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MEMORANDUM
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By: Brenda E. Wheeler
Lead Anditor

Subject: Audit Division Recommendation Memorandum on the California
Republican Party/V8 (CRP) (A09-15)

Pursuant to Commission Directive No. 70 (FEC Directive on Processing Audit Reports),
the Audit staff presents its recornmendations below and discusses the findings in the
attached Draft Final Audit Report (DFAR). The Office of General Counsel reviewed this
memorandum and concurs with our recommendations.

Finding I. Misstatement of Levin Activity
CRP filed amendments that materially complied with the Interim Audit Report

recommendation. There were no new or significant issues raised in response to the
DFAR.

The Audit staff recornmends that the Commission find that CRP misstated its
Levin fund activity for calendar year 2008.

Finding 2. Reporting of Debts and Obligations
CRP filed amendments that materially complied with the Interim Audit Report

recommendatmm There were no new or significant issues raised in response to the
DFAR. :



' The Audit staff recommends that the Commission find that CRP failed to disclose
debts and obligations totaling 52,188,950 on Schedule D (Debts and Obligations)
of its reports.

Finding 3. Extension of Credit by a Commercial Vendor

In respoise to the DIFAR, Coussel foc CRP (Counsel) end the Chief Financial
Officer (CFQ) of Strategic Fundmising, Ine. (SFI) suhmitted letters disputing the
Audit staff’s contention that CRP has not demonstrated that SFI exterded credit
within its ordinary course of business or that comraercially reasonable attempts
were made to collect the CRP debt.

CRP Response to DFAR
In CRP’s response, Counsel responded to some questions raised by the Audit staff

in the DFAR and the Office of General Counsel (OGC) in its DFAR legal analysis.
Couasel statad:
1. “...the CRP bclieves that SFI did not suffer actunl financial Insses from the
‘no risk gwirantee.’ ”
2. “...SFI was paid nearly in full for the amounts it had initially billed for
services.”
3. “Based upon its additional submission, SFI believes that it made a profit,
and continues to make a profit on its fundraising relationship with the
CRP.” Counsel asserts that the best evidence of this is that the relationship
with SFI has comrinued for another four years.

In addition, Counsel suggested that thc Commission should consider revisiag its
debt settlement provisions for ongoing commiitees such as CRP since its debt
situations are so different than those for terminating committees. Counsel
contended that, unlike a candidate committee, a party committee is an ongaing
entity that must fundraise to remain in existence, and often times, its ability to
fundraise is affected by external conditions. As such, party committees must enter
into contractual obligations with fundraising entities in a manner that will ensure
its existence.

Counse! ajsq included a mamaraisium to SFI (rsted July 3, 2008) which discusesd
a partial payment of $250,000 ta SFI “...on a ciarently caresolved accaunt
payable...” The memorandum also stated that CRP is currently undertaking a
comprehensive review of the SFI bills, from an accuracy and performance
standpoint. In addition, the memorandum stated, “[the enclesed payment] should
be viewed solely as a good faith effort on CRP’s part to reduce the outstanding
balances subject to the completion of the comprehensive review and a
determination of what is the appropriate amount due under these contracts.”

Counsel provided more detzils of the 2008 negotiated settlement between SFI and
CRP. It ons of tiie pravisions, which was previausly unkngwr: by the Audit staff,
SFI agreed to wsive accrued ingereat on urtpaid balanges if CRP agreed to meet its
obligations to pay the batance of amounts outstanding or that which would be
accrued in the fundraising efforts that SFI and CRP undertook from the late
summer of 2008 through the bsginning of 2009 to extinguish the past debt. In
addition, CRP and SFI were to negotiate an extension of the fundraising agreement



for the 2009-2010 cycle. Payment agreements were also made for future
fundraising. However, th formal agrecments were not presenited to the Audit
staff.

Information Provided by SFI
Counsel alsa provided the following information from the CFO.

1. Regarding some of the safeguards proposed by the Commission, the CFO
stated that “[t]he CRP has bylaws that forbid it from entering into
agreements that span across two board terms essentially limiting the
contract to approximately two years.” The CFO also contended that all of
its contracts, with both political and non-profit clients, contain a
termination clause that either party oan exceute for any reason.

2. Regarding the caging of oentribations by CRP, the CFO stated that SFI has
control over “risk” in all of its fundraising agreements. The CFO
contended that, as part of the fundraising agreement with CRP, SFI
routinely andits the “caged” data to verify every donation is being
accurately and timely reported to SFI. The CFO also added that “[w}hile
some fundraising/donor acquisition is low margin work, it goes without
saying that through our 20 years of experience we are able to avoid ‘losing
money.’ " The CFFO stated that the Fact that CRP was able to fundraise out
of the financial situation and pay off ity balance owed to 8FI contradiots the
DFAR contlusion and demonstrates it is withoui basis.

3. Regarding its commercially reasonable debt callection efforts, the CFO
stated that SFI has had other clients that found themselves in similar debt
situations, which were resolved under similar verbal agreements. In
addition, the CFO stated that “[o]ther documentation to demonstrate SFI’s
full efforts to collect the debt is difficult to come by as this occurred 4-5
years ago, the CRP staff and treasurer involved have moved on and our
CEO at the time has since retired.”

The CFO meintained that the dabt settlement agreement “worked as planned” and
“...that the CRP paid off the debt and is a continuai partner of SFI’s to this day.”
The CFO further statod that “[o]iir experiers:e tells us that ‘withholding of
additional services until overdue debts are satisfied’ doesn’t work. Ihave been
made aware of several state parties having their vendors stop doing work for them
only to 1) not get paid, 2) get paid more slowly or 3) end the relationship
permanently. We sought a win-win solution and achieved it.” The CFO expressed
a concern regarding the provision of additional docuinentation to the Audit staff.
He stated that “[iR does rot seem appropriate however to disclose private (to the
CRP) and proprietary (to SFI) inforrnation that ootld/would end up on the public
record. Soaring LifeTime Value detm, inceptica doner counts, reseewal 1ates,
fundraising plans, etc [sic] dees not appear ta be ie the purview of the
Commissicn.”

In response to the memorandum sent to SFI by CRP (previously discussed on page.
2), the CFO sent a letter to Counsel dated July 9, 2008. The letter indicated that



CRP had nearly a $900,000 balance that had accrued over the last 12-14 months.
The CFO also wrote that communication between CRP and SFI never mattioned
any “unresolved payables” and that during a meeting held in Minnesota between
CRP and SFI, there was no mention of CRP undvrtaking a comrgnehensive raview -
from an avouracy and parforminite stimdgmint. However, the CFO did irdicate
that CRP was gaing to provide n list of questiens regarding small billing issues,
but the CFO never received the list.

Audit Staff’s Assessment
Initial Extension of Credit - Inadequate Safeguards

In the DFAR, the Audit staff highlighted informarion that should be provided to
demonstrate the agreement between SFI and CRP was commercially reasonable.

11 CFR 116.4(b) and (d). However, 1atither provitimt confirrnatium tliat the texnys
of tha cretiit istned o CRP ure similur te the terms SFI applies when exiending a
similar ameunt of ctedit tu a nonpalitical client of similar risk.' In additiaq,
neither party pravided acumentation to demonstrate any particular financiel value
of the exclusivity clause in the SFI contract.

Without further information, questions still remain about the initial extension of
credit from SFI to CRP and whether there were adequate safeguards to ensure that
CRP bore a sufficient amount of the cost or the risk of the fundraising program.
CRP failed to provide a valuation of the exclusivily clause as roaquested by the
Audit staff, er other pertinent infornratien shawing that tite exciusivo nonne ef the
contract wes of sufficient value to offset the risk ta SFI. Thus, in the absence nf
informatiau regarding the value of the exclusivity cluuse, the Audit staff still
concurs with the DFAR and dees not believe the contract's term aral at-will
termination provisions are in the aggregate sufficient to support a conclusion that
SFT's initial extension of credit to CRP was in the ordinary course of business.

The Audit staff concludes that CRP has not demonstrated that SFI's initial
extension of credit to CRP was in its ordinary course of busiress.

Debt Collection Efforts - Waiver of Debt Not Within Commission’s Debt
Settleraent Framework

In the DFAR, the Audit staff highlighted information that should be provided to
demonstrate that SFI made commercially reasonable attempts to collect the CRP
debt. However, neither SFI nor CRP provided such documentation.

The fundraising contract between CRP and SFI provided that “outstanding
balances 30 days past due shall accrue interest in ttie amount of 1 ¥z percent,
compounded nronthly.” However, under its debt settioment agrcoment, SFI agreed
to waive the accrued interest, which may have heer significaru as CRP had

! The RIGHTMARCH.COM PAC INC (RMC) audit pnisemed naarly identical issues. Hownver, in that
audit, the vendar agreement had several safeguards built in to ensuse payment from RMC, In addition,
RMC had its vendor submit 32 contracts from different vendors for both political and non-political clients
to substantiate its position. Ultimately, the Commission did not approve the recommended findimg by the
required foor votds, end the matter was moved to the “Additional Issues™ section.



outstandmg invoices for periods ranging from approximately four months to two
years? (DFAR, p. 8). This waiver raises a question as to whether CRP fully paid
SFI for its telemarketing services, pursuant to the terms of the fusdraising contract.

Through the debt settlement agreement, CRP and SFI may have settled the debt,
but it was doneiso withaut Commission approval. Furthar, CRP is an ongoing
committee, and ongoing coeimittecs cannot settle any outstanding debts for less
than the entire amount owed. 11 CFR §116.2(b). In this case, CRP continued to
fundraise under its telemarketing contract with SFI and had the ability to work its
way out of debt including paying the interest that had accrued pursuant to the
contract. Instead, CRP settled its obligations, in part, through an agreement not to
pay the accrued interest on the debt contrary to Comntission regulations.

The Audit staff concludes that the waiver of aoetued intetest, thraugh the debt
settlement agreement, was in violation of 11 CFR §116.2(b), and CRP and SFI
engaged in a debt settlement agreement that was net approved by the Commission,
as required.

Audit Staff Recommendation- Finding 3
The Audit staff recommends that the Commission find that SFI’s initial extension

of credit to CRP was not in its ordinary course of business, and, as a result, CRP
accepted a prohibited contribution from: SFI totaling $1,171,002, plus any accrued
interest the Commission finds was improporly waived by SFI.

If the Conuutissipn finds that SFI's irdtial extnasion of credit to CRP was in the
ordinary course ef busincss, the Andit staff recommends that 1he Commission find
that SFI did not engage in commercially reasonable debt collection efforts in
seeking payment from CRP. As a result, CRP accepted a prohibited contribution
from SFI totaling $1,171,002, plus any accrued interest the Commission finds was
improperly waived by SFI.

CRP waived the opportunity for an audit hearing before the Commission.

If this memorandun: ia approved, a Proposed Final Audit Report will be prepared within
30 days of the Commission’s vote.

In case of an objection, Directive No. 70 states that the Audit Division Recommendation
Memorandum will be placed on the next regularly scheduled open session agenda.

Documents related to this audit report van be viewed in the Voting Ballot Matters folder.
Should you have any questions, please contact Brenda Wheeler or Kendrick Smith at 694-
1200.

‘Attachments:
Draft Final Audit Report of the Auiit Divisiah on the Califernia Ropublican Purty/V8
Office of Genernl Counsel’s Legal Comments an Committea Resparice

cc: Office of General Counsel

? The Audit staff estimates the accrued interest to be approximately $138,000.
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Why the Audit About the Committee (p. 2)
Was Done The California Republican Party/V
Federal law permits the headquartered in Burbank, Calif
Commission to conduct see the chart on the Commit

audits amd field
investigatinns of any
political committee that is
required to file reports
under the Federal
Election Campaign Act
(the Act). The
Commission generally
conducts such audits
when a committee
appesrs not to have mst
the threshold
requirements for

Mllactian Actmty
Contnbutmn Refunds

N 0
e Levin Disbursements

The Commission SR
initiate an enforcemel§§
action, at a later time:

¢ Reporting of Debts & Obligations (Finding 2)

state party committee
. more information,
ization, p. 2.

$ 6,367,753

- 87,646
7,557,282

3,389,660
188,928
$ 17,591,269

$ 11,110,199

3,968,892
30,000
41,660

2,392,956
33,688

$ 17,577,395

$ 620,349
$ 624,378

Findings and Recommendations (p. 3)
¢ Misstatement of Levin Financial Activity (Finding 1)

with respect to any of the e Extension of Credit by a Commercial Vendor (Finding 3)

matters discussed in this
report.

1 2U.5.C. §438(b).



Draft Final Audit Report of the
Audit Division on the
California Republican Party/V8

January 1, 2007 - December 31, 2008




Table of Contents

Page
Part I. Background
Authority for Audit 1
Scope of Audit 1

Part II. Overview of Committee
Committee Organization
Overview of Financial Activity

Part III. Summaries

Findings and Recommendations

Part IV. Findings amd Recomme
Finding 1. Misstatement of Levin Financia
Finding 2. Reporting of Debts & Obligations
Finding 3. Extension of Credit by a Commercial



Part I
Background

Authority for Audit

This report is based on an audit of the California Republican Party/V8 (CRP), undertaken
by the Audit Division of the Federal Election Commission (the Commission) in -
accordance with the Federal Election Campaign Act of 1971, as amended (the Act). The
Audit Division conducted the audit pursuant to 2 U.S.C. §438(b), which permits the
Commission to conduct audits and field investigations ef any p mittee that is
required to file a report under 2 U.S.C. §434. Prior to condu any audit under this

Scope of Audit

Following Commission-approved procedu

factors and as a result, this audit examined:

1. the disclosure of individual contr'butors occupati name of employer;

2. the disclosure of disbursements, lits B

3. the disclosure of expenses dlloca
accounss;

own s
&5
(]
H
g,
a
-
'3
»
[]

. other committee gffer




Part 11
Overview of Committee

Committee Organization

Important Dates

e Date of Registration

March S, 1981°

o Audit Coverage

January 1, 2007 ~ December 31, 2008

Headquarters Burbank, Calif;

Bank Information

¢ Hmnk Depositories One

e Bank Accounts Four jfferal, vin & Ten Non-

federal@.ccount

2 CRP originally registered with the Secretary of the Senate on August 7, 1974, as the Republican State Central

Treasurer
o Treasurer When Audit Was Conducted eith Carlson
¢ Treasurer During Period Covered by Audit eith Chelson
Management Information
e Attended Commission Campaign Finance Seminar
e Who Handled Accounting and Recordkegping Tasks | Pai

Overview of . tivity

udite oun

Cash-on-hand @ Jan 1, ' $ 66,827
o Contributions fro iduals 6,367,753
o Contributions from O jti mittees 87,646
o Transfers fro iliated 7,557,282
o Transfer: 1 vin Acco 3,389,660
o Other §Xei 188,928
Total ipts $ 17,591,269
o Operal nditures 11,110,199
o Transfers liated/Othe; y Committees 3,968,892
o Contribution al C ates 30,000
o Coordinated P ndi 41,660
o Federal Election A - 2,392,956
o__ Contribution Refund 33,688
_Total Disbursements $ 17,577,395
Cash-on-hand @ December 31, 2008 $ 80,701
Levin Cash-on-hand @ January 1, 2007 $ 11,321
Total Levin Receipts $ 620349
Total Levin Dishirsements $ 624,378
Levin Cash-on-hand @ December 31, 2008 $ 7,292

Committee of California Federal Election Account, under a different identification number. This previous
committee rerminated on August 5, 1981, shortly after the formation of the current Committee.



Part III
Summaries

Findings and Recommendations

Finding 1. Misstatement of Levin Financial Activity
During audit fieldwork, a comparison of CRP’s reported Levin actjyi
revealed a'material misstatement of receipts and disbursements j
understated reoeipts and disbursements by $50,071 and $54,

In respanie to the Interim Audit Repart recommendati ended reports to
correct the misstatements, (For more detail, see p. 4

Findﬂng 2. &mmﬁing

In response to the Interim Audit Repoigiaes i filed amended reports to
correct the debt reporting. (For more &g

CRP by extending®iQlic beyordll Bsc of business and by failing to make
Qe 971,002 for services rendered. -

$€bt, and why the extension of credit was buneficlal

: &RP nor the vendor provided any documents or
- 8 the extension of credit was in the vendor’s ordinary course
of business 0 fiially reasonable attempts had been made to cellect the debts.

(For more detailNgs



Part IV
Findings and Recommendations

| Finding 1. Misstatement of Levin Financial Activity

correct the misstatements.

Legal Standard
A. Reporting. If a state, district or local parfy &
and disbursements for federal election activity (FEAY
calendar year, then it must disclose
Levin funds used for FEA. 11 CFR {88

8- (s of Federal funds and

e The amount of cash-on-hand for ch' . U thegiiaaioning and end of the

reporting period;
The total amouigy

Kit staff reconciled CRP’s reported Levin activity with bank
fBwing chart outlines the discrepancies for the beginning cash-
on-hand balance, Kghigf®, disbursements and the ending cash-on-hand balance. The
succeeding paragragiPaddresses the reasons for the misstatements.



2008 Committee Activity
Reported Bank Records | Discrepancy
Beginning Cash-on-Hand $14,988 $14,443 $545
Balance @ Jaruary 1, 2008 Overstated
Reoeipts $556,470 $606,541 $50,071
Understated
Disbursements $559,692 $613,692 $54,000
Understated
Ending Cash-on-Hand $11,766 $7,292 $4,474
Balance @ December 31, 2008 ' Overstated

The beginnirg cash-an-hand balance was overstated by $ unexplained, but
likely resulted from prior period discrepancies. The $30, ment of receipts
resulted mostly from cantributiens from mdlvnd.xas

understatement of disbursements by $54,000 res that was

CRP representative at the exit conferen§g
review the matter,

’!‘helntetimAuditRe : e
7 : tly filed report to correct the cash-on-

RS pecifically, CRP amended Schedule A to disclose receipt of

$50,000 fromigie individ@ils and payment to a vendor on Schedule B for $54,000. Prior
his reafift, CRP transferred the remaining funds in its Levin account to

a non-federk! acco® solving the remaining discrepancies.

| Finding 2. Reporting of Debts & Cblgutions

Summary
Audit fieldwork indicated that CRP did not accurately disclose debts and obligations for
28 vendors totaling $2,188,950 on Schedule D (Debts and Obligations).



In response to the Interim Audit Report recommendation, CRP filed amended reports to
correct the debt reporting.

Legal Standard

A. Continuous Reporting Required. A political committee must disclose the amount
and nature of outstanding debts and obligations until those debts are extinguished.

2 U.S.C §434(b)(8) and 11 CFR §§104.3(d) and 104.11(a).

B. Separate Schedules. A political committee must file separate schedules for debts
owed by the committee and debts owed to the committee, togethergith a statement
explaininug the clrcumstancos and conditions under which each obligation was
incurred or extinguished. 11 CFR §104.11(a).

C. Iteminihg Dcbis and Obiligations.

e A debt of $500 or less must be reported on
the date incurred (the date of the transactj
regularly scheduled report.

o A debt exceeding $500 must be disclosed te on
which the debt was incurred. 11 CFR §104.

60 days from
on the next

Facts and Analysis

A, Facts

C. Committee RegBonse to Interim Audit Report
In response to the Interim Audit Report, Counsel for the CRP commented, “...Finding
No. 2 does not conclude that the CRP failed to report debts and obligations; ruther that
the reported debts and obligations by period were inaccurate. Some of these debts and
obligations were reported on a later monthly report than the one the FEC auditor found it
should have heunt 1eported.” Cenmsel fer the CRP also comunented, “We would like to
point out that CRP’s largest vendor (Straiegic Fundraising (SFI)) was discleced praperly
every month.”




Commission regulations require continuous reporting of debt and obligations until the
debt is extinguished. Our review conclede that soveral obligatiows were not
continuously disclosed as required an Sciedale D; while nthar obligalicirs were mever
diselosed on Schetiule D. The Audit steff agrees that SFI was 1ot one of the vendors
cited in this review,

In response to the Interim Audit Report recommendation, CRP amended its reports to
comrect the disclosure of debts and ebligations on Schedule D.

| Finding 3. Extension of Credit by a Co

Summary
After reviewing and analyzing disbursement records ¢

CRP by extending credit beyond its normal coug
commercially reasonable attempts to collect $479g

In responso to the Interim Audit Report recomme:tdatiGRCRP and the vendor presented
a detailed analysis of the circumstan®as inS@ed debt, their attempts to
devise payment plans to resolve the dREEE e edit was beneficial
gy documments er
examples dammnstraﬂng that the extenst 2Lis.in theAiendor’s ordinary course
of Husiness or that commyg N

gCommercial Vendor. A commercial vendor, whether or not
may egfend credit to a candidate or political committee provided that:
cnded in the vendor's ordinary course of business; and
pine credit are similar to the terms the vendor observes when
extending a similar amount of credit to a nonpolitical client of similar risk.
11 CFR §116.3(a) and (b).

Facts and Analysis

A. Facts

During fieldwork, the Audit stpff identified an incorporated vendor that appeared to make
* a prohibited contribution to CRP by impermissibly extending credit beyond its normal

course of business and by not providing documentation demonstrating that the vendor




made commercially reasonable attempts to collect the debts. The vendor, Strategic

Fundraising, Inc. (SFT), perfarmed voter/donor file prospectiug and telephune fondraising |
services for CRP. There are 297 invoieas, tomling $1,171,002, which wese numtardliog =
between 121 and 757 days. Severel of these invoices, dated between October and

Deeember 2006, were outstunding far services rendered during the 2006 election cycle.

CRP paid all invoices between March and October 2007 and also in November 2008.

Other than the initial invoices, CRP made no other documentation available to

demonstrate that SFI made further attempts to collect these debts.

B. Interim Audit Report & Audit Division Retoinmendation
At the exit conference, the Audit staff discussed this matter wi
and provided celevam work mpers for review. The re
review the muiter.

representative
statcd that he would

The Audit steff had questions regarding SFI's billi ; therefore, a
copy of the SFI vendor contract was requested.
and a letter from SFI addressing the extensio;
following pertinent provisions:

e While SFI was responsible for planning, p: managing and conducting ali

telephone fundraising efforts di and prospective donors,
CRF was responsible for colle rding all contributions
generated by SFI and providing R re 5 fying ell
individiurals who aantrifniied to ¢ : 8 f SFI's efferts, along

il invoices upon receipt.
hall accrue interest of 1 ¥2 % compounded

e righ 1y e CRP's exclusive telephone fundraising
osts of all calls to prospective contributors. As

penerated by those calls. The Guarantee included a provision
gcknowledged that SFI was “accepting sigmificant buriness
Guarantee to CRP axd provided partial mitigation of the
the exclusive right to conduct CRP’s fundraising programs

SFI would b€ paid for its prospecting services at “an amount equal to the gross
receipts generated by each prospecting project.” In addition, if the “cumulative
gross proceeds from all Prospecting campaigns performed in a calendar year
exceeded the total of all prospecting valls...the positive difference [would] be
credited tw the Committee.”

The letter fram SFI stated tirat credit was extended to CRP hecause it, as well as rnary ef
SFI's other Republican Pasty clientn, was unable to engage in sustainable new donar
acquisition, renewal and reactivation of old donors as a result of the externad palitical
climate at the time. SFI further stated that it believed at all times that this extension of



- were two separate and distinct issues to be-considered. Fj

credit would further CRP's receipt of new funding, and that at no time did it intend to -
make a contribution by virtue of its extension of credit. SFI contended that the sxtension
of credit was in its ondinary course of buziness, and that it followed its agiatilished
pracedures and its pant practice with other telephane fundmising clients in thee pelitical
arena in approving the extension of credit. SFI further added that CRP and SFI
negotiated a resolution of disputed billing items by devising a payment plan that invalved
its continued telephone fundraising for CRP and retention against the outstanding but
unpaid balances of receipts until the obugatlon was satisfied in 2009. SFI contended that
it received reasonable, prompt payment in full from CRP based on t’hls extension of
credit.

suggested that there
Shbould have
established thnt SFI' s extension of credit was in its ord A@hhusincss. Second,

Aftor consideration of all the aspects of this matter, the Audj

Ordimary Course of Business
In determining whether an extensiong it was in thS@dinary course of business, the

Commission considers whether the v&g aed procedures and past

practices, whetlier the vendbr nueived T RIS in fulfgikagftevious extensions of
credit, and whatber toa extension of e S, aP&l and narmal practice in
the industry (11 CFR §116.3(c)). v '

T3 POR"S635 (Conservative Leadership PAC); AO
Batic Committee); AQ 1976-36 (Committee for
€ Coamminsion Imve inclutled roquiriag advaace

The terms of the “H@@dPEven Guarantee” and the exclusivity clause in the contract raise
a question of whethg®SFI's extension of credit to CRP was in its ordinary course of
business. The Guarantee appears very similar to the type of “no-risk” or “limited-risk”
provisions that, in previous matters, the Commission has found could constitute in-kind
contributions in the absence of safeguards ensuring that (1) the committee would pay for
all of the costs of tho fundraising programs and (2) the ventior would bear all of the
financiai risk of progeims not paymg for themselvas (MUR 5635; AO 1991-18; AO
1979-36). However, unlike the previous cases, SFI was not rosponsible for the “caging”
of contributions resulting from its fundraising activity. The contract outlines that
contributions were to be sent to CRP, which was supposed to deposit them in its own
account acd then pay the invoiced amounts to SFI. This provision, in combination with
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the Guarantee, raises questions as to whether the arrangement between CRP and SFI was
one in which “the committee totain[ed] centribution procesds while giving up ititle, or
assum{ing) little to ao rigk with the vendnr bearing all, or ncarly ati the risk.” See AO
1991-18 (New Yatk Stmte Democratic Rarty). R appears that the exclustvity clause was
included to offset any risk that prospecting calls would not generate contributions
sufficient to cover SFI's costs in making them. This raises a question regarding whether
this clause provided sufficient financial valus to SFI such that it negated SFI's
assumption of the risk that it would lose money on the prospecting calls. However,
absent additional information showing that the value of the exclusivity clause was
comparable to SFI's financial risk or that “‘no-risk” or “limited-risjgiagreements such as

the Guarantee between CRP and SFI conferm to the usual und actices in the
telematketing industry, the Audit staff conclodes thm SFI dig tend credit to CRP in
its mcdinary eourse of busimess.

Commercially Reasonable Dehi Gallection ,

Even where an extension of credit by a commergigt i \ ible when

made, it may evolve into a contribution over

Commission determines that these attempts are congRaltlly reasonable if the vendor
has pursued its remedies as vigorous S remedies ag-amst a non-

) thet docunreidation wip
eekly or that any fuxther

R o , 0K Audit staff to demonstrate that CBP was
fompounded Qgonghly, for its debts outstanding more

igat SFI extendad credit to CR.P imits ordinary coursa cf

business. The (G P
evidence that (1) tiR@Sfeak Even Guarantee” wnthm the SFI contract is common
industry practice, (ZPverification that the value.of the exclusivity clause provided
sufficient financial value to SFI such that it negated SFI's assumption of the risk that it
would lose money on the prospecting calls, and (3) confirmation that the terms of the
credit are similar to the terms SFI observes when eatending a sitnilar antount ot credit to
a nonyeliiicel clipnt of similar risk.

In addition, the Interita Audit Report recommended that GRP provide documeatation ar
any ather comments to dem:anstrate thet SFI made conemercislly reasonable attempts to
collect these debts. The documentation should have included, bit not been limited to,
evidence supporting the negotiated payment plan and examples of other SFI customers or
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clients of similar risk for which similar services had been provided and similar billing
arrungemeitts had been utilized. CRP should have also provided doanmentetion
coneoming SFI's billing puiicies for similar clidhts arid work, slvanca puysmnt polictas,
debt collection policies, and billing cycles.

Absent such a demonstration, the Audit staff would consider the $1,171,002 an
impermissible contribution from SFI.

C. Committee Response to Interim Audit Report

In response to the Interim Audit Report recommendation, CRP
Officer of SFI (CFO) dispute thiat the extension of credit by S
contyibiltina.

e Chief Financial
in a corporate

Specifically, CRP presented the following:

1. Fundraising is Cyclical - CRP stated i i ing its
traditional drought period, the off-electio?
traditional fundraising cycle has peaks and v
the big Califormia gubematorig

Republicue: fortunes in the 20
problnmam:
2,
gecline in fundraising receipts
ied the turnover in key upper management
fficer) and how this affected its ability
3. fh Fortunes — CRP stated “Like other

. Wi, dicect mail and tele-fandraising, the CRP
! 1dent1ficatme and support that was mlhted o tha

i aofficeholders.” CRP further added, “the CRP suffered a
onors in part because its major statewide officeholder,
gger, had declared after his re-election in 2006 that he no

Schwarzenegger ceased t<; assist CRP in fundraising.

CRP contended that SFI made comnercially reasonable efforts to collect the CRP debt.
As evidence of theae attempts, CRP atated that it engaged in good faith discussiuns and
negotiations to resolve the debt to SFI. CRP added that sany of its offivers amd key
employees were in conitant, regular communiocations with SFI. In addition, CRP’s Board
of Directors received regular briefings at each board meeting regarding the growing debt,
and CRP key staff visited SFI offices in Minngsota to negotiate a strategy to resolve the
debt.
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As further evidence that SFI made commercially reasonable efforts to collect the CRP
debt, CRP smia tiemt it was billed mantiily on all elermarkaiing and direet mmil matters,
that it bad hundreda of sepamate commaunicotioas by telephane, email eod face-to-face
with SFI representativas relating to the debt matter, and timt SFI's invoices included
finance charges.

Counsel for the CRP commented that in July 2008 a negotiated agreement with SFI (1)
resolved disputes about billing items; (2) negotiated a set aside of SFI-generated tele-
fundraising receipts that were dedicared and credited to pay-do e CRP dtbt; and
(3) exrtended the SFI-CRP fundraising agreement into 2009-20

CRP contended that the fundraising auntment was in 8FF course of business.

In response to the concern that the agreement with S

sequester funds neceasary to pay its bills, CRP statedfifs
functions from all its fundraising vendors and thg i or and

agreement. CRP points out two critical facts; Sl ot the
largest, of SFI's client. CRP stated that this 3
non-federal campaign reporting requirements. Secolsg
2007 and 2008 resulted in delayed pgyments to vendors

RP's nancnal situation during
e separate caging agreetent

ag of business. 'I'he‘CFO

contended that extendl R b SCRP from a prospecting and
fundraising perspeciig, and Y 3¢ of SFI from the perspective of helping a
valued, long term St by wog Rlly beneficial payment plan. The CFO

stated that it believed Xg
debt, not onl A :

RF 8 sily acquire new donors. The CFO stated
&g CRP would be CRP gaining new or lapsed dogors

Regarding the "\gRek cvaf’guarantee” and the exclusivity provision within the CRP and
SFI agrecment; tITER

business model or eplaining how fundraising works, SFI will stress that our standard
fundraising agreements with all political clients call for exclusivity. As a company, we
understand the need to acquire new donors for the long-term health of our partners like
the CRP and we have a 20 year history which alfows us to mitigate gur internal 'risk’. All
other tele-fundraising firms offer the exact or similar 'break-even guarantee’. As pointed
out hhuve, we isma: oredit te mn-political clieats as well in the exact enme fanhion.”

Regarding SFI's commercially reasonable attempts to collect the CRP debt, the CFO
contended that besides its normal weekly invoices, SFI also sends out via an e-mail link
bi-weekly summaries and open invoice reports which contain the ‘aglng’ for each client.
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He added that this was done for all SFI clients, political and non-profit. As further
evidence, tiia CFO stuted, *SFI requasted and was presemed with seversl informal
paymunt plms in the fall/winter of 2007. They would be adhered to for a whiie, and thea
the CRP wauld be unahls to keep up with the payments...” The CFO concuss with
Counsel that a new agreement was created in 2008 that resuited in the debt being paid off
in early 2009.

Assessment by the Audit Staff
After reviewing the responses submitted by CRP and the CFO, the Audit staff made the

following observations regarding CRP’s adherence to the Interim Aadit Report
recommnumendation:

1. Other than nroviding written comments, no docu as submitted to
demonstrate that SFI extended credit to CRP in i
The CFQ stated that the “Break Even Guarapff
within the SF contract is common industgfractice, but no ex
client contracts or any supporting docygffatation wes provided to
statement. The CFO cites confidentidlity \ggases i
clients that do not fall under the purview of g dfimisSion. In addifion, neither
CRP nor the CFO provided cgnfirmation that gms of the credit issued to
CRP are similar to the terms ¥8abserves whet eXgading a similar amount of
credit to a nonpolitioal client ol R sk.

Further research by the Audit s :wA SR RicsX Even Guarantee” and the
exclusivity clavseammot unusnal il TundraiSi® industry. SFI does not

"cage" the cqufifit Sesulting froR) the fundrfiising activity. Under its
contract, il Bke to be sentQirectly to CRP which was to deposit the
contributions Kgis Rcount and the@plly the invoiced amounts to SFI. This

provision, in corRERaifSNGEake Gugsintee, raises questions as to whether the
o et S one in which CRP retained contribution

ainot provided to demonstrate any particnlar financial value of
gie. If the exclusivity clause provided value to SFI sufficient to
' ption of the risk that it would lose money on the prospecting
calls, the ex&esion of credit would result in no contribution. Further research by
the Audit stdIf indicates that when a contract contained an exclusivity clause as a
safeguard against losses by the vendor; it was not the only safeguard, as it is in CRP’s
conteact with SFI.

2. CRP md the CFO both detail SFI's attempts at aollecting the CRP dabt.
However, neither grovidled any evidence ta support the various negotiatad
payment plans, the bi-weekly summaries or open invoige reports, the meetings
between CRP and SFI officials, the hundreds of communications between the two
parties, etc. In addition, neither CRP nor the CFO provided any examples of
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other SFI customers or clients of similar risk for which similar services had been
providet and similer bilting arrangenments had been utilized. -

SFTI's effort to convince the CRP to resume the fundraising program and SFI's
continued provisian of services when CRP had repegedly failed to pay raises the
question of whether SFI's dabt collection efforts were commercially reasonable.
Among the debt collection practlccs that may be regarded as evidence of
commercial reasonableness is the withholding of additional services until overdue
debts are satisfied. Here, it appears the upposite happened; CRP, concerned about
the level of debt it hud accumulated, sought to suspend deligary of services from
SFI, and it was SFI that convinced CRIF that the only vijif¢ w8y for CRP to get
out of debt to SFI was for it te contirmue the fundraisigisogram. If thls is

decisien to centinue providing services wes cogpmiVci ‘ able. However,
the Andit staff believes that additicmal inforpftiee, i : 3
conclusion. SFI asserted in its response th#

supporting this contention by Kgayc R
would demsenstiato the conmuoeriHERIN aagtouse. lhaddmnn.

b, SFI say that SFI provided such
@provided a copy of the detailed house file

MK udit Report submitted by CRP and the
CRP has not demonstrated that SFI extended crodit
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SUBJECT: Draft Final Audit Report - California Republican Party/V8
Legal Comments on Committee Response
(LRA 829)

L INTRODUCTION

The Office of General Counsel (“OGC™) has reviewed the proposed Draft Final
Audit Report (“DFAR") on the California Republican Party/V8 (“Committee”), as well
as the responses to the DFAR submitted by the Committee and Strategic Fundraising,
Inc. (“SFI”). We concur with the Audit Division’s findings in the DFAR. In this
memorandum, we evaluate the Committee’s contention with respect to Finding 3
(Extension of Credit by a Commercial Vendor) that its fundraising contract with SFI
contained adequate safeguards. We also conclude that SFI’s waiver of the Committee’s
accrued interest obligations was inconsisterit with the Commission’s legal framework for
debt settlement and/or forgiveness. The debt settlement issue is not addressed in the -
DFAR as neither the Audit Division nor OGC had sufficient informatioe, prior to the
responses of the Committee aid SFI, to discern whether the debt was, in fact, settled or
partially forgiven. We recommend that the auditars address tiie debt settlement issue:in
the Audit Division Recommendation Memorandum. If you have any (uestions, please
coetact Danita C. Albesico, the attorney assignerl ta this audit.
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IL INITIAL EXTENSION OF CREDIT: SFI ASSERTS THAT THE
FUNDRAISING CONTRACT CONTAINED ADEQUATE
SAFEGUARDS TO ASSURE THAT ALL COSTS WERE PAID

SFI asserts that its initial extension of credit to the Committee was in the ordinary
course of business because, in addition to the exclusivity clause, its contract contained
two additional safeguards to ensure that the Committee paid for the costs of the
furdraising program. Response to Draft Pirmal Audit of 2007-2008 Election Cycle for
Californla Republican Farty, C#000014590, (Dec. 6, 2012) (**SFI Response™).
Specificdlly, SFI first points to the purported “short-term” nature of its contract whish
was memuioied by the Committee’s “bylaws forbid[ding] it [the Committee] frain enduring
into agreements that span acmss twa board teoms [and] exsentially limiting tin: contraot to
approximately two yeass.” /d Seeand, SFI nated that the coatract contained “a
termination clause that either party could execute for any reason.” Jd.

The safeguards that SFI highlights are examples of the potential types of protections
that the Commission has focused on in the past in determining whether a fundraising
program may have resulted in a prohibited in-kind contribution to a committee. See
MUR 5635 (Commission concludel that contract resulted in oorntribations from
fundrasing firm becauze the armngumerit was ndi in the ordinury course of busitiess
given the size «f the disbwsemeats and short-tcrm ymtueo of tixs progmun); Advisory
Opinion 1991-18 (aafeguards proposcd by tiio Commission inaludnrd requiring advance
depusits by u committee to reimourse venders far potential shortfalls, limiting the term af
the contraat, or allowing vendors to terminate the contract early and demand full payment
as a result of poor fundraising performance); Advisory Opinion 1979-36 (addressing a
“limited risk” fundraising contract where the committee was only required to pay three-
fourths of the total amount of contributions received irrespective of the actual amount of
fees and expenses). In our comments on the DFAR, we had trot previously evaluated
either the term of the eontract or its termination clause as potential safeguards but rather
focused on the exclusivity clausu in evaluating whuther the coiltract may have resuitod in
a contritnriiun tn the Comonttse.

Looking at the contract as a whole, questions still remain about the initial extension
of credit from SFI to the Cammittee and whether there ware adequate safeguards to
ensure that the Committee bore a sufficient amount of the cost or the risk of the
fundraising program. The Committee failed to provide a valuation of the exclusivity
clause as requested by the auditors, or other pertinent information, showing that the
exclusive nature of the contract was of sufficient value to offset the risk to SF1. Thus, in
the absence of information regarding the value of the exclusivity clause, we sull convar
with the DFAR aud du not iroifeve the contract’s term and at-wilt terminaticn provisions
are in the aggragate suffipierit to support n conchuron that SFI’s initiad ecetpation of credit
to the Committec vas in the ordinary nouree of businms. '

! The Audit Division may need to revisit the issue of tho adequesy of the safeguards in the SFI
contract pomling the Commiissioa’s final decirvian un a smuifkr isaze in the Proposad Final Audit Report
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Further, SFI's “waiver” of accrued interest on the Committee’s outstanding debt
resulted in same of the coste arising aut of the SFI fundraising program tizing left nnpaid
by the Cammruittee. “Wiith respect to ths payment ar non-payment of an extension of
credit, the Commisgion has made plain that in political committee fundraising, ‘none of
the costs of the program [may] be left unpaid by the Committee.” General Counsel’s
Report #2, MUR 56335, at 8 (quoting Advisory Opinion 1990-14). As discussed in
Section IiI below, the Commiittee resolved payment of its outstanding debt with SFl in a
manner that is inconsistent the Commission’s legal framework for addressing debts owedl
by commmittees.

L WAIVER OF DEBT ARISING OUT OF INITIAL EXTENSION OF
CREDIT: THE COMMITTEE AND SFI NEGOTIATED A WAIVER
OF ACCRUED INTEREST THAT IS INCONSISTENT WITH THE
COMMISSION’S LEGAL FRAMEWORK FOR RESOLVING DEBT

The other issue that must be addressed is whether SFI’s waiver of interest, which was
accrued pursuant to the provisions of the fundraising contract, results in a contribution.
The DFAR found that the Committee failed to pay several invoices for SFI voter/donor
file prospecting, caging, fundraising and mailing services for periods ranging from
approximately four monthu to two years. DFAR at 8. Tire SFI invoices fotaled
$1,171,002. Id. Initialty, SFI contended timt it contihwed to grovide services to the
Committee to help the Committne satisfy the dubt, but neithar SFI nor the Committee
submitted information in response to the DFAR to indicate that such an approach was
commercially reasonable. 11 C.F.R. §§ 116.4(b) and (d).

Instead, in its response to the DFAR, the Committee states that it negotiated a
settlement of its debt to SFI and that “SFI [was)] effectively paid in full” for its
teleniarketing services. Further Response to [Draft] Final Audit Report for the 2007-
2008 Election Cycle for California Republican Party, C#000014590 at 2 (Dec. 9, 2012)
(“Committee Response”). The Conmittee explains that SFI whived the accrued ifitorest
on the unpaitd tulanear owed to SFI subject to the Commiitter’s “agreemmt (a) that it
wouid moet itz abligatiena to pay tha balance of amnunts outstanding . . . amd (b) the
[Committee] and SFI were to negotiate an extensian of the fundraining agreement for the
2009 and 2010 cycle.” /d. at 3.

(“PFAR”) on Rightmarch.com PAC. In Rightmarch, the safeguards included the right of the vendor to
terminute the contract early and demand full payment and to slow the pace of fundraising if the contract
was mt profitabhy. Dwiing the Comuhissitn’s considemation of the Audit Division Recommeudation
Memorandum in Rightmarch, the Commigsion split 3-3 on the issues of whether credit was extended to
Rightmarch in the ordinary course of a commercial vendor's business and whether Rightmarch incurred
reportable debt as a result of its fundraising contract with the commercial vendor. In accordance with
Diroctive 70, the Andit Divisien will present these imues i the “Aulditionml Issuts” seoton i the

Righimacch PFAR.

2 The sontrast bstwaen the Comunitt=e and SF1 provides that “a:tstanding balsnces 30 days past due
shall accrue interest in the amount of 1 Y percent, compounded monthly.” Fundraising Services Contract
dated November 1, 2006 between Strategic Fundraising Services, Inc. and the California Republican Party.
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The Committee and SFI may have settled the debt, but they did so without the
Commiskion’s approval. The Comynitter is an ongoing cosnmittee, and ongoing
committeas cananot settle any outstarniing dehts for less than the entire amount owed. 11
CFR. § 116.2(b).

Although the Committee claims that the settlement with SFI was necessary for it to
“keep its doors open,” the Commission has previously considered and rejected allowing
debt settlentents by ongoing commiittees. The Comnmission prohibits settlements by
ongoing committees becuuse “thess comunittess have the intention te ventinse to solicit
furids and citgage in election refatet antivity.™ Explanation and Justification: for Debin
Owaed by Tenniaating Commiiieee, Qrigoing Contmiitees ané Authorized Committees,
55 Fed. Reg. 26,379 (June 27, 1989). TJnder these circumsturiees, “the settlement of an
ongoing committee’s debt connt be ecmaidered to be commerrially roesonable given that
the committee is continuing to receive funds that could be used to pay its past debts.” Id.
The Commission notes that “by freeing additional funds for future electoral activity, such
a practice could result in direct subsidization of a political committee’s speech beyond
the committee’s ordinary capacity.” Jd. Here, the Committee continued to fundraise
under its telemarketing contract with SFI and had the ability to work its way out of debt —
including paying tlre interest that had accrued pursuamt to the contrast. Inutead, the
Cosmiite setttad ics abligations, in part, through an agn:emmnt aot ta pay the aeerud
intezest on the debt contrary ty Commission regulations.

Creditors may, in certain limitsd circumstancas, forgive debts of ongoing committees
as prescribed in 11 CF.R. § 116.8. See11 C.F.R. § 116.2(b). This scttlement does not
qualify for creditor forgiveness under section 116.8 because, among other factors, the
Committee’s whereabouts were known to SFI and the Committee had receipts of at least
$1,000 and disbursements of at least $1,000 during the 24 months prior to when the debt
was settled. 11 CF.R. § 116.8(a)(1) and (2). A creditor that intends to forgive a debt
must, in addition to satisfying the requiremerits of section 116.8, follow the procedures
outlinted for notifying and obtaining approval from the Comntissien, whicls also wore not
followed haze.

Since the osttlement of the Committee’s obligation to pay the accrued interest is a part
of the analysis of whether the Committee satisfied its debt to SFI, we recommend that the
auditors address this debt settlement issue in the Audit Division Recommendation
Memorandum.

’ Even if the Commitee was a terminating committee and could therefore settle its debt, it did not
follow the Conmnvission’s procedures for doing so. In particular, the committee must submit, and the
Commission will consider, the committee’s plan to terminate, its cash on hand, expenditures and receipts,
the total amount of debts and number of creditors owed, the total dollar amount and percentage of debt
proposed to be settled or forgiven and the.length of time the debt has been overdue. 11 C.F.R. § 116.7(f).
None of those steps were followed here.



