the application before the City.  However, since MLH (the company holding Mr. Butterwick’s investment) is deemed a “related business entity” of Treasure Island under Regulation 18236(b), and Treasure Island is directly involved, MLH is considered to be the applicant in front of the City.  (See Regulation 18706.)   


Therefore, if Mr. Butterwick is involved in a decision of the City with regard to Treasure Island Associates, and the effect of that decision would have a material financial effect on one of his economic interests, he may not participate.  The next step is to determine whether MLH is an economic interest of Mr. Butterwick.

2.  MLH is Not an Investment Interest, But Still May Be a Disqualifying Source of Income to Mr. Butterwick
Mr. Butterwick and his wife each invested $2,000 in an IRA account with Merryl, Lynch, which placed the funds with MLH.  Since his wife’s interest is Mr. Butterwick’s indirect interest, as noted above, the fair market value of the investment at the time it was made was $4,000.  However, an investment, for purposes of the rules given above, is valued at its present “fair market value.”  (Section 82034.)  The Act’s definition of “fair market value” (Section 82025.5) contemplates the common understanding of California law.  The definition of “fair market value” generally applied in California derives from condemnation law:  

“The fair market value of the property taken is the highest price on the date of valuation that would be agreed to by a seller, being willing to sell but under no particular or urgent necessity for so doing, nor obliged to sell, and a buyer, being ready, willing, and able to buy but under no particular necessity for so doing ....”  (City of San Diego v. Neumann (1993) 6 Cal.4th 738, 756; see also Freeport McMoran Partners v. County of Lake (1993) 12 Cal.App.4th 634, 641 [tax assessment].)


 

Mr. Butterwick has an investment interest in MLH only if his interest is worth $1,000 or more at the time of the decision — the statutory threshold in Section 87103(a).

The written offer to purchase large numbers of investment units in MLH at a price of $35 per unit, so long as it generates willing sellers, appears to constitute the kind of free market transaction that establishes the fair market value of Mr. Butterwick’s interest.  The fair market value of the Butterwicks’ entire interest would amount to $140, a sum that presumably accounts for the prior sale of MLH assets and distribution of the proceeds among the investors.  The disparate values assigned to the investment units by Merill, Lynch and by MLH itself were at most approximations of a market value not determinable (at the time of those reports) through actual transactions, and may reflect  assets no longer held by MLH.  The present investment in MLH, therefore, does not reach the $1,000 threshold of Section 87103(a).  Of course, if it were sold on October 8, 1996, there obviously is no investment interest remaining. 

However, MLH may be a disqualifying “source of income” to Mr. Butterwick.  If he received $250 or more in income from MLH in the 12 months preceding any decision, he will be disqualified from any role in the decisionmaking process.
  You have informed us that income from MLH exceeded this limit in 1995, when MLH reported distributions of $321.91 per investment unit.
  We do not know what portion of this income Mr. Butterwick may have  received over the 12 months preceding this letter, and do not know the date of any upcoming decision relating to Treasure Island.   

3.  Materiality
MLH is “directly” involved in the decision on the Treasure Island application, as discussed above.  If MLH is a source of income to Mr. Butterwick, the next step is to measure the materiality of the decision.  The materiality standard for sources of income directly involved in a decision is set forth in Regulation 18702.1, which provides:

  “(a)  The effect of a decision is material if any of the following applies:  (1)  Source of Income or Gifts ‑ Any person (including a business entity) which has been a source of income to the official of $250 or more ... in the preceding 12 months is directly involved in a decision before the official's agency ....”  

Thus, the materiality test for income is the same as the definitional threshold itself: $250 in income to the official in the past 12 months.  You must, therefore, determine whether Mr. Butterwick has received this amount before the next vote.  We know that he and his wife received $140 in October 1996 from the sale of their shares.  $105 of this is attributable to   

Mr. Butterwick ($70 plus 50 percent of his wife’s income).  If there were other distributions of $145 or more from MLH in the 12 months preceding a vote on the Treasure Island venture, Mr. Butterwick would be disqualified.  

It is our understanding that the 1995 MLH dividends were distributed in the first quarter of 1996.  If this is true, then MLH may presently be a disqualifying source of income to Mr. Butterwick.  Even if this is true, however, MLH will cease to be a disqualifying source of income when twelve months have elapsed since that distribution, assuming that Mr. Butterwick has received nothing since then, apart from the $105 mentioned above.  Having previously determined that MLH is not an investment interest, Mr. Butterwick would then have no financial interests involved in the Treasure Island land use matters.   

B.  Disclosure Issues











   

Mr. Butterwick’s financial disclosure obligations are relatively straightforward.  The conflict of interest code adopted by the City of Laguna Beach requires the annual submission of a Form 700 Statement of Economic Interests.  Schedule A of Form 700 requires the reporting of investments in business entities like MLH, where the public official has direct or indirect investments of $1,000 or more, or an ownership interest of 10 percent or greater.  It appears from the foregoing analysis that Butterwick’s investment in MLH does not rise to this reporting threshold.  Similarly, it appears that his interest in MLH is substantially less than the ten percent threshold for reportable interests held by a business entity or trust (Schedule C).

 However, in any reporting period when Mr. Butterwick realizes income aggregating $250 or more from his investment in MLH, this income is reportable on Schedule D of Form 700.  You have asked, specifically, whether the sale proceeds would constitute reportable income.  The answer is yes.  However, as discussed above, the $140 from this sale plainly falls below the reporting threshold.  But if Mr. Butterwick has received additional income from MLH during the 1996 calendar year reporting period, that additional income must be added to the sale proceeds, and reported if the total attributable to him is $250 or more. 

If you have any other questions on this matter, please contact me at (916) 322-5660.

Sincerely,

Steven G. Churchwell

General Counsel

By:  Lawrence T. Woodlock

        Counsel, Legal Division
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�  Government Code sections 81000—91015.  Commission regulations appear at title 2, sections 18000—  18995 of the California Code of Regulations.


�  An effect of a decision is “reasonably foreseeable” if there is a substantial likelihood that it will occur.  Certainty is not required, but the effect must be more than a mere possibility.  (Downey Cares v. Downey Community Development Comm. (1987) 196 Cal.App.3d 983, 989;  Witt v. Morrow (1977) 70 Cal.App.3d 817, 822.)


�  An “indirect investment” means any investment owned by the spouse of a public official.  (Section 87103.)


�  “Income” also includes the public official’s community property interest in the income of a spouse.  (Section 82030(a).)


�  For purposes of this rule, Mr. Butterwick’s “income” includes his community property interest in any income his spouse may have received from MLH during the same period.  Thus, if Mr. Butterwick and his wife each received $200 over a given period from their investments in MLH, Mr. Butterwick would be treated as though he had received a total of $300 - the $200 received in his own name, and a 50 percent share in his wife’s income.  If it could be demonstrated that the wife’s investment was made wholly from her separate funds, of course, Mr. Butterwick would have no community property interest in returns from that investment.  


�  It is irrelevant under the Political Reform Act that the income was not realized for income tax purposes.  A public official may be just as biased in favor of a party who has deposited $10,000 in their retirement account, as one who writes a check for the same amount.





