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June 28, 2007
Scott Yuill

State Farm Insurance & Financial Services, Inc.

2221 Sunset Blvd., Suite 111

Rocklin, California 95764

RE:
Your Request for Advice


Our File No. A-07-100

Dear Mr. Yuill:

This letter is in response to your request for advice regarding the financial disclosure provisions of the Political Reform Act (the “Act”).

QUESTION


Must you report the fair market value of your S-corporation on your Statement of Economic Interests (Form 700)?
CONCLUSION


Yes, you must report the fair market value of your S-corporation within one of the broad value-classes presented in Schedule A-2 of the Form 700.
FACTS


You were elected to the Rocklin City Council in November 2006, and filed your Statement of Economic Interests (Form 700) in February, 2007.  You noted on Schedule A-2 of the Form 700 that you are the owner of a business, Scott Yuill Insurance & Financial Services, Inc.  You reported receiving over $100,000 in income from this business, but you did not check any of the boxes in Schedule A-2 to indicate a fair market value for the business, or the nature of your investment.
  You were contacted by FPPC staff regarding the missing information, and began discussions that resulted in telephone advice that you file an amendment to your Form 700 to cure these omissions.  You then sought written advice on your disclosure obligations, including in your request for advice some additional information.   

As we understand the facts now, your business is organized as an S-corporation, which has several employees.  You are the sole owner of the corporation, which you tell us has “zero assets.”  You operate the corporation under an agreement with State Farm Insurance, which you characterize as an at-will personal services contract without resale value because of its nature as a personal services contract.  You also believe that any value the corporation may have is represented by pass-through income to you, which you did report as required.  
In short, you believe that the nature of this business is such that it cannot be said to have any “fair market value,” and secondarily you contend that if it did have a fair market value, its gross income would overstate that value “because not recognizing expenses and/or net profit significantly overestimates the magnitude of the agency.”     
ANALYSIS


The Act’s financial disclosure provisions, Sections 87100 et seq., implement one of the Act’s most important purposes.  As stated in Section 81003(c):  “Assets and income of public officials which may be materially affected by their official actions should be disclosed and in appropriate circumstances the officials should be disqualified from acting in order that conflicts of interest may be avoided.”  This fundamental purpose originates from one of the Act’s introductory “Findings and Declarations” given at Section 81001(b):  “Public officials, whether elected or appointed, should 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 81003 directs that:  “This title should be liberally construed to accomplish its purposes.”  In other words, whenever there is any doubt or ambiguity in the language of a statute or regulation, the doubt should be resolved in a manner that furthers the fundamental purposes of the Act. 

The Statement of Economic Interests that you have filed is the primary means whereby potential conflicts of interest may be discovered and averted.  A conflict of interest arises when a governmental decision will have a reasonably foreseeable material financial effect on one or more of an official’s economic interests.  (See generally Section 87103).  Identification of an official’s economic interests is obviously critical to detection of potential conflicts of interest, but information on the value of these interests is no less critical, because conflicts of interest arise not from trivial or incidental effects, but only from material financial effects on an official’s economic interests.  
The materiality of an effect on a business entity is measured against the economic value of the business entity. The expectation is that a reasonably foreseeable financial effect of $5,000 would not be “material” to a business the size of General Motors, but it would be “material” to a small local hardware store.  For this reason, Regulation 18705.1 establishes the standards of “materiality” for business entities in a graded series based on the value of the business from large to small, with the materiality threshold diminishing with the value of the business.  When a public official does not disclose the value of a business in which he or she has an economic interest, it is not possible to know whether a foreseeable financial effect is material, and the essential purpose of disclosure is defeated.
You argue that your corporation has no assets, and no “fair market value” because its principle asset, your personal relationship with State Farm and your clients, cannot be sold.  Since your corporation has several employees and its revenues suggest a substantial volume of business, the corporation may have tangible assets like a real property lease and office furnishings and equipment, whose fair market values can readily be calculated.  But even if there are no tangible assets, we think that you are mistaken in your belief that its great intangible asset, your relationship with State Farm and your clients, has no “fair market value,” especially when that term is liberally construed to further the purposes of the Act’s disclosure provisions.    
Intangible assets like the one you describe are characteristic of many professional business enterprises, like medical, dental or accounting practices, as well as franchises, all of which are commonly sold to qualified professionals, and whose “fair market value” is often quantified for other purposes such as marital dissolutions or estate planning.  The IRS indeed presumes that “personal services corporations” have a fair market value, for example in its Publication 542.  A professional “book of business” and the associated goodwill that generates six-figure annual incomes are not without a determinable value.  The Form 700 does not require a precise valuation; it is only necessary to check a box indicating the broad range within which the value of a particular business falls, such as $100,001 - $1,000,000.  If you are unable by yourself to arrive at a reasonable estimate of your corporation’s fair market value, you can enlist the services of a qualified business appraiser for assistance in this regard. 
Finally, we note that you have also failed to indicate the “Nature of Investment” on Schedule A-2.  Because you do not reference any difficulty with this item, we believe this to be an inadvertent omission.  From our understanding of the facts, you can cure this omission by checking the box labeled “Other,” and writing in “S-corporation.”          
If you have other questions on this matter, please contact me at (916) 322-5660.

Sincerely, 


Scott Hallabrin

General Counsel

By:
Lawrence T. Woodlock

Senior Counsel, Legal Division
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� Government Code sections 81000-91014.  Commission regulations appear at title 2, sections 18109-18997, of the California Code of Regulations.


� Schedule A-2 requires that the public official check one of four boxes to indicate an approximate fair market value for a business activity, within a broad range; $2,000 - $10,000; $10,001 - $100,000; $100,001 - $1,000,000; over $1,000,000.  The official is also required to state the nature of the investment, which you omitted to answer, and his or her business position, which you reported as “owner.”  





