                                                                    April 17, 1998

Charles S. Vose

Oliver, Vose, Sandifer, Murphy & Lee

281 S. Figueroa Street, Second Floor

Los Angeles, California  90012-2501

 Re:  Your Request for Advice

         Our File No. I-97-578
Dear Mr. Vose:

This letter is in response to your request for advice regarding the provisions of the Political Reform Act (the “Act”).
  You are the City Attorney for the City of Downey and are seeking advice on behalf of Councilmember Gary P. McCaughan, M.D.  Because your advice request does not refer to a particular decision, we are treating your request as one for informal advice.  

I.  QUESTIONS

1.  May Councilmember McCaughan participate in matters brought before the City Council concerning compliance by the Downey Community Hospital Foundation (“Foundation”) with the terms of its current Lease Agreement with the City?

2.  May Councilmember McCaughan attend, as an observer, the meetings of the Foundation's Board of Directors as an "ex-officio member" in his capacity as a City of Downey Councilmember?

II.  CONCLUSIONS
1.  Councilmember McCaughan may make and participate in making governmental decisions that come before the City Council unless it is foreseeable that the decisions will have a material financial effect on his economic interests.  Because you have not given the facts related to any specific matter before the City Council, it is not possible to make a blanket determination of whether Councilmember McCaughan has a conflict of interest.  Councilmember McCaughan should look carefully and independently at each matter that comes before the City Council to determine if he is prohibited from participating.  The general guidelines detailed below should assist Councilmember McCaughan in his analysis.

2.  The Foundation is not a local government agency, within the meaning of the Act.  Therefore, the Act’s conflict-of-interest provisions do not apply to meetings of the Foundation’s Board of Directors.  Councilmember McCaughan may attend, as an observer, the meetings of the Foundation’s Board of Directors as an “ex-officio” member in his capacity as a Councilmember. He must be aware, however, that under certain circumstances his participation in Foundation’s Board’s activities may be subject to the conflict-of-interest provisions even if the Members of the Foundation’s Board of Directors are not.  

III.  FACTS
The city of Downey is a charter city located in the southern area of the county of Los Angeles.  In the 1950's and again in the 1960's matters regarding creating or supporting a municipal hospital were presented before the City Council.  During this time period, the hospital changed the nature of its operation from proprietary to non-profit and the Foundation was incorporated to manage the hospital.

The City and the County of Los Angeles, by agreement dated May 23, 1967, entered into a joint powers authority agreement to create a City of Downey Community Hospital Authority ("DCHA") for the construction and maintenance of a hospital within the City.  Thereafter, by separate agreements the city leased a parcel of real property to the DCHA and, in exchange, the DCHA agreed  to construct the hospital upon the parcel and lease it back to the city.  By agreement dated October 16, 1968, the city leased back to the Foundation the hospital and its related property for a term of 35 years.
In 1983, after a dispute arose regarding an amendment to this lease, the City and the Foundation entered into a mutual settlement and release agreement and a new Lease.  Under the 1983 Lease the City and Foundation entered into a new long-term relationship for an initial term of 55 years and an option for an additional 44 years.  The 1983 lease recites numerous public purpose reasons for the lease and requires the Foundation to make a lease payment of $1 per year.  Under the terms of the 1983 Lease, the Foundation warrants that it was, and would remain during the entire term of the Lease, a non-profit corporation in compliance with applicable federal and state laws.  The Foundation agreed to operate the hospital for the primary benefit of the residents of the City in all reasonable respects and to give preferences in admitting City residents in non-emergency situations, with certain exceptions.  The Foundation is allowed to form new corporations and transfer its assets and activities to such corporations so long as such 

transfers do not violate the 1983 Lease or the Foundation's charitable purposes as set forth in its articles of incorporation.
The 1983 Lease also designates the City Mayor, City Council and City Manager as 

"ex-officio members" of the Foundation's Board of Directors, without the right to vote and with a limited right of inspection as necessary to determine the performance of the warranties in the Lease.
In June of 1994, the Foundation instituted a corporate reorganization from which the following resulted and which give rise to the issues currently facing the City:
A.  DCH Health Services Corporation, a California non-profit public benefit corporation, became the sole member and parent corporation of the Foundation.

B.  The Foundation became the sole and exclusive shareholder of DCH Insurance Services, Inc., a for-profit corporation that is licensed as a third party administrator for employer self-insurance plans.

C.  The Foundation became the fifty percent shareholder of CareMore, Inc., a California for-profit corporation and medical office management services company.  The Foundation also became the owner of fifty percent of the limited partnership interests in CareMore Medical Management Company, a California limited partnership whose purpose is to execute joint contracts with HMOs for "one stop shopping" of health care services.  CareMore, Inc., is the general partner of CareMore Medical Management Company, Ltd.  A group of physicians that make up CareMore Medical Group own the other fifty percent of CareMore, Inc. and the other fifty percent of the limited partnership interests in CareMore Medical Management Company.

Councilmember McCaughan is an anesthesiologist.  Dr. McCaughan utilizes the hospital for serving his patients.  Since being elected to the Downey City Council, Dr. McCaughan has not participated or voted on hospital issues that come before the City of Downey.  Dr. McCaughan's wife was an employee of the hospital as a nurse.  On this basis, Dr. McCaughan has abstained from voting.  She is no longer an employee.  As such, this conflict will be eliminated once a period of twelve months has expired from the date of her leaving the employment of the hospital.

Dr. McCaughan now desires to receive an opinion from the FPPC as to whether or not he has a conflict of interest due to his business activities relating to the hospital.  All billings and payments for services for Dr. McCaughan's patients are done without the direct involvement of the hospital.  Dr. McCaughan works for and is paid by a separate company ("Guardian") for services rendered to his patients.  Dr. McCaughan is not an owner or officer of this company.   Guardian and the hospital have entered into an arrangement whereby Guardian is the exclusive provider of anesthetic services at the hospital.  There is no payment made to or received by either the hospital or Guardian in connection with this arrangement.  Dr. McCaughan is under contract with Guardian.  Dr. McCaughan does not receive any direct income or payments from DCH Health Services Corp., DCH Insurance Services, Inc., CareMore, Inc., or CareMore Medical Management Company.  However, CareMore, Inc., acts as the administrative agent for third party payers (such as insurance companies) and Guardian does receive reimbursement from these insurance companies through CareMore, Inc.  A portion of the income received by 

Dr. McCaughan from Guardian is attributable to the reimbursement paid through CareMore, Inc.

IV.  ANALYSIS
A. 
Dr. McCaughan’s participation in decisions related to the Foundation.
1.  Introduction.  

You have asked whether Dr. McCaughan can make or participate in making decisions related to the relationship between the City Council and the Foundation.  You have indicated that you expect these matter will include issues concerning compliance by the Foundation with the terms of the lease between the City and the hospital.  

Because you have not referred to any specific decision involving the Foundation’s relationship with the City, it is not possible at this time to determine whether Dr. McCaughan has a conflict of interest.  Dr. McCaughan must look carefully and independently at each matter that comes before the City Council to determine if he is prohibited from participating.  As you pointed out, the interrelationship between these entities is quite complex.  The general guidelines detailed below should assist Dr. McCaughan in his analysis.


2.  Identifying Potential Economic Interests.
Section 87100 of the Act prohibits any public official from making, participating in making, or otherwise using his or her official position to influence a governmental decision in which the official has a financial interest.  As a member of the City Council, Dr. McCaughan is a public official under the Act.  (Section 82048; Regulation 18700.)

Section 87103 provides:

  “An official has a financial interest in a decision within the meaning of Section 87100 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 a member of his or her immediate family or on:

  (a) Any business entity in which the public official has a direct or indirect investment worth one thousand dollars ($1,000) or more.

***

  (c) Any source of income, other than gifts and other than loans by a commercial lending institution in the regular course of business on terms available to the public without regard to official status, aggregating two hundred fifty dollars ($250) or more in value provided to, received by or promised to the public official within 12 months prior to the time when the decision is made.

  (d) Any business entity in which the public official is a director, officer, partner, trustee, employee, or holds any position of management.”  (Section 87103 (a),(c), (d).)

In determining whether he has a conflict of interest in any decision affecting the City’s relationship with the Foundation, Dr. McCaughan must first determine if he has an economic interest in any of the entities discussed above.  It appears that Dr. McCaughan does not have an investment worth $1,000 or more in any of these entities.  Nor does it appear that he acts as a director, officer, partner, trustee, employee, or manager of these entities.   However, Guardian appears to be a source of income to Dr. McCaughan.  The term "income" is very broad and is defined as follows: 

  "[A] payment received, including but not limited to any salary, wage, advance, dividend, interest, rent, proceeds from any sale, gift, including any gift of food or beverage, loan, forgiveness or payment of indebtedness received by the filer, reimbursement for expenses, per diem, or contribution to an insurance or pension program paid by an person other than an employer...." 

(Section 82030(a).)

Dr. McCaughan is under contract with Guardian, and presumably has been paid by them in excess of $250 over the last twelve months.  Therefore, Guardian is a source of income to him.

If Guardian is indeed the only of the entities from whom Dr. McCaughan has received income, and if he indeed has no investment in any of the other entities, then Guardian appears to be his only economic interest.

After identifying his economic interest or interests, Dr. McCaughan must then determine whether it is reasonably foreseeable that any particular decision will have a reasonably foreseeable material financial effect on that interest or interests. 

3.  Foreseeability.
Whether the financial consequences of a decision are reasonably foreseeable at the time a governmental decision is made is highly fact dependent.  Therefore, we can only provide you with general guidelines without more information about a particular decision pending before the City Council.  

An effect is considered reasonably foreseeable if there is a substantial likelihood that it will occur.  Certainty is not required.  However, if an effect is only a mere possibility, it is not reasonably foreseeable.  (In re Thorner (1975) 1 FPPC Ops. 198.)  You have pointed out that it is very difficult to separate issues that may relate to the various hospital entities as they come before the City Council.  In each case, Dr. McCaughan must separately assess whether it is reasonably foreseeable that a decision will likely have a financial effect on his economic interests.

4.  Materiality.
For a conflict of interest to arise, the effect of a particular decision on the officials’ economic interest must be material, as well as reasonably foreseeable.  The Commission has adopted alternative guidelines for determining whether the reasonably foreseeable effect of a decision is material. These guidelines depend upon the nature of the economic interest, and whether it is directly or indirectly involved in the decision.  

A source of income or a business entity
 in which a public official has an economic interest is considered to be directly involved under three circumstances.   First, if it initiates the proceeding by filing an application, claim, appeal, or similar request.  Second, if it is a named party in, or is the subject of, the proceeding.  Third, if it 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(b).)  

Regulation 18702.1(a) provides that where a source of income or business entity is directly involved, the effect of the decision is deemed to be material if it is indeed reasonably foreseeable.   

A conflict of interest may also arise from an economic interest which is indirectly involved in the decision.  An economic interest which is not directly involved is deemed to be indirectly involved.  (Regulation 18702(a)(3).)  Please find enclosed copies of three regulations which seem most likely to apply.  These regulations, Regulations 18702.2 and 18702.5, apply to indirectly involved for-profit business entities and non-profit entities, respectively.   (Please note that where a business entity is a source of income to a public official, as Guardian is to 

Dr. McCaughan, and that business entity/source of income is indirectly involved, Regulation 18702.2 applies.)  

5.  Public Generally.
If Dr. McCaughan is subsequently determined to have a conflict of interest, the next issue would be whether the conflict is disqualifying.  For a disqualifying conflict of interest to exist, the reasonably foreseeable financial effect of a governmental decision on the public official’s financial interest must be “distinguishable from its effect on the public generally.”  (Section 87103.)  The material financial effect on a public official’s financial interest is indistinguishable from the effect on the public generally if the decision will affect a “significant segment” of the public “in substantially the same manner” as it affects the public official.  (Regulation 18703(a)(1),(2).)   A “significant segment” may be comprised of:  

10 percent or more of the population in the jurisdiction of the official's agency; 

10 percent or more of all property owners, all home owners or all households in the jurisdiction of the official's agency; 

50 percent of all businesses in the jurisdiction so long as the businesses are composed of more than a single industry, trade, or profession; 

At least 5,000 individuals who are residents of the jurisdiction; or, 

The decision will affect a predominant industry, trade, or profession in the official's jurisdiction.
  (Regulations 18703(a)(1) and 18703.2.)

“Substantially the same manner” is defined in Regulation 18703(a)(2): 

“(2)  Substantially the Same Manner:  The governmental decision will affect the official's economic interest in substantially the same manner as it will affect the significant segment identified in subdivision (a)(1) of this regulation.”

In general terms, applying the public generally exception requires two closely interrelated steps.  First, one must determine whether there is a cognizable “significant segment” of the public.  Second, if there is, one must determine whether this significant segment is affected in “substantially the same manner” as the public official.

Beyond providing this general guidance, we cannot advise further about the public generally exception without the facts about a particular conflict arising from a particular decision.  

B. 
Dr. McCaughan’s attendance at meetings of the Foundation’s Board of Directors.
 
You have asked whether Dr. McCaughan has a conflict of interest if he attends meetings of the Foundation’s Board of Directors as an ex officio member.  You have indicated that the 1983 lease between the City and the Foundation designates the City Mayor, Members of the City Council and City Manager as “ex-officio” members of the Foundation’s Board of Directors.  As an ex-officio member, Dr. McCaughan does not have a right to vote on matters, and has only a limited right of inspection as necessary to determine the performance of the warranties in the lease.  

The Act's conflict‑of‑interest provisions apply only where the public official  "make[s], participate[s] in making, or in any way attempts to use his official position to influence a governmental decision in which he knows or has reason to know he has a financial interest.” (Section 87100.)   The first issue is whether the Foundation is a “local government agency.”  If it is, the decisions of the Board of Directors are “governmental decisions,” within the meaning of the Act, and the conflict of interest rules apply.  If it is not, then the conflict of interest rules do not apply.  

Under certain circumstances, a nonprofit corporation may be considered a local government agency for purposes of the Act.  In In re Siegel (1976) 3 FPPC Ops. 62, 64, the 

Commission established the following criteria by which it may be determined whether a particular nonprofit corporation is a local government agency:  

(1) Whether the impetus for the formation of the corporation originated with a government agency; 

(2) Whether it is substantially funded by, or its primary source of funds is, a government agency; 

(3) Whether one of the principal purposes for which it is formed is to provide services or to undertake obligation which public agencies are legally authorized to perform and which, in fact, they traditionally have performed; and

(4) Whether the Corporation is treated as a public entity by other statutory provisions. 

These criteria have been applied by the Commission in many contexts.  (In re Leach (1978) 4 FPPC Ops. 48; Sheeks Advice Letter, A‑90‑026, Albuquerque Advice Letter, A‑88‑422; Francis Advice Letter, A‑86‑214; Hopkins Advice Letter, A‑81‑038.)  While the Siegel factors are not intended to be a definitive litmus test for determining whether an entity is public for purposes of the Act, by applying the factors you may draw conclusions with respect to the status of the Foundation.  Ultimately, the test must still be a factual analysis on a case‑by‑case basis.  (In re Vonk (1981) 6 FPPC Ops. 1.) 

Starting with the first of the Siegel criteria, you tell us that the impetus for the formation of the Foundation came from private citizens who wanted a community hospital in Downey, and that the Foundation was incorporated and began operations without government intervention.  As to the second Siegel criteria, the only financial support the Foundation receives from any government agency is the reduced rent it pays on the lease of the hospital property, which does not constitute a primary or even substantial source of the Foundation’s funds.  About the third Siegel criteria, the Foundation’s principal purpose is operating the hospital.  This is a function which governmental agencies are often authorized to perform, and indeed traditionally have performed.  (See, e.g., Health & Safety Code Section 32000 et seq.)  On the other hand, private entities, both for-profit and non-profit, have also traditionally operated hospitals.  Thus, the third Siegel criteria is inconclusive in this case.  As to whether the Foundation is treated as a public entity by other statutory provisions (the fourth Siegel criteria), you tell us that the Foundation has operated as a private entity.  For example, the Foundation does not abide by the Brown Act.  

All things considered, the first, second, and fourth Siegel criteria weigh against a finding that the Foundation is a local government agency; the third criteria is inconclusive.  Thus, we conclude that the Foundation is not a local government agency.   Therefore, the Act’s conflict-of-interest provisions do not apply to decisions made by Foundation’s Board of Directors.

However, while the Members of the Foundation’s Board are not subject to the Act’s conflict-of-interest provisions because the Foundation is not a government agency, you are a public official while performing your observer duties pursuant to the 1983 Lease.  Your participation in, or your exertion of influence over, decisions of the Foundation’s Board will give rise to a conflict of interest if both of the following conditions are true: first, if the Foundation’s Board’s decision will have a reasonably foreseeable material financial effect on one or more of your economic interests; and, second, if an explicit provision in the Foundation’s articles or by-laws, or in the 1983 Lease, or in law requires or permits appeal, submission for approval, or reconsideration of the Foundation’s Board’s decision by a government agency.
  In other words, if decisions of the Foundation’s Board are truly final (i.e., they may not be appealed, reconsidered, approved, or otherwise taken up by a government agency pursuant to law or explicit agreement), then your participation in the Foundation’s Board proceedings cannot give rise to a conflict of interest.  

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

Sincerely,

Steven G. Churchwell

General Counsel

By:
John Vergelli

       
Staff Counsel, Legal Division

SGC:JV:tls

�  Government Code sections 81000 - 91014.  Commission regulations appear at title 2, sections 18109 - 18995, of the California Code of Regulations. 


�  You have indicated that CareMore, Inc., acts as the administrative agent for third party payors (such as insurance companies) and Guardian receives reimbursement from these insurance companies through CareMore Inc.  A portion of the income received by Councilmember McCaughan from Guardian is therefore indirectly attributable to the reimbursement paid through CareMore, Inc.  This raises the question of whether CareMore, Inc., is a financial interest to Dr. McCaughan.  For purposes of the Act, income  “passes through” a business entity to a person, on a pro rata basis,  if the person owns 10 percent or more of the business entity.  (Section 82030.)  Since Dr. McCaughan is an independent contractor, with no equity stake in Guardian, none of the income Guardian receives from third parties, such as CareMore, passes through Guardian to him in a way that is attributable to any given third party.     





�  Above, we advised that Dr. McCaughan appears to have one cognizable economic interest, Guardian as a source of income.  The following discussion covers materiality determinations for sources of income, and for for-profit and non-profit business entities.  Since we are providing general guidance for future use, we discuss the latter entities for the sake of completeness, in case the facts later reveal that he indeed has an interest in such an entity.  


�  When a governmental decision will affect an entire industry in substantially the same manner as it will affect a public official’s economic interest, the industry is considered to constitute a significant segment if that industry is a “predominant industry” in the jurisdiction or district.  (Regulation 18703.2.)   Regulation 18703.2  does not establish any specific criteria for determining when an industry, trade, or profession is predominant in a given jurisdiction.  We rely on the well-settled interpretation that the “predominant industry” variation of the public generally exception is to be construed narrowly.  (Woods Advice Letter, No. A-94-164.)   Originally, the term “predominant” was meant to apply to a situation where a local economy is based on one industry, so that almost any public official would have an economic tie to that industry, trade, or profession.   (Ibid.)  In Woods, supra, we advised that the real estate business, while the third most numerous type of business in the jurisdiction-in-question, was not the basis of the local economy, and therefore the “predominant industry” variation on the public generally exception did not apply.


�  This advice modifies advice given in the Prestidge Advice Letter, No. A-95-323, Moser Advice Letter, No. A-97-400, and Cannizo Advice Letter, No. A-97-562.  In Prestidge, the advisee was a City Councilmember who sat on a public-private consortium, which was found not to be a local government agency under the Siegel test. We advised, however, that if a “Consortium decision is submitted to any public agency for consideration, for approval, or other action, that decision would be within the Act’s purview, and the councilmember may have a conflict of interest.”  Similar advice was given in the Moser and Cannizo letters.  





Upon reconsideration, this conclusion is too broad because it potentially subjects a public official to retroactive violations of the conflict-of-interest provisions in situations where he/she had no reason to be on notice that a government agency would eventually take up the matter (i.e., that it would eventually be the subject of a governmental (cf. private) decision).  The modified advice makes clear that a conflict of interest is possible only where the public official knows or should know (because of an explicit provision in law or an agreement such as a contract) that the matter may indeed subsequently be the subject of a governmental decision, a decision to which the conflict-of-interest provisions applies.    





