                                                                   August 20, 1998

Deborah Orlik

2100 Via Venado

La Cañada Flintridge, California  91011

 Re:  Your Request for Advice

         Our File No. I-98-175
Dear Ms. Orlik:

This letter is in response to your request for advice regarding the provisions of the Political Reform Act (the “Act”).
  Since you are not asking for advice regarding a specific governmental decision, we can provide you only with informal assistance.
  (Regulation 18329.) 

QUESTION
May you participate in a governmental decision regarding a client of your husband's law firm?

CONCLUSION
You may not participate in a governmental decision involving a client of your husband’s law firm if it is reasonably foreseeable that the decision will have a material effect on your husband’s law firm.

FACTS
You are a councilmember for the City of La Cañada Flintridge (the "city"), a small city with a population of about 20,000 located north of Los Angeles.  You have your own business, a publishing company.  In addition, your husband is a partner at Cox, Castle & Nicholson, LLP ("CC&N"), a firm of approximately 100 lawyers with offices in Century City, Orange County and soon in San Francisco.  Your spouse has less than a five percent ownership interest in the law firm and is the head of the firm's bankruptcy department.

You would like to know if you must refrain from participating in any discussion regarding, and voting on, any matter in which any party has consulted your husband's law firm, particularly when your husband is not involved in the representation or consultation.  In the recent past, when you or your husband have become aware that CC&N is representing someone in a transaction which is related to the city, CC&N has erected an ethical wall around your husband.  As a result of the wall, you and your husband have no knowledge about who is represented by the firm, the nature and extent of the representation, etc.

You believe that several people and entities have engaged CC&N specifically for the purpose of preventing you from participating in city council issues.

ANALYSIS
I.  Introduction
The Act was enacted by the people of the State of California by initiative in 1974.  The purpose of the conflict-of-interest provisions of the Act is to ensure that public officials perform their duties in an impartial manner, free from bias caused by their own financial interests or the financial interests of persons who support them.  (Section 81001(b).)  In furtherance of this goal, Section 87100 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 knows or has reason to know he or she has a financial interest. 

II.  Financial Interests

Section 87103 specifies that 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 the effect on the public generally,
 on the official or a member of his or her immediate family or on, among other things, any of the following economic interests:

  “(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.

***

  For purposes of this section, indirect investment or interest means any investment or interest owned by the spouse or dependent child of a public official, by an agent on behalf of a public official, or by a business entity or trust in which the official, the official’s agent, spouse, and dependent children own directly, indirectly, or beneficially, a 10-percent interest or greater.”

You have an economic interest in CC&N since your husband presumably has an investment interest of $1,000 or more in CC&N, a business entity, and CC&N is a source of income to him of $500 or more in the preceding 12 months.
  (Sections 82005 and 87103(a), (c).)  Therefore, you may not participate in any governmental decision if it is reasonably foreseeable that the decision will have a material financial effect on CC&N.

Please note that if your husband owned directly, indirectly or beneficially a 10 percent or greater ownership interest in CC&N, you would have an economic interest in a source of income to CC&N if your husband’s pro rata share of the income was $500 or more.  (Section 82030 and 82034 and footnote #4 above.)  For example, if your husband owned a 50 percent interest, then a source of income of $1,000 to the firm would give him a pro rata share of $500, and you a $250 community property interest.

A. Foreseeability

Whether the financial consequences of a decision are reasonably foreseeable at the time a governmental decision is made depends on the facts of each particular case.  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 a mere possibility, it is not reasonably foreseeable.  (In re Thorner (1975) 1 FPPC Ops. 198.)  Any financial effect, no matter how small, will result in the standard being met as long as there is a substantial likelihood that the effect will occur. 

Since you are not asking about a specific governmental decision we cannot conclude whether it is reasonably foreseeable that there will be a financial effect on CC&N if a client of the CC&N appears before the city.  For your information, we have concluded that the foreseeability standard is met if the firm’s fees are contingent upon the outcome of the governmental decision.  (Doyle Advice Letter, No. A-97-071.)  As an example, if a client of the firm paid the firm $1,000 for work on a permit application with a $100 bonus for a favorable result, the foreseeability standard would be satisfied since an effect of $100 is substantially likely.  

B. 
Materiality
Assuming foreseeability, you must determine whether the decision will have a material financial effect on CC&N.  To determine whether a decision will have a material financial effect on CC&N, we must determine the applicable materiality standard.  The Commission has adopted a series of regulations that provide when a financial effect is material.  (Regulations 18702 et seq.)  The exact standard depends on the type of economic interest involved in the decision and whether that economic interest is directly or indirectly involved in the decision. 

1. CC&N is Indirectly Involved in the Decision
Regulation 18702.1
 provides the standard for deciding when a business entity is directly involved in a decision.  If the economic interest is not directly involved, it is indirectly involved.  In the situation where a client of CC&N is before the city, CC&N is indirectly involved in the decision if CC&N is appearing before the city in a representative capacity.  (Doyle Advice Letter, supra;  Nelson Advice Letter, No. I-91-443;  Allen Advice Letter, No. A-90-701.)

2.  Regulation 18702.2 Provides the Applicable Materiality Standard  

If CC&N, a business entity, is a source of income indirectly involved in the decision, Regulation 18702.2 provides the applicable materiality standard.  (Section 82005.)  The precise materiality standard depends on the size of CC&N.  You have not provided the facts necessary to determine the exact materiality standard.  I have enclosed a copy of Regulation 18702.2 to enable you to determine the precise standard.  As an example, subdivision (g) of Regulation 18702.2 states that for a relatively small business, a financial effect will be considered material if:

  “(1)  The decision will result in an increase or decrease in the gross revenues for a fiscal year of $10,000 or more; or

  (2)  The decision will result in the business entity incurring or avoiding additional expenses or reducing or eliminating existing expenses for a fiscal year in the amount of $2,500 or more; or

  (3)  The decision will result in an increase or decrease in the value of assets or liabilities of $10,000 or more.”

Once you determine the precise standard you must decide whether it is reasonably foreseeable that the material effect will occur.  (See Section “II-A” above for applicable standard of foreseeability.)

For example, if 18702.2(g) is the applicable standard, the materiality standard would be met if the firm was paid $1,000 for work on a permit application with a bonus of $10,000 for a favorable result.  (Regulation 18702.2(g)(1).)  Conceivably, other factual scenarios could result in a material financial effect.  However, the contingency arrangement is the easiest example to comprehend.   

III.  Selective Disqualification
You believe you have been the target for “selective disqualification.”  The term “selective disqualification” has been used to describe a situation where a party directly or indirectly involved in a governmental decision becomes an economic interest of a public official in an attempt to prevent that particular individual from participating in a governmental decision.  The Commission is aware that this practice occurs.  (See Letter to Chairman James Hall from Rutan & Tucker, LLP dated May 1, 1998 (copy enclosed).)  The Commission has directed staff to explore solutions to the problem.  

Specifically, you believe that certain persons are hiring CC&N for amounts of $10,000 or more for the express purpose of creating a conflict of interest.  As explained above, this practice alone would not create a conflict of interest unless your husband had a 10 percent or greater interest in the firm.
  Only the firm is a source of income of yours through your community property interest in your spouse’s income.  A scenario could exist where the applicable disqualifying materiality threshold of Regulation 18702.2 would be met with respect to your spouse’s employer.  However, this could only occur if a payment from a client to the firm was contingent on the outcome of the governmental decision and the amount of the payment met or exceeded an applicable standard, as prescribed in Regulation 18702.2.

In an effort to avoid possible “selective disqualification” situations, you have built an “ethical wall” around your husband.  Typically, an “ethical wall” is built around an attorney who, for ethical reasons, may not participate in a legal proceeding involving a certain client or issue.  However, the Act does not limit your spouse’s activities.  Therefore, an ethical wall around your spouse would only be effective to the extent that it limits your knowledge of the identity of particular clients of CC&N.

In the past, the Commission has provided advice regarding when a public official knows or has reason to know that he or she has a financial interest in a decision.  For example, under our current advice you “know” when a governmental decision indirectly involves CC&N when you actually know that the governmental decision indirectly involves CC&N.  You “have reason to know” that a governmental decision indirectly involves CC&N whenever a reasonable person, under the same circumstances, would be aware of the decision’s probable impact on CC&N.  If you “know or have reason to know” that a decision may impact CC&N, you must then make a good faith determination whether the decision will have a reasonably foreseeable and material financial effect on CC&N.  (Lucas Advice Letter, No. A-98-109; Price Advice Letter, No. A-85-165.)  However, you are not under an affirmative duty to inform yourself of the clients of CC&N.  (Lucas Advice Letter, supra; Burnham Advice Letter, No. A-82-039.)

Insulating yourself from knowledge of CC&N’s clients may enable you to avoid conflict-of-interest situations in many instances.  In the context of the “selective disqualification” problem, however, this strategy may not be very effective since the perpetrator will most likely “innocently” disclose the potential problem to you.  The perpetrator’s actions would lead you to “know or have reason to know” of a potentially disqualifying financial interest in a governmental decision.  However, based on the analysis discussed above, the mere fact that a client is a source of income to your spouse’s employer is insufficient to satisfy the reasonably foreseeable material financial effect requirements of the conflict-of interest laws.   In that instance, the perpetrator’s efforts would only be successful if a client’s payment to your spouse’s firm was contingent on the result of the governmental decision and the decision resulted in a material financial effect on the firm.   In other words, a payment by a client to your spouse’s firm, and your knowledge of that payment, cannot alone result in your disqualification.

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

Sincerely,

Steven G. Churchwell

General Counsel

By:
Marte Castaños

       
Staff Counsel, Legal Division

Enclosures

SGC:MC:tls

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


�  Informal assistance does not provide the requestor with the immunity provided by an opinion or formal written advice.  (Section 83114; Regulation 18329, subd. (c)(3).)  


�  It does not appear that the public generally rule applies to your facts and, therefore, will not be discussed here.  Please see Regulation 18703.


�  Pursuant to Section 82030, you have a community property interest, a 50 percent interest, in the income that your husband receives from CC&N.  Therefore, if he has received $500 or more from CC&N, you are considered to have received $250 or more from CC&N.


�  Specifically, subdivision (b) of Regulation 18702.1(b) provides:





  “(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.


�  As discussed above, the clients of the firm are not economic interests of yours, and therefore, their payments to the firm can only trigger your disqualification to the extent a governmental decision indirectly material affects the firm.  (Regulation 18702.2.)


�  However, if your husband owned a 10 percent interest or greater, then you would have an affirmative duty to report certain clients on your statement of economic interests as sources of income to you, and therefore you would know or have reason to know of these clients.  (Sections 87300, 87302, and 87207.)  





