                                                                    October 20, 1998

Gail Hutton

City Attorney

City of Huntington Beach

Post Office Box 190

2000 Main Street

Huntington Beach, California  92648

 Re:  Your Request for Advice

         Our File No. I-98-220
Dear Ms. Hutton:

This letter responds to your request for advice on behalf of Huntington Beach City (“City”) Councilmember David Garofalo about the Political Reform Act (the “Act”).
  Because you have not inquired about a particular government decision, we treat you request as one for informal advice.
   

I.  QUESTIONS

(1)  May Councilmember Garofalo participate in governmental decisions regarding advertisers to the Local News, the Huntington Beach Visitor's Guide, and the Chamber of Commerce Directory before December 15, 1998?

(2)  May Councilmember Garofalo participate in governmental decisions regarding advertisers to the Local News, the Huntington Beach Visitor's Guide, and the Chamber of Commerce Directory after December 15, 1998?

II.  CONCLUSIONS
(1)  While Mr. Garofalo continues to have an economic interest in a given advertiser because that advertiser is a source of $250 or more in income to him during the 12 months preceding a particular decision, he may not take part in the decision if the decision is substantially likely to have a material financial effect on the advertiser.  This is a case-by-case (that is, decision-by-decision and advertiser-by-advertiser) determination.

(2)  A source of income, such as an advertiser, is an economic interest of a public official, such as Mr. Garofalo, for twelve months after the income is received.  Since Mr. Garofalo sold the publications on December 15, 1997, the advertisers all will have ceased to be his economic interests by December 15, 1998.  At that point, they will no longer be sources of potential conflicts of interest for Mr. Garofalo (assuming, of course, that they have not become his economic interests in some other fashion in the interim).     

III.  FACTS
Mr. Garofalo was elected to the City Council in November 1994.  He is the sole shareholder of the David Garofalo Corporation ("Garofalo Corporation").  Until last December, the Garofalo Corporation owned and operated the Local News, a semi-monthly paper circulated in the cities of Huntington Beach, Fountain Valley and Westminster.  The Garofalo Corporation also had published the Huntington Beach Visitor's Guide on behalf of the Huntington Beach Convention and Visitor's Bureau.  Finally, the Garofalo Corporation published the Chamber of Commerce Directory.  (Hereafter, these three publications are collectively referred to as the “publications.”)  

Mr. Garofalo owned, operated and served as the publisher of the Local News until December 15, 1997.  The Local News is published semi-monthly.  Its over 100,000 annual copies are distributed through direct mail, bundled drops, and "throwaways," 90 percent of which are distributed in the city, and the balance in Fountain Valley and Westminster.  The populations of the three cities are as follows:  Huntington Beach, population 181,519 (households 69,057); Fountain Valley, population 53,691 (households 17,407);  Westminster, population 78,118 (households 25,077).

Prior to taking office, Mr. Garofalo submitted a proposal to the Huntington Beach Convention and Visitors' Bureau (the "Bureau") to publish the Huntington Beach Visitors' Guide (the "Guide").  That contract was awarded in 1993, with two automatic extensions.  The Bureau did not pay Mr. Garofalo for publishing the Guide; instead, his compensation is any advertising net revenue he can obtain through selling advertisements in the Guide, after paying publishing costs.  The Bureau is a nonprofit, tax-exempt (IRC § 501(c)(6)) corporation.  At one time, 

Mr. Garofalo served as an unpaid member of the Board of Directors of the Bureau.  While his term has expired, he still serves as an ex-officio member.  The Bureau's sole funding is through an annual $190,000 grant from the city; however, none of this grant money is paid to 

Mr. Garofalo.

Mr. Garofalo's corporation also printed and published the Chamber of Commerce Directory.  The Chamber of Commerce does not pay him directly, but his potential compensation is the sale of advertising space.  Mr. Garofalo assumed all the risk associated with supplying a complete publication to both organizations.

The gross revenues of the Garofalo Corporation through all three publishing ventures was approximately $350,000 for calendar year 1997.

On December 15, 1997, Mr. Garofalo sold all three publications to Coatings Resources, Inc. ("Coatings").  This corporation has annual revenues of approximately $10 million.  

Mr. Garofalo then contracted with Coatings as a consultant to provide a number of services to Coatings independent of the print media products.  His agreement calls for his consulting on non-sales issues relating to the publishing properties sold to Coatings.  Specifically, by agreement between buyer and seller, Mr. Garofalo consults on the mechanical and technical aspects of publishing.  The majority of his $100,000 per year consulting fee is for other unrelated business activities performed for Coatings.

A number of advertisers paid in excess of $350 per year to Mr. Garofalo's corporation for advertising.  This is in excess of one-tenth of one percent of the gross revenues of $350,000 that was received by the Garofalo Corporation.

Mr. Garofalo is trying to determine if these advertisers pose a conflict of interest after December 15, 1998, twelve months after the last receipt of advertising revenue through the Garofalo Corporation.

IV.  ANALYSIS
The Act's conflict‑of‑interest provisions ensure that public officials will perform their duties in an impartial manner, free from bias caused by their own financial interests or the financial interests of persons who have supported them.  (Section 81001(b).)  Specifically, 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 has a financial interest.  

As mentioned above, you have not identified particular advertisers, nor have you specified particular government decisions in your advice request.  Therefore, we can provide only informal advice.  The following analysis is intended to provide guidance that you and 

Mr. Garofalo may use as particular decisions arise involving the advertisers.  This guidance is 

provided in the framework of the eight-step process recently adopted by the Commission for analyzing potential conflicts of interest. 

A.  Mr. Garofalo is a public official subject to the conflict-of-interest rules, and council actions affecting the advertisers fall within those rules.   
The Act’s conflict-of-interest provisions apply only to “public officials.”  “Public official,” for purposes of the Act, is defined to include every member, officer, employee, or consultant of a state or local agency (with certain exceptions not relevant here).  (Section 82048; Regulation 18701.)  As a Member of the City Council, Mr. Garofalo is a public official for purposes of the Act.

Also, the Act’s conflict-of-interest provisions apply where a public official will be making, participating in making, or influencing or attempting to influence a government decision.  (Section 87100; Regulations 18702-18702.4.)  If Mr. Garofalo takes part in decisions affecting the advertisers by deliberating, voting, etc., he will be making, participating in making, or influencing or attempting to influence a government decision, within the meaning of the conflict-of-interest rules.  

B.  Mr. Garofalo’s economic interests.  

1.  Introduction
The Act’s conflict-of-interest provisions apply only to conflicts arising from economic interests.   The “economic interests” from which conflicts of interest may arise are defined in Regulations 18703-18703.5.   There are five kinds of such economic interests: 

A public official has an economic interest in a business entity in which he or she has a direct or indirect investment
 of $1,000 or more, or, in which he or she is a director, officer, partner, trustee, employee, or holds any position of management (Regulation 18703.1);  

A public official has an economic interest in real property in which he or she has a direct or indirect interest of $1,000 or more (Regulation 18703.2);

A public official has an economic interest in any source of income which aggregates to $250 or more within 12 months prior to the decision (Regulation 18703.3);

A public official has an economic interest in any source of gifts to him or her if the gifts aggregate to $290 or more within 12 months prior to the decision (Regulation 18703.4); 

A public official has an economic interest in his or her personal expenses, income, assets, or liabilities, as well as those of his or her immediate family—this is known as the “personal financial effects” rule (Regulation 18703.5). 

2.  Persons who paid $250 or more to advertise in the publications while Mr. Garofalo owned them are sources of income to Mr. Garofalo for twelve months thereafter.

There are two relevant rules of law here.  First, the Act provides that an individual’s “income” includes a pro rata share of income received by a business entity of which he or she owns 10 percent or more.  (Section 82030(a).)  Second, any person who provides income of $250 or more to a public official becomes an economic interest of the public official, and continues to be so for twelve months afterwards.  (Regulation 18703.3.) 

Applying this law to the facts you provide, Mr. Garofalo owned 100 percent of the corporation that owned the publications.  Therefore, 100 percent of the advertising revenue received from any particular source is attributed to him as income.
  The advertisers who paid $250 or more to advertise in the publications while Mr. Garofalo owned them thereby became sources of income to him, and continue to be so for twelve months afterwards.  Once this twelve-month period lapses with regard to any particular advertiser, that advertiser is no longer an economic interest of Mr. Garofalo’s and no longer is a potential source of a conflict of interest (that is, on the basis of having been an advertiser).  Note that this determination must be made on an advertiser-by-advertiser basis.  

Mr. Garofalo’s corporation sold the publications on December 15, 1997.  Advertising revenue received after that date is not attributable to him as income.    

(Although you have inquired only about the advertisers, we note that the Chamber of Commerce and the Visitors’ Bureau appear also to be sources of income to Mr. Garofalo, and therefore, potential sources of a conflict of interest.  Because your request focuses on the advertisers, this is not addressed further.)

C.  As particular governmental decisions arise, Mr. Garofalo must evaluate whether it is reasonably foreseeable that each decision will have a material financial effect on one or more of the advertisers who are still his economic interest(s).  

Once Mr. Garofalo has decided that a given advertiser is still his economic interest for a given decision, he must decide if it is reasonably foreseeable that the decision will have a material financial effect on the advertiser.  There are three steps to making this evaluation.  First, he must determine whether each of the advertisers is directly involved in the decision or not.  (Regulations 18700(b)(4), Regulation 18704 et seq.)  Because you have not provided facts regarding particular situations, we can address this issue only generally.   We assume that most, if not all, of the advertisers who are still economic interests of Mr. Garofalo are businesses.  For such businesses, the rules for determining degree of involvement in a decision are found in Regulation 18704.1. 

Based upon the degree of involvement, Mr. Garofalo must then choose the right standard for evaluating whether the financial impact from the decision on the advertiser will be material.  Assuming that the advertiser is a business entity, if the advertiser is directly involved in the decision, the relevant materiality standard is found in Regulation 18705.1(a).  Again assuming that the advertiser is a business entity, if the advertiser is indirectly involved, the relevant materiality standard is found in Regulation 18705.1(b).  The latter regulation prescribes alternative rules, which vary according to the size of the business.   

Once the applicable materiality standard is identified, Mr. Garofalo can frame the critical question:  is it substantially likely that the materiality standard will be satisfied as to that advertiser as a result of the decision?  (See Regulation 18706.)  If the answer is yes, then 

Mr. Garofalo will have a conflict of interest unless the “public generally exception” applies.  If the answer is no, then he will not have a conflict of interest.   We stress that this is a case-by-case (that is, decision-by-decision and advertiser-by-advertiser) determination.  

D.  The “public generally exception.”   

This exception exists because a conflict of interest seems less likely when a large part of the community feels essentially the same impact from a governmental decision that the public official’s economic interests feel.  If the public official can show that a “significant segment” of the jurisdiction is affected in a manner “substantially similar” to the impact on his or her economic interest, then he or she usually does not have a conflict.  (See Regulation 18707.)  

Again, it is impossible to draw comprehensive conclusions in absence of facts about a particular decision involving a particular advertiser or advertisers.  Assuming for the moment that Mr. Garofalo will have a conflict of interest arising from an advertiser, the exception will apply only if a significant segment, as defined in Regulation 18707(b)(1), of the jurisdiction or his district is affected in substantially the same manner, as defined in Regulation 18707(b)(2), as the manner in which the advertiser is affected.  

In addition to the basic version of the public generally exception, there are a number of special purpose variations of the exception.  You have inquired about one of them, the exception for “Sources of Income to Owners of Retail Business Entities.”  (Section 87103.5; Regulation 18707.5.)   Section 87103.5 provides, 

   “Notwithstanding subdivision (c) of Section 87103, a retail customer of a business entity engaged in retail sales of goods or services to the public generally is not a source of income to an official who owns a 10‑percent or greater interest in the entity if the retail customers of the business entity constitute a significant segment of the public generally, and the amount of income received by the business entity from the customer is not distinguishable from the amount of income received from its other retail customers.”

Regulation 18707.5, interpreting Section 87103.5, sets out a two-pronged test; both prongs must be satisfied if the exception is to apply.  First, “the retail customers of the business entity during the preceding 12 months” must be either “sufficient in number to equal 10 percent or more of the population or households of the jurisdiction” or “number at least ten thousand.”  (Regulation 18707.5(a)(1), (2).)  

If this numerical threshold is met, then subsection (b) of Regulation 18707.5 provides that the amount of income received from a particular customer is not distinguishable from the amount received from other customers if the amount spent by that customer during the preceding 12 months is less than one-tenth of 1 percent of the gross sales revenues of the business for the preceding fiscal year.  

Applying this law to the facts you present, we consider advertisers in newspaper-type publications to be retail customers of the publications.  (Hertz Advice Letter, No. I-90-663.)   Thus, the exception is potentially applicable to Mr. Garofalo’s situation.  

 However, based upon what appears to be the only available facts, we are unable to conclude that the exception applies here.  Taking up the first prong of the Regulation 18707.5 test, you tell us that you are unable to provide circulation figures for the publications.  In the past we have accepted circulation figures to be a reliable estimate of the number of customers of a publication.  (Hertz, supra.)  However, without a count of the number of customers of the publications, or at least a reliable estimate, we cannot assume that the first prong of the Regulation 18707.5 test is met.  Therefore, we must advise that the exception does not apply.  If further facts become available, we are, of course, ready to advise you further at that time.   

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. 


�  Informal advice does not confer the partial immunity that formal advice does.  See Section 83114(b); Regulation 18329(c)(3).  


�  Your original advice request also asked for advice about a decision involving funding for the Visitor’s Bureau.  You have subsequently informed me that this issue has become moot; therefore, we are not responding to that part of your request.  


�  An 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 agents, spouse, and dependent children own directly, indirectly, or beneficially a 10�percent interest or greater.  (Section 87103.)


�  It is unclear whether Mr. Garofalo owned the Visitors’ Guide and Directory, or merely produced them for the Visitors’ Bureau and the Chamber of Commerce, respectively; in the latter case, the two entities could be construed as the “owners” of the publications.  However, it is not necessary to resolve this issue further because the advertisers will be considered sources of income to Mr. Garofalo in either case.  If Mr. Garofalo actually owned the publications (which is how we interpret your advice request), the advertisers are clearly sources of income to him.  However, even if Mr. Garofalo was not the technical owner of the publications, the nature of his compensation agreements with the Visitors’ Bureau and Chamber lead to the same conclusion.  The most attenuated possibility is that Mr. Garofalo’s relationship to the Bureau and the Chamber was analogous to the relationship between a salesperson and his/her principal; i.e., Mr. Garofalo as salesperson found advertisers for the entities’ publications, and the payments his corporation received from the advertisers were analagous to “commissions.”  Under the Commission’s regulations, the source of commission income includes the agent’s principal and the customer.  (See Regulation 18703.3(c) (formerly Regulation 18704.3).) 





