                                                                    September 16, 1998

Kayla J. Gillan

General Counsel

Legal Office

California Public Employee’s Retirement System

Lincoln Plaza, 400 P Street

Sacramento, California  95814

 Re:  Your Request for Advice

         Our File No. A-98-193
Dear Ms. Gillan:

This letter is in response to your request for advice on behalf of the California Public Employee’s Retirement System (“CalPERS”) regarding the conflict-of-interest provisions of the Political Reform Act (the “Act”).
 

QUESTIONS
1.  Does a CalPERS official, who serves as a director on the board of a corporation in which CalPERS invests, have an economic interest in a governmental decision under section 87013(d) where it is by virtue of the official’s governmental status that he or she is appointed or elected to the director position; CalPERS has sanctioned the official’s service on the board of directors; the official receives no income from the business entity for serving as a director; and 

CalPERS has a policy that requires the official to recuse himself or herself if and when an actual conflict arises?

2.  If the CalPERS official does have an economic interest under section 87103(d), would  a statutory amendment be required to change that result?

CONCLUSIONS
1.  Yes.  A CalPERS official who serves as a director on the board of a corporation would have an economic interest in the corporation whether or not the director has an investment in or receives income from the corporation.

2.  Since the Act dictates the answer above, a statutory amendment would be required to change it.

FACTS
CalPERS is responsible for administering the public retirement system for California’s state employees, classified school employees, and employees of public agencies that elect to contract with CalPERS.  In this capacity, CalPERS holds in trust and is responsible for the investment of approximately $140 billion.  CalPERS’ Board of Administration invests the bulk of these funds in the public markets; it also invests portions of these funds in private equity and real estate.

CalPERS has a fiduciary duty with respect to the management and investment of CalPERS’ funds.  (Cal. Const., art. XVI, § 17.)  Accordingly, as part of its ongoing investment program, CalPERS continuously seeks new mechanisms for monitoring its investments and maximizing its investment returns.  One such mechanism includes seeking the appointment or election of a CalPERS representative to the board of a corporation in which CalPERS invests.  CalPERS’ purpose for appointing the representative would be to gain knowledge of the company and its activities to which only a corporate insider, such as a director, would have access.

In March 1998, CalPERS adopted a policy regarding the representation of CalPERS on corporate boards of directors.  You have attached a copy of this policy for our review.  The policy describes narrowly drawn circumstances where direct representation by a CalPERS  representative on a corporate board is permissible.  The policy provides that representation is appropriate when, after consulting with investment and legal experts, the CalPERS Investment Committee determines that the benefits of representation outweigh various risks, including potential conflicts of interest.  The policy further provides that if a CalPERS representative is elected or appointed to a corporate board, the representative “shall at all times be mindful of the potential conflict of interest, and shall recuse himself or herself from decisions by either the corporation or CalPERS in situations where an actual conflict exists.”  Finally, the policy prohibits the representative from receiving compensation from the corporation for being a director.

In each of the four situations described below, CalPERS may desire direct representation on the board of a business entity.  CalPERS would want to utilize a representative who has pertinent knowledge and experience.  CalPERS would not want to lose the benefit of the representative’s expertise when its officials are making decisions that may have a material financial effect on the business entity.

1.  CalPERS Owns Significant Interest in the Company - As part of its investment program, CalPERS may own a significant interest in a publicly traded company.  To effectively monitor its position in this type of an investment, CalPERS needs to obtain timely and accurate information and, ideally, to develop and maintain a constructive working relationship with the company.

2.  CalPERS’ Corporate Governance Program - CalPERS’ investment program includes an active “Corporate Governance” program.  Through this program, CalPERS may seek to enhance the value of its investments in publicly traded companies by influencing their internal governance structures and principals.  In this area, CalPERS is typically concerned with board independence and composition, tenure of board members, and director and executive compensation.

3.  CalPERS Partly or Wholly Owns the Investment Entity - As part of its “alternative investment” or private equity program, CalPERS is considering structuring an entity referred to in the investment industry as a “merchant bank.”  The merchant bank would be an investment vehicle owned either wholly or in part by CalPERS.  Its purpose would be to invest CalPERS’ funds in private equity markets.  A merchant bank investment vehicle would provide several advantages, including flexibility through increased response time to the market; expanded investment opportunities; more active involvement with and management of investments; and a reduction in operating costs.

4.  CalPERS Owns a Public Real Estate Investment Trust - As part of its real estate program, CalPERS is considering establishing a real estate investment trust, which would be a vehicle for purchasing and maintaining real estate investments.  At some point, CalPERS may desire to make the trust public.  This would enhance liquidity by enabling CalPERS to sell its shares in the trust in a public market.

ANALYSIS
Section 87100 prohibits a public official from making, participating in making, or using his of her official position to influence a governmental decision in which the official has a financial interest.  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 on, among other enumerated economic interests, any business entity in which the public official is a director, officer, partner, trustee, employee or holds any position of management.  (Section 87103(d).)  A public official, who serves as a director of a corporation, has an economic interest in the corporation whether or not the official receives income from or has an investment in the corporation.

Under the plain language of section 87103(d), a CalPERS official who is a director of a corporation in which CalPERS invests, would have an economic interest in the corporation for purposes of section 87100.

You believe this interpretation of section 87103(d) is extremely broad.  In your view, the enactors of the conflict-of-interest provisions of the Act could not have envisioned the situations  faced by CalPERS.  You find it unlikely that the enactors would have intended the provisions to apply in situations where a public agency actually determines that direct representation on a board is in the agency’s best interest.  In addition, you believe that CalPERS’ existing policy provides protections to prohibit the public officials from obtaining private gain.

Section 87103(d) is different from other economic interests enumerated in section 87103.  Under those interests, an official is in a position to profit or to lose money as a result of a governmental decision.  On the other hand, the rationale behind section 87103(d) appears to be that as a director, officer, partner, trustee, employee or manager of a business entity, the official owes certain duties to the business entity (i.e., contractual, statutory, common law) and these duties may prevent the official from being impartial when making a governmental decision affecting the business entity.  In addition, section 81001 provides that public officials should perform their duties in an impartial manner, free from bias created by their “own financial interests or the financial interests of persons who have supported them.”  Moreover, section 81003 provides that the Act should be construed liberally to accomplish its purposes.

We recognize that a CalPERS official, as an official and as a director of a corporation, would seek to achieve the same goal in both positions, which would be to maximize investment returns.  Nevertheless, “[t]he truism that a person cannot serve two masters simultaneously finds expression in California’s statutory [conflict of interest laws].”  (Thompson v. Call (1985) 38 Cal.3d 633, 637.)  Even though CalPERS and the corporation may each be working toward the same result, situations may arise where it would be in the best interests of each entity to use different means to accomplish its objective. 

Finally, we find no basis in the statute for exempting CalPERS officials from the conflict-of-interest provisions of the Act under the circumstances you describe.  The Commission does not have the power or authority to grant exemptions from the statutory conflict-of-interest provisions.  (Alperin Advice Letter, No. A-96-046.)  

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

                



Sincerely,

Steven G. Churchwell

General Counsel

By:
Julia Butcher

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


�  You indicate that legal issues, outside of the Political Reform Act, will arise in each of the scenarios described.  For example, CalPERS will need to resolve issues related to potentially conflicting fiduciary duties.  Additionally, CalPERS must consider potential liabilities under federal securities laws.  CalPERS is separately addressing these other legal issues.





