April 14, 2000

Robert E. Bosso

District Counsel, Soquel Creek Water District

Bosso, Williams, Sachs, Atack & Gallagher

133 Mission Street, Suite 280

Post Office Box 1822

Santa Cruz, California  95061-1822

 Re:  Your Request for Advice

         Our File No. A-00-064
Dear Mr. Bosso:

This letter is in response to your request for advice on behalf of Soquel Creek Water District (“water district”) Directors Jeffrey Eckles and James Bargetto regarding the conflict-of-interest provisions of the Political Reform Act (the “Act”).
  Please note that the Commission does not give advice regarding past conduct.  (Regulation 18329(b)(8)(A).)  Therefore, nothing in this letter should be construed to evaluate any conduct that has already taken place.

QUESTION
Two water district directors have an economic interest in two different investment firms that provide financing to governmental entities for public improvement projects.  May the directors participate in the decision to adopt an environmental impact report regarding a project that will be financed by revenue bonds if the bonds are approved by the voters?

CONCLUSION
Yes.  It is not reasonably foreseeable that the decision will have a material financial effect on the investment firms.  Neither investment firm has any known connection to the project at this time, and if a financial effect was reasonably foreseeable, it would not be material under the applicable materiality standard.

FACTS
Your office serves as district counsel to the water district.  The water district is a county water district that was created in 1964 under the California Water Code Section 3000 et seq.  It is obligated to provide an adequate source of quality water to citizens within its jurisdiction.  The district runs along the shore of Monterey Bay.  It has five elected directors.

Up to this point, the water district has relied solely on groundwater from wells and is in an overdraft condition (i.e., it withdraws more water than is replenished).  This situation could create a potential for saltwater intrusion.  The water district recently conducted a public advisory committee process in which it asked members from all segments of the community to participate in an analysis of the district’s future water needs.  The advisory committee recommended that the water district find another source of water supply to supplement the groundwater supply, and identified three possible sources:  a winter time diversion from Soquel Creek, a local desalinization plant, or participation in a regional desalinization plant.  

All three options would require the approval of a revenue bond by the electorate prior to construction.  This would be beyond the $2 to $3 million that the water district spends from ordinary revenues each year on capital improvement projects.  While the exact cost of any of the three projects would not be known until later, you estimate that each of the three projects would cost between $15 and $20 million.

Two of the directors on the water district board are local stockbrokers.  One director, Jeffrey Eckles, works for Salomon Smith Barney (part of Citigroup).  He is vice president of investments, and has an investment interest in the firm worth $10,000 or more.  The other director, James Bargetto, works for Morgan Stanley Dean Witter.  He is also vice president of investments, and has an investment interest in his firm worth $10,000 or more.  Neither director will be involved in their employer’s decision to make a bid to finance the project, nor in the preparation of the bid.  Both investment firms are Fortune 500 companies, and are listed on the New York Stock Exchange.

If the voters approve the revenue bond, the water district will hire a disinterested financial consultant (not affiliated with the firms mentioned above), who will have the bonds rated by Moody’s, or Standard & Poors.  This consultant will then conduct an open competitive auction in the New York bond market among the nation’s financial firms to bid on the bonds.  Typically, between five and ten firms will bid on any individual bond offering.  It is possible that both investment firms will be among the bidders.

Currently, the water district has hired a consultant to investigate the relative environmental impacts of each of the three projects along with their relative costs and effectiveness.  Following that preliminary analysis, the water district will probably prepare an environmental impact report (“EIR”) on the project that appears to be the best suited.  That EIR, performed by an independent consultant, will focus on the environmental impacts of the project, and, simultaneously, consider alternative projects and “no project” alternatives in the analysis.  Given the view of the advisory committee and the agreed seriousness of the overdraft condition, “no project” does not appear to be an alternative.

After the water district adopts the EIR, the next step would be for the water district to vote to continue with the project.  It is at this point that a revenue bond is most likely to be considered.  The revenue bond would then be submitted to the voters.  If the revenue bond passes, an independent financial advisor will begin the bidding process by obtaining bond ratings, advertising the bond sale in the New York bond market, conducting competitive bidding, and recommending acceptance of the best qualifying bid to the water district.

Once the water district selects a bidder, the bidder pays for the bonds, the district receives the money, and the project proceeds.  The district’s only interaction with the bonds after that is to make the bond payments when due and, in some instances, determine whether to exercise early call provisions of the bonds if they exist.  You estimate that the successful bidder will make between $150,000 to $300,000 by reselling the bonds.

In summary, the sequence of events is:  (1) the water district selects a consultant who analyzes the alternatives; (2) the water district accepts or rejects the EIR; (3) the water district decides whether to continue with one of the projects; (4) if the water district decides to continue with the project, the revenue bond to finance the project will be placed before the voters; (5) the water district selects a bond consultant; (6) the water district selects the bidder; (7) the construction of the project begins.  Both directors understand that they have a conflict of interest in selecting the successful bidder who will buy the bonds.

You believe that it would be unusual for a potential bidder to have any previous knowledge of the project before the bond sale is advertised in the New York bond market.  You also believe that it would be unusual for an investment firm to decide to bid on a bond sale before the bond is rated.  However, if the bond rating is favorable, it is likely that the two investment firms will be among the ten potential bidders.
ANALYSIS
The Act prohibits a public official from making, participating in making, or in any way attempting to use his or her official position to influence a governmental decision in which the official knows, or has reason to know, that he or she has a financial interest.  (Section 87100.) The Commission has developed an eight‑step approach for determining whether an individual has a conflict of interest in a decision.  (Regulation 18700(b).)

1.  Public Official
The conflict‑of‑interest prohibition only applies to public officials.  (Section 87100.)  A water district director is a public official subject to the prohibition.  (Section 82048.)

2.  Conduct Covered
The prohibition covers specific conduct:  making, participating in making, or attempting to use one’s official position to influence a governmental decision.  Regulations 18702‑18702.4 define these terms.  By deliberating and voting on a supplemental water supply project, the water district director will be engaging in conduct regulated by the conflict‑of‑interest prohibition.

3.  Economic Interest
An official has a disqualifying financial interest in a decision if it is reasonably foreseeable that the decision will have a material financial effect, distinguishable from its effect on the public generally, on the official,
 or on the following enumerated economic interests: 

1.  Any business entity in which the official has a direct or indirect investment worth $1,000 or more. 

2.  Any real property in which the official has a direct or indirect interest worth $1,000 or more. 

3.  Any source of income of $250 or more provided to the official within 12 months before the decision. 

4.  Any business entity in which the official is a director, officer, partner, trustee, employee, or holds any position of management. 

5.  Any donor of gifts worth $300 or more provided to the official within 12 months before the decision.  (Section 87103(a)‑(e).)

Mr. Eckles has an economic interest in Salomon Smith Barney.  He is a stockbroker and vice president with that firm.  (Section 87103(d).)  Presumably, he has received $250 or more in income from the firm within the last 12 months.  (Section 87103(c).)  In addition, he has an investment interest in the firm worth $1,000 or more.  (Section 87103(a).)  Mr. Bargetto has an economic interest in Morgan Stanley Dean Witter.  He is a stockbroker and vice president with that company.  (Section 87103(d).)  Presumably, he has received $250 or more in income from the company within the last 12 months.  (Section 87103(c).)  He also has an investment interest in the company worth $1,000 or more.  (Section 87103(a).)

Once a public official identifies his or her economic interests, the official must evaluate whether it is reasonably foreseeable that the decision will have a material financial effect on one or more of those economic interests.  This determination takes three steps.  First, the official must determine whether the economic interest will be directly or indirectly involved in the decision.  (Regulation 18700(b)(4).)  Based upon the type of involvement, the official must then find the applicable materiality standard set forth in Commission regulations.  (Regulation 18700(b)(5).)  After finding the applicable materiality standard, the official must then decide whether it is reasonably foreseeable that the standard will be met as a result of the decision.  (Regulation 18700(b)(6).)

4.  Direct Versus Indirect Involvement
A business entity in which an official has an economic interest is directly involved in a decision if the entity initiates, is a named party in, or the subject of, the decision.  (Regulation 18704.1(a)(2).)  An entity is the subject of a decision if the decision involves the issuance, renewal, approval, denial or revocation of any license, permit or contract with the entity.  (Id.)  If a business entity is not directly involved in the decision, it is indirectly involved for purposes of finding the relevant materiality standard.  (Regulation 18704.1(b).)

The initial decision to undertake a public improvement project, such as establishing a supplemental water supply source, does not involve specific parties.  Therefore, Salomon Smith Barney and Morgan Stanley Dean Witter are indirectly involved in the decision to adopt the EIR  for the supplemental water supply project.

5.  Applicable Materiality Standard
a.  Business Entities - General Rule
Regulation 18705.1(b) sets forth the materiality standards for business entities that are indirectly involved in a decision, including those that are sources of income.  (Regulation 18705.3(b)(1).)  The standards vary depending upon the size of the business entity.  The bigger the business entity, the greater the monetary impact must be for the effect to be material.

Salomon Smith Barney and Morgan Stanley Dean Witter are Fortune 500 companies.  For a company listed in the Fortune Magazine Directory of the 1,000 largest U.S. corporations, the effect of a decision is material if the decision will increase or decrease the company’s:

(1) gross revenues by $1,000,000 or more in a fiscal year; (2) avoided or incurred expenses by $250,000 or more in a fiscal year; or (3) value of assets or liabilities by $1,000,000 or more.   (Regulation 18705.1(b)(1).)

b.  Business Entities - Special Rule (Nexus)
Notwithstanding the general materiality standard applicable to business entities, a financial effect on the official’s employer is deemed to be material if a nexus exists between the decision and the official’s private sector duties.  (Regulation 18705.3(c).)  A nexus exists if the official receives income to achieve a goal or purpose which would be achieved, defeated, aided, or hindered by the decision.  It does not appear that the nexus standard applies in this case.  Both directors are mid-level managers, and will not be involved in their employer’s decision to make a bid, or in the preparation of the bid.

6.  Foreseeability
Once a public official finds the materiality standard applicable to his or her economic interest, the official must determine whether it is reasonably foreseeable that the materiality standard will be met as a result of the decision.  An effect is considered reasonably foreseeable if at the time a governmental decision is made there is a substantial likelihood that it will occur. (Regulation 18706.)  A material financial effect need not be a certainty as a result of the decision, but it must be more than a mere possibility.  (In re Thorner (1975) 1 FPPC Ops. 198.)

Having completed each step in the analysis, we can now frame the significant issue presented by your request:  Is it substantially likely that the decision to adopt the EIR will affect  Salomon Smith Barney’s or Morgan Stanley Dean Witter’s:  (1) gross revenues by $1,000,000 or more in a fiscal year; (2) avoided or incurred expenses by $250,000 or more in a fiscal year; or (3) value of assets or liabilities by $1,000,000 more?

The general rule set forth in the Commission’s opinion, In re Thorner (supra), is that when a business entity in which the official has an economic interest makes a bid on a government contract, or is preparing to make a bid, a financial effect on that business entity is reasonably foreseeable even if there is substantial competition.  This rule applies to decisions that lead up to the contract, such as the decision that sets the foundation for the contractual relationship.  Conversely, if a business entity does not intend to bid on a contract and has no other current or contemplated connection with the contract, it is not foreseeable that the decisions regarding and leading up to the contract will have a financial effect on the business entity.

 In Thorner, a water district was confronted with a decision regarding new water connections for projects in the jurisdiction, and requests for extensions of deadlines for those that had already been allocated connections.  One of the directors had an economic interest in a business that supplied building materials to developers in the jurisdiction.  In the opinion, the Commission held that where the business had no known connection to the project, but may or may not later bid on the project, a financial effect was not reasonably foreseeable.  However, if the business had bid or was preparing to bid on a project with a serious hope of getting the contract, a financial effect was reasonably foreseeable.

In this case, it is not likely that the two investment firms are even aware that the water district is considering a public improvement project that requires financing by revenue bonds.  You state that typically a bidder learns about a bond sale only after it has been advertised, and decides whether or not to prepare a bid only after the bonds have been rated.  These facts reflect that neither entity has any known connection to the bond project at this time.  Therefore, we advise that it is not reasonably foreseeable that the decision to adopt the EIR for the supplemental water supply project will have any financial effect on Salomon Smith Barney or Morgan Stanley Dean Witter.  Morever, even if some financial effect were reasonably foreseeable, it is not reasonably foreseeable that the effect will be material.  You indicate that the successful bidder will make $150,000 to $300,000 by reselling the bonds.  This amount is far below the $1,000,000 materiality standard set forth in Regulation 18705.1(b)(1).

Accordingly, neither director has a conflict of interest in the decision to adopt the EIR based upon their respective economic interests in Salomon Smith Barney and Morgan Stanley Dean Witter.

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

Sincerely,

Luisa Menchaca

Assistant General Counsel

By:
Julia Bilaver

       
Staff Counsel, Legal Division

LM:JB:tls

�  Government Code sections 81000 - 91015.  Commission regulations appear at title 2, sections 18109 - 18996, of the California Code of Regulations. 


�  The water district did not pursue a fourth alternative, the recycling of waste water, because there is no waste water treatment plant in the district, and it would require the City lof Santa Cruz to undertake the project for the district to participate.  In addition, the uses for recycled water are limited (e.g., golf courses, parks, etc.).  Right now, the City of Santa Cruz does not show any interest in participating in a recycling project. This fourth alternative would also require a revenue bond measure.


�  A decision will have a financial effect “on the official,” within the meaning of Section 87103, if the decision will affect the official’s personal expenses, income, assets, or liabilities, or those of his or her immediate family.  (Regulation 18703.5.)  This is known as the “personal financial effect” rule.  A financial effect based on an investment interest in, or a business position with, a business entity does not trigger this rule.  (Ibid.)





