                                                                    October 7, 1998

Kayla J. Gillan

General Counsel

CalPERS - Legal Office

Lincoln Plaza, 400 P Street

Sacramento, California  95814

 Re:  Your Request for Advice

         Our File No. I-98-216
Dear Ms. Gillan:

This letter is in response to your request for advice regarding the provisions of the Political Reform Act (the “Act”).
   Because your letter requests guidance as to general policy issues and does not seek advice as to the actions of specific persons and situations, we are treating your request as one for informal assistance.  Please be aware that informal assistance from this office does not confer the immunity provided by an opinion or formal advice.
  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 and subject matter information as they have been presented to us.
  The Commission does not act as the finder of fact in providing advice.  (In re Oglesby (1975) 1 FPPC Ops. 71.)

QUESTIONS

1.  Must a CalPERS official disclose on his or her statement of economic interests an interest in a mutual fund, registered with the SEC, which invests in only one market or industry but is diversified within that industry?
2.  Must a CalPERS official disclose on his or her statement of economic interests an interest in the CalPERS S&P 500 Equity Index Fund?

3.  Must a CalPERS official disclose on his or her statement of economic interests an interest in the CalPERS Supplemental Contributions Program (the “CalPERS SCP”)?

4.  If it is determined that interests in the CalPERS S&P Equity Index Fund or the CalPERS SCP are reportable investments, does income accrued on those assets constitute reportable income?

CONCLUSIONS
1.  If the mutual fund meets the test of diversification as set forth in Section 80a-5(b)(1) of the Investment Company Act and is registered with the Securities Exchange Commission, an interest in the mutual fund need not be disclosed on a Form 700.

2.  The CalPERS S&P 500 Equity Index Fund is not a business entity under the Act, and therefore, monies invested in this fund do not constitute reportable investments.

3.  The CalPERS SCP is not a business entity under the Act, and therefore, monies invested in this fund do not constitute reportable investments. 

4.  The income accrued on monies invested in the CalPERS S&P 500 Equity Index Fund and the CalPERS SCP is not reportable since it is a return on already exempted governmental compensation.

FACTS
You are seeking advice on behalf of California Public Employees’ Retirement System (“CalPERS”) officials and persons designated in the CalPERS Conflict of Interest Code regarding their respective disclosure responsibilities under the Act.  Your specific questions ask whether an interest in a mutual fund diversified in only one market, an interest in the CalPERS S&P Equity Index Fund, and/or an interest in the CalPERS SCP are investments under the Act subject to disclosure.  Based on the information contained in your request for advice, together with the information obtained in a September 10, 1998, telephone conversation with Ms. Anne Stausboll, a description of the three different funds/plans is provided below.

Mutual fund diversified within one industry

Traditionally, a diversified mutual fund is thought of as a fund that invests in a 

cross-section of industries or market sectors.  Specialty mutual funds -- funds that focus on a particular industry or market -- are also available.  For example, a fund may invest only in the gold market, or in the telecommunications industry.  Based on your research, you have concluded that a specialty mutual fund may register with the Securities Exchange Commission (“SEC”) as a “diversified” investment company as long as its investments are in a range of companies.

In your opinion, this type of interest is a diversified mutual fund registered with the SEC, which is specifically excepted from the section 82034 definition of “investment,” and is therefore not reportable. 

CalPERS S&P 500 Equity Index Fund
CalPERS offers to its members a deferred compensation program created by CalPERS.  This program is qualified for preferential tax treatment under section 457 of title 26 of the United States Code.  Participants in the program select from a broad array of investment choices, including the S&P 500 Equity Index Fund.

The S&P 500 Equity Index Fund is managed internally by CalPERS on a not for profit basis.  The fund invests in a range of 500 different securities in a variety of companies and industries.  Its objective is to mirror the return of the Standard and Poor’s 500 Composite Stock Price Index, a market-value-weighted index of 500 stocks of leading publicly-owned companies.  The 500 securities owned by the CalPERS Fund change frequently; an individual participant has no knowledge, on a day-to-day basis, of the securities invested in by the fund.

The CalPERS S&P 500 Equity Index Fund is not registered with the SEC.  CalPERS has determined that as a governmental plan, it is exempt from SEC regulation.  All stocks listed in the S&P 500 are registered with the SEC.

CalPERS Supplemental Contributions Program

Pursuant to statutory authority, CalPERS administers the supplemental contributions program (“CalPERS SCP”).  Under the CalPERS SCP, a participant may make supplemental contributions, in excess of his or her normal contributions to CalPERS, for the purpose of supplementing his or her retirement benefits.  These contributions are made through payroll withholdings.  CalPERS invests the contributions received under the CalPERS SCP along with the regular Public Employees’ Retirement Fund.  CalPERS SCP participants have no knowledge of the securities in which these contributions are invested, nor do they have any power to direct their investments.

The CalPERS SCP is a “defined contribution,” as opposed to a “defined benefit” plan.
  Distribution of the accumulated contributions may be made only upon separation from CalPERS-covered employment or upon retirement.  An individual may elect to receive the distribution of his or her accumulated contributions, plus interest, either in a lump sum or in periodic payments.

ANALYSIS
Under Section 87203, certain persons designated by the Act (including CalPERS officials; see Section 87200) must, each year, file a statement disclosing, among other things, his or her investments held at any time during the period covered by the statement.  The statement shall contain a statement of the nature of the investment and the name of the business entity in which each investment is held, together with a general description of the business activity in which the business activity is engaged.  (Section 87206.)

An “investment” is defined in Section 82034 as follows:

   “‘Investment’ means any financial interest in or security issued by a business entity, including but not limited to common stock, preferred stock, rights, warrants, options, debt instruments and any partnership or other ownership interest owned directly, indirectly or beneficially by the public official, or other filer, or his or her immediate family, if the business entity or any parent, subsidiary or otherwise related business entity has an interest in real property in the jurisdiction, or does business or plans to do business in the jurisdiction, or has done business within the jurisdiction at any time during the two years prior to the time any statement or other action is required under this title.  No asset shall be deemed an investment unless its fair market value equals or exceeds one thousand dollars ($1,000).  The term “investment “ does not include a time or demand deposit in a financial institution, shares in a credit union, any insurance policy, interest in a diversified mutual fund registered with the Securities and Exchange Commission under the Investment Company Act of 1940 or a common trust fund which is created pursuant to Section 1564 of the Financial Code, or any bond or other debt instrument issued by any government or government agency.  Investments of an individual includes a pro rata share of investments of any business entity, mutual fund, or trust in which the individual or immediate family owns, directly or beneficially, a 10-percent interest or greater.  The term ‘parent, subsidiary or otherwise related business entity’ shall be specifically defined by regulations of the commission.”

Because the definition of an “investment” requires, in its broadest sense, a relationship with a business entity, the definition of a business entity is integral to an analysis of an investment.  Section 82005 defines a business entity as “any organization or enterprise operated for profit, including but not limited to a proprietorship, partnership, firm, business trust, joint venture, syndicate, corporation or association.”  

Under Section 82034, the term “investment” does not include an interest in a diversified mutual fund registered with the SEC.

You have asked us to provide you with informal assistance as to whether funds invested by CalPERS officials through three different investment schemes (at least two of which are created and managed by CalPERS) constitute reportable investments under the Act.  We will consider each investment scheme, separately, below. 

1.  A One Market or Industry Diversified Mutual Fund.
As noted above, the Act excludes from the term “investment” an interest in a diversified mutual fund registered with the SEC.  (Section 82034.)  The Act does not distinguish between mutual funds invested in one or many markets as long as the fund is “diversified.”  The Investment Company Act of 1940 (codified in title 15 of the United States Code, beginning with section 80a-1) defines a “diversified company” as:

“[A] management company which meets the following requirements:  At least 75 per centum of the value of its total assets is represented by cash and cash items (including receivables), Government securities, securities of other investment companies, and other securities for the purposes of this calculation limited in respect of any one issuer to an amount not greater in value than 5 per centum of the value of the total assets of such management company and to not more than 10 per centum of the outstanding voting securities of such issuer.”  (15 U.S.C. § 80a-5(b)(1).)

Under the Investment Company Act the “diversified company” definition applies to mutual funds.  (See Roe, Political Elements in the Creation of a Mutual Fund Industry (1991) 139 U.Pa. L. Rev. 1469.)  

Therefore, as long as a mutual fund meets the test of diversification as set forth in Section 80a-5(b)(1) of the Investment Company Act -- without regard to whether the diversification occurs in one market or industry -- and the fund is registered with the SEC, we would conclude that the fund is “diversified” under Section 82034 of the Act and, thus, exempted from the term “investment.”  If the registered mutual fund which is the subject of your first question meets the diversification test,
 an interest in this fund is not an “investment” and need not be disclosed on a Form 700.

2.  The CalPERS S&P Equity Index Fund.
As stated previously, in order for an investment to be reportable under the Act, the investment must be in a “business entity,” an entity operated for profit as specified in Section 82005.  The CalPERS S&P Equity Index Fund is a fund managed by CalPERS on a not for profit basis, offered as one of the investment options under the CalPERS deferred compensation program.  Because the CalPERS S&P Equity Index Fund is offered and managed by a state entity with no resulting profit to CalPERS, any monies invested in this fund do not constitute an “investment” for purposes of the Act.  This conclusion is supported by long-standing advice of the Commission given in what we deem is an analogous factual situation.  In In re Elmore (1978) 4 FPPC Ops. 8, the Commission opined that the CalPERS general retirement plan
 “is a creature of state government.  It is not a private entity operated for profit.  We therefore conclude that

employee withholdings to PERS are not investments within the meaning of the Act and are therefore not reportable.”
  

3.  The CalPERS SCP.
Based upon your representations, it appears that the CalPERS SCP is an augmentation to the CalPERS general retirement plan; the CalPERS SCP is, as you state, administered and invested by CalPERS “side by side” with the general retirement plan with participants having no knowledge of the manner in which funds are invested and no ability to direct investments.  Importantly, the CalPERS SCP is, again, a program offered and managed by CalPERS -- a not for profit, governmental entity.  We conclude, therefore, that as with the CalPERS general retirement plan and the CalPERS S&P Equity Index Fund, the monies invested with CalPERS SCP are not “investments” under the Act and need not be reported.

4.  Is Income Received on Monies Invested in the Above-described CalPERS Plans, Reportable?
Section 82030 of the Act defines income for purposes of the Act, including reporting purposes.  The definition under Section 82030 is very broad but does contain particularized exceptions.  Subdivision (b)(2) excludes from the definition of “income,” salary from a state, local, or federal government agency.  Subdivision (b)(5) excludes dividends, interest or any other return on a security which is registered with the SEC.

In the context of the programs offered by CalPERS that provide a vehicle by which California state employees may defer or invest their state salaries (from your description, the CalPERS S&P Equity Index Fund and the CalPERS SCP programs), the income resulting from these programs (which inures to the benefit of the individual participants) would not be reportable income under the Act since it is a return on already exempted governmental compensation.  (Section 82030(b)(2); In re Elmore (1978) 4 FPPC Ops. 8.)  

You have not given us facts sufficient to determine whether the monies invested in the mutual fund that is the subject of your first question derive from governmental compensation (e.g., salary, expense reimbursement payments, or per diem payments).  If the source of such monies is governmental compensation, then the analysis set forth immediately above would apply, and the resulting income would not be reportable.  However, even if the monies invested in the mutual fund do not represent an excluded source under Section 82030(b)(2), the resulting income (in the form of dividends, interest, etc.) would be exempt, and thus not reportable, under Section 82030(b)(5) since the return derives from monies invested in a registered mutual fund.  (Frank Advice Letter, No. A-96-274.)

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

Sincerely,

Steven G. Churchwell

General Counsel

By:
Lisa L. Ditora

       
Staff Counsel, Legal Division

SGC:LLD:tls

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


�  Section 83114; Regulation 18329(c)(3).


�  The caveat regarding the reliance on information supplied by the requestor is especially pertinent in this matter.  We understand that the area concerning the creation and structure of various investment and tax deferment vehicles is extraordinarily complicated and is one in which this office has no specific expertise.  Accordingly, we must rely on CalPERS’ representations as to the mechanics of its particular investment plans.


�  The Investment Company Act of 1940 defines the term “diversified” at 15 U.S.C. 80a-5(b).


�  Ms. Anne Stausboll explained in a telephone conversation on September 10, 1998, that in a “defined benefit” plan, the beneficiary can calculate at the time of entry into the plan what the ultimate payoff will be.  In a “defined contribution” plan, only the amounts paid to the plan are known at the time of entry; the ultimate payoff will depend on the performance and interest accrual of the investments.  FPPC staff does not believe that the distinction between these two types of plans has any bearing on the determination as to whether monies invested in the various programs you detail are “investments” under the Act.  However, staff does note that Section 82030(b)(11) of the Act exempts payments received under a “defined benefit” plan from the definition of “income.”  No such exemption is made for payments received under a “defined contribution” plan.


�  We have not been provided facts to make this determination.


�  It should be noted that the exception for monies invested in a diversified and registered mutual fund only applies if the amount invested does not represent an interest of 10 percent or greater of the corpus of the mutual fund.  We assume for purposes of this response, that no CalPERS official possesses a 10 percent or greater interest in the mutual fund.


�  We understand the general retirement plan offered by CalPERS is distinct from the other investment programs discussed in this letter.


�  The question presented in the Elmore Opinion (supra) and the questions specifically asked by you concern whether the monies invested in the CalPERS programs are reportable investments under the Act.  These questions, however, only address part of the overall analysis.  Even though the Commission has concluded in Elmore and now, in this letter, that investments made in certain of the CalPERS investment programs do not give rise to a reportable event, one must still evaluate how the monies invested in these programs are used.  If a participant, through a particular plan, has the right to determine the form of the investment, exercises control over the nature and timing of the investment, and receives a financial benefit dependent on the success of his or her investment decisions, the actual investments being directed by the participant may be reportable events if the requirements of Section 82034 are met (e.g., the investment has a fair market value of $1,000 or more, the participant’s interest in a specified investment equals 10 percent or more, and the business entity in which the investment is made does, has done or will do business in the jurisdiction) and the investments are not otherwise excluded under Section 82034.  (See In re Elmore, supra.)  A hypothetical may be illustrative of this comment.  For example, assume a CalPERS investment plan allows a participant to direct the investment in the manner described above.  The participant chooses to invest his/her money through the plan in the stock of a “start-up” company.  If the start-up company is doing or will do business in the jurisdiction and the official’s investment of stock is worth $1,000 or more, the investment in the start-up company must be disclosed even though the investment into the CalPERS plan is not disclosed.  Based on the facts as you have presented them, it does not appear that the CalPERS officials need engage in this secondary analysis in that there is no indicia of direction and control by the officials of the monies invested in the CalPERS programs.





