                                                                    October 1, 1998

Robert H. Burnham

City Attorney

City of Newport Beach

Post Office Box 1768

Newport Beach, California  92658-8915

 Re:  Your Request for Advice

         Our File No. A-98-187
Dear Mr. Burnham:

This letter is in response to your request for advice regarding the provisions of the Political Reform Act (the “Act”).
 

QUESTION
May Councilmember Tom Thomson participate in decisions regarding the annexation of the Newport Coast?

CONCLUSION
Mr. Thomson may not participate if it is reasonably foreseeable that a decision will have a material financial effect on Mr. Thomson or any of his economic interests.   See Analysis below.

FACTS
Tom Thomson is an elected member of the Newport Beach City Council.  Mr. Thomson is a real estate agent who works as an independent contractor who currently has a contractual relationship with Coldwell Banker.  He is authorized to accept listings for, and represent the seller(s) or buyer(s) of real property located in California.  As a practical matter, the majority of Mr. Thomson's real estate practice involves residential real property in and around the City of Newport Beach (the "city").

Mr. Thompson’s contract with Coldwell Banker specifies the compensation he receives from real estate transactions.  Coldwell Banker receives 25 percent of the commission otherwise paid to Mr. Thomson.  If Mr. Thomson is the listing or selling agent for a property, he receives three percent of the sale price or six percent if he lists and sells the property.

The city is currently considering annexation of a large tract of land commonly known as the Newport Coast.  The Newport Coast has been in the Newport Beach sphere of influence for more than twenty years, but until recently, the property was undeveloped and annexation was subject to the consent of the landowner, The Irvine Company (TIC).  Development of the Newport Coast is controlled by a development agreement between the County of Orange and TIC, a certified local coastal plan (processed by the county and TIC) approved by the California Coastal Commission, and a settlement agreement between TIC and the Friends of the Irvine Coast.

The majority of the Newport Coast will remain open space, but TIC has a vested right to construct a total of 4,888 dwelling units, approximately 2,100 resort units (ranging from hotel units to resort condominiums), and neighborhood commercial/retail space.  TIC has constructed approximately 2,000 of the permitted dwelling units and expects to construct the remainder in the next five years.  The development agreement between the county and TIC would, by virtue of state law, be binding on Newport Beach for a period of at least eight years subsequent to annexation by Newport Beach, and will control the nature and rate of development for at least that period.
Mr. Thomson’s real estate practice currently includes the Newport Coast and the annexation of the area by the city would have no impact in that regard.  The amount of Mr. Thomson’s commissions would be affected by any increase or decrease in the value of property in the Newport Coast and annexation by Newport Beach has the potential to affect the value of residential real property in the Newport Coast.  However, you have no study or analysis by a real estate appraiser as to whether the impact of annexation by the city will be positive or negative.  You have contacted several appraisers who have advised that annexation may impact property values but they have confirmed that there is not a scientific method of ascertaining whether the impact will be positive or negative or the amount of any increase attributable to annexation as opposed to other market factors.
You assert on Mr. Thomson’s behalf that the available information suggests no connection between annexation and property values.  The large custom homes in the Newport Coast are selling for millions of dollars without any Newport Beach affiliation.  There is relatively little correlation between the type of residential product being developed in the Newport Coast and homes within current city boundaries.  Moreover, preliminary discussions 

about annexation with residents in the area suggest there is no overwhelming support for annexation.  In fact, the residents are going to study the benefits and disadvantages of forming their own city.
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:

  
"(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."
Regulation 18704.3 (copy enclosed) provides special rules for determining who are sources of commission income earned in a given sales transaction.  The following are deemed to be sources of income to a real estate agent within the meaning of Section 87103(c):
"(A)  The broker and brokerage business entity under whose auspices the agent works;

(B)  The person the agent represents in the transaction; and

(C)  Any person who receives a finder's or other referral fee for referring a party to the transaction to the broker, or who makes a referral pursuant to a contract with the broker."  (Regulation 18704.3(c)(3).)
The full gross value of the commission income for a specific sale is attributed to each source of commission income in that sale or transaction.  (Regulation 18704.3(d).)
  Pursuant to Section 87103(c) and Regulation 18704.3, Mr. Thomson will have an economic interest in Coldwell Banker.
  Also, since Mr. Thomson's real estate practice constitutes a business entity,
 he will have an economic interest in that business entity.  (Section 87103(a) and (d).)

Therefore, Mr. Thomson may not participate in the decision whether to annex the Newport Coast if it is reasonably foreseeable that the decision will have a material financial effect on Coldwell Banker, his real estate practice, or any other economic interests of               Mr. Thomson.

A.  Mr. Thomson’s Interest in Coldwell Banker and His Real Estate Practice

1.  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.
With regard to Mr. Thomson’s economic interest in Coldwell Banker and his real estate practice, you have stated facts that distinguish this situation from similar factual situations where we concluded that the foreseeability standard was met.  (See Teasley Advice Letter, No. I-97-545 and Teasley Advice Letter, No. A-97-545a.)  In the Teasley letters, the annexation was predicted to create business opportunities.  Specifically, the annexation was to lead to the development of a significant number of new homes which, in turn, would lead to increased number of residential resale transactions.  In the instant case, you have stated the proposed area for annexation is already being developed and that the existing development agreement between the county and TIC would be binding on Newport Beach for eight years.  You state that Coldwell Banker and Mr. Thomson's real estate practice is already doing business in the Newport Coast area and that their practice will not change as a result of the annexation.

On the other hand, you have stated that an increase or decrease in property values will affect Mr. Thomson’s income and that your appraisers have stated that the annexation decision “may impact property values” while cautioning that there is no “scientific method” of ascertaining the exact change.  Based on this observation, we conclude that we cannot make a conclusive decision regarding foreseeability.  The Commission is not the finder of fact when providing advice.  (In re Oglesby (1975) FPPC Ops. 71.)  Mr. Thompson must decide whether there is a “substantial likelihood” that there will be “any” financial effect.

2.  Materiality

Assuming foreseeability, Mr. Thomson must determine whether the instant decision will have a material financial effect on Coldwell Banker or his real estate practice.  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.  

Regulation 18702.1(b)
 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 this case, Coldwell Banker and Mr. Thomson's real estate practice are indirectly involved in the decision.

Since Coldwell Banker and Mr. Thomson’s real estate practice are indirectly involved in the decision, Regulation 18702.2 (copy enclosed) provides the applicable materiality standard. The precise materiality standard depends on the size of the business entity.  You have not provided this information.  Therefore, we cannot identify the precise standard.  As an example, Regulation 18702.2(g) states that the materiality standard for a relatively small business entity:
"(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."
Mr. Thomson must identify the correct materiality standard in Regulation 18702.2 and decide whether the standard is met as to both Coldwell Banker and his real estate practice.  If  Mr. Thomson has trouble deciding whether or not the materiality standard is met, he must ask himself whether it is reasonably foreseeable that the materiality standard will be met.  A result is reasonably foreseeable if there is a substantial likelihood that it will occur.  (In re Thorner (1975) 1 FPPC Ops. 198.)

B.  Other Potential Economic Interests
As a real estate agent, it is likely that Mr. Thomson has numerous other sources of income pursuant to Regulation 18704.3 (see footnote #4).  Therefore, you must determine if it is reasonably foreseeable that the annexation decision will result in a material financial effect on any other source of income not mentioned here.  Since you have not provided any information identifying a particular source of income, we can provide you only with general advice.
Generally, Mr. Thomson must determine if a financial effect on the source of income is foreseeable.  Since we do not know the identity of any particular source of income, we can provide Mr. Thomson only with the general rule regarding foreseeability (see section “II-A-1" above).  Assuming foreseeability, Mr. Thomson must determine if the effect is material.  At this point, you must determine if the source of income is directly or indirectly involved (see footnote #6), and then identify the correct materiality standard.  Regulation 18702.1 provides the applicable standard for all economic interests directly involved.  Regulation 18702.2 provides the applicable standard for business entities indirectly involved.  Regulation 18702.6 (copy enclosed) provides the applicable standard for individuals indirectly involved.

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

SGC:MC:tls

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


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


�  Please note that sources of "promised" income of $250 or more are also economic interests.  Commission income is deemed promised when the sale is pending (i.e., the sale is in escrow).  However, having a listing on a property does not constitute promised income.  (Clay Advice Letter, No. I-96-335, Bergman Advice Letter, No. A-93-297.)


�  Mr. Thomson will also have an economic interest in the clients he currently represents or has represented in the preceding 12 months, and persons who receive finder's or referral fees for referring a party to the broker, or who make a referral pursuant to a contract with the broker if he has received $250 or more in income from that source.  However, since you have not identified these persons we cannot determine whether or not any such interest exists and/or whether a conflict may arise because of such an interest.  We have provided general guidance in section “II-B” below.


�  Section 82005 defines "business entity" as any organization or enterprise operated for profit and includes a sole proprietorship. 


�  Specifically, 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.





