                                                                    August 26, 1999

Dennis D. Diver

Mayor

City of Oroville

1735 Montgomery Street

Oroville, California  95965-4897

 Re:  Your Request for Advice

         Our File No. A-99-222
Dear Mr. Diver:

This letter responds to your request for advice about the Political Reform Act (the “Act”).
 

I.  QUESTION
Do you have a disqualifying conflict of interest in the decision about the loan guarantee? 

II.  CONCLUSION
Based upon the facts you have presented, you do not have a disqualifying conflict of interest in this decision.

III.  FACTS
You are the mayor of the City of Oroville.   You are employed by an accountancy corporation which provides accounting services throughout the western United States, particularly in northern California.  In addition to being an employee, you are also a 7 percent shareholder in the accountancy corporation.

The governmental decision about which you ask involves a manufacturing company which started operations in the city approximately five years ago.  At that time, the manufacturing company constructed a facility on land owned by the city at the Oroville Airport.  Since there were restrictions placed on the land by the Federal Aviation Administration that precluded the city from selling the land to the manufacturing company, the city entered into a long-term lease with the business.  Due to the fact that the manufacturing company could not own the land and the city was the lessor of the land, the lending institution which provided the funds to the company for construction of the facility required that the city be an additional guarantor on the loan.  This guarantee requires the city to make the payments if the manufacturing company defaults on its loan.  The city agreed to this arrangement, and the plant was constructed.  The manufacturing company has now grown to the point where they need to make a major addition to their building and the lending institution is again requesting that the city extend their guarantee of the loan to include the financing of the building addition.

Approximately one year after this manufacturing company began operations in the city, they came to your accountancy corporation and requested tax, accounting and computer consulting services, which your accountancy corporation has been providing for approximately four years.  The fees paid by the manufacturing company to your firm have averaged approximately $17,000 for each of the past two years, with $5,000 to $6,000 of this amount representing computer hardware purchased for the client by your firm.  Your firm has annual gross billings in excess of $8,000,000.  You characterize the annual gross billings to this one client as “immaterial when compared to the total gross billings of the firm,” and further state that “the ongoing success or failure of this client would not have a material effect on our business.”

Your son holds a management position with the manufacturing company.  Your son does not live in your home, he owns his own home, and he is financially independent of you.

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 a standard, eight-step analysis for deciding whether an individual has a disqualifying conflict of interest in a given governmental decision.  (Regulation 18700(b)(1)-(8).)  The following advice applies that standard analysis.  

The Act’s conflict-of-interest provisions apply only to “public officials.”  (Sections 87100, 87103; Regulation 18700(b)(1).)  As mayor, you are a “public official,” for purposes of the Act (see Sections 82048, 82041), and the conflict-of-interest rules apply to you.  

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; Regulation 18700(b)(2).)  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 voting and deliberating on the loan guarantee decision, you would be making and participating in making governmental decisions.  Therefore, the Act’s conflict-of-interest rules apply to this matter.  

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.  Identifying which, if any, of these economic interests are held by a public official is the third step in analyzing a potential conflict of interest under the Act.  (See Regulation 18700(b)(3).)  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 (Section 87103(a); Regulation 18703.1(a)); or 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, including 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 $300 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 (Section 87103; Regulation 18703.5). 

Under these rules, you have an economic interest in your accountancy corporation.  (Section 87103(a), (d).)  

Whether you have an economic interest in your firm’s clients (that is, as sources of income to you individually) depends on whether you own 10 percent or more of the firm.  Under the Act, a public official’s “income” includes a pro rata share of income received by a for-profit business owned by a public official if the ownership stake is 10 percent or greater.  (Section 82030(a).)  If a public official owns less than 10 percent of a business, no income “passes through” the business to the public official.  (Ibid.)  You tell us that you own less than 10 percent of the accountancy corporation.  Therefore, no income from clients passes through the accountancy corporation to you, and you do not have an economic interest in your firm’s clients.  (This conclusion assumes, of course, that you do not otherwise have an interest or investment in the clients.)  Specifically, under these facts, you do not have an economic interest in the manufacturing company just because it is a client of your accountancy corporation.  

You have inquired about your adult son, who works for the manufacturing company.  Although in some circumstances the financial effects of governmental decisions on your immediate family have conflict-of-interest implications (see the “personal financial effect” rule, Regulation 18703.5, discussed in footnote 3), the Act’s definition of “immediate family” is narrow; it excludes non-dependent children.  (Section 82029.)   You describe your son as financially independent of you; therefore, you do not have an economic interest, for purposes of the Act, in your son just because he is your son.  Assuming that you do not otherwise have an economic interest in your son (e.g., as a source of income to you), you cannot have a conflict of interest arising from your son in this matter.  

Based on the facts you have presented, you have no other apparent economic interests relevant to this analysis.

Now that it has been determined that you have an economic interest in your accountancy corporation in the context of the loan guarantee decision, the next step in the analysis is determining the degree to which the economic interest is involved in that decision.  (Regulation 18700(b)(4).)  (It must be remembered that conflict-of-interest issues under the Act arise only in the context of particular governmental decisions.)  This fourth step is important because different criteria for evaluating the “materiality” of the financial effect of the governmental decision on an economic interest apply depending upon whether the economic interest is directly or indirectly involved in the governmental decision. 


A business entity, such as your accountancy corporation, 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 or  (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 these rules, your accountancy corporation is not directly involved in the loan guarantee decision.  Therefore, for purposes of choosing the appropriate materiality standard (see the next paragraph), your accountancy corporation is considered indirectly involved in the decision.  (Regulation 18704.1(b).)  

Knowing the degree to which your accountancy corporation is involved in the loan guarantee decision, the next step is picking the appropriate standard for evaluating the “materiality”—this is, the importance—of the effect of the decision on the accountancy corporation.  (See Regulation 18700(b)(5).)  There are several materiality standards for indirectly involved business entities; which one applies in a given case depends on the size of the business entity.  (See Regulation 18705.1(b).)  Based on the facts you have presented about the accountancy corporation, the materiality standards in Regulation 18705.1(b)(7) appear to apply. That subdivision provides that the financial effects of a governmental decision are material if it is reasonably foreseeable that any of the following are true as a result of the decision: 

“(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.” (Regulation 18705.1(b)(7)(A)‑(C).)

In terms of the present situation, the specific question is this:  Is it reasonably foreseeable that the loan guarantee decision will result in any of these materiality standards being met as to the accountancy corporation?  (Regulation 18700(b)(6); Regulation 18706.)  The only apparent connection of the accountancy corporation to the loan guarantee decision is the involvement of one of its clients.  From this connection, one could argue that your actions on the matter could either please or displease the client, consequently making it more or less likely to continue patronizing your firm.  This, the argument continues, could have two potential implications for you economically.  First, the client could be so important to your business that one may reasonably infer that you are under significant pressure not to displease the client.  (To take an extreme example, this might be the case where a client is a firm’s only client.)  Second, the hypothetical loss of the client could cause your employer and business associates to perceive you unfavorably if you vote the “wrong” way, and consequently to act against you in some form of economic retribution.  

However, we have advised that a mere perception is not enough for the effect of a decision to be considered reasonably foreseeable.  There must be facts which indicate that you face intended or threatened economic retribution, either from the client or your business associates, before there would be a reasonably foreseeable effect on the employee‑public official's interests.  (Galante Advice Letter, No. A-98-228; Stepanicich Advice Letter, No. A‑96‑217.)  

Absent such facts,
 we advise that it is not reasonably foreseeable that the loan guarantee decision will have a material financial effect on the accountancy corporation, and that you do not have a disqualifying conflict of 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. 


�  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.)


�  A public official has an economic interest in his or personal finances (Section 87103), which are defined to include his or her expenses, income, assets, and liabilities, as well as those of his or her immediate family.  (Regulation 18703.5.)  Thus, a public official may not make, participate in making, or influence a governmental decision if it is reasonably foreseeable that the decision will have a material financial effect, distinguishable from the effect on the public generally, on his or her personal finances.  (Section 87103, this is often referred to as the “personal financial effect” rule.)  However, when applying the personal financial effect rule, financial  effects on a business entity in which the public official has an ownership interest are not considered.  (Regulation 18703.5.)  Since the only apparent possible impact of the loan guarantee decision on your personal finances would derive from your economic interest in the accountancy corporation, your economic interest in your personal finances are not considered further.  (Ibid.)  


�  The Commission does not act as a finder of fact when it renders advice.  This advice is applicable and confers immunity (see Section 83114) only to the extent that the facts provided to us are correct and that all of the material facts have been disclosed.  (In re Oglesby (1975) 1 FPPC Ops. 71, 77.)  





