                                                                    February 3, 1997

Paul F. Ready

Farmer & Ready

1254 Marsh Street

Post Office Box 1443

San Luis Obispo, California   93406

 Re:  Your Request for Advice

         Our File No. A-96-317
Dear Mr. Ready:

This letter is a response to your request for advice regarding the conflict‑of‑interest provisions of the Political Reform Act (the “Act”).
  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 as they have been presented to us.  The Commission does not act as finder of fact in providing advice.  (In re Oglesby (1975) 1 FPPC Ops. 71.) 

QUESTION
Do the conflict-of-interest provisions of the Political Reform Act allow you to participate as a planning commissioner in decisionmaking on the Laguna Hill corporation’s annexation/subdivision application, notwithstanding your recent business contacts with George Smith, the president of Laguna Hill, in his capacity as a controlling director of another corporation represented for a fee by your law partnership?

CONCLUSION

            We do not have all of the facts needed to pursue the required analysis to an ultimate  conclusion.  We can, however, provide you with an analytical roadmap that will enable you to resolve the matter for yourself.  In paying a portion of the fee whereby your law firm was retained to prepare the bankruptcy petition for Industrial Hydraulics, Mr. Smith became a source of income to you notwithstanding the apparent presence of the corporation in that transaction.  This threshold finding will disqualify you from any participation in two classes of decisions.  If the realities of control within the Laguna Hill corporation dictate a conclusion that Mr. Smith is himself “directly involved” in the decision on its application, you are disqualified without further analysis.  If, on the other hand, you find that Mr. Smith is not directly involved in that decision, you must go on to determine whether the decision would foreseeably have a financial effect on Mr. Smith’s investments equal to or greater than $1,000 in total.  If Mr. Smith is thus indirectly affected by the decision, you are again disqualified from any role in the decision.   But if the foreseeable effects on Mr. Smith fall short of the regulatory benchmark for indirect material effect, and he is not “directly involved” in the decision on the Laguna Hill application, you may participate in the decision even though Mr. Smith is a source of income to you. 

FACTS
You presently serve as a planning commissioner for the City of San Luis Obispo.  You own 50 percent of a local law partnership which recently represented a corporation known as Industrial Hydraulics, Inc.  Your law firm, Farmer & Ready, was retained to file a Chapter 7 petition for the corporation and to appear at the Section 341(a) hearing on its behalf.  Under the terms of your engagement, you prepared the corporation’s bankruptcy petition, and filed it with the U.S. Bankruptcy Court for the Central District of California on August 27, 1996.  Your partner Sandra Fahey appeared at the Section 341(a) hearing on October 1, 1996.  As you told me over the telephone, a Trustee has been appointed in the Chapter 7 case, and you anticipate that you or your partners will play no further role of any substance in that case.

Industrial Hydraulics, Inc. had five shareholders.  Three minority shareholders, each holding 10 percent of the shares, controlled the board of directors at the time the board resolved to retain your firm to file the corporate bankruptcy petition.  These minority shareholders were each personal guarantors on a debt obligation owed by the corporation.  One of those shareholders and board members, Mr. Smith, was also appointed by the board of directors to execute the bankruptcy petition.  Mr. Smith and the other minority shareholders each personally contributed towards the fee charged the corporation by Farmer & Ready, paying Farmer & Ready with  personal checks on behalf of the corporation, which did not have access to the necessary funds.  Mr. Smith contributed approximately $1,425 towards that fee.

You do not now personally represent Mr. Smith, nor have you previously represented him in an individual capacity.  You consider yourself to have been retained by Industrial Hydraulics, Inc., solely to assist with its Chapter 7 petition. 

 It is your understanding  that Mr. Smith is a general partner in a partnership identified as Buena Tierra, and that Mr. Smith holds an interest of approximately 15 percent in this partnership.  Mr. Smith is also the president and a shareholder (with approximately 16 percent of the shares) of an entity known as Laguna Hill Park, Inc. (“Laguna Hill”), a corporation presently pursuing an application for annexation/subdivision before the City of San Luis Obispo Planning Commission.  You have told us that Mr. Smith is currently the president of Laguna Hill by virtue of an annual rotation of that office among the shareholders.  The real property at issue in this application is owned by Buena Tierra.  The proposed development is subject to environmental review through an E.I.R. required by the city.

ANALYSIS
The Political Reform Act was adopted by California voters through the initiative process in 1974.  The Act includes conflict-of-interest provisions intended to insure that public officials, whether elected or appointed, would perform their duties in an impartial manner, free from any bias attributable to personal financial interests, or to the financial interests of persons who have supported them.  (Section 81000 (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.)  You write in recognition that, as a planning commissioner, you are a public official who may be called upon to make or to participate in the making of a  “governmental decision” on the annexation/subdivision application placed before the planning commission by Laguna Hill.  

A public official has a financial interest in a decision if it is reasonably foreseeable that the decision will have a material financial effect, distinguishable from its effect on the public generally, on the official or his immediate family or, inter alia, on any source of income to the public official aggregating $250 or more over the 12 months preceding the decision.  (Section 87103(c).)

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.)  The Act seeks to prevent more than actual conflicts of interest; it seeks to prevent even the appearance of a possible conflict.  (Witt, supra, 70 Cal.App.3d at 823.)   The application of Laguna Hill is presumably intended to have some financial effect on Laguna Hill, and it is reasonably foreseeable that the grant or denial of that application will have such an effect, not only on Laguna Hill and its president and shareholders, but also on the partners in Buena Tierra who, I understand, are essentially the same persons.

Your inquiry poses a series of factual questions that must be resolved before it will be possible to decide whether you may participate in decisionmaking on the Laguna Hill application.  The threshold question is whether Mr. Smith was a “source of income” to you, within the meaning of Section 87103(c).  Mr. Smith paid Farmer & Ready $1,425 from his own funds.  Although this payment was characterized as “on behalf of” the corporation, it was not made by the corporation, which indeed lacked the necessary funds.  As far as you know, the corporation did not undertake the formality of a promissory note or otherwise evidence its indebtedness for this payment by Mr. Smith.  On the other hand, as personal guarantor of some of the corporation’s debts, Mr. Smith had a personal motivation to facilitate the corporation’s bankruptcy petition.  Under these circumstances we conclude that Mr. Smith was a source of income to Farmer & Ready.2  

Section 82030 provides that the income of an individual includes a pro rata share of the income of any business entity in which the individual owns an interest of 10 percent or more.   As owner of 50 percent of Farmer & Ready, your pro rata share of Mr. Smith’s payment is $712.50.  Section 87103(c) therefore requires that you be disqualified from making or influencing any governmental decision that would foreseeably have a material financial effect on Mr. Smith. 

Having concluded that Mr. Smith may properly be regarded as a source of income to you within the meaning of Section 87103(c), it will be necessary to inquire into Mr. Smith’s relationships with Laguna Hill and Buena Tierra, to determine whether Mr. Smith is effectively before the planning commission himself on this matter or, if not, whether the decision would foreseeably have an indirect material financial effect on him.  Only if the answer to both of these questions is negative may you participate in the decisionmaking on the Laguna Hill application.

You have indicated that Mr. Smith is a 16 percent shareholder in Laguna Hill, as well as its president, a possibly nominal office that rotates annually among the shareholders.  If           Mr. Smith had effective control of this entity by reason of his office as president, he would be “directly involved” in the Laguna Hill application, after “piercing the corporate veil” to reach the practical realities of his affiliation with Laguna Hill.  Given the prior finding that Mr. Smith has been a source of income to you, you would then be required to disqualify yourself from any decisionmaking on this application.  

You have not disclosed any facts suggesting that Mr. Smith actually controls the corporation.  Since Mr. Smith does not own a majority of the shares, the key question is his powers as president.  So long as that office does not carry with it effective control of the corporation, the distinction between Mr. Smith and the corporate person will be preserved, and Mr. Smith will not be considered to be “directly involved” in your decision.

Finally, if you determine that Mr. Smith is not directly involved in the anticipated decision on the Laguna Hill application, you must still consider the possibility that that decision will have a material indirect effect on his investments in Laguna Hill and/or Buena Tierra.3   Regulation 18702.6 provides:

“The effect of a decision is material as to an individual who is a source of income  

      or gifts to an official if any of the following applies:

 (a) The decision will affect the individual’s income, investments, or other                     tangible or intangible assets or liabilities (other than real property) by $1000 or                    more; or

                         (b) The decision will affect the individual’s real property interest in a manner that                    is considered material under Section 18702.3 or Section 18702.4.”

If it is reasonably foreseeable that the grant or denial of the Laguna Hill application would have a cumulative (albeit “indirect”) effect on Mr. Smith’s investment interests equal to or greater than $1,000, you will be disqualified from taking any part in the decision, even where   Mr. Smith is not “directly” involved in the decision.  To make this determination, you will have to learn more about the present value of Mr. Smith’s investments, and of the foreseeable effect the decision might have on these investments. 

If you have any remaining questions, please contact me at (916) 322-5660.

Sincerely,

Steven G. Churchwell

General Counsel

By:  Lawrence T. Woodlock

        Staff Counsel, Legal Division
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�  Government Code sections 81000 - 91014.  Commission regulations appear at title 2, sections 18000 - 18995, of the California Code of Regulations. 


2  The same conclusion may be reached by an alternative analysis.  We have in the past advised that the controlling owner of a business is the source of income to a public official notwithstanding an ostensible source in a business under his or her control.  See, e.g., Hentschke Advice Letter, No. A-80-069; Kathe Advice Letter, No. I-91-507; Talley Advice Letter, No. A-96-204.  You have told us that Mr. Smith was one of three minority shareholders who “controlled the board of directors at the time the board resolved to retain [your] firm to file the corporate bankruptcy.”  These three directors were jointly liable as guarantors of a substantial corporate debt, and resolved both to retain your firm and to pay the fee from their personal funds.  The control exercised by these directors over the decision to retain your firm, notwithstanding the ostensible involvement of the corporation, is sufficient to invoke the reasoning of these advice letters in support of the conclusion that these directors (including Mr. Smith) are the actual sources of income in this case. 


3  If you had found Mr. Smith to be directly involved in the decision - by reason of his control of Laguna Hill - “materiality” of effect would have followed without further analysis.  Regulation 18702.1(a)(1) expressly defines the effects of decisions in such cases as “material” per se.





