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                                                                    April 20, 1999

David McMurtry

De La Vergne & McMurtry

980 Ninth Street, Suite 1900

Sacramento, California  95814

 Re:  Your Request for Advice

         Our File No. A-99-058
Dear Mr. McMurtry:

This letter responds to your request on behalf of Richard L. Hughes, a Member of the Dixon City Council, for advice about the Political Reform Act (the “Act”).
 

I.  QUESTIONS


1.    If First Northern does not submit a proposal for banking services to the ad hoc committee, would Mr. Hughes have a conflict in interest in voting as a member of the City Council upon the recommendations of the ad hoc committee about the selection of a banking institution for the City?

2.    If First Northern does elect to submit a proposal for banking services to the ad hoc committee, would Mr. Hughes have a conflict in interest in voting as a member of the City Council upon the recommendations of the ad hoc committee about the selection of a banking institution for the City?

3.    Is Mr. Hughes required to list shares of stock in First Northern held by the Goodman & Herbert profit sharing plan on the disclosure statements he files?

4.    Are there any other conflict of interest issues of which Mr. Hughes needs to be made aware that might affect his ability to participate in the City's consideration of this general subject?


II.  CONCLUSIONS
1.  If First Northern does not submit a proposal for banking services, then Mr. Hughes does not have a conflict of interest in the decision to select a principal banking institution for the City.  

2.  If First Northern does submit a proposal for banking services, Mr. Hughes will have a conflict of interest, and is disqualified from the decision to select a principal banking institution.  

3.  Mr. Hughes must disclose his proportional interest in the profit-sharing plan’s holdings in First Northern stock on his Statement of Economic Interests.  

4.  See part IV.C, below. 

III.  FACTS
Richard L. Hughes is a newly-elected member of the Dixon City Council.  Mr. Hughes is an attorney and a partner in the firm of Goodman & Herbert of Fairfield.  

Goodman & Herbert has established a profit-sharing plan (“plan”) for its partners and employees.  The plan is a defined contribution plan qualified under Internal Revenue Code Section 401(a) (26 U.S.C. § 401(a)).  The plan is funded entirely by contributions from the firm; employee-participants make no contributions to the plan.  Employee-participants have no ability to direct or control the plan’s investments, or to choose investment options among the plan’s investment vehicles.  Mr. Hughes is one of the trustees of the plan and participates in the selection of investments held by the plan.  

The assets of the plan include shares of the common stock of First Northern Bank of Dixon (“First Northern”).  Mr. Hughes participated in the selection of those shares of stock for purchase by the plan prior to his election as a member of the Dixon City Council.  Those shares had a market value of $38,254.54 as of  December 31, 1998.  The common stock of First Northern Bank held by the Goodman & Herbert profit sharing plan is traded as over-the-counter stock listed on the National Association of Securities Dealers National Market List.  Using 

Mr. Hughes’ proportionate vested share of the assets held by the plan in determining the value of his proportionate investment in the bank stock held by the plan would place a current fair market value of his proportionate investment at less than $10,000.

The City presently uses First Northern as its principal banking institution for deposits and payments made by the City, the City Redevelopment Agency and two other public agencies for which the City provides deposit and payment financial services through its Finance Department.  

The City Council and the City Treasurer have recently agreed that they desire to reexamine the continued use of First Northern as the principal bank of the City.  Accordingly, the City will soon request various banks, including First Northern, to submit to it proposals for providing the City with banking services.

The City Treasurer and the City Council have agreed to use an ad hoc committee consisting of City elected and appointed officials to prepare the request for proposals (RFP) that will be sent by the City to various banks for responses.

It has also been agreed by the City Council and the City Treasurer that the ad hoc committee will screen the proposals which are received in response to the RFP and will make a recommendation or recommendations to the City Council and City Treasurer as to the selection of a single banking institution which will be thereafter used by the City Council and the City Treasurer as the principal bank for the deposit of City funds and the payment of City bills.  The City Council, working in cooperation with the City Treasurer, will then select the banking institution that will serve as the principal bank for the City during a multi-year period.

The ad hoc committee will consist of a member of the City Council, the City Treasurer, the City Manager and the Finance Director.  The ad hoc committee has not yet met and undertaken any business.  Mr. Hughes will not be a member of the ad hoc committee. 

At present, the City pays no service charges to First Northern for the banking services which First Northern provides to the City.  Those services include the receipt and deposit of City funds and the payment of checks drawn by the City upon those funds.

First Northern does not presently require the City to maintain compensating balances as a condition of receiving free banking services.  First Northern derives gross revenue from its banking relationship with the City in the form of interest earned by that bank on the “float” involving deposited City funds which are held by the bank and used for the payment of City checks which are drawn upon the City's general checking account.

The bulk of the City funds on deposit with the bank are held in a money market account and the bank would normally derive some net investment income from that City account to the extent that the bank's investment earnings on the funds held in that City account exceed the interest payments that it credits to the City on that account.

In analyzing this matter in connection with the proposal to solicit proposals for banking services, the Dixon Finance Director has studied the gross income which any banking institution might reasonably hope to derive from providing banking services to the City of Dixon and to the other public entities whose funds are handled by the City Finance Department and presently deposited with First Northern.  Using information from those studies, the Dixon Finance Director has estimated that the reasonably foreseeable effect of the City's decision in selecting a banking institution upon the gross income which First Northern or any other banking institution would derive from handling the City's banking needs (including those of the other public agencies) would be in the range of $15,000 to $ 25,000 for each fiscal year.  This estimate by the Finance Director assumes that the City-controlled deposits and disbursements follow the pattern that has been present in recent years and that those deposits do not unexpectedly increase in a manner not reasonably foreseeable at the present time.  In any event, the amount of revenues would be far less than $150,000.

In addition, given that range of estimated gross annual income that a banking institution would derive for its selection as the City's principal bank, the City Finance Director has determined that it is reasonably foreseeable to conclude a decision selecting a banking institution to provide banking services the City will not result in the selected banking institution either incurring or avoiding additional expenses or reducing or eliminating existing expenses for a fiscal year in the amount of $50,000 or more and will not result in either an increase or decrease in the value of assets or liabilities of the banking institution by $150,000 or more.  This conclusion by the Finance Director also assumes that the City-controlled deposits and disbursements follow the pattern that has been present in recent years and do not unexpectedly increase in a manner not reasonably foreseeable at the present time.

Neither Councilmember Hughes nor his law firm provide legal services to First Northern.

IV.  ANALYSIS
A.  Questions (1) and (2).  

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 an individual has a disqualifying conflict of interest in a given governmental decision.  (Regulation 18700(b).)  The following advice applies that eight-step analysis to the decision on awarding the contract for the City’s principal banking institution.  

1.  Public Official.  

The Act’s conflict-of-interest provisions apply only to “public officials.”  (Sections 87100, 87103; Regulation 18701.)  “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.)   “Local government agency means a county, city, or district of any kind including a school district, or any other local or regional political subdivision, or any department, division, bureau, office, board, commission or other agency of the foregoing.”  (Section 82041.)  As a Member of the City Council, Mr. Hughes is a public official for purposes of the Act.  

2.  Making, participating in making, or using official position to influence governmental decisions.
The Act’s conflict-of-interest provisions apply only where the public official “make[s], participate[s] in making, or in any way attempts to use his official position to influence a governmental decision in which he knows or has reason to know he has a financial interest.”  (Section 87100, emphasis added.)   The Commission has adopted a series of regulations which define “making,” “participating in making,” and “influencing” a governmental decision, and which provide certain exceptions.  (Regulations 18702-18702.4.)

By deliberating and voting upon the City’s selection of a primary banking institution, 

Mr. Hughes would be participating in making (Regulation 18702.2) and making (Regulation 18702.1) a governmental decision.  Thus, his conduct in this matter is covered by the Act’s conflict-of-interest rules.  

3.  Identifying Councilmember Hughes’ economic interests. 
(a).  Introduction.

The Act’s conflict-of-interest provisions apply only to conflicts arising from economic interests.  (Section 87103.)  The “economic interests” from which conflicts of interest may arise are defined in Regulations 18703-18703.5.  (Identifying a public official’s particular economic interests is the third step in the Commission’s regulatory analysis of possible conflicts of interest.)  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 (Section 87103(a); Regulation 18703.1(a)); 

· A public official has as 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 (Section 87103(d); 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 (Section 87103(b); Regulation 18703.2);

· A public official has an economic interest in any source of income, included promised income, which aggregates to $250 or more within 12 months prior to the decision (Section 87103(c); 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 (Section 87103(e); 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). 

(b)  First Northern.  

At the outset, we note that Mr. Hughes does not have an economic interest in the profit-sharing plan itself.  (Sauer Advice Letter, No. A-96-367; Todorov Advice Letter, No. A-93-393.)  

Both the Sauer and Todorov advice letters rely on In re Elmore (1978) 4 F.P.P.C. Ops. 8), a FPPC opinion.  In Elmore, the Commission carefully distinguished between defined benefit plans and other types of retirement plans.  For present purposes the most important feature of the defined benefit plans is that the employee-participant has a contractual right to payments of an amount certain regardless of the performance of the plan’s investment.
  In contrast, other types of retirement plans (often profit-sharing plans, defined contribution plans, or deferred compensation plans) the benefits received by the employee-participants are not guaranteed, rather the amount eventually received depends on the performance of the plan’s investments.  

With regard the latter type of retirement plan, the Commission concluded that an employee-participant could have an economic interest in the assets held through the plan under certain circumstances:   

“Interests in the ... deferred compensation plan (DCP) may be “investments” within the meaning of the Political Reform Act.  Although the [plan] retains nominal ownership of funds invested through DCP, the employee determines the amount that he will invest in the plan and the form of the investment that will be made with his contribution.  In addition, he has a contractual right to the return of his investment upon retirement, termination or emergency. ....  The employee exercises control over the nature and timing of his DCP investment and the financial benefit he receives will depend upon financial success of his investment decisions.  Thus, for purposes of disclosure of economic interests, investments made through DCP should be treated as if the employee had received the salary and invested that money in the private investment vehicles offered by the DCP. Consequently, each of the five investment alternatives offered by DCP is an “investment” under Section 82034 of the Act unless otherwise excluded.”

A good example of what the Commission meant when it said “unless otherwise excluded” is found in the Frank Advice Letter, No. A-96-274.  There, a public official invested in his employer’s deferred compensation plan, choosing from among the plan’s options a SEC-registered, diversified mutual fund as his investment vehicle.  We advised that he did not have an investment economic interest in the mutual fund he chose because SEC-registered, diversified mutual funds are excluded from the Act’s definition of investment (see Section 82034).  (Although not explicitly so stated in the Frank letter, it follows from Elmore, Todorov, and Sauer that the public official did not have an investment economic interest in the plan itself either.)    

The plan about which you inquire on behalf of Mr. Hughes differs in some respects from the deferred compensation plans discussed in Elmore, Todorov, and Sauer.  First, the employee-participants in Mr. Hughes’ plan do not contribute or defer income into the plan—it is entirely funded by voluntary employer contributions.  Second, the non-trustee participants in 

Mr. Hughes’ plan do not have any investment options to choose from within the plan; they are passive.  

All things considered, however, we conclude that Mr. Hughes has an investment economic interest in each of the plan’s investment vehicles, including First Northern, unless the investment vehicle otherwise excluded from the Act’s definition of “investment.” Although he does not as a participant contribute to the plan, he is a principal of the law firm, and as such presumably has input into how much of the profits will be shared with the participants through the firm’s contributions to the plan.  Although he does not as a participant choose from investment options within the plan, as a plan trustee he has significant input into choosing the plan’s investments.  Most importantly, the financial benefit he eventually receives from the plan will depend upon the financial success of the plan’s investment decisions and policies.  Put another way, a material financial effect, from whatever source, on the plan’s investments (including First Northern) could have an effect on the plan’s performance, and consequently on the value of Mr. Hughes’ account in the plan.  

There is no exclusion from the definition of investment (Section 82034) for securities such as First Northern stock.  Therefore, we conclude that Mr. Hughes has an economic interest in First Northern.
  (Section 87103(a); Regulation 18703.1(a).)  

4.    Determining whether First Northern is directly or indirectly involved in the decision to select a banking institution.  
The fourth step in analyzing a potential conflict of interest is to determine whether each of the public official’s economic interests is directly or indirectly involved in the governmental decision at-issue.  (Regulation 18700(b)(4).)  This step is important because it helps determine (in the fifth step) which test for materiality to use in deciding whether it is reasonably foreseeable that the governmental decision will have a material financial effect on the economic interest.  A business entity, such as First Northern, is directly involved in a decision when it: 

· Initiates the proceeding in which the decision will be made by filing an application, claim, appeal, or similar request  (Regulation 18704.1(a)(1));

· Is a named party in, or is the subject of, the proceeding concerning the decision before the official or the official’s agency.  A source of income 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.  (Regulation 18704.1(a)(2).)  

Under the Commission’s regulations, sources of income which are not directly involved under the rules stated above are considered indirectly involved for purposes of choosing a materiality standard.  (Regulation 18704.1(b).) 

If First Northern submits a bid for the contract as the City’s principal banking institution, it would be directly involved in the decision to award the contract.  (Regulation 18704.1(a)(2).)  If First Northern does not submit a bid, then it is considered to be indirectly involved in the decision for purposes of choosing a materiality standard.  (Regulation 18704.1(b).)  

5.  Using the materiality standards to decide if there will be a reasonably foreseeable material financial effect on First Northern.
(a)  If First Northern submits a proposal.  

If First Northern submits a proposal, and is therefore considered directly involved in the decision, then the materiality standard in Regulation 18705.1(a) applies.  That regulation provides that any reasonably foreseeable financial effect from a governmental decision on a business entity directly involved in a decision—even a penny’s worth—is deemed material.  

Thus, the issue narrows to this question:  is it reasonably foreseeable that the decision to select a banking institution for the City will result in any financial effect on First Northern?  (Regulation 18706; the framing and answering of this question is step six of the Commission’s regulatory analysis.)  Based upon the facts you have provided, the selection will have considerably more than a penny’s worth of impact on the bidders, the losers as well as the winner.  Therefore, whether it is selected or not, it is reasonably foreseeable that the decision will result in the Regulation 18705.1(a) materiality standard being satisfied as to First Northern, if it is a bidder.  Mr. Hughes will have a disqualifying conflict of interest,
 and may not take part in the decision.  

(b)  If First Northern does not submit a proposal.  

On the other hand, if First Northern does not submit a proposal, then the materiality standards for indirectly involved business entities apply.  (Regulation 18705.1(b).)  More specifically, since First Northern is traded on the NASDAQ, subdivision (b)(2) applies.  Based on the facts you provide, not being selected as the principal banking institution (which is, of course, a certainty if First Northern does not respond to the RFP) will not result in the materiality standards in Regulation 18705.1(b)(2) being satisfied; that is, the loss of revenues and the impact on the value of First Northern’s assets and liabilities will not exceed the monetary thresholds laid out in subdivision (b)(2).  Therefore, it is not reasonably foreseeable that the decision will have a material financial effect on First Northern, and Mr. Hughes does not have a conflict of interest in the decision—if First Northern does not submit a proposal.

B.  Question (3).  

We advise above (part IV.A.3(b)) that Mr. Hughes has an investment interest in First Northern.  Since Mr. Hughes is a city council member, he must disclose all investments in business entities of more than $1,000 on his Statement of Economic Interests.  (Section 87200, 87203.)  Therefore, he must disclose his proportional interest in the plan’s stake in First Northern.  

C.  Question (4).  

We are not authorized to advise substantively about other conflict-of-interest laws (i.e., those outside the Act) which might apply to Mr. Hughes.  Although the following is not intended as an exhaustive list, Mr. Hughes should be aware that provisions such as Government Code Section 1090, provisions of the Public Contracting Code, the common law doctrine of conflict of interest, as well as local laws may apply.  

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. 


�  Pursuant to your correspondence of March 9, 1999, the first two questions posed in your original advice request of March 2, 1999, are withdrawn and will not be answered.  


�  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.)


�  The Commission concluded that a public official did not have an investment economic interest (Sections 87103(a), 82034; Regulation 18703.1(a)) in defined benefit plans because “he holds no ownership interest in the plan, but only a right to retirement benefits on the basis of a ... prescribed formula.  What the individual receives as a pension benefit is not dependent on the financial success of the fund’s investment policies.”  (Elmore, supra.)  The Commission also concluded that the public official did not have an economic interest in the defined benefit plan as a source of income to him (Sections 87103(c), 82030; Regulation 18703.3) because payments from a defined benefit plan qualified under Section 401(a) of the Internal Revenue Code are excluded from the Act’s definition of “income.”  (Section 82030(b)(11).)  


�  Mr. Hughes may also have an economic interest in First Northern as a source of income if the return on his investment in the preceding twelve months is $250 or more.  (Section 87103(c); Regulation 18703.3.)  


�  We have not exhaustively analyzed the potential applicability of the “public generally exception” to these facts.  (See Section 87103; Regulation 18707; analyzing the applicability of the exception is the seventh step in the Commission’s regulatory analysis of conflict of interest issues.)  If the exception did apply, Mr. Hughes could take part in the decision despite otherwise having a conflict.  However, it seems highly unlikely that the exception will apply here.  Ordinarily, the exception will not apply unless a significant segment of the public is financially affected by the decision in substantially the same manner as is the public official’s affected economic interest.  In this case a significant segment of the public would have to feel substantially the same effect from the decision as do the bidders.  This is apparently quite unlikely.  Therefore the exception does not apply.  





