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L. INTRODUCTION

The Office of the General Counsel has reviewed the Draft Final Audit Report
(“DFAR?”) on the California Republican Party/V8 (*‘Committee’). Our comments
address issues in Finding 3 (Extension of Credit by a Commercial Vendor). We concur
with any findings not specifically discussed in this memorandum. If you have any
questions, please contact Danita C. Lee, the attorney assigned to this audit.

IL EXTENSION OF CREDIT BY A COMMERCIAL VENDOR AND THE
CREDITORS ATTEMPT TO COLLECT THAT DEBT (Finding 3)

Finding 3 addresses an extension of credit by Strategic Fundraising, Inc. (“SFI”),
which the auditors conclude may have resulted in a prohibited contribution to the
Committee. The DFAR concludes that SFI did not extend credit to the Cammittee in the
ordinary course of bnsiness aail that SFI faided to meke a eommercially reasonable effort
to collect the debt. The contract between SFI and the Committee presents issues similar
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to those in other matters involving "no risk" or "limited risk" fundraising arrangements
between direct mail or telemarketing vendors and political committees. See, e.g., MUR
5635 (Causervative Leadership PAC); AO 1991-18 (New Yark State Demociatic
Committee); AO 1979-36 (Committee for Fauntroy).

We conclude that while SFI’s initial extension of credit to the Committee
included some aspects that suggest that the extension was in the ordinary course of
business, the Committee did not submit information that is necessary to resolve this issue.
Similarly, we conclude that SFI may have engaged in commercially reasonable efforts to
collect the debt, but the Committee did not submit enough information to show SFI’s
reasonable attempts to collect the debt.

A. RACKGROUND

The Committee failed to pay several invoices for SFI voter/donor file prospecting,
caging, fundraising and mailing services for periods ranging from approximately four
months to two years. The invoices totaled $1,171,002. The total represents the sum of
fees SFI charged for various services -- comprising, for example, fees ranging from
$0.15 per call or similar transaction for services described as “fulfillment boost recorded
message” to $2.75 per transaction for “current donor telefundraising” services, as well as
flat fees.

The Interim Audit Report (“IAR”) conctuded that SFI’s iuitisl cxtension of credit
to the Committee was not in the ordinary course of business because: (1) there existed no
evidence that the "no risk"/"limited risk" fundraising terms in the agreement were
consistent with terms offered in the telemarketing fundraising industry; or, alternatively,
(2) there was no showing that the value of the exclusivity clause contained in the
fundraising agreement was sufficiently adequate to ensure that the Committee would
bear some of the financial risk of the fundraising program not paying for itself.

The IAR also concluded that SFI failed to make a commaercially reasonable effort
to collect the Committee’s debt because the Committee failed to submiit supporting
evidence of SFI’s debt ooHection efforts. In rasparrse to the [AR, the Coinmitice «nd SFI
assert that the fundraising contract was consistent with fundraising industry standards and
that SFI engaged in commercially reasonable debt collection efforts by undertaking a
variety of debt collection actions including discussions, negotiations, written
communications, in-person meetings and renegotiating the Committee’s payment plan.
Letter from Charles H. Bell, Jr., General Counsel, California Republican Party to Mr.
Torn Hintermister, Assistant Staff Director, Audit Division (Mar. 19, 2012) [hereinafter
Committee’s Resp.] and Letter from Mark Dixon, Chief Financial Officer, Strategic
Fundraising, Inc., to Tom Hinternrister, Assistant Staff Director, Audit Division
(Undated) [hereinafter SFI’s Resp.].
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B. THE INITIAL EXTENSION OF CREDIT LACKED ADEQUATE
SAFEGUARDS

1. Terms of the Initial Extension of Credit

The terms of the contract between the Committee and SFI provide that SFI was to
provide telephone fundraising services directed at both previous and prospective donors.
The contract permitted the Committee itself to collect, deposit, and record the individual
contributions generated by SFP’s telemarketing calls, and required it to provide SFl with
regular reports “identifying all individuals who contributed to the Committee as a result
of SFI's efforts, along with the amount and date of each contribution.” SFI was to send
invaices to the Committee weekly; these invoices were presumably bascd on ihe repauis
sent to SFI by the Committee. Pmspecting invaices were to be payable upon receipt and
invaices for praven donor efforts were to br: payable within 30 days. However, regarding
prospecting calls, the contract contained a “Break-Even Guarantee” (“Guarantee”),
whereby the parties agreed that the Committee would not be expected to pay more for
prospecting calls than the sum of all actual contributions generated by those calls; if the
gross proceeds of the prospecting ever exceeded $2.25 per call made, the extra amount
was to be credited to the Committee.

The Guarantee clause of the contraat contained both partias’ explicit
acknowledgement that SFI was “accepting significant business risk” by extending the
Guarantee to the Commiittee. In consideration of that risk, the Committee granted to SFI
the exclusive “right ta canduct {the Canimittee's telemarketing] programs over the eourse
of an entire year.”

These terms raise a question of whether SFI’s initial extension of credit to the
Committee was in the ordinary course of business. The IAR found that as a result of
these terms, SFI may not have — at the outset of entering into the fundraising agreement —
extended credit to the Committee in the ordinary course of business. The IAR gave the
Committee an oppartunity to provide infurmation that “no-risk” or “limited-risk”
agreements such as the Guaramntee between the Committee and SFI conform to the usual
and normal practice in the telemarketing industry or to provide information showing that
the value of the exclusivity clause was comparable to SFI’s financial risk. Neither the
Committee nor SFI provided such information.

2. Contributions, Extensions of Credit, and Ne-Risk Contracts

The Act defines a contribution as “any gift, subscription, loan, advance, or deposit
of money or anything of value made by any person for the purpose of influencing any
election for Federal office.” 2 U.S.C. § 431(8)(A)(i). Under the Commission’s
regulations, the term “arything of value” includes atl in-kihd contributions, and unless
specifically exempted, the provision of goods and services for no charge or at a charge
that is less than the usual and normal charge. 11 C.F.R. § 100.52(«t)(1).
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An extension of credit to a political committee by a commercial vendor is a
contribution unlesa the oredit is exterded in the ordinary comse of buriness and an the
same terms as extensinns of credit to nonpoliticai dobtors of similar risk and for an
obligation of similar size. 11 C.F.R. §§ 100.55, 116.3(b}. Am extension of credit accurs
when there is an agreement between a creditar and a political committee that full
payment is not due until after the creditor provides goods or services to the political
committee. 11 C.F.R. § 116.1(e)(1). In determining whether an extension of credit was
in the ordinary course of business, the Commission considers whether the vendor
followed established procedures and past practices, whether the vendor received prompt
payment in full for previous extensions of credit, and whether the extension of credit
conformed to tho usual and normal practice in the industry. 11 C.F.R. § 116.3(c). Ifa
vendor extends credit end fails to malce a commercinlly reigonable attemnpt to chtain
repayment, 8 contributinn will result. 11 C.F.R. §§ 100.55, 116.4(b)(2).

When addressing fundraising programs that compensate vendors using
fundraising proceeds, the Commission has expressed concern that “regardless of the
degree of success of the effort to raise funds, the committee would retain contribution
proceeds while giving up little, or the committee would assume little to no risk with the
vendor bearing all, or nearly all, the risk.” Advisory Opthion 1991-18 (New York State
Democratic Ceminittee). “No-risk” or “limited risk™ contracts similar to the cne at issue
here may result in in-kind contributious from vendors in two ways. First, they may result
in a yendor rendering services ibr the cornmiitee for essendally nu caarge, or for whet at
the end of a saries of traasactions will wind up heing less than the usial and normnl
charge. See 11 C.F.R. § 100.52(d)(1). Second, because these arrangements almost by
definition involve the provision of services by the vendor before payment is received,
they involve extensions of credit, and must meet all of the requirements set forth in the
regulations for extensions of credit not to be contributions. See 11 C.F.R. §§ 100.55,
116.3-4.

The Commission has consistently applied there regulations to determine whether
such arrangernents resulted in in-kind contributions. See, e.g., MUR 5635 (Conservative
Leadership PAC) (addressing a “no risk” fundraising contract where the committee was
not responsible for the costs of fundraising in excess of the money raised); Advisory
Opinion 1991-18 (addressing a “limited risk™ fundraising cantract where the committee’s
full payment of the vendor’s commissions was tied to the prospect that the fundraising
would pay for itself over several years); Advisory Opinion 1979-36 (Committee for
Fauntroy) (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 e:xpenses).l In doing so, the Cornmission has required

! The Commissicn also has addressed contracts and dealings in contexts other than fundraising in
which conunittees assumned no risk ar limhed risk. See, e.g., MURs 5069 and 5132 (Camite Acevedo Vila
Comisionado 2000) (determining that no contribution rrsulted when a Puverto Rico advertising agency
bought television time on behalf of a candidate without first receiving payment based on evidence of
common industry practice in Puerto Rico); MUR 4742 (Juan Vargas for Congress) (finding a reportable
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committees to have safeguards in place to ensure that committees in fact pay for the costs
of the fundraising programs. See MUR 5635; Advisery Opinion 1991-18; Advisory
Opinion 1979-36. Speoifically, the Commission has focused on whather a commiittee
would receive anything af value without timely and proper carapeusation first being paid
to the fundraising firm end. any third-party vendors. See id. Safeguards proposed by the
Commission have included requiring advance deposits by a committee to reimburse
vendors for potential shortfalls, limiting the term of the contract, or allowing vendors to
terminate the contract early and demand full payment as a result of poor fundraising
performance. See id.

For example, in MUR 5635, the committee entered into a “no risk” contract with
a fundraising firm. The arrangement provided that the committee would be responsible
for the costs of fundraiging only up to the amount of fimds raisod. The fundraising
program was not sufficient to cover the vendars’ expenses, and the fundrsising firm made
several disbursements to the committee before the vendars’ expenses were fully paid.
Accordingly, the Commission concluded that this arrangement resulted in contributions
from the fundraising firm because the arrangement was not in the ordinary course of
business given the size of the disbursements and short-term nature of the program, and
even if it was, the fundraising firm had forgiven the debt, resulting in a contribution
under 11 C.F.R. § 100.55(d)(1). See General Counsel’s Report #2, MUR 5635, at 5-6.

Likewise, in Advisory Opiniou 1991-18, the committee proposed entering iuto a
“Prospecting Program” where the costs of fureraizing would be paid aut of fandraising
proceeds and the committee would be responsible for the costs of fundraising only up to
the amount of funds raised. Moreover, under the first year of the program, the vendor
would provide the committee with net revenues even when the vendor had not yet been
fully paid for an earlier round of solicitations. Because of the “inherently speculative”
nature of the prospecting effort, including the likelihood that the vendor wouid not
receive the full contract price for more than one year, the Commission determined that it
could not approve the program “in the absence of a record by [the vendor] or similar
companies-of the implementation of a prograza of similar structure and size in the
ordimary course of busiuess.” Adternatively, the Coinmission suggested safeguards that
wonld provetii the prugram from n:mlting in in-kind contritmtions, iucluding using short,
definerd periods of time in which the committee and the vendor would settle accmints.

3. SFI’s “Guarantee” and Exclusivity Clause

The Guarantee in the contract between the Commiittee and SFI appears very
simtlar to the type of “no-risk” or “limived-risk” provisions that the Commission has
found in previous matters could constitute in-kind contributions in the absence of
safeguards ensuring that the Committee would pay for all of the costs of the fundraising

extension of credit, but no cantribution, resulting from a “deferred compensetian” contragt with a
candidate’s general consultant where the consultant’s retainer was only to be paid if the vendor and the
committee agreed that the commnittee could afford to pay it without harm to campaign’s viability).
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programs. Moreover, SFI does not "cage" the contributions resulting from the
fundniisihg activity. Under the contract, comtritiutious were to be sent directly to the
Committec whioh wan to depotit the eentribtiions in its own account end then pay tha
invaiced amaunts to SFI. This provieion, in combination with the Gunarantce, raises
questions as to whether the arrangement between the Cciamittee and SFI was one in
which “the committee retain[ed] contribution proceeds while giving up little, or
assum([ing] little to no risk with the vendor bearing all, or nearly all the risk.” See AO
1991-18 (New York State Democratic Party).

SFI asserted that “all other telefundraising firms offer the exact or similar ‘break-
even guarantee’ and that they “issue credit to non-political clients as well in the exact
same fashion,” but neither the Comimittee nor SFI provided any information supporting
this assertion, or demnastmong a record by SFI ar cther conrganics “of the
implementatian of a program of tlmilar structire and size in the ordinary course of
bustness.” SFI's Resp. at 3. However, a cammittee in an audit that preseats nearly
identical issues that is currently pending befare the Commission has submitted such
information. That committee’s vendor submitted 32 telemarketing and direct mail
contracts from a variety of fundraising vendors for both political and nonpolitical clients
to support the claims of the committee in that audit that the contract at issue there
conformed to the usual and normal practice in its telemarketing veador’s industry.
Because the issues in that audit are simhlar to the issues here, and because that
infurmation is reasonably current (baving been subamided in a curnzaiiy pontiiny aadit),
we belicve it Is apmopriate to consider that infanationr here in ordor to determine
whether the Commission is aware of any recocd by other campanies of fimdraising
programs of sintilar structure and size in the ordinary course of tmainess in the direct omil
and telemarketing fundraising industry.

In that audit, each of the 32 submitted fundraising contracts contained some no-
risk or limited-risk provision similar to the Guarantee at issue here. Thus, it appears that
such provisions by themselves are not unusual in the industry.

Anather provision of tho SI°I contraet ahaut which we expressed cmicesn in our
comments bn the IAR was the caging provioion. This pmvision allowetl tha Committae
to receive and deposit contributians on its own, report the praceeds to the vendor, and
then pay the vendor based on the self-reported amounts raised. None of the previous no-
risk or limited-risk contracts examined by the Commission contained such a provision.
Our concern was that if a committee did its own caging of contributions received through
direct mail or telemarketing fundraising, it might not even pay the vendor all of the gross
proceeds, let alone an amount necessary to cover the vendor’s costs. That is, in fact, what
appears to have happened Here. See Part I1.C. However, 27 of the 32 contracts submitted
in the other audit provide for caging by the committee, the committee’s bank or a bank
identlfied by the committee. Thus, this provision also does not appear to be urtusual in
the direct mail and telemarketing fundraising industries.
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While the contract here did not contain any of the specific safeguards suggested
by the Commission in other instances in whicli it has reviewed no-risk or limited-risk
contracts, it does cantain the exolusivity pruvision, which the econtract stated was
intended to be: cnnsideretinn far the “significent business risk” incurred by SFI. If the
exclusivity provision provided value to SFI sufficient to negate SFI’s assumpticn of the
risk that it would lose maney on the prospecting calls, the original extension of credit
would result in no contribution. However, neither the Committee nor SFI provided any
information demonstrating any particular financial value of the exclusivity clause, let
alone sufficient financial value to demonstrating that it negated SFI’s assumption of the
risk. Although SFI stressed that “our standard fundraising agreements with ali political
clients call for exclusivity" and that they have “a 20 year history which allows us to
mitigate our internal ‘risk,’” it ugain did no more than assert these facts. SFI’s Resp. at 3.

In the absence of documentation provided by the Committee or SFI, we again turn
to information the Commission possesses in the other audit. Only three of the 32
contracts submitted in that audit contained an exclusivity clause as a safeguard against
losses by the vendor; in none of those was the exclusivity clause the only safeguard, as it
is here.

Finally, there is rio other information indicating that the costs of the fundraising
program were eventually paid by the Committee. “With respect to the payment or non-
payment of an extension of credit, the Commission has made plain that in political
committee fundraising, ‘none of the costs of the progunn [nmuy] be keR unpaid by the
Committee.’” Gereral Caunsel’s Report #2, MUR 5635, at 8 (quoting Advisacy Opinion
1990-14). The Andit Divisian states that jt reconciled the Committee’s payments ta
SFI's invoices and determined that all of SFI's invaices were paid, but were paid in an
untimely fashion.? However, unlike in the other similar audit currently pending before
the Commission, there is no indication that the program resulted in any profit to the
vendor. Accordingly, we do not believe that it is possible, at this stage, to definitively
conclude that all of the fundraising program’s costs were paid by the Committee.

2 Although both the Committee and SFI irndicate that they resolved disputed billing items, we do 1ot

possass any information regwding the spevifits of the dispute or détails regarding its resclnfion. Thr only
information the auditors possess stems from 2 memorandum from the Committee’s counsel to SFL
Committee counsel states that

[The Commitee] is cusrently undertaking a comprchensive review of [SFI’s] bills to [the
Commiitee] from an accuracy and performance standpoint. The enclosed payment does not
represent any conclusion as to the results of that comprehensive review or a waiver of claims or
disputes under the respective contracts between the parties for telemarketing and caging services,
and should be viewed solely as a good faith effort on [the Committee’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.

Memorandum from Charles H. Bell, Jf., General Couasel to the Californfa Republicen Party, to Strategic
Telecommunications, Inc. (Jul. 3, 2008). Despite this memoranduu, the auditors indicate thut the
Committee ultimately paid SFi on all of is bills.
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In summary, while a comparison of information from the other audit indicates that
some aspects of the original SFI extensian of eredit were similar to what other finns do in
the ordinary cenrse of business, the use of an exclusivity ciause ns the sole safeguard
against loss by the veador is not. Neither the Cammittee nar SFI produced any valnation
of the exclusivity clause demonstrating that it was sufficient to offset any losses SFI
might have suffered from its prospecting activities on behalf of the Committee. Nor did
they provide any documentation that SFI's contracts with nonpolitical clients have this
structure, and there is no indication that the Committee paid all of the costs of the
program. Consequently, even if the Committee had made all payments as required under
the contract — and, as we turn to next, it did not — some of the ““costs of the program
[may have been left unpiiid] by the Comrittee,” resuiting in a contribution. See General
Coursel’s Report #2, MUR 5635, at B (auoting Advisory Opinion 1990-14).

C. COMMITTEE MAY HAVE UNDERTAKEN COMMERCIALLY
REASONABLE DEBT COLLECTION EFFORTS BUT MORE
INFORMATION IS NEEDED

Even where an extension of credit by a commercial vendor is legally permissible
when made, it may ripen into a contribution over time through a lack of commercially
reasonable attempts on the part of the vendor to collect the resulting debt. The
Commission deiermines tirat saeh ateernpts ars caromeroially reesonable if the vendor has
pursued its remexies as vigerously as it would pursue its cemedies against a ronpolitieal
debtor in similar circumstances, including withholding delivery of additional goods or
services until overdue debts are satisfied. 11 C.F.R. § 116.4(d)(3)(iii).

SFI began invoicing the Committee for its services upon the commencement of
the fundraising program. The Committee failed to pay SFI’s invoices within the 30-day
timeframe set forth in the agreement but SF1 continued providing fundraising services.
SFI said that during the first quarter of 2008, the Committee “continued to use funds
raised from SFI’s activities to pay other bills which increased the overall debt
subsiantielly.” SFI’s Resp, at 3. The Commiitee evantually accumulated debt to SFI
totaling $1,171,002.

SFI stated that it made commercially reasonable attempts to collect the debt.
SFI’s Resp. at 2. Specifically, SFI said that in addition to its normal billing and debt
collection practices it engaged in “repeated extraordinary attempts™ to obtain payment
from the Committee. SFI said, however, that “the high balance eventually caused the
executive director [of the Committee, presumably] to cease all prospecting in early April
in an effort to stop lhe balance from growing further.” /d. Interestingly, SFI said lhat
after it stopped fundraising for the Committee, SFI “worked diligently to show [the
Committee] the impertance of prospecting aud its direct impact on fulure lundraising.”
Id. SFI sam thet it ront with Comamittee staff and that together they uitimately developed
a formal payrosnt plan enabling the Committee “to clear up the balanee.” The payment
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plan “involved [SFI’s] continued telefundraising for the [Committee] and a retention
againit the outstunding but unpaid balances of reeelpts until the obligatibn was satlsfied
in 2009.” Id. at 3. SFI satd that it “followed its estdblished prceduces and its past
practice as with other telefundmising clients in the political and nan-profit arens in
approving the extension of credit.” Id. at 2. SFI’s effort to convince the Committes ta
resume the fundraising program and SFI’s continued provision of services when the
Committee had repeatedly failed to pay raises the question of whether SFI’s debt
collection efforts were commercially reasonable.

Among the debt collection practices that the Commission may regard as evidence
of commercial reasonableness is the withholding of additional services until overdue
debts are satisfied. 11 C.F.R. § 116.4(d)(3)(iii). Here, it appears the opposite hagpened;
the Cpmmittee, conccrend abont the level of debt it had aecumulated, songht to suspend
delivery af services from SFI, and it was SFI that canvinced the Committee that the only
viahle way for the Comnuittee to get out of deht to SFI ~ imd far SFI to be paid — was for
the Committee and SFI to continue the fundraising program. If this is correct, it may be
that SFI’s decision to give the Committee additional time to pay and SFI's decision to
continue providing services to the Committee was commercially reasonable. However,
we believe that additional information is necessary to reach this conclusion. SFI asserted
in its Response that, as part of its efforts to convince the Committee, it met with the
Committee and “presented a detailed house file analysis which included deteils on
histarieal fundraising trénds and renewal rates.”” This mecting “led to e beiter
understanding af the need to prospect and fiiadraise ta help the CRP out nf the situation it
found itself in,” SFI’s Resp. at 2. Information supporting SFI’s contention ahout “the
need to prospect and fundreise to help the CRP out of the mituation it found itself in”
would be precisely the type of information that would demonstrate the commercial
reasonableness of SFI’s course. However, while the Committes and SF1 say that SFI
provided that information to the Committee in 2008, neither has provided similar
information to the Commission in the course of this audit. We recommend that the Audit
Division revise the DFAR to raise this issue and seek from the Committee the type of
information described in SFI’s letter.

In addition, as previously discussed, both the Caanmittee and SFI stated that they
negotiated a payment plan for the deht, bnt no information has heen provided abont the
plan’s specific terms, whether any amounts owed were forgiven, or how the specific
terms compare to the terms SFI has provided to similarly situated nonpolitical debtors
beyond an assertion that “Strategic has worked with [other clients] in their mutual
interests by providing flexible payment plans.” Consequently, we reoommend that the
DFAR seek this specific information.



