                                                                    January 29, 1999

Donald E. Lahr

353 Machado

Santa Maria, California  93455

 Re:  Your Request for Advice

         Our File No. I-98-298
Dear Mr. Lahr:

This letter responds to your request for advice about the Political Reform Act (the “Act”).
  Since your request is general in nature, we provide informal advice.
  (Regulation 18329(c).)  The following information is intended to provide general guidance in avoiding conflicts of interest with regard to your son’s business.  

I.  QUESTION
May you participate in City decisions affecting your son or his business? 

II.  CONCLUSION
The answer depends on the particular facts of each decision.  If it is reasonable foreseeable that a particular decision will have a material financial effect on your son’s business or your son which is distinguishable from the effect of the decision on the public generally, you may not take part in that decision.  If it is not reasonably foreseeable that the a given decision will have such an effect, then you may take part.  

III.  FACTS
You will soon be sworn in as Mayor for the City of Santa Maria (City).

Your son owns a welding and steel fabrication business within the City.  This business is organized as a corporation, of which your son is the sole shareholder.  You and your wife own the building which is leased by your son’s business.  The rent on that building is currently $4,000 per month.  Other than this lease, neither you nor your wife have any financial connection with your son’s business.  You have in the past served as an unpaid member of the board of directors for your son’s business, but you have resigned from that position.

Your son’s business has done work for the City for the last sixteen years.  This work has been done in two ways.  First, on an “as needed” basis for various departments.  This work has been authorized by city officials at the department level.  Second, your son’s business has been a subcontractor on various contracts awarded by the City.  In some of these cases, your son’s business was identified as a subcontractor during the bidding process.  In other cases, the participation of your son’s business as a subcontractor was not decided or not known at the time of bidding.  

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. 

To say that a public official has a “financial interest” in a governmental decision, within the meaning of the Act, is to conclude that it is reasonably foreseeable that the governmental decision will have a material financial effect on one or more of the public official’s economic interests.  (Section 87103; Regulation 18700(a).)  The Commission has adopted an eight-step analysis for deciding whether the Act’s conflict-of-interest restrictions apply to a given individual with regard to a given governmental decision.  (Regulation 18700(b).)  We provide the following advice in the context of that eight-step analysis.  

A. Your status as a public official. 

As Mayor, you will, of course, be considered a public official subject to the Act’s conflict-of-interest restrictions.  (Section 82048; Regulation 18701.)    

B.  
The conflict-of-interest rules apply to making, participating in making, and influencing governmental decisions.  

The Act’s conflict-of-interest provisions apply to you when you make, participate in making, or in any way attempt to use your official position to influence a governmental decision in which you know or have reason to know you have a financial interest.  (Section 87100.)  The Commission’s regulations describe in some detail what constitutes making, participating in making, and influencing a governmental decision.  (Regulations 18702.1, 18702.2, and 18702.3, respectively.)  There are also important exceptions to these rules.  (Regulation 18702.4.)  

Since you are seeking general guidance, and have not specified a particular governmental decision in which you might take a role, we will not exhaustively discuss these rules.  As you approach your official duties, keep in mind the following “rule of thumb”:  If a governmental decision arises which arguably involves your son’s business, and you are acting or purporting to act in your official capacity, or if you are exercising judgment or discretion with regard to the decision, then you are probably making, participating in making, and/or influencing the decision.  In such a case, you should consult the regulations, or seek advice from your agency’s counsel or the FPPC, to be sure.  

B. Identifying your economic interests.

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 six 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.  (Regulation 18703.1(a).)

A public official has an economic interest in a business entity in which he or she is a director, officer, partner, trustee, employee, or holds any position of management. (Regulation 18703.1(b).)

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.)

Your son’s business pays rent to you and your wife.  This rent is income to you and your wife, and your son’s business is considered the source of that income.  Thus, you have an economic interest in your son’s business.  (Regulation 18703.3.) 

Also, for conflict‑of‑interest purposes, the Commission has “pierced” through entities, such as corporations, to consider the nature of the relationship between the entity and person who controls the entity.  (Brown Advice Letter, A-97-122.)  In two opinions, the Commission has “pierced the corporate veil” and treated the controlling shareholder as one with a closely held corporation.  (In re Lumsdon (1976) 2 FPPC Ops. 140; In re Kahn (1976) 2 FPPC Ops. 151.)  In In re Nord (1983) 8 FPPC Ops. 6, the Commission pierced the veil of a limited partnership and determined that the controlling general partner was one with the limited partnership.  The Commission reasoned that a limited partnership involves an investment by the limited partners in the entrepreneurial skills of the general partner who has the sole discretion and authority to manage the investment when conducting the partnership business.

Here, since your son is the sole shareholder in the corporation through which he runs his business, you must assume that you have an economic interest in your son himself.  (Lumsdon, supra; Kahn, supra.)  Please note that you have such an economic interest not because he is your son, but because he is the sole shareholder in the corporation which pays rent to you and your wife. 

Since you have an economic interest in your son’s business as a source of income to you, and in your son as the sole shareholder of the business, each is a potential source of a conflict of interest for you.  You must be aware when governmental decisions in which you take part involve your son’s business, or your son personally.

D.  
Determining whether your economic interests are directly or indirectly involved in a governmental decision.
Deciding beforehand whether you have a conflict of interest in a given governmental decision is a prediction:  Is it reasonably foreseeable that the governmental decision will have a material financial effect on your economic interests?  As used here, the word “material” means important.  The FPPC has adopted criteria for deciding what kinds of financial effects are important enough to give rise to conflicts of interest.  These criteria are expressed in rules and are called “materiality standards.”  Which of these materiality standards applies in a given case depends on two factors:  (1) The type of economic interest involved, and (2) Whether the interest is directly or indirectly involved in the governmental decision.  The first of these factors, identifying the public official’s economic interests, has already been discussed in part IV.C., above.  The following paragraphs discuss the second factor.    

1.  Direct involvement.  

Either your son’s business or your son personally is considered to be directly involved in a governmental decision in either of the following situations:  

The business or your son initiates the proceeding in which the decision will be made by filing an application, claim, appeal, or similar request.  (Regulation 18704.1(a)(1).)

The business or your son is a named party in, or is the subject of, the proceeding concerning the decision before the official or the official’s agency.  A person 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.  (Regulation 18704.1(a)(2).)

2.  Indirect involvement.  

Under the Commission’s regulations, if your son’s business or your son are not directly involved in the governmental decision under the rules stated above, they are considered indirectly involved.  (Regulation 18704.1(b).) 

E.  
Deciding which materiality standards apply, and using those standards to decide if there will be a reasonably foreseeable material financial effect.  

1.  Materiality standards that will apply if your son’s business or your son are directly involved in a governmental decision.  

Since your son’s business and your son are economic interests in the form of sources of income, the applicable materiality standards will be found in Regulation 18705.3, which provides the materiality standards for sources of income.  Subdivision (a) of that regulation applies when either your son’s business or your son are directly involved in a governmental decision in which you might take a role.  It provides: 

  “(a)  Directly involved sources of income. Any reasonably foreseeable financial effect on a person who is a source of income 

to a public official, and who is directly involved in a decision before the official's agency, is deemed material.”

This means that if your son’s business or your son is directly involved in a governmental decision and if it is reasonably foreseeable that the governmental decision will have any financial effect—even a penny’s worth—on it or he, respectively, then you will have a conflict of interest unless the public generally exception applies.  (Regulation 18706.)  (The public generally exception is discussed below.)

Whether the financial consequences of a governmental decision are reasonably foreseeable at the time the decision is made is highly situation-specific.  A financial effect need not be a certainty to be considered reasonably foreseeable; a substantial likelihood that it will occur suffices to meet the standard.  On the other hand, if an effect is only a mere possibility, it is not reasonably foreseeable.  (In re Thorner (1975) 1 FPPC Ops. 198.)

2.  Materiality standards that will apply if your son’s business or your son are indirectly involved in a governmental decision.  

Subdivision (b) of Regulation 18705.3 applies when either your son’s business or your son is indirectly involved in a governmental decision.   

(a)  Your son’s business.  

Regulation 18705.3(b)(1) would apply to your son’s business, since it is a business entity.  Subdivision (b)(1) refers to the materiality standards for business entities in Regulation 18705.1(b), which apply when the public official’s source of income is a business entity.  In Regulation 18705.1(b), subdivision (b)(7), which applies to most small businesses, probably applies to your son’s corporation.  It provides the following three materiality standards:

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

   (B)  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

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

This means that if your son’s business is indirectly involved in a governmental decision and if it is reasonably foreseeable that one or more of these materiality standards will be met as a result of the decision,
 then you would have a conflict of interest unless the public generally exception applies.  (Regulation 18706.)  (The public generally exception is discussed below.)

(b)  Your son.  

Regulation 18705.3(b)(3) would apply when your son, as a source of income, is indirectly involved in a governmental decision.  It provides: 

  “(3)  Sources of income who are individuals.  The effect of a decision is material as to an individual who is a source of income to an official if any of the following applies:

   (A)  The decision will affect the individual's income, investments, or other tangible or intangible assets or liabilities (other than real property) by $1,000 or more; or

   (B)  The decision will affect the individual's real property interest in a manner that is considered material under Title 2, California Code of Regulations, Sections 18705.2(b) or 18705.2(c).”

Subdivision (b)(3)(B) refers to Regulation 18705.2(b) and (c), which are some of the materiality standards for indirectly involved economic interests in real property.  Rather than exhaustively discussing these rules, we advise you to remember that, since you have an economic interest in your son because he is the sole shareholder of a corporation which is itself a source of income to you, a governmental decision which affects real property owned by your son could be the source of a conflict of interest for you.  

If your son is indirectly involved in a governmental decision and if it is reasonably foreseeable that either his “income, investments, or other tangible or intangible assets or liabilities (other than real property)” will be affected by $1,000 or more, or his real property interests will be affected as explained in Regulation 18705.2(b) and (c), then you will have a conflict of interest unless the public generally exception applies.  (Regulation 18706.)  

C. The “public generally” exception.  

Even if you decide that it is reasonably foreseeable that a governmental decision will have a material financial effect on your son’s business or your son, you may still be able to take a role in that governmental decision.  If the reasonably foreseeable material financial effect of a governmental decision on your son’s business or your son, respectively, is indistinguishable “from its effect on the public generally,” then you will not have a conflict.  (Section 87103; Regulation 18700(b)(7);  Regulation 18707(a).)  

This rule is referred to as the “public generally exception.”  This exception exists because a public official is less likely to be biased by a financial impact on his or her economic interests when a significant part of the community is substantially likely to feel essentially the same impact from the governmental decision.  

The reasonably foreseeable material financial effect of a governmental decision on your son’s business or your son is indistinguishable from the effect on the public generally if it is reasonably foreseeable that the decision will affect a “significant segment” of the public “in substantially the same manner” it will affect it or he, respectively.  (Regulation 18707(b)(1),(2).)   For your son’s business, a “significant segment” may be comprised of:  

50 percent of all businesses in the jurisdiction so long as the businesses are composed of more than a single industry, trade, or profession.  (Regulation 18707(b)(1)(B).) 

At least 5,000 individuals who are residents of the jurisdiction.  (Regulation 18707(b)(1)(C).) 

Where the decision will affect a predominant industry, trade, or profession in the official's jurisdiction.
  (Regulation 18707.3.)

Where in rare cases, “exceptional circumstances” may allow the recognition of a significant segment, within the meaning of the public generally exception, even if the numerical thresholds otherwise established are not met.  (Regulation 18707(b)(1)(D).)  

For your son as an economic interest, a “significant segment” may be comprised of:  

10 percent or more of the population in the jurisdiction of the official's agency. (Regulation 18707(b)(1)(A)(i).) 

10 percent or more of all property owners, all home owners, or all households in the jurisdiction of the official's agency.  (Regulation 18707(b)(1)(A)(ii).)

At least 5,000 individuals who are residents of the jurisdiction.  (Regulation 18707(b)(1)(C).) 

Where in rare cases, “exceptional circumstances” may allow the recognition of a significant segment, within the meaning of the public generally exception, even if the numerical thresholds otherwise established are not met.  (Regulation 18707(b)(1)(D).)

“Substantially the same manner” is defined in Regulation 18707(b)(2), as follows: 

  “(2)  Substantially the Same Manner:  The governmental decision will affect the official's economic interest in substantially the same manner as it will affect the significant segment identified in subdivision (b)(1) of this regulation.”

In general terms, applying the public generally exception requires two closely interrelated steps.  First, you must determine whether there is a cognizable “significant segment” of the public.  Second, if there is, you must determine whether it is reasonably foreseeable that this significant segment will be affected in “substantially the same manner” as is your economic interest.  

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 provide the recipient with immunity.  (See Section 83114; Regulation 18329.)  


�  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.)


�  For example, if the reasonably foreseeable result of a governmental decision would be that your son’s business incurs or avoids expenses by $2,500 in a fiscal year, the materiality standard in Regulation 18705.1(b)(7)(B) would be satisfied. 


�  When a governmental decision will affect an entire industry in substantially the same manner as it will affect a public official’s economic interest, the industry is considered to constitute a significant segment if that industry is a “predominant industry” in the jurisdiction or district.  (Regulation 18707.3.)  Regulation 18707.3 does not establish any specific criteria for determining when an industry, trade, or profession is predominant in a given jurisdiction.  We rely on the well-settled interpretation that the “predominant industry” variation of the public generally exception is to be construed narrowly.  (Woods Advice Letter, No. A-94-164.)  Originally, the term “predominant” was meant to apply to a situation where a local economy is based on one industry, so that almost any public official would have an economic tie to that industry, trade, or profession.  (Ibid.)  In Woods, supra, we advised that the real estate business, while the third most numerous type of business in the jurisdiction-in-question, was not the basis of the local economy, and therefore the “predominant industry” variation on the public generally exception did not apply.





