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MARKETING OF GASOLINE IN CALIFORNIA WITH
PARTICULAR EMPHASIS ON RETAIL
PRICING PRACTICES

AUTHORIZING RESOLUTION
1961 Regular Session

House Resolution No. 391
Relating to marketing of petroleum products

‘WHEREAS, The retail gasoline industry has been engaged 1n a state-
wide price war for many months, and

WaEREAS, Such chaotic conditions have existed in one degree or
another 1n this industry for many years, and

‘WHEREAS, Many independent dealers and distributors are affected
adversely to the point that many have had to go out of business after
sustaming tragic finaneial losses, and

‘WHEREAS, Such conditions do not bring a compensating long-range
benefit to the consumer, now, therefore, be it

Resolved by the Assembly of the State of California, That the sub-
ject matter of this resolution and any other matter pertaining to the
marketing of petrolenm products, mecluding the prieing thereof to
wholesale and retail customners and conditions of rental and leasing of
service station properties, be reterred by the Committee on Rules to
the proper Assembly internn committee for study and report thereon
to the Assembly not later than the fifth legislative day of the 1963
Regular Session of the Legislature

(9)



INTRODUCTION

Three hearmgs were held by the commuttee on the subject matter
of the authorizing resolution which was referred to us by the Com-
mittee on Rules- m Los Angeles on October 23, 1961; m San Diego on
November 13, 1961 ; and m Sacramento on November 30 and December
1, 1961

In addition to general notices of the pending hearings, per-onal
nvitationg to attend were extended to all representatives of the petro-
leum 1ndustry who had previously demonstrated an mterest in the sub-
Jeet matter, plus others mn the industry who would normally bave
such an mterest

Invitations were alo extended to repreentatives of labor, local gov-
ernment and local chambers of commerce as well as representatives of
the Aitorney General and the State Board of Equalization

Except for admonitions to avoxl repetitron of testimony, all wit-
nesses were given the time they desmired to present thewr faets and
VIEWS

The general subjects on which testimony was received are

1 The etfect of gasoline price wars on the general public and busi-
nesg commumty

Causes of piiee wars

Wholesale prieing practices

Industrywide setting of retail prices

Price differentials of independent and rebrand stations

Alleged control by producers of retail prices charged by theiwr
dealers

Temperature control allowances to dealers

-3 S DT D

In addition, there was considerable testimiony on the part of the deal-
ers to the effect that thev were seeking legislation whieh would estah-
Lish a price structure under which they could operate profitably This
13 an understandable goal but mme which the committee believes to be
a proper subject for the Legislature only if the publie welfare 15 sub-
stantially imvolved It 1s true that many thousands of persons depend
directly upon income from those who operate or are emuploved mn the
nearly 21,000 licensed serviee stations 1n Califorma and that this eonld
represent & substantial portion of the State’s population Nevertheless,
the commattee does not believe that the testimony heard during these
hearings conclusively demonstrated a compelling publie nterest such
as in the gas and eleetric mdustries or even as in the Jdamry industry

Testimony presented at the hearmngs has been transcribed and these
transeripts with their acecompanying exhibits may be exanuned at the
office of the chairinan in the Capitol Buillding, Sacramento

This report 1s primarily based on material eontamed m the hearmg
transeripts Where extraneous imformation has been eomsidered, its
souree is indicated.

(10)
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CONCLUSION AND FINDINGS

Based on the findings indieated below, the committee has concluded
that m the absence of an adverse effect on the general public welfare
and 1n the absence of a eonclusive demonstration that illegal practices
are currently bemg followed, new legislation respecting marketing
practices in the gasolme mdostry 13 not warranted at this time

However, since testimony has been inconclusive and even eontradie-
tory on these matters, further attention should he given to them by
the Lepislature in order that a clear picture of industry problems may
be obtamed and a determmation made as to whether new legislation 1s
TeCessary

Fiom the evidence made available to 1t, the eommuttee finds that -

1. Gasoline price wars and practices have no measnrable effect on
the welfare of the general public

2 Gasoline price wars and practices have an obvious adverse effect
upon the substantial number of people engaged m retailimg gasoline

3 There 15 no smgle cause or consistent combination of causes for
the recurring retail gasoline price wars n this State

4 Gasolmme price wars are m some manner ordinaiily confined to
specific defined areas of the State

5 Wholesale sales of casoline by producers to distributors and re-
branders have been eonduected under generally accepted business stand-
ards

6 Is it wneonclusive whether gasolmme producers have or have not
colluded 1 the setting of uniform retail priees

7 The customary retail price differential charged by independent
and rebrand stations as compared to major brand statums is not a
matter of substantial overt eontroversv in the industry, though it has
been offered as an explanation for the 1960 general price war

8 It is hikely that many major producers substantially control the
retail price of gasoline sold by their own dealers

9 However, conclusive proof that aggrieved dealers cannot obtain
freedom to set their awn prices under existing laws has not been pre-
sented to the committee

10 The ecommuttee finds that while the testimony was brief and 1n-
conclusive, data presented outhming the problem mdicates that farther
mquiry to reconcile the question of temperature eorvection of gasohne
15 required

DEFINITIONS

There are no official or even semiofficial designations for all of the
yarious types of entities engaged 1n the gasoline husiness The folluwing,
however, seem to be the ones in most common use and are used n this
report as having the meanings indicated .

Major producers are the larger itegrated o1l compames which pro-
duce, refine and marhket gasoline under their own brand names There
15 no established level of size separating ‘*majors’’ from ‘“mimors,” the
designations bemng commonly understood and used throughout the in-
dustry.

Minor preducers ave wholly and partially mtegrated producers who
market thewr products under their own brand names but are not of
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sufficient size to be ‘““major ’’ They are sometimes called ‘‘independ-
ents’’ but for purposes of this report ‘‘mdependent’’ relates to retail
outlets as described below.

Wholesalers generally include both major and minor producers as
respects thewr sales to each other, to distributors for resale to retail
outlets, and to ‘‘rebranders ’

Distributors are wholesalers of gasohne which they purchase from
both majur and mimor producers They are also called jobbers or con-
slgnees and sell mostly to mdependent retailers as described below.

Rebranders purchase their gasoline from producers and dlstubutors
and sell 1t at retail under their private brand names

Independents are nonmajor retail ontlets, including sellers of re-
branded gasoline

Company-owned stations are stations owned and operated by major
producers

Consignment stations are stations operated by consignees rather than
purchasers of the gasoline sold, 1e, the producer retains title to the
wasoline until 1t 15 sold to a consumer

Comnussion stations are owned by major producers and operated
by mdividuals on a commission basis The operator relies on lus own
mitiatine to make a profit, his commission beimng based on net profit
rather than gross sales Accordingly, he has a direct personal mnterest
1 controlling overhead even though the producer 1s the legal operator
and primarily lhable for taxes, social security payments, ete

Contruct stations are major brand stations operated by mdependent
contractors and may be either a station which 1s leased from the
producer or a station which 15 owned by the operator or leased by him
from some third person

Convenient outlets are sellers such as car dealers who sell gasoline
only as a side line so that price wars and other abnormal price condi-
tions have hitle effect on thewr total operations

EFFECT OF GASOLINE PRICE WARS ON THE PUBLIC WELFARE

The committee invited representatives of labor, local government,
and chambers of commerce to testily respeetmg the effect, 1f any, of
sasoline retail price wars and other eonditions m the gasoline industry
on the welfare of the general public The invitations extended to rep-
resentatives of labor and local povernment were declined

Chambers of commerece representatives were of the opinion that
gasoline priee wars had no effect on the general economy or welfare
of the public except for the nonmeasurable effect of loss of profits
and employment suffered by those m the mdustry itself While no
exact figures were given to the commuttee, 1t would appear that many
thousands of persons are dependent upon those who operate or are
employed in the nearly 21,000 licensed service stations i Califorma

For the record, 1t was brought out that many producers and few
contract station operators were members of chambers of commerce

There bemg very little other testimony on the subjeet, and in the
absence of any presentation by the dealer mterests to the contrary,
the committee must conclude at this time that the retailimg of gasoline
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does not have the degree of general public mterest nsually necessary
as a coudition precedent to regulatory legislation

CAUSES OF GASOLINE PRICE WARS

‘Witnesses before the commuttee had hitle to say concerning the
cause and possible cure of price wars, the general testimony seeming
to mdicate that **the other fellow does 1t ° Fortunately, however, the
committee had available to 1t two reeent reports on the problem, 1e,

““The Gasoline Price War Problem’’ (dated November 11, 1960), by
Richard H. Holton, Associate Professor of Business Admimstra-
tion, University of California, and

““‘Report of Imvestigation of the Current Gasoline Price War in
Califormia,’” prepared by and subnutted to the Legislature by the
Attorney General on April 17, 1961,

The Attorney (feneral’s report had the following to say with respect
to a severe gasolme price war which occurred i 1960
‘¢, .. The present price war stems from the desice of major com-
pantes which do not market *independent’ brand gasohine m Cali-
forma to dummnish, if not eliminate, the traditionally industry-
recognized price differential between ‘major’ and ‘mdependent’
brand gasoline at the consumer level Such desire per se does not
add up to the type or quantum of evidence that is necessary to
establish an intent to eliminate or imjure the eompetition of the
truly independent refiner and marketer of gasoline. Any wmjury or
damage to such a refiner or marketer, and they are being damaged
or mjured as before stated, is meidental to the mawn purpose of the
majors which allegedly started the price war and which had pre-
v1ously recognized the traditional price differential between ‘ma-
jor” and ‘independent’ gasolhne *’

Nerther the Attorney CGreneral nor Professor Iolton have developed
data indicating a smgle cause or combmation of causes for gasolme
price wars m general the Summary of the latier’s report bemng as
tollows:

‘‘The price war 15 unique to gasoline retailing largely because
service statioms come close to beuig single product retailers sellmg
brands which, m the eves of probably a majority of the puble,
are tolerably good substitutes for each other The mobility of the
consumer permits him considerable chotce among serviece stations
and so, once a price war breaks out, he can shift is patronage
ymte easly from his regular station to a lower priced station if
he wishes

‘*Several hypotheses which mught explain the meeption of the
gasolme price war were exanuned msofar as the available data
would pernmit The excess gasoline hypothesis seems to hold up
reasonably well as an explanation of some price wars The exami-
nation of data lends only modest support to the propo-
sition that gasolme prices at retail generally are strong during
periods when gasole supply 1s low or falling, while price wars
are more hkely if supply 1s high or rismng Apparvently, however,
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““market areas in which supply is likely to be eoncentrated, either
because of the presence of refineries or of transportation termi-
naly, are likely to be chrone prive war areas

‘‘The new entrant hypothesws seems almost unquestionable There
have been cases of price wary which were quite obviously caused
by the entry of a new marketer who was attempting to establish his
position in the matket on a price basis

‘‘The excess retailing capacity hypothesis and the ‘cager dealer’
hypothesis may explamn some price wars, and there may be some
other explanations which have been overlooked here There 15 un-
doubtedly some truth of the statement that ‘every price war 15
different ’

““The collusion hypothesis can be nesther proven nor disproven
The major eompantes undovhtedly have the power to ‘hreak’ the
minors if they were to conspire carefully to do so The evidence
that they have conspired 13 of a very flimsy sort, however, and
there are certain costs to gasoline price wars which would seem to
to deter the majors from engaging m such a consprracy

‘“Fmally, we bave seen that the price war 1s more likely to be
spread fo the high volume multipump service station than by the
dealer who relies to a greater extent on the sale of service, TBA
items (ed , 1e, tires, hatteries anid aceessories) and the like for his
income The differences in the demand conditions, the produet mix
and the cost conditions would seem to dietate different reactions to
a falling price sitnation Meanwhle the supplying companies face
what we might call the *dealer aid dilemma,” which forees them
at times to take action which in effeet helps to perpetuate the price
war The consignment approach to the price war problem may be
advantageous primarily because 1t lets the snppler have full con-
trol over the retail price al each location, free from fear of anti-
trust violation.

‘‘Fair trade priving of gasolme eould prevent local price retalia-
tion by major companies selling under fair trade contracts DBut
this lack of price flexibiity on the part of major brands would
mvite entry of new firms free to undercut the major’s prices
Dealers would then he hurt not by lower prices for the gasoline
they sell, but by substantially redueed volumes So fair trade pric-
g would not solve the problem for long

““Why do price wars end” Several different answers seem to
apply at different times and places Often a dealers’ association may
be instrumental 1n starting prices back up Sometunes one or two
dealers may have the reputation of being price Jeaders and they
may suceeed 1 moving the price up when they wish, doing so with
the same confidence as when they led the price downward The
individual dealers may attempt to inch the price hack up, etther on
their own initiative exelusively or, as in one reported case, because
an independent refiner «imply went to the dealers to try to per-
suade them to raise the price It 15 1mpossible to say which one of
these patterns of market hehavior is most commonly found as the
cause of the return of gasoline prices to normal
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“From this diseussion 1t would appear that the gasoline price
war wonld probahly continue even 1f theve were no vertieal mtegra-
tion m the petiolewmn mdustry We have argued that price wars are
more common in the ease of gasolme than in the case of other
consumer goods because of severol factors First, the elastiaity of
demnand for any <ingle brand of gasoline at any single station is
very hugh, 1e, alarve proportion of motorists will buy the (major)
brand of gasoline whieh 1 cheapest at the moment This high elas-
tieity results because the eonsnmer 15 so mobile, and because he 15
typically not mtensely loyal to any single brand Secondly, the
dealer 15 as a rule primanily dependent on his gasolne sales tor his
statron volume, so 1f s mice 1= above that of the neighboring
stations he cannot restram hrs customers from deserting him by
offering lower prices on batteries or o1l He must offer gasoline at a
competitive price Therefore, he 1¢ ikely to follow the price of hiy
competition quite closely Third, and corollary to the above point,
sinee the motorist usually stops at a service station to buy prima-
rily gasolme, hus patronage depends on the price of gasolime and not
un the price of other 1tems the dealer sells Thit s in contrast wath
the consumer’s attitude toward, say, grocery shopping The house-
wife may he willing to pay a given groeer a higher price for one or
two 1tems than the grocer actoss the street is charging beeause the
one or two items are just a small portim of the toral purchase So
the grocer need not be competitive on any <ingle item, but the
service station dealer must be eompetitive on gasoline

‘‘Given thiy partienlar eontext of the consumer’s purchase of
aasoline, there 18 every reason to helieve that the price war phe-
nomennn wonld be yust as ecmmon in the abeence of vertieal inte-
gration in the petroleum ndustry as 1t is today Excess supply
could still spill over through certain stations, stations who would
cut the price to move a lareer volume (‘oncumers would be just as
mterested 1 switching stations to save on their gasoline purchases
a3 1% the ease today The new entrant hypothesis would still operate
to eause price wars in the ahsence of vertieal integration, and
there wanld still he the occawional case of the eager dealer And
excess retalling eapacity eould be expected to arse sporadically as
population, ineomes and highway patterns nught shift None of
these canses of gasoline price wars appear to be related to vertieal
mtegration, so we ean concelnde that service station operators would
be Just as plarued with price wars after divestiture as before One
eould even imagine that price wars would he a greater problem
after divestiture In the ease of Calso’s entry into the New Jersey
market, discussed earher, price wars were started by its distribu-
tors and their stations But these distributors were independent of
Calso, and ("also had no elear authority over their prices or those
of their stations Thus 1n thie partieular case the absence of verti-
cal mtegration might have been the canse of the price war But to
he on the econcerative side. we will be content to <ay nothing more
than this that priee wars would be at least as eommon in the
absenee of vertweal integration as they are today ”’
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WHOLESALE SALES OF GASOLINE
The flow of wholesale sales, exclu~ive of sales to mdividual stations,

is generally as follows.

I Rebranders I | Distributors ' Other Producers—l

It appears that the wholesale -ales volume varies widely as to
individual produeers, particularly the majors, but that in most m-
stances the sales result from excess production rather than from a
desire to sell gasoline through other than the producers’ brand outlets.

Normally, of course, other producers and rebranders will make pur-
chases only for resale throngh their own brand outlets On the other
hand, distributors are generally true wholesalers or middlemen and
usually resell all of thewr purchases at wholesale exeept that in some
cases they will themselves retail through stations which they own or
control

Although there are many variations in actual practice, producers
generally have two basic prices (1) the ““rack” price which 15 based
on delivery at the producer’s plant, and (2) the ‘‘tank’’ price which 15
the delivered price to mdividual stations Although both prices are
technically wholesale, “‘rack’ sales are usually 1n greater gquantities,
though not necessarily delivered m large amounts, and the price has
Little or no relation to the ‘*tank’ price Thus the rebrand or other
independent station often obtains 1ts gasolme for a lesser price than
the contract station owner, which 1z probably the prmeipal but not
exclusive reason independents can sell at a cent or more per gallon
below the normal major brand eontract station price, even though in
many cases the gasoline 1s identical except for name.

It iy appareut that distributors must be astute fraders in order to
stay i business because (1) they must eompete with the ‘‘rack’ price
at which rebranders and other independents often obtain their supplies
directly from the producers, and (2) during price wars they have prob-
lems sumilar to the major producers such as the ‘‘dealer aid’’ later
deseribed herewn in connection with contract dealers.

Nevertheless, the distribntors are advocates of the status quo, the
representative of the C'aliforma Petroleum Marketers’ Council having
testafied as follows m connection with the couneil’s position that regula-
tory legislation was not desirable

“No doubt some wounld Iike competition diminished, or even
repealed The CPMC does not The small element of the industry
that 13 the CPMC hikes the game where there is no protection for
ghe1 .}nefﬁcient, and where everyone has a fighting chance at success
in lilte.
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INDUSTRYWIDE RETAIL PRICING PRACTICES

All of the major producers have divided the State into pricing zones
and all major stations within a given area will normally sell gasoline at
the same price The price 15 based on tangible factors such as transpor-
tation costs and intangible conwderations such as ‘‘what will the traffic
bear ’’ For example, the motorist will have noticed price differentials
1n varions parts of the State which do not seem to be and, in fact, are
not explainable only on a basis of costs such as transportation.

Suech nmiformity in prieing has been long regarded by eritics of the
industry as strong evidence of collusion. The producers, however, con-
tend that 1t is merely a price level with which all of the producers can
Live, arrived at through marketmg experience; that there would be
chaos if there were continual price variances among the majors; and
that the competition among producers 1s real although based on such
factors as quality and service rather than priee,

A basis for action agamnst a priing conspiracy among the producers
appears to be available to the Attorney General under existing law,
ie, the Cartwright Aet (Section 16700 and following of the Business
and Professions Code) which 1s designed to prevent combinations
restraint of trade, and the Unfair Practices Act (Section 17000 and
following of the Business and Professions Code) which has as 1ts objee-
tive the prevention of unfair, dishonest, deceptive, destruetive, fraudu-
lent and diserimmatory practices by which fair and honest competition
is destroyed or prevented Mr William C. Dizon, Assistant State At-
torney General, testified at the hearing of November 30, 1961, that.

* We have, thus far at least, within the limits of our staff,
found no substantial evidence to indicate that the oil producers
and marketers operating imn the State of California have engaged
among themselves 1n any violation of the Cartwright Act by way
of fixing the prices among themselves of the products that they
would sell to the dealers or the ultimate consumer *’

PRICING PRACTICES OF INDEPENDENT STATIONS

It is customary for independent stations to sell gasoline from one to
several cents less per gallon than the price established in the area for
major brands, the practice not being generally and openly objected to
by the major producers or by the contract stations This 18 largely
because the independents have not usnally had major brand advantages
such as advertising and credit cards and frequently offer a minimum
of free service, particularly in the case of ‘‘self-help’” stations They
also are not overly competitive with major stations in high profit areas
such as lubrication and oil changes and sales of tires, batteries and
accessories

Tt has alveady been noted that the previouslv ecited report of the
Aitorney General states, concerning the 1960 war, that the price dif-
ferential of the independents was the major reason for its occurrence

Contract dealers object to producers selling gasohine directly or
through distrtbutors to independents for a price helow that charged
to the producers’ brand name dealers This practice, of course, often
allows the independent to sell gasolme for a lower price than the con-
tract dealer charges for substantially indentical fuel
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PRICING PRACTICES OF COMPANY, CONSIGNMENT AND
COMMISSION STATIONS

Retail prives charged by producer-operated, consignment and com-
mission stations are, of course, normally subject to complete eontrol
by the producers and in substantially all cases, they are so controlled
Although 1t would be possible for an operator to reserve some pricing
control 1 his ¢onsignment or commission contract, no such cases have
been brought to the atiention of the commttee

While there was Dittle testimony on the poeint, the committee was told
that 1n the cases of consignment and eonimission stations, the produeers
are followmg busmess practices normally followed m other fields of
retail trade rather than having devised arrangements peculiar to the
gasoline mdustry However. there was no testimony to the effect that
colmignment arraugements i other mdustries uluded control over
retail prices charged the consumer

Representatives of the vontravt stations contend, however, that the
producers’ primary motive in establishimg consignment and commission
stations 18 to strengthen theiwr control over retail prices, including those
of the contract stations The committee agrees that such a result could
flow, at least incidentally, from the consignment and commission ar-
rangements but cannot make a finding from the evidence before 1t that
the producers are wsing normally aceceptable business arrangements for
the purpose of rigginy prices However, the possibility that such an end
can be accomplished, unchecked by existing law, well warrants further
study and attention by the Legislature

PRICING PRACTICES OF CONTRACT STATIONS

In most cases, enntract station operators are, hy the terms of their
contracts, allowed freedom to set therr own retail prices and the an-
nounced poluy of the producers 15 to refrain from coereing them to
adhere to company pricing policles There appears to be hittle diffieulty
with this sttuation nuder normal eircumstaneces because the operators
are uwsually satisfied with charging the uniform price estabhshed
each mdividual zone

The principal diffienlty arises m connection with vo-called **dealer
aid’’ during periods when gas wars are 11 progress 1n a situatinn where,
for mstanve, the usual retail prue per gallon of 329 cents has been
forced down to 27 D cents, or a diop of § cents, the dealer, 1f he meets
the competifive price while purchasing at **tank wagon’' will operate
at a loss regardless of his volume

In thee situations, 1t 1s eustomary for the producer to voluntarily
absorb a proportionate part of the price drop, <ay. three-fourths of a
cent of each one-cent cut m price helow the level at whieh the producer-
supplier considers the retailer should have heen selling with no regard
to the level at which he was sellmg or which e felt good business
practice dictated that he sell Such diseount or rebate 15 generally
referred to as ‘‘dealer md ** Such awl may be m other forms, such as
a temporarv reduction m rent, but 15 usually wm the form of a discount
or rebate The word ‘‘voluntariv’’ 1s used because the standard forms
of dealer contracts rarely 1f ever provide for such ad
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It must be pomted out, however, that although at least ostensibly
the producers and dealers are acting at arms length when they execute
contracts, the ecommittee ynestions whether many prospective dealers
are actually m a position to dietate eontract terms to the producers
The commrttee has taken notice that this 15 at least partly true because
there are few other types of busmesses which may be set up for so
little mitial investment and with so hittle managerial experience There
are, of ecourse, some rare exceptions A prospective dealer with a long
history of successful station management who owns or has a long-term
lease on an exceptionally (desirable loeation, would seem to be 1 a
posttion to gain concessions before contracting to earry a producer’s
produects

In contradietion to the announced producer policy of not using dealer
a1d to force conformme retail prices, mdividual dealers and their asso-
ciation representatives presented speeific and documented cases 1n which
local representatives of at least some of the producers withheld dealer
aid until such 1ime as the dealer posted prices specified by the producer
They further testified that such practices were eonsistently followed
The situation was not expressly denied by all of the produrers’ repre-
sentatives who appeared at the hearings and, for pur poses of this report,
the committee accordingly concludes it to be a fact with respect to at
Jeast a conwiderable portion of the industry

Furthermore, while not documented as in the case of the withholding
of dealer a1d as described above, there 1s considerable testrmnoy on the
part of the station owners that (1) the producers also control retail
prices by manipulating pricing zones, ¢ g, a recaleitrant dealer will
find hmmself in a special prieme zone 1n which dealer aid 1s not offered,
but which is closely surrounded by zones in which the dealers are re-
cerving such help, and (2) that the producers often find a subterfuge
for caneeling the leases of dealers who refuse to adhere to company
pricing polictes

Considered alone, the foregoing probably amounts to a de facto
manipulation of retail prices by the major producers, ie, together
with their control over the prices posted in company, consignment and
commission statwons, at least a good portion of them have evidently
consistently attempted to set the prices charged by contract stations
through the device of withnlding dealer aid

However, testimony by producers mdicated that in no case has a
producer refused to give dealer aid when a dealer has appealed to a
level of management above that of field representative In other words,
while 1t appears evulent that the device of withholding dealer aid in
the field amounts te de facto price settig, higher levels of manazement
have adhered to their announeed poliy of not wmterfermg with the
prices charged by their dealers

The comimttee questions the propriety of a sitnation whevemn a dealer,
having failed to achieve a satisfactorv solution to his problem through
his normal producer contact m the field, is forced to refer to higher
levels of management for fair treatment

The enmmittee 15 aware of and has considered the fact that a dealer
will have achieved hittle 1f he obtains the right both to receive dealer
aid and set his own prices, but at the cost of (1) having his lease
canceled for reasons ostensibly other than his insistence on setting
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his own prices, or (2) being shuated mto a special zone where dealer
aid 1s not available

If at a later time 1t were <hown by competent evidence that the
producers are not only coereing dealers wto following ecompany price
policies through the withholding of dealer aid, but are punishing
recaleitrant dealers by the formation of artificial pricing zones, arbi-
trary cancellation of leases or in some other manner, 1t would seem
proper 1o enact legislation on the order of that proposed by the
Attorney General at the hearmg of November 30, 1961, whieh, as
summarized by the Legislative Counsel i Opmion No 1181, dated
January 23, 1962, makes 1t

‘., . . unlawful for a lessor-suppher of gasoline to attempt to

control the resale price of any gasoline sold to a lessee-dealer,
to cancel or refuse to renew the lease of a lessee-dealer on the
ground that the lessee-dealer does not comply with the marketing
or pricing policies of the lessor-supplier, or to diseriminate between
lessee-dealers through the prices charged such lessee-dealers.”’

The committee realizes that, if a producer were so mclmed, there
are almost Limitless ways, other than gasohne rebates, to reward a
dealer for adhermg to its priemg policies, eg, rent adjustments,
cleanhness awards, tire disvcounts, and even ‘‘ under-the-table’’ payments
The only effective legislation, therefore, would appear to be that under
which every ovne of a producer’s dealers, whether consignment, com-
mission or contraet, would recerve identical treatment m all respects
regardless of widely varymg efficiency, volume and investment Such
a law would, vf course, negate many well-established and ethical prac-
tices regularly followed 1n substantially all other business fields which
mvolve supplier-retailer relationships

The conmittee has also considered the establishment of a dealer-
suggested state trade commission as well as legislation proposed by the
International Service Station Association which has been summarized
by the Legislative Counsel 1 the opmion above cited as follows

. Legislation . . which authorized the State Sealer to estab-
hsh marketmg areas 1 the State and to formulate stabilization
and marketing plans therefor, mecluding the fixing of minimum
wholesale and mmmum retail prices for gasoline ”

The commuttee feels that elaborate legislation such as these pro-
posals would be justified only upon a finding that 1t 1v neeessarv to
correct a serious problem affecting the welfare of the general publie
As already stated, no substantial esidence imdiwcating that such a
condition exsts 15 now before the committee However, 1t should be
noted that the Umted States Department of Justice anid the Federal
Trade Commission are currently engaged n extensive mvestigations
and litigation covering the prohlems described herem, and the Attorney
Feneral of Califormia 15 continually examiming mto current aspects
of the allegedly wrongful marketing practices of the producers Any
findings of these agencies which 1ndicate the necessity of stronger
pricing legislation will, of course, be reviewed by this committee or
1ts successors for the purpose of recommending whatever ecorrective
measures may be necessary
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GASOLINE TEMPERATURE CORRECTIONS

Gasolme 15 expanded by heat and eontracted by cold so that fuel
purchased at one temperature and resold at a higher temperature will
amount to more gallons sold than purchased, while fuel resold at a
lower temperature will amount to fewer gallons sold

The relatronslip between the atmospherie temperature at which the
dealer purchases gasoline and ground temperature at which gasoline
for resale 15 stored has the effect of accentuating this problem for the
dealer

The prublems raised by the foregoing are complicated by the fax
sitnation, 1 e, the dealer whose gasoline expands or contracts not only
gamns or loses on the price but also on the state and federal tax, total-
mg 10 cents per gallon This 1s because he pays the tax to the producer-
taxpaver on the basis of gallonage purchased and must recover this
tax by collection from his customers on the basis of the gallons sold,
which may be more or less than the number of gallons purchased.

The State Lemislature at the time the Motor Vehicle Fuel Lucense
Tax Law was enacted did not fully define “gallon’’ Although the
law has been amended in many ways smce that time no preeise defini-
tion of the word ‘‘gallon’ has ever been made part of the law Smce
1961, however, (Revenne and Taxation Code, Section 7355) where
egasolme 19 sold m lots of 5,000 or more gallons, the state tax may
be measured either by metered gallons or gallons as corrected to 60
degrees, as long as one or the other method 15 consistently followed
for 12 consecutive months, Tlns, m effect, provides for recogmtion of
the generally accepted industry practice of temperature correction It
will be noted, however, that the producer 1s merely allowed, not
required, to sell on a temperature corrected basis

The dealer interests contend that a correction allowance should be
provided for all sales, but did not at the hearings offer any expert
testimony or documented data respecting the need or effect of such
action

‘While the committee recognizes that an inequity may arise in allow-
ing the producer the option of withholding a temperature correetion,
and 1n effect determaming what constitutes a gallon, 1t {eels that fur-
ther study will be required to reach a conelusion and provide a sound
recommendation on this problem for legislative gumidance
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ADDITIONAL ACTIVITIES

COMMITTEE AUTHORIZATION

House Resolution 361, 1061 session, in eonstituting standing eom-
mittees of the Assembly ag mterm committees and authorizing and
directing study of subjects assigned by the resolution states i para-
graph 1(n), *“The Committee on Manufacturing, O1l, and Mining In-
dustry is assigned the subjeet matter of o1, gas, and other hydro-
earbous, and tide and submerged lands, as contained i the Publie
Resources Code, and uncodified laws relating thereto and the subject
matters of manufacturing and mining and other matters relating to
manufacturing, o1l and mining ndustry *’ Pursuant to this directive,
your committee has held hearmngs i the cities and on the subjects
cirted below.

LONG BEACH HEARING, APRIL 16-17, 1962

The purpose of this hearing was to review the admumstration of the
Tideland O1l Trust by the City of Long Beach The first day of the
hearmyg was devoted to a tour of the area by the committee members
The formal public hearing on the followmg day was devoted to testi-
mony on four aspects of the admmistration of the trust by the City
of Long Beach.

1. Subsidy and § lary R ¥

The water injection program, designed to combat the subsidence
problem was reviewed The very satisfactory resunlts obtained since the
meeption of the program, to melude secondary recovery of oil, were
outlined

2, Harbor Development

Plans for the furtherance of the Long Beach port facility were re-
viewed with the use of visual material presented before the committee

3. Offshore Ol Development
A proposal for the explottation of the tidelands oil found to be mn

existence 1 oftshore as well as certan townlot locations, which would
satisfy the esthetic as well as techmcal requirementls, was presented
4. Verbal Presentation
A verbal presentation for the improvements completed and antiei-
pated outside the harbor distriet with the use of tideland funds retaned
by the eity m trust, concluded the testimony
The witnesses m order of appearance were-
Gerald Desmond, City Attorney, City of Long Beach
Edwin W Wade, Mayor, City of Long Beach
‘Wilhiam Harrington, President, Long Beach Harbor Commission
Charles L Vaickers, Port Manager, Port of Long Beach.
Bob N. Hoffmaster, Chuef Harbor Engineer
(25)
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Dudley Hughes, Director of Detroleum and Subsidence Control
Operations.

F J Hortig, Exeeutive Officer, State Lands Commission.

Ray C Kealer, Chairman, City Couneil O1l Committee

Leonard Brock, Petroleum Admimstrator, City of Long Beach

Manuel Mayuga, Chief Petroleum Engmeer, City of Long Beach

Emmet Sullnan, (ity Couneil Legislatine Chairman

Lawrenee MeDowell, Marine Director, City of Long Beach.

George Albin, Captam, Chief of Staff to Commander of United
States Naval Base

Duane George, Assistant Recreation Divector, City of Long Beach

John Mansell, City Manager, City of Long Beach

SANTA BARBARA HEARING, SEPTEMBER 14, 1962

The purpose of this hearing was to review the development of the
offshore 011 producing faeilities 1n Santa Barbara County

The committee devoted the morning to a fhight over the Channel Is-
lands 1w Santa Barbara County—San Miguel, Santa Cruz, and Santa
Rosa Islands—and the Santa Barbara County uoastline from Point
Coneception to the Ventura county line The drilling piers, islands,
platforms, and barges on state leases within the three-mile limit along
the coast were observed It was noted that the State has respected the
Santa Barbara Citv Sanctuary, that offshore arvea opposite the city
Imuits in which no wells bave been placed

The public hearmg commenced that afternoon with the viewing of
a film, **The Invisible il Well,”” whieh depieted the ocean floor com-
pletion technique developed to obviate the need for permanent strue-
tures 1 the offshore area Ten such wells are i operation or eompleted
1n Santa Barbara County

The committee then heard testimony relative to the jurisdictional
diepute over the subwmerged lands between the mamland and the off-
Iving Channel Islands, which are believed to have oil-bearing properties
The US Supreme Court m 1947 denied a state claim to this avea,
and the federal government holds that 1ts authority derives from the
Outer Continental Shelf Lands Act of 1953 The State contends thaf
these submerged lands are within the State’s historie boundaries, which
were quitclamed to the State by Congress in 1953 The executive
branches of the state and federal governments are attempting to resolve
this dispute without expensive and extensive hitigation At such time
as an answer 15 provided, action to verify or establish county boundaries
over this area will be required

Other 1tems of mterest primarly to the eity and county officials were
also diseussed

The witnesses in order of appearance were *

F J Hortig, Executive Officer, State Lands Commission
Edward I Abbott, May or, City of Santa Barbara

Daniel Grant, County Supervisor, County of Santa Barbara
Ward Scott, President, City Couneil, City of Santa Barbara
Harry Holmquist, County Assessor, County of Santa Barbara
Pearl Chase, Santa Barhara

Stanley Tomlinson, City Attorney, City of Santa Barbara
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LETTER TO CHAIRMAN KENNICK

November 21, 1962
HonorisLE JosEpH M KENNICK, Chavman
Assembly Intervm Commuttee on Manufucturing,
Oil, and Miming Industry
State Caprtol
Sacraments, Californw

Drar Mr KENNICK

The undersigned members of the Assembly Interim Committee on
Manufaeturing, O1l, and Mining Industry have not coneurred with the
Majority Report of this Comnuttee as 1t deals with the question of
temperature correction n the sale of gasoline We feel that certain self-
evident factors relating to this preblem have not been mentioned

It 15 recognized 1n your report that the difference belween the atmos-
pheric temperature at which the dealer purchases his fuel, and the
ground temperature at which the dealer sells may result m a loss to
the dealer unless his purchase is predicated upon a correction to 60°

However, we believe that the majoritv of the gasoline sales in Cali-
fornia are under climatic eonditions which would result m losses to the
dealer 1f deliveries are not temperature corrected

Furthermore, we find that 1t 1s the praetiee of the industry to measure
sales in corrected gallons with only a few exceptions

In view of the mequities which result from these exceptions, we
recommend that legislation be enaected which will make 1t unlawful for
any person to sell, offer for sale, assist m the sale of, permit to be sold,
or offer for sale. or to delhver to any premises or any vehiele any prod-
uet as or purporting to be, ‘‘gasoline’’ m a guantity of 500 gallons or
more unless the basis for settlement for such produet 1 60° Fahrenheit

The Mimority strongly feels that this 15 a matter of valid public
interest

Respectfully yours,
Jonn C. WILLIAMSON
Jack T Casey
CrarieEs B Garricus

primtd IR CALIFORNIA STATE PRINTING OFFICE

T.-837 1162 200
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LETTER OF TRANSMITTAL

March 27, 1952
Honorable Spesker of the Assembly,
Honorable Members of the Assembly,
Assembly Chamber, State Capitol,
Sacramento 14, California

In wew of the fact that your Committee on Finance and Insurance has
concluded three inquinies undertaken so far in the 1961-1962 interim and,
further, in consideration of the wide interest in these three subjects, this
preliminary report 1s now submitted.

The committee shall, of course, continue to watch developments in these
arcas 1n order to prepare recommendations to the next regular session of the
Legislature.

Respectfully submitted,
‘Tromas M. Rees, Chairman
Rownarp B. CaAMERON, Vice Chairman

PauLie BurToN Harorp K. LEVERING

Jack T. Casey
RoperT W. CROWN
Bert DeLoTTo
Ricuarp T. HANNA
Joun T. Knox
RoBERT L. LEGGETT

(5)

RoBERT T. MONAGAN
Joun A. O’CONNELL
Bruck V. REAGAN
W. ByroN RUMFORD
Howarp J, THELIN
JeroMe R. Warbie
GEeorGeE A. WiLLsON
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ASSEMBLY
CALIFORNIA LEGISLATURE
Apnil 12, 1962
AsseMBLYMAN THoMAs M. REES
State Caprtol, Sacramento 14, Caltforma

Dear Tom: As you will note, I have signed the Assembly Interim Com-
mmittee on Finance and Insurance report. I do, however, want to go on record
that in signing 1t, I do not agree with all of the conclusions or findings.

With best regards.

Cordually yours,
Harovp K. LEVERING

ASSEMBLY
CALIFORNIA LEGISLATURE
Apnl 2, 1962
HoNorABLE Tromas M. Regs, Chasrman
Finance and Insurance Commuttce
Room 5175, State Capstol, Sacramento, Califorria

DEAR MR. REEs: The report of the Finance and Insurance Commuttee on
Fire Insurance Rates, Land Sale Contracts, and the Cal-Vet Insurance have
been submutted to me for my approval. Since I do not approve of some of the
conclusions and statements contained 1n the report on the Cal-Vet Insurance
situation, I am wnting you this letter to ndicate my disapproval of that
particular part of the report although I do join in approval of the report
insofar as 1t pertains to Jand sale contracts and fire insurance rates.

Sincerely yours,
Howarp J. THELIN
Assemblyman, 43d District

ASSEMBLY
CALIFORNIA LEGISLATURE
Apnil 4, 1962
HonorasLE THoMmas M. Regs, Charrman
Assembly Finance and Insurance Committee
Room 5175, State Capitol, Sacramento, California

Dear MRr. Regs: The report of the Finance and Insurance Commuttee on
Fire Insurance Rates, Land Sale Contracts, and the Cal-Vec Insurance have
been submutted to me for my appraval

Although T did not serve on the Subcommittees on Fire Insurance Rates and
Land Sales Contracts, I did participate in hearings on the Cal-Vet insurance.
In this portion of the report, I disagree with the conclusions. I also have res-
ervations on some of those conclusions on the subject of fire msurance rates.

Sincerely,
Bop MoNAGAN
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On July 27, 1961, the Pacific Fire Rating Bureau suddenly announced
substantial increases on fire insurance rates for an estumated 15,000 prop-
erty owners in three mountainous areas of Los Angeles and Ventura Counties
[see map]. Although the bureau understandably did not choose to men-
tion the fact, the surcharge went as hugh as 400 percent over standard rates.

The importance of the PFRB’s action is made manifest by the fact that
the bureau, by its own admission, prescribes rates for insurance companies
dong 70 percent of the fire underwriting in Cahforma.

In two public hearings the General Insurance Subcommuttee® explored
the basis for the action, listened to firefighting experts and heard complaints
from indignant policyholders.

1. Rationale for the Surcharge

Basically, the fire underwnters—through the PFRB—contend that ther
action was necessary m order to assure property owners continued avarlabihity
of coverage. “* * * what needs to be kept in mind,” PFRB general man-
ager Al Gilbert told the commuttee, “1s that not all companies are willing
to accept the poor risks—or their share of the poor nsks along with thew
share of the good rishs—so this has a tendency in a confined arez such as
this to put an additonal burden on a hmited number of compames who are
willing to provide a continung market for property owners 1n this area.”
What was needed, 1n other words, was a special rate to reward insurance
companies who had stood by their chients in the face of recurring brush fires
and, on the other hand, to induce those companies which had shied away from
the area to resume taking risks.

“Whle it is true that this 1s the first area to receive special ratng treat-
ment designed fo relieve the tight market situatron? in brush-covered or for-
ested areas, our program 1s designed to cover all apphcable areas within the
whole State and will do 5o as soon as our surveys are completed,” Mr. Galbert
testified. (Curiously, however, when Chairman Rees proposed an assigned risk
plan prior to the December 11 hearing, National Board of Fire Underwriters
spokesman W. F, Willlams mnsisted that, “The only possible justification [for
1t] would be the absence of an insurance market for homeowners in an area
of unusual fire hazards. We do not believe such a condition exists. Whale some
people who have extremely hazardous exposures may have to shop around
somewhat, we bave seen no evidence of the msurance market disappearmg.)®

The underwriters” spokesmen laid great stress on the fire Josses sustamned
by residents of the Santa Monica Mountains, the Verdugo Mountains and the
San Rafael Fhlls in the past 15 years. They particularly cited the holocausts
which have destroyed valuable properties in Mahbu (1956), Laurel Canyon
(1959), the Hollywood Hills (1961) and Bel Air-Brentwood (1961)-—de-
struction which the bureau insists 15 far out of proportion to the statewide
experience,

The terrain of the areas singled out can be roughly characterized as moun-
tamnous (mnterlaced with deep canyons) and covered to a large extent by
TThe subcommittee 13 compused of Asemblymen Ronald Brooks Cameron, Harold K Leverng, Bruce V

Reagan, W Byron Rumford, Howard | Thelm snd Thomsas M Reet (charrman) The hearings were

held on October §, 1961, m the Los Angeles State Bulding and on December 11, 1961, on the campun

of the Uniwersicy of Caltfornia at Los Augeles

2 Emphans added .
3 Emphans added.

(9)
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chaparral, a type of brush that becomes highly inflammable under prolonged,
dry conditions. For these reasons the PFRB has chosen to desciibe the areas
within the surcharge perimeter as “brush fire areas.”

Since netther the topography nor the chimate 15 unique to the Santa Mon-
1ca Mountawns, the Verdugo Mountains and the San Rafael Hills, the reason
the burcau gives for singling out these regions 1s the plhin fact that they
have sustamned *“disproportionate” losses.

In view of the fact, however, that the PFRB could not produce statistics
to demonstrate how excessive are the losses in the three Southern California
areas vss-a-vis the entire State, Assemblyman Cameron asked why the increased
rate was not spread among policyholders throughout California.

MR GILBERT Well the answer to that 1s the history of this area There have
been fires in this area consistently over the past 10 years and even prior to that
ASSEMBLYMAN CAMERON- Ths 1s equally true at Lake Tahoe and 1t’s equally

true at Lake Arrowhead I go up there almost every other weekend and chere’s
always a fire every tume I go up there

MR GILBERT Well, chis may be true, but to the best of our knowledge, these
fires have not mvolved a Jarge number of structures as the fires have in this par-
ucular area,

ASSEMBLYMAN CAMERON Well, but all of the rest of your rates are on a
statewide basis Is that correct?

MR GILBERT Yes, that s correct

ASSEMBLYMAN CAMERON This 1s the single mstance where you're singling

out a given area for a separate treatment than that which you treat on a statewide
basis?

MR GILBERT That s true.

How the Amount of Surcharge Is Fixed

The first consideration involved 1n determumng the amount of surcharge
on a spectfic house * 1s 1ts fire protection classification. This 15 determuned
by the National Board of Fire Underwriters which consults with the local
fire department “Class 1” indicates optimum fire protection (1e., proxsmuty
of fire station, lugh calibre firefighting equipment plus skilled firemen, ample
water available, etc.), while “class 10” signifies that fire protection 15 1nsig-
nificant or nonexistent.®

Qther factors taken into consideration include:

A. Distance from brush (ue., munimum distance of any portion of a
bulding—or any one of a group of buldings—to brush or natural vegetative
growth, excluding “cultivated” shrubs if they will not “readily” transmmt
fire).® If the homeowner lives on 2 hillsde the slope gradient will figure 1n
the computation of distance.

B. Distance from nearest fire station. Optimum distance is less than
five rules, but the station must be ““recognized.”

C. Water accessibility (i.e., best circumstance is where the house 15 lo-
cated within 1,000 feet of a fire hydrant equipped with 2%;-inch hose outlets
connected to at least a 4-inch water main).

4 The surcharge apphies to all menner of bwildings but since the aress involved are ac least 90 percent resi-
dential (or else uninhabited) we shall speak of *“houses™ 1n this reporc

© Mone of the dwellings in the surcharge area fall nto class 1 whereas a sizable number rate class 10 The
bulk of the buildings ate an classes 4, 5 and B The City of Los Ang:l:l, as a whole, 1s rated class 3

©The PFRB chooses ta lt:ve these terms snsuter, through his agent, 15
to decide what 13 *'natural” and what 1s not, whether or no: shrubbery will act as a conductor to
Sames
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D. Type of roof 1s of importance to the extent that a noncombustible
roof (e.g., metal, tile, slate or composition) will entitle the owner to a re-
duction of 10 percent in the surcharge—but mn no event more than 10 cents
on the annual premium dollar,

The table below provides the gradation in the surcharge according te the
foregomng criteria Column *“A* charges apply where all the opumum critersa
cted in pomts C and D are met; conversely, Column “B” indicates that
one or more of these criterra are not met.

Table of Annual Charges (in cents)

Eaposare Class of protection
distance -4 5—6 7-8 9-10
mn feet Col A CodB CoA Co B CldA CoB ColA Col B
None or
Under 30 50 50 60 60 80 80 160 160
30 35 45 45 60 70 80 160 160
50 25 35 30 40 40 60 160 160
100 10 20 15 30 30 40 160 160
200 Q¢ o Q 0 20 30 120 140
300 0 0 L] [ 0 0 80 100
400 0 0 0 Q 0 0 40 60
500 4 [ 0 a 0 0 0 0

3. The Pacific Fire Rating Bureau

The PFRB 1s described by its chief counsel, Bert W. Levit, as a nonprofit,
voluntary association of insurance companies whose purpose 1s to “fix” rates
i the area of fire msurance and allied Lines. It has approximately 80 members
and 120 subscribers, che latter consisting of those insurers who make use of
the bureau’s research but do not belong to 1t.

The PFRB was organized i 1948 under the provisions of the McBride-
Grunsky Act of 1947 [Insurance Code §§ 1850-1860.3] which gave formal
sanction to co-operative ratemaking orgamzations (The McBride-Grunsky
Act was the result of a Supreme Coutt decision ¥ which panicked the insur-
ance business by holding that federal antitrust laws apphed to 1t as well
as other nterstate businesses, Following on the heels of this decision the 79th
Congress enacted Public Law 15 ® and thereby told the states to enact regu-
fatory legislation 1f they wanted to escape federal control.)

Unlike many states, California does not require fire underwriters to submit
their rates to the Commussioner of Insurance for his approval prior to putting
them 1nto effect. McBride-Grunsky does not require filing at all, although
somewhat the same purpose 1s served by a requirement that rates at least be
“published.”

The commussioner 1s required to apply three tests to rates. These are

A. A rate must not be excessive.

B. A rate must not be unreasonable (too low).

C. A rate must not be unfairly disctiminatory.?

The commissioner must periodically examine ratemaking agencies such as
the PFRRB to determune whether these three tests are met. The law requires
the commussioner to conduct an exammation no less frequently than once
every five years In addition, he possesses authority to take admumstrative

TUnited States v b
859 Stars 33 USC §§ 1001-1015
® The meantng of unfau’ disctmination will be discussed telow in Section §

I A et al, 322 US 333 (1944)
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action at any time 0 against an individual insurance company or ratemaking
agency when he finds that one or more of the tests is not satisfied. Upon
complamnt from a policyholder the commissioner has avalable to um several
courses of action. Thus discretion sigmificantly includes the privilege of taking
no action at all if he so chooses.

In an “all-industry” state, rates, following approval, become binding on
all members and subscribers of a2 bureau. In Califormia, however, the law
forbids formal adherence to the bureau’s rates on the part of isurers. But,
“The fact that two or more admutted insurers, whether or not members of a
rating or advisory orgamzation, use, erther comsistently or mtermittently, the
rates or rating systems made or adopted by a 1ating organuzation * ' shall
not be sufficient 1n itself to support 2 finding that an agreement to so adhere
exists, and may be used only for the purpose of supplementing or explaining
direct evidence of the existence of any such agreement.” '! In other words,
it is not in the public interest for insurance companies to commit them-
selves to concerted action to abide by the rates fixed by a rating
bureau, whereas it is altogether honorable and ethical if the companies
unanimously—but individually—elect to follow rates “recommended”
by a rating bureau.

‘Whether or not PFRB members and subscribers otherwise scrupulously
follow the prescribed rates of the bureau, their advantage in making use
of the new surcharge 15 obvious. Mr. Gilbert told the commuttee on Octo-
ber 5:

It may be well to point out that our rates are advisory only and that Caliform
rate law prohibits any rate adh I feel 1 bly sure, however,
that the hazard potentials of the brush problem are recogmizable by those com-
pames which make their own rares s readily as they are by those designed on bureau
rate promulgauions

If the brush hazard 1s “recogmizable” by insurers who make their own rates
as well as PFRB members 1t would not seem likely that any sigmficant number
of companies 13 going to 1gnore the surcharge.

4. Are the Fire Underwriters Losing Money?

In view of the McBride-Grunsky Act’s proviso on madequate rates 1t 1s
well to ask whether the 368 insurance companies doing fire underwriting 1n
California have found 1t an unprofitable venture,

This facet of the commuttee’s inquiry recerved a good deal of attention
at the October § hearing, Mr. Rees first put the question directly:

CHAIRMAN REES * * * In Southern Califorma, are the fire insurance com-
pames losng money® Had they been before your new regulation?

MR GILBERT Well, for the last three or four years the fire insurance com-
pames—not only in Southern California but in the Umited States—buve conssstently
lost money in therr underwriiing vemtures, ‘There have been just 2 pyramuding 2
ever endless numbers of substantial fires thac have bronght about this and 1t hasn™t
necessarily been confined to the fire business * *

“From the records that you have,” Assemblyman Levering inquired, - -+ +
do these companies have an underwrnting loss from fire alone? Someone said
an underwrniting loss.” “Yes, that’s true,” Mr. Gilbert confirmed, *1 sad
that,”

100n November 27, 1961, Commussioner McConnell sdvised Chairman Rees that a special examunation of the
‘RB commenced on November 13 He also stated that the last previcus examination was complered in
March 1958, and that 1t covered the preceding eight vears
H From Insurance Code § 1853 6 {(emphasis added)
12 Emphass added
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‘The point was pursned by Mr. Cameron: 18

ASSEMBLYMAN CAMERON. * * * You stated, as ¥ understand 1t, categorically,
that there was an underwriting loss by the fire companies 1 che State of California
in the last several years Now, 15 this correct or not?

MR GILBERT Well, I'd have to qualify that

ASSEMBLYMAN CAMERON: In what respect, su?

MR. GILBERT* Well, I didn’t mean to imply that all companies domg business
i Californma

ASSEMBLYMAN CAMERON: No. We're talking about the aggregate We're talk-
g about the aggregate of all companies 1n the fire business

MR GILBERT. There might have been one or two years i the last five when the
aggregate would have produced possibly 1 percent, 15 percent profic,

ASSEMBLYMAN CAMERON Whuch, m essence, 15 2 loss because you're shooting
for 6 percent * * * So this 1s the way you're saying “a loss ® All right

MR GILBERT Now, * * * i the other three of those five years the aggregate
experience exceeded 100 percent There were two years when the total of losses in-
curred and premiums earned was in the high mneties And the other two or three
years was above 100 percent '*

s » . » » * .

ASSEMBLYMAN CAMERON. * * * In the residential property [line, as opposed
to other hmes of fire insurance,] did you say that the loss ratio was runmung approx:-
mately 43 percent—an the aggregate, agan?

MR. GILBERT: Yes

ASSEMBLYMAN CAMERON. Now, what s the expense ratio m the residential
property—approximately, [and] in the aggregate?

MR. GILBERT* Well, 1n the residential propercy, generally speaking, 1 know that
compames generally pay a litle hugher commussion because of the added [acqusition]
Costs,

ASSEMBLYMAN CAMERON All nght. {That would be because of the] shorter
term policy.

MR GILBERT: So we do not make any disinction in our overall rate studies
of the difference in commussion factors or types of bills, We use a mingle average
whuch represents the tatal expenses and . .

ASSEMBLYMAN CAMERON Which are runmng how much, chen, on the toral?

MR GILBERT: Well, at the present time, T would say close to 47 percent, 47-48

ASSEMBLYMAN CAMERON: When you add these two [48 percent on the lass
ratio and 47 percent on the expense ratio—FEd.] together you get 95 percent. So, giv-
g a little bit extra for single-famuly residences, it’s been at least a break-even propo-
sitton. It hasn’t been a substanuial loss on single-tanuly residences [It has heen] an
underwriting loss It’s been a break-even, wot meking quite your normal 6 percent,
but making an underwriting profit '°

MR GILBERT That’s true

Whle the insurance companies” spokesmen nught be excused for using the
word “loss” 1 ther own specialized way (ue., meanung no Joss at all but 2
profit so low as to fail to qualify as lucrative), the foregoing discussion
should serve to dispel any impression the pubhic might otherwise have gotten
that the fire underwriters are teetering on the edge of bankruptey.

But since generalizations are bound to be vague, it mught be useful to cite
the experience of 2 specific company. The Firemen’s Fund (and 1ts subsidiaries)
constitutes one of the largest mnsurers domng residential fire underwriting in
V5In the discussion which follows the reader should bear 1n mund thar the percentages quoted are based on

o hyporhetrcal premium dollar Loss ratio indicates che propostion of the dollar paid vur sn clams,

Expense ratio meins the sundry corts incureed by the wmsurer and includes brokers' or agents’ com-

mustions, genecal admimstrative expenses, tazes, advertismg costs, etc
U Anything berween che figure m the mmctics and one hundced would cepresent 3 profic anything over

one bundved would mean 3 logs—dhe companien, 13 2 whole, would be 't the red” for that articn-

year, at lewt as regards thar resdenral line
15 Emghine added
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California. In the February 26 issue of Imsuranceflash Firemen’s president,
James F. Crafts, 1s quoted as reporting that despite claims from Hurricane
Carla 1 September and the Bel Aur-Brentwood holocaust in November, his
company and 1ts affiliates had an adjusted underwriting profit of $3,389,000
in the second half of 1961. But, for the entire year Firemen’s Fund had a
loss ratto of 63.3 percent and the result was an underwriting loss of $1,089,-
000. In view of this, then, how could Mr. Crafts say that *1961 was a fairly
satisfactory year for the Fund Insurance Companies”? Because mcome from
premium dollars invested totaled $15,749,000.

5. Should the Surcharge Be Applied Statewide?

‘Throughout the discussion of loss ratios the commuttee repeatedly encoun-
tered the fact thac the PFRB’s statstics are based on statewide experience.
Assemblyman Reagan first developed the point when he sought figures on the
loss ratios for Southern California. Mr. Reagan drew the conclusion that the
restdential or dwelling hines were carrying the burden for other lines of fire
insurance.

MR. GILBERT [We] try to set the rates to produce Bear 1n mund that our
rtes are predicated mainfy on past experience

ASSEMBLYMAN REAGAN Would 1t be possible—and should it be possible—
to divide that up as becrween Norchern Calitornia and Southern California® I suspect
that we're carrymng a very susbtaneial portion of that burden

MR GILBERT Well, this argument goes on all the time, Mr Reagan

ASSEMBLYMAN REAGAN IHas 1t ever been answered?

MR. GILBERT Well, I think the simplest answer would be something hike tlus
‘While Southern Calhiformia may go through a period of five [or six] years with an

abnormally low loss ratio, it doesn't take much of a loss to turn that situation where
the reverse would be true

ASSEMBLYMAN REAGAN Well, 1s there any ume durmg the last 30 yews
that 1t’s been any other way?

MR GILBERT Well, we've had no occasion to examine 1w that closely from a
standp of the that are labl,

The mabihity of the fire underwriters to produce statistics documenting
the amount of claims they have pad for fire losses 1n Southern California
does not in the least detract from the fact that this area of the State has
indeed suffered catastrophic damage from fires. In the wake of the holocaust
that ravaged a sizable area in Bel Air and Brentwood on November 6, 7 and 8,
1961, 1t would be particularly unrealistic to maintain otherwise. But the lack
of comparative figures gives mise to a suspicion that the three Southern Cali-
forma areas are not being treated fairly.

At the October § hearing Los Angeles City’s Fire Chief Willam L. Mller
contended that the Santa Momca Mountains, the Verdugo Mountains and
the San Rafael Hills were collectively being used as a “guinea pig.” He told
the commuttee that if a rate increase was needed 1t should be applied through-
out the brush-covered and mountainous areas of the State, His position was
seconded by spokesmen for the fire departments of Los Angeles County, Ven-
tura County, City of Burbank and City of Beverly Hulls.

As indicated earhier, Mr. Gulbert did promuse that the PFRB’s surcharge
would be extended to other sections of the State “as soon as [the bureau’s]
surveys are completed.” When asked by Assemblyman Cameron if it would
not have been advisable for the bureau to withhold its surcharge on the South-
ern Califormia regions until a statewsde program could be worked out, Mr.



FIRE INSURANCE 15

Gilbert returned to his main theme that the surcharge was crucial to fore-
stall a withdrawal of the fire underwriters from the three Southern Califorma
areas,

And when will the rate increase be apphed statewade? “* * * This will
depend upon the completion of our general studies as a whole,” Mr. Gulbert
explaned, “We may very well examine the situation {at] Lake Arrowhead.
We may take another look ac the area that lies east of Pasadena, out to San
Bernardino, And we’ll certamnly take a good, hard look at Lake Tahoe . . .
Perbaps up 1n Lake County . . 718

Mr, Gulbert’s vague and speculative response tends to discourage any ex-
pectation of an ymmnent extension of the rate increase and a concomitant
reduction n the surcharge on Southern Californians.

6. What Does “Unfair” Discrimination Mean?

At the December hearing Mr. Gulbert advised the commuttee that *  *
the fundamental process of all rating involves discrmimating or differentiating
between 1nsured properties m order to determune a proper tate to reflece the
differences and hazards encountered.”

This view was supported by Chief Assistant Insurance Commussioner Joseph
D. Thomas who told the commuttee “< * * the phrase[s] ‘discrimmnatory’
and ‘unfairly disciminatory’ and those such things are so general that they
mean very Iittle in the abstract. Until you start to apply them in particular
situations, they are almost meaningless.” 7

Chairman Rees, pointung out that there 15 a brush fire hazard 1o other parts
of the State, asked 1f 1t wasn’t discrimunatory to single out the three Southern
Californa areas. “Assumung that the conditions are identical, yes, there would
be something to get excited about * * *,” Mr. Thomas replied. “If they are
distungwshable, then 1t would not be a discrimination to handle one differently
than the other.”

ASSEMBLYMAN LEVERING- Now, Mr. Thomas, this answer that you just gave
us here between “identical” and “distingwishable” 15 quite an answes If it 15 denni-
cal, then you would have exactly the same number of houses You could have con-
ditions that would make 1t 2 paraliel sieuation, buc st would not be sdenfical I da
not think that 1s the wzy to approach 1t ac all

MR, THOMAS, Well, perhaps I did not use quite the right words, Mr Levering

ASSEMBLYMAN LEVERING Maybe not, but * * * I do not want to see an
“out” on this when I think [thar] planly and clearly [there] are areas that are
substantially the same and should be treated n the same manner

MR THOMAS Well, I think you are correct and 1f they are substantially the
same, they should be. But I do not think thac perhaps with reasonableness chat

8 Emphasis added

17 On February 19, 1962, Insurance Commussioner F. Britton McCoonell replied to a query from the com-
muteee on this posnt He stated, 1n part “You * * * ask what criteria were applied to distingwish
between discrimmation o3 such and unfair discrumnatien No ontena except innumerable specific ex-
amples have or can be used Let me explan These are terms of comparison la the abstrace, unrelated
to specific csses, they are pracacally meamingless The problem 15 clamfied by asking the question
What crteria do you use to determine whether something 15 cleaner or handsomer or more beaurful?
When the specific thungs to be compared are tully described, cntena for making that specific compam-
son have to be chosen by the person wpon whom devolves the responsibilicy of deciding In the case of
thus McBride-Grunsky proviso the Legislsture has provided in each amnual budget the funds which
have been found to be mecessary to admimster and enforce this and related provisions of the law
The law does mor authomze this department to promulgate advanee rules or tescs by which to hmuc
future judgment or dicretion We have not found there are any serious dificulties 1 applying the
proviso and I believe our derisions under 1t_have been considered generslly to be sound, fair and just
by the public and the snsurance ipdustry The same proviso, or onc nearly the szme n meaming 33
¢he test 1 precticslly every state ratmg law These gencrally have been found to work satsfacrorily
So far a3 1 gm aware the proviso has never been ‘tested’ in the sense of court decisions or formal
Artorney General opinons 1o the Stace of Galiforniz It ar mmular provisos have been so ‘tested’
elsewhere but as expluned an the beganning the decinions have no abstract value because each 13
authoricy only for the correct result which should follow from che comparuon of two specifically
deseribed and defined risks.””

3—L-162
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they should be expected to survey a state as large as Califormua and do 1t all at one
tume I think that they are progressing—niaybe not as rapidly as some of us would
hike—but I think they are ¥ * * surveying the whole State on this situation '*

The Commussioner of Insurance has instituted an examunation of the Pacific
Fire Rating Bureau under the powers given lum 1n the McBride-Grunsky Act.
Presumably he will make a determination as to whether or not the fire under-
writers unfairly discriminated aganst the homeowners m the three Southern
Californa areas when 1t singled them out to bear a surcharge. In view of Mr,
Thomas’ indulgent attitude toward the PFRB it would be somewhat of a
surprise 1f the commussioner were to find aganst the underwriters.

7. Effect of the Surcharge on Property Owners
Fundamentally, there are three major msurance problems confronting the
people who own property within the PFRB’s surcharge perimeter.'® These are:
A. Meetng the increased cost of fire insurance.
B. Trying to obtain coverage elsewhere once the insured has been canceled
or refused renewal.
C. Trymng to obtain additional coverage to meet the full value of the home
and 1ts contents.

At the December hearmng Mr. Albert J. Hoyt, President of the Topanga
Canyon Improvement Association, testified that hus fire insurance was umlat-
erally canceled long before the Bel Air-Brentwood fire because hus house, mn
the words of the mnsurer,® 1s located 1n one of *¢ * * certan areas i Los
Angeles County 1 which our Company no longer writes Insurance.”

Topanga 1s not exactly a high-class community, in the sense that people are very
wealthy, and [can afford] 2 fivefold incresse mn insurance rates * * * In my own
case, 1 have done considerable shopping around and I find that the mummum rate I
could ever expect to pay would be five times what I was paying before—and that was
not certan They sud, “Well, it might be higher than chac after [we look] the place
over,” and that despite the fact that we have a house that is as fireproof as we can
make 1t with asbestos shmgle roofs, stucco construction, metal shields for the win-
dows and a hundred [feet] clearance around all sides There have been a great num-
ber of people faced with this same problem and some of us are sumply in the posi-
tion we cannot afford the rates charged * * * so we are sitting there wminsured

Prior to hus cancellation Mr. Hoyt was paying $116 for two years’ coverage.
The lowest figure he was quoted for insurance with another company was
$550, He said that he had checked with seven or eight compames through
agents and * ¢ * two-thirds of them simply shrugged and sad, “We won’t
touch your area.” ”

At the same hearing Mr. Gilbert reported that an audit of 229 policies sub-
mutted to the PFRB’s Los Angeles office over a hittle more than a two-month
span revealed that the average amount of surcharge has been somewhere be-
tween 160 percent and 170 percent rather than the frequently mentioned 400
percent Whether or not this average will stand as more policies come due for
renewal remamns to be seen, but it 15 worth examuning the effect of even a
“mld” surcharge. Mr. Matthew Miller of Malibu, for example, was sur-
charged 2 trfle more than 100 percent (ve., his yearly premmum went from
$228.58 to $460 25), Consequently, lus monthfy bill for fire insurance has
jumped from less than $20 to §38.40! Add this figure onto other payments
18 Emphasis added
10 According to some brokers, persons Living outade the poruneter, but 1 the vicinty of the Santa Moma

Mountnns, are encountering, some_of these problems
0 The quote 15 £rom  leveer which the witness read to the comsmittee
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for mortgage amortization, interest, taxes and special assessments and it be-
comes teadily apparent why the surcharge, when considered along with the
other costs the property owner must bear, 1s a cause of considerable discontent.

Extent of the unavailability of insurance coverage 1s difficult to gauge at
this tume, ‘The madence of outright cancellation has probably been kept low
due to the eftorts of brokers and agents through thewr professional orgamiza-
tons.

Mr, Mernict Moselle, President of the Insurance Brokers Association of Cali-
fornia, reported the results of a poll taken by Ins orgamzation,®! In response
to the question, “Do you plan to cancel any exsstmg insuvance i the brush
arcas?, Mr, Moselle found that one company indicated 1t would, two com-
panses were undecided; *“~ * ° and the others definitely stated that no can-
cellations were anticipated.”

Insurance people see a great distinction between outright cancellation of a
policy 1n midstream, so to speak, and, on the other hand, refusing to renew
a policy when its term expires To the homeowner, of course, the effect 1s
about the same: he must find coverage elsewhete—and fast There 1s a body
of evidence that suggests that, i certam types of msurance, the “duraping”
of an 1nsured—whether by outright cancellation or by refusing to renew——has
the effect of placing a stigma on lum that prejudices his chances with other
wsurers. Mr. Walter Lindecker, speaking for the California Association of
Insurance Agents, assured the commuttee that “+ *  cancelling and re-writ-
ing all classes of risks [1s] virtually a daly occurrence. It 1s one of the things
that makes life miserable as far as an agent goes, but it does not mean that
there 15 any mproper practice or that any haidship 1s being worked on any
single insured It 1s not.” Asked to amplify his statement, Mr, Lindecker con-
ceded that cancellation 15 a “consideration” 1n certain lLines of insurance but
that, in fire msurance, it 15 no great problem when “the facts” are presented
to the wsurer for his consideration. While there 1s some risk 1n generalizations,
1t does not appear that “dumping” of risks has so far left uninsured those
persons who are able and willing to pay. In those cases that have come to the
comnuttee’s attention, the gap between different underwriters has not, as a
rule, endured longer than a week. This, too, 15 probably due to the efforts of
brokers and agents. On the other hand, 1t should be noted that a week—or
even a few days—without coverage could make all the difference i the world.
The Bel Air-Brentwood fire {coupled with the concurrent Santa Ynez blaze)
needed only three days to wreak $24,000,000 damage.

On the matter of renewals, Mr Moselle reported 88 percent of the companues
1n the IBAC poll said they planned to renew existing policies but the question
put to the wnsurers included the intrigming clause, “* = * assummng the prop-
erty meets wnderu vitimg vequirements ” “Underwriting requirements” 1s an
wtentonally broad term that turns up with distuching regulanity whenever
insurers choose to cancel or refuse renewal of policies and do not elect to give
a specific reason. For example, there 15 the case of Mr. Ben Orel of Holly-
wood. In January, 1962, Mr. Orel forwarded a letter from his insurance com-
pany to Chairman Rees. The insurer sucanctly stated that the reason Mr.
Orel's policy was bemng canceled was because < * * the risk 1n question
does nat meet our underwnting requrements * ™ *.” When he pressed his
agent for a more adequate explanation Mr. Orel reports he was told that the
company sumply was no longer accepting risks in the surcharge perimeter.
STic poll was based on & sample of 40 compames out of V68 admitted fire underwrcters i Californis In

support of the scpresmtativeness of s sample Mr Moselle observed that the responding nsurers do
80 percent of the remdenual Line underwrining n this State
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Mr. W. V. Slevin, Assistant General Manager of the National Board of Fire
Underwriters, spent a large portion of his time before the commuttee on De-
cember 11 1n a recital of the steps which the insurance community has taken
to persuade homeowners to insure their property to 1ts full value. He pomnted
out that the fire underwriters had used all the news mediz to present the
message to the public.

‘There would seem to be more than a lhittle irony in Mr. Slevin’s account
when one considers the difficulty encountered by a number of homeowners in
trying to increase the amount of insurance on therr praperty after they dis-
covered that thewr coverage would not fully indemsufy them for a total fire
loss. Mr. Howard Solomon of Mandeville Canyon 1n Brentwood testified that
us mnsurer would not consider increasing Ius coverage after the Bel Air-Brent-
wood fire.??

MR. EVANS * * * What are you insured for now—the total®

MR. SOLOMON We were able to get 30,000 on the house and 12,000 on personal
property.

MR. EVANS And do you think that s adequare coverage?

MR SOLOMON: No, but [I am] using an excellent broker * * * [and] nor-
mally T am guided by what his feelings are * * * and as far as the house stself 1
concerned [1ts true value] probably would nmot exceed the 30,000 by too greac a
figure Buf the personal property wounld exceed the 12,000 figure and ths ss where
we should have additional coverage

MR EVANS * * * Is 1t correct to say that you did not artempt to get further
coverage because—

MR SOLOMON I did attempt to, but * * * they went on record as sayng
pointedly they will not increase the coverage.

MR EVANS I see And that cut off any atiempts®

MR SOLOMON- Yes.

MR EVANS Dud you have any reason to believe that your broker could place
you with some other company [for] what you feel would be adequate coverage®

MR. SOLOMON-* My broker tried several companies I do not have the names of
them, but he was unable to get coverage masmuch as they clam this was an extreme
hazard area and they no Jonger wish to insure there

In the Light of similar cases which have come to the commuttee’s attention
1t would seem that the homeowner 15 domng well to (1) afford the surcharge,
(2) convince his msurer that his policy should be renewed, let alone (3) add
to the amount of his coverage.

8. The Attack on Fire Hazards and Impediments to
Firefighting .

Attempts by the City of Los Angeles, which encompasses most of the in-
habited surcharge area, to deal with fire hazards were begun before the Bel
Ai-Brentwood fire and accelerated afrer 1t. Studies undertaken and decisions
made following that holocaust indicate that while the city government has for
years procrastinated 1n facing up to some tough decisions a determuned effort
seems at last to be underway.

On February 23, 1962, a city ordinance banming all new construction in a
major part of the Santa Monica Mountamns for 120 days took effect. In the
interval the city council anticipates “complete regulatory control” over sub-
dvisions will be overhauled and new building requirements promulgated,

#Je rmght also be noted that chis homeowner found his three-year premium woaring to mearly $900 from
$390 and was ouly able to renew hus coverage because of the Vigorous eflorts of hm broker



FIRE INSURANCE 19

Combustible Roofs

A reapprasal of the design, spectfications, and composition of homes lo-
cated m canyons and on hulltops 1s 1n order. Los Angeles Fire Department
officials believe that many bwldings will not burst into flames from nearby
brush fire heat or 1gnite from flying embers if the nght design and bwlding
material 1s utilized.

In describing what happened in November’s holocaust, Chief Willam L.
Miller has given a vivid description of ember-ignuted fires: 23

At the start of the Bel Air blaze the fight was gowng well 1n a tvpical house-to-
house runming battle along Stradella Road as firemen kept pace wich a fire front
which roared at the backs of houses just below the ridge in 1ts southward run along
the west wall of Stone Canyon

For several blocks each home was wrested from destruction by firefighters in scar-
g, chohing hand-to-flame combat

Then suddenly, at the height of the battle along Stradella, the fire command radio
crackled that fire had broken out in the next canvon to the west

Not a bleck away, not two blocks away, but more hike a quarter of 2 mile behind
the struggling firefighters

The fire—in firemen’s language—had "spotted,” that is, fiving brands 1n 40 to 50

mph winds were starting a dozen spot fires which soon became major emetgencies
i ther own night with homes threatened and starting to burn
The battle scene changed from a ground attack by the fire to something like an

artiflery barrage of flying fire brands—or like a paratroop attack behind the lines
of the firefighters

The same phenomenon was observed by Captan Max Schumacher. a heli-
copter pilot for Los Angeles Radio Station KMPC., On November 17 Capt
Schumacher told Mayor Yorty’s Fire Tnquuy Board that while aloft he saw
the fire jump between §00 yards to 133 mules by virtue of flying brands.

These brands result from houses having shingle or “shake” roofs which
burn and release their particles into the ar This matter 1s carmed into the
upper wind levels by thermo updrafts It s then capriciously dropped on com-
bustible or noncombustible surfaces. If a brand lands on a shingle or “shake”
roof 1t 1s almost certain to cause severe damage if not destruction. Thus
shingle roofs pose a double hazard- they catch fire and burn guickly and they
also abet tHhe spread of a conflagration.

The subcommuttee toured the Bel Air-Brentwood fire area on December 11.
Chairman Rees described the scene:

* % * There was 2 very strong tendency for houses that had shake roofs—heavy
shingle roofs—to burn up We saw many streets where four houses would be burnt
that had shake roofs and * * * two houses, say, that had stone roofs or gravel roofs
would still be standing * * * All throughout the fire area we found rhat there wis
not a definite pattern of every house along the street beng leveled, [rather,) there
would be two or threz houses along 2 street and then [the fire] would jump a ndge
and there might be 15 homes [destroyed}, such as on Chalon Road er Tigertar, but
then there wonld be little spots here and there ranging up to a half to three-quarters
of a mile away from the major fire areas where you would have fice losses

At the November 16 meeting of the Mayor’s Fire Inquuy Board Mr. Rex-
ford Wilson of the National Fire Protection Association produced statistics on
fires stnce 1900. “The Jargest wood shingle confligration 1s over 10 times the
size of the largest nonwood shingle type. The rverage wood shingle conflagra-
tion 15 larger than the largest nonwcod shingle conflagration.” Mr. Wilson

% This account 1s taken from the Los Amgeles Times of November 26, 1961
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recalled a Cassandra-like prophecy he had made in a report to che aity govern-
ment three years earher: 24
If wood shingles or shakes continue to be used at the rate [which they have] en-
joyed over the last § to 10 years, then the certamnty of 2 major wood shingle roof
conflagration 1 the areas studicd will be assured
Noting that San Francisco’s bwlding code requires fire-retardant roofing to
be used throughout that city, Mr Wilson recommended a sumular ordinance for
Los Angeles and asserted that it should be the first step in attacking the fire
hazard.

On November 14 the Hull Brush Fire Commuttee called for such an ordi-
nance and on December 15 Mayor Yorty put s weight behind the proposal.
Whether the city council will requue fire-retardant material on all new and
replaced roofs in the brush hazaid area remains to be seen. It can be pre-
dicted that such a requrement, coupled with other changes in the bulding
code (e.g, restrictions on cantilever constiuction, “‘picture” windows, exits,
width and configuration of driveways, etc ) will meet vigorous resistance
from manufacturers of woed shungles and home builders 23

Brush Clearance

Mr. Joe H McCormick, President of the Bwlding Contractors of Cali-
forma, 15 representative of those who insist that brush clearance 1s the basic
solution to the fire hazard He has gone so far as to maintan that: ¢

Most of the construction changes that have been recommended as protective meas-
ures would be unnecessary 1f the brush removal program takes place If our hiilsides
are cleared of combustible brush, whether or not a man bas & wood sbingle ar an
usphalt roof on bis house will be of Litle consequence 1 determuming how safe his
dwelling 15 1n the hiils as 1t 15 anywhere else ;n Southern Califorma

Since July of 1959 the County of Los Angeles has had a suff brush clear-
ance ordinance which empowers 1ts fire chief to order the removal of brush
around a home and, if the owner refuses to comply, the county can stself
remove the growth and charge the expense to the owner. A sumlar ordinance
1s contemplated for the City of Los Angeles and has the backing of Mayor
Yorty, Chief Miller, the Hill Brush Commuttee and the Fire Inquiry Board.
Its enactment seems assured.®?

“Clearance” of brush, however, does not necessarily mean complete eradica-
tion. The county ordmance provides for a fitebreak of 30 feet around each
structure with an addicional 70 feet beyond cut to 18 inches in height ac-
cording to the judgment of the fire department. Trumming, as opposed to
removing, brush obvionsly means that a continuous program must be carned
on. But 1t 15 also obvious that retention of some brush means that soil erosion
can be prevented

Total removal of brush, if not accompanied by replanting of succulent
vegetation, obviously rases the grim spectre of landslides. Following on the
heels of the dry season of 1961 came the extraordinary rains of February 1962.
By February 25 Los Angeles' seasonal ramfall amounted to 17.65 inches—
dramatic contrast to the meagre 3 99 inches which had fallen as of the same

% The quotes are from the oficial transeript of the proceedings It might be noted here that NFPA’s
research 13 financed by the fire underwriters

% Building contractors last year fought a resolution to clanify Los Angels City's Municipal Cade on Jand-
scaping of mountan and fooehill promeruies The resolution was considered st four sssions of the
Butlding and Safety Commissioners before 1t was hnally promulgated on November 16 uch to 1t
credit, the insurance Community gave 1ts active support to the move to provide for he resstant folisge
around houses and for grading designed to lessen the possibility of landslides and erosion

28 This quote appeared sn the Los Awgddes Times of February 18, 1962 Emphasis added

27 The county’s ordimance was enacted under authonty of the Health and Safety Code, §§ 14875-14305,
while the city’s ordinance would be by authorsty of Chapter 13 of the Government Code Some con-
fuston arises by virtue of the fact that both state laws are referred 10 as T'hs ‘Weed Abarement Act
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date the previous year! Along with the rainwater coursing down canyon walls
in Bel Awr and Brentwood came mud, tons of mud filling swimmng pools,
obscuring streets and moving houses off their foundations. The unwanted
“brush clearance™ brought about by the fire of November 6, 7 and 8 spawned
landshides which devastated the homes of people who had been fortunate
enough to survive the brushfire,

Brush clearance—or, more accurate]y, brush control—is not itself the solu-
tion. The brush hazard, as we know 1t today, will probably be elimimated only
when the open brush areas ate completely subdivided

Water Supply

The development of the foothill and mountawn areas has, however, been so
intensive m the past decade that the supply of water has not kept pace. Many
homes wete lost 1n November’s holocaust simply because water muns were
overtaxed and firemen could not get enough pressure to quench the flames.
Accordingly, the Hill Brush Fire Commuittee has recommended that further
division of land be halted until a greater supply of water and fire hydrants 1s
feasible. Adequacy has been defined as water flow measure of 750 gallons per
munute with hydrants no further than 1,000 feet distant from any house

Other problems which have been singled out for treatment include exces-
stvely narrow streets, dead end streets, Limited access nto canyons and over
nidges, overhead power lines and houses built too close to one another.

Mr. Ruchard E. White, President of the Federation of Haillside and Canyon
Associations and a veteran of mtermunable hearings and disputes over build-
ing requirements and fire prevention measures, indicated at both the October
and December hearings that property owners would willingly support what-
ever measures are necessary to mummuze the fire hazard. He summed up.

We would be better off 1f the hills were completely developed, but we are having
to go through a transitional state here where these patterns of brush wark ther way
n and out of the houses among the various developments And untl the development
15 complete—until we can rush through the type of protection that the Mayor's Hill
Brush [Fire] Commuttes, for imnstance, has recommended * * —we have to have
these 1nsurance companies stand by us We feel that they have a stake in this thing
They have certamnly prospered from their insurance busmess and they have a stake n
seeng that we continue to prosper and develop as 2 aity.

9. Conclusions

A. The commuttee does not dispute the fact that, over the past 15 years,
fire underwiiters have had to pay substantial amounts of money for fire losses
in Californua,

B. There probably 1s justufication for some fire insurance premium increase
but 1t 1s contrary to the traditional insurance practice of spreading the risk
to 1solate three areas in Southern Califormia to pay a surcharge. Moreover,
since 1t 15 perfectly obvious that the flammable conditions 1n the Santa Monica
Mountawns, the Verdugo Mountains and the San Rafael Hills are not at all
pecubiar to these areas alone, 1t 1s discrimunation to surcharge the property
owners in these localities,

C. Nether the Pacific Fire Rating Bureau nor the National Board of Fire
Underwriters has given any indication when the survey of other brushfire
hazard areas in this State will be completed and no assurance has been given
that when the surcharge 1s extended to these simular areas the rate for South-
ern Califormians will be reduced. The commuttee believes such a commitment
should be made.
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D. If the Department of Insurance, upon conclusion of its current exam-
mation of the Pacific Fire Rating Bureau, finds that the antidiscrimination
provisions of the McBride-Grunsky Act has not been violated then the 1963
Legslature should amend the law to give it meaning

E. Since Califorma law does not provide for prior approval of rates by its
Insurance Commussioner and therefore the public 15 presented with a sudden
fart accompls when new rates are promulgated, this commuttee recommends
prior notice of rate changes with a reasonable time interval for all interested
parties to exarmne the proposed rates and the criteria used to fix them.

F. Spokesmen for the fire underwriters have declared their willingness to
support measures by local governments to reduce the brushfire hazard. As
proof of their good intentions they should actively participate in the move to
perfect and enact these measures by adding their considerable influence to
the drive.

G, Cases indicate, but do not prove, that the PFRB’s surcharge perimeter
has defined for certain insurance companies a “‘gray zone” into which they
will not go and, mdeed, will recreat from as quickly as possible. The commut-
tee intends to watch this situation and if muatters worsen to the pomt that
msurance coverage ssmply becomes unattainable for a majority of homeowners
1t will not hesitate to recommend that the 1963 Legslature enact an assigned
rlSk plan.

H. Section 2071 of the Insurance Code should be amended to provide for
more than five days’ nouce of intention either to cancel a fire msurance policy
or refuse renewal of 1t upon 1ts expiration,

I In their fear of making building and zoning regulations which would
inconventence or cause economic hardship to contractors and the building
maternls industry local governments have courted disaster. As a result dis-
aster has come time and agan, culmunating in the inferno of November 1961.
The City of Los Angeles has particularly neglected 1ts responsibilities. Under
the leadership of Mayor Yorty, however, the city at last appears resolved to
enact the ordinances necessary to mummuze the susceptibility of buildings to
fire and to make 1t fezsible for the fire department to control brushfires.

J. The wood shingle manufacturers have been derelict in their obligation
to develop a product which will not make firetraps of the homes of Cali-
formans. The industry should accelerate research on a method of treating
wood shingles so they will resist rather than abet fire,
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The purpose of the subcommuttee was to investigate the need for legislation
in regard to land sale contracts, the hearing was held 1n Richmond due to the
location of three distressed tracts in that area.

1. Background

The Rancho del Mar, Countty Club Crest and Pinole View tracts were
developed between 1955 and 1960. The homes built were 1n the $12,000 to
$14,000 range. Down payments on these homes were between §$125 and $653.
The monthly payments excluding taxes and insurance ranged from §87.75 to
$104 with the preponderance under $92.50.

During 1958 and 1959 the properties were sald under contracts of sale.
Furst trust deeds were held by exther Home Mutual or Berkeley Savings and
Loan Assoctation. The original loans weie fiom $9,650 to $11,100, The differ-
ence between the amount of this loan and the contract sale price of the home
approximated the face amount of a second deed of trust After the sale of the
properties the equity held by the subdividets was sold to Dependable Prop-
erties, Inc. Second deeds of trust were created by Dependable. All the seconds
and the remaining equity were then sold to Mason Mortgage and Investment
Corp. These deeds of trust were purchased by mvestors throughout the eastern
part of the United States.

Many home buyers were in default on their payments when Mason ac-
quuired title to the property. The overdue payments were pad by Mason in
May 1960, From that date until October 1960, when Mason filed a petition
1n bankruptcy court, payments were promptly made to the beneficiary whether
the contract purchaser was or was not current 1n his payments.

The trustee 1n bankruptcy failed to remut payments from the contract pur-
chasers to the savings and loan associations. This resulted in the recording of
defanlts upon the associations’ books. The associations were restramed from
foreclosing on the properties by order of the bankruptcy court.

By the tume the bankruptcy court’s restraming order termnated, notice of
default had been filed on 418 propertes located 1n the three tracts.

For purposes of hqudation the trustee 1n bankruptcy appowted an agent
who was to bring about refinancing of the properties and secure whatever
amount he could for Mason’s equity. In July Mason’s agent notified tract
residents that they had one week i which to obtain “refinancing.” He also
wrote investors 1 Mason Mortgage and Investment Corp. who held second
deeds of trust on these properties that an impending foreclosure was going to
“wipe out” their mterests, The effect of these two letters coupled with a gen-
eral lack of mformation created near panic mn the tracts,

When apprised of this situation, Governor Brown directed the California
Board of Investment to investigate the problem and assist the home buyers
however possible.

A conference was held with representatives of the savings and loan asso-
ciations. ‘They immediately agreed to withhold further foreclosure action.

The Board of Investment and the respective savings and loan associations
determined that a refinancing program with the objective of vesting fee
* Dependable Properties paid cash to the subdividers and boushe thee eqmey 1 the tract with the saten-

tion of oreating socond trust deeds to be sold to Mason Martgige

This entire operation 13 descrsbed on pages 55 and 56 of The Finel Repm of the Subcommittee on Real
Estate Contracts aad Trust Deeds, Vol 23, Na 15, December 1960

(25)
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title 2 1n the home buyer was the ultimate solution to the problem, This plan
has been put into effect and many of the home purchasers in the three tracts
have been given fee title to their homes.

These spectfic facts are set out only to give the reader perspective, The same
general problem has occurred 1n other tracts 1n other sections of the State.

2. The Hearing

The Subcommittee on Real Estate Contracts® of the Assembly Interim
Commuttee on Finance and Insurance was called to order at 10 a.m. in Rich-
mond, California, on October 3, 1961, by the subcommuttee chairman, Jerome
R. Waldze.

The first witness called was Preston N. Silbaugh, Durector of the Depart-
ment of Investment and Commussioner of the Division of Savings and Loan.
He testified to the action of the Department of Investment in bringing about
agreement between the savings and loan associations, the home buyers and
Mason Mortgage Corp. and made recommendations for corrective legislation.

* *® * T believe that the heare of the problem here 1s [that] 1n the use of the con-
tract of sale in subdivision financing where there’s an underlying deed of trust and a
subsequent sale on contract, the contract vendee 15 really at the mercy of the con-
tract vendor If the vendor 1s not keeping up with s payments—that 1s the pay-
ment on the underlymg deed of trust—the contract vendee can have his house fore-
closed out from under him even though he, lumself, has remitted each and every one
of his payments on time Now the purchaser of the house should have more protec-
tion than cthis Although 1t p ly 15 a to collect install-
ments without paying these contract installments toward due mstallments under a
trust deed, thus 18 pretty scant protection mn 2 bankruptey situation And, of course,
i’s no protection at all aganst the wilful violator, given the fact that adequate
policing would be an incredibly large undertalung, so the srmplest and most direct
method of giing the home purchaser the protcction be needs and should bauz would
be fo curtail the use of lund sale confracts legst: iy by p s
as a sales vebicle sn all original tracts or subdwisson activsties®

ploy

In response to questions by several members of the subcommittee Commis~
sioner Sibaugh addressed himself to the reason for miting abolition of land
sale contracts to subdivisions:

* * * purchase i a subdivision I don’t think 15 troly an arm’s length transacuion
between two individuals on equal footing. Merchandwers of subdivisions are n a
position to present to the prospective purchaser a mgid package on a take 1t or leave
it basis * * *, They [the buyers] should be entitled to a recorded snstrument which
will reflect she buyer’s interest and his equuty, which 15 an interest and an equity which
he, himself, should be able to mortgage 1f he desires and it should be an interest
which cannot be wiped out by dereliction of some third party * * *. I think you
could srgue tbat cartarlment of Ibt conhract of sale would lcad to a more careful
credit app of the becanse 3t would not be quite so easy
ta remove hun npon chanlt Thercfore you would argue further that 1t mdirectly
would work to the best interest of the housing mndustry, Be that as it may, the fact
15 that the contract of sale affords the contract vendee 2 paucity of protection and
great abundance of risk

Tr'Fee {:#le* 1s one 1a which the owner 11 entitled to the entire property, thi Joer por mean thar there
are oo encumbrances or liens aganst the property A title which 15 free from encumbrances ss a “clear
fiple 77

2 The subcommittee 13 composed of Assemblymen Phillip Burten, Bert DeLotto, Richard Hanna, John Ksox,
Robert Leggere, Bruce Resgan, Thomas M Rees, W Byron Rumford, Howard Thelin, George Wallaon and
Jerome Waldie (chairman)

4 Emphass added

5 Emphasis added
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Assemblyman Thelin questioned Commissioner Silbaugh as to the alterna-
tives to the land sale contract which would allow a person to move into a
home with a low down payment.

If you have a first and a second on the premwes I thunk that n a good many
cases you can achieve 100 percent financing, but of course, I am not an advocate
of 100 perceat financing I do beheve that an individual gong into a home should
have an equity in that home I think 1t 15 an murtation to disaster when lenders pus

mdrwdauals w homes where they really bave no wmore wticrest than the aierage
renfer

Mr. William H. Doss, 2 homeowner in the Pinole tract, testified that the
first time he realized hus piyments were not being applied agamst the indebted-
ness on his home was when he read in the Richmond Independent that many
of the tracts were i default and steps leading to foreclosure sale had been
started. .

Mrs. Gary Ayers, a homeowner i Pinole, stated that not until she recerved
a lecter from the holder of a second trust deed against her home did she realize
that her property was m jeopardy. The holder of the second lived in Adelphy,
Maryland, and was seeking the co-operation of the Ayers’ to pay off deficien-
ctes which arose when payments made by the Ayers to Mason Mortgage were
not forwarded to the savings and loan which held the first trust deed on her
property. She further stated that prior to notfication by the second trust deed
holder she had no idea that any savings and lvan held 2 lien agamst her prop-
erty:

T called the [savings and loan] and, of course, I was somewhat surprised to find
out that our records were delinquent and I kept telling them this 15 impossible,
it’s 2 grave nusunderstanding, it can’t be, T have cashed checks Aad, unforcunately,
the money was not forwarded so these cashed checks meant relatively nothing

We had no 1dea when we signed the conditional sales contract that this particular
thing could happen

Mrs. Edna A, Milles, a homeowner 1n a Napa County subdivision, told the
commuttee that Mason Mortgage had sold the second trust deed on her home
to a minor who resded i Oklahoma. The child cannot release or sell hs
ingerest until a guardianship is established. This may only be done in the state
where the chuld resides. Although Mrs Miller had placed a sufficient amount
in escrow and had commitments on loans that would have allowed her to
refinance she was unable to do so because the encumbrance against her prop-
erty was held by a peison who was unable to compromise his clum without
supervision by a court,

In responsc to questions concerming the cost to homeowners in keeping their
homes one witness said hss phone bill had run as high as $70 a month; another
said 1t had cost $1,300 to keep her home. These costs did not include payment
of any of the defaulted payments as these were erther cured by the second
trust deed holder or were taken as an additional loss by Mason Mortgage.

Mr, Lee M Stephens, speaking from his background as a contractor, dis-
cussed the good and bad features of contracts of sale, and the possibility of
using a first and second tiust deed as a substitute.

ASSEMBLYMAN LEGGETT: Now, could you use as an alternative a first and
second trust deed method of financing?
MR STEPHENS Yes, I think we could
ASSEMBLYMAN LEGGETT And couldn’t that accomphsh generally the same
thing by allowing people to go nto property with a regular firse deed of trust and
@ Emphass added.



28 ABSEMBLY COMMITTEE ON FINANCE AND INSURANCE

a2 substantial second deed of trusc and sull go into the same property with the same
small down payment?

MR STEPHENS No, sir I don’t believe that would be passible

ASSEMBLYMAN LEGGETT. Why 1s that not true?

MR STEPHENS The reason for that is the cost of clearng utle an the cases
where people vacate the property

And 1 the same vein:

ASSEMBLYMAN KNOX * * * the reason you smd you can't use a deed of
truse approach, rather than the contract of sale approach 15 thac the cost of clear-
g the ttle in case of default 15 greater What cost would rhat be®

MR STEPHENS * * * in those cases where we cannot locate the buver and
clear the title back through a quit clum deed or something of that nature, then we
would have to go right through a complete foreclosure action and tie up that empty
property for the 90 days thar 1s required, as well as the cost of toreclosure

ASSEMBLYMAN KNOX "Of course, 1f that person sat there and refused to move
and demanded and defended against the eviction action, it might be construed as a
common law mortgage, which would give him equity of redemption” which would
take even longer, wouldn't 1t?

MR STEPHENS In those cases, it not only takes Jonger, but 1t costs more

ASSEMBLYMAN KNOX So that, 1t’s a2 double edged sword It could be worse
than a deed of trust?

MR STEPHENS Right

Mr. Stephens further stated that a primary reason for using the land sale
contract was that his company was obtaiming approximately § percent intetest
from the home buyer while the holders of the first and second generally only
charged between 6 and 7 percent The credit standards required under a land
sale contract could be met by many more people than under a trust deed.
When they attempted to sell the land with first and second trust deeds rather
than under a land sale contract they limuted the group of chgible buyers.
Mr. Stephens testified that requirements under a trust deed are more rigorous
because title to the land 15 passed to the buver.

In response to questioming by Assemblyman DeLotto, Mr. Sherman Mller,
Vice President of Pioneer Investors Savmgs and Loan Association, disclosed
that the loans in the Bay area tracts were approximately 80 percent of the
apprawsed value, Mr. Miller further disclosed that the land was owned by his
association and was sold to the builders On one tract the association put in
offsite ymprovements.

Assemblyman DeLotto pinpornted overlending by the financial industry and
the sale of homes on “nothing down™ terms as two of the reasons for wide-
spread softness i the homebuilding industry.

Mr. Miller submutted a List of possible solutions to problems created by use
of the land sale contract. He suggested a standard contract of sale form which,
among other things, would prohbit the use of automatic subordination.®
Chairman Waldie inquired about this proposal.

MR MILLER The automauc subordination of the contract holder’s mterest to
secondary financing could not tahe place He must concur and agree and permut

this so that vou cannot have the situation of a second deed of trust being put on
without his knowledge

CHAIRMAN WALDIE You mean the vendee ® must know and permat the sccond
deed or any subsequent encumbrance?

MR MILLER That is rght.

TtEgusty of redempizon’ 13 the right of a mortgagor of properry to redeem the property after st has been
forferted, at law, by a breach of the condition of the mortgage

8 When 2 home purchaser agrees to buy on a contract of smle which contains an "automatic subordsmatron®
clause he has agreed to subordinate his clum to the property t che clam of @ subsequent lender

® The vendee under 2 land sale contrace 15 the buyer, the vendor 1 the seller Throughour thiy report the
vendee 13 referred to as the “buyer™ or “"home purchaser™, the vendor as the “seller™ or ““subdivider ™"
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CHAIRMAN WALDIE And he would have the right to refuse?
MR MILLER That would be might

Professor John R. Hetland, Professor of Law, University of California at
Berkeley, was ashed if he had any recommendations for legislation that would
make the Jand sale contract an equitable device for all parties.

* % * the contract 15 valuable to those that are using it only because they are
nmususing 1t The builders and the savings and loan personnel [who] defined the con-
tract as a “‘convenient device to get people into houses for a low down payment”
find this so only because the people don’t know what the rcmedics are They find
that people move out without clouding the title And for this reason they have mis-
used the conctract and they have found this to be a good security device

On the ofber hand, the buvers may discover what the remedies are and as soon
as this bappens, the contract 15 less wseful to the buidder than would be the died
of trust or mortgage ° It seems to me the easy solution to the problem 1s to clanty
the remedies avalable i such 2 way that they comncide with the judicial remedies
and this would be primarily to compel foreclosure, perhaps foreclosure by action,
perhaps followed by a statutory year of redemption

He went on to say that thus legislation would give the buyer such a well-
protected position that those Californuins selling real property would use the
deed of trust or mortgage with a power of sale Professor Hetland pointed
out that in terms of enforcement the trust deed with a power of sale 15 2
more liberal security device than you find in almost any other state.

3. Why Sellers Use Land Sale Contracts

The land sale contract, as a security device, has brought much gnef to
many home buyers in Califormia The sellers who use land sale contracts gen-
erally clasm that a buyer may move into 2 home with less money down under
a contract of sale than a sale involving trust deed financing. They further
claim that the lower down payment may be accepted because the property may
be prepared for resale after default by a less costly process than is necessary
when trust deed financing is used. Since title to the property remains with the
seller until the full indebtedness 15 paid the seller will generally resell the prop-
erty immediately after default by the buyer. If 2 second buver should default
the seller will resell to a thud buyer and so on until a buyer completes all
the payments under the contract and title 15 passed

If a home 15 sold under a crust deed transaction title 1s immediately crans-
ferred to the buyer and he may record hus interest as fee titleholder 1 in the
property. The buyer will make a down payment and sign a promussory note
for the balance of the purchase price. As security for lus promse to pay he
signs a trust deed with a power of sale which will allow the lender to sell the
property 1f the buyer defaults on his promuse to pay. After a default by the
buyer the lender must file a notice of default and then wait 90 days. At the
end of this 90-day period he may file a notice of sale, after 20 days the prop-
erty may be sold Thus the holder of the trust deed must wait 110 days from
the time of the default to sell the property and regan the amount loaned.

A land sale contract vendec [home purchaser] may not record his interest
in the property unless the seller will acknowledge 2 the contract. Many land
sale contracts contamn a provision that should the home purchaser record, the
entire balance of the contract will be immediately due Other contracts con-
10 Emphans sdded
™ Supra, footnore 2

8 After transforniag adde the grantar goer before a competent coure or oficer and "acknowledges” the
transfer 33 3 genuwme sad voluntary act and dees
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tain an express prolubition against recording by the home purchaser. Although
the validity of these contractual provisions 1s doubtful they are accepted by
contract buyers as legal and therefore effectively deter the home purchaser
from requesting the seller to acknowledge the contract, let alone attempting
to record his interest.

As the home purchaser’s title 1s not of record the seller feels safe 1n reselling
the property immediately after the home purchaser vacates, If the home pur-
chaser abandons the property, sellers generally will not record any new instru-
ment or enter into any legal proceeding prior to reselling the property. If a
home purchaser falls behind 1 his payments the seller will point out provisions
1 the contract which allow him, after a short waiting period, to enter the
premuses and take possession without process of law; the contract may further
state that the seller may remove property of the buyer without becoming
liable for damages because of trespass, assault, battery or otherwise; the seller
will also mention the provision by which the home purchaser agreed that upon
default he would execute and deliver a quit claim deed to the seller; the home
purchaser discovers that the contract requires him to pay rent at a specified
rate per day from the time of the default; lastly by signing the contract the
home purchaser finds he has agreed to pay all the sellet’s cost and expenses, in-
cluding attorney’s fees, which are incurred in removing hum from the propertcy
after nussing a payment. The cumulative effect of these provisions will cause
home purchasers to sign a quit claim deed and relinquish all their interest
the propetty.

It is because the home purchaser under a land sale contract believes
he cannot record his interest—and, in fact, can usually be intimrdaved
into giving up his rights—that the sellers of homes need not use legal
remedies to regain their title, Since the period of time required to remove
the delinquent puichaser trom the land 1s short and no attorney’s fees or costs
of foreclosure sale arc incurred, the seller feels justified i accepting a small
down payment.

Most subdividers realize that the home purchaser under a land sale contract
does have substantial legal safeguards which, 1f used, would increase the cost
of preparing property sold under a land contract for resale after default. Al-
though they are aware of these legal safeguards they feel secure 1n depending
upon the ignorance of the home buying public as regards therr legal rights
under a land sale contract.

4. Home Purchaser’s Rights

If a home purchaser who 1s buying under a land sale contract falls behind
sn his payments what rights does he have?

The home purchaser may recover the balance of what he has paid over the
actual damage to the seller 1n not completing the contract. The seller may not
recover any amount in excess of the payments received. The home purchaser
may request and compel the seller to foreclose by means of judicial sale. Even
after the sale the home purchaser would have a year during which he may
redeem the property by paying the balance due on the contract. During this
statutory redemption period the home purchaser may remain m possession. If
the value of s property were to rise he may be able to obtan a loan large
enough to pay the balance due under the contract. Throughout this petiod the
seller would be recerving no payment aganst hus investment in the property.
If the buyer does not pursue his rights to the pont of forcing a judicial sale
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he may stll require the seller to quiet title by court smt This smt would be
subject to all the posstble delays involved in litigation and court calendars

It would seem that a home purchaser could compel the seller to acknowledge
the contract and then have hs interest recorded. Even 1f this 1s not available
the buyer may record his nterest through vanous other devices ** Once the
mterest of a home purchaser 1s recorded the seller may only clear his title by
court decree 1n quiet title action.

Thus, the low down payment accepted by the scller of homes when he sells
on a land sale contract 15 based on the fallure of home purchasers to pursue
therr legal rights.

5. Home Purchaser Position Under a Land Sale Contract

The home purchaser who 15 buying under a land sale contract must depend
upon the seller to a very great extent. Since the seller retans title 1t 15 he
who will make the payments on loans secured by the property. These loans
usually are made to allow the subdivider to purchase the land and construct
the home. The seller 1s the borrower and it 1s he who must pay the lender, If
payment 15 not made by the seller the property wall be sold at a foreclosure
sale, Even thongh the bowe puichaser bas made every payment, sf the seller
docs not make payments on bis loans the home puichaser may losc his bome,
the value of the improvements he bas made and all bis payments. Any cause
of action he may have agamnst the seller will generally be worthless as the
seller 15 bankrupt or he has fled from the jurisdiction.

The seller also must pay the taxes agawnst the property Mechanics’ hens for
onsite and offsite improvements may be filed agamnst the property if the seller
does not pay all the workmen and material dealers involved 1n bwlding the
hame and making improvements.

The seller may encumber the property by making additional loans and put-
ting up the property as secunity after the home purchaser has signed the con-
tract. The seller may hope to have a clear utle by the time the home pur-
chaser’s last payment 15 made but this 15 not enough to safeguard the expecta-
tion of the home purchaser who 15 tequired to make payments over a pensod of
years while trust deeds are encumbering the property.

6. Attempts to Provide Protection for Home Purchasers

A recent regulation 1* enacted by the Commussioner of Real Estate wall give
some protection to a home purchaser n this situation, This regulation requuies
all contract of sale forms used in connection with sales of single famuily sub-
division dwelhings to contain a provision which allows the home purchaser to
make his payments to the seller in such a maaner that they will be payable to
the order of the holdeis of any encumbrance aganst the property. While this
provedes some protection 1t presupposcs that the bome purchaser wil have
knowledge of the encumbrances agarnst the property. This mformation 1s con-
tained 1n the public report given to the home purchaser at the time of entering
1nto an agreement to buy a subdivision home, however, the homeowners who
testified before the commictee had no knowledge of trust deeds encumbering
the sellet’s title although there were first and second tiust deeds outstanding.

After the home purchaser takes possession the seller-ticleholder may suffer
a mechamic’s Irien 18 which will encumber the title. If the work on which the

¥ Calsforme Lamd Secur:ly ond Development § 217 Continuing Education of the Bar Pracuice Handbook
No 14 (1960)

% Tile 10 Califorma Admimistrative Code § 2819

5 A “mechamc’s e’ exists in favor of persons who have performed work or furmshed mater:al mn and
for the erection of a buwlding, or other improvements to a lot or tract
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mechanic’s hen 1s based was commenced prior to the ume the home purchaser
signed the contract of sale 1t will be an encumbrance which will jeopardize
the utle the home purchaser expects to receive. Where the building of the
home had commenced prior to execution of the contract any person entitled
to a lien for work done on the house, even though his work was begun months
after the commencement of the house, may file a mechamic’s Lien which dates
back to the commencement of the house. If the construction of streets, side-
walks, sewers or other public utihties 1n front of or adjouung the home s
started prior to the signing of the contract and clams for this work are not
paid by the seller the home purchaser will again find encumbrances placed
aganst the seller’s title. During the period that liens may attach the home
purchaser must continuously check to ascertain if a lien has been recorded
which encumbers the title of his seller. Even if he 1s aware of a subcontractor's
clam he may not make his payments payable to the order of the subcontractor
until 2 mechanic’s hen 1s filed and encumbers the seller’s title. The Real Estate
Commussioner’s Regulation provides protection to the home purchaser only
after the encumbrance 1s filed against the property.

If the seller-ttleholder has not paid his taxes to the federal government a
hen may be filed and the property sold. Even though the home purchaser has
made payments over a period of years prior to the time the seller fails to pay
his taxes the fact will not protect the home purchaser’s interest.

The expectation of a home purchaser entering into a contract of sale 15 that
he will recerve an unencumbered title when he completes all the conditions of
the contract. Prior to the 1960 Extraordinary Session of the Legislature the
home purchaser could only make his payments and hope that the seller-title-
holder would use these to pay the obhigations which encumbered the property.

In 1960 the Subdivision Law !¢ was amended 1n regard to transactions in-
volving sales of subdivision real property by contract of sale. The amendments
made 1t a misdemeanor to cause, permt or suffer an encumbrance upon such
property 1n an amount 1n excess of that owing under the contract. Another
section was added which makes 1t a misdemeanor for any such seller to accept
a payment from the home purchaser without subsequently applying it to any
indebtedness of the seller for which the property involved 1s placed as secursty.

The purpose of this legislation will not be achieved so long as violation 1s
a msdemeanor The sanction 1s not severe enough to deter a devious seller
from following a longstanding and successful busmess practice. The subdi-
wider reahzes that the burden placed upon the Real Estate Commussioner’s
office to discover, investigate and persuade district attorneys to prosecute vio-
lators will effectively prevent prosecution in virtually all cases. Amendment
to make such acts felonies seems particularly undesirable as prosecution wull
be even more unhikely and conviction practically iumpossible.

The combmation of an unrecordable interest and the lack of control over
money paid to the seller lefc the home purchaser 1n a very weak position.

In light of the apparent nonexistence of protective provisions for payments
made by a fand contract purchaser the Attorney General’s Opinion 62-17%7
was most welcome. This opmon was rendered in response to a request by the
Real Estate Commussiwoner for clanfication of the sections of the Subdivision
Law which control the handling of deposit money and purchase money re-
ceived on sales of subdivision lots.’®
3 Bysiness and Professons Code §§ 11000-11202, the specific sections seferred to are Busmess and Profes-

wons Code §§ 11200, 11201 and 11202

¥ 39 Opmons Cabifornia Attorney General 16 (1962)
18 Business and Profesmons Codo §§ 11013-11013 §
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To quote the opmuon of the Attorney General:

‘The overall purpose was that the purchaser of a subdivision lot would be able
to recave legal utle free and clear of an existing blanket encumbrance and other
encumbrances upon payment of the purhcase price or would have the assurance that
he would recerve back his deposit or purchase money.

The opinion concludes:

Where subdivision homes and lots are beng sold under conditional land sale con-
tracts, the Subdivision Law requires the imp of all install payments
until title 15 delivered to the purchascr unless alternative procedures authorized by
sad law are followed * * *,

This requirement applies whether the property 1s subject to a blanket en-
cumbrance or not.'?

Prior to the Attorney General's Opinion the Division of Real Estate had
nterpreted these sections to require 1mp0undment of payments orxl_y until a
properly signed contract bas been deli ered to the purchaser. Under the former
interpretation there was no control of money paid to the seller after he de-
livered a copy of the contract of sale to the home purchaser This allowed the
seller to use the payments in any manner he saw fit. Since he was not obliged
to have a clear title until all payments and all other conditions of the con-
tract of sale were fulfilled the home purchaser could not compel the seller to
make payments against loans or hens encumbering the title,

Subsequent to the release of Attorney Genetal’s Opinion 62-1 the real estate
industry and the Division of Real Estate have been working on alternatives
to impoundment of payments Five sets of proposed regulations have been dis-
cussed by the interested parties.

The subdividers desire free use of money paid by the home purchaser, while
the Real Estate Commussioner wants to restrict that freedom to the extent
necessary to protect the buyer. Where the subdivision lots are improved or to
be improved the regulation ** piesently under consideration provides three
alternatives to full impoundment.!

1. Under the first alternative funds would be impounded only until the
onsite and offsite improvements have been completed, a notice of completion
has been recorded and all mechamic’s Lens have been sausfied or the len
period has expired In addition, the subdivider and holders of existing en-
cumbrances against the property must enter nto an agreement which will
require the subdivider to furnish to the holder of the encumbrance the name
and address of the home purchiser. The holder of the encumbrance agrees
to notify the home purchaser if any mstallment due from the subdivider 1s
not paid. This notice must be given within 25 days from the date such unpaid
mstallment was due. The holder of the encumbrance further agrees that he
will not file a notice of default 22 until 14 days after the date of mailing such
notice. The home purchaser shall have the 11ght to make any such payments
not made by the subdivider which jeopardize the title to hus home.

2. Where each improved lot 1s subject to an amortizable hen held by a
lender who 1s regulated by a government agency and authorized to do business
in California a second alternative to full impound 1s assignment of all con-
tracts of sale by the subdivider to the holder of the senior encumbrance; the
239 Opinsons Califormia Actorney General 16 ar 27 (1962)

“Tnl: 10, Califorma Administranve Code § 28141 (propoted February 27, 1962

)
1 “Fall surponnd” when used in this repore means unpounding of all payments vatd ficle 15 passed to the
contract 1cndee

2 Notice of default must be filed 30 days before the property may be sold Cival Code § 2924(c)
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assignment must be recorded, Thereafter the home purchaser 1s notified that
he will make all payments to the encumbtance holder who will pay taxes, and
all Lienholders and then remmt the balance to the subdivider.

3. The last altetnative may be applied whete each improved lot 15 subject to
an amortizable lien. The subdivider conveys the property m trust or records
the contract, which contract must contain a provision which prohibits the
subdivider from malking additional loans based on the security of the home
being sold to the home purchaser. The contract will further piovide thar the
home purchaser make his payments to the trustee or a neutral escrow deposi-
tory who will pay the taxes and the monthly payments on the encumbrances
against the lot, the balance then to be paid to the subdivider.

These alternatives are designed to protect the purchaser’s payments and his
expectation that upon completion of his payments he will recerve an unen-
cumbered title.

Since the Attorney General’s opinion was published in January 1962 only
a few subdivision public reports ** have been delayed because of failure to
comply with the impound piovisions The Division of Real Estate has taken
the position that until regulations providing alternatives to the full impound
requirement are effective they will allow subdivision public reports to 1ssue
1 spute of the fact that chey do not provide safeguards for payments made by
the home purchaser or assure the home purchaser that he will receive a clear
title upon completion of the contract.

This position taken by the Division of Real Estate has apparently encour-
aged the real estate industry and the Real Estate Commussion to delay the
promulgation of regulations. At a meeting of the Real Estate Commission on
Februﬂry 2 they Voted unanlmously to table further dlSCuSSlOn untll thelf
April meeting. In spite of this vote the Real Estate Commussioner, realizing
the necessity for protectrve provision, redrafted the regulations and 1s now
pursung a schedule which will bring them 1nto effect May §.

Virtually all subdivisions which have been cleared to use fand sale contract
financing i the period between the release of the Attorney General’s opumon
and the present date are susceptible to the same problems which have been
studied by this subcommuittee

7. Conclusions

1. People who purchase homes on land sale contract genetally do so because
a very small down payment 1s required

2. Since these people aie unable to make a down payment large enough to
warrant the sellers conveyng title and taking back a note and teust deed, they
cannot afford legal advice and are unaware of their legal rights.

3. Many sales made on land sale contracts are made without regard to the
financial burden the buyer can reasonably undertake.

4. Because these home purchasers have a small amount mvested 1n their
homes they will not be as concerned about abandoning the property as a party
who makes a substantial down payment

5. Subdrviders generally depend on the value of real estate rmsing and a
continuous level of high employment to keep payments comng in.
© Busness and Professions Code § 11018 requires the Commisnaner of Real Estate to make 2 public report

after making an exsmumanion of a mbdivison

Buriness and Professions Code § 11013 5 specifies thae the public report shall mdicate che method or proce-

dure selected by the owner or subdivider to comply with the sectwons of the Subdimson Law which
control the handling of deoput and purchase money
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6. The subdivider must further depend upon a continuous market for his
houses. A shght downturn 1n the oveiall economy will not only cause buyers
to default but will dry up the market for resale of the home.

7. Subdividers are often enabled to build because savings and loan associa-
tions will sell Jand which they own for 2 small down payment and then loan
the subdivider the funds necessary to construct the homes.

8. The savings and loan association depends upon the land and improve-
ments to secure the loan. Ther concern 15 primanly to their depositor and
only secondarily to the interest of the home purchaser.

9. Although the subdivider is dependent upon the buyer making payments
mn order to make a profit, the savings and loan association may do just as well
by buying in the home after default by the subdividers or the buyer and re-
selling the property to another buyer.

10. Savings and loan associations are dependent upon fees and interest for
theie profit. The fees and mterest charged are at their hughest when the asso-
ciation owns the land and makes a loan to enable the subdivider to both pro-
cure the land and construct the houses.

11, Those savings and loan associattons which follow this course of busi-
ness are particularly susceptible to a softeming in the economy and to the
extent they depend upon the property as security for their loans with hetle
or no concern for the buyers® credit they are jeopardizing the deposits of ther
nvestors,

12. The higher loan fees and interest rates charged the speculating sub-
divider will be passed on to the buyer 1n the sale price.

13. The average home purchaser buying under a land sale contract is prob-
ably not aware of the financing between the subdivider and the lender who
loans the money necessary to construct the houses.

14. Most home purchasers are unaware of the body of judicial law which
provides them protection equally as broad as a mortgagor or a beneficiary
under a trust deed.

15. Only 25 percent of the Southern Califorma subdivision filings state
that sales are to be made under contracts of sale. In Northern Cahfornia the
figure is 15 percent.

8. Recommendations

1. All Jand sale contracts should contain the following information:

(A) Dusclosure of the terms and cond:tions of all prior encumbrances,
including the name and address of the lender, the unpaid balance
on each loan or Len, the amount of monthly payment, the interest
rate and the date on which the final payment 15 to be paid.

(B) The date or a method for ascertaiming the date on which the deed
will be delivered to the purchaser,

(C) The conditions under which the home purchaser may assign hus
mterest,

(D) A provision that if the seller or his assigns should default 1n mak-
ing payments agamnst loans or liens encumbering the title, the home
purchaser may make such payments and set off the amount so ex-
pended against the balance owing on the contract of sale.
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2. Automatic subordination clauses should be prohibited in contracts of
sale for property with single-fanuly dwellings thereon.

3. The home purchaser should be allowed to record the contract without
acquiring the seller’s acknowledgment of the contract.

4. Amend Business and Professions Code §§ 11200, 11201 and 11202 to
apply to sales of nonsubdivision homes on land sale contract.

5. Amend Business and Professions Code §§ 11201 and 11202 so that vio-
lation thereof will be grounds for revokung or denying any lcense to practice
a profession or vocation supervised by the State.

6. Create a summary proceeding (similar to an unlawful detaner action)
which will aliow the seller to clear his title within a very short period after a
land contract buyer has abandoned the property.

7. Where the land contract buyer 15 1n default but remains in the home
the law should provide for a 90-day notice of default before the seller may
begin proceedings under the procedure outhned 1n recommendation 6.

8. Amend Civil Code § 2943 to requure a seller after written demand by
the land contract buyer, to prepare and deliver 2 written statement showing
the amount of the unpaid balance of the obligation secured by the contract
of sale, the interest rate, the amount of the periodic payments and the date
on which the contract 1s to be completed.

9. Enact an additional section to the Subdivision Law 1n order to remove
any doubt about the Legislature’s intent to require impoundment (or an alter-
native acceptable to the Real Estate Commussioner) of payments made by a
land contract purchaser until title 15 passed.
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On December 1, 1960, i behalf of the State, Director of Veterans Affairs
Joseph M. Farber executed an agreement with the National American Insur-
ance Company to provide fire and hazard coverage for Cal-Vet farm and
home buyers over a period of five years.

Primanly because this contract was signed with one company as opposed
to what had become the usual combine (e.g, 238 insurers participated in the
previous arrangement) 1t has come under attack.

In view of the acrimonious charges and rebuttals that were being ex-
changed publicly by the summer of 1961 this commttee determined that
an inquiry would serve the public interest. Accordingly, a Subcomuuttee on
Cal-Vet Insurance was constituted and a public hearing was held in San Fran-
aisco on October 17. This report 1s based substantially, but not wholly, on in-
formation brought to light at that hearing.

1. The Cal-Vet Farm and Home Purchase Program

Smnce 1921 the State of Californa has assisted 1ts war veterans in buying
farms and homes. Through the Department of Veterans Affaus the State will
lend up to $15,000 on the purchase price of a home and not more than
$40,000 for a faim. The statutory celling on the interest rate charged the
buyer 15 § percent per annum-—well below prevailing rates in the conven-
tiwonal money market. Funds for loans are provided through the sale of bonds
voted by the electorate.®

The Cal-Vet program pacallels the programs of the Federal Housing Ad-
mimstration and the Veterans Admumstration with provisiens for minimum
bwlding standards, credit quahfications, restriction on the use of secondary
financing, methods and terms of amortization, and so forth There 1s at least
one significant difference, however. Under the two federal programs the gov-
ernment lends money and takes back a deed of trust as security for its interest,
whereas, when a veteran purchases under the Cal-Vet program, title 15 vested
in the State and the individual buys from the State on a land sale con-
tract. Thus it must be borne 1n mnd chat the State of California 15 the legal
owner of 128,412 Cal-Vet propetties on the books of the DVA at latest count.

It 15 incumbent on the Director of Veterans Affaits to exercise hus best
judgment at all times to protect the interest of the State in these properties.
Indeed, he would be derehct m his responsibility were he not to vigilantly
safeguard this incerest.

On the other hand 1t 15 1n the very nature of his job that the dirccror
should promate the welfare of the veteran. It follows from the fact of the
farm and home purchase pragram that the director should endeavor to obtan
the best bargain possible for veterans for that 15 the basis of the program.

It was on this basis that a group insurance program at a special low rate
was developed 1n 1928 In the interveming years coverage has been expanded,
rates have changed and different insurers have done the underwriting but one
thing has been constant: The buyer has been provided with a special rate for
his insurance.? This low rate has only been feasible because all Cal-Vet
buyers have been required to participate in the program. Since insurers

1The canusted of blymen Ronald B Cameron, Jack T Casey, Robert W Crown, Robert
L Leggee, Robert T Monagen, Jerame R Waldie and Thomas M Rees, Charman Committec mombers
Phillp A Burion, John A O'Connell and Bruce V Reagan also particapated

2 The bond measurc proposed for submsmion to the voters this year amounts ro 3150 000,000

30ne bvproduct of this special rate 1s that Cal-Vet buyers are not subject to the brush area surcharge
applied to many homeowners in Southern Califormia (c¢f Fire Insurance Report contaned herein)

(39)
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have come and gone; since all buyers have been required to place their mnsur-
ance with the company ot companies participating 1n the agreement, z£ 15
therefore obvious that the veteran has at no time been free to sclect from
among all insurers adnutted to do fire underwriting s California.

The master agreement has been arrived at in varous ways since the pro-
gram was concerved. At 1ts inception the “package” was carried by just two
msurers (National Union Fire Insurance Company and Merchants Fire In-
surance Company) through fwo agencies Next came an accord between the
DVA and a single tnsurer—Pacific National Fire Insurance Company—with
no provision for agents because of the direct-writing nature of the contract.
This arrangement was, 1n 1935, succeeded by one n which the DVA dealt
with the Board of Fire Underwriters of the Pacific. Because a large number
of msurers were for the first time participating 1n the program there was a
very definite need for the services of msurance brokers and agents. The par-
ticipation of producers * had grown to such an extent that when the contract
came up for renewal in 1950 a commuttee of the Cahfornia Association of
Insurance Agents handled negotiations with the DVA and it was the CATA
commuttee which, 1n 1960, submuitted, on behalf of the companies, the only
signed bid other than that of H. F. Ahmanson and Company which repre-
sented National American,

The Agreement With National American

At the October 17 hearing Mr. Farber told the commuttee that soon after
he assumed lis duties in January 1959 he opened discussions with representa-
tives of the CAIA,

They told me at that time they could not grant a five-year contract and they
didn’t think they could grant landslide or [coverage for] earth movement subsidence
I then told them to go back to ther insurance compamies and tell them that, as
director * * *, my position was to see that the veterans of the State of Califormia
got the best coverage [and] the best rates that we could possibly get for them be-
cause the department was the insured—not the veterans—and our position was not
only to protect the State of Califorma but to protect the veterans who are under
contract

Mr, Farber related how the agents consulted with the companies and re-
turned with an offer of a five-year contract but reported that they sull could
not include land subsidence coverage.

Other parties which the DVA reports expressed interest in the “package”
included Farmers Inter-insurance Exchange, Liberty Mutual Insurance Com-
pany, and Marsh & McLennan-Cosgrove and Company.

The upshot of all these discussions was just two formal bids: one by the
CAIA negotiating commuttee, the other by H F. Ahmanson and Company.

The breakdown on the agents’ bid for five years coverage was:

Dwelling Building Special Form 188NS and 202B .. __ .. . _ $075"°
Dwelling Building Spectal Form 188NS, with a §50 deductible zpplymg to cer-
taln MeMS e e, . 065

Farm Build no deducuble, fire and ded — 180
Dwelling Bulding, with 2 §50 deductible applying to cmam 1tems 160
The National American coverages accepted by the DVA were:
Dwelling Bulding Forms 188NS, 188F and 202 (All Physical Loss), with a
$100 deductble applying to all F> R— . - %040

¢For the benefit of the layman, wmurance “producer” 13 2 term which includes both agemis and brokers
within 165 meanng
5 The quotations are bised oo $100 valsstion
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Dwelling Bwlding Forms 188NS, 188F and 20’ (All Physical Loss), with a
$50 deducuble applymg to certain sems b 062
ded

Farm Building, no d. fire and 030

Some comparison between the alternatives 1s possible but 1t must be remem-
bered that different forms were cited by the bidders, that s, the “All Physical
Loss” form used by National American encompasses several coverages (most
notably landshde and subsidence) not included mn the form used by the CAIA
committee,

While the handling of negotiations has been criticazed, it is the agreement
wtself which has inspired most of the controversy.

Paragraph 11 provides that the department shall issue certificates of 1nsur-
ance to veterans and paragraph 13 states that in the event the DVA errs
by not issuing a certificate to a buyer who 1s in fact paying for coverage and
therefore entitled to a certificate, coverage 15 “automatically” provided.

Coupled together, paragraphs 14 and 26 have proven difficule for critics to
swallow. Their cumulative effect 1s to require all buyers on contract to insure
ta the full value of their propetty (1e., rather than just to the extent of thewr
indebtedness to the State) and all this insurance s to be carried exclusively by
National American,

Paragraph 18 entitles the company to review 1ts experience each 12 months
and negotiate for a readjustment 1n rates.

Paragraphs 21 and 22 provide that the department shall make monthly re-
ports of all new nsks, cancellations, reductions i coverage, and losses 1n de-
tail. Ths report 1s to be accompanied by a remuttance to the company 1if the
difference between premiums paid 1n and losses paid out favors the latter, If
the converse 15 the case, the company 1s to send a check representing the dif-
ference to the DVA within five days

Paragraph 23 supulates that the department shall act as the company’s
agent 1n adjusting and authorizing payment of claims,

3. Legal Basis for the Agreement

The statutory authonity for the Department of Veterans Affairs to arrange
for insurance on its properties 15 contamned i § 987.2 of the Military and
Veterans Code [“'Insurance shall be in the amount, with the insurance com-
pames, and under the conditions specified by the department™] which was
enacted in 1943 and amended 1n 1947 On the other hand, insurance com-
pantes are granted exemption from the anntrust laws to combine for the
purpose of offering an imsurance program to the DVA ™ A companion section
to § 987.2, namely § 987.4, gives the DVA sole discretion as to “the amount
of insurance to be placed upon the buildings, fences, other permanent mm-
provements, and crops and the amount necessary to be paid for the premums
for such insurance >

One of the first 1ssues raised in the debate over the National American
agreement was over the authority of the Director of Veterans Affawrs, as
opposed to the California Veterans Board, to negotiate and execute the can-
tract. 38 Opimons California Attorney General 107, rendered on September 28,
OFor the record, the specific stems include loss by fire, lightnmg smoke, windstorm, bal explovon riot,

rior steending 4 seeke, civil commotion, mizcrafe, falling objects, vebile, vandalim and malicious mis-

chief, theft or actempted thefe, landshds, torl or pactisl collapse, sudden or acidencal teanng ssunder,
cracking, burming or bulging of hor witer heitmg systems escepr applances for heaumg water for
dowestrc consumption

7 Insurance Cede § 1893 95 Thia provinon, along with an accompanying section, was epacted in 1950 and

inserted squarely sato the middle of the McBride-Grunsky Act (cf Fure Insurance Reporr contaned
heein )
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1961, concluded that while a provison of the Military and Veterans Code
vests the boerd with authonity to determune the policies for 2ll operations of
the department, the derector had specifically been given responsibility mn this
matter by virtue of an expression of adminustrative policy regarding Cal-Vet
msurance by the Legislature “In summary,” the Attorney General summar-
1zed, < © - the Director of Veterans Affairs 1s responsible for the negotia-
twon of the master mnsurance contract including all of the terms and conditions
thereof.”

In his long appearance before the commuttee i San Francisco, Attorney
Willam A White,® a former commander of the Cahfornia Department of
the American Legion, rased questions regarding the legality of several features
of the agreement. At one juncture he was asked whether he believed the con-
tract to be illegal. He replied affirmatively For this reason he was asked to
set forth precisely the questions he would like o have weighed by the Actor-
ney General. On October 25 Mr. Whate submitted to the commuttee 11 ques-
tions, On October 30 Chairman Rees officially propounded these questions to
the Attorney General. The decision of the Attorney General upholding the
contract 1 all respects was handed down on February 27, 1962, As 1t would
serve no useful purpose to trace the same a1guments covered in that opimion,
Attorney General’s Opinion 61/220 1s included 1z #0f0 1n the appendix to
this report.

4. Points of Controversy

Questions of legality aside, doubts about the propriety of several provisions
of the agreement as well as the manner 1n which 1t was concluded have been
expressed by Mr. Farber’s critics,

“The American Legion 1s not concerned over who signed the contract,”
Department Commander Roscoe T. Morse told the commttee? “But the
American Legion 15 vitally conceined over the contents of the contract.”

One commnuttee member wondered 1f the Legion were concerned with the
cost of coverage:

ASSEMBLYMAN BURTON In your statement you did not say that ic was the
Legion’s position that they wanted the lowest possible rates

MR MORSE That 15 true

ASSEMBLYMAN BURTON You did not say that?

MR MORSE No, I did nat say that

ASSEMBLYMAN BURTON And you consciously determmed not to say that it
should be the desire that this coverage be provided at the lowest possible raves?

MR MORSE We would love to have 1t that way I will make that statement
since you would lihe to hear it I think the veteran should get the lowest possible
rate, the best coverage; and he should have his freedom of choice to go to the insur-
ance company he wants to get it.

‘When asked how he would choose as between broader coverage at lower
rates on one hand and less coverage at higher rates—but with freedom of
chosce—on the other, Mr. Morse sud the veterans - * ~ should get the
better coverage at lower rates.” And later the witness affitmed, “We are on
the side of lower rates 1f [the veteran] gets proper coverage—if 1t doesn’t
cost hum more money.”
8Mr White catries impresnve credentialy a1 an expert wn wmsurance law by virtue of having served an

vice preadent 20d general counsel for the Pacific National Insurance Company—the only other company

to ever have an exclusive contract for Cal-Vet insuranee
® Emphasis added.
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Full Replacement Coverage

The apparent contradiction n Mr. Morse’s last statement stems from the
fact that the witness meant that the insured should not have to carry addi-
tional 1nsurance to meet the DVA’s new “full replacement coverage™ require-
ment,

The department’s policy now 1s that veterans whose policies expire must
carry insurance to the full value of therr property—not merely insurance to
the extent of the unpaid balance due the State on the conditional sale con-
tract. The Legion beheves that the State’s mterest 1s only to the extent of the
unpaid balance; beyond that the buyer should have the right not to insure
his equity 1f he chooses.

The department takes the position, however, that the State’s interest 1s not
limited to 1ts equity; that if a buyer sustans a loss but has no wnsurance for
bis equity and must, therefore, pay 2 pioportionate share of the cost to re-
store the property out of his own pocket the possibility exists that the damage
will not be repaired and the house (or whatever 15 damaged) will be rendered
unfit for resale.

Robert M. DeKruwif, President of National American, vigorously defended
the department’s requirement in his appearance before the commuttee:

1f there 1s one thing that insurance men n general agree upon st s the factor
uf insurance to value The Insurance Agents” Association and the Insurance Brokers’

and the agree on this pomnt !0 * ¥ ¥

I am completely amazed at Mr White's statement—particularly from a person who
professes to be an expert—or, at least, well acquainted with the insuiance business
May I pont out something that 1s gleningly musinterpreted? This 1s the fact that he
smd, on that [hypothencal] §10,000 home, that the Department of Veterans Affairs
only had a $5,000 interese He professes that the veteran should have the right to
purchase that additional §5,000 * * * from another company It 15 2 basic insur-
ance law * * * that insurance policies have to be councurrent That means they have
to read alike 1n all phases There 15 no company that we know of that will wssue a
policy, such as we are 1ssming, with the landshde coverages and wirh the deductibles,
and such, so he would be denying ev:ry concept of the mnsurance mdustry by having
them go to another company * *

Commander Morse, however, referred to the additional coverage required
by the DVA as “insurance [the veterans] do not want and do not need.”
In discussing the objections which Legionnaires have raised 12 he observed that
“the bulk * * - have been from veterans protesting the aibitrary increase
of the amount of 1nsurance they are required by the Department of Veterans
Affairs to carry.”

Legionnaires’ Complaints

Because of his imtermuttent references to the volume of complants Mr.
Morse aroused the cuniosity of the commuttee:

ASSEMBLYMAN WALDIE Commander, can you give me some idez of the num-
ber of complants 1n this bulk of complants that you received?

MR MORSE I have turned that over to Mr White He will present that, I do
not have the figures

ASSEMBLYMAN WALDIE Are they received in your office and turned over to
Mr White?

W Cf tesumony of W. V Slevin of the Natonal Board of Fire Underwniters i the Report on Fre Insur-
ance, conramed herein

11 Emphass added

33T¢ should be noted, i fairness to the department, that three other veteran organwzacions (viz, Veterans
of Fareign Wars, Disbled American Veterzn and AMVETS) have endorsed the agreement with Natiorat
American
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MR MORSE That 15 nght Some I recerved verbally, some have been by letter
and they have been turned over to Mr Whute

ASSEMBLYMAN WALDIE How many letters® Can you tell me?
MR. MORSE I don’t remember, offhand

Since Commander Morse could not remember, the comnuttee asked Ius col-
league about the letters.
ASSEMBLYMAN BURTON. T had assumed, after hearing from [Mr Morse], that
you had a considerable volume of lerters and, though numbers are not mecessarily
mmporeant, I would like to pinpomnt whether or not we are talking about less than

half a dozen letters sent to the [Legion] duning the last 10 months, ot whether we
are talking about several hundred.

MR WHITE I would say not several hundred
ASSEMBLYMAN BURTON Youd say it 1s closer to four or five?
MR WHITE No, I would say *“closer to four or five” would not

ASSEMBLYMAN BURTON How many letters have been turned over 10 you—
approzmately?

MR WHITE I can't answer that.
ASSEMBLYMAN BURTON: Approximately?
MR WHITE I would say 25 or 30

On October 23 Mr. White turned over to the commuttee 26 letters of com-
plamnt which had come, by various routes, to the American Legion. The letters
were accompanied by a number of forms and letters from the Department of
Veterans Affairs as well as sundry correspondence with insurers and producers.

There were 23 letterwriters (three persons wrote twice). Of these 23, 11
mdicated they were themselves in the insurance business—either as agents or
brokers—although, to be sure, most ot these were veterans.

The complamnt most often voiced (1e, mentioned by 52 percent of the
writers) was that the one-company arrangement abridged the veteran’s free-
dom of choice {e.g.,  ° ~ a veteran should be permutted to place his msur-
ance with any company, agent or broker * - ,” “- - - the proposed plan
reduces the individual veteran’s choice of representatives both of brokerage
and companywise”). The next most frequent complaint—cited by 34 percent
—expressed concern over loss of the counseling services of a producer (e.g.,
“T am now deprived of careful msurance planning with my broker,” ** « =
there will be no local agent and all losses are to be adjusted with your de-
partment”) .13 Of the 10 complainants who were brokers or agents, seven ex-
pressed unease over the loss of business because of the new agreement {e.g.,
¥ & # 1t will certainly jeopardize a lot of insurance business that I have ac-
cumulated © ¢ 0% all agents or brokers are not 1n a position to rep-
resent the Natmml American Insurance Company - =7y, This complaint
was registered by 29 percent of the letterwiiters. Five complunants cast re-
flection on National American (e g, “The National American * * - does
not possess the financial stability that many of the larger and better established
companies provide ,” “National American and the Ahmanson orgamza-
tion have long been leaders in the coetcive placement of msurance * * *7),
Four writers expressed irritation, or at least concern, over the fact that Na-
tional American did not provide a homeowners policy; four spoke with
asperity about treatment accorded them by the DVA; four resented having to
insure to full value. The balince of complunts (seven) were spread aver four
subjects. the problem of increaung coverage under an exssting policy; the
13 The reader would be correct in sssummng that some of Mr White’s letters were addresssd to the DVA

As & mater of fact, 65 percent were Thus there 1s some ovorlapping of compluints and the volume
theceof 15 cvaluated by che DVA on one hand and the Amencan Legion on the other
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inclusion of land subsidence coverage, the DVA’s practice of furnishing cer-
tificates rather than policies, the DVA’s premium financing arrangement.

On the basis of this documentation 1t would be faur to say that the letters
reflect no orgamzed letterwriting campaign since the grievance mentioned
most often by the writers was not the primary objection which the American
Legion’s spokesmen raised—namely, requirement of insurance to value, Sull,
1t must be noted that, as Commander Morse lamely observed, “Ic 1s very hard
to get anybody to put anything down in writing, many times.”

Freedom of Choice

The complaint that was most often voiced was that the veteran was dented
freedom of choice. As the hearing progressed 1t became clear that “freedom of
choice” meant several things to the Legion’s spokesmen: the right to select
one’s company; the night to choose one’s own producer; the rght to name
one’s claims adjuster; etc. As we have seen, however, historically there has
been a pronounced hmitation on the freedom of choice the veteran has had
regarding fus wnsurer. Furthermore, 1n the case at hand, the argument ad-
vanced by Mr. DeKruif regarding concurrent coverage 1s relevant here.

Questioming of Mr. White revealed that choice of adjusters 15 largely 1l-
lusory but, as to selection of producer, there 15 some ment 1 the Legion’s
argument and much will depend on how well the DVA 15 able to discharge
1ts added responsibility to counsel msureds and speedily adjust claims.

The DVA’s Role as “Agent”

According to Mr. Farber the department, under the previous agreement,
made a practice of double-checking on clams 1n excess of $250. “We were
doing the work on the old setup, anyway, to see that the State and the veteran
got a far shake. So actually, by eliminating outside adjusters, we thought
that this was one of the best moves we made yet because this was better
protection for the State and for the veteran”

In response to questions from Assemblyman Monagan, Mr. H. J. Johnson,
Chuef of the Division of Farm and Home Purchases, testified that his people
bad personally inspected losses of more than $250 and also made their own
estimate of the cost of repaus.

ASSEMBLYMAN MONAGAN * * * If I understand you correctly * * f
what your officc did was to review the adjustment made by somebody else, and if it
looks satisfactory, 1t was okay?

MR JOHNSON We, in effect, went through the adjustment process prior to the
time we recerved the proof of loss When the proof of loss was recewved and had been
signed by our contract purchaser them, 1f the mformation we obtaned from the
factual inspection of the propercy—the estimates on repairing the damage—[locked

correct] we also signed the proof of loss which was authority tor the wnsurance com-
pany to go ahead and pay the loss

ASSEMBLYMAN MONAGAN You mean to say [that] on a loss over $230
somebody from the department went out and phvsically nspected the loss®

MR JOHNSON I would say on 90 percent of them

ASSEMBLYMAN MONAGAN So acrually this 15 a duplication of effort?

MR JOHNSON This was true But we found this to be necessary because of
the number of complawnts that we were getting from our contract purchasers as to
the kind of settlements they were getting on ther clams In fact, we had actual
evidence 1n some 1nstances where the repaics were not done satisfactonly at all

ASSEMBLYMAN MONAGAN I would say that this 1s a rather serious charge,
Mr  Johnson, and you ought to be ready to substantiste it with some facts and
figures

MR JOHNSON: I can do this.
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In response to further questions from the committee Mr. Johnson said that,
as of the ume of the hearing, the DVA had processed roughly 100 clams;
that there were no complaints on settlements although some claimants indi~
cated they would have preferred to deal with an insurance producer; that
there had been no complaints about delay in service; thac theie had been no
need to increase departmental staff, that, while the DVA does not have rep-
resentatives 1n every commumty mn the State, they are stationed in most met-
ropolitan areas and msureds can telephone the department “‘collect” to ask
for the services of a representative.

Assemblyman Monagan wondered whether the reason for the paucity of
complaints wasn’t due to the fact that just the department and the veteran
were mvolved mn the relationship now. Mr. Johnson wryly rephed, “The vet-
erans have never in the past failed to complain to us about anything. In fact,
they take the position that, immediately when something goes wrong, * * ¢
this 1s the State’s house and we have to bail them out of [their difficulty].”

Certificates of Insurance

Mr. White, 1n no uncertain terms, expressed doubt that paragraph 13 of
the agreement adequately nsures the veteran in the event the DVA errs in not
executing a certificate of mnsurance for him

Tt protects the department and the department’s interests and maybe that’s all thac
the 1nsurance company 15 willing to protect under this errors and omusion clause
But what 15 the veteran going ta do under a situation where he 18 compelled by this
very agreement to take out full replacement wvalue on his home and, by some error
or omission, some clerk in the department doesn’t send his name in or doesn’t send
the address of his home or doesn’t send anything in with regard to his order for
msurance and a loss occurs? If he has a total loss and only owes the department
$5,000 on us $20,000 home 1s he protected? Or does the department merely collect
sts $5,000 and the veteran be left with a loss of §$15,000 notr covered by insurance?

In rebuttal Mr Johnson pointed out that at the tume the veteran applies
for a Cal-Vet contract the amount of insurance s determined and this s
stipulated along with the other details of the contract when the veteran signs.

In this instance, 1n the event that we should neglect to wsue a certificate of in-
surance, [the buyer] would be covered for the amount thar was indicated on the
application In the event of a renewal, should we neglect to wsue a certificate—and
I might say, fo my kuowledge, 1 [my] 16 vears with the department that hus
never bappened— * * * he would continue to be covered in the amount of cover-
age he had under the cernficate that expired

*Renegotiation

The contract’s provision for renegotiation of the agreement at the end of
each 12-month period aroused the concern of Mr. Whte.

His question of whether or not this would, in effect, mean that the whole
program would be up for competitive bidding by parties other than National
American 1s deale with m Arttorney General’s Opion 61/220 and therefore
needs no further treatment here That ruling also answers Mr. White’s ques-
tion about whether rates can be 1ased retroactively.

Mr. White was disturbed over the fact that paragraph 18 gives the com-
pany the option of renegotiation ““We know that it’s going to be claimed
that the department has the night to review the rate and T hope it does have
that right. But under the terms of this contract, as I read it, the deparment
has no 1ight to lower the rate ” There was no dispute over this point, perhaps
to the witness’ disappointment.,
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Mr. Johnson conceded that 1f National Amencan wanted to raise rates at
the time of renotiation the contract could be terminated but there should be
no confusion on the question of rate increases: the department can exercise
a veto over rate mcreases or any other alterations in the contract, The com-
pany does not bave the right to undaterally alter the provisions of the agree-
ment.

The commuttee questtoned Mr. DeKruif on this matter:

ASSEMBLYMAN O'CONNELL In the event that National American and the
department couldn’t agree on a rate for a particular year after attempting negotia~
tions pursuant to this paragraph 18, could ewher party cancel out under this con-
tract?

MR DeKRUIF Our cancellation provision 1s the same, Mr O'Connell, as 1¢ was
1n the previous contract, and ether the company or the department can ecancel,

ASSEMBLYMAN O’CONNELL- * * * Are there any negotations pending be-
tween National American and the department now about any change in the rate for
the next year®

MR. DEKRUIF No

The Monthly Report

Paragraph 22 of the agreement (“Should the report reflect a balance in
favor of the department, the company shall renut the balance amount to the
department within five days following receipt of the report™) worried Mr
White.

We beheve that it would take some time to get the reperc ready and send it down
o the insurance company and then the company has five days to make che payment
back to the Department of Vererans Affairs Suppose the losses were paid outr durmg
the first five days of any parucular month Then we’d have a case of rhe paying-
out of an amount—say, $100,000—in excess of the amount that it has collected or
it sets forth as che premuwums and the department collects back from the company
five dayvs after the company gers the report the $100,000 excess pad out

Mr. White returned to this issue several times in his testimony, asserting 1t
to be illegal and, 1f not illegal, improper and, 1f not improper, unbusinesshke
“From what soutce 1s that money pud to the insurance company®” he asked.
To answer this question, Mr. Johnson wiote the comnuttee as follows
Mr Whate testified that should the losses 1n any one month exceed the premiams
due the National American Insurance Company that month, the deparcment would
have to use 1ts tunds to pay these losses This ts untrue The [company] deposits
with the department 1 our trust account 1n amount esumated to cover all losses
pending Tlhis 15 based upon our snuwial notfication o them of cach loss smmediately
thaf we are notified At the present tme they mamtain a balaace with us However,
this could be increised by any amount within a day or two should the reported
losses exceed this amount *

The Federal Insurance Company Affair

In July 1961 a representative of Chubb & Son, Inc, expressed to the DVA
1ts 1ntention to cancel one of the risks carried by the Federal Insurance Com-
pany ' This was a right which all 238 insurers sighatory to the 1955 contract
had The right, however, was modified to the extent that the master contract
guaranteed coverage to all Cal-Vet buyeis—both good 11sks and bad. Thus 1t
was m the nature of the circumstance that, as long as the 1955 agreement was
in effect, all buyers would be assured of coverage by some one of the 238
companies Once the agreement cxpired, hou ever, that commifment ceased to
exnst
 Enaphasis sdded

18The DVA claims the insured was cancelled because he had collected a tocal of $4,59% 06 in clums within
3 one-year period, the largest clam being for damage occasoncd by earth movement
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The department informed Chubb & Son on July 28 that the remaning
364 msureds of Federal Insurance would also have their policies canceled, ex-
plamng, “c = - we feel that 1t 1s not fair 1o our present carrmer [National
American] to reqmre them to assume risks that have been rejected by other
companies, as they would be required to do under their agreement with the
Department. Their rates were predicated on the basis that they would take
all tisks on an unselected basis ” Chubb & Son retorted that they had no de-
sire to cancel all policies under the Cal-Ver agreement but indicated they
would comply with the department’s decision. The DVA then sent form let-
ters contaming the musleading sentence, *“The Federal Insurance Company has
withdrawn from participation n our former Fire Insurance Agreement” to
the 364 other policyholders and gave them the option of selecting between
National American’s 40¢ and 62¢ rates.

"It goes without saying,” Mr. White suid, “that numerous policies of the
other companies 1n the 238 signatory company group are still outstanding
and were wrtten at the 48¢-per-$100 rate, What has happened to the
veteran in the Federal Insurance Company case® His policy has been canceleds
he 15 now required to take out a policy 1n the Natonal American Insurance
Company for the full replacement value and 15 paying 62¢ per $100 for
the same kind of insurance that he was getting under the Federal Insur-
ance Company program If this can happen with one company, then 1t can
happen wath all * -

Asked to explan the matter, Mr. Johnson told the commuttee that the de-
partment had allowed companies to cancel policies in the past *“sf other cov-
erage [was] available.” He testified that in 1959 attempts to cancel unde-
sired risks had reached such a proportion “that the California Association of
TInsurance Agents wrote a letter to all the compames explaining to them that,
although they could cancel these certificates, * ™ * it was not in the spint
and intent of that agreement.” He further stated that one company had
wished to dump more than 7,000 nisks but the department persuaded it not to.

Mr. Johnson contended that Chubb & Son canceled 1ts undesirable risk “be-
cause the ‘combine’s” contract had expired.

The commuttee consultant posed the following questions to Chubb & Son
on October 31 and received the indicated answers*

(1) Was the cancellation of Mr. Rustun velated, m any way, fo the e prra-
tion of the agreement between the department and the 238 signatory com-
panses?

Ans, “No.”

(2) Dores Federal Insurance consider the department's reaction to be unjust
and for arbilrary?

Ans. “While the acton of the Department could certainly be considered
arbitrary, it did not unduly concern us because the account had been
unprofitable. However, the Department’s action may be considered unfar to
the veterans nsured with us since they were required to purchase new insur-
ance at a higher rate or accept a $100 deductible.” ¢

(3) Did Federal Insurance consder their collective msureds an “‘unprofit-
able account” m light of noncontmuance of the aforementioned agrecment?

Ans. “"On the exasting bass, the account was quite unprofitable to the
Federal Insurance Company, as indicated by the figures shown below.”

18 Emphans added
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(4) Was Federal Insurance earning an inadequate return (or evenm losmg
money) of fhe previous rate of 48 cents per $100?

Ans. “Through May, 1960, our participation in the 1955-1960 contract
produced earned premiums of $12,335.94 and the 1ncurred losses were $69,-
$23.09. The loss figure wcludes one fire loss of $45,000,” 17

Wlle the foregong does not constitute prima facwe evidence to support
Mr. Johnson’s allegation, 1t 15 quste apparent that Federal Insutance had rea-
son enough to want to dispose of 1ts Cal-Vet account. It would require more
wvestigation than the affair warrants to establish beyond all doubt the inten-
tions of the underwriter What 1s clear, however, 15 that the DVA, regret-
tably, has no alternative but to follow its pohicy of compelling an insurer
to divest humself of his good risks 1f he wants to part with the bad risks.

Homeowner’s Policy

The reader will recall that some of the Legion’s complamants were con-
cerned with the omission of a homeowner’s policy '® provision 1n the current
agreement Most of the complaints which came to the commuttee directly
dealt with this matter (e.g., ** * * if package deals result in savings to
veterans, then denial of this advantage by placing the fire insurance with one
agency seems to me to be harmful in the absence of an offer by that agency
to provide a specnl rate on a comprehensive homeowners policy”). Moreover,
in building his case about the increased cost under the new agreement, the
Legion’s spokesman referred to the absence of a homeowner’s offer. Finally,
as one mught assume, the DVA, too, was the recipient of complaints along
this bine.

In view of these protests National American entered into discussions with
the Department of Veterans Affairs and by the time of this commuttee’s hear-
mg Mr. Johnson was able to announce that a proposal had been submutted to
his department.

In January the department mailed to Cal-Vet buyers a terse notice stating
that a homeowner’s policy could be obtained from National American and
contented itself with histing the three addresses of the company’s offices. Also
m January the company sent material to veterans descubing the new policy
in seme detail and explaming how 1t could be bought.

The mailings aroused a storm of protest. Although the brokers’ and agents’
associations had both declined to testify at the commuttee’s public hearing
producers became quite articulate over this 1ssue. CATA President Harry R.
Schroeter, for example, condemned the department’s mailing as “solicitation.”

Thete 15 no evidence to indicate that the department gained any advantage
or that 1t intended to promote or solicit additwnal wnsurance business for
National American. But the DVA’s mailing—however mnocent—did take on
the color of promotion and to that extent 1t was idll-advised. Apparently the
motive in mailing the notice was, wronically, a misguided attempt by the
Director of Veterans Affairs to forestall further cratricism.

Be that as 1t may, at the direction of Governor Brown the department
mailed notices 1n February to each Cal-Vet buyer advising lum that “Fire and
hazard 1nsurance provided by the [department] covers your real property
only. Insurance on personal property and other supplemental coverages which
3T The letcer from Chubb & Son was ugned by T M Holmar,

8 A homeowner's policy provides weurance sgemnse damage, destruction, theft, etc, of articles xsthim and

o the homeowner's property s3 well as the buidings For chat matter, such policies can go much

farther (o compennate the pohcybolder for lving expemses sway from bus domictle, medical payments,

and whatnot Because 1t 18 4 “package” propomtion st costs less than separate policies for each type
of caverage the wnsured wants to have.
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are felt necessary for complete protection may be obtamned through the wsur-
ance agent or broker of your choice.”

5. Conclusions

A. This commuttee finds that the current master fire and hazard agresment
between the Department of Vetcrans Affaurs and the National American In-
surance Company 1s legal and was legally negotiated. However, the commuttee
believes that the department should have made clear to all bidders thar it
would pursue a markedly different operational procedure in the event all in-
surance were placed with one underwriter.

B. The debate over the current agreement, notwithstanding some of the
caustic charges that have been made, has, on the whole, served a useful pur-
pose in opening up for public scrutiny a major program involving many
rulhons of dollars.

C. The California Department of the Amencan Legion has quite properly
exercised 1ts right to raise objections to a program which matemally affects
the veterans of tlis State but many of the assertions 1t has made are wholly
unfounded and some are so inconsequential that the commuttee 15 convinced
they were advanced only to harass and embarrass the Director of Veterans
Affairs and hes staff.

D. The Director of Veterans Affairs 1s to be commended for developing an
msurance program which more adequately protects the interests of the State
and, simultaneously, provides wider coverage than was otherwise possible at a
lower premum to the Cal-Vet buyer.

E In takung upon itself the job of broker/agent the department assumes
the responsibility to provide service and counsel equal to the assistance a vet-
eran formerly could obtan fiom lus insurance producer. The Director of
Vererans Aftairs must be on the alert for those numbing symptoms (dilatory
action, imperious or condescending demeanor, terse ot evasive replies to honest
requests for mformation) to which some government employees are prone to
succumb,

F Although the department’s understanding of the agreement’s paragraph
13 appears well founded, 1t 15 recommended that the contract be amended at
the next occasion for renegotiation so as to allay any doubt as to whether the
veteran 1s automatically covered in the event the department fails to 1ssue a
certificate of msurance.
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V. Barlow Goff,
Deputy Attorney General

The Honorsble Thomas M. Rees, Charman of the Assembly Intersm Com-
wmittee on Finance and Insurance, has requested the opinion of this office on
the following questions which relate to the master fire and hazard msurance
agreement negotiated between the Department of Veterans Affaurs and a single
surance company on December 1, 1960.

1. It has been contended that not all parties were given the same specifica-
tions upon which to bid when the previous five-year contract came due for
renewal last year (e.g., paragraph 23 of the agreement calls for the depart-
ment to act as agent for the company and it 15 mamntained that this provision
was made known only to the company which was awarded the contract).
‘Would 1t be legal for the department to do this?

2. Can the department act as the general agent of this private insurance
company under the provisions of the contract and perform all the acts 1t 1s
now performing (e.g., solciting msurance, wnting and issmng certificates,
adjusting losses, paying losses and sending monthly reports with net checks
to the company)?

3. If the department can so perform the acts set forth wn the previous
question can 1t do so without reimbursement for its expenses and the salaries
of those performing the acts from the private msurance company?

4 Can the department, through its employees, transact insurance and
countersign policies without being hcensed under the provisions of the Insur-~
ance Code?

5. Can the department adjust losses without being lcensed under the
provisions of the Business and Professions Code?

6. Can the department legally require a purchaser to carry “full replace-
ment value” nsurance even 1f the putchaser owes only a small balance (e.g.,
one-tenth of the amount of the value of the home)?

7. Can the department requre a purchaser to carry “all physical loss”
insurance on property to the full replacemient value regardless of where the
property 1s located and regardless of the amount the veteran owes to the
department on the property in question?

8 1If the premwm 1s changed (i.e., adjusted under the terms of paragraph
18 of the agreement) does this constitute 2 new contract and therefore re-
qurre that 1t be opened to other bidders?

9. If the department and the company agree on an increase in the premmum
wn a yearly adjustment does that increase apply to policies issued prior to
the date of renegotation or only apply to policies 1ssued after that date?

(53)
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10. Can policies and certificates ssued under this contract of December 1,
1960, be 1ssued without the payment of a commission to any resident agent
countersigming the policies or certificates?

11, Is the agreement between the Department of Veterans Affairs and the
National American Insurance Company 1n violation of any law of this State
and, 1f so, should 1t be declared void?

The conclusions are as follows:

1. There 1s no requirement that the insurance specifications be advertised
for formal bids. However, m this mstance 1t 15 sigmficant that the msurance
companies which were signatories to the prior contract were contacted con-
cermng a renewal policy and informed of the necessity for all physical loss
coverage, and all companies except the company which was awarded the con-
tract rejected such coverage.

2. The Department of Veterans Affairs 1s newther the general agent nor a
soliciting agent under the exssting master policy, but is the insured.

3. The Department of Veterans Affawrs may maintun the necessary rec-
ords, submut monthly reports to the company, adjust losses and perform the
other functions under the existing master nsurance pohicy without rerm-
bursement for expenses and salaries of 1ts employees.

4 'The Department of Veterans Affairs 15 transacting insurance but there
is no requirement that cither the department or its employees be hcensed
under the Insurance Code provisions by reason of the performance of the
master insutance policy.

5. The Department of Veterans Affairs 15 not required to be licensed under
the Business and Professions Code by reason of the performance of the master
insurance pohcy.

6 and 7. The Department of Veterans Affawrs can legally require che pur-
chaser to carry full replacement value insurance as well as all physical loss
insurance naming the department as insured. It should be noted, however, that
the distribution of proceeds m the event of loss 1s not snvolved m the ques~
tons.

8. If there is an adjustment of rates under the renegotiation provisions of
the master policy, there 1s no requrement for new bids, for formal buds are
pot required by statute.

9. Adjusted rates under the renegotiation provision of the master policy
are not retroactive to property already insured under a former schedule,

10. Certificates may be issued without payment of 2 commmssion.

11. In view of the conclusions reached herein as well as the conclusion of
38 Ops. Cal. Atty. Gen. 107, the master policy executed between the de-
partment and the insurance company 1s a valid contract enforceable m ac-
cordance with the terms and conditions thereof.
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ANALYSIS

The Department of Veterans Affairs negotiated a five-year term master
insurance policy with one mnsurance company on December 1, 1960. This in-
surance pohcy (herewnafter referred to as the master policy) provides all
physical loss coverage for the property for which loans are made by the de-
partment to California veterans under the veterans farm and home loan
program (Mil. and Vet. Code, §§ 984-989.1). In addition to such coverage,
the master policy provides that the department 1s to 1ssue certificates of cov-
erage to mdividual purchasers, submut monthly reports on coverage and loss
to the company, and adjust losses, including payment of losses from the
premuums which are collected by the department for transmuttal to the
company with the monthly report. These additional provisions were modifi-
cations of those contamned in the prior contract, (All statutory references are
to the Military and Veterans Code unless otherwise stated.)

The following information has been furmished by the department:

Prior to December 1, 1960, and during the penod of 1955-1960, an msur-
ance contract had existed between the department and numerous insurance
companies. When the terms of that contract had neared its expiration date,
the department contacted representatives of the signatory companies with
respect to a remewal contract. The signatory companies were informed that
the coverage had to be 1 accordance with the 1955-1960 contract including
all physical loss coverage providing for protection against losses from land-
slide and earth movement. In addition, 2 request was made for the term of the
contract together with any other proposals that the insurance companies nught
wish to make.

The requirement of all physical loss coverage was objected to by all of the
signatory compantes except the company that ultimately executed the master
policy.

The negotiation and effect of the master policy has stimulated the above
questions which tend to fall inte the following four basic areas of nquiry:
(1) the negotiation of the master policy, (2) the insurable interest of the
department, (3) performance by the department under the master policy,
and (4) the interpretation and effect of the renegotiation provision therein
In order to facilitate the orgamzation and discussion herein, the questions wall
be considered under these gencral headings with parenthetical reference to the
particular question number involved.

I. Negatiation of the Master Policy

It previously has been concluded by this office that the Durector of Vet-
erans Affars was responsible for megotiating the master insurance policy
discussed above, including all of the terms and conditions thereof [38 Ops.
Cal. Acty. Gen. 107] and therefore 1t 15 not the authonity to negotiate the
master policy, but the method mn which the negotiations were carried out
that is now 1n 1ssue

The statutory provisions relative to the negotiation and placement of 1n-
surance coversng the department’s property which 1s held under the veterans
farm and home loan program, are extremely broad in scope and, generally
speaking, give considerable discretion to the department without prescribing
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a defimte procedure to be followed 1n these matters.! Thus, there are no pro-
visions requring the insurance contract specifications to be advertised for for-
mal bids ¥ nor are there provisions that generally restrict the department in
the method of procuring insurance other than Government Code Section
1090.1, which prohibits state officers or employees from accepting commms-
sions for the placement of nsurance on behalf of the State and 1s inapplicable
heren,

It 1s significant that, although no statutory requirements exist, the de-
partment did contact the signatories under the former contract and informed
them of the necessity for all physical loss coverage which, as previously noted,
was rejected by all but the company to whom the contract was awarded
Therefore, the negotiations were conducted within the applicable laws and 1t
15 concluded that under the facts stated, the contract negotiations were vahd

IL. Insurance Interest (Questions 6 and 7)

The extent of the department’s interest in the property nsured under
the master policy requires a brief summary of the farm and home purchase
provisions (§§ 984-989.1). After the veteran selects his farm or home and
notifies the department accordingly, the department may purchase the home
or contract for the purchase of the dwelling or improvements and then enter
into a contract with the veteran providing for payments by monthly mstall-
ments over a pertod of years The courts have indicated that under such an
arrangement the State has the legal title to the property in the nature of a
security interest while the purchaser has an equitable interest to the extent
of his invesment [Veterans’ Welfare BA. v Jordan, 189 Cal. 124, 139; Ensley
v. Moban, 31 Cal, 2d 637, 644].

It 1s fundamental that several persons, including the vendor, may have sep-
arate insurable interests in the same property [ Alevander v. Security First Na-
tional Bank, 7 Cal. 2d 718, 7235 White v. Gilman, 138 Cal. 3757 and 1t 15
commonplace in conventional land contracts, as in the case of contracts be-
tween the department and the veteran, for the contract to require the pur-
chaser to pay the premuums for insurance benefiting the vendor.® In addition,
this procedure was cleatly authorized by the Legislature by those enactments
which grant diseretion to the department to designate the amount, companies
and conditions of nsurance (§§ 987 2, 987.4; 38 Ops Cal Atty. Gen. 107,
109) and although the proceeds of the insurance would be apportioned ac-
cording to the respective interests of the parties 1n the event of a loss, the
above-cited authorities indicate that a provision requiring full replacement
nsurance 15 valid.

1§ 9872 provides wm part “Insurance shall be in the amount, with the insurance companies, and under
the ‘condhuione specified by the deparemenc ' § 587 4 provides i pare “The department shall be the
wle rudge of (b the amount of insurance to be placed upon the buildings fences other perma-
‘nent improvements, and crops and the amount necessary to be paid for the premums for such inaur-
ance " Insurance Code §§ 185395 and 1893 96 provade as follows ‘*Admitred snsurers are hercby
expresly auth to eater mta D of Veterans Affars wich retpect to
the furmishing of insurance caverng property bemg purchmed from mich depirtment pursuint to
Chapter 3, Divnion 4 of the Milieary and Vewerans Code or the Vetersna® Farm and Home Purchase Act
of 1943, at special rases and forms for mich insurance as are determined by the Director of Vererans
Affairs to be reasonable’ (§ 1853 951 *The use of such rates and forms by inurers pursuanc to such
agresments 15 hereby expresly permutted, and the provinons of Secmon 1852 are nor applicable therero *
(§ 1853 96) Government Code 11007 7 provades 1n part ““The procurement of insurance or oficial bonds
by any sute agency shall be subject to approval of the Department of Famance This section shall
not apply to {c) nsurance procured by the Department of Veeerans Affamrs under Divinion 4 of the
Milicory and Veterans Code ™

25ee 38 Ops Cal Aty Gen 92 concluding thar compeutrve bidding on iasurance tonracts covering local
public agencies 15 not required under general law

8See Lack + Western Losn & Bldg Co, 134 F 2d 1017 and Raplee v Prper, 3 NY 2d 179, 143 NE 24
919, 1involving distribution of proceeds under provimon r ring the purchaser ro procure insurance

equi
for vendor's benefit See, also, Note, 64 ALR 2d 1402, 1416, 3 American Law of Properry, § 1131,
n 17 (1952)
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‘The department’s rule requires that fire insurance be carried at least suffi-
cient to cover the department’s investment, to be procured from a company
signatory to the agreement with the department. The coverage required under
the instant contract goes beyond the technical meaning of “fire insurance”
set forth in § 102 of the Insurance Code and also, as above pointed our, re-
quires coverage of full replacement cost instead of merely the balance due
on the department’s loan.

However, although superficial reading may convey a contrary mmpression,
careful analysis will show that the rule (12 Cal. Adm, Code § 309, supra)
leaves to the department’s yjudgment the amount necessary to protect its in-
vestment and that the rule appears to indicate mimmum rather than maximum
requirements as to the insurance This being the case, we cannot say that
the requirement of “all physical loss” insurance—which includes fire n-
surance—and of full replacement value coverage under a policy with a high
limit comnsurance clause, violates the rule. The rule should be amended, of
course, to state more accurately and clearly the department’s requirements,

ITI, Performance by the Department Under the Master
Insurance Contract (Questions 2, 3, 4, 5, and 10)

This series of questions concerns the authonity of the department to per-
form the functions of ssuing certificates of insurance, paying losses to the
veterans and transmutting monthly coverage reports to the company together
with the premwums collected from which there are deducted the losses paid,
all as provided in the master policy.

It 1s suggested in question 2 that the department is solciting insurance
and, further, that the performance of the above-mentioned functions by the
department renders it a general agent of the insurance company. Apparently
the question presumes that solicitation results from negotiating the master
policy and then requiring the purchaser to carry full replacement insurance,
while the existence of a general agency 1s based upon the issuance of certifi-
cates to the purchaser and the filing of monthly reports with the company.

The question overlooks the cntical fact that the department, the legal
owner of the property, 1s insured under the master policy and, in accordance
with the apphcable statutes previously cited as well as the land contract pro-
visions, has required the purchaser to pay the premiums upon the insurance
which 15 placed with a designated company. Considered in this context, and
particularly in light of §§ 1853.95 and 1853.96 which permits wide latitude
in the form of the master policy, the department is attempting to protect
its (nterests as an msured and, therefore, 15 not sohiciting msurance.

Furthermore, the department 15 not a general agent by reason of the per-
formance of the above functions under the master policy, for a general agent
n strict legal phraseology is one having the discretionary powers of his prin-
cipal mcluding the powers of accepting or rejecting risks.> Agan, under the
master policy the relationship between the department and the company s
essentially that of insured and insurer. Coverage ts automatic, regardless of in-

4Cal Adm Code, Tutle 12, § 30° provides as follows “All propercies purchased by the department are
required to be covered by fire imsurance which, 1n the judgment of the departmeat, 15 sufficient to pro-
tect the depariment’s investment theren The policy covermg the propesty must be issued by one of a
£70up of insurance companies which 15 signatory to an agreement with the department It a5 the responti-
bty of the purchaser, at the time of purchase and at the time of renewal of »nsurance, to determine
thac the insurance covéring the property 1t adequate for hu prorection **

5See Gromm v Coyle, 6 Cal App. 24 203, Ins Code §§ 31 and 825 defimng msurance agent and § 1735
defining managing gencral zgent, Appleman, Insurance Law and Practice (1948) §§ 8691-3
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advertence in failing to issue a certificate, and 15 effective upon acquisition, of
the property duning the term of the agreement,

It is concluded that the department 15 acting neither as a sohciting agent
nor general agent and, since the functions described are being performed pri-
manly for the protection of the department’s interests, there 15 no require-
ment that the depattment be resmbursed or compensated as suggested m ques-
tion 3.

Simularly, the department 1s “‘transacting” insurance as the insured,’ by
executing the master policy, negotiating a land contract requning the pur-
chaser to carry the insurance narmng the department as beneficiary and issu-
mg certificates of coverage which denote the amount of insurance, premium,
expiration date and a brief restatement of the terms and conditions as pro-
vided 1n the master policy. Since the department 1s the insured and has broad
powers relating to the wnsurance, 1t can do this. In short, the certificate repre-
sents an exercise of that authonity expressly granted by §§ 987.2 and 987.4 (b)
and the land contract. In response to question 4, therefore, there 1s no neces-
sty for the department to be licensed under the Insurance Code 1n order to
perform these functions.

Question 5 asks whether or not the department can adjust losses withouc
a license under the B and Prof Code, p bly referrning to the
Prvate Investigator and Adjuster Act, §§ 7500 ¢f seq. of the Business and
Professions Code.

The employees of the department are performing functions which the
department has assumed under a contract which the statutes give 1t power
to make. Consequently they are within the scope of their official duty and the
licensing provisions by their express terms would not be apphcable.”

The final question (question No. 10) under this general heading 1s whether
or not insurance certificates can be 1ssued to 2 purchaser without payment of
a commussion to a resident agent countersigning the certficates, As previously
noted, §§ 1853 95-1853.96 indicate that the form of the msurance policy
covering the department need not conform to the standard form, provided
the form used 15 reasonable. The provision 1n the master policy providing for
sssuance of the certificates by the department does not require that they be
signed by local agents nor 1s there any requitement that a commussion be paid.
Since the purpose of the certificates 15 both to inform the purchaser of the
extent and cost of coverage and to provide records for the use of the depart-
ment and the company, such a provision authorizing their use without pay-
ment of a commussion 1s clearly reasonable within the meaning of the above
sections.

5 35 of the lasurance Code provides 15 follows
*“Teansace’ 2 spplied to insurance inctudes aay of the following
2) Sohecitation
“(b) Negotanoas prelimaary to executian
“(c) Execution of 2 contract of insurance
*(d) Transiction of macters subequent to cxecution of the contrace and armsing ouc of 1t *

7§ 7522 of the Busness and Profesnons Code provides wn part as follows
This chapeer does ot apply t

by Aa offcer or emplopes of che Usiced States of America, or of chus Siate or 1 political subdrie
aion thereof, while such officer or employes 15 engaged 1n the performance of his official dutses
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IV, Interpretation and Effect of the Renegotiation
Praovisions

The effect of paragraph 18 of the master pohcy ® is the subject of inquicy
in questions 8 and 9, first as to whether a new premum rate would constitute
a new contract and require that it be opened to other bidders and secondly,
whether rate changes apply retroactively.

It has previously been noted that there 1s no formal bid procedure required
mn negotiating the terms and conditions of the master policy and, thercfore,
even 1f the rates were renegotiated and a new contract were found to exist,
there would be no legal obligation to advertise for formal bids. It 1s concluded
in answer to question 8 that there 1s no requirement to adveruse for bads.

Frnally, question 9 15 determuined upon the basis of the intent of the parties
as expressed in the master policy as to whether the renegotiation provision
applies retroactively, to certificates 1ssued in the previous years. Paragraph 18
of the master policy does not expressly provide that the rates apphed to prop-
erty insured under a previous schedule, as evidenced by the 1ssued certificate,
are to be altered in accordance with the renegouated rates. Moreover, para-
graph 12 of the master policy suggests that the rate on property covered by
ceruficate 1s not subject to change. That paragraph reads as follows:

“Upon expiration of this agreement and the Master Policy, the certificates
or other evidences of insurance issued under said Master Policy shall remain
full force and effect unul the date of expiration as shown n such certificates
or other evidences of mnsurance.”

Thus, it 15 concluded that the parties to the master policy did not intend
that renegotiated rates would apply retroactively, a construction which re-
cently was adopted following the reduction in rates under the rate negotiation
made on December 1, 1961.

In view of the conclusions reached herein as well as the conclusion of 38
Ops. Cal. Atty. Gen 107, the master policy executed between the department
and the insurance company on December 1, 1960, 15 2 valid contract, enforce-
able 1n accordance with the terms and conditions thereof, as to loans made or
insurance commencing after the date thereof.

Srmgr.ph 1% of the master policy provides as follows
At the end of each twelvemonth period of thi agreement, the company shall have the oprion of

teviewing sts experience under dhus agrecment, and all races shall be subject to renegouation and revision
by agreement of the parcies bereto
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LETTER OF TRANSMITTAL

AssemMaLY, CALIFORNIA LEGISLATURE
SACRAMENTO, January 31, 1963

Honorable Speaker of the Assembly
Honorable Members of the Assembly
Assembly Chamber, State Caprtol
Sacramento, Caltfornia

In accordance with the provisions of House Resolution 361(g) of the 1961
Regular Session, your Commuttee on Finance and Insutance hereby submuts
1ts Final Report covering 1ts activities during the 1961-1963 interim.

On March 27, 1962, your committee published a prelmunary report on
three studies which 1t had concluded. These reports dealt with fire insurance,
land sale contracts, and Cal-Vet msurance. That report 1s hereby incorporated
by reference into this report.

In approving this report, Assemblyman Levering wishes 1t to be noted that
he dissents on subsections 2 and 3 of the conclusions section 1n the report on
prepaid health plans; subsections 1 and 3 of the conclusions section 1n the
report on check sellers and cashers.

While the Committee on Finance and Insurance 15 obligated to many per-
sons and orgamzations for the assistance rendered in the inquiries pursued this
past ntetim, we should like especially to express our appreciation to the Insti-
tute of Industrial Relations, University of Califorma at Los Angeles, for the
conference it sponsored on MNovember 29 and 30, 1962, which helped am-
measurably to crystalhze our study of prepaid, direct service health plans.

Respectfully submutted,

Tromas M. Regs, Charrman
RoNALD Brooks CAMERON, Vice Chasrman

PrrLrir BurTOoN RozerT T. MONAGAN
Jacr T. Casey Joun A. O’'CoNNELL
RoBerT W. CROWN Bruck V. Reacan
Ricxarp T. HANNA W. ByrnoN Rumrorp
Joun T. Kxox Howaro J. THELIN
RoBerT L. LEGGETT JErROoME A. WALDIE
Hazrorp K. LEvErRING GEORGE A. WiLLSON

[31



LETTERS OF DISSENT

AssEMBLY, CALIFORNIA LEGISLATURE
January 15, 1963

Hon. Taomas M. REegs, Chatrman
Assembly Fmance and Insurance Commitive
State Capitol, Sacramento, Califorma

Dear MR RErs I have read the report of the Finance and Insurance Committee
relative to check sellers and cashers and the section on prepaid health plans. In each
case, while I approve of the report on the whole, 1 have a minor objection which I
would like to set forth as part of the report

(1) In regard to the section on check sellers and cashers, I do not approve of
paragraph 3 1n the conclusions insofar as 1t mmplies the American Express Company
should be placed under the control of the Commssioner of Corporations. It 15 my
understanding that the suid company 15 under the regulation of the Superintendent
of Banks and that any competitive advantage enjoyed by the company could be
eliminated by rules promulgated by the Superintendent of Banks

(2) In regard to the section of the report on prepaid health plans, in the body
of the report there 15 a suggestion [p 34] that health plans developed through col-
lective bargaiming should be exempted from the proposed regulation. 1 strenuously
object to this suggestion because 1t places labor orgamizations 1n a privileged classi-
fication which 1s abhorrent to the concept of equality before the law. Whenever
regulation of any type 1s suggested, those who are to be regulated nacurally seek
to escape this control by government Therefore, 1t should be no surprise that Mr.
Ted Ellsworth, speaking on behalf of a labor union, argues that “any orgamzation
that contracts for service for its own members should be allowed to do so.” This
same argument could be made for the individual. The committee report goes on to
state somewhat gratwmtously, “that the nght to arrive at contracts freely found no
foes on the commuttee. . . .”” Thus 1s 1llogscal because, of course, the whole basis of
the report 15 correctly based on the premuse that regulation of contracts 1s justfied
n order to avoid fraud and abuse of people in an area as vital as cther health. There
1s no reason at all for a labor union to escape this regulation with the bland assump-
tion that somehow or other an orgamization 1s better qualified to negotiate than any
individual no matter how intelligent or well qualified such individual may be. It
would be f;\tal to any Control of heﬂlrh msurance or health Plans to exempt lﬂbor
umuons from such regulation In the future 1t 1s very probable and quite understand-
able that labor unions will be even more active in negotiating this particular kind
of contract.

Respectfully submitted,

Howarp J. THELIN

[4]



AsseEMBLY, CALIFORNIA LIGISLATURE
January 24, 1963
Hon~ Tuomas M. Regs, Charrman
Assembly Interrm Committee on
Emance and Insurance

Dear Tom: The business of check sellers and cashers 15 a private business
relationship based on profit to both the licensee and the agent, and both are
subject to 1isks. The State should not i my opimon enter or become a part
of a contractual relationship 1n which the risks volved should be covered
by bonding or ather means of security, and where the State as the third party
makes no investigation of agents that are selected by, and contracted with,
the licensee.

In plan words, the State should not become a “collection agency” for any
private business, based on the principle that the business s “clothed with the
public interest ** Most private businesses to some degree are “clothed with the
public nterest,” but on the above-mentioned basis, I dissent on the subsec-
uons 1, 2, 3, 4, 6, and 7 of the report.

Sincerely,
W. ByroN RUMFORD

[51]
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January 24, 1963
Hon. THomas REEs
State Capitol, Sacramento, Califorma

Dear Tom I am returning my signed agieement with the report of the
Finance and Insurance Commuttee.

In regard to the conclusions under the subject, Corporate Rughts of Stock-
holders, several additional comments would appear to be 1in order

The Standard Motels-FHacienda hearing brought out the interesting fact
that, even though present statutes require certan acts on the part of manage-
ment to keep shareholders informed, there daes not seem to be sufficient author-
ity vested in esther the Commussioner of Corporations or in the Departmeat
of Jusuce to enforce the law. I agree that this condition sheuld be corrected
by legislation I also agree that this 15 a matter which should approximately
be placed under the jurisdiction of the Department of Justice rather than the
Corporations Commissioner

T personally believe that, when promoters of a corporation receive promo-
tional stock 1n a new ente1prise as a part of their compensation and when they
pay 1n no money or tangibly valuable assets for this stock, that they should
not be permutted to vote that stock until and unless they have fulfilled the
conditions fdr releasing the stock from escrow. Otherwise the promoters have
a built-in operating control and can effectively freeze out the stockholders
who have put in all of the real, investment money

1 fully agree that the commuttee should give full consideration to the fact
that only a munute number of corporations are guilty of violation of the
principles of adequate disclosure of mnformation to stockholders It 1s properly
set forth that harsh legislation which could damage innocent management
must be avorded.

T agree to the rest of the report without specific comment

Sincerely,
Bruce V. Reacan

(6]



CORPORATE RIGHTS
OF
STOCKHOLDERS




Tc 1s a well-established concept ot law that the directors and managers of
a carporation must promote the inteiests of its sharcholders as well as the
corporation, per sc. The statutes and case law of California hold that a cor-
poration’s officers must, as fiduciaries, act 1n the utmost good faith and are
responsible for derehiction of their stewardship ?

The Assembly Commuittee on Finance and Insurance has 1 historic iterest
i the problems of investors, Fot that reason Charrman Rees, taking note of
what had become a virtual crescendo of complants against 2 group of four
California corporations, ordered an investigation mto the curcumstances of
that matter and the general state of the law.

Before discussing the particulars of that mquiry, 1t will be uscful to surey
the setting.

1CE Walfwny Ddlton, 24 C 2d 878 (1944)



I. Introduction *®

Since the great managerial revolution took place in the United States we
have been confronted with the fact of widely dispersed ownership of corpora-
tions through the possession ot stock shares in small amounts by nullions of
people—many of them wage earners. As & generality 1t may be observed that
corporate ownership consists of a spht base. a few holders of large blocs of
stock whose financial interest 1n the affairs of the corporation mmpels them
to work 1n concert with one another to make decisions (e g., naming the
board of directois and management) for the entire corporation versus a large
number of relatively small stockholders The former may own a majority of
the shares and direct the destiny of the corporation unchallenged or they may
eveén own a 7"[770'“‘)’ Qf tl’le Shﬂres bl'lt‘ becﬂllse Of thc very levemge u’lherent
1n preponderant nterests, they can outmaneuver the more casually interested
(or, better, less informed) majouty. In their celebrated study of this phenom-
enon, Berle and Means commented:

the usual stockholder has little power over the affairs of the enterprmse and
his vote 1s rarely capable of betng used as an instrument of democranc control
The sepaiation of ownership and centrol has become virtuallv complete The bulk
of the awners have in fact almost no control over the enterprise, wlule thase in
control hold only a neglyuble proportion of the rotal ownership ®

If 1t 15 accepted that publicly owned corporations ought to be governed in
the same manner as political democracies, then two fundamental principles
follow

Furst, shareholders must be kept apprised of what is going on in
their company. An investor has the right to make an informed judgment
as to the use of his money, he has an nterest 1n lus 1nvestment which he
cannot intelligently protect if he lacks adequate news as to success or falure
of management’s plans To this end, Calitornia law provides that sharcholders
shall be provided annual financual reports unless by-laws provide otherwise.*

Even the exception here underscores the second principle—that share-
holders must be periodically given the opportunity to express their
sentiments on the operation of their pany and hip on their
board of directors—since a voice in the formulatwon and revision of the
ground rules of the corporation 1s imphed. The cruciahty of this principle 1s
so obvious as to tequire no elaboration. Agun, state law mandates that cor-
porations afford stockholders an opportumity to make themselves heard ®

The crash of 1929 prompted the federal government and the state legis-
latures to recogmze the altered state of affairs and a drive got underway to
re-write the “rules of the game™ to msure that small, less-informed investors

£ This duscussion 15 based, to a significant degree, an Dealings af Drreciors and Officers With Thur Corporstion

and Ms Shar holders bv Carl W Barrow, and Shar.bolders’ Actrons Agarnst Corporafions by llartley Fleisch-
mann 10 Adisszng Califorms Business Enderprises, Berkeley (1958)

l.qduiph A Berle and Gardiner C Means, The Modern Corporation and Prsvate Property, (New York, 1932)

‘Corpauuons Code § 3006 { “The board of directors of every stock corporation shall cause an annual report ta
be sent to the shareholders not later than 120 days afrer the close of the fiscal or calendar vear, unless by-laws
exprenly dispense with such report™) Tralics added §§ 3007-3010 supulate what 13 to appear n the
annual report

8 Coeporanions Code §2200 f sef §2200 staues “an annual meenng of sharehofders shafl be held 2r 11 o'clock
i the morming on the first Tussday of Apnl in cich ysar at the principal ofice of the corporatian, unless
2 different tume or place as provided 1n the by-hws

[o]
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were adequately protected. The most outstanding product of this legislative
ferment was the establishment of the federal Secunties and Exchange Com-
mission
The laxity of state Jaws led Congress i the 1930% o adopt legislation providing
more adequate protection to investors in those areas where state statutes and the
common law had proved largely meffective Under this legislation, a fhigher stand-
ard of corporate disclosure 15 imposed wupow corporairons with shares bsted an o
national secursiies exchange, public utlity holding companies and therr subsidiaries,
and mvestment companes These categories of corporatons are now rugurred
o file with rhe Securities and Exchange Cormmussion annual and orher reports and to
keep the mnformation up to dare”

Onc device that found wider acceptance during this period was that of
cumulative voting which has been mandatory 1n Cahforma since 1879 [Cur-
rently found in Corporations Code §2235]. It may be said that thus provision
of the law 1s designed to make 1t possible for small shareholders to name therr
spokesman (or, if feasible, spokesmen) to the corporation’s board of directors
‘The device permuts the shareholder to concentrate all hus voting power (deter-
mumned by the amount of shares he owns) on voting for just one candidate for
the board five times rather than diluting 1t by voung for five—assuming that
to be the number of directors.

But, of course, there must at least be a meeting. If the management does
not see fit to comply with §2200, the law provides thac sharecholders may take
the iitiative.” But there’s a formudable obstacle The group must number
at least one-fifth of the total voting power in the corporation! While
this qualification was obviously designed to forestall capricious harassment
of management, 1t should require no great exercise of the imagination to see
that 1t rases an surmountable hurdle to disorgamized dissidents of limuted
means who may want to act promptly to protect their investment 1n the face
of dissipation of 2 company’s assets.

It was to meet this contingency that Assemblyman Charles B. Garngus
introduced Assembly Bill 2836 at the 1961 Regular Session of the Legslature.
This proposal provided that any “publicly held” company # not subject to
regulation by the Securities and Exchange Commussion would be oblhiged, sub-
ject to the discretion of the Corporations Commussioner, to render quarterly
and annual reports to shareholders as well as conduct annual meetings Viola-
tion of this law would have been 2 misdemeanor and the commussioner could
seek a court injunction to force comphance.?

Although A.B 2836 was not opposed in commuittee hearing, 1t was defeated
on the floor of the Assembly on June 6 The bill was crticized by the Cali-
fornia Bar Association, the Califormia Manufacturers Association and the
Investment Bankers Assocration Most of the criticism apparently was con-
cerned with definitions and scope as well as some musgiving about empowering
a state official to act in an area traditionally left to attorneys mn private
practice.
mn Lattin and Richard W Jennings, “caser and mafersals on Corporatsons,” (Chicage, 1959) p 536

Emphass added
7 Carporations Code §2202
&Defined 25 any company with 100 or more sharcholders, beneficiaries, or members of record Banks, trust coma-

Panies, savings and leaa wnsurance and wnduserial loan

companies were excluded
9 This digest does not pretend to cover every fearure of the bill
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A legislauve struggle 1s seldom waged over an anticipated difficulty or a
fancied injustice. Before an answer can be found there must first be a demon-
stration of a problem.

II. The Hacienda Motels

In 1947 arucles of incorporation for Standard Motels, Inc were filed with
the Califorma Secretary of State and “The Hacienda Affarr” was born By
December, 1952, the promoters (Warren Bayley, Chairman of the Board and
“Chief Executive Officer,” and Rupert E Wilson, President) had sold enough
stock and raised enough money to construct and open for business the Fresno
Hacienda Motel. Apparently the enterprise was an instant success and all ind1-
catons are that the motel, which includes a restaurant and convention hall,
has made profits for the corporation ever since Deducing that “one good turn
deserves another,” Bayley and Wilson successively bmilt motels in Bakersfield,
Indio and Las Vegas In cach casc new coiporations were formed, m other
words, those persons ownmyg stock m Standard could e\pect to profit exelu-
stvely from the Fresno Hacrenda, and so on '° Despite this fact, Messrs Bayley
and Wilson conceived the grand idea of having the Fresno operation “mother”
the others In the light of grievances registered by mnvestors there 1s grave
doubt that this scheme would have won the approval of the public shareholders.

Despite the seeming success of the four motels, complamnts about mabihty
to obtamn concrete information from the officers began first to trickle and
ultimately to pour in on the Division of Corporations in 1960, 61 and ’62.
The complaints followed a strikingly uniform pattein  although the motels
were doing good business, the price of stock—bought at §1 per share—was
sagging to as low as 20¢, requests for mformauion were met with evasion or
procrastination 1f they were answered at all. Moreover, many investors were
surprised to Jearn that the brokerage firm of Bayley and Wilson would not
repurchase stock at par value despite “what the salesman said >

Although the exercise 15 somewhat tedious, a perusal of the following ex-
change of correspondence provides a far more vivid illustration than a cap-
sulized summary of the exasperaung attempts made by so many investors to
obtain information upon which to make a judgment.

June 27, 1961
Mr R E Wilson, President
Hacienda Motels
333 S Glasgow Avenue
Inglewood, Califorma
Dear Mr Wilson-

The last communication received by me, and ssued from your office regarding
Las Vegas Hacienda, Inc stock was dated May 16, 1960 T have checked with other
stockholders and found this to be true in ther cases, also Therefore, T am requestng
the most recent report sssued by the Board and the current financial statement,”

I will appreciate your immediate response to this request, as well as information on
the necessary steps to dispose of this stock

Very truly yours,
Donald E Sheeler
617 Strub Avenue
Whituer, Califorma

10 At this commutree’s public hearing on Ocrober 17, 1962, Bavley confessed—to a chorus of guffaws from
sharcholders 1n attendance—that by “oversight™ an interest of ten percent in cach of the nther three cor-
porations was not lusted on the books of Standard Motels

1 Emphasnis added
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Hacienda Hotels-Motels
Marn Office—133 Sonth Glasgow Arvcaue, Inglewood 1, Calitorna

Jume 28, 1961
Mr Doundld E Shecler

Dear Mr Shieler

I am real sorry that up to datc we hate not sent out a reporf or fivancial fignies
on the Las Vegas Hacienda but it s expected that financial figures and other mfor-
mation wdl be suni fo all stockholders cerfarn 1 the near future. The snformation
should be 1ory enconragng and entightimag ™

Yours very fraly,
LAS VEGAS HACIENDA, INC
R E Wilson, Presifent

Tuly 3, 1961
Mr R E Wilson, President
Hacienda Motels

Dear Mr Wilson

Your letter of June 28th has been recerved and it 15 noted that a report on Las
Vegas Hacienda 15 expected in the near future However, please permit me to call
your attention to the three requests, agamn, which were included in my letrer of June
27, 1961

1 would appreciate a copy of the latest report issued by the Board, the most cur-
rent financial statement and the necessary steps to dispose of the Las Vegas Hacienda
stoch My current interest 15 not an expected report or the future Your immediate
response 1 requested

Very truly yours,
Donald E Sheeler

TJuly 12, 1961
Mr R E Wilson, President
Hacienda Hotels-Morels

Dear Mr Wilson

Please refer to my letters of June 27th and July 3, 1961, in which 1 asked for cer-
tan information concermng the Las Vegas operation To date, 1 have recerved nothing
and 1t 1s believed tmo weehs 15 more than a reasonable period to wait for the requested
intormation

A letter, dated May 16, 1960, from Warren Bayley, stated a report was bemng
prepared as of November 1959 and this would be forwarded for the intormation
of the sharecawners™ This report, or subsequent reports, have never been reccred
and ¥ question the reason for failing to provide an annual report when requred and
requested

Your smmediate response 1s requested

Very truly yours,
Donald E Sheeler

1 Emphass added
38 Bmphasis added
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July 24, 1961
Mr R E, Wilson, Presdent
Hacienda Horels-Motels

Dear Mr Wilson

It has become apparent that you do not wintend ro acknowledge my letters or pro-
vide the information requested in recent letters I 2m disappointed 1n the fact thac
an executive of a large organization refuses vo extend the conrtesy of answermg a
reasonable requesc

It 15 learned that other stockholders have also been ignored and I have therefore
contacted the Division of Corporations for the State of Califorma I would bike to
rall your attention to Scction 3003 of the Corporations Code You will find that you
are required to furmish annual reports to shareholders, as well as permutting the exam-
nation of books and records ™

I believe you will find that reasonable notice has been given and your response by
return mal 15 requested

Very truly yours,
Donald E Sheeler

July 27, 1961
Mr Dandld E Shecler

Dear Mr Sheeler

I bave recerted your lettors of July 12 and July 24

On Juns 27th, you wrofe us and 1 enclosed a thermo-fax copy of our reply
Because I bad sent tins reply to you, I did not think tt was mecessary ta reply
to your letter of the 12th and 24th of July”

You can be assured that yust as soon as the mfarmation 15 atalable, st will be sent
to ull stockholdurs

Yours very truly,
LAS VEGAS HACIENDA, INC
R E Wilson, Prestdent

February 13, 1962
Mr R E Wilson, President
Hacienda Motels

Dear Me Wilson-

Well, Mr Wilson, last June I requested the most recent report and curcent financaal
statement of rhe Las Vegas Hactenda You stated this information would be
wssued 1n the near future and “panted™ 2 very encouraging and enlightemng picture
Today I'm sull awmting this encouraging informatwon

Mr Wilson, once more I'm asking for the information which I onginally requested

1 The latest report mssued by the Baard

2 The most current financial statement

3 The vecessary steps to dispose of the Las Vegas Hacienda stack

Da you, or do you not intend to send 1t?

Very truly yours,
Donald E Sheeler

15 63003 15 concerned exclusively with the sharcholder s right of This does not, however diminish
Mr Sheclor's righe to demand a report
16 Emphasis added

3—T.-3908
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March §, 1962
Mr R E Wilson, President
Hacienda Motels

Detr Mr Wilson®

Please reter to my letter of February 13, 1962 in which I asked several questions
May I bave the courtesy of your answer?

Very truly yours, Domald £ Sheci
ona celer

May 22, 1962
Mr Warren Bayley
Hacienda Las Vegas Hotel
Las Vegas, Nevada

Dear M Bayley

I am writing to vou personally since I have been unable to ger any response o my
questions from Mr Wilson in Inglewood I appreciate that you have more umportant
considerations but your lutters in the past have indicated a sincere anterest in share-
owners and this 15 important to me

Our purchase of 100 shares of Las Vegas Hiciendr in 1955 was small 1o proportion
to the whole operition 2nd most likely 1n your eyes this i sull small However, as 1
teacher and to our fanuly this represents a tair amount of money At present we are
preparing to send two youngsrers to college and are drawing n our fences, so to
speak, to make the nccessary arrangements We understand the long range possibilities
of chis stoch but the money 15 6f more Jmportance to us now

Your consideratien mn advising how we mayv scll our shares and what we might
realize from the sale will be singerely appreciated

Very truly yours,
Donald E Shecler

HACIENDA
On the Fubulons Sirsp—Las Vigas—Nevada
May 22, 1962
Dear Mr Sheeler

Mr Bayley s prescutly sn Washmgion, D C so I am tulsng the opportumty of
answerimg your recent letfcr
We are ceriamly pleased that you are one of oar share boldvrs
We nnderstand durmg Mr. Bayley's last visst beire that a letter to all stock
bolders 1s i the offug.
When Mr Bavley returns 1 udl certamly gave bum your Ieitir
Sncerely,
Drck Taxlor
General Manager

On October 3 Mr Sheeler wrote the commuttee’s consultant enclosing the
foregoing correspondence. He 1cported that be stdl bad not recerved a veply
from Mr. Bayley Since 1t began its invesugation of this affar—parnicularly
subsequent to the public heaing—the commuttee has recerved mnumerable
telephone calls and approsimately 80 letters As indicated previously, the let-
ters, in varying shades of grammar, state much the same complaints, The
Division of Corporations, i a repoit ptepared for the commuttee, estimates
that there are 150 letters n ats files It also states that Standard Motels has
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not held a shareholders’ meeting sunce March 6, 1954; 1 the Bakersficld, Inmdro
and Las Vegas coi porations have never beld meetmgs ot all

It was mn the hght of the cvasive and obviously disingenwous treatment
being accorded people who had in good taith bought stock m the several
Hacienda corporations that Charrman Rees deternuned thae a public hearing
was mn the public interest,

HI. The Hearing

On October 17, 1962, the commuttee convened in public hearmg at the
State Bulding 1n Los Angeles.

Extent of Public Stock Sale

Commussioner of Corpotauons John G Sobieski summarized the extent of
public subscription to Haciend1 shares as follows Standard (Fresno) Motels—
$3,000,000, Bakersfield Hacienda—31,350,000, Indio Hacienda—in excess of
$1,000,000; Las Vegas Hacienda—$1,320,000, Since there 15 substantially
overlapping ownership by the public, 1t 15 impossible to determine from the
availlable mformation the exact number of persons who weie divested of
$6,350,000 but the Division of Corporations estimates the total to be 12,000.
In each of the coiporations the shares owned by the public exceeds the aum-
ber held by the controlling interests However, as might be deduced from
the discussion 1 Section I (supra), given the dispetsal of shareholders '" and
barring a superlative proxy campaign by dissidents, 1t 15 not likely that Mr
Bayley and hus associates *® are in immunent danger of losing their contiol.

Action Against Broker’s License of Wilson & Bayley

On Febiuary 28, 1961, the Dwvision of Corporations inutiated action against
the biokerage hicense of Wilson & Bayley, the instrument though which the
promoters rased public funds for their motels. Supervising Deputy Comumus-
sioner Irving F Frelds told the commuttee the division’s aims and the outcome:

We knew that Wilson and Bayley, which was a brokerage cancern and was licensed
to do business as a brokerage concern, was pnmanly handling the Hacienda securities
and no other securities For several months we discussed this mateer to
determune whether or not these indviduals should be entitlid to wngage n the busi-
ness of brokerage concerns i that they were not acting w a cipaaty far to the
shareholders of corporations which they [controlled 7 After much delberation, we
deternuined that 1t was better to ger these people out of busmess than permut them

0 A mecting was atvempred on November 26, 1955 bur had to be sdjourned for lack of a quorum While this
mught sugsest b of imterest on the part of mvestors 1t should be noted that te has anly been since 1959
that public uwncrs have had cause for apprehension

17 The following fetter trom a lady m Elkhart Induana, not only demonsirates the duspersal of sharchelders but
evinces 2 well the degree vf 1nicsement sophistication possessid by a number of insewtors  Dear Sir | am
alio 2 thareholder «n this Hacienda Motel Corp I fove been tramg to aet bach my money of 3636 2 Mr
Richard W Marthes ralked me wnto buying $6%n of shares he buide 1t up so he said o invest my money n
Haesenda 25 at paid 8 to 10 per ct interest wstead of leaving 1t tn a bank for 1 or 4 ct merest ind 1
would start te get 8 per ce afrur 30 diys so far | did nr even get 3 punney besides, | ashed for a refund
in May or June 62 a5 1 needed the monev very badly as mv Sister passid anay and mn motha who 15 94
yes old 15 i the Hospueal very ofl and may go any day now She didn’t have wnpthing [ have 1o help pav
Bulls of hers 1 am of and hive on a vecy small Scc Sec of §%4 2 month Vweot o Me Marthes and
Mr Bayley but did nu good he said thes were butlding some mor. Mutels and all the moncy %15 1ed ap
bue would stare cominy 1n soon and would pas dis soon but T hare not hesrd trom them since 1 have
all the letters and papers from Hacienda 1s there any chance of me fotung ms maney Thet had 1o since
May 9-1999 1 jusc dont know what to do ”

18 As of Septembec 1960 the ofivers of Indio Hacwends were Warcen Bazlev, chairman of the board, Rupert E
M lson, presdent and director, John G Rankaius vice president and directar, Lecay § Curtes, vice prosi-
dent and dircior, Jobn A Mendozn, secretary-treasurer and director, Melvin § Crum, dircctor, and Charles
R Bruckman direcror 1t 1s believed chese gentlemen consmitute the boards of durectors of the ather corpora-
sions as wel
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to engage in business, even though it mught 1n some wav have 2 detrimental effect
on the Hacienda stock which was outstanding
also, T ought say, we thought probably, if we could puc chis kind of pressure
on the brokerage concern, we might get them to comply with the law in furnishing
annual reports and holding annual meetings
Well, the resnlt was that we did not exert any pressure and we were not able to
get the annual reports and the annual meeungs. The accusaton was prepared and
served [but] before the date could be set—these thungs take a conmiderable
length of time because of certmn procedures tor getting 2 hearing officer—the time
for renewal came about and they did not file an application tor renewal Conse-
quently, the accusation was no longer effective

In his appearance before the commuttee Warren Bayley took occasion to
comment on this affair;

MR BAYLEY 1 do not believe, spesking of Wilson and Bayley as a brokerage
company, chat an action was brought agmnst Wilson and Bayley It 1s my under-
standing that an action was brought aganst one of the salesmen when he wished
to renew his license and this caused an awful fot of investiganion by the Commis-
sioner of Corporations’ oftice, all of which, when it got doun to it, cam. tu nothing
bocause I dow’t beliere they found anything If they bad, they would bave told us or
brought some procuedings, 1 do suppose w

CHAIRMAN REES They did it was the afidavit that I was quoting from

MR BAYLEY Agunst the company®

CHAIRMAN REES Yes

MR BAYLEY 1 am not famibar weth e .

Mr. Fields was able vo rebut Mr. Bayley’s contention, ponting out that
while an agent {John Rankaitis) was mentioned 1n the accusation, the action
was aganst Bayley, doing business as Bayley, and the division was given a
statement, signed by Warren Bayley, on March 3, 1961, 1n which the accused
expressed a demand for a hearing.

Failure to Hold Annual Meetings

Comnmttee members were httle more successful 1n obtamming concrete, un-
equivocal answers from Mr Bayley than were snvestors. At several junctures
during the questiomng of that gentleman attempts were made to discover
why there have been no annual meetings of Hacienda shareholders, The fol-
lowing exchange 15 the closest anyone came to getting an explanation:

CHAIRMAN REES You sy that there have been no stockholder meetings
held of the Las Vegas Hacienda nor of the Bakersfield Hacienda, nor of Indiwo
Hacienda Now, why 1s that—even though it 15 mentioned 1n the code that there
should be [meetmgs]?

MR BAYLEY I endeavored to give you some idea of the problems that we had
in Las Vegas These problems, even as of today, are not all solved for the simple
reason that our agreement of purchase that we entered into wich the msurance com-
pany has not been carried out on their part We didn’t know whether this concern
was gowng to live mnto "§9

CHAIRMAN REES So because of this one underwriting you have never called an
annual meeting? You have never had a report gomng out to your stockholders?

MR BAYLEY No This was not—I didn’t bring that from the standpoint of
the—of the reports, yes This 15 the reason and now our reports are flowmg and
flowing well However, comung back to the stockholders’ meetings upon the thing
this was the question ot the hours i the day We were bang attacked on the one
hand, we couldn’t get the deed to the property On the second hand, we were being
atracked from the awrplane end of 1t and we finally lost our case, having taken 1t
complcr;ly to the United States Supreme Court We lost ic on the tenth of Sep-
tember

1 Egnphasis added
% The macter of the airplanes will be discussed below
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CHAIRMAN REES You didn’t feel the stockholders would wnderstand your
problems and they might cause 2 lot of trouble—or what?

MR BAYLEY “Dudn’t feel the stochholders would—", no, it was a—T haven’t
yet had it confirmed

Mr. Rees, although sidetracked by the witness' meanderings, returned to
the point when Mr. Bayley touched on management’s decision to switch from
a 40-year to a 25-year depreciation schedule for Fresno Hacienda which, of
course, reduced the amount of funds available for dividends

CHATRMAN REES Shouldn’t the stochholders be asked about this decision®
MR BAYLEY Well T referred that to our attorney who, T bebeve, says thur thus
15 the duty of the boird of directors

» - . B

CHAIRMAN REES Instead of saymg, “should we go to a meeting of the stuck-
holders once 2 year and explan the plans that we have for Standard Motels, Incor-
porated,” [you seem to say,] “Let’s go to our attorney and find out if we can just
g0 to our board of directars?”

MR BAYLEY ¥ell, I believe it 1s the dutv of the board of directors, and this 1
what they are there for I am real sure that when Mr Blough rased the price ot
stecl, he didn’t go to every ane ot the stockholders ot US Steel | think this was
something for the board of directors to do It 15 in the normal business of the board
ot directors

CHAIRMAN REES US Steel, though, has a stockholders’ meeting every yeur,
and 1f anyone wishes to form a protective assoctation they cam, at the stockholders
meeting give intention of that and ask guestions of minigement

MR BAYLEY Right They can And so can they in this, because there are
our annual stockholders’ meetings—we will have them all the way down the
line from now on. [Laughter ] But we—1I don’t see where 1t 15 50 funny, but evi-
dently—f (15 a joke, good ™

The current counsel for the Hacienda Corporations,” John E Anderson,
told the commuttee that his firm felt that Mr Bayley has not tulfilled his
responsibilities, “We advised hum of that We will continue to advise him of
that, and we hope to get lum to agree that this should be done. T' think he
has already set the date for the next stockholders’ meeting.” Turning to that
gentleman M1 Anderson snquired, “Mr. Bavley, would you like to name the
date so that some of these people here can be advised of 1t* [Silence] We
will follow it up n wnting ”

Intercorpovate Loans

The Las Vegas Hacienda opened for business in March of 1956 but was
soon in distress because, according to Bayley, 115 gambling casino (the “Lady
Luck”) could not operate for lack of a hcense from the Nevada Gaming
Control Board As the gentleman put it, . . . running a hotel m Las Vegas
without a casmo—bemng the natute of the town—vyou cannot get any busi-
ness.” Mr. Bayley told the commuttee that he formed Casino Operations, Inc ,2*
when, after seven months delay, another party was unable to obtain a gambling
lscense, and opened the casino. Later, because “We were the last hotel out on
the strip and we had no clentcle to draw from whatsoever” 1n the winter,
Mr. Bayley and lus associates conceived the sdea of purchasing a fleet of air-
B Emphass added
TMr Bayley's trequent references to the aduice of “counsel” as (he basis for his actions and mactrms were

not directed st Mr Anderon This gentleman onlv Licely became the atcorney far the corporatia s
8 Mr Bavley stared that he owns 82 percent of Casinn Operations because At the tme this teinectian went

theough thete was a rule 1n che Gaming Control Boird that no more than 50 people would partupate
on a license ”
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planes to fly customers to Las Vegas on what has become the celebrated
“Hacienda Champagne Tour ” 4

Investigations by Division of Corporations personnel indicate that funds to
support these ventures came from the other Hactenda corporations A report
rendered by therr auditor on April 14, 1961, stenuzes nearly 40 questionable,
inadequately expluned or indecipherable loans, negoniations, etc. Samples are:

1 ‘In the Board minutes of 6/22/56, Mr Baylev, an officer, stated thar the
Wallace Moir Company had been able to secure a 31,000,000 loan commitment on
Fresno Hactenda (Standard Motels. Inc ) subject to a 1% commussion fee payable
to Wallace Morr Company He also stated this matter of borrowing $1,000,000 was
brought before the stockholders’ meeting ot 1954 and approed at that mceting
However, the minutes ot the stockhiolders meeting on March 6, 1954, did not men-
tien such approval »

2 [Re Las Vegas Hacienda] “The Board munutes of 3/25/56 contuned a cer-
tificate of Mr Wilson as an excerpt from minutes, resolved that corporation guarantec
repavment of an 1mount not exceeding $100,000 00 by Jacob Kozleft to the Bank
of Nevada (Mimnures reterred to [were] noc sn the minute book ) A similar certifi-
cite was w Standard’s minute book *

3 “On 1/15/58, the Board auchorized borrowings of not to exceed $550,000 00
from the Bank of Nevada At this meeting, the names of directors present included
Mendozt, Rankaws and Chedester Howcier, in a lettor duted 7/12/56 jrom Atturney
DeSuntss to Baner, it stated that these directors had risigned on 7/11/56 as the lquer
lhicense ordinance of the locality requires thar at least 50% of the directors be local
residents Tl lefe Wilson and Baylev as the oaly remaining direccors Daied Zenoff
and Jake Kosloff, local residents, ware dlected as directors which sausfied che ords-
nance requirement Soon thrcaftor thise fuo dircetors resigned and theer resignations
dated §/7/56 were i the mmute book ”>

The record needs no belaboring. Mr Bayley conceded under questioning that
more than $1,000,000 was siphoned from Standard Motels for the benefit of
the other corporations This, ot course, was in hne with his concept of the
Fresno Hacienda being a ““mother hen” to the younger corporattons. Yet this
1s a philosophy which apparently was evolved without consulting shareholders
whose financial interests palpably were at stake Whle there 1s no law aganst
corporations lending money to individuals or other corporations and this com-
nuttee hardly would recommend such a prohibition, it 1s unthinkable that a
corporation’s management would embark upon such a course undertaken by
Messrs Bayley and Wilson without at least informing shareholders of a pohcy
which very possibly would directly collide with their expectations of profits.

An iromc postscript to this discussion 15 provided by a statement pu:port-
edly mailed to all Hacienda mvestors on June 1, 1962, in which Wairen Bayley
disclosed that since June of 1959 "vour company” had been attempting to
consolidate all the corporations mto one entity with the object of expanding
into a mationwide chan In part this statement says:

Negotiations were completed 1 the first part of 1960 with an eventual expansion
program of fifty additional Haciendas Van Alstyne, Noel & Companv were the
prime underwrizers but, atter months of effort, tound it impossible to get other
brokers to parncipate because one of our hotels 1s located m Las Vegas, Nevada
Repeated efforts have been made since that nme to cumbine just the California
Hacrendas into this program but to na avail Now Zhat cntire project has beew abun-
doned, we feel free to pass this and other information on to you without fear of
breaking Federal regulations™

 Participants 1n the “champagne tour * enny entertainment at the New Froncier Hotel as part of the ‘pack-
age " Ths hotel 1s 97 percent awned by Mr Bayley He solemaly assured the commitice thar are touriscs

are sinc to the New Frontior for room accommodations wnly when the Las Vegas Hacienda 15 Full

5 Emphasis added

2 Emphavs added Commissianer Sobueskr told the cummittee that, as a former attornev for the Sceuricies and
Exchinge Commistion he hnew ot no reyulation which sould prohibic a company trom furmshing annual
repucrs 1 ves sharghol ders even though 1t 15 negoraning with underwricers
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Hacienda Shareholders’ Association

On March 16, 1961, a group of roughly 30 dissatisfied holders of stock m
the sundry Hacienda corporations met 1n Sacramento to see what action they
could take to protect their interests. As a resulr, the Hacienda Shareholders
Association was born 7 with Donald L Courtright, who owns and operates
a dental laborato1y, as its president. With the Herculean task of removing the
present directors of the Hacwendas as its princtpal objective, the association
obviously had to win the cooperanion and financial assistance of the great bulk
of the other public stockholders, yet, with only a scant hst of 40 names to
begin with, the insurgents faced quute a dilemima With the current manage-
ment mamfesting bald distrust and mtransigence,®® the association has been
compelled to undertake the arduous, mtricate and expenstve course of court
action Legal counsel was retained eatly in the going and a perrmt to form a
protective assoclition was sought from the Corpotations Commussianer.?
The aforementioned dilemma consists of the fact that the small wumber of
dissidents—nonc of whom are partrcularly afinent—incuried substantal costs
at the very outset in then effort to veach simularly-mnded shaicholders so that
the funds {o pay those very costs, as well as costy subsequently to avse, conld
be defrayed!

Tt has been asserted that 1ecourse now available under the law 15 substantally
adequate, Counsel for the Investment Bankers Association of America, Cali-
forna Group, has pownted out that when a corporation fails to render the
report on 1its financial condition shareholders representing at least ten percent
of the stock can petition for such a statement and, farding that, can obtain
a court judgment awarding $10 for each day—and to each shareholder—that
such failure continues, up to 2 maximum of $1,000.% Counsel suggests that
“consideration mught well be given to applymng the somewhat more rigorous
sanctions which presently apply to [this] falure to furmsh financial state-
ments to the fatlure to hold annual meetings.” 51

Attorney Richard Clements, counsel for the Hacienda Shareholders’ Asso-
ciation, pomnts out, however, that the preceding couise goes wide of the mark
in that 1t merely provides for a penalty—it does not compel comphance with
the law even though 1t muakes noncomplance expensive. Thete are further
objections. (1) as we have seen, gettung ten percent of the aggrieved stock-
holders together usually 15 an expensive and time-consunung task; (2) attor-
ney’s fees for the plaintdf must be paid from the maximum penalty of $1,0005
(3) judicaal proceedings can be protiacted by agile attorneys for the defend-
ant, (4) defendant corporatron’s directors may very well find 1t to be i ther
tnterest to pay the penalty—even vepeatedly—rather than comply with the
law and 115k losing control of the corporation

Problems With Other Corporations

While 1t would be correct to assume that this commttee’s primary interest
has been 1n the Hacienda corpoiations, 1t 1s quute clear that problems of dis-
regard for public shareholders’ rights are not confined to this case—although
1t 15 the most egregious example in recent California history.

2 Furmal incorporation foliewed on Avgusc {1, 1961

28 0n March 21, 1961, a tape recarder which astociation representatives were using Ko tramscribe the nimes of
other sharehulders on the carparations’ books was smashed by Mr Bayley who also saw fic to furcibly eject
the insurgents from the Inslenood offic,

2 The permat »as granted on November 17, 1961

#0 Corporations Code §3015

L Letter from Philip § Greyory to Thomas M Rees, November 1, 1962
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Mr. Fields, who has been with the Division of Corporations for 15 years,
filed with the commuttee 10 other instances of fadure to comply with Cor-
porations Code §§2200 and 3006. He notes that the companies cited did not
constitute the entire record but were only those firms which he and his asso-
ciates could readily recall (This record does not go back beyond 1955.)

Mr, Fields reports that . . usually the failure to furmish annual reports
or furmsh nformation ndicates in a substantial number of cases that the
company 1s 1 a bad financial condition and 1s 1n 1mmnent danger of bank-
ruptcy.” In these cases, the sole sanction presently avauable to the diviston—
refusal to permut further sales of stock—is useless. On one occasion, counsel
for a corporation said that the firm was involved in a bankruptcy proceeding
and a report would be furnished shareholders when the company was released
from junsdiction of the court. Mr. Fields logically points out that “The 1nter-
est of the shareholders 1s such that they should have been advised of the pro-
ceeding by an annual report or an interim report so that they could protect
their interest 1n the proceedings. As shareholders they would not be listed
as creditors and would not receive notice from the Bankruptcy Court
of the action pending.” 3*

The firms which Mr. Fields cites are:

. Automation Engincering Corporation

. Fremont Valley Development Corporation
Pacific Fasteners Corporation

. Precision Craft Electronics

Holloway Qutdoor Advertising, Inc.

. Matson Electronics Corporation

. Cardinal Instrumentation Corporation

Green Dollar Nurseries

Woolstone, Inc.

. Delamart, Inc.

N A T

—

IV. Conclusions

As nferred earlier, members of this committee over the years bave par-
ticipated i wmnvestigations of various investment frauds and are therefoie wary
of wdifference both to the letter of the law and to the concept of full dis-
closure and honorable business dealings. The committee is concerned only
where the law is demonstrated to be ineffectual by virtue of its flaunt-
ing and the fact that tens of thousands of varied corporations sell
stock and deal with sharcholders in California in full and even zealous
compliance with the requirements of the law is itself eloquent testi-
monial to the fact that only a comparatively infinitesimal fraction of
businessmen warrant legislative concern.

1. The fact of overwhelming compliance with the law 15 proof that legis-
lation ought to be built on the concept of action against lawbreakers rather
than on the 1ationale of requirtng compliance only of real or suspected male-
factors In either case the “shotgun™ approach 1s rejected, but the alternatrve
“rifle” approach of pinpointing msdeeds 1s best advanced by establishing a
mechanism for specific action against specific violators rather than promulgat-

= Emphasis added
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ing rules for application to great numbers of corporations, then providing for
exemptions to “winnow out” the companies which pose no problem.

2. Testimony and documentation taken by the commuttee in 1ts investigation
points up the need for enabling legislation to permit imtiative and intervention
by goveinment attorneys to secure comphance with the Corporations Code
The concept of placing the burden wholly on aggrieved investors to secure
their nights by acting m concert through the courts has been made an anach-
romsm by the revolution in stock investment which finds small, frequently
unsophusticated wnvestors widely disperesd and unable to orgamze swaftly
enough to protect their inteiests

3. Since there 15 now a Business Law Division within the Department of
Justice concerned with problems of violations across the board, so to speak;
since this agency has developed a capable staff possessing the necessary ex-
pertise; and, finally, smce there already exists the precedent for mtiative by
the Attorney General in matters of corporate law under Corporations Code
§4690, thuis commuttee recommends that the Department of Justice be en-
trusted with the responsibility of interveming 1n actions to secure the estab-
hished mghts of corporate shareholders On the basis of the record, we are
confident that the department will not be a party to harassment; that 1t will
take action only where 1t 15 clearly demonstrated that complanants have a
true and meritorious cause of action.

4. 1 h as the yuence of an action brought under Corporations
Code §4690 1s now confined to dissolution of a corporation and since this
would constitute a Dracanian solution to the problems dealt with 1n this report,
there 1s 2 need for less drastic remedies for the causes cited in that section.33

§. The Comnuttee on Finance and Insurance favors legislation specifying
the discrenionary power of the Attorney General to imitate proceedmgs in
behalf of the public m the event of fhe abuse of corporate privileges, some
examples of which would be,

a. Non-compliance with any provision of the Corporations Code, articles
of incorporation or by-laws of the corporation.

b. Conducting business activities 1 violation of the Penal, Civil, Financial,
Insurance, or Business and Professions Codes

¢. Conducting business with insufficient capitalization.3*

6. The relief which the Attorney General should be empowered to sedk for
the aforementioned violations should include.

a. Order of the court to perform duties prescesbed by the Corporations
Code, articles of mcorporation, or by-laws of the corporation.

b. Permanent mjunction agamnst illegal conduct (1 ¢, violations forming the
basis of the complant).

c. Removal of one or all corporate officers and their replacement by officers
approved by the court.

d. Removal of one or all corporate directors and therr replacement by
durectors approved by the court.

e. Dissolution of the corporation.
®The onen e (2) The corpocation bas snoudy offndsd apunst ny provinon of i sutues relatng

(b s abused or usyrped corporate privileges or puwers
o e et eton b ot any provison of o et of el i wadbe e T powend
of fortature of corporate existence *

3 1n those cases where mimumum capitalization 1s nor specified by law the deternumation 15 to be made by the
trizl court
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7. Finally, the commuttee recommends enactment of legislation stipulating
that farlure of a corporation to make application for a permut to sell secunities
under the Corporate Securities Law mote than 120 days after filing articles
of ncotporation with the Secretary of State shall constitute grounds for the
dissolution of the corporation upon swt by the Atrtorney General

While theie 1s a body of historic fegal precedent which grants powers to
the Attorney General as a parcns palisac, the commuttee deemns 1t necessary to
expressly set forth and augment these powers Legishition to ymplement the
foregoing findings 1s included in the appendix to this reporr

#3Ct Rusenue and Tavation Code 23§71
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It might be saxd that the Finance and Insurance Commuttee’s investigation
of the nature, status, extent and modus operand: of direct service, prepad
health plans began i earnest when Assemblyman Ronald Brooks Cameron
reported on his one-man subcommittee’s study of health insurance on Decem-
ber 5, 1960. He disclosed

Complaints have come to this committee which indicate thac there 15 a cer-
tan amount of musrepresentation, and n some cases, doubt as to whether or not some
of the health plans can duiver what they promwse In 1972, the Natwnal Healdh
Plan 1 Los Angeles cantracted for hospitahzanion for a consumer group, but had ne
way of delnvening such services If there is dissatisfaction or a camplaint concerming
such a health plan policy there does not cxist anv agency that has power to act and
the buyer’s onlv recourse 1s through legal action’

Mr, Camercn noted that there was some sentiment for placing health plans
under the jurisdiction of eicher the Department of Insurance or a new gov-
elnment agency

Three months after the Cameion report was made publc, freshman Assem-
blyman John T. Knox introduced Assembly Bill 2083. A causal connection
between these two events should not be inferred as the purpose of the Knox
bill lay 1n another direction ® A B. 2083, in substance, would have required
every nonpiofit organization whose purpose 1s to distribute the cost of health
services by means ot aleatory contracts to file various schedules of rates and
services with the Insurance Comoussioner for fus approval. The bill specified
that the commissioner should not approve any rates which he found to be
excessive or discrinunatory ® AB. 2083 was constdered and drscussed n several
hearings of the Health Insurance Subcomnuttee and finally, because of vigorous
opposition, was set aside for interim study.

This measure, then, in addition to the Cameron report, laid the foundation
fer a thotough inquiry into health plans in the 1961-1962 interim,

Before discussing the findings of that investigation, however, some attention
should be given to the history of health plans, therr role in veluntary coverage
today and their legal posttion

1 Asseanbly Tulersm Commnitee Reports, Vol 15, Na 24 (1980} p 11

4 [he precarsar of the hnox proposal wis Senate Bill 100 (Randnlph Collier) of the 199 Regular Sessson The
Collier bl failed to win the approval of the Senate Commuttee on Insuranie and Financil Institutions

T These tests are apparencly bormwed from the McBride-Grunsky Act (Insurance Code §§1850-1860 3) which
governs the rates of insurers This act modities * discriminatory™ by preceding it with * untarly” and also
adds the crizerion o} “unreasonable” (1 ¢ 5 106 low)

[241



1. The Growth of Health Plans in California *

Healing 1s a matter of time, but it 1s
somedumes alse a matter of apportundy
HIPPOCRATES

The origin of prepaid health plans in California has been craced back as far
as a century ago when fraternal organizations, assorted nationabity groups and
certain labor unions promoted burial societies to meet mortuary cxpenses The
validity of cost-spreading as a principle to be apphed to the recurning financial
burdens of medical care gradually became apparent over the decades and this
prompted the burial societies to add sickness benefits.

One of the oldest health plans still in evistence 15 the French Hospital Assa-
cuation (Socrete Francane de Brenfasance Mutuelle de Los Aungeles) which was
founded n 1860 as a “mutually benevolent, protective assoclation” and bwilt
its firse hosprtal 1n 1869 °

Impetus to development of medical and hospitalization indemnification
arrangements has been attributed to the enactment, in 1911, of the Work-
men’s Compensation Act. And during the Progressive Era the Legislature,
acting m concert with Governor Hiram Johnson, adopted and referred to the
electotate 2 consttutional arsendment to establish a system of state medicine
to be financed through taxation It was rejected 1n the 1918 election.

Although growth dunng chis period was markedly gradual, by 1930, ex-
cluding railroad workers, nearly 50,000 employees werc participating in group
plans by which they secured medical service for non-rmdustral mjurwes and

ordinary dlness n return for payroll deductions According to Murray
Klutch

These figures escluded perhaps an «qual number of pecsons covered by the steam
ralroads of this State Qur of a total population of 57 mulhion 10 1930, of whom
approvimately 24 million were gamnfully employed, an estmated minuscule of
100,000 persons in Califorma therctore had svme form of prepmd health coverage®

1930, then, provides a useful “bench mark™ by which to measure progress
in health plan development for, as opposed to the hesitant growth in the first
70 yeass, health plans have farlv burgeoned since the Great Depression As
Mr Klutch observes,

the unemployment and wage reductions of the thirties. the clamor tor com-
pulsory healih nsurance, and the awakenng reahzation by the medical protessiot
that the costs of medical cire would no longer be met solely through the provision
ot charitable services vr reduced fees led to the wide recogniton that new methods
had to be found to finance the costs of medical care Thes unrest and acceptance of
sacral change gave rise to the development n the late th.rties and early forues of
hospital and surgical prepayment programs sponmsored by hespital associations and
state and county medical socteues ®

The Hospital Service of Califorma (Blue Cross) was spawned mn 1936
through the leadeiship of the Alameda County Medical Society. The Kawser

4 This sevtwn leans sery heavily vn 3 paper delnered by Murray Rlutch, Director of Reserrch for the California
edieal Association, ar the Conference on Regulition of Prepard Health Plans ac the Unnersity of Califorma,
Los Angeles, on November 29, 1962 The Committee 15 greatly indebred to Mz Rlunk for permission to
quotc from hus paper extenstscly
“Leteer from Ronald J Davev administrator, to Assemblyman Rees May 17 1962
& Pieece Walliams, The Purchase of Mudscal Care Through Fred Perwdic p.,mm {New York 1912) p 94
Op ot
80p at

25}



26 AssEMBLY INTERIM COMMITTEE REPORT

Foundation Health Plan may be said to have gotten underway in earnest in
1938 when the Kaser o1gamization, which had established an ¢d boc medical
faciity while building an aqueduct in the California desert ealy in the
thirties, undertook the construction of Grand Coulee Dam in Washington,
The fust Blue Shield plan in America was launched in February 1939 by the
California Medical Assocration when 1c established California Physicians’ Serv-
e’ The precursor of subsequent forms of medical groups was Ross-Loos
which was formed 1n 1929.

During the war years of the forties, when ceilings weie 1mposed by the fed-
eral government on price and wage incieases, labor concewved the idex of
pressing for “fringe benefits” in contracts with managements. ‘Thus, the now-
extenstve health and welfarc funds were born and they constitute today a
significant share of health plans in exastence. As a side note 1t may be observed
here that the spurt of medical- and management-tspired plans mn the late
thirties, capped by the emergence of health and welfare plans produced
through collective bargaining largely inspired Governor Earl Warren’s advo-
cacy, m the postwar period, of a comprehensive prepard health program for
all Californuans.!® Although Gavernor Warren’s proposal failed, 1t produced
the byproduct of an Unemployment Compensation-Disabihity program ! (dis-
ability insurance) which plays a major role today by covering roughly 4,000,-
000 employees. The UCD piogram has been cited as a major reason for the
fact that the percentage of Californians covered by Blue Cross health insur-
ance and the assorted plans falls short of the national percentage.

A faurly recent phenomenon (Le, 1n the past six years or so) has been the
emergence of health plans which have been primanily concerned with selling
to the public-at-large through advertising in mass media and house-to-house
canvassing which the older plans have not found necessary This type of plan
evidently has capitalized on the widespread discussion of health msurance for
the aged which has been in the forum of public debate since the passage by
Congress of the Kerre-Mills Act and the drive to enact President Kennedy’s
“medicare” program.

II. Health Plan Coverage Today

According to the most recent and authoritative survey of health plans in
Californsa—that of the Califorma Medical Association '*—~the number of
pecsons covered by some type of health service (re., Blue Cross, California
Physicians’ Service, and “muscellaneous plans™) lies somewhere between 4,000,
000 and 4,250,000, Insurance companies, on the other hand, provide coverage
for roughly 6,500,000 Californans Since Blue Cross (1 e., the Hospital Service
of Califormia and the Hospital Service of Southern California) is technscally
msurance,’® however, and since this report does not deal with insurers, Blue
Cross’ estimated 2,090,000 insureds should be added to the insurance category,
thereby reducing the larger figure for health service-covered Californans to
2,160,000. Keeprng n mund that these fignres are approximations, the per-
centage of the population covered by health plans today would be 13.7
© The unveling of Blue Crass and Blue Shield 1n this period quite Likely has some vonnevtion with the strong,

theugh losing, vate given 1n 1936 to a propostiion sumilar to that of 1918
1014 has been frequently nated that one defect 1n_employ ee-oriented plans is the tendency to 1sol1te trom coverage

persans not w the labar marker (e g, retired persons who have mever cnrored coverzze}

TLUCD provides benetuts for sickness and rajuries sustained by o laved as well as for
1 B:;:—.\s: l:l“K:xean:h and Planming, Cahifornia Medical Association, A Study of the Financing aud Provision of

Medical Care 4n Colsforma (San Francisco, 1962), ¢
1 Lnzurance Code §§11491-11517
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The great bulk of people enrolled in health plans or insuted by disability
carriers obtain then coverage through group plins—and these by virtue of
theirr employment A study made by the Division of Labor Statstics and
Research, Department of Industiial Relations of 200 group plans in 1957
provides one index to the major carisers,

PERCENT OF
CARRIER/PLAN FMPLOYEES
Insurance companies _ __. [, - - eaee = B3

Blue Cross - - .- - 16
Kaer Foundation Health Plan -
Calforma Physicnny Service.. -
Blue Cross and CPS jomtly. -
Direct payment or partial pryment by pl:m -
Other combinattons of carriers . . _. R

100

Since the preceding survey only covers worhers whose plans stem fiom col-
lective bargamning agreements, 1t would bc erioneous to assume the same
breakdown would obtain for other employees. For example, proportions of
State employees’ options, as of January 1, 1962, were: ™

PERCENT OF

CARRICR/PLAN EMPLOYIES
Insurance compantes _ __ - 336
Cahtornsa State Emplnyees Assn —CPS 311
Kauser Foundation Health Plan. 146
Blue Cross—CPS . - 112
Ross-Loos Medical Group . _ . _ I
Physicians and Surgeons Assn - 13
Foundations .
Other - 35
100

While 1t 1s not complete, the hist of existing plans appearing 11 the CMA
Report 15 the most compiehensive extant Among the §3 plans are sprinkled
the names of many evincing a union coloration (e.g , Amalgamated Meat Cut-
ters and Butcher Workmen, Local §63; ILGWU Panel Plan; Teamsters Local
94 Health and Welfate Plan) 1lluscrating CMA’s conclusion that “The most
common method by which these plans are financed 1s through Health and
Welfare Funds ™

Confusion can easily anise as to the primary source of funds u.d to finance these
benefitcs It mught be mterpreted as coming from the employer, however, sinie col-

lective bargaming has been centered wn fringe bemefics i recent years i lieu ot
wages, 1t rughe also be considered as an employce contribucion

Be that as 1t may, of the 40 plans responding to CMA’s query, it is definutely
established that in 20 percent of the plans the major financial contibution
comes trom the individual member. If the contention of labor 1s accepted and
the welfare fund plans are thrown in, the peicentage of “member as major
soutce of financing™ goes up to 60.

To summarizes 137 percent of Californans wre covercd by bealth plans;
the vast majority are members of @ group avangement, the preponderance of
gronp plans are establnhid on the basss of employment (and usually constitnte
a “fringe benefit” of the job), and mr most cascs, the employee makes a con-
fribution—if not the major share—toward the cost of coverage.

3¢ Source Califorma Physicians’ Service, Rescarch Department
35 CMA Report, p 37
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As to the relationship between plan and practitioner, CMA concluded.
The estimated number of physicians who participate 1n providing service 1n these
vanpus plans 15 approxmmately 3,500 to 4,000 Many of these physicians are
prmanly engaged m individual or partnership types of private practice and are
usually remunerated on a fee-for-service bams The most common remuncration for
parncipating physicians in group pracvice 1s on a salary basis Salaried physicians
iclude those physicians who are members of medical groups Generally, when a
medical group participates 1n such a prepzyment program, it 15 remunerated on the
basis of capitation payment This capitation payment may be based on (1) the
number of persons enrolled in the plan, or (2) nember of persons actually treited
by the group In some of these plans, provision 1s made to cover pavment for services
rendered by non-participating physicrans ‘The payments may be based upon a schedule

of indemnities, the physician’s usual and customary fees, or on a prederermmined fee-
for-service basis ™

In closing this section it mght be well to take note of certain conclusions
reached by the American Medical Association’s Commussion on Medical Care
Plans, as published in the AMA’s Journal 1n January, 1959

1 Closed panel, direct service, plans have not replaced other forms of med-
acal care plans, but have sumulated some of the other plans to increase ther
coverage.

2. Lay admumstrators, solely, direct the activities of a small percentage of
plans. Admaoustrators who do not realize the Linutations of thewr wmedical
knowledge may mierfere with the proper performance of a plan and lower
the quality and quantity of medical care rendered.

3 It 1s increasingly evident that a trend 1s developing among some spon-
sors of plans and among some plans to require as 2 condition for enrollment

that each member of a group be given a choice of more than one plan 1n the
community

I Legal Status of Health Plans

From the standpont of State regulation, health plans exist 1n a vacuum.
It 15 true that all plans known to this commuttee are incorporated under the
General Nonprofit Corporation Law ¥ but 1ts provisions for regulation and
survetllance are mote dlusory than real, especually since the Supieme Court
has held that the language of §9201—which 1s concerned specifically with
health service organizations—"1s permusstve and not mandatory 1

A simulanty between health plan coverage and disability insuiance has been
seen and this obviously accounts for this commuttee’s interest in the matter
For years health plans have performed many of the services, and operated in
much the same manner, as insurers, yet they have not been obliged to comply
with the many provisions of the Insurance Code nor with the regulations and
orders of the Insurance Comnussioner

In 1946 the issue came to a head when the Insurance Commusssoner, Mayn-
ard Garrison, attempted to impose his authonity on the largest health plan,
CPS, and was, in turn, the object of a sutt. In a legal nulestone, Associate
Justice Edmonds, 1n behalf of the Califorma Supreme Court, observed that
*it 18 3 matter of common knowledge that there 1s great socuial need for
adequate medical benefits at a cost which the average wage earner can afford
to pay.” '® Then, turming to the point in dispute, the Court sad-

18 CMA Report, p 3

1 Corporations Code §§9000-9802

18 Compleiz Sertice Bureas v San Dicga Connty Mrdml Sacity, 43 C 2d 201 (1954)
0 Cuisfarnsa Physicrans’ Servsce v Gorrssom, 28 C 2d 81
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The business of [CPS} Jlacks one essentaal element nccessary to bring it witlun
the scope of che insurance laws, for clearly it assumes no msk Under the provisions
of the contracts or group agreements, 1t 1s 2 mere ageat or distributor of funds Tt
does nov promuse the beneficiary members that it wall provide medical care, on the

contrary, “the services which are offercd to beneficiary members of CPS are
offered personally to said b by the prof 1 t of CP§ * The
professional member 15 compensated for bis services soldy from the fund created by
the monthly ducs of the beneficrary members Srated n terms of mnsurance,

all risk 1s assumed by the physicians, not by the corporation, hence the only effect
of requiring comphance with regulatory statutes would be to compel the acquisition
of resurves contrary ro the established method of operation ™

The court, then, has [aid great stress on the question of whether the plan
(or any such plan)—as such—assumes any hazard or rsk. But the court
found a “more compelling™ 1eason for determining CPS not to be insurance

The question, more broadly, s whether, looking at the plan of operation as a
whole, “servace” rafher than “undemnify” 15 s prancspul vbject and purpose Cerramly
the objects and purposes of the corporiuion orgamzed and mamntaned by the Cali-
forma physicians have a2 wide scope wn the field of social service Probably there 1s
no more impelling need than that of adequate medical care on a voluntary, Jow-cost
basis for pecsons of small income The medical profession unuedly w endeavoriag o

meet that need Unquestionably this 15 “service” of a high order and not “indem-
it
niey

Before passing on, an observation of Chief Justice Gibson who concurred
mn the opinion solely on the basis of legislative ntent, should be noted,

The true test 1s not the character of the consideration agreed to be furnished, buc
whether or not the contracr 1s aleatory in nature A contract sull partakes of the
nature of insurance, whether the consideration agreed to be furnished 15 money,
property or services, If the agreement 15 aleacory and the duty to fucnish such con-
sideration 15 dependent upon chance or the happerung of some fortuttous event In
the present case, the agreement s to make payments to member doctors for medical
services to the beneficral members, and the duty to mahe such payments ts obviously
dependent upon chince of the happening of a fortustous event, since the necessicy
for the services, and also for the agreed payment, 1s dependent upon the members’
sichness or acaudental injury

Io sts 1941 regular session the Legislature enacted §593a of the Civil Code
which subsequently was transferred to the Corporations Code as §9201
(supra). This eventually gave rise to a dispute for, as we have seen, §9201
1s spectfically addressed to nonpiofit health plans. The San Diego Medical
Sociery contended that the enactment of §9201 constituted legislative intent
that all health plans be mcoiporated under the provisiens of that section
Specifically, the society asseited thar Complete Service Bureau ** was engaging
mn the lay practice of medicine [because the physicians practiced medicine as
a corporation as opposed to the method of operation utiized bv CPS]. that
CSB was engaging in fee-splicting [because a lay admumstrator directly and
indirectly profited trom the corporation’s 1evenue]; that “commerciahization”
of medicine was part and parcel of CSB’s plan of operation {because 1t so-
licited memberships from the gencral public], and that CSB’s adverusing was
musleading

The 1ssue eventually went before the Supreme Court and the conclusions
reached by that body have been crucial to those helth plans which deal with
the public-ac-large, On July 9, 1954 the court, n a 5-2 decision, sustaned
#Itd , p 905 Emphasis added
BThd ) p 869 Emphans added

Bibd , p 8H
2% Subscquently renamed San Dicgo Heslth Associztion
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the lower comt’s ruling i favor of CSB3' Fust, the contention that all
health plans must incorporate under §9201 was tejected. Secomd, the court
was satisfied that CSB’s doctois weie not interfered with in their practice by
CSB’s lay people. Thnd, the bureaw’s atrangement with its adminstrator to
provide 2 percentage of each member’s fee was upheld on the basis of allow-
able cost for operation and overhead, Fumrth, the court ruled that CSB had
not violated the hallowed ban ot the medical profession aganst “cappers”™ or
“steetets” (1e, persons retamned by doctors to refer patients to their offices)
because 1ts advertisements and solicications promoted the orgamization and
not 1ts physicians As to the charge of misleading adverusing, the court re-
viewed each exhibit and found aganst San Diego Medical Society in cach
mnstance

The general statements made relative advertismg assusances of Complete
Service Bureau seem somewhat tortured, yet it 15 impossible ro comment on
the ponts in controveisy without having the particulars at hand., Let it
suffice for the purpose of this 1epoit to note that the Complete Service Bureau
case has constituted “‘the law™ for health plans selling to the general public
since 1954

IV. The Committee’s Investigation

To conduct the mquity mto health plins (as well as certain other related
matters) Chairman Rees appomnted a Subcomnuttee on Prepaid Medical Care
with Asesmblyman Ronald Brooks Cameton as chairman and Asesmblymen
John T Knox, Robert T. Monagan, John A O’Connell and Howard J. Thelin
as members. The subcommuttee conducted two public hearings ** With respect
to health plans, the primary wnterest of the subcommuttee has been in those
plans who emphasize public solicitation but, as we shall see, there have been
other matters (which would affect all health plans) of concern

In the interest of brevity we shall cite several cases which have come to
the commttee’s attention in the course of its tnvestigation, In different ways
these cases show mn what tespects the activities of health plans have aroused
concern. The names of the complainants and of the plans are wichheld lest the
presumption anse that the plan is hereby indicated ot condemned by the
comnuttece The committee’s interest is primarily with the problems
indicated below rather than with the merits or demerits of specific
plans, It should also be pomnted out thac the commurtee does not necessarly
accept o1 agree with the viewpomnt of the complamant, it 15 mportant to
note what assurances, guarantees and dlusions given or fostered by those so-
heiting memberships animate the consumer to choose a particular plan as well
as the subsequent experiences which occasion disatfecion

A. One §55-year-old widow who 15 a diabetic commutted herself to 2 mem-
bershp agteement mn one health plan on the salesman’s verbal assuiince that,
among other things, she would be enutled to fiee medicme for her condition
(She subsequently discovered this was not so } The conditional sale contract
she signed categorically refets to the health plan 1s an “insurance company,”
alludes to “mnsurance” thrice, and the lme on which her signature appeats 15
4 For citation sue footnote #18
% The hearings took plice on Jinuacy 28 (i the Los Angeles dtate Building: 1nd Nesember 0 1362 (at the

Student Union on the campus of the Unisersity of Californin av Los Angeles)  Assemblymen Burton and

Rees sar with the subcommitioe 1 lanuary and Assemblymen Levering ard Mills—the latter at the special
wnnitation of Mr Rees —particspated an the Nesember hearms



FInNanNcE anD INSURANCE 31

designated “insured ” 2 Evidently more 1n 1gnorance chan in guile, the sales-
man executed an agreement which called for the complanant to pay $940
1n one cash installment for one year’s coverage

B A lady was solicited for membership 1n one plan by a salesman who had
general brochures on his person but did not “happen™ to have a copy of the
membership agreement. Although told that she would be entitled to 31 days’
hospitalization at no charge, this ady declined to commt herself unul she
saw an agreement. When she did, she discovered that the standard provision
on hosprtalization was an allowance of $18 per day,

C. A man reports that, within a few months of purchasing one yeat's cov-
erage 1n a plan, 1t went defunct In the interval s wife had given birth to
2 baby and $156 of benefits to which they were entitled under their member-
ship was not available. (The name of the principal in this plan, an osteopath,
recurs in conjunction with two other plans known to the commuttee ac this
time )}

D. A 69-year-old retied woman wha found her canverted Blue Cross bene-
fits madequate to her needs made a sizable down payment on a year’s covetage
in one health plan on the strength of television advernisements and salesman’s
explanation of coverage This party claims she was told that an X ray of her
gastromtestinal tract would cost “from $7 to $10 " She called the office of
the doctor assigned her and was advised the X-ray would cost $15. Following
the X-ray she was asked to pay $25 00; in response to her query the recep-
tionist explained that the fee was $35—"with $15 off.”

E An insurance agent who was excited about the sales possibthities of a
new Los Angeles-donuciled plan, but worred about the absence of regulation,
called this commttee to learn something of the plan’s 1eputation, Told that
the name was unfamihar, the agent volunteered to learn what he could of it
and “report back ” Two days later the agent related that he had attended an
indoctrination session for prospective salesmen, that the sales people weie told
to assure customets they would be entitled 1o “full coverage” despite the fact
that the plan provides only 20 percent of hospitalization costs and 50 percent
of surgery expenses.

F. A 70-year-old gentleman pad $190 for one years’ membership m a
health plan. Thirteen months later he underwent surgery and hospitalization,
m connection with a prostate gland difficulty, for which he was billed 1n excess
of $900. Although he was not at that tume ehgible for the full surgical bene-
fits offcred by the plan (1e., coverage for pre-existing toncitrons without
qualification), he was supposedly entitled to “some” allowance on the cost of
the surgery Before the complamant could establish what this meant, the par-
ticipating medical group which treated him withdrew from the health plan
and he was transferred to anothei 27 Efforts by the complamnant to establish
with the plan’s “director” the discount to which he was enticled merely re-
sulted 1n his beng referied back to the disaffected medical group’s ad-
mugstrator,

G A lady who was subsisting on $69 monthly UCD benefits as a result
of a nervous breakdown following the denuse of her husband responded to

 The commuttee has discovered thit whatever mixed sentiments exise on the part of the public toward nsure
ance companies, there 15 a confidence continually expressed in the staltity and ebltfy to pay of 1nsurers

2 Although the logic to physicians ts plain, 1t 15 bafhng snd exasperating to the complunant that he would
heve to undergo—and pay for 1n full—the same series of weves admumstered him by the orginal phvecisn
Because huis condition was now di bly * the 1. was enticled to no bunefie from
the health plan
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a newspaper ad offering to furnish descriptive bterature on a health plan
Whle the lady was under the heavy influence of a sedative—and therefore
scarcely cognizant of what she was doing—she was called upon by a salesman
for the plan. She relates she beard hus enplanation af the plan while seated on
her bed on which a sum of some hundred-odd dollars (her husband’s hfe
insurance) was Iying Following the salesman’s departure she found a receipt
for $92 cash indicating this to be the “cash sale price” of a year’s member-
ship. The complunant—who was i a near-hysterical condition when she
complained to the committee—also found a conditional sale contract which
showed she had paid $92 “down” on her “policy” and was obliged to make
10 installment payments of $8 10 each The contract refers to the health plan
as an “insurance company” and the lady in question as an “insured »* 28

One obvious charactersstic of many ot the foregoing cases 1s nusrepresenta-
uon by ill-infoimed, disingenuous or over-eager sales personnel Lest the con-
clusion be drawn, however, that this 1s the extent of the problem, 1t should
be borne 1n mind that, under Califorma law, an entrepreneur is substantrally
responsible for the acts of his salesmen Moreover, it should be clear from
several of the cases that management was fully as responsible for the illusions
fostered by the salesmin as the salesman humself.

At the January, 1962, hearing of the subcommittee some rather singular
testimony was extracted from the manager of 2 young Los Angeles plan, var-
1ously hknown as Los Angeles Health Association and North American Health
Association. Since the transcript of that heanng has been reproduced and 1ts
contents generally hnown, it would serve no great purpose to quote from it
at length here Suffice it to recall that LAHA’s manager could not even de-
scribe to the commttee in general terms the coverages avaulable in hus plan,
could not recall what conditions would entitle LAHA to cancel memberships,
could not remember whether certificates of membership provided members
contained all conditions of entitlement. could not shed light on the demuse
of Los Angeles Beneficial Sociery * although he adnutted to having obtamed
membership lists from its principal (Joel D. Neufield) whom he described as
one of the “oniginators” of LAHA, could not recall the names of LAHA’s
board of directors—other than himiselt and two sons—nor could he recollect
when the board last met,

Mr Thomas D Hodge of the Los Angeles Betrer Business Bureau pointed
out 1t the same hearing that the BBB “has no legal powers or authonty, so
that 1f a complaint, even though 1t’s meritorious, 1s disregarded, there’s nothing
we can say to theinjured partv except [to tell them] to resort to hngation.
.. 7 Mr. Hodge favored entrusting a govetnment agency with authority to
act against musleading adverntising as well as consider and evaluate complaints
clams service

A similar point was made at the November hearing by Assistant Acttorney
General Harold B Haas 3 Commenting that a “gap in the law” had already
been amply demonstrated 1n the course of the carmmittee’s investigation, Mr,
Haas noted that health insurance policies are examned by the Department of
Insutance and cannot be used prior to departmental approval He also noted

18 Thig 15 not the <ame plan as chat alluded to under A °

® Mr Ted Filsworth of the [nstitute of Industrial Relations, UCLA, restified at che January heario that the
Los Angeles Beneticial Society and the Union Labar Benefir I eague, 2ithough they advertized *‘non-cancellable *
memberships, went defunct because theie annual dues could aot support the benefits guaranteed

® Mr Hons 15 the Justice Department s ranking authority on insurance law and served far nine years 25 Assistant
Commissioner of Insurance
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that the department acts as “mediator” m disputes between nsurers and
nsureds,

when I was i the Insurance Department hundreds of such claims were con-
stantly 1n coursc of processing by what was then known as the Pelicy Claims Bureau
. and thousands of dollars of policybolders’ recoveries occurred annually
It must be understood chat there 1s no assertion here of intentional inequitable set-
tlements by insurance compames It 1s simply that with thousands of claims 1o proc-
ess among hundreds of insurance companues, buman nafure necessarsly affcets mdrord-
nal claims setil, and the ¢ ssioncr’s office affords the public an opporfunsfy
o obtfaris the analyircal and expert sdisce relafing to the mierpretation of the policy,
to direct ta the insurance companies’ attention provisions, clauses and rules which
can easily be overlooked by an adjuster passing on hundreds of such clams, and to
give the imurance company an opportumty to reconsider the clam in view ot new
or du‘;flercnt features called to 1its attenton by the msurance experts in the depart-
ment

Alluding to CPS v. Garrtson, the witness informed the commuttee that after
the Supreme Court rendered 1ts decision former Arctorney General Edround G.
Brown persuaded CPS to agree to let his office render the kind of service pro-
vided the public by the Department of Insurance.

A similar arrangement was entered into with [Kaser Foundation Health Plan] a
few years ago, but this has been less sansf:cmry smce the Kaiser contracts under-
take only 1 extraord lly spelled out, and
thewr undertaking 15 himuted to affordmg mcdxcnl service and hospital service at thewr
facihties Inasmuch as we were in no position to require them to afford more than
granted by their contraces and had no control over their practices 1n connection with
these contraces we have taken up very few marters with the Kaser organization
ssnce onr office is scarcely equipped wither to defermune adequacy of medical service or
to issue requsrenients as 1o thes contracts or sales practices™

Mr. Haas strongly emphasized that his comment m no way constituted an
attack upon Kaiser Foundation Health Plan But he noted, “it should be called
to attention that the total lack on the part of any State officer of the
power to question any of these contracts or practices makes it impos-
sible for me to make any statement either way. I just haven’t the
material,”

Mr. Haas went to the very heart of the matter when he observed that
ngury ot illness itself 1s usually a financial stram, leaving little funds avmlable
with which to press a court action aganst a carrier. [Where there 1s a con-
troversy over benefits for surgery and hospitalization 1n connection wath, say,
a duodenal ulcer, the insured or plan member not only has to find the money
to pay his medical bulls but 1uns the risk of developing still another ulcer from
the tenston and anxiety attendant upon such a dispute.] Furthermore, Mr.
Haas noted, *“The people who have these claims appear quite often to
be on an economic level which makes it impracticable for them to pur-
sue any remedy of any kind to secure a reasonable and impartial review
of the action by which they are deprived of benefits.”

The Kuser Health Plan was represented at the November hearing by its
chief counsel, Scott Flemung, who went on record as supporting legislation
aimed at fraudulent advertising, high pressure and misleading sales techmques
and deceptive contracts and cautioned that legislation should not go wide of
the mark, He had an additional suggestion

Another area which very hkely 1s appropriate for inclusion 1s some consideration of
mmmal standards for a direct service plan This 15 a very dihcult area because, if

31 Emphasis added
2 Emphasts added
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mummal standards are made too high, this can stifle construenive desvelopment On the
other hand, there 1s condunce, 1 belure, to support the conclusion that a corfan
nnamadl Iovel daes weed to be achicved befoie a program can fanly b offered fo the
public as constituting a direct servsce bealth care program

Followng, as 1t did, on the heels of a conference on regulation of health
plans, the subcommuttee’s hearmng at UCLA was enriched by the presence of
doctors, health and welfare fund trustees, labor and management representa-
trves, academicians, attorneys and, obviously, health plan officials In summung
up the “sense” of the conference, 1ts churman, Dr. John Beeston,3* noted
that the consensus of the participants was in favor of some form of regula-
ton; that certamn basic standards as to quality of service, facihties, personnel,
etc,, ought to be requited, that some requuement as to nurimum reserves
ought to be established so as to elmunate “fly -by-rught” operators; that full
disclosute of plan benefits, restrictions, exclusions, etc., ought to be promoted.

Representatives of labor suggested that plans developed through collective
barg:urung, singe they were the products Of SOPhlSthJted ﬂnd ﬂglle negotlatol’s
who knew how to protect therr own interests, ought to be exempted from
proposed regulation Speaking for O. I Clampitt of the Retail Clerks Inter-
national Unmion, Local 1442, Ted Elsworth aigued that “Any organization
that contracts for services for 1ts own members should be allowed to do so ™
The nght to arrive ar contracts freely found no foes on the commutree but
Chairman Cameron was apptrehensive that, 1f exemptions were pot phrased
quite meticulously, the intent of legislation might very well be negated. He
alluded to the unruly and preposterous situation that developed in the field
of “franchise Life insurance” and provoked legislation in 1961.%% Assembly-
man Knox shared this concern

Mr. Fleming, commenting that “there aie some surrounding issues relating
to conversion rights . . . to a forum for the consideration of grievances” sug-
gested that.

1t would be enuirely feasible to develop 2 concept of admumstracive discretion

to grant an exception in situztions in which the public interest could be protectid
without the full regulatory mechamism beng applicable

The distinction between thus position and that of Mr. Ellsworth Les in the
outright exemption written mto the law which the latter espoused 1n his
apprehension that a regulatory body would be oppiessive and meddling; Mr.
Fleming would rely on the presumed good sense of the agency rather than tie
1ts hands by statute.

As to the agency to be grven responsibihty, most discussion centeted on
the Department of Public Health Anticipating that sentiment would favor
this department, Chairman Cameron asked for the views of 1ts director prior
to the hearing On November 26 Dr Malcolm H Mernill wrote Mr. Cameron
as fﬁllOWS'

We recogmze the ymportance of the growth of direct service health plans to che
protection and advancement of public health 1n Califormia Like others, we have
wondered wherher the time nught be arriving for some rype ot regulition of these
plans In this connection we have considered our experience in the regulaton of
hospitals, nursing homes, laborataties and other direct health service activities Also,

5 Emphans added
8 Dr Becrton 12 an sssociace professor of presentie modwine and public health m the School of Mediwine and
an esciate professor i the School of Public Health, UCLA

CE Fruad Report of the Assembly Interim Comwiflee on Fimaure amd Iusnrance, Vol 15, No 25 {1960),
Pe 90-95 The reporr led to the enacument of Chaprers 698 and 718, Statutes ot 1961
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we have for some vewrs certified hospitals for pirticipation 1n the Califormn Blue
Cross Plans, using licensure of these hospitals as the standu

1E the Legislature should decide that sone regulation ot the duect service health
plans 15 desirable, we beheve that the Stue Department of Public Health s the
ippropriate agency to undertake the responsibality’ You may be weured shat we will
fty to cirry out m the public wirerest and to the best of aur bduy any reponsi-
biliey which the Legisliture assigns to us an this marter

The only formal expiession contiary to this view has been that offered by
A. B, Halvorsen, vice president of the Occidental Life Insurance Company of
California who expressed his beliefs in wutten form on November 27. Pref-
acing Ius observations by asseiting that his attrude was shared by the mnsur-
ance industry generally, Mr, Halvorsen argued that regulation of health plaas
by the Insurance Comnussioner “will assure the continued confidence of pui-
chasers of health care coverages in the financial stabihty and integuty of
voluntaiy health mnsurance ”

V. Conclusions

The commuttee on Finance and Insurance finds that the time 1s overdue for
closing the gap in the law on health plans While the {oregoing material shows
that the overwhelnnng majouty of Califormians who are todiy members of
health plans are not apt to be subject to the abuses which this report has
focused upon, 1t 1s manifest that those members of the public who have been
vicurmized and are about to be victimuzed are entrtled to better protection than
the law now provides them.

1, While prepud health plans are in many ways similar to wsurance and,
as Chief Justice Gibson has pointed out, do 1n fact assume the responsibrhiry
to meet future contingencies, the direct service feature that 1s becoming an
mereasingly significane factor calls for special consideration To assert that
health plan contracts constitute insurance, pute and simple, because of n-
demntfication features 15 analogous to insisting that porposes are fish simply
because they are found 1n the same environment

2. This commuttee therefore recommends that the dual nature of health
plans be statutonly recogmzed while percerving therr essence. thew aeal (or
professed, as the case may be) purpose n preserving good health and prevent-
ing 1}l health Thete should be created a Bureau of Heilth Plans within the
Duvision of Preventive Medicime in the Department of Public Health, which
bureau should draw upon the procedures and expertise of the Depaitment of
Inswance msofar as action aganst fraudulent representations, provisions of
contracts, licensing, mspection, standards of performance, and adjudication
of disputes 1s concerned

3. Since new ground 1s to be broken here and fmither, since the health plan
field 15 2 burgeoning one, the commuttee recommends the establishment of a
Health Plin Advisoty Board, to be composed of medical, public and health
plan members, to advise the Director of Pubhic Health

4. Enabling legislation to accomplish these objectives should be carefully
diawn so as to encompass all of the same species under the same regulatory
“tent ” The stnking paucity of authontative informaton on the extent and
character of health plans 1s itself argument for establishing munimum report-
g requirements Beyond thar, however, the Darector of Public Health should
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possess the discretionary authority to strengchen or slicken controls on health
plans, according to his best judgment, acting in the public interest.

5. It 1s particularly crucial that a device be found wheweby the public s
given reasonable assurance that a plan which offers “coverage through age 99
today will not evaporate tomorrow, consonant with the objective of all repu-
table plans to pare costs and hold to the minimum expenses so as to provide
health care at the lowest possible rate for subscribers The commuttee does not
at this time chocse to specifically recommend the mechamsm for achieving
these two ends, 1f s far better that the plans themsclves find the way Whle
care must be taken to always make 1t possible for new plans to enter the stage,
fou health is 2 commodity which has too few puiveyors, there must be guar-
antees that the glowing promises made to the infirm and the aged will not, 1n
time, turn out to be the cruelest deception
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The business of selling and cashing chechs (1e., money orders), apart from
the ancillary service traditionally iendered by commetcial banks, has grown
substantially in the past decade In recognition of the emergence of this kind
of company the Legislatuie 1n 1951 enacted the Check Sellers and Cashers
Law ! which established minimal checks and safeguaids in the public interest.
By the end of 1961 there were 17 licensees with 4,834 agents selling more
than $700,000,000 worth of money orders.

Tt has become increasingly apparent that the character and volume of busi-
ness now being done warrants stricter and better-defined legal requuements
and there particularly have been several proposals advanced in the past two
years directed to the stabihity of check sellers and their ability to discharge
their fiduciry responsibilities. In 1961 the Legislature was confronted with
three bills—AB 1009 (Cameron), AB. 1535 (Cameron) and AB 2307
(Monagan)—and c¢nacted one (AB 1535) At the Furst Extraordinary Ses-
sion of 1962 the subject of check sellers and cashers was agamn broached and
AB. 36 (Cameron) was offered. This bill, along with the two other 1961
measutes, was set aside for intenm study Since, all told, the three bills had
been given no more than 45 minutes’ study in commuttee, 1t was felt that an
exhaustive inqury at an mtenm commuttee heaning would enable legislators
to better undeistand the money order busiess and the problems to which the
bulls were addressed

On July 31, 1962, the Subcommuttee on Finance * conducted a full day’s
hearing in Los Angeles. This report 1s drawn largely, but not exclusively, from
the testimony, documentation and discussion at that hearing

2 Dhvision 3 (§§)2000-124033 of rthe Maaneial Code

2 The subommittee consisted nf Assemblymen fack T Casey, Rabert W Crown john T Aoox Rabere T
Monagan, Broce V. Reagan, Thomas M Rees W Ryrun Rumiord and Ranald Rrouls Camcren, Charman
Assemblyman Horold K Levering also partipazed

[381



I. Reporting Requirements

If a “key” to deficiencies in the piesent situation can be singled out 1t lies
in the ieffectuality of the reporting requitement ¢ As the Jaw now stands,
an agent (ordmarly a meichant) must remut funds to a licensee not later
than three davs following the close of the given business day i which those
funds are recerved. This sounds fine The trouble 15, 1t doesn’t work that way

Corporations Commussioner John G, Sobieski, who 1s responsible for licens-
ing check sellers and generally implementing the law, told the commttee that
an agent’s business is as subject to the vicissitudes ot consumers” whims as any
business, “. . [and s0,] if an agent gets into financial difficulties 1t’s a hetle
temptation for hum to be slow 1o ks remuttances ”

James F. Mulvaney, vice president of Umited States National Bank which
handles money orders of the Check Service Coiporation, testified that the law
should require more regular deposits on the pirt of licensees” agents.

Now you can say, “Why don’t the licensees make their agents do this?™ Well, we
try to, but when wne get real tough on these fellows and say “'We want a report trom
you every dav™ they sty “Fine, take your money orders There are a lot of other
people who are m tlis business that won'c be as tough as you are and well go ro
them ” So this hures us

1 think somec mandatory provision 1a the law 1s necessary 1 order to require that
everybody works on the same basss And along this Ime you micht look at
American Expriss Company [whed] v not under the act, as 1 wndurstand 1, o
5 not g posttron where they cun b rogulated 1o the exfont of requirmg that they
gud their agents to fnurn e the funds ou u rery rogular basis

We recently lost our lirgest account to Amencan Express [becrusc] this
account would not have to report as regularly as we would require

Chawrman Cameron suggested that the law be modified to requure all “chan”
operations * to remut on a duly basis; that any agency having in its custody
$1,000 or more at the end of a business day remit on the following day; and
that the current three-day rule be retamned to cover all other situations

Ben Reagan, spokesman for the Check Sellers Associition and president of
Handy Payments Company, agreed with the churman that the law should
take cogmizance of the chamn store operation although he indicited his assoca-
tion’s views on a particular figure mandating daly reporting had not crystal-
hzed. He also warned, 1 think . .  that any restrictive 1equirements for
reporting—unless they were bnding upon cvervyone sdlling money orders, m-
clnding Amervican Exprovs—would be quite meaningless 1f we were 1equired
to have agents who collected a thousand dollars daily report on a daly basis
they would go en massc over to American Express where they could report
once a week.” ?

II. Tighter Controls on Agents

Coupled with his recommendations on teporting, Chartman Cameron sug-
gested that check seller licensees be required to dismuss an agent who fads to
comply; that the licensee must promptly notify the comnussioner of such a
8 Financial Code §12100 1
4 A Jarge supermarket chain currently consututes an ageacy, eryo the sundry markets within the chamn are undec

no specified time finut o forward funds to the ‘apenr ' The central ofices thrie-day period cummences

when 1t eollects the moneys from vanious stores
5 Emphasis added

f39]
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disrussal for cause or, short of that, the 1easons for #of dismussing the agent;
that the commussioner be empowered with discretionary authority to compel
a dismissal and to direct all other licensees not to establish an agency relation-
ship with a disnussed agent for a period of one year following the disrmssal

Although the sdea of a “black hst™ troubled him, Commussioner Sobieski
endorsed these propoasls on condition that the usual Government Code pro-
cedures in analogous disciplinary proceedings would be following in this m-
stance (Mr. Sobiesks also indicated that he felt the law should be amended to
give hum specific authority to conduct audits of agencies and received support
from the industry on this pont.)

The chairman’s suggestions met with the approval of the majority of check
sellers. *“T think . . you have hit upon the thing,” Mr Reagan commented
... since we do not have control, we feel that any absolute control keeping
an agent from jumping from one company to another [in order to evade the
three-day requirement] will have to come from the Division of Corpora-
tons. . . .7

CHAIRMAN CAMERON Can you ate any specific examples where thus has heen
a prablem to you i

MR REAGAN Yes 1 could give you quite a long list Just ofthand T would
probably lmmut i1t to tno or three, but I cancelled out Al’s Market in Norwalk abour
three weeks ago after tryng for about three years to ger complance, but they con-
tinually got a little worse It took me some two weehs to obrain my money after
they were cancelled and they are now selling Amerwcan Express money orders

* 0 # - *

CHAIRMAN CAMERON How far in arrcars werc they in making cher :cports
to you?

MR REAGAN He was consistently, I would sav, a week 1n arrears

CHAIRMAN CAMERON Which represented how much of yous money that he
was using m this operition?

MR REAGAN Five thousand dollars

William D. Evers, vice president of Check Service Corporation, testified
that hus company loses a good many agents to competitors who give assurance
that the agent can retain funds beyond the three-day it

1 think [1t has been represented] here that most of the licensees 1n the ndustry
are knocking themselyes out trving to get the funds in Well, we're of the impression
thar this 1s not true In some of the testimony they've admurted this, but this is
a major problem that m order fo micef the compitstton of American Express and
[others], there’s a reluctance on the part of some to collect the money
Now, the only way we're going to get that cffort made 1s to have the commusstoner’s
auditors going out 1n the field and finding out by looking 2t the outlet’s zccounts
how often they are depositing And an aid to this would be Mr Cameron’s suggestion
as to termunatng an agency °

Mr. Mulvaney asserted that “by and large, there’s a direct [correlation]
between the slowness of reporting and the financial mability of the outlet™
1n the course of endorsing Mr Cameron’s suggestion. From his own experience
he cited an nstance wherein a chain of small grocery stores accumulated some
$37,000 worth of funds obtamned in the sale of Registered Checks,

MR EVANS In that illustration vou gave us didn’t that market ger into
financsal difficultres?

MR MULVANEY Its my understanding that they did We, as T say
took away our money orders and they moved to another organization immediately
T presume they used the funds from that orgamzarion to pay us off because we
were five or six days 1n getting our payoff And then I understand that they
were on the verge of bankruptcy and were subsequently merged with another chan

8 Emphasts added



FINANCE AND INSURANCE 41

to stave this 1 understand that when they finally got into more serious difficul-
ties 1t was i the newghborhoad ot some $70,000 1w money orders outstanding ind
unreported

III. In Lieu Payments

The day’s proceedings were enhvened somewhat by several gamey reports
of t# liew payments to merchants as inducements to disaffilate with one Licensee
and affilute with another, One licensee confirmed a report that he lost a market
outlet because he would not meet a demand for a $50,000 loan (The market
subsequently went bankrupt but, in the interval, obtained a $30,000 loan from
a competing licensee.) There were also reports of Cadillacs and cash registers
being dangled before the eyes of market proprietors.

Appeaning under subpcena, Ray Steele, controller for Dale’s Food Marts,
conceded that his firm severed relations with onc licensee when it could not
meet an offer by another licensee to purchase $25,000 worth of stock 1n Dale’s
Food Marts, Questionung of the witness established that the account would
generate roughly $5,000 gross volume in money orders per year to the
competitor,

One of the best arguments agawnst ez lren payments was ingenuously ad-
vanced by the only witness who defended them—Bud Lewss Suhl, general man-
ager of Securnity Currency Services:

1 feel this way That money or cash or advertising allowances or automobies or
whatever you want fo call it 15 a discount and as long as those people pay ther
mcome tax on 1t, 1f there's a payoffi—you want to call it a payoff—American Express
may put up 2 $3,000 sign We toek an account away from them the firse of last year
where the account stuck with them for two years They put up a beautiful $3,000
sign Everybody does as much as they have to I've bucked into American Express in
states where you wouldn’t believe—l mean, you just wouldn’t belicve what they do,
but they're an aggressave and a compentve company and I want to tell you they’ll
do what they have to save the business if they want it Maybe they don’t want it
They measare everything, the same as cveryone else, and there’s cash pajoffs, sure

Maybe 1’ $100, miybe 1t’s $200, but if a guy wants to give his money away,
as long as he’s making money and not chearing the public, I think he ought to be
able to do what he wants with his meney

Mr. Mulvaney critieized the practice, however, He alluded to the controls
imposed by the Legislature on “giveaways” by savings and loan associations
and asserted that the practice demeans the financial aspect of the money order
program Beyond that, “ .. you open the door to possible fraudulent practices
—rvou open the door to under-the-table deahngs if the store manager [can]
be bought more readily.” Asked to elaborate, Mr. Mulvaney powted out that
an s# lien payment could as easly go to the sole benefit of the store manager
as to the firm for which he works. Me Reagan of the Chech Sellers Association
would go no further than to call the practice “'very dangerous.”

IV. Commingling of Funds

The Check Sellers Law 7 presently requires that funds recerved from the
public by an agent 1n exchinge for the sile of money orders must be separated
from the other funds of the agent prior to forwarding to the hcensee The
original version of A B. 36 ¥ would have provided that this money could only
be used 1n the three-diy wnterval for the purpose of making change or cashing
checks and, furthermore, 1n the event the agent fals to do this, *. . . all assets

7 Financial Code §12300 3
8 March 15, 1962
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of such agent shall be impressed with a trust in favor of [purchasers of money
ordess] or [therr] subgrogee[s] m an amount egual to the aggregate funds
recerved by the agent from such sale[s].”

Commissionet Sobieski argued in favor of this clause, pointing out that, as
matters now stand, 1f a merchant/agent goes into bankruptcy betore remitting
funds to the hcensee the claums of persons to whom the money orders were
sold (as well as the pavees) are under a cloud

ASSEMBLYMAN LEVERING Do we, under the law, allow these azents to
tahe these monevs that they recave for these checks—that actually are [due the
licensee—to use these funds?] They’re only the agents for the licensce, aren’t they?

MR SOBIESKI That's correct

ASSEMBLYMAN LEVERING Do we allow them tro commungle this with rher
ordinary bank accounts® Aren't they required to set this up as a trust tund®

MR SOBIESKI The law gives them three diys within which to rumit to the
licensce Duning that three-day period:

ASSEMBLYMAN LEVERING They can commtngle 1t?

MR SOBIESRI Apparently, under the present law

Wilham H. Keeshng, president of Check Service Corpoiation, rewterated the
powmnt ougmally made by the Caiporations Commussionet, by advocating that
funds recerved by an agent should be “1mpressed” with 2 trust in favor of the
purchaser or licensee

ASSEMBLYMAN KNOX But you don’t feel they are now?

MR REFSLING No

CHAIRMAN CAMERON They re clearly not, Mr Knox

MR KEFSLING We’ve already been defeated 1n one bankruptey

ASSEMBLY MAN KNOX You want it spelled aut that there’s a presumption
m case of banhruptcy that this s a trust fund so that they'd gec a proper
[accounting] ¢

* - - * »

MR EVERS Well, vou see 1t’s reallv a problem of presumptions on tracing trust
funds That’s what 1t comes down to You're not saying that [the] funds are neces-
sanly 1 preference. What you're saving 1s that these funds are those trust funds

MR KEESLING It wouldnt be part of the assets of the bankrupt

ASSEMBLYMAN KNOX Well, that's the guestion The trustee rushes m and
grabs all the bank accounts and cash and everything else he can find and he's got st

and these trustees are very tight-fisted with o Perhaps you’re night Perhaps

there’s something we can wnte 1n the law chac would give ar st some cofor of
©

trtle

V. Bonding

The bond requirement (presently $10,000 for lcensees and $1,000 for
agents) 'Y has come under fire from all concerned The difficulty seems to be
that the requirement, an unaltered relic of the original law, 1s little more than
a gesture, Commussioner Scbiesk: told the commuttee that, according to his
information, hcensees have difficulty obtaining surety bonds and consequently,
when a loss occurs, typically che licensee will absotb the loss 1ather than file
a clum on the bond and run the nisk of having the bond cancelled and his
lcense rexaked

From his own caperience and as spokesman for the Check Sellers Association,
Ben Reagan told the commuttee that in the past five years he had collected on
his bond 1n about 50 percent of the instances 1n which he was entitled to do
so Although claiming a certain “deterrent” advantage to the bond in keeping
agents 1 line, Mr. Reagan conceded that the onlv reason lus own firm carries
a bond 1s to comply with the law,
® Emehasis added

10 Financial Code §§12206-1221% cover the former and §12221 covers the latter The amount of bond on agent 1s
within the commussioner s discretion
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“A procedure against a bonding company s a long and arduous task,” Mr.
Mulvaney told the comrmuttee He cited a three-year law suit hus bank has had
pending aganst a bonding company and contrasted that span of time against
the enigencies of the average person who buys a money o.der for the purpose
of paying a prenuum on an nsurance polxcy or an mstallment payment on
acar 't

The officers of Check Service Carporation stated that theuw company now
pays a $5,000 premum for bonding “for nothung,” They suggested that alter-
natves to the bond proviso mught tahe the form of deposits with the State
Treasuter of cash or government bonds Mr Sobiwesks enthusiasucally endorsed
the suggestion

V1. Sundry Points

The commuttee heard testumony from law enforcement persons whose pri-
mary concern 1s with prophylactic measures to reduce the “bad check™ prob-
lem Captan Chester A, Welch, for ten years chief of the Los Angeles Police
Department’s forgery division and currently with the Teleciedie Corporation,
used a rather vivid analogy in telling the comnuttee, ¥ . herom scatteted
out on the ground . 15 actually vothing but just white powder, buc 1t’s the
use of the thing that makes it dangeious.”

Captain Welch repotted that the files of the Los Angeles Police Department
showed approsimately 340 money order blanks were stolen mn 1961 He esti-
mated that 85 to 90 percent of these were blanks left unsecured in agents’
business premises

This witness” testimony, coupled with that of Detecuive Willam L. Andis
of the Hawthorne Police Department, indicated that the “bad check™ problem,
wsofar as money oiders ate concerned, could be attributed to (1) lix secunty
precautions, (2) defalcations by agents themselves, and (3) “rasing” of the
anmount payable by means of forgery

As to the first, it was suggested that agents be required to secure money
otder blanks in 2 safe when Chey are not open for business and that, fuither,
an intrusion alarm system be made mandatory.

Since, of course, there 15 no 100 peicent effective way to forestall defalca-
tons, the only conciete proposal offeted to the second pomt was to empower
the corporations commussioner to require the fingerprints of agents along with
the notice of appointment given by the Lcensee. [It should be noted here that
under Fin. Code §12304 the commusioner can only ask fou annual reports
from licensees, tus roster of agents 15 not current since an agent “picked up,”
then “dropped” by a lLicensee in the inteival between the rendering of annual
reports would not appear i the files of the Division of Coipotations The
commussioner would like authotity to require notice of appominent as well
as fermunation of an agent when the act accurs |

As to the problem of “raised” amounts, Captain Welch tesufied, “[the
agents] leave the pads of checks lying out on the counter or in a drawei—
they have no safe Many times they don’t even have a checkwriter.’® They
write these things out 1n nk [People] buy them for $1 and 1mse them
to $91 and vanious things of that kind ” He also pointed out that, while mer-
chants usually repott stolen chech pads promptly to the pohice so warning can
be given prospective cashers, there 1s no way mn which 2 rased check can be
12 Frnancial Code §12211 puts the smitiative for action agatnst a bond in the hands of the purchaser

3 A checkwrter (or prorctograph or check protectort is a device for impressing~usually wath red imk—into
the chech the smevnt payable It 1s commonly used wath payroll checks and bank cashier's checks
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anticipated Not all licensees provide their agents with checkwriters, as was
established 1n the case Detective Andis related to the commuttee, and there
was support for such a requirement from Commissioner Sobtesk: and other
Wwitnesses

On March 26, at the Finance and Insurance Commuttee’s hearing during
the Extraordinary Session, Assistant Corporations Commussioner A ‘T, Sullivan
expiessed the division’s concern over firms which do business 1n more than
one state (1e., either a nationwide company doing business in California or
a California corporation dosng busiess beyond the State line). This point was
reiterated by Mr Sobieski at the July hearing, “If the licensees here were all
[California corporations] and [doing] business 1n Cahfornia, then our audi-
tors, when we audit them, [could] do a complete job and there [wouldn’t be]
any out-of-state ttems to confuse anybody with, And I think that a national
concern could just as well do [business] through a California subsidiary.”
There were no vigorous objections raised against this proposal at erther hearing.

Also at the March hearing, Mr. Sulbvan discussed §3 of A.B 36, ponting
out that the commussioner does not presently have the authonty to seize and
liquidate a check seller and casher. [His power presently 1s hmited specifically
to ordelgmg discontinuance of business for insolvency or hazardous opera-
tions.}

VII. Conclusions

Generally, the committee finds that, while check sellers and cashers are
really fiduciary institutions, the provisions of the law governing their opera-
tion do not adequately reflect this fact of hfe and should, therefore, be brought
up to date.

1. The reporting requiremnent of agents should be refined to provide foi
more frequent remittance of funds to licensees, with recognition of the special
problems posed by latge chain outlets which handle a large volume of money
orders sales.

2. The responsibility to discipline agents who consistently flaunt the report-
wng requirements and otherwise fail to honor the trust reposed in them lies
squarely with the lLicensees to whom they must report. The committee recog-
nrzes, however, that the law must deal wich all equally and so 1t recommends
that the Commissioner of Corporations be empowered to impose sanctions on
wayward agents.

3. Licensees under the Check Sellers and Cashers Law should not be pen-
alized for conformung to ethical and sensible business practices The exemption
from regulation now enjoyed by the American Eapress Company ** should
be repealed as that firm enjoys an unfur competitive advantage by virtue of
1ts present special status. The entare concept of improved regulation envisioncd
w1 this 1cport 15 undermaned 1f one of the largest money order companses dong
13 Financial Code §12107 2 The Cameron bill would have added a new scction (12307 3) paralleling Financual

Code §18818 whach reluses to sndustrial loan companies and was enacied 1n 1919 Tn 3 letter to Assemblyman

Rees, dated December 26, 1962 Mr Sobieshi noted that the authonity he seeks “gives the commussioner take-

aver paners similar o those which the Superwteadent of Banks has as to banks (§3100 uf the Financial Code),

[and] which the Sovings and Loan Commissioner bas as o ssvings and loan [sssocrstions] (39001 of the

Financal Code ™~ He commented, © The experience 1n Catifornia under che liws mentwned above 1 thar

the Superintendent of Banks, the Savings and Loan Ci and the Corpos C have

excreised the takeruver power wautiously, and properly But the presence of such power slo mkes it cwier
for the suditors to receive co-operatton from the compantes being examined Thercfore, for twa grounds, the

ection appears desirable
16 Einaneial Code §12100(b),
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business m Caltfornia 15 allowed to go its separate way under the merest skele-
ton of regulation.

4. As one of the means of putting “teeth” in the commussioner’s power to
control agent irregularities, the law should categorcally state his nghe to
conduct audits of agents

5. While the Legislature cannot legistate business ethics, 1t 15 apparent from
the testimony taken by the commuttee that the malodorous practice of 1 lren
payments—or “‘payofts” as one witness unabashedly put it—is certanly incon-
sistent with the concept of fiduciary institutions and should be proscnbed by
law. Where 1t 15 possible for the Legislature to relieve honorable and conscien-
tious busmnessmen of aun onerous and odious practice 1t should act This com-
ruittee therefote recommends enactment of a ban on 1 lex payments snular
to Regulation Q of the Federal Reserve Systern 1%

6. The penl in permrtting agents to use funds taken from the public in
trust for purposes other than cashing checks and money orders 1s so obvious
as to require little argument Comnungling of such funds with the other funds
of an agent should be prolubited and the funds accepted for the sile of money
orders should be dentified as such m the event of an agent’s msolvency or
bankruptcy

7 There 1s appatently no pownt in the law insisting on bonding of licensees’
and their agents 1f the mntent 15 not feasble The commuttee endorses the pro-
posal 1o permt, alternatively, the deposit of cash or securities with the Stare
Treasurer

8. Complamnts registered by police and metchants pomnt up the need for leg-
uslative action to minimize the “bad check™ problem. While 1t 15 evident that
the butden prumarily rests with those who cash checks to exercise every pre-
caution, the comnuttee believes the Comnussioner of Corporations should have
the discretionary authonty to promulgate rules to require that blank checks
are reasonably secured from theft, that he be furmshed with whatever supple-
mental information on the character and identity of agents he deems neces-
sary; that measures are tahen and devices used to prevent the “raising” of

checks,

9 Mindful as 1t 15 from 1ts own experience 1 investigating the ““Yen Per-
center” scandals, the commuttee concurs with Commussioner Sobteskt 1 his
observation that remedial legislation ought to “lock the barn door before the
horse goes out ” The legislation enacted m 1959 providing the commussioner
with serzure and hquidation power 1n the case of industrial loan compaates
has not been abused and 1t 1s perfectly logical 1o extend him sumlar authority
with respect to check sellers and cashers The comnuttee fucther endorses the
recommendation that such firms should be requred to transact thewr business
i this State through separate Califorma carporations or California subsidiaries
of interstate firms; that out-of-state business of California compantes be con-
ducted by separate entities

112 Code of Federal Regulations 217 112}
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I. Disability Insurance

Duung the 1959-61 interum this commuttee determined that as a result of
the suspenston, since 1953, of the adverse selection provisions of the disability
insurance act, the State Disabilicy Fund and the employees contributing thereto
were to a substantial degree subsidizing the wdentical snsurance offered by pri-
vate msurince carrieis

The disabihty insurance program 1s and has been a mandatory program
whereby each employee contibutes 14, of Ins wages up to a maximum of
§4,500 ($3,600 maxumum prior to 1961 and $4,200 maximum 1 1962). The
abibity of the private insurance carners to select their risks, so long as they
covered an entire business escablishment, forced the State Fund to cairy a dis-
proporuonate share of the more expensive risks. This 1s not to say that the
private carriers were making overly large profits during the post-1953 period,
but the fact remains that the State Fund was experiencing greater loss
ratios than the private carriers, even though the administrative ex-
penses of the State were less than those of the private carriers.

Stll, there exists a large surplus in the State Disability Fund This resulted
from the premwuum and benefit levels bang set so as to allow the prnivate car-
11ers to profit even with their admuttedly higher admumistiative expenses

Rather than see the continued growth of chus rescrve fund which was serv-
1ng no uscful purpose, the Legislature increased disability msurance benefits 1n
1959 without increasmg the premium tax. This intentional deficit finaneing
was considered a temporary measure nntil such time as the fund reserve was
reduced to a practical level

Duuing the 1961 session 1t became apparent that the reserves were reaching
a level that would nsute solvency without over-financing of the disability
msurance program Recommendations were therefoie made to inciease the
premuum tax base to as much as 1’7 of the first $5,600 in tixable wages, a
level thar would agun allow the State Fund to meet all disbuisements and
increase thewr esetves

However, 1t was felt by the majority ot the Legislature that an increase
the premwum level without the reinstatement of the adveise selection rule
would again produce a mtuation where poor nsks were forced into the State
Fund as the better risks weie selected out by the private carriets, resulting m
subsidition ef the private cariers at higher stace loss ratios.

Assembly Bill 234 (Rees), as finally adopted, provided not only for a grad-
ual 1ncrease in the premwum level, but required that the duector of the Depast-
ment of Employment promulgate a regulation based upon critersa of the age,
sex and wages of employees that would elminate the private carrier’s abilicy
to select risks that weie substantinlly adverse to the State Fund

Based upon 1ts preliminary studies, the department, on July 13, 1961, gave
notice of a public hearing to be held on August 14, 1961 on an adverse selec-
tion regulation proposal Briefly, this proposal would have required volunrary
plan insurers to canvass the content of their existing voluntary plans not }wer
than February 15, 1962 and submut the canvass to the department which
would show the percentages of females and indrviduals age 50 or older and
nformation relating to average weekly wage of employees The proposal
allowed a 1077 tolerance for sex, age and a 157 tolerance for average weekly

[a0]
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wage The voluntary plan insurers had until September 30, 1962 to meet the
standards for the existing plans, plus any new plans which mught be written
Plans which did not meet these requirements were to be withdrawn as of Sep-
tember 30, 1962. The director had power to update the mnformauon concern-
g voluntary plan content whenever he found a sigmficant change had
occurred. The department was well aware that this proposal was exploratory—
particularly with respect to the use of the average weekly wage for the wage
distribution factor This proposal was reviewed prior to the public hearing with
the representatives of the insurance industry, labor and management. As a
result of thewr comments, revisions of a techmcal pature were made and these
were presented at the public hearing on August 14, 1961. One substantive
change was made, providing for 4 withdrawal of approval date of October 1,
Speclﬁcﬂ“y, Wlth voluntary Plaﬂ Confl)l'mﬂﬂce to ‘he Standards to occur not
fater than August 1, 1962.

At the public hearing of August 14, 1961, representatives of the insurance
industry requested a2 continuance Representatives of labor objected. A con-
tinuance was granted to October 16, 1961, upon the insurers agreeing that
they would not contend that the delay occurring by the continuance would
affect the enforcement of the regulations

On September 15, 1961, the department gave notice of the continued pub-
le hearing to be held on October 16, 1961 under a revised regulaton pro-
posal. Tolerances of 547 were proposed for sex, age and wage distribution.
Concepts of “standard risk” and “standards for approval” were proposed. The
withdrawal of approval date was set at April 1, 1962 At the public hearing
of October 16, 1961, numerous representatives of insurers, employers, brokers
appeared and vigorously protested the regulation. After considering their ob-
jections and reviewing the entire matter, the department ordered a modifica-
tion of the regulation to make specific, certain procedural matters and to
increase tolerances allowed to insurers, since solvency of the disability fund
would sull be protected under the modifications On November 4, 1961, the
director adopted, filed and published Regulation 3254(1)-1.

The department had decermined that benefic payments were proportionately
higher to females, to persons age 50 and older and to persons paid less than
$3,600 wages n any four quarter period These categories weve the poor visks
Predommantly, the state covered the poor risks. Predominantly, the voluntary
plan 1nsurers covered the better visks on males, younger persons and em ployees
with higher wages. Regulation 3254 (1)-1 required that each voluntary plan
insurer’s coverage content as compared with the total coverage content of all
voluntary plans and the state must be within 57, for female content, 107
for persons age 50 and older and 77 for persons pard less than $3,600 mn four
quarters, Failure to meet these three tests meant that voluntary plan
insurers wete engaging in *‘substantial selection of risks adverse to
the disability fund.”

The regulation does allow tolerances from the combined coverage. An m-
surer can select risks up to 5% less for sex and 10% less for age and up to
7% less for wage distribution than the average risk for combined coverage and
such selection will not be considered “substantially adverse ™ The regulation
contemplated that approval would be withdrawn as of April 1, 1962, the
earliest feasible date for all plans which do not meet the regulation require-
ments. Under Regulation 3254(1)-1 the director, by December 15, 1961, was
to announce standards for approval for sex, age and wage distribution to be
met by existing plans not later than January 20, 1962. Notices of withdrawals
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of approval were to 1ssue Insurers who wished to do so could, by December 1,
1961—or as late as December 15, 1961, if pre-punched card information was
submitted—submit a canvass of the sex, age and wage distibution content of
therr existing plans. Those who did so would have had a tabulation of this
actual content set up by the department. Plans which continued mn effect on
January 1, 1962, whether included 1n the tabulation or not, were to be tested
for substantial adverse selection.

The basic test for substantual adverse selection, both for approval and with-
drawal of approval of plans was to be the standard for approval. However, for
snsurers who did not canvass thewr plans or who had one or more plans not
included in their tabulation, a prelimumary test must be made by the “standard
nisk” and “risk experience rating” measures These are based on percentages of
benefits actually paid by each msurer as compared with corresponding percent-
ages patd to the total combined State and voluntary plan coverage of insurers

The risks experience rating formula allowed the same tolerance to insurers
as the standard for approval and if an insurer had not paid as much propor-
tionately 1n any category as the “standard nsk,” less the tolerance allowed 1ts
plans continuing 1n effect on Janvary 1 and not mncluded 1n the tabulation,
wete subject to withdrawal of approval, effective Apni 1, 1962, Any adds-
tonal plans included 1n the tabulation were to be tested aganst the current
standaids for appiovil and withdrawn if they did not meet the current stand-
ards. The insurer could, then, within a stated time limit, canvass its plans not
included 1n the tabulation and submit mformation to retest the plans against
the standards for appioval. The msurer could also request the reconsideration
of those plans 1t selected from those which wete included 1n 1ts tabulation and
for which approval had been withdriwn to be retested aga:nst the standards
for approval on the basis of the same information previously n the cabulation
for such plans.

In short, an insurer could have retained plans which met the new
standards for approval but would have lost plans which did not meet
such standards, except that an insurer who met the *standard risk”
requirement would have recained all plans and would not be required
to be further tested agamst the “standards for approval.”

Prior to the effective date of the tegulation, numerous employers, insurers
and brokers filed appeals at the Califormia Unemployment Insurance Appeals
Board under Section 309 of the Unemployment Insurance Code

The position of the insuiance caruers, 1in summary, was. (1) the regulation
could not be apphed to exisung voluntary plans, (2) both the standard risks
and standards for approval tests were invalid, and (3) the tolerances allowed
were too small. The department saw no ment in the insurance carriers’ con-
tention The department paiticularly emphasized that legislative intent was
to end substantial adverse selection reflected in the coverage of existing volun-
tary plans The insurers, however, at all times, vigorously assetted that the
Legislature, 1n effect, tntended to pieseive all adverse selection which had
accumulated under existing voluntarv plans The insurers contended that the
director’s regulation could not touch their existing business which was forever
mmmumnized from any further adverse selection requirements.

On April 6, 1962 the Appeals Board handed down 1ts decision an the mat-
ter The majority of the board sustained the regulation and the department’s
contentions,

On Apnl 18, 1962 the Californi1 Western States Life Insurance Company
jorned by other admitted disabhity insurers filed an action in the Sacramento
Superior Court, seeking a writ of mandate, permanent injunction, declaratory
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telief and other appropriate rehief in respect to the regulations. A temporary
restraning order was issued by the court, preventing the enforcement of the
regulations, pending a hearing on the question of whether a ptelminary m-
junction should 1ssue. On April 26, 1962, atter recerving affidavits and hearing
Orll drgun]ent, the court lSSued Its prelu‘mn.‘uy m]unctlon Aest-‘unmg any
enforcement of the regulation or any approvals of new plans pending the
court’s determunation of the validity of the regulations, but permitung the
director to estabhish the standard risks, the risk expertence ratings of indwvidual
wnsurers and standards for approval under the regulation. On Apnl 25, 1962,
the Director of Employment issued the standard rish and rthe standuds for
appioval under the regulation Under the standard tisk it was determuned that
voluntary plans of an insurer would meet the requitements of the 1egulation
to retain plans if a carrier had pard 36 6844 of 1ts benefits to females, 36.147%
of 1ts benefits to persons age SU or older and 39 99¢, of 1ts benefits to persons
earming wages under $3,600 in a fout-quarter period Undet the standards tor
approval it was determuned that a number of petsons covered by each volun-
tary plan insured for parucular categories were required to be 30.4074, 19 2594
tor persons age 5O or older and 37.077¢ for persons earning less than §3,600
1 a four-quarter period.

The nisks expenence rating showed that siv com pames, vepresenting less than
1Va of total combmed covirage qualified to meet the standard risk require-
ments The prelimmnaiy injunction by the court prevented withdrawal of
appioval of the plans of the remaining msurers. The risks expeisence rating
computations determined that the state plan risks experience was for females
40.74%., for persons age 50 and older 41 71¢, and for peisons with wages
under $3,600 1n a four-quarter period 47 34 (. The same computations show
that for msurance carrieis the total risk experience for females was 32 16,
for persons age 5O and older was 33.06°7 and for persons earning under $3,600
1 a four-quarter period was 25 857, Thus, in each of the three categories,
the voluntary plan insurers in the aggregate were well below the re-
quirements for retaining plans. The gap between their experience and
the state plan experience reflected substantial adverse selection.

On May 2, 1962 the Calhfornia Supreme Court transferred this cause with-
out opinion to the Distuict Court of Appeals for the Third Appellate District.
On May 7, 1962, the Distuct Court ot Appeal dented the petition without
opinson, On May 11, 1962 Thomas M Putts, Secretary-Treasurer of the Cah-
fornia Labor Federation, filed a petirion for hearing m the Supreme Court after
denial of the petition by the District Court of Appeals. In July, 1962, the
Supreme Court dissolved the Superior Court’s injunction agamst the depart-
ment and ordered the department to mstitute the advetse selection regulations,
pending a final determmation of the matter,

On December 12, 1962 the Supreme Court unanimously upheld the legahty
of the director’s regulations, finding them to be within the intention of the
Legsslature, During the period that the regulations were being tested in court
for thewr legality, several alternative proposals were presented to this commuttee
and to the Department of Employment These alternatives somewhat relaxed
the requirements as set forth 1n the department’s regulation, allowing volun-
tary plan carmers to mantain a greater percentage of their present business.
These alternatives are sull being considered by the Department of Employment.

There are pracuical business factors which argue in favor of a less strict
adverse selection regulation. Much of the disability wnsurance business written
by private carriers 1s integrated into complex and complete health and welfare
plans provided by companes, erther voluntarly or through collective bargain-
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g agreements. Many of these plans provide greater benefits than are required
by the disability mnsurance program, although an extra premium 1s pad exther
by the employee or the employer, or both for, these greater benefits. To require
& company to msure part of its program with the State and part with private
carriers creates only addrtional problems for the cmployee or the plan admini-
strator when benefits are pmd under the plans The disruption of “integrated”
planning could result in enough time-consuming effort to make the real bene-
fits received under the plans less attractive

A serious problem would also anse 1f many large business estabhishments
with favorable clamms experience among therr workers which are presently
msured with private carners were to self-insure rather than insure with the
State Fund This decision would upset certain actuamal assumptions upon
which premium rates for the State were based, as the low loss ratios of these
companies would not be available to offset other high loss businesses already
nsured with the state

The comnuttee would recommend that the Department of Employment
consider the alternative proposals suggested on the subject of adverse selecuon
and the effect of large-scale self-mnsurance upon the financial position of the
State Fund

I1. Vocational Rehabilitation of the Industrially Injured

The Subcommuttee on Workmen’s Compensation ? held a public hearing on
December 12, 1961 1n San Francisco concerning the adequacy of vocational
rehabilitation of industrially injured workers At that hearing Mr. Z L.
Gulledge, District Supervisor of Cahfornia State Vocational Rehabilitation
Service estumated that 1,026 workmen needed vocational rehabihtation 1n the
fiscal year 1960. This finding was the result of a study made by Mr. Gulledge
and the Vocational Rehabilitation Service, published in June, 1961 [California
State Department of Education “The Vocational Rehabilitation of Industnally
Injured Workers,” a report to the California Legislature]. This estimate of
over 1,000 workmen 1n need of vocatonal rchabilitation was admuctedly con-
servative, as the estimate excluded all those claimants who had left the State
and industrially injured workers whose cases were involved in lirigation,

The State Vocational Rehabilitation Service does render rehabilitation to
industrially injured workers. However, because of a lack of funds and facilities
it does not provide services to all those who have been industrially injured.

In 1962 there were $1,200,000 worth of federal funds that were unmatched
by State funds and 1n 1963 an esumated three rillion dollars will be un-
matched.

A major problem presented at the hearing was who would perform the
rehabilitation services to the industrially injured 1f such a program were estab-
Gished The consensus among those favoring rehabiitation seemed to run
toward designating the Califorma State Vocational Rehabilitation Service as
the agency. The chief of that agency, Andrew Marnn, told the commuttee

1 The was composed of A bl Phlip Bunten, John T Knox, Hareld K Levering, Thomas M
Rees, Jerame Waldie and Jack Casey, Chairman
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that federal matching funds carried no restrictions as to where the State por~
tion of the funds came from. He reported that certan states make direct
arrangements through thewr vocational rehabilitation services for service to
industrial cases. The chairman of the Industrial Accident Commussion, Elton
Lawless, stated that the Industrial Accident Commussion has no desire to carry
out the actual services within their agency. It became apparent that some sort
of jurisdiction should be mamntamned by the Industrial Accident Commussion
over cases assigned to the Cahforna State Vocational Rehabihitation Service.
One person suggested usng the Industrial Accident Commussion as 2 court of
appeal in cases where msurers refuse to provide rehabilitation

Another topic discussed at the hearing was the criteria to be used to deter-
mine if a person ss ehgible for rehabilitation. The degree of disability itself
ts deternuned on a percentile scale However, opinion was offered as to the
wisdom of using a given percentle as the dividing line between those ehgible
and nehgible for rehabilitation benefits. It was suggested that a referee of the
Industrial Accident Commussion pught be tempted to nudge borderline cases
a few percentage points higher 1n order to qualify 2 man for rehabihtation
benefits. If need for rehabilitation 1s considered 1t 15 clear that a percentage
of disability 15 not the best critera. For instance, 2 person with a low percent-
age rating may have margmal attachment to the labor market in the first
place. In such a case relatively mmor impairment, if coupled with lack of
education and/or advanced age, might push the injured workman “over the
brink™ and make rehabilitation a desirable thing On the other hand, many
workmen rated as hugh as 7050 or more disabled bad suffered httle wage loss
and presumably did not need vocational rehabilitation
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SENATE BILL No. 342

Introduced by Senator Rees

January 30, 1963

REFERRED TO COMMITTEE ON ) UDICIARY

An act to add Section 12526 fo the Government Code,
relating to the Attorney General

The people of the State of California do enact as follows

SccrioN 1. Section 12526 15 added to the Government Code,
to read

12526 The Attorney General, whenever he shall find that there
exists or 1s being conducted any scheme or plan to defraud or de-
cewve substantial numbers of members of the public in this State
or any illegal or fraudulent business or acuvity affecting substantial
numbers of members of the public of this State, may in the name
of the people of the State of California:

(a) Insutute and mantain such swits, actions or proceedings
10 of any type in any court or tribunal of competent junsdiction or
11 before any admimstrative agency for such rehef by way of injunc-
12 ton, the dissolution of entities, the appointment of recesvers, or any
13 other temporary, preliminary, provisional or final temedies as may
14 be appropriate to prevent the further existence or contmnuance of
15 such plan or scheme or such business or activity or any acts or con-
16 duct n furtherance or m aid thereof or to undo the consequences
17 to members of the public resulting from the past conduct or opera-
18 twons of any such plan, scheme, business or activity. In any such
19 action, swit or proceeding there may be joined as parties all persons
20 and entities snvolved, or aftected by, or mstrumental to such plan,
21 scheme, business or activity or acts or conduct in furtherance
22 cheteof

000~ 0 OLH OGN

LEGISLATIVE COUNSEL'S DIGEST
SB 342, as introduced, Rees (Jud ). Attorney General
Adds Sec 12126, Gov C
Authorizes Attorney General whenever he finds a plan to defraud or any illegal busmess which
affects a large part of the public, to institute and maintain proceedings or wntervene 1n any pro-
ceeding 1m any proper court or betore any admimstrative agency to protect or assert the mghts
of the public and to obtain appropriate rehef
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(b) Intervene, on the side of any party or independently, in any
action, swit or proceeding pending 1n any court or tribunal or before
any admumstrative agency affecting or mnvolving such plan, scheme,
business or activity or any aspect thereof

(c) For the purposes of protecting or asserting the nghts and
nterests of substantial numbers of the members of the public of
this State affected by any such plan, scheme, business or activity or
acts or conduct n furtherance thereof, to undertake by acceptance
of assignments of claims or otehrwise, to insticute and maintain for
or on behalf of any such member of the public and all persons simi-
larly situated, any action, smit or proceedings to enforce, secure or
defend any right, wnterest or clarm of such member of the publc
and in any such sutt, actron or proceeding to employ or obtan any
process, relef or remedy, whether temporary, provisional, prelimi-
nary or final to which any such member of the public mught be
entitled

printed pt CALIFDRNIA STATE FRINTING OFFICE
1M
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LETTER OF TRANSMITTAL

AsseMBry INTERIM COMMITTEE ON
Pusric UriLITies AND CORPORATIONS
SacrRaAMENTO 14, CALIFORNIA, January 7, 1963

HonoraBLE JEssE M. UNRUE,
Speaker of the Assembly; and
Honorable Members of the Assembly
State Capitol

Deasr Speaxer UNRUH anwp MEmeERs Pursuant to House Resolution
No. 361 of the 1961 Califorma Legislature, your Assembly Interim
Committee on Publie Utilities and Corporations submits 1ts report cov-
ering 1ts functions and activities during the 1961-63 interim.

All studies were conducted by the full interim eommittee and the
recommendations submitted in this report have been approved by all
members of the commuttee except for a qualified approval by Asserably-
man Paul J. Lunardi.

Former Assemblyman Rex M. Cunningham presided as chairman of
this committee from the start of the interim period until his resignation
on April 22, 1962. Assemblyman Montivel A. Burke acted as chairman
of this committee from April 22, 1962, to August 29, 1962. Assembly-
man John C Wilhamson presided as chairman of this committee from
August 29, 1962, to the end of the mtermm period.

Respectfully submrtted,

JorN C. WLL1AMs0N, Chawrman

* (8)
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HOUSE RESOLUTION No. 361

Relative to Constituting Certain Standing Committees
of the Assembly as Interim Committees

Resolved by the Assembly of the State of California, as follows:

1. The following standing committees of the Assembly are hereby
constituted Assembly interim committees and are authorized and di-
rected to ascertain, study and analyze all facts relating to (1) the sub-
jects and matters assigued to them by this resolution; (2) any subjects
or matters referred to them by the Assembly, (3) any subjects or mat-
ters related to (1) or (2) which the Commttee on Rules shall assign to
them upon request of the Assembly or upon 1ts own mitiative :

* * * * * * *

(s) The Committee on Public Utilities and Corporations is assigned
the subject matter of the Public Utilities Code and the Corporations
Code, all uncodified laws relating thereto, and other matters relating
to public utilities and corporations

* * £ * * * *

This is extracted from House Resolution No 361, which estabished
all Assembly interim committees for the period between the 1961 and
1963 General Legislative Sessions. The full text of Flouse Resolution
No 361, as passed by the Assembly, 18 found in the Assembly Journal
of June 6, 1961, on pages 4992 to 4994.

(4)
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Recommendations to the 1963 Legislature
of the
Assembly Interim Committee on Public Utilities
and Corporations Covering Subjects Under
Study During the 1961-63 Interim

HOUSE RESOLUTION No. 222

Relating to a Study of the Necessity of Licensing, Regulating,
and Training of Small Craft Operators

HOUSE RESOLUTION No. 352

Relating to Boating

The committee recommends the following actions as necessary to im-
prove the enforcement of existing boating laws, improve boating condi-
tions ard facilities, and to strengthen and elarify existing boating laws:

1. The committee finds that there is not adequate information to
warrant a recommendation for licensing of operators of small eraft at
the present time The commuittee further feels that enforcement of exist-
ing boating laws by local government is inadequate. Therefore, to in-
sure umformty and adeguacy of enforcement, this committee recom-
mends enforcement of the existing boating laws by the State of Cali-
fornia The committee intends to continue to consider licensing of
small boat operators for the purpose of making more effective enforce-
ment of laws pertarmng to reereational boating. As a possible source
of revenue to finance such statewide enforcement, this vommittee in-
tends to continue consideration of removing boats from personal prop-
erty tax rolls and creating a state fax in lieu thereof.

The committee does, however, recommend that small eraft operators
who accept passengers for huire and who operate their ecraft on other
than navigable waters, as defined by the federal government, shall be
required to obtain an operator license from the Division of Small
Craft Harbors and to pass such tests and/or examinations as are neces-
sary to prove thewr competeney n the operafron of their vessels

This committee recommends that the Division of Small Craft
Harbors of the Department of Parks and Recreation, Resources Agency
of Califorma, be required to mamtan a file of violations of boating
Jaw by name of violator, saxd information to be provided by the courts
having jurisdiction, and that such mformation be supplied to any court
on request

2 This committee recommends that additional funds be provided to
continue the Small Craft Harbors program for loans to enable local
government o consiruct recreational boating facilities The committee
commends the current Small Craft Harbors Commission and Mr.
Lachlan Richards, Chief of the Division of Small Craft Harbors, for
their competence m granting loans under this program

(7)
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3 The committee recommends that the construction of harbors of
refuge along Calhifornia’s rugged coasthne be implemented as soon as
possible The committee further recommends that Section 58235 of
the Public Resources Code be amended to allow the Division of Small
Craft Harbors to comstruct vitally needed harbors of refuge even
though it may not prove possible or practical to enter into prior agree-
ment for the transfer of the completed harbor of refuge to a local
agency

4. Section 704 (b) of the Harbors and Navigation Code he amended
to specify that the delivery of documents of sale or transfer to an agent
of the Division of Small Craft Harbors 1s, mn fact aud law, delivery
to the division

5 Section 682 (e) of the Harbors and Navigation Code he amended
{0 delete the exemption from registration of vessels powered by electric
motors of 10 horsepower or less.

6. The Congress of the United States be requested, by joint reso-
lution, to enart legislation requiring that all boats used in the waters
of the United States carry a permanent hull number which can provide
positive :dentification

T Section 8352 (g) of the Revenue Code be amended so that the
total amount of money in the Motor Vehicle Fuel Fund, attributahle
to taxes imposed on distribution of motor vebicle fuel used or usable
in propelling vessels and unelaimed by boat operators, he appropriated
to the Small Craft Harbor Revolving Fund on an annual basis.

8. Bection 5829 2 of the Public Resources Code be amended to permaf,
rather than to requeire, legislative bodies of a county, eity or district
to obtain approval of the Small Craft Harbor Commission of the terms
of the bid invitation prior to publication of notice mviting bids from
private concessionaires or lessees

9 Sectiou 681 (s) of the Harbors and Navigation Code be amended
to provide that fees collected for lLicensing, registering or numbering
small eraft be deposited in the Small Craft Harbors Revolving Fund
and, further, that the eosts of administering thus registration or licens-
ing be paid from the Small Craft Harbors Revelving Fund

HOUSE RESOLUTION No. 417
Relative to Regulating the Car Rental and Leasing Business

The committee recommends that the Legislature take no action at
the present time regarding legislation relating to the regulation of the
car tental and leasing industry While testimony presented to this
committee indicates tha’c bait advertising exists on the part of some
members of the industry, attempts are bemg made by the industry to
eorrect this problem, and the Legislature believes such efforts should
be given every opportunity prior to legislative action The committee
will study the results of the mdustry’s efforts in this matter
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ASSEMBLY BILL No. 152
ive o Regulation of C <ial Air Operations

The committee recommends that the Publie Utilities Code be
amended so that any awr common carrier operating wholly within the
State of California and wrthout a certificate of public convenience and
necessity from the Civil Aeronautics Board or other federal agency
designated to 1ssue such a certifieate be required to obtain a certificate
of public convenienve and necessity from the Cahforma Publie Utili-
ties Commission Authority for this regulation by the State of Cal-
forma should exclude any regnlation of the field of awr safety which
is under the exclusive jurisdiction of the federal government (See
Appendix No I, Preprint Bill )

This committee does not recommend any state regulation for air
charter operators at the present time. The committee wishes to point
ouf, however, that continued operations of a type tesirfied to before
this comamnttee by charter aircraft operators may well subsequently
result 10 regulatory control by the State of Califorma

It is further recommended that all operators of commercial aircraft
in the State of Cabforma be regiured to obtain and continue in effect
adequate protection agamnst hability imposed by law upon a commercral
air operator for payment of damages for personal bodily injury to any
passenger, for personal bodily wijury to other than a passenger, and
for property damage as a result of any accident




HOUSE RESOLUTION No. 222

By MR. MULFORD

Relating to a Study of the Necessity of Licensing, Regulating,
and Training of Small Craft Operators

‘WaEeREAs, There is each day a tremendous increase in the number
of small crafts being operated on the waters of this State; and

‘WHEREAS, A result of such ncrease has been a proportionate increase
in the number of accidents involving such eraft, which accidents ac-
count for untold damage to person and property; and

‘WHEREAS, It 15 1mperative that our waters be maintained as safe as
possible s0 as to make them proper places for fishing and recreation;
now, therefore, be 1t

Resolved by the Assembly of the State of California, That the Rules
Commiitee assign to an appropriate interim committee for study and
report to the Legislature the subject of the deswrability and necessity
of licensing, regulating, and traimmng the operators of small eraft upou
the waters of this State; and be it further

Resolved, That such committee be directed to report its findings to
the Assembly on the first day of the 1962 Budget Session of the
Legislature.

(10)



HOUSE RESOLUTION No. 352

By MR CUNNINGHAM

Relating to Boating

Resolved by the Assembly of the State of Californw, That the Assem-
hly Commuttee on Rules is directed to assign to an apprepriate mtermm
committee for study the subject of boating, ineluding, but not limited
to, boatmg safety, education, and an merease mn facilities for boating,
and to direet such mterim comnuttee to veport to the Legislature its
findings and recommendations on such subject no later than the fifth
legislative day of the 1963 Regular Session of the Legislature

HEARINGS HELD ON HOUSE RESOLUTION No. 222
AND HQUSE RESOLUTION No. 352

Three hearings were held by the committee as follows September
13, 1961, at the Balhoa Bay Club, Newport Beach, California ; Novernber
2, 1961, 1n Room 1158, State Building, San Francisco, California,
August 27 and 28, 1962, 1in the American Legion Hall at Al Tahoe,
California Also, a subcommittee meeting of the comnuttee was held
jontly with a commuttee of the Small Craft Harbors Commnussion in
Balkersfield on September 25, 1962

PERSONS APPEARING AND TESTIFYING BEFORE THE COMMITTEE

GEORGE ASKELUND, State Division of Small Craft Harbors

LESTER C BEDIENT, The Harbor Tug nud Barge Uompany

DOUGLAS BONWELL, Paaifie Inter Club Yachting Association

MRS BERINGTON B BROOKS, Metropolitan Yackt Club of Qakland

YERNON COX, Sonth Tahoe Chamber of Commerce

RICHARD L DAVIS, Golden Gate Water Ski Club

RALPH B DEWEY, Paofic Ameriean Steamship Assoriation

CURT DOSH, Balbva Power Squadron

ROBERT W DYER, United Towing Company and Cahforma Tugboat Company

C H ESCHER, Bay Citics Transpoirtation Company

HERBERT J EVANSY, Kern County Parks and Recreation Department

GEORGE W FAY, Ruoer JTanes, Inc

JOHN GILCHRIST, Califoimia Marime Parhs and Harbors Association

LAWRENCE URINNELY, Yacht Racmg Ascociation of San Francisco Bay

J. PAUL GUTLEBREN, Golden Gate Water Shr Club

TAYLOR HANCOCE, National Timlerboating Squadrons

JIM HARRISON, Oiange County Marime Dealeis Association

W BURBECK JOHNSON, Paciic Inter-Club Yacht Association

N B KELLER. Legisiatne Budget Committee

EDWARD KENNEDY, Outhoard Industries Association (Quthonrd Boating Club
of Ametiea, Inc )

PAT KIRRANE, Small Ciaft Harbors Association

THOMAS F KNIGHT, Mouthern Cabforma Yachting Association

ROBERT H LANGNER, Manager, Marine Exchange, Inc

BEN LEBERMAN, Otange County Qutbomid Club

RICHARD LERNER, Southern Califorma Yachting Association

(i1)
3—L-810 \
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TFTRED B LIFTON, Outboard Industries Association end Quthoard Boating Club
of Ameriea

KENT H LIHME, Monterey Cuounty Flood Centrol and Water Conseriation
Dastriet

WESLEY W LOUDON, Assocrated Boat Industries of Northern Cahiforma

CARL L MANNS, Pacfic Coast Npeedboat and Water Sz Association

WESLEY McCLURE, League of Calforniz Cities

MRS JAN MOWER, (alifmma Boating Ceunul, Ine

RAYMOND J NESBIT, Wildhife Conservation Bomd, Department of Fish and
Game

W A NORMAN, Cuunel of Ventwia County Beat Clubs and Oxnard Boat Club

LARRY NYGAARD, Fresno Beat Club

NEAL J PETERSON, National Buating Squadions

FRED H PHILLIPY, San Leandio Boat Club

GRANT PIGGOTT, Lous Angeles Boat and Shi Cloh

LACHLAN M RICHARDS, Chief, State Division of Small Craft Harbors

RALPH RIN(, Duector, Santa Croz Port Distet

PATRICK M ROYCE, Royce Publieations aml Natwonal Trajlerboating Squadrons

KENNETH SAMPSON, Manager, Orange County Haithor IDhstrict

RAYMOND SATTLER, Delta Inter Club and Golden Anchor Boat Club

WILLIR E SHORT. Southern Califoinii Yachting Aswociation

GRETA H SIMON, Los Angeles Atea Chapter, Society of Yacht and Ship Brokers

R D SWEENRY, Counnsel, Southein Calitormia Marine Association, Ine

EDWARD J TWOHIG, Santa Cruz Boat Rentals

‘WIN UNGER, Cabrillo Beach Yacht Clnb

WALTER F VENDETTI, tolden Gate Yacht Club

BERNARD VOLLMER, Pilot Observer, 8an Diege, Culiformia

JOHEN F WALSH, Contra Costa Couaty Shenfi's Maime Patiol

WALTER E WEYMAN, Distiict 1T, National Tude Association

B R WILKIE, Small Craft Harhots Association and Inland Hatbors and Resoit
Owners Assoclation

LEO H WUESTHOFF, San Franciseco Bay and Tributaries Pilot

SCOPE OF COMMITTEE STUDY

House Reselution No 222 (1961) diwrected the attention of the Legis-
lature to the problem of water safety m Califorma, and speeifically
reyuested that an appropriate comnuttee study the wisdom and probable
effect of the establishment of a sy~tem for ‘‘Licensing, regulating, and
traiming the operators of small craft upon the waters of this State ”’

House Resolution No 352 directed a study of the subject of boating,
including but not himited to, boating <afety, education, and an merease
for facilities for boating Because of the overlapping of the subjects
contamed 1n the two house resolutiuns, the repmt of this mternn com-
nittee has been consolidated

LICENSING OF BOAT OPERATORS
Theoretical Basis

The promotion of water safety m Califormia through the adoption
of a small craft operator licensing program would eonstitute an mvo-
cation of the police power of the State of Califorma Therefore, the
colnmuttee feels that it mquiry mto the desirability of such a program
should be undertaken m accordance with the recogmzed prineiples
which govern the use of the police power 1n a vonstitutional government
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In general, the police power 1s the instrument for that adjustment of
individual rights to soeial conditions for which governments themselves
were originally mstituted.

*“While every man s free and mdependent, and may enjoy and
defend hife and liberty, still he must do »o 1n a way which does not
mterfere with the same right i other persons Whie he may ac-
quire, possess, and protect property, he must do so m a way and
by means that will not prevent others from domng the hke While
he may pursue and obtain safety aud happiness, he cannot be
allowed o do so0 1z a manner which may endanger or unreasonably
mnpair the safety and happiness of others And generally, while
everyone 15 10 be secure i the exercise and enjoyvment of these
rights, he may be restramed or prohibited from exereimng them in
a mannet whiwh will mterfere with a reasonable exercise of the
same right by other persons ** (Calhformae Jurwprudence, 24 Ed,,
Vol 11, pp 525-526)

It follows that the police power 1s one of the broadest powers avail-
able to government

‘“The police power, deriving 1ts existence m part from the rule
that the safety of the people 1s the supreme law, justifies legisla-
tion pertaming to publiec welfare, public health, or public morals.

.« When reduced to 1ts ultimate and final analysiws, the police
power is the power to govern ’’ (Op. aif., pp 523-524.)

There are, however, certain recognized standards to which an exer-
ease of the police power 15 expected to conform

*'The police power 1 perhaps the least subject to himatation of
any of the powers of government, but it is not illimitable. The
marking and measuring of the extent of 1ts exercise and application
1 deternmned by a consideration of whether or not an winrvocation
of the power, m any given case and as apphed to existing condi-
tions, 15 reasonably necessary to promote the public health, safety,
morals, or general welfave of the community A valid exereise of
the police power may not be arbitraty, unreasonable, or diserimina-
tory, and must not amount to an mproper or arbitrary infringe-
nent of the constitntional rights of wlividuals >™ (Op e, p 534 )

Thus the problem before the committee is that of determining
whether the hicensing of small craft operators 15 a necessary and rea-
sonable step towards a proper goul, water salety, and whether it can
be undertaken without compromising the 1ights and privileges of those
ctizens for whose protection it has been proposed, the users of the
waterways of the State of California

Water Safety

As the first step i ats mquuiry, the committee found it necessary to
apprawe the water «afety situation i Califorma Theve 13 no guestion
that water safety 15 a problem of measurable dimensions in the State
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Testimony before the committee cited several instances of tragic injury
and loss of Iife, and more numerous instances of accidents or near acei-
dents finanaally injurious to boaters and marmme enterprise Repre-
sentatives of marine industries, whose operators are subject to federal
licensing, and for whom water safety 15 a matfer of busmess, eited
instances where the hazards of irresponsibly operated pleasure craft
had mereased business costs and forced curtailment of services

““One of the reasons that there are not more aceidents is that we
have taken cognizance of (these hazards) and about two years ago
we refused to go into San Rafael Channel because of congested
area and because of pleasure boating 1n the channel We just re-
fused to serve This, I am sure, has elimiated potential accidents
1 there due to congestion and due to the operation of boats by
people who know absolutely nothing about it . T will say that
having elected to give up traffic i the San Rafael Channel has
certainly created a financial defiat with us We operated an
average of some $1,500 to $2,000 a month revenue m that area but
we decided 1t wasn’t worth 1t because the hazard was too great.’?
(Robert W Dyer, Umted Towing Company and California Tug-
boat Company, San Francisco Hearing, pp 101-102.)

Uunfortunately, while 1t 15 evident that some sort of a problem exists,
there 15 no way of properly assessing 1ts dimensions at present. The
collection and analysis of safety statisties on small eraft is in a primi-
tive stage of development, both 1n California and in the nation as a
whole Not only are there no thoroughly reliable statisties on the num-
ber and extent of small eraft aceidents, but there also is as yet no satis-
factory ygrdstick for relating the meidence of such aceidents to the
amount of boatmg done Thus while the committee has a reasonably
clear picture of the absolute safety of boatmg m Cahforma, m_terms
of fatalities, 1t has a less clear picture 1n terms of injuries and aceidents,
and htile or no picture of the relative safety of boating in terms of
fatalities, injuries, or aceidents per unit of boat use F‘rom the tentative
figures at the commuttee’s command, 1t would appear that boating
safety m California 15 decreasing absolutely, but mereasing relatively,
and 1s about average m national terms Whule any departure from abso-
lute safety 1s cause for concern, 1t is difficult to propose remedial raeas-
ures withont some understanding of the relative magmitnde of the
problem Thus the committee must hegm 1ts mquiry by notig that 1t
has hittle more than subjective knowledge concerning the necessity of
any new legislation for the promotion of hoating safety

Advantages of Operator Licensing

Lachlan M. Richards, Chief of the State Division of Small Craft
Harbors, enumerated the arguments both m favor of and opposed to
operator licensing without supporting or opposing it. Those reasons
grven 1n favor of licensing are hsted below.

1 TIncensng will provide a means of identifying and penalizing
repeated offenders. Even a permit system without exammation would
accomplish this.
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2. Lieensing would aswure some degree of competence, both fitness
and traming, on the part of boat operators, This presumes an examina-
tron, whether oral, written, or a demonstration

3 Requirements for heensing will assist enforeement officers in vari-
ous ways meluding identification of the operator, increased familiarity
of the operator with the law, and the operator’s awareness that he has
something to lose

4+ Licensing would materially aid a boating safety education pro-
gram on the basws that 1t would require demonstrations of knowledge,
skiil and ability

5 Requirement of a license would provide aseistance for new beat
operators as those requirements could be the standards of competence
toward which they could aspire and which would be readily available
to them (Newport Beach Hearmg. p 4)

It is apparent from this list of arguments that there are two primary
lines of justification for the licensing of small craft operators The first
of these, represented by pomts 1 and 3, 1s that licensing will improve
the enforvement of existing laws This comnuttee has already had the
opportunity to take cognizance of deficiencies in the enforcement of
present boating law In appraising operator licensmg as an enforce-
ment measure, 1t must note that 1t fails to attack the fundamental
causes of deficient enforvement, and that nearly all of the hoped for
fruits of Licensing might be satisfactorily achieved by admuustrative
action under present law Whale the committee bebeves that operator
licensing could make an meidental contribution to mmproved enforce-
ment, it is of the opuuon that such a contrihution, standing alone,
would be guite madequate as a justification for the passage of such
alaw.

The major justification for operator lceusing, as represented by
points 2, 4, and 5, 15 that i1t will promote water safety through com-
pulsory education of boat operators As one proponent pnt it

“‘In my view it is not a disciplinary device that the lwcensing
would accomphsh It 1s mdeed an edurational checkpnint where a
man, before he goes on the water, must have a license and must
at least have been exposed to the rules of the read ’’ (Ralph B
Dewey, President, Pacific American Steamship Association, San
Francisco Hearmng, p 82)

Assuning for the moment that a practical program of examination
and heensing counld be developed, and that the eduwcational efforts
of private boating assocrations were contmnued, 1t seems clear that
some improvement w water safety might be expected, particularly on
the part of those whe have never availed themselves of private educa-
tional programs

How great might this expected improvement m water safety be?®
While any progress towards absolute safety would be commendable,
1t would certamly be a frivolous exercise of the police power of the
State to enact an operator licensing law, affecting many thousands of
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boat operators, in order to effect a mieroscopic 1mprovement in the
accident rate In the absenee of any previous experiences in operator
licensing, the commttee 15 compelled to resort to loeic m attempting
to predict the magnitude of sueh an improvement Perhaps the most
pronmusing way 1s by an armehair analysis of the causes of boating
acerdents,

Analysis of Accidents

Many aceinlents are in whole or 1n part unpreventable, that is, they
stem either from mechaneal or equipment prohlems or are the result
of unforesecable situations or conditions, vircumstances ‘“bevond the
rulebock ? While 1t 15 true that the eaperienced aperator is perhaps
somewhat less Iikely to encounter such duffieulties and morve likely to
surmount them, 1t is hardly possible that information gamed m a
basie licensmg exammation would be of much help to the novice in
these situations As far as auy dimmution n ‘‘anavordable’” accidents
18 possible, it must come through mereased experience and improved
jyudgment on the part of all Califerma small eraft operators Under an
operator Licensmg law, such experitence and judgment wonld of neces-
sity be achieved long after the acquisttiom of the license

Among preventable acadents, an indetermmate number are caused
by disregard of known prineples and regulations pertammg to water
safety Agam, 1t would appear that licensimg as an educational measure
would have little or no effect 1 the prevention of these aceidents The
problem here 15 mstead quite obviously one of enforeemnent Licensing
as an enforcement measuie might make certamn mimmal contributions
as to improved enforcement, but sueh mprovements, as was noted
earlier, might also be achieved by means other than operator licensing

Other preventahle accidents are caused hy 1gnorance of the funda-
mentals of water safety These are the aceidents that presumably would
be, at least m part, prevented by the adoption of operator licensing
There is, however, considerable disapreement coneerning the percentage
of the total accident pieture that 1« accounted for by ignorance Some
individuals feel that the pereentage 15 fanly high, but the preponder-
ance of opmion at committer hearings was that the percentage was
rather neglhgible

““The T.8. Coast Guard accident study for 1960 has reports
and has analyzed the repoits on a group of accidents in whieh
there were 739 deaths In the cases of but 30 of these 739 deaths
15 the cause charged up to operator mexperience In other words,
in the other 709 cases—or that proportion of the fatalities repre-
sented m cases—the Coast Guard felt that the operators were
sufficiently expertenced and knowledged at least as to what they
were doing ’’ (Edward F Kennedy, Outboard Boating Club of
Amertea, Ine, Newport Beach Heaung, p 87)
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The general belief, hacked np by these and other tentative statistics,
was that willful irresponstbihty was the prime canse of boating acer-
dents

“We find the man that does most of this vielating 15 the indi-
vidual that could pass a test without any problem at all, posstbly
with his eyes blindfolded We sort of look at um as a man that
has got everythmg ont of Ins boat that he possibly can and now
he is getting bored with 1t unless he can demonstrate himself to
a great many people and the only wav he can do 1t 15 by getting
close to the shore and <howing off aud that is the mdividual we
want to get at *’ (Ben Leberman, Orange C'vunty Outboard Club,
Newport Beach Heaving, p 111)

“It is our observation that the pressure which has made the
leenaing of boat operators a matter of concern to all of us 1
caused by a small hard core of violators who will resist all methods
short of punishment to live amieably with the rest of soclety We
have seen the same type of person on the highways, we read about
him m awrplanes, and we have lim on the waters 1 the same small
percentage 1 rowboats, canves. outboards, power cruisers and
sailboats This same type of midnidnal, supposedly educated and
licensed on the highway, 15 as mnuch a menace as he 15 unlicensed
and supposedly uneducated on the water ’ (Burbeck Johnson,
Pacific Inter-Club Yacht Aswsociation, San Franasco Hearing, pp
37-38)

On the basis of this evidence, the commirttee must conclude that no
great improvement in water safety i Cahforma would result from the
lieensing of small craft operators

Obstacles fo a S ful Operator L Program

In addition to the likelihoud that a successful operator licensing
program would elinunate enly a small number of aceidents, there is
considerable doubt as to whether any such program can be developed
on a practieal basis It would appear that any successful program
would have to be complex, 11gorous, and alwost prohibitivelv expensive,
and that any simple and mexpensive system would be almost totally
meffective as an eduneational measure

““It seems to me that you find yourselves m a htile bit of a
dilemma when you talk abont operator’s licensimg In attempting
to assuage the feeling of the boater that you are not going to
mpose heavy fees, that you are not gommg to mmpose a burden,
it 18 sa1d on the one hand that 1t will be a very simple form—
you will just be given 1t or 1t will he potten without any trouble
and 1t won’t cost you any money but i1f you are going to do that,
you will eonsume the entue fee 1n administering the program and
vou will have no money left over and you won't he accomphshing
anything You will just be passing out a prece of paper On the
other, 1f you are gomng to try to make it meaningful, in the sense
that you are tryimg to determine the person who actually knows
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how to operate a boat, you are faced with a program so expensive,
80 cumbersome, s0 tremendous, and so concise administratively
that 1t falls of 1ts own weight 7 {Fred B Lafion, Manager, Goi-
ernment Relations Department, Quthoard Industries Association,
San Franciseco Hearmng, pp 65-66 )

In the first place, a meaningful law would almost certainly require
the development of rather numerous and mutually distinet categories
of operator licenses The public confusion and adminstrative expense
that such a proliferation of Ncenses would cause 1s among the least
attractive features of the operator heensing proposal In the second
place, the general lack of support for operator hicensmg among the
boating public would mean that for the program to be effective, a
drastic increase 1 marine law enforeement would be requared

¢‘ Prohibition might have been a good thing or 1t might not have
It didn’t work because 1t didn’t have public support This licens-
mg, as proposed, does not have publie support I thimk 1t
would be mmpossible to pohee this and T don't think the people
will go for 1t 7’ (Jim Harrison, Orange County Marine Dealers
Association, Inc , Newport Beach Hearmg, p 106 )

Adequacy of Enforcement of Existing Boating Laws

Of necessity, licensing of boat operators must be eonsidered n direct
relationship to the adequaey of the existing boating laws and to the
enforcement of them by local gevernment

Of the 58 counties comprising the State of California, only San
Benito and Alpme Counties have no waterways used for recreational
or commereial boating Of the area represented by the 56 remaiung
counties, only 31 politieal subdivisions appear to have made any effort
to enforee the existing beating laws and only 12 of these are making
what can be determined to be a reasunable effort m this direction The
glaring deficiency regarding enforcement by local government of the
laws devised by the State to insure hoating safety make 1t appear ad-
visable that a statewide umform entorcement program be instituted

There 1s no question but that a drastie improvement m enforcement,
without heensing, would result m a very real increase in water safety
TUntil such an mnprovement 1s reahized, any operator hieensing system,
no matter how ambitwous, would of necessity fail to accomplish the de-
sired purpose

In order to support an adequate enforcement of existing boating
laws, a central file of violations of boating laws, by name of violator,
should be mamtained by the Division of Small Craft Harbors Informa-
tion contammed in such a fle would be wseful in the determination of
appropriate pumshment by the courts, and should be made available
to them upon request This nformation would make 1t possible to iden-
tify habitual boating law violators and determine the percentage of
aceidents and injuries attributable to these habitual offenders It 1s
probable that a judge 1 sentencing boating law violators would find
such information useful both to temper punishment for violators with-
out prior records and to increase penalties applied to those who demon-
strate patterns of habitual violations
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+ OTHER COMMITTEE STUDIES

The commttee also heard testimony relative to legislation which is
required to increase small eraft harhor faclities, ereate harbors of
refuge, and make ninor adjustments in the existing law, The comnutiee
also considered economne and budgetary considerations relative fo har-
bors of refuge and small craft harbor operations and development

The specific recommendations made by the committee 1 this 1nterim
report can have a profound effect on boating safety and facilities 1m-
provement, yet none of the recommendations represent a major depar-
ture from past practices The mmor adynstments of law have been
fully considered aund, in the opimon of the vommttee, are all required
to meet the needs of public safety and vonvenmence

1t should be pomted out that testimony was offered at the committee
meeting at Al Tahoe, California, to the effect that, simnee Congress has
given the states only the authority to number small craft, all other
boating law enacted by the Legislature is unconstitutional. The com-
mittee rejected this testimony on the grounds that (1) the exercise of
police power reguires the appheation of laws to the waters as well as
the lands of the State, and (2) that the Tegislature enacted these laws
m good faith, they were signed by the Governor of Califorma after
the Attorney General of Califorma had rendered an opwion that they
were not uncoustitutional and further, (3) that challenges on the con-
stitutionality of laws are properly the affair of the judieial rather than
the legislative branch of gorernment and such challenges cannot prop-
erly serve as the basis for objection to amendment, subsequent addition
or implementation before a legwlative committee (See Exhibit No. I,
Legislative Counsel Opinton No 5160, dated Oectober 17, 1962 )

FINDINGS OF THE COMMITTEE
Findings in Support of Recommendation No. 1

After a careful weighmg of the evidence, it i~ the considered judg-
meut of this commuttee that enforcement of the existing hoating laws
of the State of Califorma is madequate at the present time The po-
tenhial mprovement in California’s water safety must come from uni-
formly admumstered enforcement of the laws The commuttee further
finds that there 15 not adequate mformation available to recommend
licensing of operators of small craft at the present tume In terms of the
police power, licensmg is not a measure that 1s ‘‘reasonably neces-
~ary to promote the public health, safety, morals, or general welfare of
the ecommumty . . as applied to exwisting eonditions’” . . . (supra)
and thus does not eonsirtute & valid exercise of that power Since the
proposal does not run divectly contrary 1o any fundamental constitu-
tional right, the committee’s decision does not represent an absolute
finding of mght or wrong, but rather a reasonable judgment baged
upon a delbeately balanced equation of claims and counterclaims
Should eircumstances change, and additional and move substantial m-
formation become available, the equation will demand re-evaluation For
the present tiume, however, 1t seems clear that the passage of a general
operator hicensing law would be a futile step without uniformly ade-
quate enforcement,
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The committee does beheve, however, that the,licensing of small
craft operators who aceept passengers for hire would be a desirable
undertaking Such operators sailling on navigable waters are under the
jurisdiction of the federal movernment, and are required to have li-
censes By offermg his services to the publie, the operator of a boat for
hire 15 1 effect making a public claim of his competence to operate such
a hoat It s difficult, if not imposaible, for potential passengers fo check
the validity of this elaim 1n the way that proper concern for their own
safety would prompt them to mqguire ahout the competence of a friend
or acquaintance offering them a pleasure ride on his own craft In the
face of this dafficulty, 1t 15 to the benefit of both passenger and operator
that the government take steps to establish standards of competent
operation, and see to 1t that they are met Because the federal govern-
ment has no jurwdietion over mland waters within a state, and has in
fart adopted the prartice of only certifymg an operator for waters in
which he actually operates, 1t wonld seem Ingical for the State of Cali-
forma to establish operator heensing provisions for its own waters
which parallel those established by the federal government for federal
waters,

Findings in Support of Recommendation No. 2

Testimony received by this committee indicates that there are no
further funds to eonduct the loan program to Iocal government far
construction of 1ecreational boating facilities and that over $12 million
in applications for loans cannot currently be investigated and processed
becanse of a lack of these funds

Over one million Califormans are using the waterways and boating
facilities of the State There ave approximately three hundred thonsand
boals now registered 1 Califorma and the projections of the Davision
of Small Craft Harbors mdicate an additional twelve thousand hoats
will be registered each year during the next decade

To protect the hives of California boaters and to provide the facilities
required for this major recreational activity, the Legislature must
continue to exercise leadership.

Findings in Support of Recommendation No, 3

The commuttee was particularly impressed with testimony relating to
the need of a harbor of refnge program along California’s coastline
The coast of Califorma is eleven hundred miles long and many reerea-
tional boaters uce the coastal waters as does the fleet of commereial
boats from Califormia ports Unfortunately the Cahfornia coasthine
dves not offer the hoater, commereial or recreational, the natural har-
hors, bays and bights whiel can provide protection and refuge from
ocean storms Theretore, the Legislature of C'abforma has instructed
the Division of Small (‘raft Harbors to prepare a plan for develop-
ment of manmade harbors of refuge.

The committee believes that this program must be implemented as
quickly as posuble 1n order that the lives and property of the people
of Cahforma be adequately safeguarded
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The passage of Senate Bill No. 815 1n 1961, provided that no harbor
shall be constructed until an agreement for transferring the harbor to
a county, city or district has been entered into. The division discovered
that this requirement prevented any action in developing a harbor
m some of the locations where refuge 15 most needed

Mr Lachlan Richards, Chief of the Division of Small Craft Harbors,
mn testimony before the committee, noted specific examples of this
dilemma. He pointed out that Cojo Bay, which has a high priority for
construetion, -hes adjacent to Point Conception in a largely nuinhab-
ited area The sea here 15 often beset with northwest gales and 105 nules
of open sea lie between the existing harbors of Santa Barbara to the
south and Port San Luis to the north. However, before the division can
proceed with any development at Cojo Bay a local government must
agree to accept the harbor. Because of the uninhabited nature of the
area, no existing county, city or district has any operations m the area
and none has been willing nor able to assume the heavy burden of
responsibility and cost 1 operating this harbor of refuge Until there is
some change in the law there will be no harbor of refuge at Cojo Bay

The committee believes that it is unsound to deprive our ecitizens
of the security of harbors of refuge solely becaunse no loeal jurisdiction
can be found that is willing to co-operate from the outset Therefore
the commitee feels that harbors of refuge should be built on the basis
of demonstrable need and that while the division should be required
to make every effort to secure agreements to accept transfer in ad-
vanee, this requirement should not prevent construction of harbory of
refuge required for the safety of reereational and eommereial boaters
using our coastal waters

Findings in Support of Recommendatfion No. 4

The fourth recommendation of the committee 15 required 1f we are
to protect the publie with regard to lewal actions involvmg boats The
committee was made aware that the existing law 1s unclear with regard
to the transfer of ownership of a boat. The law provides that legal
ownership, and hence legal responsibihity, transfers when doeuments of
such a transfer are received by the Division of Small Craft Harbors
or when these documents are placed m the United States mails

However, the division is now designating agents throughout Califor-
nia who are empowered to aceept these documents as a service to
boaters These agents, furthermore, are required to forward these docu-
ments to the division only once each week Hence the question of legal
ownership and vesponsibility durmng the period when the documents
are 1n the hands of the agent is unclear To remove doubt the eom-
mittee recommends that delivery of these documents to the designated
agent of the division be accepted ag delivery to the duvision for pur-
poses of determination of legal ownership Failure to enaect this ehange
would jevpardize the rights of persons mjured by a boat the transfer
of which was aceomplished through an agent of the Division of Small
Craft Harbors (See Exinbit No II, Lemslative Counsel Opimion No
4989, dated September 19, 1962.)



22 REPORT ON PUBLIC UTILITIES AND CORPORATIONS

Findings 1n Support of Recommendation No. 5

Under exasting law vessels powered by electric motors of 10 horse-
power or less are exempt from requirements to register with the
Davision of Small Craft Flarbors Since the purpose of repistration is
to make possible identification of boats mmvolved 1n accidents, lost boats,
or boats operated m violation of boating law and since a vessel pow-
ered by an electric motor can as readily become mvolved in an acci-
dent, be lost or be operated i viclation of the law as one powered by
gasoline or diesel or other fuel, there would appear to be no justifica-
tion for exempting these eleetric powered boats from the requirement
to register.

On the contrary, the exemption of electric motor powered boats
creates unfair competition with engines of similar horsepower using
other fuel.

Findings in Support of Recommendation No. 6

The commttee 15 aware that the Council of State Governments has
under consideration a recommendation that boat builders in the United
States be required by federal law to affix to each hull a number which
would serve as a means of positive identification The eommittee sup-
ports this recommendation and urges the Legislature to communicate
this support to the Congress of the United States

At present there 15 no way to distinguish between two hulls from the
same manufacturer and anyone mn possession of a boat, however ac-
quired, may register that boat as his own It 1s clearly impossible to
mprove materally on this situation so long as a method of positive
1dentification 1s lacking,

Findings in Support of Recommendation No. 7

The Legislative Analyst, as directed by Assembly Concurrent Reso-
lution No 47, 1961 Legislative Session, bas prepared an estimate of
the amount of tax paid into the Motor Vehicle Fuel Fund by persons
purchasing fuel for boats, This estimate 15 necessitated by the language
of Section 8362(g) of the Revenue Code which requires that funds be
appropriated from the Motor Vehicle Fuel Fund,

““(g) To the Small Craft Harbors Revolving Fund for expendi-
ture in aceordance with the provisions of Division 57 (commene-
ing at Section 5801) of the Public Resources Code, the sum of
seven hundred fifty thousand dollars ($750,000) per annum, com-
mencing with the 1959-60 fiscal year, fhis sum representing the
amount of maoney i the Motor Vehicle Fund attributable to taxes
imposed on disiributions of motor wehwcle fuel used or usable wn
propelling vessels Payments pursnant to this subdivision shall be
made prior to payments pursuant to subdivision (d) 7’

The committee feels that a formula should be devised to determine
the amount of uneclaimed gas tax paid by the boaters to the Motor
Vehicle Fuel Fund and that these moneys be annually allotted to the
Small Craft Harbors Revolving Fund
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In the opanion of the committee thi+ tax money, having been paid by
the boaters, should be used for boating facilities and m the general
support of boating m Cahfornia and calls attention to the language of
the Revenue Code, Section 8352(g) which makes patent the logical
proposal that taxes paid by beaters shoull be used for boating,

Findings in Support of Recommendation No. 8

The committee feels that an amendment to Section 53292 of the
Public Resources Code is needed fo prowvide greater flexability 1 nego-
tiations between the state and loeal jurisdiction for operation of small
craft harbors

This change was supported m testimony by the committee of the
Small Craft Harbors Commission which met jowntly with a subcom-
mittee of the Committee on Public Gtilities and Corporations

The wording of the section as 1t now stands requires that the Small
Craft Harbors Commission approve both vitations to bids and con-
tracts under which facilities of a emall eraft harbor are leased to con-
cessionaires by the operating county, eity or district prior to granting
the lease for the operation of the whole or part of the harbor to the
county, ety or distmet

This procedure of approval of hids prior to advertisement has proved
to be difficult to follow and has bampered orderly developnient of lease
agreements Further, the interests of the State are fully protected
smee the State, which 15 not a party to the concession leases, must ap-
prove the final contract

Section 5824 2 of the Pubhe Resources Code should be amended m
the following manner-

58292 If the legislaiive body of a city, county, or district has
acquired, comstrueted or umproved small eraft harbor facihities
pursuant to an agreement or contract for a transfer pursuant to
Seetion 5823, or & loan pursuant to Sections 5827 or 6499 5, such
tacilities may not be leased in whole or 1 part to a private conces-
swnatre or lessee until such lemiclative body has published a notice
pursuant to Section 6066 of the Government Code inviting bids
and has otherwise complied with this section Prior to publication
of the notice the legislative body shall may obtamn the approval of
the commussion to the proposed leasing of the harbor facility and
to the terms and conditions of the proposed lease The notice shall
distinetly and spewaifically deseribe the harbor facilities which are
10 be leased aud set forth the pertod of time for which the facilities
are to be leased, and the mimmum reutal to be paid under the
lease The notice shall recite that the lease will reserve to the legis-
lative body the power to fix and deternmne the rates to be charged
by the lessee for the use by the public of such facilities, The notice
also shall recite that award of the lease by the legislative body is
subject to final approval by the commssion, and fix a fime and
place for the opening of bids by the legislative body
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At the time and place fixed m the notice the legislative body
shall meet and consider all bids which have been submitted The
Jease shall be awarded to the highest responsible idder, but the
award shall become final only after the award by the legislative
body has been approved by the commission

(Added by Staty 1959, Ch 1863)

Findings in Support of Recommendation No. 9

The comnuttee helieves that equity requires that the fees collected
by the Division of Small Craft Harhors in connecfion with registration
or licensimg of boats be deposited m the Swall Craft Harbors Revolving
Fund and further, that the division use these funds for admmistering
the boat registratton program and apply the remamning funds to the
support of other operational costs of the division

The committee believes that money contributed hy hoaters for regis-
iration, as with money coniributed by them m fuel taxes, should be
appropriated to the costs of supporting boating i California

RECOMMENDATIONS OF THE COMMITTEE

The committee recommends the following actions as necessary to im-
proie the enforcement of existing boating laws, mmprove boating condi-
tions and faeilities, and 1o strengthen and elarify existing boatinyg laws.

1 The eomnuttee finds that there 15 not adequate information to
warrant a recommendation for Licensing of operaturs of small craft at
the present time The committee further feels that enforcement of ex-
wiing boating laws by local government is madequate Therefore, to
instire uvnifornmity and adequacy of enforcement, this comnuttee recon-
mends enforeement of the existing boating laws by the State of Cali-
formua The commmttee mtends to continue to consider hicensmmg of small
hoat operators for the purpose of making more effective enforcement
of Jaws pertamnmg to recreational boatmg As a possible source of
revenile to finance sueh statewide enforcement, this eommittee intends
to continue consideration of removing boats from personal property
tax rolls and creating a state tax in Liew thereof

The committee does, however, recommend that small eraft operators
who accept passengers for hire and who operate their craft on other
than navigable waters, as defined by the federal government, shall be
required to obtamn an operators license from the Division of Small
C'raft Harbors and to pass such tests and/ur examinations as are neces-
sary to prove their competeney 1n the operation of their vessels

This committee recommends that the Division of Small Craft Har-
bors of the Department of Parks and Recreation, Resources Agency of
California, be required to mamtain & file of vwlations of boating law
by name of violator, said information to be provided by the courts
having jurisdiction, and that snch mformation be supphed to any
court on request.
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2 This commrttee recommends that additional funds be provided
to continune the Small Craft Harhors Program for loans to enable local
government to construct recreational hoatmg faclities The committee
commends the envrent Small Craft Harbors Commussion and Mr Lach-
lan Richards, Chief of the Division of Small Craft Harbors for their
competence 1 granting loans under this program

3 The commuttee vecommends that the construetion of harbors of
refuge along Califorma’s rugged coastline be smplemented as soon asg
possible The commnuttee further recommends that Seetion 5823 5 of the
Public Resources Code be amended to allow the Dwvision of Small
Craft Harbors to constrnct vitally mnecded barbors of refuge even
though it may not prove possible or practical to enter mto prior agree-
ment for the transfer of the completed harbor of refuge to a local
agency

4 Section T04(b) of the Harbors and Navigation Code he amended
to specifv that the delivery of doeuments of sale or transfer to an
agent of the Division of Small Craft Harbors 1s, in fact and law, de-
livery to the division

5 Sectwn 632(e) of the Harbors and Navigation Code be amended
to delete the exemption from registration of vessels powered by electrie
motors of 10 horsepower or less

6 The Congress of the United States be requested by jomt resolu-
tion to enact legwlation requiring that all hoats used in the waters of
the Umited States carty a permanent hnll number which can provide
positive identification

T Section 8352(g) of the Revenue Code be amended <o that the total
amount of money 1n the Motor Vehiele Fuel Fund, attribntable to taxes
mmposed on the distribution of motor vehliele fuel used or usable in
propellmg veseels, and unelanmed by boat operatois, be appropriated
to the Small Craft Harbor Revolving Fund on an annual basis

8 Section 5829 2 of the Public Resources Code be amended to per-
mat, rather than to require, legislatrve hodies of a county, ety or dis-
triet to obtam approval of the Small Craft Harbors Commission of the
terms of the bid invitation prior to publication of notice wviting bids
from private coneessionaires or lessees

9 Section 681(s) of the Harhors and Navigation Code be amended
to provide that fees collected for licensing, remistering or numbering
small eraft be deposiled m the Small Craft Tarbors Revolving Fund
and, further, that the costs of admnistering this registration or licens-
ing be pard from the Small Craft Harbors Revolving Fund
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EXHIBIT No. 1

STATE OF CALIFORNIA
Orrick oF LEcisLATIVE COUNSEL
SAcRAMENTO, CALIFORNIA, Qctober 17, 1962

Ho~n JouN C. WILLIAMSON
212 Goodman Strect
Bakcrsfield, Cahforma

STATE BOAT LAW—No. 5160

DEeArR Mr. WILLIAMSON
QUESTION

You have asked if the enforcement of the safety provisions of Article
1 (eommencing with Section 650) of Chapter 5 of Division 3 of the
Harbors and Navigation Code which are applicable to undocumented
vessels operated upun waters within the territorial linuts of Califorma
is in confliet with federal jurisdiction or legislation

OPINION

Tt is our opinion that as a result of the express authorization granted
to the states to regulate the umwe of undocumented vessels upon the
navigable waters of the Umted States by the Federal Boating Aect of
1958 under conditions with which California has comphed, the en-
forecement of the safely provisions found in Artiele 1 (commencing
with Section 650) of Chapter 5 of Division 3 of the Harbors and Navi-
gation Code in no way conflicts with federal jurisdiction or legisiation

ANALYSIS

The California law relating to the operation, equipment and registra-
tion of vessels 15 found m Chapter 5 (commencing with Section 650) of
Division 3 of the Harbors and Navigation Code.* which generally pro-
vides for state and local regulation of the equupment and operation of
vessels, under the general supervision of the Small Craft Harbors Com-
mission, and for the registration of vessels and issuance of ownership
and numbers by the State Division of Small Craft Harbors The pro-
visions of Chapter § are to be enforced by all peace officers of the State
or local governmental agencies (Sec 663, H & NC) Article 1 pre-
seribes safety laws for undocumented vessels operated upon all waters
within the territorial limits of Califormia An undocumented vessel 1<
defined 1o include any vessel that is not required to have, and does not
have, a vahid marine document issued by the Bureau of Customs of the
United States Government or any federal agency successor thereto
(subd. (I), Sec 651, H & N C.). Article 2 provides that every un-
documented vessel using the waters of this State must be numbered in
aceordance with the provisions of Chapter 5 or applicable federal law
(see Sec, 680, H. & N C ).

¥ Unlesa otberwise ndicated, all article references hercafter are to Chapter 5 (com-
mencing with Section 660) of Division 8 of the Harbors and Navigation Code
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In 1958, the Cougress of the Umted States enacted the Federal
Boating Act of 1958 (72 Stats 1754, 46 US.C A 527-527h) Thiy act
provides 1n part as follows.

“527h, The applicabelity and the jurisdiction for enforcement,
upon the novgable waters of the Unsted States, the Commonwealth
of Puerto Rico, the Virgm Islands, Guam and the District of
Columbia, of the laws of the United States and of any State which
require the numbering and otherwise regulate the use of undocu-
wented vessels, shall be as follows:

f4(1) Such laws of the United States shall be applicable and
enforced vn such waters by law enforcement officers of the United
States

“(2) Such lows of any Statc w o State having @ numbering
system approved by the Seceretary under sectwn 527a(e) of thas
title shall be applicable and ¢nforced on such waters by low en-
forcement officers of the State or by law enforcement officers of the
appropriate subdrasions of 1he State.

““(3) Nothing herein shall preclude enforcement of State or Fed-
eral laws pursuant to agreements or other arrangements entered
into between the Secretary and any State within the eontemplation
of section 527f of this title

‘“(4) Nothing herein shall interfere with, abrogate or limit the
Jjurisdiction of any State« Provided, however, That the Secretary
shall not approve any Staie system for numbering which does not
fully comply with the standards set forth in section 527a(ec) of
this title ”’ [Emphasis added] (46 US C A 527h)

It is clear, in our opinion, that the above emphasized language grants
power to the siates to regulate the use of undocumented vessels operated
upon the navigable waters of the United States provided that the State
has a numbering system for vessels which has been approved by the
secretary of the department in which the United States Coast Guard
is operating. We have been informed by the State Division of Small
Craft Harbors that the California provisions relating to the numbering
of vessels has recerved federal approval Thus, smce California has
recetved the requmisite approval from the federal government, we eon-
clude that the grant by the Federal Boating Act of 1958 empowers the
State of Califormia to regulate the nse of undoewmented vessels upon
the navigable waters of the Umted States without conflieting with
federal jurisdiction

Very traly yours,
A. C MogrisoNn
Legislative Counsel

By Lroyp M HARMON, Jr
Deputy Legislative Counsel
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EXHIBIT No. 1l

STATE 0F CALIFORNIA
OFFICE OF LEGISLATIVE COUNSEL
SacraMENTO, CALIFORNIA, September 19, 1962

ITon Joun ¢ WiLLiAMsON
212 Goodman Street
Bakersfield, California

CALIFORNIA BOATING ACT-—No. 4989
DeAr MR WILLIAMSON :

You have asked the following questions which we will answer in
series concerning the registration of undocumented vessels by the Divi-
ston of Small Craft Harbors,

QUESTION No. 1

If the division delegates someone to act as 1ts agent for the issuance
of a certificate of number 1s that person an agent of the State of Cali-
fornia for the purpose of the transaction?

OPINION No. 1
In our opinion he is.
ANALYSIS No. 1

Generally speaking, every undocumented vessel using the waters of
this State 18 required to be numbered (Sec 680, H & N C *) To obtain
a certificate of number, the owner of the vessel 1y required to make
application therefor on an approved form and to pay the reqmred fee
(Sec 681). If proper application 1s made, a certificate of ownership
is issued to the legal owner and a certificate of number 15 issued to the
owner, or both to the owner if there 15 1o legal owner (See 681)

The law provides that the application may be made to the Division
of Small Craft Harbors at 1ts Sacramento office or to a person author-
1zed by the division to act as its agent for the 1ssuance of a certificate
of number (subds (a) and (e), Seec. 681). A person so authorized 15
assigned a bloek of numbers which, npon 1ssuauce in confornuty with
the statute and any rules and regulations adopted pursuant thereto,
‘‘shall be valid as if issued directly by the Division of Small Craft
Harbors™” {(subd. (e), Sec. 681).

In connection with these agents, the regpulations provide that the
appointment of such agents, referred to as undocumented vessel reg-
wstration agents, 15 at the pleasure of the Division of Small Craft Har-
bors They recewve no compensation for their services and are required
to be bonded under a good and sufficient hond conditioned as deemed
necessary, the premium to be paid by the State AIl moneys received by
such agents from the registration of vessels are required to be kept
separate from any other funds of such agent and are at all fimes de-
clared to be the property of the State As a condition to appointment
as an agent, a person must have av established place of business, be

+AIl further section references are to sections of the Harbors and Nawvigatlon Code
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engaged in an activity directly related to boating, and have a means of
wdentification which will clearly indicate to the public the name of his
business (14 Cal Adm, C. 5511).

We believe it 15 clear from the above deseribed provisions that a
person appomted to act as an undocumented vessel registration agent
15 an agent of the State of California for the purposes of the transac-
tion authorized by the designation.

QUESTION No. 2

In a transaction mvolving a transfer of ownership to an undoen-
mented vessel, when 1s the hability of the origmal owner termmated?
Is notice to an agent sufficient to relieve him of liability?

OPINION No. 2

The origmal owner’s liahility 15 terminated when he either makes
proper endorsement and delivery of the certifieate of ownership and
delivery of the certificate of number to the transferee or when he de-
livers the required notiee to the Division of Small Craft Harbors
Notice to an agent will not relieve him of Lability

ANALYSIS No. 2

Generally speaking, no transfer of title to an undocumented vessel
numbered as required by law is effective until one of the following 1s
complhed with

(a) The transferor has made proper endorsement and delivery of
the certificate of ownership and delivery of the certaficate of number
to the transferee and the transferee delivers to the Division of Small
Craft Harbors or places the certificates m the Umted States mail ad-
dressed to the Division ot Small Craft Harbors as required by law
with the proper transfer fee and thereby makes application for a new
certificate of ownership and a new certificate of number

(b) The transferor delivers to the Division of Small Craft Harbors
or places 1 the mail addressed to that office the appropriate docu-
ments for the traunsfer of owuership of the vessel (See T00)

However, although a transfer of title does not become effective nuntil
erther one of the above has been complied with, provision has been
made m Section 704 for the termmation of eivil hability of a former
owner on a bona fide sale

Section 704 states that an owner who has made a bona fide sale or
transfer of an undocumented vessel and has delivered possession thereof
to the purchaser shall not be deemed the owner of the vessel so as to
be subject to civil hiability for its operation thereafter by another when
he either makes proper endorsement and delivery of the certificate of
ownership and delivery of the certificate of number to the transferee,
or when he delivers to the Division of Small Craft Harbors or places
m the United States mail addressed to the Division of Small Craft Har-
bors, the required notice or appropriate deenments for the transfer of
the vessel The section specifically requires notice to the dimsion and
not to an agent of the division.
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The notice referred to 1s that required to be made by Sections 710
and 711 Section 710 states that whenever the owner of an undocu-
mented vessel numbered as required by law sells or transfers his title
or mterest therem and delivers possession of the vessel to another le
must, within five days thereafter, notify the Drvision of Small Craft
Harbors of the sale Section 711 provides that every dealer, upon trans-
fering by sale, lease, or otherwise any undocumented vessel required
by law to be numbered, must no later than the end of his next business
day give written notice of the transfer to the Division of Small Craft
Harbors

Thus, hability terminates after the sale and transfer of possession of
an undoeumented vessel when the former owner makes proper endorse-
ment and delivery of the certificate of ownership and delivery of the
certificate of number fo the buyer ¢r when he gives the required notice
to the dwvision.

Very truly yours,
A. C. Morrison
Legislative Counsel

By (Mrs ) ANN MACKEY
Deputy Legislative Counsel



HOUSE RESOLUTION No. 417

By MR CUNNINGHAM

Relative o Regulating the Car Rental
and Leasing Business

‘WHEREAS, There have been reported to the Legislature instances of
alleged advertising and business frauds in the car rental and leasing
business; and

‘Waereas, The growth and development of this business is inereasing
its effect upon, and importance to, the economic well-bemng of this
State; and

WuEereAs, It is necessary that a legislative study be made of the
necessity and feasibihty of subjecting the car rental and leasing busi-
ness to regulation by some appropriate body such as the Pubhie Utilities
Commission in order to protect the public agamst fraud and abuses,
now, therefore, be 1t

Resolved by the Assembly of the State of Calrforma That the Com-
mittee on Rules 1s directed to assign to an appropriate interim com-
mittee for study the subject of the car rental and leasing business, in-
cluding bot not Innited to alleged advertisimg and busuiess abuses in
the field and the possibility of regulation by an appropriate body such
as the Publiec Utilities Comuussion, and that such intermm committee
report fo the Assembly with its recommendations not later than the
fifth ealendar day of the 1963 Regular Session,

HEARINGS HELD ON HOUSE RESOLUTION No. 417

One hearing was held by the committee on July 30, 1962, in Room
1138, State Office Building, at 107 South Broadway, Los Angeles.

PERSONS APPEARING AND TESTIFYING BEFORE THE COMMITTEE
ROBERT J BAUER, Piesident, Better Busmess Bureau of Los Angeles
R J. EVANS, The Hertz Corporation
O'NEAL D GANEY, Yxs Angeles County Tavpa)ers League

ALLEN M GARFIELD, Ameilcan Automotive Leasing Association and 8 & C
Lense Dlans, Ine

THOMAS D HODGE, Better Business Bureau of Los Angeles
GENE HOLMES, Avis Rent-A-Car

W A KNIGHT, Avis Tanner Rent-A-Car System

JAMES E McDONALD, National City Truck Rental Company
M J MIRKIN, Budget Rent-A-Car

RICHARD A NELSON, Cal State Auto Leasing, Inc

J R NUCHOLS, Genciral Truck Leastng Coiporation

PHILIP § SNYDER, CATRALA of Calforma

(31)
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SCOPE OF COMMITTEE STUDY

This conmuttee heard testimony relatmg to the car rental and ecar
leasing busmess as conducted m the State of Califormia Testimony
received relating to the leasing of cars and trucks wndicated that there
are no problem areas nor do there appear to be any fraudulent adver-
tising elanms or operating procedures m thay industry

In the car rental field, testimony presented indicated extensive use
of bait advertising, 1e, advertising cars avalable at low rates when
m faet an extremely low number of cars were available at the rates
advertised

Every attempt is being made by the industry to support an adver-
tising code of ethics m an attempt to correet the problem of bait ad-
vertising 1 conjunction with and with the support of beiter business
bureaus

While this committee recognizes that fraudulent advertisig prae-
tices do exist 1n the car rental field 1t wounld appear that legislation on
regulatory coutrol would be premature at this time

RECOMMENDATIONS OF THE COMMITTEE

The committee recommends that the Legislature take no action at
the present time regarding legislation relatmg to the regulation of the
car rental and leasing industry While testimony presented to this
committee indicates that bawt advertising exists on the part of some
members of the mndustry, attempts are bemg made by the mdustry to
correct this problem, and the Legislature believes such efforts should
be given every opportumty prwor to legislative action The committee
will study 1he results of the industry’s efforts in this matter.



ASSEMBLY BILL No. 152

By MR CUNNINGHAM
Relative to Regulation of Commercial Air Operations

Assembly Ball No. 152 was mtrodueed by Mr Cunnmgham and eo-
authored by all members of this commattee a» a result of mtermm study
conducted between the 1959 and 1961 General Sessions After hearings
conducted by the Assembly Public Utilities and Corporations Commit-
tee, this bill and s subject matter were reveferred for addrional in-
termm study Draft legislation which embodies the detailed recommen-
dations of this commttee appear as Appendix I to the section of this
report relative to Assembly Bill No 152

HEARINGS HELD BY THE COMMITTEE

Three hearings were held by the commrttee as follows: December 11
and 12, 1961, in Los Angeles, Febrnary 15 and 16, 1962, mm San Fran-
cisco; and September 17 and 18, 1962, in San Francisco,

PERSONS APPEARING AND TESTIFYING BEFORE THE COMMITTEE
J FLOYD ANDREWS, Prestdent, Paeific Southwest Aules
M F BAGAN, President, San Franersco-Oahland Helieapter Aulmes
RALPH BANKS, Presdent, Umited Helienpters, Ine
CLXDE P, BARNETT, Director, Califormin Acionautics Board
TOM BAXTER, Natwonal Air Taxi Conference
ROBERT A. BERLINER, Heliopter Association of Amertea and Western Heli-
copter Qperators

VINCENT A BORDELON, Manager, Tiansportatton Department, Los Angelos
Chamber of Commerce

ROBERT P BOYLE, Assoclte General Counsel, Federal Aviation Agency
HOWARD CRAMER, 8 V Flying Se1vice, Inc

JOHN C COULSTON, Vice President, Agricultural Arrcraft Association
JACK DOWELL, An Tax1 Opeiator, San Diego

M J. GAGNON, Sentor Tiransportation Rate Expert, Cahforma Publie Utilities
Comnizston

WILLIAM G1BBS, Jr, Gibbs Fly g Setvice, Inc

ROBERT F GUNNELL, Sectetary, Califotrua Aireraft Dealers Assocraiion
J D HANAUER, Los Angeles Chamher of Commerce

LROBERT J HANLEY, Presudent, Catalina Channel Airlines, Ine

LESLIE HOOD, Executive Secreta1y, Bay Area Aviation Committee
ALBERT J HUBER, Califoima Assoctation of Arrpoit Execntives
HAROLD A IRISH, City Attorney, City of Uliah

HENRY A JACOPI, Asuistant Duector of Transportation, Califernia Pubhe Util-
ires Commnisslon

RICHARD KEATINGE, Traps California Airhnes

I B KOONMANN, Calformia Air Carriers and Operators Association

(33)
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EDGAR J LANGHOFER, San Diego Chamber of Commerce

JOIIN W LUHRING, Directur, Los Angeles Chamber of Commerce

JOSEPH § MARRIOTT, Aero Consultant, Anpotts and Aiwrspace

JOHN W McINNIS, Pacific Southweat Airlines

D W MERCER, Mercer Enterptises, BDurbank, California

JAMERS M NISSON. Aviation Commattee, League of Calhfornia Cities

JOHN € PATTERSON, Director, Califetnia Aneraft Dealer's Assoetation

BUDD J PEASLEE, Awrpuit Duectn, City of Salinas

LEE PI'LT, Sectetary and Manager, Aerospace Committee, Los Angeles Chamber
of Commerce

JOHN PRESTON, Jr, Attorney

EUGENE A READ, Directnn, Freight Trathe Depattment, Cabformia Manufae-
tarer’s Association

JACOB W ROSENTHAL, (hief, Routes and Agieements Division, Bureau of
Eceonomic Regulation, Civil Aerounutlcs Boald

J WALTER SCHAEFER, Californma Aeronauties Board

MRS JIM SORTHUN, Admiral Air Service, Inc

J STANLEY STRNUD, United Arrlines

W R THIGPEN, Air Tiansport Association

ROBERT WANAMAKER, Califorma Assuciation of Auport Executives
EDWARD C WATSON, JR, Crownaiwr

MALCOLM T WORDELL, Manager, El Dorado County Auports

SCOPE OF COMMITTEE STUDY
TION OVER AIR OPERATORS IN CALIFORNIA

Commereial air operators mn California are subjeet to possible regn-
lation by the federal government, through the Civil Aeronautics Board
(CAB) and the Federal Aviation Agency (FAA) Common carriers
are subject to rate regulation by the California State Public Utihities
Commission Operators of erop dusting equipment are regulated by the
Department of Agriculiure

FEDERAL GOVERNMENT

Under the Federal Aviation Act of 1958, the Federal Aviation
Ageney has exclusive jurisdiction over safety regulation of awr opera-
tions 1w 1ntrastate air transportation as well as 12 wterstate air trans-
portation Under the same act, the Civil Aeronauties Board 1» given
authority over interstate, overseas, and foreign air transportation, We
find nothing 1 this act grving speeifie authority to the Civil Aeronautics
Board to regulate intrastate air transportation except as to the trans-
portation of mail.

The Federal Aviation Act of 1958

The Federal Aviation Act of 1958 provides for the regulation and
promotion of civil aviation and for the safe and efficient use of the
navigable arrspace This act, which repealed the Civil Aeronauties Aet
of 1938, re-enacted, in substance, the provisions of that act pertaining
to aw carrier economic regulation, with only suech deletions as were
necessary to elimmate ebsolete matter The outstandmng feature of the
1958 act was the division of recponslbﬂlty for the administration of awr
safety regulation and for economie regulation -
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The Federal Aviation Agency (FAA), created by the 1958 act, was
made responsible for the management of the national airspace, air-
worthiness of aireraft and safety m civil aeronauties Tts jurisdietion
mcludes the mtrastate operation of all awreraft, regardless of the pur-
pose for which such airvraft are operated

The Crvil Aeronauties Board (CAB) contmued to be responsible for
the economie regulation of air transportation and for aircraft accident
investigation The economie regulation preseribed under the act extends
only to common carriers by air performing interstate, overseas or
foreign air transportation The board doves not have jurisdiction over
the economic regulation of strietly mntrastate air common earrier opera-
tions except m connection with the transportation of mail

Federal Aviation Agency

The Federal Aviation Agency (FAA) 1s directed by an admmistrator
who 18 responsible for the exercise of all powers and the discharge of
all daties of the agency

The FAA constructs, operates and maintams the federal anways
system and acquires, establishes, operates and maintans the air navi-
gation fawlities established on the airways and at terminal areas It
allocates and regulates the use of the airspace and is responsible for
keeping aireraft safely separated wlile operating in controlled airspace

This ageney adminwsters the Federal-aid Aarport Program and acts
in an advisory capacity for communities in the design and constructivn
of eival airports

The FAA preseribes and administers rules and regulations dealng
with the competency of airmen, airworthiness of areraft and the con-
trol of air traffic It promotes safety through cert:fication of airmen,
awreraft and such air agencies as flight and ground schools It checks
the design, structure and performance of new aweraft to insure the
safety of the flyig public

The FAA dissemnates 1moformation on ervil aviation generally and
provides flight information data for pilots It develops and recom-
mends medical standards for airmen and conducts aviation medieal
research. 1t undertakes or supervises research and development 1n the
fields of aeronautics and elecironics and carries on such other activities
as may he required to encourage and foster the development of civil
aviation and air commeree in the United States

The Civil Aeronautics Baard

Responsibilities of the Civil Aeronautics Bvard (CAB) are (1) to
encourage the development of an aiwr transportation system adapted to
the present and future needs of commerce, the postal serviee, and the
national defense; (2) to regulate air transportation in such a manner
as to recognize and preserve its inherent advantages and to foster
sound eeconone conditions theremn; (3) to promote adequate, economical
and effieient service by air varmers at reasonable charges; (4) to en-
courage competition to the extent necessary to assure the sound de-
velopment of an adequate air transportation system; (5) to promote
safety in air commerce; and (6) to promote, encourage and develop
crvil aeronaunties.
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The CAB is responsible for the issuance of certificates of public
convemence and necessity to qualified applicants authorizing them to
engage in air transportation subject to such conditions and limitations
as the public interest may require It may modify, suspend or revoke
sueh certificates and may authorwe the transfer thereof. An awr carvier
may not abandon any certificated route, or part thereof, unless the CAB
finds that such abandonment is in the pubhe interest Temporary sus-
pension of service may be authorized by the CAB if such suspension
is in the public inferest,

The CAB may suspend the use of rates, fares or charges proposed
by air carriers. It may determine and prescribe lawful rates, fares, or
charges for the transportation of persons and property and the divisions
thereof, and may establish reasonable through air service and joint
rates, fares or charges applicable thereto The CAB determines service
ma1l rates and subsidy, and makes payments of subsidy Every air
carrier is required to file with the CAB and keep open to publie
inspection, tariffs showing all local and joint rates, farey and charges
and rules, classifications, practices and services The CAB preseribes
the form and manner in which such tariffs shall be published, posted
and filed and the mformation to be cuntamed therein

The CAB regulates air carrier accounting practices and develops air
carrer reporting systems Copies of all interearrier contracts and
agreements affecting air transportation subject to the econonue provi-
siomns of the act must he filed with the CAB and are subject to its
approval Field andits of earriers’ accounts and records are performed
at regular mntervals

Consohidations, mergers, purchases, leases, and interlocking relation-
ships imvolving awr carriers, or aeruisition of control of air earriers,
are unlawful unless approved by the CAB Loans or finaneial aid from
the Umited States fo any awr earvier must be approved by the CAB
subject to such terms and conditions as the CAB shall preseribe

Other major CAB actmvities-

(1) The maintenance of publie records of tariffs, schednles and other
material required to be filed bv air carriers;

(2) Assuring protection of the public by requiring the performance
of safe and adequate air carrier service, and by elimnating rate dis-
eriminations and unfair competition or unfair and deceptive practices
1 air {ransportation ;

(3) Investigation and deternmnation of the probable causes of civil
aircraft accidents and suggesting corrective action to unprove safety
in air commerce;

(4) Adjndication of appeals from safety enfurcement decisions of
the administrator of the FAA, and participation in safety rule-making
proceedings of the administrator as approprate
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The economic regulations of the Civil Aeronauties Board incorporate
all the substantive rules adopted by the CAB as authorized by law and
statements of general policy ov interpretations thereot for the guidance
of the public These regulations vover the following matters

(1) The classification and exemption of amw carrers;

(2) Applieations for and terms, eonditions and Iimitations of cer-
tificates of pubbie convemence and necessity,

(8) Construction, publication, filing and posting of air carrier
tariits,

(4) Temporary suspension or interruption of service or change of
route authorized by such certificates,

(5) Charter trips and special services;

(6) Transportation of mail;

(7) Inspection of accounts and property:

(8) Umform system of accounts and reporis and the filing of re-
ports,

(9) Preservation of carrier reeords;

(10) Prohibited interests, and

(11) Pooling and other agreements

Under Part 298 of CAB regulations alreraft weighing less than
12,500 pounds have been granied an exemption from the regunlatory
authority of the CAB This exemption is granted subject to meeting the
following requirements (1) that operating aireraft weigh under
12,500 pounds; (2) that they have an appropriate safety anthority
from the FAA; and (3) that they do not operate between poiats
served by scheduled helicopter operators

STATE OF CALIFORNIA

Air common carriers performing intrastate air transportation of
persons and/or property ave vegulated under Article 7, Sections 17, 19,
20, 21 and 22 of the Califormia State Constitution This regulation is
maintained on hoth wholly intrastate common carriers and on the intra-
state segments of common carriers operating as imnterstate airlines (1e
United Airhmes, Western Awlhnes, Transworld Airlmes, Paeifie Air-
lines, ete ). Under these econstitutional provisions snch air common
carriers must publish and file with the Califorma Public Utilities Com-
mssion tariffs naming their intrastate rates, fares and charges They
may not raise any rvate or charge exeept on a showing before the eom-
mission that such increases are justified The eommussion has the au-
thomty to regulate within the field of tamffs only, mcluding the mght
to examine books, records and papers of such compames, and to pre-
seribe a uniform system of aecounts to be kept by them

The California Aeronautics Board, while given broad general legis-
Jative powers over aviation m Cahfurnia, has never received adequate
funds from the Legislature to enforee these powers. Also the Legisla-
ture has never defined specific duties 1n the field of advancing the avia-
tron 1ndustry, except those powers of the Califorma Aeronauties Board
concerning control over construction of airport facilities
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LOCAL REGULATION

There 15 no local regulation by cities and/or counties concerming
commercial air operations except those regulations which may exist
for purposes of airport operations (see Exhibit I, Legislative Counsel
Opmion No 2021, dated March 12, 1962.)

AREAS WHERE NO REGULATORY JURISDICTION EXISTS

Awr common carriers and awr contract carriers operating wholly
within the boundaries of the State of California are exempt from fed-
eral regulation by the Civil Aeronauties Board Eeconomic regulations
of such wholly intrastate amr operations are within the authority of the
State of California (see Exhibit No II, Legislative Counsel Opiion
No 4446, dated July 10, 1962) However, since the State of California
has not seen fit to regulate these air common carriers and air contract
carriers, at the present time they are not subject to any economiec regu-
lation with the exception of air common carriers whose rates are sub-
ject to regnlation by the State Publhic Utilities Commission nnder Ar-
tiele 7, Sections 17, 19, 20, 21 and 22 of the California State Constitu-
tion States such as Illinois, Michigan, Nebraska, Nevada and New York
do in faet regulate intrastate commercial air operations to varying de-
grees (see Hxhibit I11, Legislative Counsel Opinion No. 4435, dated
July 25, 1962)

Another area in which no regulatory jurisdietion exists 1s that of
providing the general public with adequate protection bv insuring that
all ecommercially operated aireraft carry adequate public hiability and
property damage msurance

The committee notes with interest that a list of commereral air oper-
ations, supplied it m May 1961, contained 354 such compantes of
which, by September 1962, 31 were no longer mn business

NEED FOR AIR SERVICE TO AREAS OF LESSER POPULATION

Testimony presented to this committee indicates a need for arcraft
service to communities outside of the metropolitan San Franecisco, Los
Angeles and San Diego areas Iurther testimony mdicates that com-
munities previously enjoying the use of air service were unable to pro-
vide an adeyuate number of boarding passengers to make continued
alr service economically feasible, in light of the size of the aireraft
used In addition, testimony indicated that the economic feasibihty of
properly regulated air common carrier operations i such areas de-
pended upon:

1 Properly finaneed ecommercial air operations, given an adequate
opportunity to encourage air service without fear of undue com-
petition

2 TUse of awrcraft of a mize capable of economie operation in the area
mvolved

3 Proper schedules, encouraging maximum travel by amr
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FINDINGS OF THE COMMITTEE

As a result of the hearings held on this subject the comnuttee deter-
mined the following facts:

1. Assembly Bill No 152, as introduced in the 1961 General Ses-
sion, did not appear to be a smitable vehicle for regulating wholly
intrastate commercial air operations.

2 Al imterstate air operations are 1ssued a certificate of public con-
venience and necessity by, and are regulated by, the Civil Aeronautics
Board The wssuanee of this certificate also brings within the control
of the CAB all intrastate operations of those companies receiving such
a certificate.

3 Air common carriers operaiing wholly within the boundaries of
the State of California are exempt from federal economie regulation
by the CAB Air charter operators operating wholly within the bound-
artes of the State of Calhifornia are likewise exempt from economic
regulation by the Civil Aeronauties Buard

4 All awrcraft operated in the State of California are subject to
the regulations of the Federal Aviation Agency dealing with the eom-
petency of airmen, airworthiness of awreralt and control of air traffic,
m order to provide for the safe and efficient use of the navigable an-
space

RECOMMENDATIONS OF THE COMMITTEE

The committee recommends that the Publie Utilities Code be amended
so that any aw common earrier operating wholly within the State of
California and without a certificate of public convenience and neces-
sity from the Crvil Aeronautics Board or other federal agency desig-
nated to 1ssue such a certificate be required to obtain a certificate of
public convenlence and necessity from the Califorsia Pubhe Utilities
Commusston Aunthority for this regulation by the State of Cahifornia
should exelude any regulation of the field of air safety which 1s under
the exclusive jurisdiction of the federal government.

This commttee does not recommend any state regulation for air
charter operators at the present time. The committee wishes to pomt
out, however, that continued operations of a type testified to before
this committee by charter aireraft operators may well subsequently re-
sult 1 regulatory control by the State of Califormia

It 1s further recommended that all operators of commeramal aireraft
m the State of Calhforma be required to obtain and continue 1n effect
adequate protection against hability imposed by law upon a commer-
c1al air operator for payment of damages for personal bodily mjury
to any passenger, for personal bodily mjury to other than a passenger,
and for property damage as a result of any aceaadent
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EXHIBIT Ne. |

StaTE oF CALIFORNIA
OFFICE oF LEastaTIVE COUNSEL
SAcRAMENTO, CALIFORNIA, March 12, 1962

How Gorpon CoLOGNE
Assembly Chamber

AIR CARRIER FRANCHISES—No. 2021

Dear Mr. CoroeNE. You have submitted to us the following ques-
tion,

QUESTION

Does a city or a eounty have the right to grant an exelusive franchise
to an intrastate public air carrer for the exclusive use of the city’s or
county’s publie airport?

OPINION

In our opmion 1t 1s doubtful that a general law city or a county may
grant an exclusive franchise to an intrastate public ar carrier for the
exclusive use of the city’s or the county’s publie airport

As to chartered cities, however, the power of a city to grant such a
franchise would depend upon the provisions mm each city’s charter

It 1s also our opinion that if federal funds have been expended on
the airport that federal law would prohibit the granting of such an
exclustve franchise.

ANALYSIS

In general, the power of the State to grant franchises may be dele-
gated to municipal corporations; 1t 1s well settled, however, that in the
absence of cobnstitntional or legislative anthorization, municipahties
have no power to grant franchises (38 Am Jur., Mumepal Corpora-
tions, Sec 525; and see 22 Cal. Jur. 2d, Franchises, See. 12). Statutes
conferring power upon municipalities to grant franchises are subjeet
to rules of strict construction (Water, Lrght and Gas Co. v. Hutchin-
son (1907), 207 US 385, 52 L. Ed, 257, 262-263).

The Legislature may delegate to mumieipal eorporations, in the ab-
sence of constitutional prohibition, the power to grant exelusive fran-
chises to public service corporations, but this power must be expressly
conferred or necessarily imphed from other powers granted (35 Am
Jur, Munieipal Corporations, Sec 540} The authority of munierpah-
ties to grant exclusive franchises is conseyuently not implied from the
use of general language m statutes or charters, and a grant of power
which enables municipahties to confer the privilege of furmshmg a
serviee 15 not necessarly a grant of power to make such a privilege
exclusive (38 Am Jur, Mumepal Corporations, Sec 540, and see
MeQuillin, Munieipal Corporation, See 34 23).

Article 1 (commencing with Section 6001) of Chapter 1 of Division 3
of the Pubhe Utilities Code governs the manner in which cities and
countics may grant franchises

These provisions, however, do not grant any right or privilege, nor
do they purport to empower or authorize boards of supervisors to grant
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franchises or other privileges, but instead they indieate an intent to
limit and restriet the powers which may have been granted under other
laws by specifying the procedure which must be mmposed in the grant-
mg of any franchises by subordinate legislative bodies (County of Los
Angeles v. Southern Cal Tel (o (1948), 82 Cal 24 42 Cal. 24 110,
116-117; and see, eg, Sec 26001, Gov C, which authorized county
board of supervisors to grant franchises along and over public roads
and highways)

Further, although the power of the State to grant franchises may he
delegated to cities, the intention fo do so must be clearly espressed,
and any doubt as to whether theve has been such a delegation must be
resolved m favor of retention of the power by the State (Cuty of Peta-
luma v. Pac. Tel. & Tel Co. (1955), 44 Cal 24 284, 287; and see Pacific
Tel & Tel Co.v. City of Los Angeles (1955), 44+ Cal. 2d 272, 279-280).
And, as previously noted, & grant of power which enables munieipali-
ties to eonfer the privilege of furmshing a service 15 not vecessarly a
grant of power to make such a privilege exclusive.

We are unaware of any statute expressly authorizing cities or coun-
ties to grant exclusive franchises to intrastate air carriers

In view of the foregoing and mn the absence of express statutory or
eonstitutional authorzation, i cur opmion 1t 11 doubtful that a general
law eity or county has the power to grant an exelusive franehise to an
mtrastate air carrier for the exclusive use of its awrport (see Colen v.
Sunhaven Homes. Inc. (Fla 1957), 98 So 2d 501)

As to chartered cities, however, the power of a ety to grant such a
franchise wonld depend upon the provisions in each city’s charter, for
the authority of the conucil of a chartered city to grant franchises is
measured by its charter (see Mann v ity of Bokersfield {1961), 192
A CA M0, City of Sehinas v Pacific Tel & Tel C'o. (1946), 72 Cal
App 2d 494, 34 Cal Jur 24, Muniicipal Corporations, See 176)

It ~honld also be noted that if tederal funds have been expended for
airports and navigation facilities, federal law prohibits the granting of
an exclusive right for the use of any landng area or air navigation facil-
ity (Title49, U.8 C A, Sec. 1349, subd (a)) Ininterpreting this statute,
the Attorney General of the United States has held that the grant of
an exclusive right to use an aicport for a particular aecvonantical aec-
tivity, such as an air carrier, falls within the provision of this section
preseribing any exclusive right for the use of the landing area (40 Ops.
US Atty Gen 71, 73: and see Final Report of the Senate Interim
Committee on Awviation, 1959, pp 4243, wheremn there is hsted the
airports in Cehforma which have received federal aid for the years
1956 through 1959),

Thus, where federal funds are expended for airports and navigation
facilities, it would appear that federat law would prohubit the grantng
of exclusive franchises to intrastate air carriers

Very truly yours,
A. C Morrison
Legislative Counsel

By Araxn W. StroNg
Deputy Legislative Counsel
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EXHIBIT Ii
STATE OoF CALIFORNIA
OFFICE OF LEGISLATIVE COUNSEL
SACRAMENTO, CALIFORNIA, July 10, 1962

Hox MoxTiveL A BURKE
1595 8t. Albans RBoad
San Marwno, Calsforma

REGULATION OF COMMERCIAL AIRLINES—No. 4446

Dear Mr Burke. Yoa have asked us two questions relating to the
regulation of airlines engaged I 1utrastate commerce These questions
are set forth and considered separately belew

QUESTION No. 1

‘What connuercial air businesses, including common carriers or for-
hire charter services, are subject to pussible regulation by the State of
Califorma sumlar to that imposed by the federal Civil Aeronautics
Board?

OPINION AND ANALYSIS No. 1

We have assumed that the repulation referred to 1s the economie
regulation of air carriers which 1s authorized 1n the Federal Aviation
Aect of 1958, and which eoncerns such matters, for example, as certifi-
cates of public convenlence and neecessity, permats, tariffs and rates
(see Title 49, US C.A Sec 1371 et sey ).

‘While 1t 15 clear that the power of Congress under the commerce
clause extends to the regulation of the operation of air carriers and
that Congress has exercised this power and occupred the field of flight
regulations to the exelusion of state regulations, 1t 18 eyually clear
that with respect to mirastate air transportation (solely between pomts
within a state), ecertain regulations by state law 1n the economic Seld
are permissible (Pcople v Western Aw Lanes, Inc. (1951), 42 Cal 2d
621).

For example, at the present time the control of intrastate rates of
common carriers by air 1s subject to the jurisdiction of the Califorma
Publie Utilities Commission, under Sections 20 and 22 of Article XII
of the Califorma Constitution (see Prople v Western Awr Lanes, Inc,
supra; see also Secs. 1606 and 160.91 to 160.95, incl, Ag.C., which
require crop dusters to obtain a certificate of qualification and make
certawn financial responsinlity requirements)

Thus, 1n our opinion, the State could sabject commercial air busi-
nesses engaged 1n trastate commeree, to some form of economic regu-
lation, melnding such businesses as passenger air carriers, freight aw
carriers, contract air carriers, and so forth As to exactly what types of
commereial air business should be regulated 1s, of course, a matter for
the Legislature to determine.
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QUESTION No. 2
Are air earriers which operate wholly within the boundaries of the
State of Califorma subject to state regulation when they carry passen-
gers or freaght which will become a part of interstate commerce?

OPINION AND ANALYSIS No. 2

‘We have assumed that this question relates to a situation wherein
a passenger boards a local air carrier m Bakersfield, for example, for
a thght to S8an Franeisco, where he will transfer to another air carrier
for a fhght to Seattle.

Although the an carrier in such a case may be engaged in mter-
state commerce (see 11 Am. Jur,, Commerce, Sec. 65), we doubt that
this factor would prohibit some form of economie regulation of the n-
trastate business, so long as the effect of such legislation would not be to
obstruct or unduly burden the freedom of mterstate commerce (see
gf)ople v. Western Aw Lanes, Inc, supra; 11 Am. Jur., Commerce, Sec.

Very truly yours,
A C. MorrisoN
Legislative Counsel

By Avany W. STRONG
Deputy Legislative Counsel

EXHIBIT No. I
STATE OF CALIFORNIA
OFFICE OF LEGISLATIVE COUNSEL
SacrAMENTO, CALIFORNIA, July 25, 1962

HoN MoxnTiveL A BURKE
1525 St. Albans Road
San Marwo, Califorma

CONTROL AND REGULATION OF COMMERCIAL
AIR ENTERPRISES—No. 4455

Dear Mr. Bugke: You have asked what types of economac regulation
the various states empluy, i1f any, to control commerecial air enterprises,
both common carriers and for-hire charter serviges.

It 15 our understanding that the term **economic regulation’’ refers
to the requiring of certificates of public convenience and necessity,
filing of tariffs, rates, schedules, and so forth.

For the purpose of answering this question, we bave perused the
statutes of the States of Ilhinms, Michigan, Nebraska, Nevada, New
York, and Texas A short summary of the types of economic regulation
that we have found in the statutes of these states 15 set out below

ECONOMIC REGULATION OF AIR CARRIERS
{1} Ilinois

The Illinois Aeronauties Act (Ch 153, Smith-Hurd 111. Annot Stats,

See. 22.1 et ser ) authorizes the Department of Aeronautics of that

1 AN section references are to Chapter 183, Smith-Hurd Ilhnois Annotated Statutes
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state to require the annual registration of federal licenses, permits, or
certificates of civil aireraft engaged in air navigation within the state,
and the department is required to charge a one dollar fee for such
registration (See 22 42)

The department 18 given the authority to revoke the certificate of
registration under certamn specified conditions (Sees. 22 42(4) and
22 42b), and the subsequent operation of sneh aiwreraft is unlawful
(Sees 22 423(e) and 22 43)

There are several exceptions to these registration requirements, how-
ever. For example, the act does not apply to aircraft engaged princi-
pally 1o commercial flying constituting an act of nterstate or foreign
commerce (Sees 2242k and 22 44}

The Illinois Department of Aeronautics 15 authorized to promulgate
rules and establish standards for the purposes of protecting and msur-
ing the gemeral public interest and safety, but no such ruling shall
apply to airports or other air navigation and faeilities owned or con-
trolled by the federal government (Sec 2228} Further, such rules
must be kept m confornuty, as nearly as may be, with the current fed-
eral legislation and rules (See 2229).

{2} Michigan

The Michigan statutes 2 authorize the state’s aeronauties commission
and department 1o exercise general supervision over aeronauties within
the state, mcluding the power to regulate commercial operations in
intrastate commerce within the borders of the state by the issuance of
appropriate regulations (See 25951}, but no such regulation shall
apply tv aeronautical facibities owned by the federal government (See
259 51(e))

All aireraft operating over the state are required to be registered
annually with the department and a registration fee paid, as fixed by
a statutory formula (Secs 259 76 and 259 77) No awrcraft ean be 1ssued
a stafe registration certificate that does not have an appropriate and
effective registration or airworthiness certificate issued by the proper
federal authorities (Secs 259 76 and 259 80). There are several exemp-
tions to the registration requirements, including any aireraft or 1its
personnel engaged 1n commereial flymg constituting an act of mnterstate
or foreign commerce, or m that part of such commeree which 15 mtra-
state in character (See 259.84(d))

{3) Nebraska

The regulatory provisions m the Nebraska law are substantially simi-
lar to those found in the Illinois law, and therefore are not repeated
here (see, eg, Vol 1 RRS of Neb 1943, Secs 3-109, 3-110, 3-128,
3-129, and 3-130)

{4) Nevada

The Nevada law ® provides that 1t shall be unlawful for any person

to operate any civil aireraft within the state unless such aireraft and

2 All section references are to Volume 2, Compiled Laws of Michizan, 1948,
8 ANl gection references are to Volume 4, Nevada Revised Statutes
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the airman have an appropriate certificate issued by the United States,
if such certificate 1s required by the United States (Sees. 493 150 and
493 160).

In Nevada, a ‘‘public utility’’ means ‘‘arship companies’’ (See
704 020}, and thus a company so qualifying would be required, among
other things, to furnish reasonably adequate service and facihties (See,
704 040), to file its rate schedules with the Public Service Commission
(Sec 704070), to give notice as a prerequisite to a change in rates
(See 704 100), and to furnish to the commission uniform and detailed
accounts of all business transacted (See 704 180)

(5) New York

The New York statutes * provide for extensive regulation of common
carriers (see Sec. 25 et seq ; and see Sec 2, subd. (9) for definition
of ‘“‘common carrier’’). For example, a common earrier is required to
file with the commission tariff schedules (See 28), to submit notice to
the commisson upon a change in schedule (See. 29), to refrain from
unjust price disermmination (See 31) and uureasonable preference in
his service (See 32)

It should be noted, however, that not all air earriers gualify as
comrmon ecarriers.

{6} Texas

None found (see Avi Law Rep, CCH, V. 2, pp 20, 820 to 20,831,
inel ).

You have also asked whether states control the interstate segments
of commereial air operations.

In the six states surveyed, we did not find any state statute which
expressly purported to comtrol the interstate segments of eonimercial
air operations

In fact, several of the states surveyed expressly excepted interstate
operations from the purview of the regulatory statute (see above, States
of Ilhnois, Michigan, and Nebraska).

Very truly yours,
A. C MorrisoN
Legislative Counsel

By AraNn W StroNe
Deputy Legislative Counsel

4 All sectlon references are to Book 47, Public Service Law, Consohdated Laws of
New York
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APPENDIX |
CALIFORNIA LEGISLATURE, 1963 REGULAR (GENERAL) SESSION

ASSEMBLY PREPRINT BILL No. 10

Proposed by Mr. Williamson

An act to add Part 5 (commencing with Section 24100} to
Dwision 9 of the Public Utilaties Code, relating to the regu-
latron of passenger awr carriers.

The people of the State of Califorma de enact as follows-

Secrion 1. Part 5 (commencing with Section 24100) is
added to Division 9 of the Public Utilities Code, to read:

PART 5. PASSENGER AIR CARRIERS
CraprER 1. GENERAL PROVISIONS

24100 TUnless the context otherwise requires, the defini-
tions m Part 1 (ecommencing with Section 21001) of this di-
10 wiston shall govern the coustruction of this part
11 24101  As used mn this part, *‘passenger air carrier’’ means
12 a person owning, controlling, operating, or managing aircraft
13 primaridy as a common ecarrier of passengers for compensa-
14 tion wholly withm thus State, between fixed terrmm or over
15 aregular route
16 24102  As used in this part, ‘“‘commission’’ means the
17 Public Utihties Commission

000 =IO UL H GO DD

LEGISLATIVE COUNSEL'S DIGEST

Passenger air carriers

Adds Pt 5 (commencing with See 24100), Div. B, PUC.

Provides generally for regulation, snpervlswn and control by Public Utilities
Commigssion of pacsenger miT earriers carmers of
for compensation wholly witlun State, between Exed termin: or over regular toute,
and not operating under federal certificate

Requires passenger air carriers to obtamm certificate of convenience and necessity,
and prescribes requisites therefor. Authorizes commission to revohe or alter such
certificate under specified conditions

Authorizes to he rules applicable to p: ger air cairiers, and
to requre such carriers to obtain insurance
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24103 The provisions of this part do not apply to awrcraft
operated under an effective certificate of public convenience
and necessity 1ssued by the federal government

24104 Thns State recogiuzes the authority of the federal
government to regulate and vontrol safety factors in the opera-
tion of aircratt and the use of airspace

CrapTER 2 CERTIFICATION AND REGULATION

24115 No passenger air carrier shall operate arcraft or
cause the operation of awcraft promarly for the transporta-
tion of persons as a commoen carrier for compensation wholly
within this State, between fixed termum or over a regular
route, exvept in accordance with the prowisions of this part

24116  The commission shall

(a) Supervise and regulate every passenger air carrier in
all matters affecting the relatiopship between them and the
publie

(b) Fix the rates, fares, charges, classifications, and rules
of each such carrier

{¢) Regulate the accounts and service of each such carrer,
and require the filing of annual and other ieports and of
other data by such carriers

The eommission, by general order or otherwise, may pre-
seribe rules applicable to any and all passenger air carriers
The commission, 1m the exereise of the jurisdiction conferred
upon it by the Constrtution of this State and by this part, may
make orders and prescribe rules affecting passenger air var-
riers, notwithstanding the provisions of any ordmance or per-
mt of any eity, eity and county. or county, and in case of
conflict between any sueh order or rule and any such ordinance
or pernut, the order or rule of the commission shall prevail

24117 No passenger air earrier shall engage m any opera-
tion m this State without first aving obtamed from the com-
misslon a eertificate of publie conventence and necessiy
anthorizng such operation

24118 An apphcant shall subit his written verified ap-
plication to the commussion The application shall be in such
form and eontain such information anil be accompamed by
proof of service npon such interested parties as the commission
requires

In awardmg certificates of publi convenience and necessity
pursuant to Section 24117, the commisston shall take into
consideration, among other things, the husiness experience of
the particular passenger air earrier wn the field of awr opera-
trons, the financal stability of the carrier, the insurance vover-
age of the carrter, the type of aireraft which the carmer would
employ, proposed routes and schedules to he established,
whether the carrier could economucally give adequate service
to the communities involved, show cause as to the need for the
service, and any other factors wluch may affect the publw
mterest
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24139 ——Fach application for a certificats of public con-
ventenee and necessity made under the provisions of this part
shall be accompanied by a fee of one bundred fifty dollars
($150).

The commission may, with or without hearing, issue the
certificate as prayed for, or refuse to 1ssue it but only after a
hearing 1s held, or 1ssue 1t for the partial exercise only of the
privilege sought, and may attach to the exercise of the rights
granted by the certificate such terms and conditions as, in its
Judgment, the public convenience and necessity requure.

fee of one hundred fifty dollars ($150) shall be paid to
the commssion for filing each application to sell, morigage,
lease, assign, transfer, or otherwise encumber any certificate

24120 Notwithstanding any other provision in this part,
the commission shall 1ssue a certificate of public convemence
and necessity to any passenger air carrier doing business as
of January 1, 1963, without a hearing, if such ecarrer meets
the conditions and requirenents specified 1 this part.

24121 Without the express approval of the commission, no
certificate of public convenience and necessity issued to one
passenger air carrier under the provisions of ths part shall
be combmed, united, or consolidated with another such cer-
tificate 1ssned to or possessed by another such carrier, so as
to permit through service between any point or pomts served
by one varrier on the one hand, and any pomt or powmnts served
by another such carrier on the other hand

24122  Unless prohibited by the terms and conditions of
any certifivate that may be involved, any one passenger air
carrier may establish through routes and joint rates, charges,
and classifications between any and all powmnts served by it
under any aud all eertificates vr operative rights 1ssued to or
pussessed by 1t.

24123, The comumission may at any time for a good cause
suspend, and upon notice tu the grantee of any certificate, and
opportunity to be heard, revoke, alter, or amend any such
certifieate

24124 When a complaint has been filed with the commis-
sion alleging that any awrcraft is being operated without a
certificate of publie convenience and necessity, as required by
this part, or when the commussion has reason to believe that
this part 1s being violated, the commmssion shall investigate
sueh operations and may, after a hearing, make 1ts order re-
quiring the owner or operator of the aircraft to cease and
desist from any operation in violation of this part. The com-
mussion shall enforce comphance with such order under the
powers vested in the comnnussion by law

24125 The comnussion may, upon 1ts own motion, or upon
application of any interested party, and after hearing, require
auy passenger air carrier to procure and maintain msurance
in such amounts and upon such terms as the commission may
determine.
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24126, The commission shall have the power to suspend
and enforee the suspension of certificates of public convenience
and necessity, 1ssued by the commission, upon a finding by any
agency of the federal government that an air passenger carrier
18 operating 1n violation of any federal safety law or regu-
lation
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HOUSE RESOLUTION No. 107

By MR. CHARLES H WILSON
{First Extraordinary Session, 1962)

Relating to Highways

‘WaerEas, Some cities in California have contributed funds for con-
struction of bus turnouts (passenger loading facilities) on freeways in
the state bighway system; and

‘Wagreas, Such aties expected returns from transit system fran-
chises to amortize the contributions; and

‘WeEREAS, The establishment of transit authorities as branches of
state government has eliminated the collection of franchise fees, thus
making 1t impossible for such eitres tv 1ecoup thewr evntibutions, now,
therefore, be it

Resolved by the Assembly of the State of Celiformia, That the Com-
mittee on Rules assign to the proper interim commattee for study and
report to the Legislature uot later than the fifth ealendar day of the
1963 Regular Session the subject matter of equitable compensation to
cities, from the State Highway Fund, or other funds, for contributions
by the cities for bus turnouts on freeways in the state highway system,
and be 1t further

Resolved, That the Department of Public Works 15 direeted to in-
vestigate thig matter and report such facts and figures that such m-
terim committee may request; and be 1t further

Resolved, That the Chief Clerk of the Assembly is directed to trans-
mit a copy of this resolution to the Department of Public Works.

» » - L] * * *

House Resolution No. 107 directed the Department of Public Works
to mvestigate the subject matter of the resolution. The report of the
department (see Exhibit No. I) was not recerved by tlus ecommittee in
time for hearings to be held prior fo the publication of this report.

HOUSE RESOLUTION No. 201

Relative to an Interim Study of a Department
of Transportation

Subsequent to passage of House Resolution No. 201, Senate Bill No.
699, introduced by Senator Randolph Collier, was passed by the 1961
Legislature thus resolving any need for a study as proposed in House
Resolution No. 201,
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HOUSE RESOLUTION No. 416
Relative to a Study of Natural Gas Supply

Prior to the start of the interim study of this committee the Cali-
fornia Public Utilities Commission instituted a study of natural gas
in a wider scope than envisioned by this house resalution

Since a study by this committee would have duplicated the study of
the commission, with the resultant dupheation of the expenditure of
taxpayers’ funds, this eowmittee did not study the subject assigned
under this resolution

The staff of this committee was assigned to attend the hearings of
the Publiec Utilities Commission on this subject and copies of the tran-
seript of the commission study were supphed to each member of this
commuttee At such time as the study of the Public Utilities Commis-
sion is completed and 1ts findings published this committee intends to
consider this matter further

HOUSE RESOLUTION No. 448

Relative to the Los Angeles Metropolitan
Transit Authority

During the interim period just concluded the ILos Angeles Metro-
politan Transit Authority was subject to two separate labor disputes
Durmg thus same period the authority entered into negotiations with
the federal government toward having the federal government guar-
antee the sale of rapid transit honds.

Under these circumstances the committee felt that a study of the
seope and macenmitude requested by this house resolntion could have
presented a formnla which mav have injured the negotiations hetween
the Metropolitan Transit Authority and the labor wmons, and also
between the Metropolitan Transit Authority and the federal govern-
ment.

EXHIBIT No. 1

RESULTS OF STUDY BY DEPARTMENT OF PUBLIC WORKS, STATE OF
CALIFORNIA, IN CONNECTION WITH H.R. No. 107
(1962 First Extracrdinary Session)

For the use of the interim cowmittee’s study and report to the Leg-
islature on HR 107, 1962 First Extraordmary Session, the Department
of Public Works has jnvestigated the matter of contributions made by
those cities whose transit authorities are now branches of state govern-
ment and who had made econtributions toward the construction of bus
turnouts (passenger loading facilities) on freeways in the state high-
way svstem These contributions were all made prior to the 1955 en-
actnient of Section 148 of the Streets and Highways Code
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The only ety 1 the above category 1s the City of Los Angeles This
city made contributions toward bus passenger loading facilities at
Alvarado, Vermont. and Western Axvenues on the Hollywood Freeway
and on Seventh Street, Pico, Jefferson, Santa Barbara Avenue, Slau-
son, and Manchester on the Harbor Freeway; also, for concrete bus
pads on frontage roads adjacent to the Harbor Freeway at Vernon
Avenue, Florence Avenue, and 76th Street.

Following are the amounts, by locations and approximate date of
payment, of all the contributions made by the City of Los Angeles for
bus loading facalifies -

Hallywood Frecuay

Alvarado (1940-10530)  $28G.006 05
Yermont —-(1940-1951) 20418215
Westein {1050-1652 38B.57204
Xaghting for above locatons_________________ __ 23,452 00
Total Hollywood Freeway_______._ . ______ $897,21:4 04

Harbor Frceuay
Seventh Stieet __
Jeiferson Street and Santa Batbara Avenue (195
Vernon, Slauson, and Florence_._.
Manchester and T6th

(1933) $298,41051
14756 ) 127,637 37
- (1930 55,759 51
~- (1955} 32,220 00

Fico —— (1903) 223,331 41
Total Harbor Freeway. $737,269.00
Total contributions by City of Los Angeles_ . __ $1,634,433 04
(]
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PART I. AGRICULTURE
A. MARKETING ORDERS
Review of the California Marketing Act (HR 392)

The Califormia Marketimg Act makes a finding of fact that excessive
production, disorderly marketing, and statie or declining consumption
ereate a preponderance of supply over demand which results m ‘‘un-
reasonable and unnecessary economic waste’’ of Califorma’s agricul-
toral wealth It forther declares that such waste is countrary to the
public interest because 1t jeopardizes the future production of an
adequate food supply (presumably by destroymg both the actual food
products, and the farmer’s interest 1n produeting them), and prevents
the farmer frors maintaimng income parity with other gainful ocenpa-
tions (thus weakening the farmer as a consumer and as a producer
of tax revenue) For these reacons, the act commts the State to assist-
mg 1ts farmers in correcting maladjustments of supply and demand
in the marketing of themr produets

There are two basic methods of correcting such maladjustments
of supply and demand One 15 to decrease supply; the other 18 to
increase demand The California Marketing Act contains provisions
which are intended to help the farmer m developmg programs to
work in both directions towards the solution of his problem The
quantity control provisions of the law allow producers to lrmt the
amount of a commodity marketed after production has heen inmtiated.
However, such provisions can be adopted only in ~o far as they are
necessary to maintain incentives for the production of a crop adequate
to fulfill the normal eonsumer demand for the product In this mstance,
the farmer is considered solely as an agent of economie supply, rather
than as a consumer and citizen, while consumer welfare is designated
as the ultimate objective.

All other programs permitted by the law are limited only to the
pursuit of the general objectives of the act Most of these other pro-
grams, such as sales promotion and research, are devoted to increasing
demand Some, such as gradmg and inspection standards, are nominally
demand stimulators, but function m practice as supply restrictors as
well A few, such as unfair trade practice regulation, are concerned
with neither supply nor demand, but with eonfidence and efficiency 1
the marketplace itself.

All programs may be put in effect in one of two ways, the simpler
of which is through a marketing agreement Markefing agreements are
contracts between the Director of Agricultnre and any processors, dis-
tributors, or producers whose agreement 18 necessary for the purposes of
the contract Such agreements are voluntary, bindmg only upon the
signatories, and violation of their terms 1s not a eriminal offense.

The second, and by far the most common, way of nstituting a pro-
gram is by the adoption of a marketing order Marketing orders are

(1)
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nonvoluniary, and binding upon all producers or proeessors covered
under their terms Orders are developed through hearings, and must
be submitted to all producers or processors directly affected by them
for ratification. If an order is adopted, the Director of Agriculture
must appoint an advisory committee from the mdustry affected. The
recommendations of this committee are generally accepted by the
director, and form the basis for administration of the order Market-
ing orders can be made effective for any length of time Unpopular
orders are ofter terminated informally by the faiure of the advisory
board and the director to implement them They can also be terminated
at the director’s discretion 1f he finds that they fail fo carry out the
purposes for which they were enacted All program expeuses, including
those of administration, are defrayed by the producers or processors
involved

At first, the California Marketing Act was not widely used to
establish marketing programs. Only 13 of the 33 present programs
were initiated prior to 1950. Now, however, orders adopted under the
act are the dominant form of compulsory marketing program for Cah-
fornia farm produets In 1960, such programs directly affected 30,556
producers, 3,289 handlers, and nearly half a hillion dollars in crops,
expending $8,318,998 in industry funds in the process. Demand stimu-
lation provisions were the most extensively used part of the act, both
in terms of expenditures and of total programs. Twenty-five orders
authorized advertising and sales promotion. and $5,881,693 was spent
in this manner, although nearly two-thivds of the total was accounted
for by the wine and cling peach programs_An even greater number of
programs (27) prowvided for research aud surveys, but in 1960 only
nine made any significant expenditures for this purpose. The total
outlay for research amounted to $393,619, of which more than half
was expended by the wine order.

The next most popular type of provisions were those effecting quality
control, Nineteen programs had some sort of combination of grade,
size, pack, contsiner, and inspection regulations These cost a total
of $537,178, with the cling peach program accounting for over half
of the entire sum. Thirdly, 14 programs, of which four are currently
inactive, permit some sort of quantify regulation. Since there is no
direct cost for quantity regulation except that of general admunistra-
tion, a financial estumate of the importance of such regulation 1s dif-
ficult, but the direct eosts of quantity control programs are in any case
not the most important factor iv evaluating their mmportance. Firally,
five programs provide for the regulation of unfair trade practices, but
such regulation is of minor importance in the overall marketing pro-
gram picture.

The California Marketing Act is not without competition in the
marketing program field The original marketing programs in Califor-
nia, were established under the Agricultural Prorate Act of 1933, and
15 programs were put into effect before the enactment of the California
Marketing Act in 1937 The Prorate Act, now known as the Agricul-
tural Producers Marketing Law, continued fo be the most popular of
the two acts until the end of Wor]d War II However, only two pro-
grams are currently operated under the law; canning Bartlett pears,
in operation since 1938, and freezing brussels sprouts, which in 1958
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became the first new program to be instituted under the aet for 15
years The chief difference between the Producers Law and the Cali-
fornia Marketing Act is that the former applies only to produeers,
winle the latter applies to both handlers and producers The fact that
joint producer-handler programs permit effective commodity regulation
at the handler level has been one important reason behind the success
of the Marketing Act. Other differences include provisions for estab-
lishment of zones, for partial state financing of admimstration pro-
grams, and for preproduction marketing quotas, all of which are in
the Produecers Law but not in the Marketing Act

The most 1mportant current competitor of the Cahforma Markefing
Act 18 the Federal Agrienltural Marketing Agreement Act Federal
marketing agreements were first authiorized by the Agricultural Adjust-
ment Act of 1933 The Agricultural Marketing Agreement Act was
passed in 1937 after the judicial abrogation of the AAA, and replaced
a system of agreements and licenses with the now-familiar marketing
orders Currently, 16 marketing orders involving 18 California com-
modities (all but one of which are tree or vine crops) are operating

TABLE Il
FEDERAL MARKETING AGREEMENT ACT
fecting California € dities (1961}

Programs

Commodity States

California
Calforma
Cahiorma
Californma
Cahforma
Nectarines. ... Cahforma
Tree Fruit (fresh Bartlett Pears, Plums, and Elberta

Califormia

Calforma
Caoliforma
Califorma
Califormua
Califorma and Arizena
California and Arizona
Calfornia and Oregon
Californe, Oregon and Washington
California, Oregon and Washington

SOVRCE Califorma Department of Agriculture, Bureau of Marhetmg

under the act Several of these commodities previously operated orders
under the Califorma Agricultural Producers Marketmmg Law The fed-
eral law differs from the California Marketing Act in not extending
to all commodities (federally supported or eontrolled erops are not
eligible for orders, but most others now are, thanks to a 1961 amend-
ment), in not providmg for advertising or promotion (again, a 1961
amendment may make such programs possible under the research pro-
visions of the law, and pay for them out of federal funds), mm regulating
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only handlers (although producers co-operate m the establishment and
operation of programs), in paymmg the expenses of the aduwnmistration
of orders, 1 estahlishung zone programs, and m pernntimg the estab-
hishment of programs upen the approval of two-thnds of thuse partia-
pating n a referendum on the subject

In 1937, the Califorma Legislature also passed the Cabforma Agn-
eultural Products Marketing det as a compamon act to the federal
law, since the posstbility existed that court deeisions rmght make the
federal law inapplicable 1o mtrastate commerce The Produets Act 15
still on the beoks, but a walhut program, which operated from 1942
to 1954, was the only prooram to be activated under 1t Since the
Products Act is specifically himited to operation mn conjunction with
a federal order, and sinee the courts have long sinee grauted the federal
government extensive powers oter Intrastate commeree, 1t 1w currently
a dead letter

Several Califormia commodities are regulated by special laws The
beet wndustry operates under the Fedeval Sugar Aect of 1938, which
provides for the establishment of aireage quotas when necessary The
cattle industry has maintained a program under the Califorma Beef
Council Law of 1957, and the Spevial Act for Shippmg Grapes (SB
1010) was passed bv the 1961 Cahtoria Legwlature to provide faeilities
for the grape indnstry to activate a program Althongh all these pro-
arams have some of the featuves of the Califorina Marketing Act, they
duffer widely 1n others, sinee they are programs taored to the needs
of individual industries, rather than segments of a single comprehendive
program.
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Preproduction Quotas Under the California
Marketing Act (AB 793)

The basic function of quantity controls in marketing orders is to
adjust the supply of a commodity downward to meet demand. Although
there are many different types of quantity controls, all fall into one
of two basie categories; postproduction controls, or preproduction
controls Postproduction controls are established by determining the
demand for a piven commodity, and the actual supply which is to be
available for market The percentage of this commodity produeed by
an mdividnal becomes the basis for determining his fair portion of
the available market Since guotas are based upon aciual supply, they
are established after production has been completed, or at least after
production has heen commenced, and aceurate estimates of commodity
vield can be made The California Marketimg Act eurrently provides
for postproduction quantity controls, and 10 active and 4 inactive
programs adopted under the aet have mecluded some sort of guantity
control among their provisions

Postproduction quantity controls have historieally been accomplished
by any one of a number of means A commodity program may establish
a surplus or stahihzation pool, into whieh an equal percentage of each
producer’s erop must go Such pool. are held apart from the normally
marketed portion of the total produect, and ave either diverted into
noncompetitive byproduct chanpnels, or held until the supply of the
normelly marketed produet has diminished, and the demand for it
has 1uereased Quantity controls have also been achieved mdirectly by
means of quality controls However, the most direct method of post-
produetion quantity control has been the establishment of marketing
quotas for individual prodncers, based upon a umform percentage of
each producer’s total crop Under all forms of postproduction guantity
eontrols, with the exception of a completely successful stabilization pool,
the farmer takes a partial or complete loss on that part of his produe-
tion which exceeds his established normal marketing quota

Preproduction contruls, on the other hand. are determiped prior
to the commencement of production The predicted demand for a com-
modity becomes the desirable supply, aud quotas are allotted to pro-
Queers on the bass of their past produetion histories Thus the grower’s
quota is determined by his past produetron rather than by his actual
production, with the vesult that produetion 1s effectively confined to
old producers prodmeing in established relationships to each other

There are two main types of preproduction controls The more
widely known 1s the federal-type program based upon acreage controls
Acreage controls are direet production controls, and are established
by ealculating the acreace mecessary to produce the desived supply
of a product, and apportioning it among past producers Experience
bas demonstrated that the acreage necessary to produce a given supply
of a product differs with each farm and each farmer For this and

(13)
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other reasons, acreage controls have not always been suceessful in
alignimg production with predicted demand However, because they are
accompamed by support prices, they do guarantee the farmer a sup-
ported market for the entme production of his alloted acreage

A less prevalent type of preproduction control 1s that based upon
matketing quotas It 3 this type of control which has been established
1 the hrussels spronts mdustry under the provisions of the Agricul-
tural Producers Marketng Law in Calhformia, and which would be
added by AB 793 to the ("aliforma Marketing Act Marketing quotas
are established by apportioning the desivable supply direetly among
the produvers, and leavimg to their own judgment the problem of the
acrcage necessary to produce their allotted supply. Preproduction
marketing controls are probably more acenrate in adjusting actual pro-
ductwon to predicted demand, ~ince farmers themselves are better able
than the government {o estimate the number of acres required for a
specified y1eld on thewr own faims Howeswr, while acreage controls
contamn & built-tn bias towards overproduction, marketing controls
probably contain svme bias towards underproduction, since a farmer
18 pernittted to market no more than lus allotted quota unless actual
demand should happen to exceed actual supply Although producers
are not specifically prohibited from producing more than their quota,
the probability that they will be unable to market any excess produc-
twn consfitufes a strong restrictive mfluence upon production itself
Thus, preproduction marketing quotas can be justly considered as
mdireet production eontrols

Both types of preproduetion controls are theoretically effective in
elimmatimg the eost-loss on surplus production experienced by farmers
operating under postproduetion controls In the case of acreage con-
trols, surplus production becomes the government’s problem. With
preproduction markeimg quotas, the responsibility for surplus pro-
duction 1s still the farmer’s, but unless the government’s demand
forecasts prove too optimstie, he has a safe market for his produetion
guota, and knows that he exceeds 11 at his own risk. In a more general
sense, preproduction marketing controls are mueh more lkely to
eliminate ‘‘waste.”” smce thewr built-in bias 1s towards underproduction,
and they do not encourage surplus production at gpovernment expense

AB 793, as mtrodueed, would have amended Section 1300 15, sub-
section (b)), item (2) of the Agricultural Code to permit the Director
of Agrieulture to “*ealeulate and announce mndividual producer market-
mg quotas or quantities prior to [as well as] during the planting or
production season * The director may subsequently adjust the quotas,
as at present, ‘‘in order to more nearly approxmmate market demand
at time of harvest *’ The bill also set forth several prineiples to gude
the dizector n the determination of preproduction quotas.

1) All quotas must be alloeated under a uniform rule,

2) All quotas must be based upon quantities marketed in a prior
representative period, adjusted to (a) eurrent needs, or (b) cur-
rent available supplies, or both
Adeguate provision must be made for (a) entry of new producers
mto the field, and (b) producers whose volume of marketing was
abnormal during the established ‘‘prior representative period’
m (2)

3
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AB 793 was subsequently amended to provide that the director eould
only establish preproduction guotas ‘‘upon the recommendation of
the advisory board '’ Senator Thompson mtroduced a <imlar bl (8B
1395) which contamed quota provisions identical to those 1n AB 793,
with the exception that separate asseut or voting was requred for
quota approvals Thus, producers mzht reject the quota provisions of
an order while accepting the order itself 8B 1395 died m committee

Although the establishment of preproduction marketing guotas s
the mam purpose of AB 793, the bill also contans amendments pur-
suant to other problems The present law (Section 130015(a)(1), Ag
C) requires that if a marketing vrder divectly affects only producers,
then the members of the advisory board for that commudity mnmust all
be producers, while 1f only handlers are affected, all members must he
handlers AB 793 as wmtrodueed provided that 1if an order affects only
producers only a majornty of the hoard must be producers, and sim-
larly, when an order affects only handlers, only a majority of the
board must be handlers Changes made 1 the amended bl are tech-
nical, and were made for the purpose of clamfication The purpose of
this alteration i advisory hoard eomposition 1s to pernut the inelusion
of representatives frow indivectly attected groups ou a board The n-
clusion of auy such representatives 19 not mandatory upnn the divector,
however, and 1n any case, rantrol of the board will remain with those
who are directly affected by the order The amendment concerning
brands offered m Section 1800 15{h} (13} of the Wl has already been
enacted nto law as AD 749 (Chapter 1471) and thus »s of no further
voncern to the commttee

Referendum Procedures Under the California
Marketing Act (AB 794)

Tn several marketing programs set up n the 1930°s by state law, the
assent procedure for the 1atification of mdrvidual programs was nsed
Under the assent procedure, cach producer of 2 commodity 15 given a
copy of the order, to give his assent, he must s1gn the vrder and return
1t to the government Various laws ragquired varous pevcentages of
assent 1 order {p put programs mto operation The now nnmised Cah-
formia Agricultural Prodnets Marketing Law of 1937, which aftected
both handlers and producers, 1equired written assents from at least
65 pereent of all handlers or from the handlers of 65 percent of the
total product. and the approval (i unspecified form) of either 65 per-
cent of all producers, ov of the prodacers of 65 percent of the total
product The Agmenltural Producers Marketing Law (or Prorate Act),
under which many programs have operated in the past, and under
which two programs are currently being operated. affects only pro-
ducers It requives the written assents of either 65 percent of all pro-
ducers who produce 51 percent of the fotal product, or 51 percent of
all who produce 65 percent of the total product

The present Califorma Marketing Aect, under which the great ma-
joraty of Califormia marketing programs are operated, affects bhoth
handlers and producers Like the Californmia Agricultural Produets
Marketimg Law of 1937, the Marketing Act requures the written assents
of 65 percent of all handlers vr of the handlers of 65 pereent of the
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total produet Its producer assent provisions have been amended several
times Origmally, m 1937, 1t vequired the assents of 65 percent of all
producers producing 63 percent of the total product In 1939, 1 was
changed to require the assent of either 75 percent of all producers, or
75 percent of the total product In 1941, the assent provisions were put
mto their current form These are 1dentical with those of the Prorate
Act, either 65 percent of all producers producing 51 percent of the
total product, or 51 percent of all producers produeing 65 percent of
the total product

Under the Califorma Marketing Aect, the collection of ascents has
proven to be a diffienlt and costly undertaking In effect, each pro-
ducer must be individually ‘‘sold’’ on the program uatil the required
percentage of assents 1s reached In practice, what often happens 1s
that the director is forced to grant extensions of the original deadline
for filing assents, while the proponents of the program beat the bushes
to try and round up enough additional assents to put the program
““over the top ' This procedure 1s not only costly, but results in pro-
longed uncerfamnty, and 1n the esertion of undue pressures upon those
mdividuals who fail to file assents It has therefore been argued that
the present assent procedures make marketing programs unnecessarily
diffienlt to achieve, and restrict the operation of the law to a pomt
beyond the needs of reasonable unanmmity

In the Californmia Marketmg Act, an alternative procedure of ap-
proval has been available smee 1944 This 14 the referendum precedure
The Federal Marketing Agreement Act, which has been operative since
1937, has always used the referendum proeedure, requurmg a favorable
vote of erther two-thirds of the produneers voting, or else two-thirds of
the product voted Under the referendum provisions of the Califorma
Marketing Aet, ballots must be sent out, and the results tabulated after
a period of two months If 51 percent of all producers producing 51
percent of the total produet vote i favor of the program, 1t 1s carried
(provided the written assent of enough handlers, as previeusly pro-
vided, has al-o been achieved) If an msufficient number of favorable
votes has been cast, the director may grant a 30-day extension, so that
additional ballots may be received and tabulated Because it provides
for the approval of a majority of all producers and of the total produet,
rather than a majority of the product and producers actually votmg,
and because it provides for a long balloting period, and for an exten-
sion of that period, the existing referendum procedure does not differ
greatly from the assent procedure Despite the small percentage redue-
tion 1n the number of producers or 1 the amount of total produect
required for passage of a program, the referendum provisions of the
law have been considered even more difficult and enmbersome than
the assent provisions, and have apparently never been used m any
campaign for a new order

The mam drawback of both assent and referendum provisions 1 the
present law, from the standpoint of program approvals, has been the
fact that failure to vote counts as a negative vote A major problem
has been that of the casual or ‘“*backyard’’ producer Such producers,
are naturally apathetic towards marketing programs, yet i some indus-
tries, may account for a substantial percentage of the total producers,
although they produce only a tiny fraction of the erop AB 792 (Section
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130013 (f), Ag C) authorizes the Director of Agriculture to exclude
such ‘‘backyard’’ producers from participation in assent or referendum
proceedings, on condition that they also be excluded from the provisions
of any ensumg order or program This il was enacted mto law (Chap-
ter 438) at the last sessi0n, and ought to benefit both the backyard and
commereial producer hy exempting the former from onerous marketing
rules and regulations, and by making it easter for the latter to achieve
desirable marketing programs The new law, however, will not be of
equal importance to ali wdusimes, and 1t 15 too early to tell what its
general effect upon the approval of marketing programs will be

TABLE 11t

PROPOSED MARKETING ORDER5S AND AMENDMENTS TO MARKETING ORDERS
REACHING THE HEARING STAGE BUT NOT SUBSEQUENTLY ADOPTED

California Marketing Act (1941-1961)

Marketing Orders Hearing Result

Cannmg Tomatoes_ - .| 7/14/41 | Failed Assent
Processing Spinnch__ _{ 12/ 6/45 | Fauled Assent
Early Irish Potatoes Produced i Kern,
Tulare, Fresno, Kings and Madera
Countres _| 4/29/47 | Abandoned
Canning Bartlett Pears. -| 5/16/50 | Failed Assent
Hend Lettuce...__._ -] 8/20/51 | Failed Assent
‘Winter Head Lettuce. J) 2/37/52 | Failed Assent
Carrots Produced in Impenal and River-
side Counties. i 2/27/52 | Failed Assent
Newtown Pippin Apples_ -l 7/10/52 | Failed Assent
Winter Head Lettuce. . _ -| 3/25/53 | Faled Assent
Producer Marketing Order for Processing
Tomatoes. - 2/ 9/5% | Failed Assent
Northern Cahfornia Totatoes_ -| 8/ 3/5% ) Failed Assent
Sales Promotion of Cahforma Fresh Plums.| &/ 1/55 | Faned Assent
California Canned Olives_ . 8/11/55 | Abandoned
Califorma Hops_ 10/ 4/56 | Failed Assent
Winter Lettuce_. 2/18/56 | Abandoned
Processing Tomatoes... 8/ 6/589 | Recessed-—abandoned
Processing Freestone Peaches. 5/23/60 | Failed Assent
Chilled Orange Juice 8/ 2/60 | Recessed indefimtely
5 Lettuce Pr 12/20/60 | Failed Assent

Amendments to Marketing Orders Hearing Result

6/10/48 | Faled Assent
12/15/48 | Tailed Assent
7/28/50 | Falled Assent
3/21/52 | Failed Assent
2/26/54 | Falled Assent
3/ 9/54 | Failed Assent
.| 10/23/56 | Failed Assent
-1 11/13/57 | Abandoned
7/20/G1 | Recessed mdefinmtely

Processing Asparagus.
Loung White Potatoes_
Summer Head Lettuce. _

SO0URCE Californus Department of Agniculture Burean of Markeling
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AB T4 as introduced would have allowed the director to establish
a referendum pertod of not less than 10, and not more than 60 days.
Tt retained the provivon for a d0-lay extension It prescribed that a
program might be adopted by the favorable votes of 65 percent of the
producers voting who produced 51 percent of the voting crop, or of
51 percent of the preducers veting who produeed 65 percent of the
voting c1op In other words, a majonty of producers and crop voimg,
rather than of all producers and total prodnet, was required AB 704
was amended on Mareh 10 1o reduce the maxinum referendum period
from 60 to 30 days, and to elimunate the provision for any extension

A smular ll, 8B 1396, was introdneed in the Senate at the last
sesston by Senator Thompson As amended, this bl would have changed
the referendum provisious to require the approval of two-thirds of the
producers voting who produced two-thirds of the product voted It
would have also required participation in the referendum of at least
51 pereent of the total number of producers The bill was reported
from commuittee without further action

Investigation of the Turkey Promotion Advisory Board (HR 233)

House Resolution 233 arose from complatnts made about the opera-
tion of the (‘aliforma Turkey Promotion Marketwng Order, a program
developed under the authouity of the Cahiformia Marketmg Aet Mr
Charles Edwards, the chief enitic of the order, 15 the president of a
nascent organization of tuikey growers which apparently hopes to sup-
plant the California Turkey Federation as the dominant turkey pro-
ducer argantzation in the State

Mr Edwards was afforded a full hearmg before a subcommittee of
the State Board of Agriculture on March 30, 1961 At this hearing,
he charged that the method of selection of members of the Califorma
Turkey Promotion Advisory Board was contrary to law, that unquali-
fied persons had heen apponted to the hoard, that the board was dom-
mated by the Cahforma Turkey Federation and the National Turkey
Federation, that funds of the beard were hemg used 1 violation of
the law, and that thev were being wasted through contributions to
the National Turkey Federation The subcommittee found that Mr
Edwards’ charges were without meitt, and that the order was bemg
legally admmistered However, 1t did make certam recommendations
whieh 1t felt nmght remedy conditrons which had led to past nusunde:-
standings

Subsecuent to the subeomnuittee's hearing, the Assembly Agrienlture
Committee seheduled a hearing of the charges agamst the Turkey Pro-
motron Marketing Order, as stated i HR 233 Although gnven ample
notice, M1 Edwards failed to attend this hearmg Consequently the
committee’s report on HR 233 15 largely based upon the transeript of
the State Board of Aguenlture subcommitiee hearmg, and upon the
1eport 1ssuing from that hearing

RECOMMENDATION
The committee concurs with the oprmon of the State Board of Agr-
cultire subcommitice that any further wmvestigatwn of Mr Edwards’
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allegations will be without profit, and that the matter should be con-
sidered closed.

After reviewing the record, the committee finds itself 1n substantial
concurrence with the report of the State Board of Agriculture sub-
committee. The method of selection of the members of the Turkey Pro-
motion Advisory Board 1s entirely legal, since the Director of Agri-
culture, to whom the selection 15 delegated, undoubtedly possesses the
diseretionary power to request an advisory vote upon nominees in
different areas While such votes are laudable in {hat they tend to
increase producer participation in the selection of representatives, 1t
should be remembered that, in practice, any such vote has the effect
of compromising the diseretionary power of the director, If the director
decides that such elections will continue to be desirable, he should
eontinue to take especial precautions that they be held in a formal and
equitable manner, and that all producers be informed of their advisory
nature

The Department of Agriculture readaly admats that, because of
various types of integration existing m the turkey industry, 1t has had
a difficult time interpreting the definition of ‘‘producer,’” as it is given
in the Turkey Promotion Marketing Order and in the California Mar-
keting Aet The department also admits that it has had difficulty in
ascertaining whether a producer has his “‘principle activity and . . .
greatest finaneial interest m the turkey industry . . . in the rawsing
and care of turkeys for commercial purposes,’’ as is required of two-
thirds of the members of the Turkey Promotion Advisory Board There-
fore, 1t is understandable that different individuals might hold different
opmnions in these matters For this reason, the committee recommends
that esther the marketing order be amended to encompass a more precise
and detailed definition of the controversial terms, or that by court
decision or public education, the department clearly establish its defi-
nitions in the mind of all produecers Certamly the payment of turkey
assessments should be a prime cirterion m establishing the definition
of a producer.

The aective imterest in, and influence upon, the Turkey Promotion
Advisory Board displayed by members of the California Turkey Fed-
eration are natural phenomena The CTF 1s apparently the sole
significant turkey producer organrzation in the State (a conclusion
borne out by the evasiveness of Mr. Edwards when questioned about
the membership and representativeness of his own organization).
Therefore, 1t 18 reasonable to assmne that the leadership of the CTF
is drawn from the ranks of those most active in the industry, and that
as activists, they might also be represented on the Turkey Promotion
Advisory Board The committee, however, endorses the snggestion of
the State Board of Agriculture subcommittee that the Department of
Agriculture keep the functions of the OTF aud the Turkey Promotion
Advisory Board clearly separate at all times.

Finally, it would appear that the turkey promotion campaign
carried on under the California Marketing Act has been a success.
State per capita consumption of turkeys has more than doubled since
the program began; export of Cahforma turkeys has been reduced
from 60 percent to 15 percent, providing real savings in transportation

3—L-562
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costs for California’s producers. Furthermore, it 1s unrealistic to
suppose that support of national turkey promotion campaigus is not
also beneficial to Califorma producers If national consumption is not
also increased, California producers might expect mereased competition
from mmports originating in low-cost producing areas, While all market
promotion activities are not equally fruitful, a product such as turkeys,
with a highly seasonal market structure, should continue to stand an
above-average chance of expanding consumption through off-season
promotional activities.

B. EGGS
Refrigeration of Eggs (AB 3045)

A maxim with perishable food products is that cooling maintains
quality and prolongs product hife. Recent research in various states,
ineluding California, demonstrates its truth i regard to eggs. In gen-
eral, egg life increases as storage temperature decreases, although
other factors such as shell treatment and humidification may also have
a decisive influence npon it. BEggs may be held for weeks at near-freez-
ing temperatures without marked diminution of quality; conversely,
they will deteriorate in a matter of hours when subjected to high
summer temperatures. The purpose of AB 3045 18 to protect the con-
sumer against such egg deterioration by requirimg that all eggs be
held at an interior temperature of not more than 60 degrees Fahrenheit
from the time of grading to their purchase by the consumer.

The expeuse of complying with such a law might be expected to
fall most heavily upon retailers, most of whom control egg tempera-
tures in one way or another, but not umiformly to 60 degrees Fahren-
heit. Hardest hit would be the small retailer, whose per-unit cost for
the necessary refrigeration would be greater than that of the large
retailler. On the other hand, handler and producer costs would be
relatively unaffected by the law. Most handlers bave already equipped
themselves, as a matter of commercial necessity, with adequate re-
frigeration facilities, while most producers would be exempt from
refrigeration requirements since they would apply only after grading
had been completed.

Tu terms of benefits, the picture would appear to be reversed. Re-
tailers, for whom eggs are only one among many items of sale, would
realize little return on their increased investment, outside of the elim-
jnation of occasional losses due to spoilage. Handlers and producers,
however, anticipate that increased consumption resulting from im-
proved consumer confidence might materially improve the position
of the egg industry.

RECOMMENDATION
Do not pass

The benefits alleged to accrue to the egg industry and the consumer
from the passage of this bill are more apparent than real. In the first
place, it is possible that the forced installation of refrigeration equip-
ment where none now exists would raise the retail priee of eggs suffi-
ciently to offset any stimulus fo increased consumption that might
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result from improved consumer confidence in egg quality. In the second
place, existing law already places the responsibility for maintaining
egg grade quality upon the seller; a retailer found to be selling eggs
whose quality 1s below their stated grade can be convieted of a mis-
demeanor This latter consideration would seem to be eontrolling. The
cost of checking egg grade should hardly be more that that of checking
interior temperature, and 1s a more comprehensive protection for the
econsumer, since a momentary temperature test provides no insight
inte an egg’s history. Existing law affords adequate protection to the
consumer without burdening the retarler with arbitrary and often
unnecessary expenses,

Lobeling of Eggs as “Fresh” (HR 428)

In the egg industry, the term ‘“fresh’’ 13 ambiguous. In the days of
primtive preservation methods, age was the primary mdex of qualty;
hence ‘‘freshness’’ was almost exclusively a concept of age Currently
age remains a long-term mfluence on quality, but is often considered
unreliable as an absolute mdex of quality because 1ts influence is mimi-
mized or delayed by various preservation practices. For this reason,
the egg mndustry itself has come to consider ‘‘freshness’’ as a concept
of grade quality rather than of age Webster’s Dictwnary indicates
that both old and new concepts of the term are in common usage.
“Fresh” is defined as bemg ‘*newly produced, gathered, or made;
henece not stored or preserved;’’ but also as ‘‘having its original quali-
ties unimpaired, not stale, sour, or decayed *’ Thus neither concept
can he sald to have priority over the other in semantic usage.

8o far i 1ts efforts {o define ‘‘freshness,”’ the Legislature has recog-
nized both concepts as valid In 1937, 1t was made unlawful (Section
11053, Ag C) to sell either (a) cold-storage eggs, or (b) eggs of
grade B or less, as ‘‘fresh eggs,”” “‘ranch eggs,”” or ‘‘farm eggs.’”’ In
1957, the Legislature took cognizanee of the inereasing public accept-
ance of the practice of egg refrigeration by amending the law to permit
eggs cold-storaged less than 30 days to be sold as ‘‘fresh ”’ By including
minimum grade standards, the Legislature supported the quality con-
eept; by diseriminating against cold-storage eggs and placing an age
limitation upon them, 1t paid homage to the age coneept So far, mo
easy resolution of the two concepts has been possible, The grade quality
system assumes that all data relevant to egg quality have been con-
sidered, and that as long as an egg mamtamns grade, it maintains
quality On the other hand, proponents of the age concept maintain
that age differentials within a single grade are detectable, and that a
newly laid grade B egg might possess qualities of freshness which a
cold-storaged grade A egg might lack

RECOMMENDATION

The committee recommends that the terms “farm egg’’ and ““ranch
egy’’ be excluded from legal defination, and that “‘fresh eggs’ should
be defined as grade A4 cggs, without lkimatation upon the duration of
cold storage

It is useful to remember that the ‘‘fresh’’ egg problem centers, not
around grades and standards for egg sale which are well defined and
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specifically set forth in statute, but around phrases (‘‘fresh eggs,’’
“‘farm eggs,’’ and ‘‘ranch eggs’’) which are used for advertising pur-
poses and have no such definite meanmng, other than that given them
by Section 11053 The purpose of legislative regulation of advertising
onght to be the protection of the consumer against fraudulent or mis-
leading statements by the seller. Legislation which does not meet this
test must be considered, at best, useless and unnecessary, and at worst,
confuging and beyond the scope of proper legislative action. By these
standards 1t would appear that the Legislature was unwise to include
the terms “‘ranch eggs™ and *‘farm eggs’’ in the law. All eggs must be
“‘ranch eggs’’ or ‘‘farm eggs’’ by nature of their origin; therefore,
while the terms tell the consumer nothing about the product, they eould
hardly be considered misleading in any context Unless 1t can be shown
that the language of Seetion 11053 has, since its iception, actually
conferred a new meamng upon these terms m the publiec mind, they
should be dropped from the section

The problem of the *‘fresh egg’’ 15 more complex. There is general
agreement that the term has a substantive meaning, but disagreement
as to what that meaning 1s, or should be It might be argued that be-
cause two popular, though conflicting, definitions of ‘‘freshness’’ exist,
the Legislature is correct 1u reflecting both 1n the law. It is more Likely,
however, that in domng so the Legislature violated the canons of clarity,
since the two definitions are almost mutually exclusive If grade quality
it a true index of ‘‘freshness,’’ then the 30-day cold-storage provision
in the law represents an invalid restruction upen the advertising of
fresh eges; if age 1s sole eriterion, the grade A or beiter limitation s
incorreet.

In examining the claims in behalf of each definition, it would appear
that the case for the retention of any absolute age standards for *‘fresh-
ness’’ is quite weak. In the first place, grade maintenance as a standard
of freshness is a comprehensive gualitative principle with the age
faetor built in Onece it is conceded that freshness 1s affected by preser-
vation methods, then 1t follows that grade maintenance is the most
flexible and practical method for determmmimg ‘‘freshness ”’ All previ-
ous attempts to set an absolute age standard for freshness have foun-
dered upon the rocks of standard determination and enforcement It
has simply proven impossible to arrive at an egquitable and seientific
time unit standard, and 1t has been equally mnpossible, without a cum-
bersome egg-dating procedure, to enforee any such standard. The cur-
rent 30-day limit on cold-storage eggs 1s arbitrary, inconsistent with
the prineiple of grade maintenance, and virtually unenforceable. For
these reasons it should be ehminated from the law,

‘While the case for grade maintenance as a practical standard of
““freshness’” is superior to that of absolute age, the Legislature has
utilized only a crude version of it in the existing law. By defining a
“‘fresh egg’’ as one of grade A or better, the Legislature has actually
erected a second system of absolute quality within the original one.
‘Where strict adherence to the grade maintenance system would require
that no regraded or below-grade eggs be labeled as “‘fresh,’’ with this
rule applied umiformly through all grades, the present law establishes
minimum quality provisions which actually eliminate the age factor
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in quality determination below grade A. Thus, legally, ‘‘ freshness’” has
become more synonymous with high quality than original quality.

To the degree that this is true, the ‘“‘fresh egg’’ law 15 redundant
upon the grading system, and might logically be removed from the
books However, since the law was intended to regulate advertising
rather than establish mandatory grades, the Legislature would still be
faced with the problem of defining the term ‘‘fresh egg,’” since unlike
the terms ‘‘ranch egg,’’ and ‘‘farm egg,”’ it is not self-defining. Having
once assumed the responsibility for its definttion, the Legislature might
merely worsen a confusmg situation by giving the privilege back to
private enterprise For this reason, the committee feels that the Legis-
lature must continue to define ‘‘freshness,”’ and must do so in such a
way as to neither disappoint quality expectations created by its pre-
vious definitions, nor do vivlence to dietionary defimitions of the term

Fortunately, while the concepts of high quality and original quahity
are not 1dentieal, they overlap in the case of Grade AA eggs Grade AA
is the highest California egg grade, and no egg with any sigmficant
deviation from 1its original guality can fulfill the requirements for this
grade Therefore, the committee proposes that the use of the term
“‘fresh’’ in the sale of eggs be restricted to Grade AA eggs only It is
the committee’s opinion that these several changes will give Cahfornia
a defimition of ‘‘freshness’” which will be more accurate, more mean-
ingful, and more enforceable than the present one.
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C. SEEDS

Regulation of Weed Seeds and Enforcement of the
California Seed Law (AB 653)

Weeds are one of the most mmportant factors i determining produc-
tion costs on American farms A recent article estimated that ‘‘losses
due to weeds have reached . . four billion dollars annually ”’1 By
competing with commercial crops, and by eonsuming natural resources
without eeonomie return, weeds pose both an immmediate and a long
range threat to the welfare of every farmer.

Fortunately, there are many ways of controlling and limiting weeds
Thorough preparation of the seedbed and continnal cultivation have
been the tradifional weapons aganst weeds. More recently, the im-
provement of field sanitation practices, the introduction of vigorons
IW. C Shaw and L. I. Damelaon, “The Control of Weeds in Seed Crops,” United

States Department of Agriculture, Yearbook of Agriculiure Seeds (1961), p 281
It hag also been estimated that weeds cost California farmers $365 million an-

nually Some Facts About Cahformis 4dgriculture. Cahfornia Agricultural Exten-
slon Bervice (1961), p. 8.
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and competitive varieties of commereial plants, and the development of
selective chemical herbicides have angmented the farmer’s arsenal Stall
another factor mn the struggle has been governmental regulation. The
State of Cahfornia has long recognized that weed control is a problem
which extends beyond the resources and boundaries of individual farms
In 1927, the Legislature authorized the Director of Agriculture to pro-
claim and enforce weed-free areas, and in the 1930’s, enacted abatement
legislation to elimmate two specific weeds—eamelthorn and Austrian
field cress.

In California, however, the control of weed seeds is perhaps the most
important element in the whole weed control program As the afore-
mentioned article states, ‘‘the use of weed-free crop seed 1s a sound
starting place for an effective program to control weeds *’* Califor-
nia has had a state seed law since 1921 As part of an extensive
modermzation 1 1943, it was amended to require that all seed sold
under the law be accurately labeled as to weed content, and to prohibit
the sale of any seed contaming prunary noxious weed seeds 3 This law,
still enrrent, gives the farmer almost absolute protection against pri-
mary noxious weed seeds, and allows him to protect himself against all
other kinds of weed seeds through the exercise of his own judgment

Assembly Bill 653 1s mitended by its proponents to be a further mod-
ernization of the California Seed Law The several amendments in the
bill are directed towards two main goals- an inereased control of weed
seeds and a strengthening of the enforcement of the entire Seed Law.
Under the present law, it is possible to sell and transport any amount
of all weed seeds, except those of primary noxious weeds, as long as the
quantity and kind of weed are specified on the container Experience
has shown that many farmers are not sufficiently cognizant of the dan-
gers of purchasing many kinds of weed seed In au effort to save money
by buying impure seed they often endanger their own erops and those
of their neighbors Since the underlying assumption of the whole state
weed control program is that all farmers benefit from weed abatement,
the bill proposes to prohimt the sale of all agricultural or vegetable
seed that contains more than 14 percent by weight of all weed seeds*
Certan categories of seeds, already exempt from the labelmg, mar-
keting, transporting and germinatmmg reyuirements of the law, would
also be exempt from these ‘‘pure-seed’’ provisions. These categories are
(1) seed or grain not intended for sowing purposes, (2) seed being
cleaned or processed, and (3) seed or grain transported without trans-
fer of title for sowing by its producer Assembly Bill 653 would also
2 Shaw and Damelson, op it , p
# According to this law, a seed can become a “weed seed” In one of two ways

can be any seed not specifically defined as agricultural, oceurring incl-
dentally 1n agricultural seed, or (2) 1t can be a speaifically enumerated “noxious
weed seed " A '"noxious weed" 13 defined a8 ‘“‘any specles of plant which is or 1s
hiable \‘.o be detrimental or destructive and difficult to control or eradicate” (Sec
911 21, Ag C A), Noxious weeds are in turn divided into two categories, pri-
mary and secondary The distinetion between them Is not generie, but rather
that the latter are widely distributed throughout the State, while the former are
not Noxlous weeds, both primary and secondary, can be enumerated erther by
direct mclusion in statute, or by proclamation of the Director of Agriculture
For examples, see Margaret K Bellue, "Weed Seed Hamibuok" California
Department of Agriculture, Special Pubhcatwn No 275 (1959)
4The apphcation of existing tolerance roqunements in enforcement procedures will

mean that enforcement will actually begin at a figure shightly in excess of
2 percent weed seed.
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amend this last category to restrict the producer of the seed to sowing
it npon his own land, as a protection for landlords.

The bill also proposes some minor technical amendments to the weed
seed and labeling portions of the law First, the definition of ‘‘weed
seed’” rtself is restrieted by the exemption of vegetable seeds inciden-
tally found in agricultural seed 1nder the existing law, such ineidental
vegetable seed is considered to be rvesidual, and therefore, weed seed.
Second, the bill provides that the amounts of all kinds of secondary
noxious weeds are o be listed ‘‘per pound >’ This would eliminate the
current practice of hsting some ‘‘per ounce,’’ and thus remove the
enumeration of *‘per ounce’’ and **per pound’” categories from the law.
Finally, the bill would specify the word ‘‘kind’’ as the sole referrent
of the term ‘‘commonly accepted name’’ n the labeling provisions of
Section 912 This is for the purpose of clarification and makes no sub-
stantive change in the law.

The second mamn object of the hill is to 1mprave the enforecement of
the entire Seed Liaw, Tt has been the habit of the Department of Agri-
culture to inspect seed offered for sale prior {o its sale, a practice to
which the seed mdustry has generallv heen amenable Recently, how-
ever, the department discovered that the law only authorizes it to
inspect seed ‘‘which is sold ’’ The department has received advice from
law enforecement officials, with which its counsel concurs, that the use
of the past tense ‘‘sold’’ means that seed eannot be inspected until
after 1t is actually sold AB 653 wounld amend the langnage of the Seed
Law in four places to replace the past tense ‘‘sold’’ with the present
tense, ‘‘sell ’’ Although the bulk of the seed industry continues to
permit prior inspection, under the old law, this echange wounld eliminate
the opportunity for unscrupulous dealers to avoid mspection Six other
amendments in AB 653 anthorize the deputation of the director’s in-
speetion and enforcement authority to deputies and inspeetors specifi-
cally found competent in seed mspection by the director, and require
erther specific direction or written permission from an enforcing officer
to move or dispose of a lot of seed held under a ‘‘stop-sale’’ order

RECOMMENDATION

Do pass.

The commuttee believes that AB 653 represents a comprehensive and
timely improvement of the California Seed Law The dewrability of a
‘‘pure seed’’ Jaw =eems to be well established The assumption that
weed control is public responsibility as well as a private one has been
the basis of public poliey mn California for many years, for it is self-
evident that any completely voluntary program of weed control can
only be as strong as its weakest link It has been further established
that weed seed control is a fnndamental part of any practical weed
control program F'rom these premises, 1t would appear that the legis-
lature is justified in invoking the police power of the state to enact a
pure seed Jaw (which mn effect would Limit an individual’s right to
purchase mmpure seed), since the purpose of such a law 1s less to pro-
tect mdividual purchasers than to protect all farmers in general from
the effects of such purchases by any farmer. Although the committee
realizes that with certain crops under certain cropping conditions the
need for the pure seed is less than absolute, it does not feel that these
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exceptions are so nuwmerous and well-defined as to justify the creation
of specifiec exemptions for them Since the ultimate beneficiary of any
sound weed control program can only be the farmer, 1t is difficult to
believe that the passage of a pure seed law could run contrary to the
long-ferm interests of any farmer

The committee can likewise see no valid objection to the proposed
alterations in the enforcement provisions of the law Tt recogmzes that
ingpection of seed prior to sale is essential to the enforeement of the
Seed Law, since the dispersal of seed after sale makes extensive postsale
inspeetion virtnally impossible Furthermore, the employment of certi-
fied deputies would seem to be & step in the direction of more uniform
and expert enforcement, and therefore, beneficial to buyer and seller
alike Finally, the commiftee notes in passing that under the existing
law, a farmer cannot lawfully sell seed to his neighbor without having
it inspected and labeled, if he 1s aware that 1t will be used for sowing
purposes Although, for ohvivus reasons, suech violations are not often
detected, AB 653 proposes no substantial change n this area However,
the commiitee desires to go on record as expressing its intention that
in all instances where an exemption from the law 15 claimed for ‘‘seed
or grain not intended for sowing purposes’’ (Section 915(1) AgC),
the burden of proving mtention should rest upon the Department of
Agriculture Such a practice should provide adequate protection for
any innocent transactions which might come under the department’s
serutmy,

D. ADMINISTRATION

State Subventions to County Agricultural Commissioners (AB 573)

In California, each county agrienltural eommissioner is the servant
of two masters As a county offieaal, he 15 appointed by, and responsible
to, his board of supervisors, and is charged with the administration
of local ordinances pertaming to agriculture The office which he holds,
however, is state-created, and minimum requirements for holding it are
also preseribed by the State Furthermore, each commissioner is respon-
sible to the Director of Agriculture for the administration and enforce-
ment, in his county, of numerous sections of the Agricultural Code,
and the regulations issued pursuant to them

In 1947, the Legislature took cognizance of some of the problems
created by these eircumstances It found that the enforcement of state
laws by commissioners varied greatly from county to county, and that
the Director of Agriculture had virtually no means to compel any com-
missioner to follow his regulations and direetives It found counties
understandably reluctant to espend county funds on the local depart-
ment of agriculture, when an ever-increasmng percentage of the loeal
department’s time was being demanded by programs of nonlocal origin.
Finally, 1t found that because of the conflicts of authority and the
unwillingness of connties to finance the adminstration of state legis-
lation, the position of commissioner was, in many counties, quite un-
attractive In some countles, conscientious commissioners were under-
paid, overworked, and received little thanks from either state or county
officials. In other counties, the office was hitle more than a sinecure,
with county-imposed duties negligible, and state-imposed duties ignored.
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Desiring to atiract high-caliber and expert personnel to the office
of commisstoner, and to merease the umformity of the enforcement of
state laws, without imper:ling the undemable advantages of bome rule,
the Legislature authorized the Director of Agreulture fo enter into
““eo-operative agreements’” with the board of supervisors of any vounty
for the purpose of 1ncreasing the salary or compensation of the county
agricultural commissioner. These agreements were subjeet to two limi-
tations:

1) That the subvention from the State to any county not exceed
(a) $3,000 per year or (b) two-thirds of the commissioner’s yearly
salary, and

2) That the county not reduce the salary of the commissioner below
the base salary as of 1947,

By 1959, all but six counties had entered into such agreements with
the director, and were receiving the maxmum allowance, $3,000,
under the law. For the 44 counties where complete statistics are avail-
able, the average commissioner’s salary imcreased nearly 2} times over
the unsubsidized 1947 salary. Although state contributions financed
nearly two-thirds of this increase, they still accounted for only 37
percent of the average commibsioner’s total salary, and defrayed none
of the salaries of hug assistants. Since the average commissioner has
a full-time staff of 16, and a part-time staff of 3, it s apparent that
the subventions have been of crucial financial importance only in the
smaller counties. Nevertheless, the agr ts have ] d county-
state contlicts even mn the larger counties, by the mere creation of a
contractual relationship between the two parties in whach the nature
of the relationship 1s more clearly spelled out

In 1959, a bill was introduced to inerease the permissible subvention
to $5,000 per county, to define ‘ base salary’’ as the lowest siep on a
salary range, and to update the effective date of the base salary pro-
viston to 1959. The bill passed the Senate and was approved by the
Assembly Committee on Agriculture, but was amended by the Commut-
tee on Ways and Means to reduce the maximum subvention from $5,000
to $3,300, and enacted as amended Subsequently, the Department of
Agriculture determined on the policy of providing two-thirds of the
funds for any inerease in a commissioners salary, until the statutory
limit was reached. Sinee 1959, the majority of contraeting eounties
have increased the base salary of thewr commussioner by at least $450,
s0 as to take full advantage of state axd. Only a handful have failed
to grant any increase m salary, and some of these are charter counties
where contracts eannot be altered for a four-year period.

AB 573 remtroduces the $5,000 maxmum subvention and updates
the effective date of the base salary provision to 1961. It also passed
the Assembly Agriculture Committee, but was referred to interim study
at the suggestion of the Committee on Ways and Means. Current state
expenditures under the *‘co-operative agreement’’ section of the Agri-
cultural Code (Section 635) are approximately $170,000 per year.
Were AB 573 enacted, the additional yearly cost to the State would be
$88,400, if the Department of Agriculture’s 1959 policy remained in
effect, and 1f all eurrently participating counties elected to take full
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advantage of the law. However, past experience indicates that 5 to
10 years would elapse before all counties availed themselves of the
additional subvention, so that the merease in yearly expenditure should
in praetice be gradual, rather than precipitate.

RECOMMENDATION
Do Pass

Al evidence indicates that the ‘‘co-operative agreement’’ law has
been a resounding success It has indisputably raised commissioners’
salaries In 1947, the average commissioner made about $3,500 a year;
today, no commissioner makes less than $6,000 a year, and the average
comnussioner makes over $8,750 a year. The increased salaries made
possible by state subvention have attracted better personnel into the
profession, and helped smaller counties to support the services of an
expert, while the subvention eontract 1tself bas promoted uniform en-
forcement of the Agriecultural Cude and deecreased county-state mis-
understanding Few would argue that the law has not proven an ex-
tremely practical tool for securing effective enforcement of state law
by county authorities.

It would seem unwise for the State to rest on its laurels at this point,
however. The job of an aetive agricultural commissioner has never
been an easy ome, and with each passing year, the quantity of state
legislation which he must admimster inereases If Californians desire
the implementation of the agricultural legislation which their elected
representatives enact, they should not object to paying the bill. Many
county-enforced programs, such as weed control and pest quarantine,
are only as strong as their weakest link Although few counties shirk
their responsibilities, the provision of adequate facilities and staff for a
commissioner puts a heavy strain on their resources. Surely the guar-
antee of an adequate incentive pay scale for all county agricultural
commissioners is a small enough price for the people of Cahfornia to
pay for the proper administration of the State’s number one industry.



PART ll. WEIGHTS AND MEASURES

A. REGULATION

The importance of a climate of trust and confidence surrounding all
business dealings with measurable commodities can hardly be over-
estimated. Without such a climate, the everyday transactions upon
which our whole economy is predicated would become infinitely more
dufficult, and many of the material advantages which modern tech-
nology makes possible would be lost. It has been the historic purpose
of weights and measures laws to proteet and foster this climate n a
free and competitive society by setting ceriain limits to the application
of the doctrine of caveat emptor More speecifically, the proper objec-
tive of weights and measure law 15 to provide adequate protection for
the buyer without either (1) unreasonably inereasing the cost of
commodities to him, or to the taxpayer, by overintensive enforcement,
or (2) unreasonably harassing the seller, or holding lum criminally
culpable where there 1s no intent to defraud, but only difficulty in
mastering mechanical or technical processes.

Elimination of Specific Tolerances in Sampling
Procedures (AB 545)

One fundamental principle of the California Weights and Measures
Law 1s that the seller of any commodity must make an accurate repre-
sentation of the weight or measure of such commodity to the buyer.
In the days when most sales were wade from bulk lots and guantity
was determined at time of purchase, enforcement of this principle
was confined to the mspection of measnring devices; any further safe-
guarding of the buyer’s interests was left to buyer himself, However,
the increasing use of processed and prepackaged commodities has
meant that changes in enforcement methods have been necessary to
maintain the principle of accurate representation For many years
now, the law has required that all packaged goods contain a state-
ment of net content. In the past, enforcement of this law has been
based upon the concept that each package constitutes a separate
entity, and that therefore conformity of each package with the law
must be individually determined. This concept has had a decisive
influence in the shaping of testing methods to determine the existence
of violations, and of methods to deal with the violations, once dis-
covered.

In testing, the concept has had the effect of limiting the efforts of
the Department of Weights and Measures to random spot checking.
The public expense of individually testing all packages offered for sale
obviously exceeds any resultant public benefit; therefore, the depart-
ment has tried to confine its efforts to the minimum necessary to ensure
accurate packaging. In the department’s expertence, spot checking
has proven to be a reasonably effective deterrent to false packaging.

(29)
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In dealing with violations, however, the individual package concept
has handieapped enforcement officers in the use of the two primary
enforcement tools, offsale orders and ecrimmal prosecutions

Although a sample check of a packaged commodity may indicate
to a sealer that an entiwre lot of that commodity has heen maccurately
packaged, he can only protect the publiec from the entire lot by testing
all packages within the lot, and ordermg each deficient package off-
sale Such an expensive method of removing such packages from sale
defeats the public interest in their removal Furthermore, in the
absence of any effective method of dealing with maceurately packaged
lots, sealers bave been forced to fall back upon criminal prosecution
as means of enforemg compliance with the law However, since neither
men nor the machines they make are mfallible, 1t is doubt{ul whether
the public mterest is served by the eriminal prosecution of packagers
for errors which may well have been bevond their power to control
Thus the concept of ndividual package evaluation, once held to be the
ultimate guarantee for the buyer, has to some extent frustrated com-
prehensive, inexpensive, and mmpartial enforcement of the prineciple
of accurate representation of content

Recently, the Legislature has attempted to deal with this situation
by modifying the individual package evaluation concept In 1957,
the Director of Agriculture was given the authoriiy to adopt sampling
techmigues, through the promulgation of rules and regulations As a
further guide to the use of these sampling technigues, the Legislature
also gave permissive authorization for the adoption of specific numeri-
cal folerances for packaged commodifies, with the proviso that the
average net content of any lot sampled be no less than the statement
of net content upon the individual package. By relaxing the absolute
guarantee that individual package evalnation had meant for the buyer,
the Legislature permitted a far more comprehensive enforcement of
the principle of accurate representation, and at the same time reduced
the Iikelibood of erimimal prosecution for involuntary violation of that
principle From the buyer’s standpoint, an absolute guarantee, mini-
mally enforced, was traded for a general gnarantee, comprehensively
enforced.

The Legislature’s action, however, did not solve the problem of what
sampling methods the department should adopt In point of faet, the
department took mo action upon the matter until late in 1959, when
several industry groups requested the establishment of tolerances on
certain items Subsequent to these requests, the department held hear-
ings upon the proposed tolerance provisions, and 1n co-operation with
industry groups, conducted an mtensive study of sampling provisions
in general As a result of this study, specific tolerances were rejected
as unwarkable Tt was concluded that the establishment of tolerances,
commodity by commodity and package by package, would result in
unnecessary expense by both government and industry, and perhaps
subjeet the impartiality of the department to superhuman stress

Instead of specific tolerances, the department ultimately adopted
statistical quality control procedures The specific procedures, adopted
effective January 29, 1961, were derived from military, industrial, and
governmental sources, and were put into table form for easy reference.
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These procedures establish a nniform evaluative prneiple for all pack-
ages and commodities, and accordmg to the State Sealer, ehiminate 99
percent of the personal judgment previously exercised by field inspee-
tors Under this system, a lot ean be found defieient 1f the sample dis-
plays any one of three characteristies-

(1) An average content which is below the stated content of each
package (widely deviant packages are omitted in the eomputa-
twn of average content)

(2) Too high a percentage of deviations from the stated content of
each package

(3) Too wide a range of deviations from the stated content of each
package

If the lot does not display any of these characteristies, it is considered
to have been accurately packaged, and all packages within it become
legal packages, including any which may have been slightly below
stated content As a result of its experience with this system, the depart-
ment 18 confident that it offers more comprehensive protection for the
buyer, provides more equitable regulation of the packager, and results
n more accurate representation of content than either the old individual
evalnation system, or the proposed speeific tolerance system

The purpose of AB 545, as mtroduced, was to return the enforcement
of weights and measures law to the principles of mdividual evaluation
and ahsolute guarantee At the time of 1ts introduetion, the statistieal
quality coutrol system had not heen matured, and 1t appeared that the
consumer s choice was between the old system and the proposed specifie
tolerances With the evolution of qualty control, the hill was amended
to restore the authorizatton for sampling procedures, and delete only
the provision for specifie tolerances contained in the 1957 law AB 545,
as amended, will permut the department to continue with its newly
estabhished quahty control procednres, and remove only the authority
to establish specific tolerances, which the depurtment will not imple-
ment, and in fact no longer desires

RECOMMENDATION

Do pass.

The Department of Agreulture 15 apparently eorrect m the belief
that 1ts newly adopted <tatistical gnahty control methods provide su-
perior protection for the huyer at less cost to the taxpayer and less
meonvenience to the packager Consumer representatives are, or should
be, coming around to the aceeptance of this behef, and to a realization
of the hmitations of the old principle of abeolute guarantee An almost
unanmous consensus exists that the specific tolerance gystem represents
an inferior method of sampling, and would be more expensive and less
equitable for all eoncerned. Therefore, the elmnation of the divector’s
authority to establish specific tolerances is justified

Technical changes should be made 1n the language of the bill (p 2,
lines 9-11) to clarify the wntention of 1he department and the committee
that slightly deficient packages mcluded in a sampled and approved
lot not be ordered off-sale or otherwise considered 1llegal
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Labeling of Price-per-unit on Packaged Goods (AB 1364)

Existing law requires thal an aceurate statement of the net contents
of any packaged commodity appear on the package General retail
practice indicates the total selling price on the package, or on the shelf
where the package 15 displayed The price per umt of any commodity
can be computed from the above informaiion, by aseertaining the umit
of sale as specified in the statement of net content and dividing the
number of units mto the total selling price With uniform packages
containing umiform net contents, the consumer can compute the price
per unit with some degree of efficiency Packages containing random
weights, measures, or counts may offer a somewhat greater problem
Although the method of computation remains the same, the fact that
sinular packages may contam differing net contents, and differmg
qualities of a single commodity sometimes makes the establishment of
comparative price per unit by the consumer somewhat more difficult

As introduced, AB 1364 would have added Section 12608 5 to the
Business and Professions Code, requiring all ecommodities of dissimilar
quantities packaged in ‘‘similar econtamers’’ to bear conspicuonsly the
price per umit by which they were being sold. The bill was amended
March 16 The language of Section 27 1n the Model State Law on
Weights and Measures, Form 2, adopted by the National Confer-
ence of Weights and Measures 1n 1960 was substituted for the original
language of the proposed section As amended, the section would
require any packaged commodity, (1) 1n a lot containing eny random
weights, measures, or counts, and (2) bearmg the total selling price
on the package, to bear also a conspicuous declaration of the price
per unit of weight, measure or count

The intent of the bill was apparently to protect the consumer against
possibly misleading but currently lawful methods of packaging which
mvolve random quantity, and to remove, from the consnmer, the
burden of computmg price per umt of random packages in general.
Particular concern was indicated in the fields of meats, dairy products,
and deheatessen goods Proponents claimed that AB 1364 was the
minimum bill necessary to make weights and measures standards mean-
ingful in the matter of random packages It was estabhshed by testi-
mony that many retailers and some wholesalers already put the price
per unit on their random packages Proponents argued that the con-
sumer deserves this information as a matter of right, and that present
usages indicate that it would place no appreciable cost burden upon
the retailer

The original bill and the amended bill represent variant approaches
to the problem An examination of both bills demonstrates some of the
pitfalls invelved in the framing of legislation on the subject Both
bills contain vague passages, phrases, or words which leave much lee-
way for interpretation; both include passages which would cover a
wider field than that claimed by their advocates. The original bill made
no distinction between retail and preretail activities, and could have
conceivably applied to wholesale contamers, or even farm lug boxes.
Existing statutes would have made the hill inapplicable to sales from
bulk when the quantity ‘‘is weighed, measured, or counted for the
immediate purposes’’ of the sale (Section 12603, B & P. C), but
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apparently no other exceptions existed. Finally, the phrase ¢“‘similar
container’” was the subject of no precise legislative definition, and
might well have been the source of extensive litigation,

The amended form of the bill is 1n some ways more restrictive than
the original bill It lLimits the bill to eommodities in ‘‘package form,”’
rather than in ‘‘containers’’ It also limits the hill to commodities
‘“bearing the total selling price of the package.’’ This latter limitation
by implication excludes most preretail operations, since price labeling
is the exception rather than the rule on preretail levels, and in most
instances 1s voluntary at both retail and preretail operations Finally,
the amended bill ehminates the uncertainty of the phrase ‘‘similar con-
tainer.”’ However, it transfers this uncertainty from the nature of the
container to the nature of 1ts contents The word ‘‘random’’ is appar-
ently better understood at the federal level than in California. It is
possible that the wording of the original bill, ‘“where the quantity
of the commodity . . . is not the same,’’ would better convey the inten-
tion of the bill’s proponents

The chief diffieulty with the amended bill is that it covers any pack-
age contaming random weights, measures, or counts, despite the fact
that this random weight, measure, or count might not figure in the
pricng of the package For example, identical bags of potato chips
have identical weights, but contain random counts (number of potato
chips per bag) Although potato chips are in fact sold by weight, the
bill would require on the bag a ‘‘declaration of the price per single
unit of weight, measure, or count '’ This latter phrase leads straight
to a related problem, about which the bill 1s distressingly unclear Is
the price per unit to be that of the random element in the package,
even if pricing procedure does not normally involve the ecomputation
of the random element ? Or, can the retailer choose between single units
of weights, measures, and counts? To return to the potato chips, must
the price per nnit be that of weight (as they are normally sold), or
must it be that of the count (the random element in the package),
or does the retailer have the option to select either, or to choose neither
and select measure? The example of potato chips does not represent a
resort to reducto ad absurdum; the bill would have a similar effect
upon innumerable packaged commodities

Finally, 1t might be noted that the passage of AB 1364 as amended
might actually have the effect of reducing the price information avail-
able to the eonsumer Simece the provisions of the bill only apply when
the total selling price appears on the package, the cheapest mode of
compliance for the wholesaler and retailer might well be to remove the
selling price from packages where it had previously been inecluded.
Nothing in the law would prevent this.

RECOMMENDATION
Do not pass.

Tt is clear that AB 1364, as amended, is not in suitable shape to be
written wmto statute. A more diffieult problem 15 posed by the prineiple
embodied mn the bill Tt 15 not necessary to accept the arguwment that
because the present bill is vague and broad, no satisfactory bill on the
subject eould be written. Varwous proposals have in fact been made
which would limit the effect of the bill more closely to the professed
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intentions of its proponents, Any future proposed legislation on the
subject might well follow the suggestion of the Staie Sealer of Weights
and Measures m confining itself to ‘‘food,”’ as defined in Section
120215 of the Business and Professions Code, with any necessary
additions

The argument that the consumer deserves price per unit informa-
tion as a matter of right is unconvinemng, by any meaningful definition
of the word ‘‘right *’ The information from which price per unit is
computed has already been made available to the consumer by law.
Therefore, the addition of price per unit would seem to be a matter of
convenience rather than right, unless the commiitee is to assume that
the average consumer lacks the intelligence to make any such computa-
tion Furthermore, no convineing evidence was presented to distinguish
the need for price per unit information on random packages from its
desirability on standard packages Indeed, proponents based a part of
their case on the proposition that current standard containers were
often so confusing that the housewife could not understand them, and
that it was difficult to compute price per unit on a standard container
when the net content was 4} ounces This would indieate that, for the
purposes of this bill, the distinetion between random and standard
packages 1s an artificial one,

Neither 1s it apparent that there is a great demand for such legisla-
tion among the consumers themselves As the representative of the
retail grocers pointed out, almost all consumers would like price per
unit mwmformation 1f it ecould be had at no extra cost, but far fewer
would desire 1t if it appreciably mcreased food costs Testunony re-
garding the cost of such mformation was conflieting Apparently, the
cost would be greatest if the information was supplied by the small
retailer, but wonld be reduced i1f it was supplied by a large retailer,
or at the wholesale level The fact that, in the past, it has usually
been the large operator who has voluntarily supplied such information
lends credence to this conclusion Price per unit legislation would
therefore have little effect upon the large operator, but, as the pro-
ponents recognize, would place the small retailer at an added disad-
vantage.

In summary, 1t would appear that there 15 at present no real public
interest in price per unit legislation It has been shown that many
factors in the food industry have found 1t good marketing practice to
supply price per unit information to their customers, but this does not
mean that all stores should be required to do so At present, the fur-
nishing of this information is done on a competitive basis, consumers
who feel that the computation of price per umt should be done for
them may shop at stores which do 1t, or urge their local merchant to
adopt the practice. Small retailers who find that the cost of the practice
would make their prices ton non-competitive will continue to rely
upon convenience and personal serviee to retain their trade It would
seem foolish for the State to further increase their cost disadvantage,
the day of the captive consumer 1s not yet at hand

Penalties for Nonwillful Violations (AB 2828)

Modern processing methods have often created problems in the
equitable enforcement of the Weights and Measures Law Such has
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been the case in the poultry industry In the not too distant past, most
poultry was sold whole-bodied (with head and feet nn, and eviscera in)
to a consumer living in the general area where the poultry was pro-
duced The limitations juherent in these methods of distribution were
numerous, however In the first place, the predominance of local dis-
tribution meant that poultry was not available in all areas at all
seasons There was no such thing as an even flow of poultry to all
markets throughout the year Tn the second place, the sale of whole-
bodied pouliry meant that erther the econsumer or the retailer was
faced with the problem of eleaning the poultry and making economie
nse of all portions of 1t, when, in fact, only a single portion might he
desired The net result of these limitations was to make poultry an
oceasional luxury, rather than a staple of the consumer’s diet

In recent vears, the poultrs- indunstry has attempted to remove thege
limitations by revolutimizing its dwtribution methods New methods
of preservation have made pouliry an inferstate commodity Pre-
cleaning, presegmenting, and prepackaging  methods have given both
the retailer and the consumer a niore aifractrve and eonvenient produet
as well as an expanded range of chelee among various portions of the
product Mass produeing and processing have alsn resulted in a redue-
tion of cost The result has heen a phenomenal expansion of the pro-
duetion and per ecapita consumption of poultry in the United States
Today, poultry, and especially chicken, has Lecome competitive with
other meat produets, and a staple 1n the nationl diet

The preservation of ponltry for interstate distmbution and the evis-
ceration and segmentation necessary for an attractive product have
made it inereasinglv diffieult to determine aceurate weights without
resorting to uneconomically frequent weighings Tn the days of laeal
prodnetion and whole hodied delivery, there was little weight loss from
the time of killing to the time of consaumption The practice of weigh-
ing, at the time of retail sale, all ponltrv unt 1n labeled packages (re-
qured by statute after 1939), pave the consumer adeqnate protection
for accurate weight However, onee the skin is broken, poultry suffers
a more or less constant and continual weieht Ioss throngh evaporation
For this reason poultry <hould ideally be werghed upon delivery to
cach link in the commercial cham, with the <eller absorbimng any weight
loss which oeenrs during his possession This prineiple, however, is not
always followed in practice Since many processors do therr own trans-
porting, much poultry is purchased and weighed at the farm At the
other end of the chain, many retailers have neither the tume or the
facilities to weigh the incoming prodnet Im the first mstance, the proc-
essor increases the amount of shrinkage he mnst hear, and in the second,
the wholesaler becomes responsible for delivering aceurate weight to the
retailer When processing and wholesaling are eombined in one opera-
tion, as is often the case, the result 1» a multipheaton of cost and
quality control problems

In the Califormia poultry inQustry, the delivery of accurate weights
to the retailer has heen the subject of much consideration Originally,
the problem stemmed frem the fact that out-of-state producers shipped
poultry nte Califorma, which, by time of arrival, had <hrunk below
ats stated weight Through the en-operation of local officials and the
US Department of Agrieulture, Califorma recervers were able to
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reduce the amount of underweight poultry shipped into the State, and
obtamn cash credits for underweight poultry received The elimination
of this difficulty did not solve the problem of accurate retail delivery,
however, since further shrinkage still oceurs n both transshipped and
processed poultry while it 18 m the wholesaler’s hands If the wholesaler
18 responsible for delivering correct weight to the retailer, he must ac-
curately prediet the amount of shrinkage which will occur between his
final weighing of the produet and dehvery Many m the industry
feel this is simply impossible, and want to place the responsibibity for
weiglung upon the retailer Where the retailer does take such responsi-
bility, no weights and measures enforcement problem arises, but where
he is unwilhing or unable to do so, ofticials have the legal obligation to
see that he gets accurate weight Industry representatives contend that
under these circumstances, mvoluntary violations of the weights and
measures laws are inevitable

A further problem has arisen as a re-ult of enforcement procedures
used in certam areas While co-operative efforts on the part of en-
foreement officials and industry representatives were underway, prose-
cutions of ndustry leaders were also undertaken Members of the
mdustry have charged that these prosecutions were arbitrary and un-
necessary, and demonstrated lack of gond faith on the part of enforce-
ment officials In return, these offieials have mamtamed that such prose-
cutions vwere justified by the inability of the mdustry to live up to s
professions of eomphance, and that 1n anv case, they only represented
the fulfillment of obligations cleaily spelled out m law Fnally, in-
dustry representatives have alleged that 1n eertain nstances, the serviee
of warrants for such violations was capriciously handled, and resulted
m arrests and mearcerations which were nnsuited to the commumiy
stature of the defendants, and to the nature of the violations

AB 2828 was introduced at the request of the poultry industry to
force at least a partial solution to these problems In its original form,
1t would have prohibited imprisonment for any violation of the Con-
tamer chapter (Chapter 6) of the Weights and Measures Law unless
the violation was proven to be willful Tt would thus have eliminated
Ja1l senteneces for nonwillful mislabeling, but not for actually selling
short weight, since the latter is a violation of Chapter 1, rather than
Chapter 6§ Bureau and consumer representatives argued that AB 2828,
as mtroduced, was too broad in <cope and would have unnecessarily
weakened enforcement of the law As a resnlt of such objections, the
Wl was amended on May 26 to restriet 1ts operation to ‘“‘handler [s] of
perishable foods sold at wholesale for repackaging or reprocessing or
which 15 not offered or exposed for sale at retail diwrectly >’ Thus
amended, the hill was reported favorably out of committee, and passed
the A<sembly with only two dissenting votes Tt was vigor ously opposed
by the Consumer Counsel 1n a Qeuate committee hearing, however, and
was therefore referred to mterim study at the request of its author

RECOMMENDATION
Do Not Pass

The author of AB 2828 15 to be commended for requesting its referral
to interim study. Research and public hearings have enabled the com-
mittee to examine the problem in mueh greater depth than was possible
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during the 1961 General Session The resnlts of the committee’s mnvesti-
gation 1ndicate that AB 2828, as amended, makes no substantial con-
tribution to the solution of the problems which prompted its introdue-
tion, and may indeed even compound them

In the first place, the bill does not provide any substantial industry
safeguards not already available under present law In Chapter 6 of
the Weights and Measures Division (5) of the Business and Professions
Code, Section 12614 exempts discrepancies between actuat and stated
eontent if (a) they are due to shrinkage beyond the control of the seller
acting in good faith, or (b) if the seller, acting n good faith, relied
upon the statement of content placed upon the contamer by a previous
handler, and did not alter the coutents in any way Therefore, practices
of the poultry indusiry meeting the requirements of either (a) or (b)
could not result in any violation of the law.

However, discrepancies failing to meet the requremenis of either
(a) or (b) would come perilously close to bemg ‘‘willful”’ wiclations
under the provisions of AB 2828, since such discrepancies must be
presumed to be neither beyond the control of the seller, nor the result
of the transshipment of a eontainer without knowledge of ity content
The fact that the handler eustomarily weighs all containers or lots
recerved, and exacts rebates from previous handlers for any short
weight, wonld indicate that he has established knowledge of, and con-
trol over, the content of sueh containers Since maccurate markings
made ‘“m good faith’’ would not generally be violations of Chapter 6,
anyone convieted of a nusdemeanor under the chapter would presum-
ably have had full knowledge of, and control over, the contents of
any illegal container, and would have not been acting in good faith
Although no specific legislative defimtion of “‘willful’’ 15 neluded m
AB 2828, it 15 likely that any violation oecurring under these condi-
tions would be adjudged ‘‘willful.”” Thus, for all practical purposes,
no nonwillful violation could oceur withmn the seope of the hill

The question of whether shrinkage is actually beyond the control of
the poultry industry for the purposes of Chapter 6 1s a difficult one
The committee has evidence which would suggest that while shrinkage
itself may be unavoidable, it is predictable, and therefure within the
control of the mdustry. At the present time, several factors m the
fresh meat industry, mncluding some handlers of poultry, have adopted
statistical quality control methods which allow for an overpack based
upon predicted commodity hife By all accounts, these methods have
been successful in delivering accurate weight to purchasers, and have
had no adverse effects upon the cost structures of those involved. There-
fore, the commuttee believes that the more widespread adoption of
these methods might solve many of the problems which led to the
mtroduction of AB 2828 As the matter stands now, however, the
actual deeision as to whether shrinkage is uncontrollable lies with the
judiciary. In the past, shrinkage has tacitly been considered control-
lable It is possible that upon a closer examination, a eourt mght hold
that shrinkage 1s beyond the control of the mdustry However, should
2 court so rule, there would be no violation of Chapter 6, and the
penalty distinetions m AB 2828 would remain meaningless

In the second place, the bill does not attack several of the specific
grievances of the mdustry which were discussed at the committee
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hearmmg AB 2828 deals with jail sentences subsequent to convietion
for misdemeanors, but apparently no one in the poultry industry has
recently served a jail term for violation of Chapter 6 If this is so,
1t would indicate that the courts themselves have consistently displayed
an understanding of the problems involved in this sort of violation,
and huave used their diseretionary powers wisely. It might even be
inferred that the passage of AB 23828 would tend to increase the
number of jail sentences, for although the bl does not make them
mandatory for willful violations, 1t does in faet ereate the presnmption
that such sentences are warranted 1if willful violation is proved

The actual complants at the hearing concerned the practice of arrest
and 1ncarceration prior to any court appearance, and the general ar-
bitrariness of prosecution In the first instance, the committee dis-
covered that weights and measures officials have no legal control over
the process by which warrants are served once they have been sworn
out, and that the unfortunate mncmdents mentioned resulted from a lack
of co-ordination between weights and measures officials and regular
law enforcement officers. In the second instance, the problems were
found to arise from the lack of co-ordmnation between state and local
weights and measures officials, and the absence of any binding policy
concerning the prosecution of wiolations The committee has had ade-
quate opportuuity to review the problems of state-local relationships
1 conneetion with other billy, and hopes that the passage of AB 572
will eliminate eonflicts in this area as well ag others

In conclusion, the committee urges the abandonment of AB 2828,
and the mtroduction of legislation which more directly attacks the
problems of the poultry mdustry m the matter of delivering aceurate
weight Should statistical yuality control methods prove impractical,
aud courts unsympathetie, the committee might cunsider legislation
requring that the weight of wholesale poultry be determined by actual
test at the retailer's dock, 1f the responsibility for performing the test
and furmshing the necessary eguipment could be equitably placed
Until other alternatives have been exhausted, however, the committee
regards such legislation as undesirable hecause of the fact that the
shortcomings m the practice of test-weighing at the retailer’s dock
have been responsible for many of the industry’s eurrent problems
Finally, the committee believes that legislation clearly defining the
rights of all busiessmen and the duties of all law enforcement officials
in the prosecution of weights and measnres violations might be desir-
able, but feels that the recomnmendation of such legislation 1s beyond
the scope of the committee’s responsibilities m the present instance,

B. ADMINISTRATION

It is common knowledge that the Weights and Measures Davision
(5) of the Busmess and Professions Code is not enforced uniformly
throughout the State of Califormia The commuittee has made no study
of umiform enforcement, but testimony taken in various connections
by the committee substantiates this belief The reason for the existence
of nonuniform enforecement is that enforcement is largely a eounty
function, supervised by county offimals and financed by county funds
However, certain pressures for uniformity exist within the system, and
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these pressures have noticeably increased within the last few years.
Diverse groups, including those representing cousumer, labor, and in-
dustry nterests, have indicafed an interest 1n umform enforcement,
and several methods of effecting 1t have been put before the Legislature

As the law now stands, county sealers of weights and measures
and their staffs are county employees The State Sealer of Weights
and Measures can appomnt deputy state sealers, who are state em-
ployees, to perform the duties of the county sealer only if the county
15 unable to appoint its own sealer However, the Department of Agri-
cnlture has been granted ‘‘general supervision’’ over weights and meas-
ures in the State, ‘“where not otherwise provided by law » (Section
12100, B & P C) In addition, the department 15 specifically required
to do certain things in the proeess of exercising such supervision, It is
required to ‘‘investigate conditions 1n the various counties and cities
in respeet to weights and measnres, and to the sale of goods, wares
a;d merchandise, commodities and foodutuffs in containers *’ (Section
12101)

Furthermore, the law specifies the proper relationships between the
department, its executive agents and the county sealers Section 12103 5
specifies that the duty of enforcing weights and measures law “‘and
carrying out its provisions and requirements 1s vested in the director
and n each sealer acting under the supervision and direction of the
director 77 Section 12104 regquires the department to *‘issue instruetions
and recommendations that shall govern the procedure to he followed
by such efficers in the discharge of thew duties ’’ Finally, the depart-
ment is requared, *‘at least once 1n two years,”” to ‘‘inspect the work of
the local sealers,”” and is permitted to mspect ‘‘The weights, measures,
balances or any other weighing or measuring devices of any person *’
(Seetion 12105 )

The foregoing would seem to he an adequate expression of the intent
of the Legislature eoncernming central administration of the weights and
measures laws However, the only statutory weapon by which the
department might compel compliance with its supervisory orders is
that found n Section 12214 This <ectipn provides for the dismissal
of any countv sealer for ‘“neglect of duty, misconduet, or incompetence
in office >’ Upon reeeiving evidence of such violations on the part of
a county sealer, the director may, with the head of the Sealers’ Associ-
ation, appomnt an impartial third person, who, with them, will comprise
a trial board with power 1o remove the sealer The mechanies of the
process are so cumbersome (especially where the issue of state versus
local authority is invelved), aud the remedy so extreme, that the
present state sealer has no reeollection of any county sealer having
heen dismisced in thix manner In the few instances where trial hoard
action has heen attempted, the issmes have been persomal rather than
departmental, and proceedines have eventuallv collapsed While there
is no legal impediment to the department’s nsing Seetion 12214 to
enforee loeal compliance with its directives, it has not been departmental
poliey in the past and is not likelv to hecome so0 in the future
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Authority of the State Sealer of Weights
and Measures (AB 3124)

Some proponents of nniform weights and measures enforcement have
felt that nothing short of direct state enforeement of all weights and
measures laws would result in umiformity. AB 3124, as introduced,
ammed at the objective of state enforcement, but 1 a somewhat back-
handed manner The bill would have abolished the whole of the article
1 the Weights and Measures Division (Article 2 of Chapter 2) which
anthorized the existence and preseribed the duties of comnty sealers,
without erecting a comparable structure of otate sealers. It would have
also erased from law mmportant sections relatmg to enforcement prac-
tices, meluding that which AB 545 proposes to amend. Although AR
3124 did propose a new section providing for the substitution of ‘‘state
sealer’’ for any reference m the law to ‘‘county sealer,”” it provided
nerther the money to pay the salaries of any such state sealers, nor the
money to appropriate existing weighing and measuring equipment, most
of which 1s presently owned by the counties AB 3124 was ultimately
amended to ehminate the abolition of Article 2 (the county sealer
sections) and to add a new section providing that the state sealer ‘‘shall
have general supervision of the enforcement by county sealers of the
state laws regulating weights and measures ”’

RECOMMENDATION

Do not pass.

Committee hearings produced some support for the amended bill
on the grounds that it represents an expression of the principle of
central control That principle, however, 15 already fully expressed
m the existing law. From the standpoint of central control, what is
lacking is not the prmeiple, but rather sufficient teeth 1 the law to
transform principle into practice Without entering into a further
discussion of the merits of eentral control, the committee finds that
AB 3124 15 without visible effect, and 1hat its passage would there-
fore be pointless

State Subventions to County Sealers of Weights
and Measures (AB 572)

One reason for the lack of uniform enforcement of weights and meas-
ures law in California has been the disparity in status of the office of
Sealer of Weights and Measures m various counties. There are three
basie categories of county sealers in California. In 26 counties, the
position 15 a full-time job, paying an average of $7,700 a year. In
21 counties, the county sealer also holds the posmon of eounty agri-
cultural commissioner In the counties where there is no budgetary
distinetion made between the two functions of such an offieial, his
average salary 1s $8,200 a year However, in the three counties where
such a distinctlon is made, the function of commnussioner is clearly
dominant; these individuals receive an average of $8,460 a year as
commissjoners, and $1,400 as sealers The 11 remaining counties are
served by deputy state sealers, who are hired and supervised by the
State, and paid by the counties. Four of the deputy state sealers also
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serve as agriculinral commissioner of their county, two others serve
1n a second eounty by contractual arrangement, and another two work
in g single county on a part-time basis The average salary of a full-
time deputy state sealer is $4,750 a year. However, those sealers who
are also commissioners recewve $6,550 a year, and in the two such
counties where the duties of the offices are budgetarily distinguished,
an average of only $480 1s allvted to the individual as a sealer The two
part-time sealers receive slightly in excess of $2 an hour for thewr
work
As is to be expected. the most populous counties employ separate
sealers Of the 23 counties with a population exceeding 100,000, only
five (Orange, Sacramento, Contra Costa, Stanislaus, and Humboldt)
employ a combination sealer-commissioner The smallest county to em-
ploy a separate sealer 1s Sutter County, which has a population of
33,380 and ranks 87th in the State In the medium-sized counties, the
combination sealer-commissioner 1s the most popular form of office
Of the 28 counties whose populations range from 10,000-100.000, 15
employ combination sealer-commissioners, and in three others, the com-
missioner serves as a deputy state sealer. Finally, the six least popu-
lous counties are all served by deputy state sealers, and only two
counties served by deputy state sealers have a population in excess
of 15,000
These statisties indicate that there has been a rough correlation be-
tween the populousuess of a county and the amount of work it expects
its sealer to perform This 13 as it should be However, the rapid
inerease 1n the State’s populalion, coupled with the modernization of
weights and measures law and enforcement praetices, have conspired
to multiply the amount of work necessary for proper weights and
measures enforcement in every county Apparently many eounties have
been unable to keep abreast of the increasing demand for such enforce-
ment, and have weakened the protection for their own citizens, as well
as for everyone in the State,
AB 572 was introduced for the purpose of encouraging more uni-
form enforeement by providing for state subventions to the salaries
of county sealers of weights and measures comparable to those cur-
rently being recerved by county agricultural commussioners The bill
is modeled on Section 63 5 of the Agricultural Code, and more specifi-
cally, upon AB 578 It would permut the Director of Agriculture to
enter into a ‘‘co-operative agreement’’ with the board of sapervisors
of any county for the purpose of inereasing the salary of the county
sealer, Like the county commssioner agreements, these pacts would be
subject to two limitations:
(1) That the subvention to the county from the State not exeeed
(a) $5,000 per year, or (b) two-thirds of the sealer’s salary, and

(2) That the county not reduce the salary of the sealer below the
base salary, or lowest step in any existing salary range, as of
Jamaary 1961,

The Department of Agriculture has stated that, were AB 572 en-
acted, it would follow the policy of providing up to two-thirds of any
salary inerease given to a sealer up to the statutory maximum, if the
sealer’s office was either a separate one, or budgetarily distinguished



42 ASSEMBLY INTERIM COMMITTEE ON AGRICULTURE

from that of the county commissioner. This would make subventions
available to all separate sealers, but would bar all but three of the
combination sealer-commuissioners from recerving subventions under
both sealer and commsstoner agreements The department hag further
stated that 1f any county currently without a sealer, or with a com-
bination sealer-commussioner, establishes a separate sealer’s office, it
would underwrite two-thirds of dus salary with a maximuin 1nitial state
participation of $3,000, and two-thirds of any 1nerease up to the statu-
tory maximum The expersence with the commissioner subventions
would indicate that over a 10- to 15-year period, most counties would
take full advantage of these agreements, with an ultimate annual cost
of some $250,000 to the State However, mumediate costs will fall far
short of this figure, for some counties cannot increase the salaries of
county officials for a four-year period, winle others will not want to
establish a separate sealer’s office, or will only desire to give their sealer

a small raise

RECOMMENDATION

Do Puss

The committee 1s of the opimon that the passage of AB 572 1s
absolutely essential fo the proper enforcement of weights and measures
law 1 Califormia In the first place, the mll should 1mprove the pro-
fessional standards of sealers by encouraging the establishruent of ade-
quately compensated mdependent sealer’s positions in all counties, as
well as by improving the pay of existing independent sealers, While
the practice of paymg the county sealer less than the county commis-
gioner was establislied prior to the approval of commussioner subven-
tions 1 1947, the existence of these subventions has acted to keep sealer
salaries subordinate 1n a time when the justification for doing so has
all but disappeared. As the committee has noted in its analysis of
AB 573, the 1mpaet of state legislation ou the capacities of the county
commissioner 1s an adequate justification for inereasing the state sub-
vention to hs salary How much more true must this then be in the
case of the county sealer, whose tasks are almost entirely preseribed
by state legislation, and whose problems increase m direct proportion
to the merease in population? The day of the ‘‘cow counties’’ 15 over
in Califorma; mndeed, many of the prime agricultural eounties are
also among the fastest growmg urban counties in the State, and the
needs of most have mereased to the point where a full-time sealer is a
necessity. )

Unfortunately, a side effect of the Commissioner Subvention Law has
been the wndirect modufication of the principle of county payment of
county sealers, and a 50 percent merease 1 the number of combination
sealer-commussioners Smce 1947, the tendency has been for counties
to use state funds to angment the salaries of combination officeholders
1 their capacities as comiissioners, without making comparable in-
creases 1n thewr salaries as sealers, and to appoint commussioners as
sealers in order to get a competent man witheut expending additional
county funds In counties where the duties of a sealer are at all de-
manding, these practices have led to one of two undesirable resulis.
If the comnussioner-sealer has split his time equally between both
Jobs, some state money (the commissioner subvention) has been spent



ABSEMBLY INTERIM COMMITTEE ON AGRICULTURE 43

for a purpose for which 1t was not intended; if he divides his time in
the manner which three county budgets indicate that he should (the
three counties which distinguish his functions budgetarly grant him
about one-seventh of his income as a sealer), he must spend less than
s1x hours & week as a sealer, which seems clearly insufficient in all but
the smallest counties Neither alternative makes attractive public policy,
and when the confusion of function inherent m joint officeholding is
considered, it seems apparent that the establishment of separate full-
time sealers in all counties, except those demonstrating a minimal need
for them, would be desirable

As far as the committee can determine, such action would not ad-
versely affect any legitimate interests, 1f both AB 572 and AB 573
were enacted The passage of AB 573 would protect the existing
combrnation officeholders agamst a loss of salary through the loss of
their function as sealer It wonld appear that very little of their salary
has actually been budgeted for that function, and that an increased
state subvention of $1,700 for commissioners would enable most counties
to more than make up the difference Furthermore, it must be noted
that the passage of AB 578 will make the passage of AB 572 doubly
important, since the further increase of commissioner subventions with-
out provision for sealer subventions would quite probably continue the
inerease in eombination offiees and backdoor subventions to eounty
sealers by this means The committee concludes that the passage of both
bills will he a particular boon to counties of intermediate size, and will
enable them to have adequate weights and measures enforcement with-
out sacrificing existing standards of agricultural enforeement.

Perhaps the most important consideration in favor of AB 572 is
that it eonstitutes a practical solution to the problem of uniform en-
forcement of weights and measures law throughout the State The
commitiee has previously taken cognizance of the fact that state-
supervised enforcement has been established as a prineiple in law, but
that no effective methods have existed for realizing it The committee
feels that in the ‘“co-operative agreement’’ with a subvention, 1t has
found such a method, and 1s confident that, using financial assistance
as persuasion, the State Sealer will be able to establish more harmoni-
ous relationships with the various boards of supervisors, and through
them, with their employee, and his delegate, the county sealer

The committee is attracted fo this solution to the problem of uniform
enforcement becaunse it has already worked well in alleviating a similar
situation which existed prior to 1947 with the county commissioners,
hecause it would preserve a vital element of loeal eontrol, without
which the equitable administration of any law becomes diffienlt, and
because it would be considerably less expensive to the taxpayers of the
State than the state-administered enforcement suggested in the initial
version of AB 3124 Complete state control would probably cost the
State an additional $1,000,000 annually in salaries, as well as initial
investments of $750,000 for equipment, and $1,500,000 for real prop-
erty and buildings now owned by the counties It would seem the
course of prudence to experiment with ‘‘co-operative agreements,’” and
the relatively small sum that they involve, as a means to the end of
uniform enforecement, before plunging into state administration,



PART Ill. PUBLIC HEALTH

Regulation of the Growth of Castor Beans (AB 359)

The castor bean plant (Ricinus communis), is a shrub-like perennial
which, although not native to California, is widely grown in the State,
particularly 1 areas where killing frosts are infrequent. It is culti-
vated both commereially and ornamentally, and as an ‘‘escape,’’ occurs
with some frequency in untended areas Unfortunately, the plant is
highly poisonous to both animals and man The shiny and attractive
beans contain a powerful tozalbumin, riein, which can be fatal even
if consumed in relatively small amounts, as well as & less-fatal toxin,
ricinine. The remainder of the plant also contains these toxic sub-
stances to a lesser degree. In addition, the plant possesses an allergen,
unrelated to the toxing, which viclently affects some people who come
in contact with it

The poisonous nature of the plant is beyond dispute, but suscep-
tibility to the toxic elements in it apparently differs among various
people. Fatalities resulting from the ingestion of only a few beans
have been recorded; on the other hand, natives in Africa and India
reportedly consume the bean in moderate quantities as a regular item
of diet without suffering any ill effects. It 13 also possible that different
varieties of the plant at different stages of growth also vary in their
toxic capacity It is diffieult to obtain comprehensive information on
the incidence of castor bean powsoning in California, but it apparently
occurs with some frequency, although fatalities are rare Evidence does
indicate that castor beans account for an extremely small percentage
of all poisonings in the State, man-made compounds being the major
offender in this regard Among California plants, however, the castor
bean ranks ounly with the oleander and the poison hemlock as a threat
to public health, Innumerable other plants in California are of com-
parable toxieity, but are less likely to be ingested by buman beings.

The use of castor beans as ornamentals in densely populated loca-
tions has been the souree of most of the health problems associated with
the plant In several of the State’s urban areas, castor bean poisonings
have led to remedial local action The Poison Information Center at
Children’s Hospital m Los Angeles has worked, through television and
other media, to inform citizens in the Los Angeles area of the poisonous
nature of the castor bean The Hayward Area Safety Council has
worked to educate both parents and children, and to outlaw the growth
of the plant The latter campaign has resulted in the passage of castor
bean abatement ordinances by seven municipalities in southern Ala-
meda County, and in the introduction of A B 3589, modeled on these
ordinances, in the State Legislature.

The commerecial production of castor beans has not raised any im-
portant health problems, and is far more important to the California
economy and the national welfare than the ornamental use of the

(44)
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plant. The oil of the bean has many commereial uses, including print-
ing, dyeing, and the manufacturing of paints, plasties, mediecines, and
textiles. As a lubricant, it is of tremendous importance to national
defense The federal government has recognized the stategic mportance
of the crop for some time, and has attempted, in various ways, to
encourage greater production in the United States During the Korean
War, the government instituted price supports for castor beans, al-
though these were abandoned i 1955 At present, Dr. Leroy Zimmer-
man is conducting an extensive research program on castor beans for
the United States Department of Agrieulture at the Davis campus of
the University of Califorma, and recent federal legislation has encour-
aged themwr growth on acreage removed from production through other
erop control programs,

In California, as in other parts of the country, the castor bean is
grown as an annual rather than as a perennpial, sinee it is only through
mechanieal harvesting that it can be produeed to compete in the world
market, where its price is set As recently as 1958, 13,400 acres of
castor beans, more than 50 percent of the country’s production, were
grown in California Although Calfornmia production has since de-
elined, it is expected that the development by the USDA of a variety
better suited to California conditions, and plantings pursuant to other
erop control programs, will result 1 a marked mcrease m California
production in the near future.

AB 359 would add Chapter 5 (Sections 14950-14953) to the Health
and Safety Code. The bill would make it illegal for any owner or
manager of real property to (a) ‘‘willfully and knowingly’’ plant,
encourage or harbor any castor bean upon 1t, or (b) fail to remove
all castor beans within 48 hours after having been given legal notice
of their existence upon his premises The provisions of the law would
not apply to (a) plants or seeds kept for ‘‘educational, scientific, or
research activity,’”” (b) commercial cultivation of castor beans, pro-
vided that the field is ‘‘completely enclosed or is inaceessible so to
effectively restrict children from entry upon such premises,’’ or (e)
possession of plants or beans for sale, provided that such beans are
(1) di’splayed and sold in sealed packages, and (2) marked as ‘‘pois-
onous ”’

The existence of any condition in violation of the chapter would
automatically constifute a ‘‘public nuisance ”’ Any state or county
health officer would be authorized to investigate such a conditiom, to
give notice of 1t, and 1f the notice were not comphed with, to summarily
abate it. The notice (Section 14951) would be in wrting, and might
be given by personal service, by registered or certified mail, or by
conspicuous posting upon the premises.

RECOMMENDATION
Do Not Pass

‘While it 15 apparent that the castor bean constitutes a health hazard
of some proportions in California, the evidence before the eommittee
fails to indieate that the hazard is so unusual that it should be the
subject of sweeping state legislation Testimony and research both dem-
onstrate that the problem is primarily a local one, and that it can, in
all probability, be solved most efficiently at the local level, by city or
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ecounty action. The results produced by the Hayward Area Safety
Counell in southern Alameda County would seem to justify this as-
sumption

Furthermore, were state action deemed necessary, AB 359 would
not be an appropriate vehicle for it, The bill itself illustrates the dif-
ficulties of trying to translate municipal ordinances directly info state
law. Regulations which inflict no hardship at the local urban level may
become totally unfair or unworkable when applied on a statewide basis.
This is expecially true with regard to AB 359’s provisions concerning
agriculture and enforecement

The requirement for enclosure of commercial production aereage
created no problems in the mumcipal ordinances, for the simple reason.
that no commercial production of castor beans 1s hkely to oceur in
incorporated areas On the state level, such a requirement would prob-
ably result in the termination of castor bean produetion in California
‘With the price of castor beans set by the world market, the expense of
enclosing commereial acreage would be prohibitive, especally since the
practice of rotating castor beans with other crops would make the
expense a continuing one Simee the committee received no information
that commercial production has created health hazards, and since the
proponents of AB 359 themselves recognize that the problem is mainly
urban, there wounld appear to be no reason to place any restrietions
on commercial producers now or in the future.

Again, 1n an urban area, enforcement of castor bean abatement ordi-
nances has presented few problems. As ornamentals, the plants are
confined in small numbers and on small plots, so that publie education
on the problem usually leads to inexpensive and voluntary compliance
by the owners themselves The case might be quite otherwise at the
state level, The removal of volunteer plants on large acreages of uncul-
tivated property might put a heavy financial burden npon the owners
of such acreages Furthermore, the 48-hour tume limit on abatement
would be unreasonable in such cases, and the provision for giving
notice by posting might easily result in the owner’s failing to receive
notice until after the deadline had passed.

Finally, and most important, the suceess of existing local ordinances
would appear to be, to a considerable exient, due to the publie infor-
mation campaigns which preceded the enactment of the ordinances
‘When pubhie awareness precedes legislation, enforcement is relatively
easy Without a statewide education campaign, the enforeement of any
state castor bean abatement act would be difficult and costly. To pass
such a law without providing the funds for an extensive public infor-
mation program, and a subsequent eradication program, would be to
defraud the public by giving state government a responsibility which
it would be unable to earry out To outlaw the castor bean without
providing the machinery necessary to actually abolish it would be to
provide a sense of security where none in faet existed.

In conelusion, the committee wishes to reiterate its belief that the
castor bean does constitute a health problem in some urban areas, and
that, as an ornamental, it serves no function that other plants might
not serve with a greater degree of safety. Nurserymen have stated that
it is an insignificant item in their trade, and could be eliminated
without adverse consequences. Therefore, the committee sees no har
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to the further study of state castor bean abatement legislation by a
competent committee, such as public health, provided that such legis-
lation be limited to ornamentals and volunteers in no way affecting
agricultural produetion, and that public edueation and enforcement
provisions eommensurate with the intent of such legislation accompany
it. Untal proper study can produce legislation meeting these require-
ments, the problem will be best handled as it has been in the past,
loeally.
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“Bird Hospitals” and Licenses in Ornithological
Medicine (AB 1792)

For many years, there was very little demand for professional medieal
services for pet birds, since they constituted a very small percentage of
California’s domesiic animal population. Veterinarians were prepon-
derantly occupied with the care of animals of economic and commereial
importance, and few had any specialized knowledge of, or interest in,
nonedible birds Under these circumstances, the occasional medical
needs of pet birds were usually met on an empirical basis by bird
fanciers and retailers In the course of time, a number of lay ‘‘bird
hospitals”’ were established in the metropolitan areas of the State to
give this care to birds on a full-time basis It seems to be an established
fact that, through lengthy experience, the operators of these establish-
ments have developed a great deal of practical knowledge about the
care and treatment of birds Many veterinarians have themselves given
tacit endorsement to the competence of these operators by referring
pet birds to them for treatment.

As the number of pet birds in California has inereased, and the prae-
tice of veterinary medicine grown more specialized, some veterinarians
have devoted a greater percentage of their time to the medical problems
of pet birds This trend was accelerated by the inanguration of a De-
partment of Avian Medicine in the School of Veterinary Medicine at
the University of California at Davis This department offers a ecourse
in Poultry Pathology (which includes much material on pet bird
pathology) to medical students, and various short refresher and ad-
vaneed training courses to practiemg veterinarians. The Californis
Veterinary Medical Association, along with other bodies within the pro-
fession, also holds periodic conferences at which papers and programs
on pet bird practice are presented Finally, individual members of the
profession have enhanced their own understanding of avian medicine
by private research, and have invested in the equipment and facilities
necessary to maintain an extensive pet bird practice For these reasons,
the profession feels that today it is fully able to meet the medical needs
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of California’s pet bird population, and that medical treatment of birds
in lay ‘‘hospitals’’ is no longer necessary or desirable.

AB 1792 is the outgrowth of an unsettled question coneerning the ap-
plieability of the provisions of Division II, Chapter 11 of the Business
and Professions Code to practice of avian medicine by unlicensed oper-
ators of lay ‘‘bird hospitals.”” Although statutes fortidding the practice
of veterinary medicine on animals without a license have been in exist-
ence since 1927, many persons assumed, in the absenee of a legislative
definition of ‘‘animal,’’ that the term exelnded birds, and that therefore
the operators of ‘‘bird hospitals’’ need not be licensed veterinarians.
As recently as 1955, the operator of one ‘‘bird hospital”’ was informed
in writing by the Secretary of the California Board of Examiners in
Vetermary Medicine that it was not necessary for him to have any
kind of license in order to practice medicine on birds In 1959, however,
the Board of Exanuners submitted this same question to the Attorney
General for determnation The resulting opinion (No 59/316) held that
birds, not having been specifically exeluded, were ‘‘animals’ within
the meaming of the law, and that therefore anyone who gives medical
treatment to birds without a veterinarian’s license does so in violation
of the law.

In the wake of this opimmion, AB 1792 was introduced to permit the
continued existence of *‘bird hospitals’’ by regulating them as a separate
entity under the Veterinary Medicine laws. As amended, the bill would
create a ‘“special license in ornithological medicine’’ which limits the
holder to treating ‘‘nonedible birds,”’ the holder of such license being
subject to all the provisions of the chapter on Veterinary Medicine.
The Board of Examiners would be required, until 1963, to grant such
licenses to all applicants who had practiced ornithological medicine, by
themselves, or 1n some active association with a ‘‘bird hospital’” for a
period of at least three years prior to December 1, 1959, although retail
pet shops (places selling anything other than bird supplies and bird
food) were specifically exeluded from the definition of ‘‘bird hos-
pitals >’ The board would also be required to grant such licenses to all
who applied and passed a special examination on ornithological medi-
cine to be given by ‘*an ornithological board.”’

RECOMMENDATION
Do not pass.

The ecommittee is in full sympathy with the predicament of the exist-
ing ‘‘bird hospitals’’ in California While acknowledging that the At-
torney (eneral has probably interpreted the letter of the law correctly,
the committee feels that the Board of Examiners in Veterinary Medi-
cine, and by extension, the government of the State of California, hav-
ing permitted ‘*bird hospitals’’ to operate under the same law for many
years, have a moral obligation to do everything possible to permit the
continned existence of all established ‘“hospitals '’ The committee be-
Lieves that such an obligation is not unreasonable, because it is of the
opinion that, m the past, most ‘“bird hospital’’ operators have done a
satisfactory job with limited formal traming in a neglected field of
medicine The fact that these ‘‘hospitals’” have a large number of satis-
fied clients was obvious to all who attended committee hearings or read
committee maijl; equally revealing is the fact that the committee’s re-
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search was not able to uncover a single formal complaint in the files of
the Board of Examiners alleging the mistreatment of birds against a
“‘bird hospital.”’

The committee desires to achieve its end of keeping ‘‘bird hospitals’’
in business without resort to legislation, 1f such a course is possible
Beeause SB 1238, passed in 1961, liberalized the definition of adminis-
tering ireatment to animals, and because the Exeeutive Secretary of
the Board of Examiners is of the opinion that most ‘‘bird hospitals’’
are presently complying with the law, there is reason to believe legis-
lation is unnecessary However, if future events show that legislation
is indispensible, the committee recommends a ‘‘grandfather clause’’
granting licenses 1o practice ormthological medicine on nonedible birds
to all operators and active associates of ‘‘bird hospitals’’ who can
demonstrate three years of practice prior to December 1, 1959, and who
can pass an examination in applied ornithological medicine.

The committee does not think 1t desirable to create any provisions
for the liecensing of new *‘bird hospital’’ operators. It recognizes that
any grandfather elause will give present operators a virtual monopoly
throughout their Lifetimes, but believes that the vetermnary profession
is now nearly competent to bandle the medieal needs of California’s pet
bird population. Althongh the past efforts of veterinarians i this field
have admittedly been madequate, an outmoded public image of the
vetermarian as a general practitioner accounts for the erroneous belief
that o veterinarians have speelalized, or will specialize, in pet birds

The commuttee also rejects the contention that a practical knowledge
of ormithological medicine is all that 1s necessary to treat birds and
proteet public health The commitiee recognizes the contributions of
self-tanght ornithologists to the field of vetermary medicine, and ac-
knowledges that practical training has often been of great value in the
absence of more comprehensive academic preparation However, the
committee also believes that a general traimng in basic medical science
such as is provided by the University of California is becoming more
and more indispensible to the proper conduect of any type of veterinary
medicine. While it hopes that both lay ornithologists and professional
veterinarians will co-operate to share their knowledge for the benefit
of all, the committee believes that to permit any more than a temporary
exception to the maintenance of professional standards in the field of
veterinary medicine would adversely affect the interests of pet birds,
their owners, and the pvbhe at large



PART IV. FAIRS AND EXPOSITIONS

Assembly Bill 2443 and Assembly Bill 2476 were originally referred
to a Subcommittee on Fairs and Eambitions. However, for reasons
that will be related below, 1t was deemed unnecessary to hold hearings
on these bills.

Local Regulation of Commercial Enterprises at Fairs (AB 2443)

The problem that provoked the introduection of this bill is that of
determining whether a commercial enterprise authorized by a state
or district fair to operate for the duration of that fair upon its grounds
is subject to local regulation and hcensing The legal aspects of this
question are eurrently unclear, but a test case 15 pending that should
provide at least a partial answer The poliey implieations of the prob-
lem, which 1n practice amounts to robbing Peter (the fair) to pay Paul
(local gnvernment), have been subjected to thorough study by the Joint
Committee on Fairs, Allocation, and Classification On the basiy of
an extensive survey and hearing, that committee concluded that the
problem existed m 1solated instances, and was best subject to settle-
ment by negotiation when 1t arose.

RECOMMENDATION
Do not pass

The commttee accepts the conclusions of the Jont Commiitee on
Fairs, Allocation, and Classification, and refers all interested parties
to that commttee’s report for a more extensive diseussion of the sub-
ject.

Catile Judging at Fairs (AB 2476)

The objective of AB 2476 was to provide a method of ensuring the
impartial selection of cattle judges for any fair receiving a state sub-
vention The bill’s author has informed the committee that interest n
the passage of this legislation has waned to such an extent that the
need for it is questionable Also, a brief survey of the bill indicates
that it might solve one problem only to create others.

RECOMMENDATION
Do not pass
The committee recommends that the present legislation be saban-

doned, and that new legislation be introduced when and 1f the problem
reoceurs

(80)



PART V. SPECIAL STUDIES

Regulation and Operation of Cotton Trailers and Other
Implements of Husbandry on Commercial Highways

The California Legislature recognized long ago that implements used
by the farmer in pursuit of his occupation must occasionally be operated
upon public highway< In the belhef that the application of rules and
regulations neeessary to the safe operation of passenger and commereial
vehicles to such mmplements would be grossly unfair to the farmer, and
nonessential to the mamtenance of public safety, the Legiclature ex-
pressly exempted ““implements of husbandry’ from many of the pro-
vinons of the Vehiele Code This haste exemption has been continmed
to the present day, and while the updating of statutes to keep pace
with agricultural and transportation technnlogy has caused headaches
for farmers, law enforecement ofticials, and legislators alike, few wonld
argue that the principle hehind the exemption 15 not <t1ll a sound one

The fundamental definition of an *‘implement of hushandry’’ is ‘‘a
vehiele which 1s used exelnsively 1 the eonduct of agricultural opera-
tions”” (Section 3456, Veh C) Ag a general rule, a vehicle *‘which is
designed primanly for the transportation of persons or property on
a highway’’ 14 not considered an implement of hushandry, even though
it may be using the highway as an essential part of an agrienitural
operation (Section 345) The Legwslature has, however, admitted the
Justice of certain exceptions tu this rule particularly in the field of
implements used solely for transportmg other implements of husbandry
from field to field, or farm produce fo the pmnt of first handimg One
such exveption 15 that of the cotton traller, which 1n specifically desig-
nated as an implement of husbandry provided that 1t 1s ““ased on the
highways for the exelusive purpose vf transporting cotton from a farm
to a cotton gin, and returning the empty trailer to such farm’ (Seetion
350).

Cotton trailers come m various shapes and sizes, but historieally,
20-foot trarlers have predominated With the swich from hand to
machme picking, harvested cotton became fluftier, and the capacity of
the normal 20-foot tratler was reduced to about 3 bales In order to
expedite harvest and gmnmg operations, 1t beeame standard praetiee
to pull cotton trailers from the field to the gin mn tandem by means of
a pickup truck Although larger single frailers are still 1n some use,
most gining and weighing operatons are sy nchronrzed to handle 20-
foot trailers in tandem It can be farly assumed that the purpose of
the Legislature mn specifically designating cotton trailers as inplements
of husbandry was to permit them to operate in their accustomed manner
upon California highways

It has been called to the attention of the commutiee that two 1tems
of legwlation enacted by the 1961 Legnlature have interrupted the
customary operation of cotton travers Assembly Bill 1599 (Chapter
643) added Section 21715 to the Vehicle Code, which reads as follows.

(61)
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No passenger vehicle, or eommereial vehicle under 4,000 pounds,
shall draw or tow more than one vehicle 1 combination, except
that an auxiliary dolly may be nsed with the towed vehiele

This bill was reported out of committee and passed hoth houses of the
legislature on the basis that 1t was necessary to ehiminate the dangerous
practice of pulling two house trailers, or a house trailer and a boat
trailer, behind a passenger or hght commereal vehiele Upou the com-
mencement of eotton harvesting m the fall of 1961, 1t was discovered
that Section 21715 effectively prohibited the established practice of
pulling twe cotton trailers hehind a light pickup, although all evidence
mdicates that because of its careful conduet and himited nature, this
practice has never posed a highway safety problem

Since the fall of 1961, the cotton mmdustry and legmlative commrttees
have explored several possible modes of comphanee with Section 21715
All are hased upon the premise that the cotton trailers might legally
be pulled by a pickap of over 4,000 pounds 1n weight, but each has
been found to entail further complications In the first place, one-half
ton pickups, the most popular type of farm vehiele, generally have a
registered weight of less than 4,000 peunds In order to comply with
Section 21715, an owner of such a vehiele would have to build up the
unladen weight of his vehicle to 4,000 pounds or more through the
addition of accessories, and then pay an additional $13 annually to
reregister 1t in the 4,001-5,000 pound eclass The owner of a vehicle
already registered m this class, such as a three-ywarter ton pickup,
eould legally tow two cotton tratlers except that iis length, when added
to that of the two cotton trailers, geuerally causes the combination
to exceed the statutory maximum of 60 feet provided for such eombi-
nations (Section 35401, Veh C ) This problem, in turn, has been par-
tually overcome through the grace of individual eounty road commis-
sioners, who are empowered to issue over-length permits for city and
county roads, but no similar permits have been made available for
those farmers who can reach gins only by traveling over state or
federal highways Thus, while stopgap measures have temporarly
alleviated the problem and pernuited the harvesting of the eotton erop,
no eqmitable remedy for the hardship worked upon the eotton producer
by Section 21715 has yet been achieved

In 1961, the Legslature also created a new driver’s license classifi-
cation system by the passage of AB 2163 and AB 2229 (Chapters 1614
and 1615) The previous licensmg system distingmshed only between
operator's licenses, endorsed operator’s licen<es, and chauffeur’s li-
censes, and the normal operator’s livense permitted the possessor to
operate any vehicle or eombination of vehicles execept (1) a motor
vehicle having an unladen weight of more than 12,000 pounds, or
(2) a motor vehicle towmg a vehicle having a gross weight 1n excess
of 6,000 pounds, ‘‘except spectal mobile equpwent or an mmplement
of hmsbandry’” (Section 12500, 1959 Veh C) The new law, mn con-
trast, ereates four progressively more comprehensive Lieense categories
(Section 12804, Veh ()

Class D Any single motor vebicle having not more than two
axles or any such motor vehiele towing any other vehicle having a
gross weight of 6,000 pounds or less
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Class C. Any single motor vehicle having not more than two
axles or any such vehicle towing any other vehiele,

Class B. Any single motor vehicle or any such vehicle towing one
other vehicle

Class A Any vehicle or combination of vehicles

Under the old law, the operator of a pickup truck pulling two cotton
trallers had need of nothing more than his normal operator’s license
and required no special examination of his competency to handle his
combination, a situation apparently well justified by the excellent
safety record of such combinations Under the new law, the operator
of the same ecombination is required to qualify for a Class ‘A’ license,
the most comprehensive of all licenses The Department of Motor Ve-
hicles may apparently either require such an operator to pass all ““A”’
licenses tests and acquire an unhmited certification as an ““A’’ driver,
or accept an employer’s certificate of driving experience iu lieu of an
examination for the ‘“A’” license However, the department 1s under-
standably reluctant to grant a comprehensive ‘“A’’ license to a driver
on the basis of his competency with cotton trailers, and so has adminis-
tered the employer’s certificate provision 1n such a way that the average
eotton trailer operator 18 unable to qualify under it It 18 also under-
stood that the department iy attempting to discover the authority to
1sgue vestricted lieenses within each category, but it is doubtful that
even this provision would provide a satisfactory solntion for the oper-
ators of cotlon trailers, who have proven adept at their particular task,
but have no need to master the complexities of heavy trucking opera-
tion

RECOMMENDATION

The commuttee recommends that Section 21715 be amended to ex-
clude tmplements of husbandry and farm traders from s provisions,
that mazimum length for combinations of implements of husbandry not
anevdentally operated on 1he highwoys be wmerensed to 70 feet, and that
a Class ““D’’ drwver’s hcemde, requaring no special examination, shall
permit the operabion or towwng of implements of husbandry or farm
trarlers where such operution or towmg requares a driver’s license

The committee concludes that legislation passed at the 1961 session
has madvertently made 1t impossible for agricultural producers 1
general, and cotton growers 1n partieular, to transport themr products
to the point of mutial handling m their customary manner It also con-
cludes that the practices devised to enable producers to comply with
such legislation have oceupied the time and increased the expenses of
the producers involved without measurably increasing the public safety
For this reason, the committee recommends that three 1tems of legisla-
tion be mntroduced for the purpose of pernmutting these agricultural
producers to resume their operations as they existed prior to the 1961
session

First, the committee recommends that Seetion 21715 be amended to
provide that it shall not apply to the drawing or towing of implements
of husbandry or farm traders It 1s the opinion of the commuttee that
this seetion was never specifically intended to apply to agrieultural
operations, and that if its extended application to such operations had
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been recognized at the time, it would never have been written into law
in its present form Smee agricultural compliance with the section has
been costly and has served no public purpose, the commttee finds that
amending the section to exempt implements of husbandry and farm
trailers offers the only reasonable path towards a resolution of the
problem.

Secondly, the committee finds that the imposition of a 60-foot maxi-
mum length limitation on implement of husbandry combinations is un-
reasonable in the light of existing laws and agricultural technology
While this situation was not created by 1961 legislation, the problems
of comphanee with Section 21715 have brought its ineonsistencies to
the committee’s attention In turn, these inconsistencies, most notably
the fact that <ome trailler combinations are permitted a maximum of 65
feet while operating upon federal and state highways. and the fact that
any county road commissioner c¢an issue a blanket overlength permit
for operation on eity or county roads, have prompted the committee to
seek a uniform maximum length limitation for all implements of hus-
bandry and combinations of implements of husbandry not wpecifically
exempt from length himtations The commuittee’s conclusion is that a
maximum length of 70 feet for such vehicles or vehicle combinations
would best serve the general interests of public safety and agrienltural
production, and more speeifically, fit the needs of Cahifornia’s number
one agrienltural crop, cotion

Thirdly, the committee finds 1t desirable to amend the new driver’s
licensing classifieation system to reinstitute the former practice of re-
quirmg only the mimnumal operator’s Ticense for the operation or towing
of implements of husbandry or farm tiailers Since no evidence was
presented to mdicate that the former Licensing provisions with respect
to the operation of such vehicles constituted a threat to the publec
safety, 1t would appear that this operation occurs under circumstances
that obviate the need for any special licensing or examunations The
comnuttee 15 defimtely of the belief that the present requirement of an
¢ A’ license for the towmg of two vehicles such as cotton trailers is
unwise, for the Department of Motor Vehicles must either give the ap-
plicant a comprehensive examination that only a professional truck
driver would be able to pass, or else legally certify the applicant for
heavy trucking operations which he maght be m fact unqualified to
perform Since little employee, and no farm operator, relief can be
anticipated from the employer’s certificate provisions of the law, the
best solution for the problem will be to specifically entitle the holder
of a Class ““D’” heense fo operate or tow any implement of husbandry
or farm trailer, smgly or in combmation, for which a driver’s hicense
15 mandatory, and to provide that no special examination for such
operation be required

If further study should reveal that these, or other similar specific
measures, are 1nadequate to protect the principle embodied in the im-
plement of husbandry exemption, the committee would then urge a
comprehensive review of the definition of implement of husbandry and
all related provisions, to the end that efficient agricultural produetion
consistent with the public safety nught be maintained
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Conflicts Between Bees and Agricultural Chemicals

Bees and pesticides are both essential to California Agrieulture!
Bees are the chief pollinating agent for numerous erops, while pesticides
are widely used to control mwect damage Problems arise because some
pestierdes that eliminate harmful insects are also fatal to bees Smee
Califormia uses one-fifth of the nation’s pesticides and is inhabited by
one-tenth of the nation’s bees, conflicts between bees and agricultural
chemicals have occurred frequently within the State While 1t will
never be possible to reconcile these two interests perfectly, the Legis-
lature has, mm the past, attempted to lay down some ground rules that
would permit these two important factors in farm production to coexist
with a mimmum of friction.

In Cahforma, both the heekeeper and the chemical applicator bear
obligations to see that agricnltural pesticide application does not injure
domestic bees Under the Bee Disvases Law, as revised by SB 34 at
the 1961 session of the Legislature, beekeepers must-

1

~

register each apiary with the county commissioner or director
of agriculture (Rections 279, 2791, Ag C)

notify the appropriate county commissioner of the movement or
relocation of any colony of bees into the State (Section 274) or
withmn the State (Section 275)

post a sign with his name or registration number on each apiary
(Section 279 2),

TUnless the beekeeper has done these three things, he 18 not entitled to
recover damages for any injury to his apiary through pest control
operations (Seetion 279 25) Senate Bill 34 made no mportant change
in the prineiple of the existing law, which had been mn operation for
over g decade There has always been some fatlure to comply with these
1egulations because of the evidenee complance mught afford tax col-
lectors, because of the practice of placing apiaries on land without first
obtaining the owner's consent, because of possible damage suits against
the beekeeper, and beeause of the general muisance involved in com-
pliance

The applicator. on his part, is regulated under two different laws;
the Agricultural Pest Control Business Law (Sections 160 et seq
Ag C) and the Agricultural Chemicals Law (Sections 1010 ef seq
Az C) Tnder the former law, all commercial applicators are re-
quired by regulations in Title 8, Chapter 4 of the Administrative Code,
‘“when using a method or device, or a material containing any sub-
stanee, known to be harmful to persons, animals (including honey bees),
crops, or property'’, to ‘‘exercise reasonable precautions to protect
persons, animals, crops and property from damage and to confine the
material applied substantially to the premises, erops, animals, or things
intended to be treated.’’ (Sec 3093) Section 3096 provides that

All persons engaged for hire in the business of pest control shall
apply pesticides, which are harmful to bee<, on blossoming ¢rops in
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1 Background information on bees in California may he found in J E Eckert, "Inu'o-
duction to Beekeeplng, California Agricultural Experiment Station, Leaﬂe
Revized (1959), and “Honeybees 1n Crop Pollinatmn." Califorma Agncultural
Experiment Station, Leaflet 82. Revised (1859).
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which bees are working only during the hours or under the condi-
tions, 1f any, provided in regulations of the commssioner, and when
using material containing any substance known to be harmful to
bees, shall give notice within a reasonable tine prior to treatment
allowing 48 hours to enable the owner to proteet the bees Notice shall
be given in the following manner:

(a) If the apiary 1s located on the property to be treated, or on prop-
erty where the material appears likely to drift m harmful amounts,
notice shall be given to the owner of the apiary, if the name and ad-
dress of the owner 15 conspicuously posted at the apary or is other-
wise known 10 the operator; and if not known, then to the commis-
sioner

(b) If the material is to be applied to plants or crops in bloom, or
appears hkely to drift m harmful amounts to plants or crops in
bloom, notice shall be given to the commissioner and to the owners of
all apiaries shown on the records of the commissioner to be located
within one mile of the property to be treated

(e) Notice shall be given by collect telephone or telegraph message
or other means provided by the owner of the apmary and at his ex-
pense If no such means 15 provided, notice may given by postcard
mailed to the address, 1f any, posted in the apiary, otherwise to the
last known address shown 1n the records of the cummissioner.

(d) Notiee to the commissioner, when required, may be given in
person or by telephone during his regular office hours, or by mail.
The information contained in the notification shall be available to
interested persons applying at the office of the comnussioner

The Pest Control Law does not apply to farmers spraying their own
crops However, those who engage only incidentally m spraying for the
benefit of their neighbors, while exempt from the license requirements,
must secure permits, and are subject to all the other provisions of the
chapter. Thus this law affords some protection to the beekeeper from
all applicators except the individual farmer

The Agricultural Chemicals Law (see espeeially See. 1080, Ag.
C ) provides that the Director may 1} speafically list any chemieals
which he finds dangerous to persons, animals, or erops, and 2) regulate
the use of such chemicals. Regulations on such specifically enumerated
chemieals apply to anyone who uses them, mecludmg farmers In See-
tion 2461 of Title 3, Chapter 4 of the Admnistrative Code, 14 chemi-
cals are enumerated They include 4 arsemie compounds (no longer
widely used), 9 organic phosphorons compounds (where most of the
problems now oceur), and finally, a subsoil chemical, chloropierin
(which functions as a tear gas if it escapes from the ground) They do
not melude a number of other chemicals deemed highly toxic to bees
by the Umwversity of California 2

The regnlations provide for supervision by permt (or other means)
of the application of the enumerafed chemicals (Sec 2463). Regu-
lations also require that such chemicals or containers mot he left ac-
cessible to honey bees (Pest Control regulations have a similar pro-

28ee Lt D Anderson and B L Atlkins, Jr, “Pestieides Hazardous to Honeybees,”
OSA No 72, Umversity of Califorma Agricultural Experiment Station
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vision), and that before any of the enumerated chemicals are applied,
notiee must be given to the owner of any animals (including honey
bees) ‘‘known to be on the property treated or on nearby properties
when the owner of such animals has previously made a request for such
notiee, and a reasonable time (not exceeding 48 hours) allowed to
remove or otherwise protect such animals’ (See 2462).

Taken together, it would appear that the Pest Control Law and the
Agricultural Chemicals Law afford ample protection to the beckeeper
In many nstances, this is, wm fact, the case However, the committee
has discovered that protection is far from umiversal The reasons for
instances of inadeguate protection are complex In the first place, the
existence of two separate laws devoted to what i fundamentally a
single problem has ereated both legal and practical confuston, The two
laws overlap in some areas, but leave others unprotected Because the
Pest Control Law meludes all chemieals, but is limited to eommereial
applicators, while the Agricultural Chemicals Law inclndes all appli-
cators, but 3¢ limited to certain chemieals, a eommerelal applicator
using an enumerated chemical would have to comply with the regu-
lations pursuant to both laws, while a farmer using an unenumerated
chemeal would not eome under the provisions of either Since 1t may
be assumed that the mdividual farmer 15 less acquamted with the effects
of agricultural chemicals and less adept i their appheation than a
commercial applicator, thws latter exemption gives cause for serious
eoneern.

In the second place, the regulations pursnant to the twe laws are
themselves incongruous This further complicates the situation of the
commercial applicator using an enumerated chemical, who 1s subject
to both sets of regulations For example, the regulations issued under
the chemicals law provide that the beekeeper must, 1n some manner,
request that notice be given Inm prior to chemical application, in order
to be entitled to any such notice (Section 2462, Ad C) The Pest Con-
trol Law regulations, however, reqqure all applieators to give notice to
all affected beekeepers without requirmg any advance request for such
notice from the beekeepers (Section 3096 Ad C) Similarly, the chemi-
cals regulations prowvide that ‘‘a reasonable time (not exceeding 48
hours) ' be allowed to remove or protect the bees. This proviston implies
that less than 48 hours can sometimes be deemed a ‘‘reasonable time’’
to remove bees, and fails to indicate whether the time begins to elapse
from the time notice 1s sent or from the time it is received. The pest
control regnlations, however, provide for notice to be given ‘‘withmn
a reasonable time prior to treatment allowing 48 hours to enable the
owner to protect the bees.”” This presumably allows the beekeeper a
minimum of 48 hours to protect his bees after he receives notice of
the proposed chemical application Finally, the pest control regulations
permit different types of notice under different crrecumstances, so that
uniform netification procedures even within a simgle set of regulations
15 not to be anticipated

Testimony by representatives of the beekeepers called into question
not only the utihity of present regulations, but the whole concept of
notification as a protection for bees It was argued that reliance of
present laws upon the notification system puts, upon the beekeepers,
responsibilities of protecting bees that properly belong upon chemieal
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applicators. Tt was contended that most bee damage 15 the result of
the misapplication of agricultural chemicals upon fields adjacent to
those where bees are operatmg, or upon fields at times when bees are
attracted to them Therefors to place primary rehiance on the notifi-
cation system to protect bees 1y to tacitly ignore nisapplheation as a
cause of bee damage Consequently, the notification procedure, 1f tech-
nically adbered to by the chenucal applicator, tends to absolve him
from the financial concequences of misapplication Although the Agri-
cultural Chemicals Law specifically states that adherence to notification
requirements does not automatieally relieve the apphcator of his re-
sponsibility for any damage resulting from s work, 1t 15 alleged that
the courts do not look favorably upon the appeals of a beekeeper who
fails to remove his bees following receipt of such a notice.

Other testimony pomted out that for various reasons, beekeepers
had been historically negligent in protecting their bees even when
proper notice was given, and that ther lack of co-operation has m
some Instances given an applicator lLittle choice but to provead with
s task m spite of its effect upon the bees. It was further noted that
while drift and misapplication are sometrmes problems, the bees them-
selves often range several miles from their hives, and appear 1n areas
where the most conscientious applicator has no reason to suspect theiwr
presence Finally, 1t was argued that to place responsibility for pre-
venting bee damage solely upon the applicator 1s as unfair as to place
it solely upon the beekeeper, and that a third party, whose eo-operation
is vitally necessary to the success of any bee protection program, and
who has so far escaped much responsibity m the matter, 1s the farm
operator himself The farmer who calls an applicator 1n as a specialist
to produce a desired result 1s often converned too completely with price
and crop effect, and too little with side effects, yet because the applicator
performs his serviees as an agent of the farmer, he must accede to the
farmer's wishes or risk losing the job Therefore, any realistic bee
protection program must include the farmer as a responsible party
as long as he exerts influence over the application of agrieultural
chemicals

RECOMMENDATION

The commattee recommends that the Department of Ayriculture
correlate the regulations pursuant to the Agricultural Pest Control
Business and Agricultural Chemicals Laies, that of wnclude a larger
aumber of pesticades toxie to bees in the regulations pursuant to the
Agricultural Chemucals Lew, and that counties strengthen their own
regulatory programs through the use of local wbhative

The committee concludes that there is substantial room for umprove-
ment 1n the existing system of beekeeper unotification The most imme-
diate need for improvement lies m the regulations issued by the
Department of Agriculture pursuant to the agricultural pest control
business and agricultural chemicals laws. These two sets of regulations
are so inconsistent that 1t 1s difficult to understand how any applicator
or beekeeper could properly understand his rights and duties under
them, let alone conduct his operations according to their provisions.
The committee therefore recommends that the Department of Agri-
culture conduci a thorough review of these two sets of regulations



ASSEMBLY INTERIM COMMITTEE ON AGRICULTURE 59

with the object of eluninating their incousistencies, and making them
easier for all parties to comply with It may be fairly said that what-
ever the inherent shortcomings of the notifications system as a bee
damage prevention measure may be, it will not have been given a fair
trial until such time as 1t 1s made readily comprehensible

Secondly, the committee recommends that the Department of Agri-
culture consider the enumeration of further pesticides vnder the pro-
visions of the Agricultural Chemieals Law. The Umiversity of California
currently eclassifies a signifieant number of nonenumerated pesticides
as ‘“highly toxie’’ to bees Were more of these pesticides regunlated
under the law, the danper to bees from unregulated applications by
farm operators would be considerably reduced

Thirdly, the committee has discovered that in some areas of the
state where conflicts between bees and agricultural chemueals are poten-
tially great, friction has heen reduced to a mnmum by vigorous and
intelligent action on the county level Through the use of loeal ordi-
nances and the discretionary powers of the county agricultural com-
mussioner, workable regulations have been established, and eo-operation
between the bee and agricultural chemical mdustries has been achieved
The computtee recogmizes that the natuie of the problems varies
greatly from area to area, and therefore recommends that the county
commssioners be granted addhtional power and financial assistance
through county ordinances in those counties where eonfliets are now
the most acute The State owes the commissioners a realistic and
comprehensible law to work under, but each county must see to it
that its own problems receive the attention they deserve. It is the
committee’s belief that 1f its sugyestions are heeded, no legislation
on the subject will be necessary
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APPENDIX A
COMMITTEE HEARINGS HELD

_____ Room 1138, State Building,

107 South Broadway, Los Angeles.

AB 545 (Mulls)

AB 2828 (Don A Allen)

AB 1792 (George A. Willson)
HR 233 (Carrell)

____Rooms 1200, 1194, State Building,

350 MeAllister Street, San Francisco,

AB 1364 (Knox)
AB 3124 (Meyers)
AB 572 (Winton)
AB 573 (Winton)
AB 359 (Bee)

AB 653 (House)
AB 3045 (Meyers)
HR 428 (Britsehgi)

————Couneil Chambers, City of Bakersfield

City Hall, Truxtun and Eye Streets,
Bakersfield

AB 793 (Wilhamson)

AB 794 (Willlamson)

HR 392 (Williamson)

AB 359 (Bee)

Cotton Trailers

———— Room 4202, State Capitol Building,

Sacramento

AB 793 (Williamson)
AB 794 (Williamson)
HR 392 (Willamson)
Bees and Agricultural Chemicals
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APPENDIX B
PERSONS TESTIFYING AT COMMITTEE HEARINGS

—A—
Jean Andrews, Owner, Birdland Bird Hospital.

—B—

C. 0. Barnard, Executive Secretary, Western Agricultural Chemicals
Association

Robert J. Beckus, Manager, Dairy Institute of Californa.

Jack Brandt, Member, Fresh Plum Advisory Board

Roy Brant, Beekeeper.

Esther Brown, California Bird Protective Association.

Kenneth Brown, Sealer of Weights and Measures, County of Marin,
and Chairman, Legislative Committee, California Association of
‘Weights and Measures Officials

Emro Bruch, Program Supervisor, Seed Inspection, California De-
partment of Agriculture

Robert Bunch, President, Kern Clounty Agricultural’ Chemicals Asso-
elation, and Darector of the Board, Aerial Applicators Association

Ralph Bunje, Manager, Calhformia Canning Peach Association.

Stuart Burk, Sealer of Weights aud Measures, County of Solano, and
Chairman, Northern California Division, National Scalemen’s As-
soclation.

Alfred Bussell, Castor Bean Grower.

JY

Arodd Clark, DV M, California Veterinary Medical Association.
George Cohan, Los Angeles Meat Dealers Council.

Frank H. Connor, Shenff’s Office, County of Los Angeles (retired).
Paul Couture, Couture Farms.

Howard Crom, Beekeeper,

George Crum, President, Freestone Peach Association.

—D—
Stephen D’Arrigo, D’Arrigo Brothers of California.
Rita Del Mar, Legislative Representative, Humane Affiliates
®Dr, W. B Domingo, Director, Oilseeds Production Division, Baker
Castor 0Oil Company
Samuel Dubin, Temple Poultry Company.

_RB—
* Charles Edwards, President, Turkey Growers of California, Ine., and
Turkey Growers of America, Ine.
Arthur B. Emmes, O D, Chairman, Special Castor Bean Control
Committee, Hayward Area Safety Council.

* Submitted written testimony but did not appear in person.
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., -
* Claude M. Finnell, Agrieultural Commissioner, County of Imperial.
Len Foote, Supervisor, Apiary Inspection, California Department of
Agrieulture.
Henry Fukuba, Farmer.

—G—
Maud Gallop, California Bird Protective Association
* Maury Gettleman, President, Los Angeles Meat Dealers Counecil.

(Gladys Gill, California Bird Protective Association.

Merle Goddard, Director of Industry Relations, California Grocers’
Association.

* Maury Griss, GMC Farms.
—_H—

W. A Hamilton, Secretary, L. R. Hamlton, Ine.

Mrs. Richard 8. Hans, Hayward Area Safety Council,

Lloyd Harvey.

Fredrick H. Hawkins, Canners League of California,

‘W. F. Houston, Chairman, Legislative and Pesticide Committee, Cali-
forma State Beekeepers Assocaation.

Kenneth Humphreys, Executive Secretary, California Vetermary
Medical Association.

.

Harold X Jacobs, Inspector, California Highway Patrol.

E. R. Johns, Manager, Marketing Program for Canmning Bartlett
Pears.

Richard Johnsen, Jr., Executive Seeretary, Agricultural Coureil of
California.

—K—

William A, Kerlin, State Sealer of Weights and Measures and Chief,
Bureau of Weights and Measures, Calhffornia Department of Agri-
culture

Reuben W. Kliewer, Kern County Farm Bureau Tax and Legislative
Committee, and Baker Castor Oil Company

* John d Kovacevich, Member, State Board of Agrienlture.
Howard Koyle, Owner, Koyle’s Bird Haven.
‘W. J. Kuhrt, Chief Deputy Director, California Department of Agri-

culture.
—L—
Joe €. Lewis, Chairman, California Farm Research and Legislative
Committee,

Mrs. Raymond Liewis, Congumers Cooperative of Berkeley, Ine.
May Liles.
* Gordon Lyons, Executive Manager, California Beet Growers Associa-
tion, Litd.
o M—
Clyde Marion, T. R Mantes Company.
'W. E. McKibben, Riverside Poultry Company, Ine., Southeast Poul-
try Company, Ine, Yollanda Food Produets, Inc.
Jack Merelman, County Supervisors’ Association.

* Submitted written testimony but did not appear in person.,
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* Elmer J. Merz, Exccutive Secretary, California Association of Nurs-
erymen
Rudolph Miller, Secretary, Imperial County Growers Association
Lawrence Minsky, D.V.M, Southern California Veterinary Medical
Assocjation.
*F. J Morey, Assistant Chief Administrative Officer, County of San
Diego.
Gladys I. Morey.
* Carl Muller, Chairman, Bushberry Advisory Board.

— N —

Carl Nall, Executive Secretary, Pacific Dairy and Poultry Associa-
tion,

Milion Natapoff, Chairman, Subcommittee of the State Board of Agri-
culture Regarding Complaint of Charles Edwards Against the
Califorma Turkey Promotion Advisory Board.

Mrs. Helen Ewing Nelson, Consumer Counsel, State of California.

—0—
Philip C. Olson, D.V M, Califorma Veterinary Medical Association

-
* L C. Parker, Assistant General Manager, Coit Ranch, Ine.
Mildred E. Perry.
Geoffrey Peyser, General Counsel, Wine Institute.
Charles Preuss, Region 3, Deciduous Fruit Department, California
Farm Bureau Federation
* I A, Preuss, Packer and Shipper
‘W. W Putney, D.V.M.
—R—
Frank Raymund, Sealer of Weights and Measures, County of Los
Angeles.
Wilbam Riddell, D.V.M, Member, Board of Examiners in Veterinary
Medicine.
John Roberts, Assistant Manager, Turkey Promotion Advisory Board.

88—

Mlo Schrock, Agricultural Commissioner, County of Stanislaus.
Mrs Ialla Sears, Secretary, National Retail Pet Supply Association,
Dorothy Shippee, Humane Education League, Inc.
W E Silverwood, Member, California Fresh Peach Advisory Board
Joseph R Smith, Vice President, Pacific Vegetable 01l Corporation.
John P Stanley, Director of Commodity Serviees, California Farm

Bureau Federation
Em) Steck, General Counsel, Dairy Institute of California.

T
Ed Telaneus, Director of Publie Relations, National Storage Com-

pany. L
* Charles J. Telford, Manager, California Freestone Peach Association.
* Submltted written testimony but did not appear 1n person.
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LV —
Don Vial, Administrative Assistant, Califormia Labor Federation,
AF of L-CLO.

—W—

Eva Weier, Palomar Poultry Cooperative, Southern California
Poultrynen for Stabilization, and Orange County Pounliry and
Egg Producers Association.

Donald A Weinland, Assistant to the Director, California Depart-
ment of Agriculture.

Perey Wright, Agricultural Commissioner, Sonoma County, and Statc
Association of Agricultural Commissioners

E R Wyllie, Vice President, Monterey Cheese Company

—_Y—

Herbert Yates, Vice President, Califorma State Beekeepers Associa-
tion.
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LETTER OF TRANSMITTAL

CALIFURNIA LERISLATURE
AsseMBLY INTERIM COMMITTEE ON LIVESTOCK AND DAIRIRS
SAacraAMENTO, January 7, 1963

Hon Jesse M Unnun, Speaker of the Assembly
and Members of the Assembly
Assembly Chamber, Sacramento

FENTLEMEN Enelosed 1s the report of the Assembly Interim Com-
nuttee on Livestaek and Darrtes pursuant to and m conformance with
provisions of House Resolution 361-M of the 1961 General Session

Durmg the mtermm from July 17, 1961, your committee has held
eight meetings throughout the State At these meetings testimony was
heard on a variety of subjerts related to problems of the dary mdus-
try In total, witnesses from both the production and distribution sides
of the industry, industries which supply the dairy wdustry, and labor
organizations, as well as representatives of the Department of Agricul-
ture and the Giannmm Foundaton of Agrienltural Xconopues, 1hm-
versity of California, were heaid m more than 150 appearances This
testimony covered ten major problem areas of concern to the dary
mndustry.

‘A summary of our mterim activities and the results thereof are sum-
marized 1n the preface of this report

Respectfully submtted,

Frank P Brrorri, Chawman
AvaN G Parreg, Vice Chaw nan

Wirtiam T. Bagrey CAarLEY V' PORTER
CarL A BrITscHGI JACE SCHRADE

Myron H FrEW HaroLp T SEpAWICK
Paur J LuNarol CHaRLES H 'WiLson
RopertT T MoNAGAN Gorpon H Wrinton, Jr
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SUMMARY OF FINDINGS AND RECOMMENDATIONS

A. UNFAIR PRACTICES IN THE SALE OF MILK
AND MILK PRODUCTS

Findings

In recent years, it has become wmereasngly diffieult for some
producers to obtain and maintain favorable contraets, that 1« to say.
contracts wlieh provide for a relatively high percentage of Class I
utilization For many years, the value of favorable eontracts has been
recoanized In many mstances, this value has been capitalized 1 the
form of *“<ppmg rights " Under cirenmstances m which these ship-
pmig rghts could be tran~ferred from one wdividual to ancther, the
tranvferring shipper—that 1s, the producer who decided to decrease
or cease production entirely—could normally expect to receive payment
for the transfer of this ‘‘rght to market > The dollar value of such
shipping rights has varvied from tmme to time and 1s largely affected
by eurrent econditions with respect ta the supply and demand of Grade
A wlk

The mereased pressures evident in recent years stem primarily from
two sources (1) the widenmg differential between Class I prices and
the prices of wnlk for manufacturing purposes and (2) the nerease mn
the relatne proportions of Grade A nulk that cannot find a Class I out-
let and must therefore be used for manufacturine purpeses At the
present tume, the diference 1n returns, per hundredwerght of milk,
between Grade A malk suld throueh Class T outiety and that sold for
manufactarimg purposes amounts to more than $2

As a ronsequence, producers who do net have access to Class I ontlets
have resorted to vartous means to obtam moie favorable contracts The
devices that have been used melude the provision of ‘“loans’” to dis-
trabutory, the purchase from distributors of replacement dairy stock
at prices substantially m excess of their market value, and many others
Many mdrviduals within the industry consider these means of obtamning
niore favorable contractnal relations as **unfair practices *’ Currently,
the Agricultural Code lists only distributors and retail stores as persons
subject to unfair trade practice regulation nnder the Malk Stabilization
Law Among other things, Assembly Bill 1259 would have added pro-
ducers to the hist of those persons subject to these regulations

Closely related to the above 13 the matter of growth of vertweal mte-
gration by distributors who also operate milk-producing herds Under
current procedures of the Bureau of Milk Stahilization, these distribu-
tors can, 1if they so deswre, deduct their entire production from Class T
sales and essentially foree mdependent producers who ship to thew
plants to carry all of their non-Class-I nsage This practice has the effect,
of decreasmg the hlend retuins to the mdependent produneers and at
the same tume increasing the differential between the prce recerved
by such a producer-istributor and that which he pays for the re-
mamder of his total supply

(&)
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Recommendations

In principle, the committee agrees that the provisions relating to
unfawr trade practwes be extended to eover producers as well as other
parties mmediately concerned with the Milk Stabihzation Law There-
fore, 1t recommends that legislation be prepared for consaideration at
the 1963 Regular Session However, 1n makimg this recommendation,
the commrttes 1w aware that thic change will not solve the existing
problem The comnuttee further urges that the Department of Agncul-
ture, i conjunetion with the duly appomted mdustry advisory com-
mittees, mmediately aud ageressively expand thewr efforts to find a
more permanent solution The economie pressures eveated by the grow-
mg diserepancey 1 returns for the varous uses for milk produced m
Califorma, together with the drastic technologieal changes that have
oveurred m mulk production, pose a serwous threat to the milk price
stabilization structuee

A large matority of the witnesses, representing hoth production and
dictribution, who appeared at commnttee hearmgs during this mnternm
perind statedd that thev felt there continued to be a need for state-
operated milk price stabilization m Califormia The present mulk price
stabihzation legislation was adopted during the early 1930°s« m the
heart of the great depression when we syuply produced more nulk than
could find a satisfactory outlet At that time, this surplus created
pressures too great for the easting mdustry structure to withstand,
and these pressures took the form of practices which resulted n de-
moralization of the imndustry Tronwally, a parallel can be seen between
present conditions i Califorma and those which existed prioe to the
adoption of the Young and the Desmond Acts, which were especially
desmigned to bring about idustry stability

Assmmng that today’s crrtieal problems i the dairy wdustry stem
from surplus, we must ask the fallowing guestions

1 Can the industry and the pricing ageney survive with current
procedures under present and probable future pressures?

2 If not, what readjustments in mdustry thinking are needed to
bring about a greater degree of steadiness 1 our nulk stabihzation
program?

B PRODUCTION AND MARKETING OF MANUFACTURING MILK

Findings

Prices paid to producers for milk for manufacturing purposes m
Cabiforma have been at low and generally unsatifactory levels for
suoiae years Despite the faet that these low prices have forced many
producers out of the manufacturing mitk production business, there
remain approxamately 4,500 dwrymen who arve eaught m this eontinu-
mg vost-price syneeze The question being consudered by this commuttee
18 whether this detrimental situation can be alleviated by legislative
means

Currently, of the total commercial milk production in California,
approximately 40 percent 15 utihized 1n the manufacture of dairy prod-
uets other than flmd milk, fluid eream, and related flmd byproducts
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At present, shghtly less than half of the milk for mannfacturing uses
1s produced for manutacturmg, or Grade B, milk, while the remamnder
15 supplied from **excesy’” Grade A production Simee either grade can
be used with perfect substitutahility as a raw product ingredient for
uny of the manufactuied produets, these two sources of supply of nulk
for manufacturing compete directly for the *‘market™ for dawry prod-
ueis

The Grade A portion of thus supply, however, comes under the price
jurisiction of the Burean of Milk Stalbzatwon, while the manufac-
turing grade nulk does not The fact that prices for this latter part of
the total supply arve deternuned m the absence of governmenial regula-
t10m has led to a feeling on the part of some that there is an opportunity
{0 enhance rveturns to producers of manufucturmg milk through the
enactment of further legislation desigmed to hring all milk prices under
state control Such legmislation was mtroduced m the 1959 Legislature
{Senate Bill 1167) and also m the 1961 Legsslature (Senate Bill 40)
Tn hoth mnstances, these bills were 1eferred to this commuttee for further
study

Shortly after the orgamzation meeting of this committee, the Depart-
ment of Agriculture entered into a contract with the Ciannm Founda-
{1on of Agricultural Eeonomies, Univeraty of Califorma, te undertake
a vesearch project on the pricing of mlk for manufactaring uses This
project 15 designed to mvestigate procedures that mught be used to
establislt prices for mulk for manufacturmg purpuses At the present
time, work on this study 1s still under way, and no results have as yet
been deteruumned

Recommendations

This eommttee recommends that the problem of the level of mauu-
factmrme mulk prices continne to receive study by the Department of
Agriculture and its advisory committees When the results of the Gian-
mmnt Foundation study become avarlable, these comnuttees and the
department may have a hetter basis for analyzing the possible effects
and conseqiences of further legislation designed 1o hring manufdetur-
mg milk nnder state-admimistered prieing procedures

Due to the effect and nature of thiy problem, your committee requests
that the Chanmni Fonndation compile and submit a progress report of
1ty findings by March 15, 1963

C  PURCHASE OF OLEOMARGARINE FOR STATE INSTITUTIONS

Findings

TUinder the present wordmg of the Agrmicultural Code, the Divector
of Finanee 15 required to purchase butter from CCC stocks for nse m
state penal and chamiable mstitutions whenever surplus supplies are
avartable from goverimment holdimgs The question under consideration
by this committee (Assembly Bill 358) wa< whether this law shonkd he
amended to read that butter for such purchases could he purdchased
only at prees comparable or helow those currently prevailmg for oleo-
margarine,
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An mvestigation to determme the relative guantities of butter and
margarine purchased by the State for use mn charitable and penal
mnstitutions revealed that a relatively small proportion of the total was
m the form of butter There were only two periods withm the past
seven fisral years when the CCC had surplus stucks of butter available

Recommendations

Several wiinesses appeared at meetings and presented testimony m
upposition to this proposed change, while no witnesses testified in its
favor Despite the fact that legislation of this type bhad been presented
m several previous sessions of the Legwslature in addition to that
1961, lttle interest has been expressed m favor of such a change.
Further, the majority of the committee feel that the proposed change
16 undestrable for fwo reasons (11 the extra nutritional henefits to
be derived from the use of butter and (2) the contribution that the
present law makes to the econonue well-bemg of the dawy industry
Thetefore, this commrttee does not approve the subject matter content
of Assembly Bill 858

D. COST OF LABOR IN THE PRODUCTION OF MILK

Findings

On the basis of testimony recerved at 1ts various meetings, the eom-
mittee learned that lahor constituted a high percentage of the total cost
elements entermyg mto both the production and distribution of mulk
Approximately 20 percent of the total cost of produemg milk on dairy
farms represented labor costs, while nearly half of the cost 1mvolved m
nulk processing and distributing was m the form of payments for
wages Furthermore, the relative proportron of labor eost to total ex-
pense has remained relatively stable over the past few years

Recommendations

As explaned by the author of this resolufion, its purpese was to
explore facts rather than to propose legislation Therefore, this coni-
mittee has no recommendations with 1espect to legislation concernmg
the cost of labor i erther the production or the distribution of milk at
thrs time

E. ESTABLISHMENT OF A SINGLE GRADE FOR ALL MILK

Findings

This resolution was mtroduced to the committee refatively late mm
the mtermm period Consequently, only a few witnesses were heard on
the subject

Nevertheless, 1t gquickly became apparent to this committee that the
problems mvolved n the possible establishment of a single grade of
milk are exicedmgly vomplex While 2 move m this dwection might
prove to be beneficzal m the long run, drastic and mmediate changes
could have serious repereussions on both the production and processing
sides of the indnstry On the one hand, dairy farmers without adequate
funds to upgrade their production facilities mght be furced out of busi-
ness On the other hand, increased costs of production of milk for
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manufacturing purposes which result in mgh raw produet costs to
processors niight serlously mterfere with the vompetitive balunee be-
tween Califorma processors and those Jocated elsewhere in the United
States

Recommendations

In view of the complexities of this problem and ats ramnfications, thiy
commuttee recommends more substantial study of the subjeet Members
of this commuttee will continue to he nterested m any turther infor-
mation and data that mdustry members may be ahle to present

F. OTHER PROBLEMS

1 Unregulated Grade A Mifk

Findings

This committee has been mformed that substantial quantities of mlk
prodaced under Grade A eonditions but m excess of existing contraets
have been sold i Califorma markets at prices helow those established
by the Bureau of Milk Stabilization Several witnesses have appeared
at meetings of this conmittee to testify to this fact and to make the
argunient that the existence of such unvegulated nulk has a demoralz-
mg mfluence on the entire price structure

At the request of this eommittee, an opmion way abtamed from the
oftice of Legslative Counsel as to whether legislation eould be enacted
which would bring all Grade A milk under price regulation. This
opinion, which appears n other sections of this report, was m the
affirmative

Recommendations

The committee conenrs with the conelusion of the witnesses who testi-
fied that the exiwstence of unregulated (irade A milk supplies threatens
the stabihty of the priee structure of the Cahforma dawry mdustry In
view of this, 1t 15 recommended that legislation be mtrodneed mn the
1963 session which would effectively elimimate the present ‘‘loopholes ™

2 inspechon of Dairy Farms and Milk Products Plants
Findings

This problem was the subject matter of & Wil proposed to the 1961
Legilature The bill was approved by both houses but failed to recerve
the signature of the Governor Tt s the feehing of this committee, as
apparently 1t had been the feeling of the Tegislature during the last
session, that a ngher degree of umfortty should be established in
mspeetion procedures and m the madence of payment for mspection

Recommendatrons

The committee recogmizes that many problems exist w the establish-
ment of such uniform standards Therefore, 1t urges the Departnient of
Agrienlture to contimue to make use of its hest judament to assure
adequate consumer protection through proper mspection while, at the
same time, elimmating dupheations and ecostly mefficieneles The ma-
gority of this commrttee favor the remntroduction of the wuhject matter
of this problem before the 1963 Regular Session of the Legilature
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3 Extension of Statute Allowing Low-fat (2 10) Mitk

Findings

The 1761 session of the Legilature advpted legislation which per-
mitted the production and sale of a low-fat. high solids-not-fat milk
The l-gal specifieations tor this milk are that 1t must vontamn not less
than 19 pereent but no move than 21 pereent of milk fat and not less
than 10 pereent milk solids-not-fat  Sinee the effect of this “‘new””
product on the market could not be determined i adyance, 1ts sale had
been anthorrzed only until the end of the 1963 sesion, at whieh time
authovization will expire unless extended

Witnesses appearing before this comnuttee generally agreed that 1t
15 still too early to determine the net impact of the sale of this new
product

Recommendations

This committee recommends that further study be made of the eftect
of the <ale of low-fat nulk Tf exten<ion of the anthorization to sell
low-fat milk 5 found to be desirable, appropriate legislation should he
prepared 1n sutficient time to allow full consideration and debate dur-
nig the 1963 legislative sesaon

4 Licensing of Lobaratories Dosng Chemical Analysis for Residues 1n Feedstuffs

Findings

At the present time, there appears to be sabstantial vanation among
commercial labor atories m the procedures used 1 sampliug and testing
for pesticule vesidnes m hay

Because of the importance to daiev farmers of obtaining feedstuffs
comparatively free of pesticude residue, it 15 vital that they be assured
of the “‘safe’” residue coutent of the hay they purchase Inadeguite
and miproper samphing and testing procedures will vesult n substantal
economic losses to milk producers

Recommendations

This commttee recommends that appropriate legislatwn be prepared
whieh will provide for the Lieensmig of laboratories performmg chemical
analyses for vesidues m feedstuffs This legislation shonld specify stand-
ards for sampling and testing procedures as well as the vequirved qualifi-
cations of laboratory per<onnel performmg such tests

In addition to the provision of standards for {esting existing residues,
this comuuttee 1s mterested 1n the many other aspects of pestierde con-
trol It therefore requests the Director of Agrmenlture make a report to
the rommittee prior to the end of March 1963, the purpose of this
report hemg to mform comnuttee members of the stulnus of controt
procedures designed to minimize the aveidental eontammation of alfalfa
and other feedstuffs, the current standards of tolerance for vesidual
hydrocarbons in the various feeds used by datrymen, and other prob-
Jems related to mamtaming present zero tolerance levels m nulk
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5 Exemption of Producer Associations from Provisions of the Agricultural Code
Speafying Date of Payment

Findings

This subgect was mt1odaced during the final hearngs held by tihns
committee during the mternm period Two witnesses were heard on
this subject, neither of whom represeunted the views of the pruducer
associations which would be affected hy the proposed changes The
essenee of therr testimony was that this device had been used primanly
to the competitive disadvantage of nom-co-operatie memhers

Recommendations

Fuarther tudy of the varied aspects of this problem appears ile-
sirable The problem seems to be a further mantfestation of the pres-
suves mereasmgly felt by producers in seeking a market for themwr
sutplus mifk This committee would hike to review the legislative history
whieh led to the provision of this specifie exemption and to consuler
the posable ramfications of the proposed amendwent, particnlarly m
hight of changed conditions 1 production and marketimg m recent
vedrs

6 Recommendahions for Legislative Changes of the Advisory Committees to the
Department of Agnculture

Findings

The four milk study committees appomted by the Direetor vf Agri-
cultnte have made recommendations for 13 ifems of lewslation for the
1963 sessian These commuittees are Manufacturmg Milk Producers,
Manufacturimg Milk Processors, Maiket Milk Prodneers, and Market
Mk Processors and Disteibutors

It 15 the understanding of this commnttes that «ll 13 recorunmendations
have heen unammonsly aceepted by all segments of the mdustry These
recommendations appear 1 full m another section of this report

Recommendations

It 15 recommended that these 13 items be presented to the 1963 Regu-
lar Session At the request of this committee, the Legidatine Counsel
has prepared pro forme biils which wonld aceomplish the (hanges pro-
pused hy the studv comnuttees Copies of these bills also appear i the
appenihix to this report

This commrttee would hike to commend all four stady cammittess for
the very serious attention they have given to the problems of the dairs
wndustty It 15 greatly to the evedit of these commttees that thoy have
reached unanmons decistons on all 13 tems presented This committee
Is further aware that the study commutiees are workme on several
other probleins whivh have not as yet been vesolved Tt 15 the hope of
thiy commuttee that the continued etforts of the study committers will
1esult 1 the resolution of these problems and recommendations fo
appropriate legislation



COMMITTEE ACTIVITIES

HISTORY OF HEARINGS

Durmg the mterim from June 17, 1961, through January 7, 1963,
your Uommnttee on Lnvestock and Dairies has held eight nieetungs, as
follows -

On August 9, 1961, your committes met in Monterey to organze for
mtermi work The committee held an informal discussion concerning
the subject matters then assigned for stndy These mcluded

1 AB 358 (Rees, 1961), relating to the purchase of colored oleo-
margavime for state institutions.

2 HR 429 (Britschgu 1961), relating to the study of the cost of
labor in the production of nmulk

3 AB 1259 (Porter, 1961), relating to unfair practices 1n the sale
of milk and dawy produets

4 HIR 244 (Belotti, 1461), relatmg to the productioun and market-
g of manufacturmg mik.

It was agreed to hear all measures assigned to the comruittee at edch
of 115 hearmes, to be held i various parts of the State The comnuttee
alvo mdicated its interest and concern tor all other related problems of
the dawry mdustry, with the result that a number of other mportant
subjects came under consideration at each of the several hearings

On October 4, 1961, your commuttee met 1 Andaheim to hear witnesses
from the State Department of Agriculture and from industry relating
to A B 1259 and AB 3538 Five wrinesses testified regarding A B 1254,
and tour witnesses were heard on A B 358.

On October 5, 1961, vour committee met m Anahemm to hear seven
witnesses testify regardimmg HR 429 and six witnesses regaiding
HR 244

On Janaary 30, 1962, your committee met in Petaluma and obtamned
testnnony from 12 witnesses relating to AB 1259, H R 244, and HR
429 during a session whieh lasted well over five hours

Qu September 11, 1962, your committee met m Stockton for the pur-
pose of hearing testimony from witnesses relating to AB 358, A B.
1230, HR 24, and HR 53 Five witnesses were heard on A B 358,
seveny withesses testified on A B 1239, and two witnesses were heard on
HR 244 Thi was the first hearing on H R 53, relating tu the sale of
mlk, meluding the proposal to establish a single grade {or nulk pro-
dneed m Califorma, 14 witnesses were heard regarding this subject
In all, 28 witnesses were heard during the session, which lasted about
s1x hours

On September 12, 1062, your commirttee met m Tnlare for the pur-
pose of hearmng testimony relating to HR 429, HR 244, A B 1259,
and HR 53 They also heard witnesses on the Following additiona)
subject matters (1) unregulated Cirade A mulk, (2) inspechon of

(14)
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damry farms and witk products plauts, (3) extension of statute allow-
mpg low-fat (2 10) rmik, and (1) Licensing of laboratories domg chemi-
cal analysis for residues in feedstufts

One of the witnesses who testified at this hearing presented a com-
prehersive statement of the problems mvolved i the marketing of milk
m Caiformia The ifems emphasized wete (1) the level of flmd milk
prices 1 relation to manufacturmg milk prices, (2) the need for or
desirability of further consolidation of marketmg areas, (3) the desira-
bility of equahization of Clasy T utibization on a broader hanis than cur-
rently exists, and (4) the estahbishment of more previse standdrds or
Humdehmes’” for setting Class T prices

Twelve witnesses gave testimonv on HR 244, <1x witnesses were
heard on AB 1259, and eight witnesces testified regarding IR 53
On the subyect of “‘unregulated Grade A milk.” 10 witnesses were
heard, 7 were heard on the subjeet of *“inspection of dary farms and
milk preducts plants”’ (the subject matter essennally of Senate Ball
906, 10 witnesses spoke on the subject of *‘extension of statate allow-
mg low-fat (210 milk™, and, finally, 9 witnesses were heard on the
subjeet of “‘Licensmg of lahoratories domng chemical analysiy for resi-
dues 1in feedstufts ' A total of 63 wituesses were heard doring a well-
attended meeting lasting seven hours Appronmately 75 persons were
m attendance and gave evidenve of considerable mterest

On September 14, 1962, your committee met 1 San Diego for the
purpose of hearing testimony relating to AB 1259, AB 358, HR
244, IIR 53, and the followmg addrtional subjects (1) nmregulated
Grade A oulk, (2) inspection of dary farms and mulk prodnets plants
(the suhject matter of Senate Bul 906), (3) heensing of laboratories
domg chemeal analysis for residues m feedstuffs, and (1) exemption
of producers assocations from the provision of the Aguicultural Code
which specifies the date of payment Although AB 1259. AB 3068,
HR 24§ and HR 53 were meluded on the agenda for this hearmg,
no additional testimony was offered Previous hearngs haid provided
ample opportumty for all interested partics to he heard, but anyone
whoe still wished to be heard would have 1he opportunity to teshifv at
the final hearing sehednled for November 9 On the subject ot **unreg-
ulated Grade A milk,”” two witnesses gave testimony, and two witnesses
alvo were heard on the subgect of *inspection of dawry farms and milk
products plants.”’ one of thew at considerable length Five witnesses
testifted on the subject of “lwensing of laboratories doing chenteal
analysis for resudnes m feedstufls’’, and two gave testimonv ou the
final subject of the hearmg, ‘*exemption of producers assoelations from
the provision of the Agrienltural Code which speeifies the date of pav-
ment ' In total, 11 witnesses gave testimony at this meeting

On November 9 your committee met m Sacramento for the primary
purpose of hearmg recommended mlk leanlation for 1963 offercd by
the adiisory comimittees to the Dhiector of Aerieulture These comnut-
tees are Manufactwring Milk Produeers. Manulacturing Milk Proves-
sors, Market Milk Producers, and Market Mk Processors and Dis-
teithutors In additon, this meeting provided a final opportumty for
witnesses to be heard on the vanous proposdls, resolutions, and other
subjeets of study which had been before your commuttee for considera-
tien This was the concludmg hearmg for the 1961-62 mternm
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A representafise of the Department of Ayriculture presented the
report of the advisory commuttees on “recommended milk legislatton—
1963," indicating that all 13 proposals constitnting the report had heen
unanimously agreed npon by all four committees He further stated
that a namber ot vital msues had not yet been resolved and remained
before the comuuttees for further <tady  These nelnded the regulation
of Grade A milk, unfair practices prohlems, continued authorization
tor Jow-fat nnlk, higher nnnmmom sehds nonfat content for regular
milk, authorization for handler puols fur Class T milk, permitting the
puohing of C'lass T usage among two or more plants, and market or atea
stabihizatton pools

Several witnesses were heard m eommenis npon the substance of the
formal report on recommended legislation Witnesses were also heard
on other subjects, as follows  four testified regarding A B 1259, four
were eard on HR 244, three gave testimony relating to ‘‘unregulated
Grade A milk’", two spoke on ‘*extension of statute allowing low-fat
(210) muk', two, on the “*lhieensmyg of laboratores domng chemical
analvsis for tesidues 1n teedstufin™, and one witness gave testinony
regatding HR 53 A total of 20 witnesses were heard 1n this final hear-
mg of your committes

In summary, your eomnnttee has heard witnesses m 156 appearances
durng wbout 31 hours of sesaton 1n seven Calhiforina eittes It has heard
testmony on two hillv—A B 358 and A B 1259, three resolutions—
HR 429, HR 244, and HR 53, and five additional subjects referved
1ot for study —unregulated Grade A mlk, mspection of dawy farms
and nulk products plants, extenston of ~tatute allowimg Low-fat (2 1)
mulk, hreensing of laboratories domg eheinleal analysis for residues 1
feedsiufts and exemption of producers associations from the provision
of the Agricultural Code which speerfies the date of pay ment

The large number of witnesses appearing and the anmated diseus-
stons whieh touk place at each meeting attest to the high degree of
mtersst generated by the problems under consuleratum It was obvious
that the wdustry felt that the<e prohlems were of great importance and
required solution Many of the 1ssues diseussed were controversial m
nature and highly indweative of the mmpaet of the many changes which
have been takmg place in 1ecent years and currentlv m the dairy m-
dustry i Cahforuia



Chapter One

UNFAIR PRACTICES IN THE SALE OF MILK AND DAIRY PRODUCTS

(A B 1259--PORTER, 1961)
The Proposal

Assembly Bill 1259 would repeal Section 42801 and would amend
Section 4280 of the Agricultural Code The unfuir practice designated
mn Section 42801, so0 repealed, would be ineorporated m Seetion 4280
without change of wording Section 4280 would be further amended in
three ways (1) As it now reads, each stabilization and marketing plan
15 required to eontain provisions for prohibiting distributors and retail
stores from engagme 1w certam unfair practices which are set forth m
detail The amendment would make these prohibitions appleable to
producers as well (2) The proposal adds as a designated untair praetice
the making or renewal of any money loan by any person or distributor
for the purpose of mmduemg such distmbutor to contract for the pur-
chase of flurd milk from a producer unless such loans are found by
the director to be free from coercion or undue mfluence. (3) It also
adds as a desgnated unfair practice the payment or pift of money or
offer or promise of any payment or pift of money to any distributor
for the purpose of wducing such distributor to contraet for purchase
of flmd nulk from a producer and designates any sueh contract as void
A further amendment to Seetion 4280(e) had been incorporated imto
the bill after 1t~ mtroduction and was mtended to clarify the meaning
of the required minimum price with 4 Class I guarantee

In brief, Assembly Bill 1259 would make thiee 1important changes n
the unfair practice provisions of the milk stabilization law

(a) It would make all of the unfan practice provisions applicable to
producers as well as distributors and retail stores

(b) It would prolubit, under certain situations, the making of loans
by a produecer to a distrzhutor to contravt with the producer for
the purchase of nulk

{¢) It would vutlaw payments or eifts by a producer to a distrabutor
for the purpose of mducing the distributor tu contract with the
producer for the purchase of flmd milk

During the eourse of the heatings, the point was made elear that this
was a hill mtroduced by producers and that the controversy largely
revolved around the different mnterests of various groups of producers

History and Statement of the Problems Relating to
“Unfair Trade Prachices” by Producers

The problem at 1vsue coneerns whether mulk producers (dairymen)
shall be subject to penalty for earrving on designated unfair trade
practices under the Califormia milk stabilization laws The basic ques-
tion at 1ssue 15 whether, through the use of loans or other means, pro-

(17)
2-L-882
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ducers may be able to ““buy’” a favorable milk contract with a dis-
tributor and, further, whether this practice should he outlawed by
legnslation

The econonue 1neentives for the unse of such deviees to obtain favor-
able contracts have inereased rapidly doring recent years as a result
of two factors First, the mnereasing ‘‘spread’ between the price of
mlk for fllid purposes amd that for manufacturing uses and, second,
the relative merease 1 the amount of market grade milk which 1s going
mto manufacturing purposes Sinee 1950, the ‘‘spread’’ between Class
I prices and prices for manufacturing milk bas ranged from a low in
1951 of $1 26 per hundredweight to a high mm 1960 of $229 per hun-
dredweight During the same period, the average Class I utilization of
Grade A nulk has dropped from a level of approximately 85 percent
at the beginning of this time period to a low of less than 75 percent
at the end (See Table 1)

Historically, Grade A mulk in California has been priced on an “‘in
dividunal plant pool’” basis Under this procedure, producers shipping
to plants with high class I utilization receive higher average or ‘‘blend’?
prices than do those sluppers who supply plants having a lower level

TABLE 1

Grade A duction, Class | Utilization, Class | Prices, Bland Pricos
Manufacturing Milk Prices, and Price Differentials
California, 1950-1961

Pries differentials
Manu-
Percent of facturing | Class I Blend
Grade A | Cluss I class I Class 1 Blend m 0V £ MEDU-|0\ €T manU-
Year ] 1 1 pricess | pricesb | pricese |facturingd| facturing
1 2 3 4 5 6 7 8
thousand pounds dollara per hundredweight
3,705,792 | 3,125,213 843 4 66 435 326 140 109
3,802,145 | 3,338,123 85 8 5 2% 5 00 398 126 102
4,031,307 | 3,552,797 88 1 6 91 5 64 4 46 145 118
4,396,521 | 3,681,008 83 7 570 529 3 06 174 133
1,580,344 { 3,768,013 82 3 513 4 62 333 1 80 120
4,801,358 | 4,029,142 83 9 512 4 61 3 36 176 128
5,153,501 [ 4,354,381 815 527 474 347 180 127
5,889,458 | 4,549,739 80 O 5 4T 475 3 53 187 122
5,830,560 | 4,623,018 79 3 544 4 68 3 36 2 08 1382
6,275,034 § 4,756,700 758 561 474 345 216 120
6,278,623 | 4,803,703 76 5 5 67 477 8 88 229 139
_| 6,456,117 | 4,818,957 748 5 67 471 3 49 218 122

2 Annual figures are simple averages of monthly price d:nta for the Los Angeles and San Franciseo marketing
deas These prices re quuted on an fo b plant basis, 3 § percent milk
b Anpual mverages “Prices aie aflfected to some eatent, lny fluetuations n the average mulk-fat content of
the mith dpur(lmed from producers, beeause they relate to mulk of average test iather than io muk of
some_stand.irit
cFob plant San Joaqmn Valley plants, 3 8 percent milk
43§ percent milk
Saurces
Cols 1 California Crop and Lavestoch Repmtmg Service, “Callforma Dawy Industry Statisties for 1961'"
and 2 (Szciamente 1061), Table 18,
Col 4 Idem, “Daury Information Hulleliu" (Sarrﬂmmlo munthb’ Jssues)
Col & Idem "flllfbrmﬂ Dalry Industry Statisties for 1850 (Sncramentn 1089), Table 21, p 24, and
“*Califorma Dairy Industry Btatistics for 1861,” Table 15, p 30
Col & Cnhlornu Crop and Liwestock Reportlng Service, special cumputllmm
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of Class I utilization This means, therefore, that a disparity exists in
average returns to producers divectly correlated with the varymg plant
utilizations When the percentage of Clasw I utilization is high for the
State as a whole, the average prices for market milk paid by all plants
tend to be relatively uniform On the other hand, when Class I ntiliza-
tion drops and an inereasimg amount of market milk 15 used for manu-
facturmg purposes, there tends to be a mueh greater disparity m
paymg prices between plants with high and thuse with low percentages
of Class T utilization The magnitude of this disparity 1s made greater
as the differential between Class I and mannfacturing prices mereases.
That these disparities have mcreased n recent years 1s shown in Table
2 In this table, the average test of milk fat and the average prices paid
by all market milk plants m Alameda. San Joaquin, Tulare, and Los
Angeles Clounties are shown for several months beginning late 1 1955
through early 1962 In October 1955, the average or blend prices paid
by plants located mm Alameda and San Joaqum eounties were quite
comparable, especially when provision 15 made for the differential milk
fat tests In that same month, prices for nulk received at plants in
Tulare and Los Angeles counties were %415 and $4 99 per hundred-
weight, respectively This latter (ifferential of 84 cents reflected m part
the transportation differential—the cost of transterrme milk from the
southern 8an Joagum Valley to Los Angeles—and m part the respee-
tive differential utihzations of the plants i the two areas By May
1962, this differential had risen to $1 29 per hundredweight, an merease
of approximately 50 cents when provision is made for the somewhat
higher level of milk fat content in the Tulare computations Virtually
all of this difference m relative returns between these two tume periods
15 explamed n terms of differential ntilizations received.

Thus, it can be seen that there is a substantial economic mecentive
for an indimidual producer or an associatim of producers to take any
available steps to find the most favorable outlet for therr milk In 1960,
for example, produeers received $2 29 per hundredweight more for the
milk they produced which found a Class T use than they received for
milk used for manufacturing purposes In relative terms. this amounts
to a return more than two-thirds greater 1n the Class I than in the
manufacturing categories

During the ecourse of hearmes nn this subject, a dwstributor testified
that he had recerved a ‘‘loan’’ of $7,500 from a producer in return
for which this distributor gave the producer a 300-gallon contract
Based on the above price differences, and assunung that the producer
in question would otherwise have had to sell s mulk throvgh manu-
facturime outlets, the “‘loan’’ would have resulted m an 1nerease 1n
this prodneer’s gross returns by approximately $20.000 per year

The eritical natuve of this problem and its growing mmportance resulg
largely from the fact that the ‘‘hurden of surplus’’ falls on a relatively
small percentage of the total milk producers of this State The meidence
of this surplus burden 18 nnt necessarily eoncentrated geographieally
Instead, distribufion of this surplus problem depends entirely mpon
the use of milk at the receiving plant and the availability of more
favorable outlets to producers
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By far the major proportion of milk produced under Grade A stand-
ards 1 Califorma 15 sold to plants which have relatively high Class 1
utihzation For the purpnse of further illustration of the problem and
1its telation te recent changes m relative prices and utilization, the
tollow me hypothetical example 15 presented

It 15 assumed that 75 percent of all the nulk available for Grade A
uses 18 sold by producers who average 85 percent Class I utilization
This particular utihization figure has been selected primarily on the
grounds that this was the approximate average utilization of all Grade
A mulk i California i the period from 1950 throngh 1956 (See Table
3) Under thiy assumption 1t 18 posaible to compute the total amount
of Class T milk as well as the total quantity of milk available for manu-
facture that 15 accounted for by the group of produvers having what
can be termed *‘favorable’” contracts Fuither, eompntations can also
be made of the available Class T and manufacturing milk supplied by
the producers of the remammng 25 percent of the mulk Caleulations
can thus be made, hv years, of the averawe or blemd prices at the pre-
vailing levels of Class T and manufacturimg returns A comparison of
these two sets of averaces 15 shown 1 Table 3

TABLE 3

yp in Average Returns by
Producers Receiving 85 Percent Class 1 Utilization and
Those With an Uncertain Utilization

Average price, 3 8 percent milk
85 percent class X Uncertamn clags I usnge
Year Daollars per hundredweight
4 45 441
505 509
5 69 5 87
54t 5 35
4 86 4 66
4 38 479
500 4 96
518 479
513 4 65
5 20 449
533 4 55
534 445

Tt 15 mteresting to note that under the ahove assumptions the average
veturns by these two hypothetical groups were relatively the same m
the period from 1950 throuah 1956 This, of eoulse, 13 a reflection of
the fact that utilization of all Grade A mulk during this period ran close
to the 35 percent level The pomt to be made, however, 15 that returns
to producers who have been able to mamtain favmable contracts smee
1957 have continned upward, whereas those producers not so fortunate
m mamtaming Class I utilization have suffered a decline in average
returns
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Arguments

Assembly Bill 1259 was proposed 1n response to complamts that the
practice has bevume prevalent tor producers to make certamn loans, pay-
ments, or gifts to distributors m return for a milk purchase contract
and that this praetice constitutes a hardship for ¢ertamn milk producers

Because of tle conipleaity of the problems mvolved m the original
ball, 1t had been suggested that 1t nught be desirable to divide the three
categortes covered by the proposal mto three separate mlls This sng-
geston grew out of testimony which mdicated that such a breakdown
would facilitate the pinpointing of the specific problems to be dealt
with, as well as the legislatise action to be taken on each of them It
was hoped that better overall legislation might thus be achieved When
asked fur an opunon m the matter, a department representative stated
that Assembly Bill 1259 could feasibly be divided mto three separate
bills, one fur each of the ohyectives mdicated

Few witnesses who testified were m agreement on all parts of the
proposed bill The opmivn was expressed that, that portion of the
amendment which would melude producers under present provisions
for unfair practices would make 1t possible for the Department of Agri-
culture to control these practices more adequately It was felt by many
that other portions of the bill nught tend to prohibit certain bonafide
transactions between producers and distributors and that such legisla-
tion would be very dafficult to administer and enforce m an equitable
manner

One problem which the 11l posed, as 1t was written, lay in the ability
1o distimguish between a valid loan by a producer and one which would
be considered an unfair practice Enforcement would be extremely diffi-
cult particularly since a producer ravely produced specific information
when making a complamt of unfair practices out of fear of losing his
contracts as a result There was testimony to the effect that some loans
made by producers required no repayment, and the question of the
legality of such loans was raised The committee decided to ask for an
apmion from the Legislative Counsel regarding this The questiong and
the answers are quoted 1n full

““You have asked the three questions stated and ecensidered below
relatmg to flud mlk which is subject to a stahilization and market-
mg plan formulated by the Director of Agriculture pursuant to
Chapter 17 (commenecmg with Seetion 4200), Division 6 of the
Agrieultural Code

“QUESTION NO. 1

“‘Is it legal for a distrabutor of milk who purchases milk from a
particular producer to accept a loan from the producer upon the
condition that 1t need not be repaid 1f the distributor purchases a
stated quantity of nulk from the producer at the Class 1 minimum
fluid milk price?
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“QPINION NO. 1

““The acceptance of the loan under the circumstances deseribed
would not, m our opmon, be illegal unless the purpose of the
transaction 1s to evade prohintions n the law against the accept-
ance by distributors of secret rebates or refunds or the selling of
milk at less than the mmimum price

“ANALYSIS NO. 1

“Chapter 17 (commencmg with Section 4200) of Division 6 of
the Agricultural Code * provides for the stabilization and market-
mg of lmd milk and flmd eream through the formulation of sta-
bilization and marketing plans by the Director of Agriculture,
Among other things, 1t requires each stabilization and marketing
plan to contain provisions prohibiting distributors and retail stores
from engagmg in designated unfair practices (See. 4280) These
provisions apply only to distrbutors and retail stores and do not
apply to produeers

“Subdivision (a) of Sectron 4280 designates as an unfar
practice:

‘¢ “(a) The payment, allowance or acceptance of secret re-
bates, secret refunds, or unearned discounts by any person,
whether 1n the form of money or otherwise ’

““There 18 nothing mn this language nor in any of the other
unfair practices provisions of the law that, in our opimion, pro-
hibits a distributor from accepting a legitimate loan from a pro-
ducer.

“*Nor do we find anything i the law that prolubits a loan made
upon the condition here mvolved, 1 e, that 1t need not be repaid 1f
the distributor purchases a stated quantity of milk at the Class 1
flund milk minimum price.

*‘The transaction 1 guestion would, however, in our opinion, be
within the scope of the secret rebate or secret refund prohibition
1f the intent of the trausaction should, m fact, be the avoidance of
that prohibition The existence of the condition would have eviden-
tiary value in determiming whether such an intent was actually
present

‘“‘Chapter 17 also requires every distributor to pay the estab-
hshed mimimum price to producers for thewr milk (Secs 4280,
42801, 4283)

‘“Under the transaction 1n question, we assume that the producer
15 bemng paid the established Class 1 minimum price for his milk.
m view, however, of the condition that 1f a stated quantity of such
muk 18 purchased at the Class 1 price, the loan made by the pro-
ducer to the distributor need not be repaid, the sum total of the
financial dealings between the producer and the distributor 1s that
although the producer recerves the mimmum price for his milk,
his net return 1s that price less the amount of the loan It might
therefore be contended that as a consequence the producer receives
less than the mumimum price for the mlk 1n violation of the law

* All section references are to the Agricultural Code
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““The law, however, 1s not phrased in terms of the total financial
dealings between (istributors and producers Rather, it relates di-
rectly to the price paid for milk (subd (e), Sec 4280) It does
not, 1 other words, regulate beyond requiring the mimmum price
to be paid the producer without regard to the net effect of the
finanvial dealmgs between the parties

“‘If a loan or any other financial dealings between a distributor
and a producer ave for the purpose, and have the effeet, of return-
mg to the producer less than the munimum price. and this can be
proven, the tiansaetion wonld, 1 our opmion, be illegal The fact
that the loan 15 to be repaid only on the condition that a stated
quantity of milk 15 not purchased at the Class 1 minimum price
would be relevant as evidence 1n proving the illegal purpose of the
transaction Any determination m this regard would be one of fact
to be determmed by an appropriate court

“QUESTION NO. 2
“*Would the answer to the first question be any different if the
loan mentioned is nnt a required condition of the milk vontraet but
rather 15 voluntary ¢

“QPINION AND ANALYSIS NO. 2

““No The fact, however, that the loan 15 required before a coun-
tract will be given the producer, enupled with the fact it need not
be repaid 1f a designated amount of milk is purchased at the Class
1 munimum price, might indicate that the transaction 1s not a legiti-
mate business loan but rather 15 a subterfuge to avold the minimum
price provisions of the law.

“QUESTION NO. 3

““Would the fact that repayment of the loan 1s not required if
the contract for the purchase of the milk remains mn effect for two
years make the transaction illegal ?

“OPINION AND ANALYSIS NO. 3

“‘No We do not believe that the situation, legally, n this regard
would be any different from that mvolved n the first questum
Again, however, such a provision in the contraet would be relevant
evidence of the real purpose and effect of the loan, should any
question on that point arise.”’

A major question arose with regard to the tfreatment of co-operatives
as producers or ag distributors For example, would a capital contribu-
tion by members of a co-operative be construed as loans and be outlawed
within the eonstruction of the proposed mll?

A suggestion was made that, rather than prohibit loans by produeers
to distributors, a disclosure of such loans should be required instead It
was felt that prohibition of such loans constituted an interference with
the exercise of free enterprise, disclosure, on the other hand, would
establish some measure of control and ought to be as far as the State
should be allowed to go m the matter,
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The belief was expressed that, as 1t was written, the bill nught create
more problems than 1t would solve Some felt that the provisions re-
gardmg loans nught be aceeptable 1f they were apphied to all segments
of the mndustry alike The consensus seemed to be that the sections of
the hill relatimg to loans would be almost mnpossible to admnouster be-
cause of the ifficulty of distinguishing valid loans from those made
expressly for the purpose of obtaining busmess In the belief that loop-
holes would be found even 1n the most carvefully drawn bill on
this subject, several witnesses suggested that the ultimate solution to
the problem of unfair practices may require changes in present pooling
procedures

There was also the opmion expressed that the igsue regarding loans
or gifts as unfair practices could more readily be resvlved as the sub-
ject of additional rules and regulations promulgated under the pres-
ent authority of the Director of the Department

Mr O Grover Steele, representing the Dairymen's Cooperative
Creamery Association, presented befure the commiittee a comprehensive
statement of consuderable length which reviewed the various problems
mvolved He stated that there was urgent need for a new bawie ap-
proach to producer stabilization 1n the dany indastiy and offered five
propositions for further consideration

1 Troducer price levels have been allowed to ‘‘overreach bounds

permissible’” for aclneving long-run stability Produncer price
levels must be realistic and should refleet a ““defendable’ rela-
tionship with prevailing manufacturmg nulk priees When prices
are above thewe levels, overprodnetion 15 encomaged and ‘“subsi-
dized surplus’ has an adverse effect on the market for manufac-
taring milk

2 A ronsalidation of warketing milk areas would factlitate adjust-
ment to technological and eommerecial changes

3 Equahzation of (lass T u<age on a two-pnol basis (Northern and
Southern California) would relieve meynahty pressures on fixed
minimum prices to producers and would elimnate some underly -
mg causative factors for vertical mntegration, unfair practices,
chaotic biddimg for federal and local contracts, and trafficking n
shipping 1ights

4 The *‘guidelines’’ of our present producer stabilization law ave too
broad and too permiserve te protect public or industry against
abuses and pressures by “‘vested 1nterests

5 At present price levels, technologieal and eommercial develop-
ments will bring about expansion of nulk supply which wil out-
strip foreseeable expansion m demand and will inerease problems
of unequal Class T usage, unveabistie Class T prices, ete Positive
action is required.
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In connection with arguments regarding this hill, the subject of verts-
cal mntegration arose and was described as an ‘‘unfair practice’’ eon-
stituting a threat to one of the basie prineiples of the milk stabilization
law, that of equal raw pruduet vost to all distributors in any given
marketing area Distributors who also operate themr own herds have
been permitted, 1f they so desired, to deduet their total production
from Class I sales This, of course, reduces the Class T utilization of 1n-
dependent producers who supply these plants It was contended that
the growimng practice of distributors commencing or expanding their
production of milk has heen to the economic detriment of other pro-
dueers shippmg nto their puol

It was m the course of hearings on this hill that the suggestion was
made that ultimately there should be developed a single standard or
grade of milk at a single price This suggestion later hecame the subject
matter of House Resolution 53



Chapter Two

PRODUCTION AND MARKETING OF MANUFACTURING MILK
(HR 244—BELOTTI, 1961)
The Subject

In accordance with House Resolution 244, the Assembly Interim
Committee on Livestock and Dairies was directed to study the problems
relating to the production and marketing of manufacturing milk One
proposed solution to these problems had taken the form of Senate Bill
40 of the 1961 Regular Session The present resolution was aimed at a
further effort to arrive at a solution of the problems mn which 1t was
recogmized that a great number of varables must be considered

History and Statement of the Problem

The problem at 1ssue centers around the generally unsatisfactory
level of returns to Califorma darry farmers for mulk produeced for
manufacturing uses The question at 1ssue concerns whether the plight
of these dairymen can be alleviated by legislative means Legislation
desigued to solve or to assist m the solvtion of ways to merease manu-
facturing milk prices was mtrodueed and discussed at considerable
length m both the 1959 and the 1961 lepislative sessions—Senate Bill
1167 and Senaie Bill 40, respectively

A comprehensive diseussion of the eomplex nature of this problem
and its interrelationships with other problems besetting the dairy in-
dustry was presented i the final report of this committee for the 1959-
60 mterim period, However, a brief restatement of the backeround of
this problem seems appropriate at this pont

Milk that 1s available for manufacturmg purposes m California
comes from two sources First, there 15 the supply produced by manu-
facturing milk produrers This mulk 1~ not ehgible for use 1n so-called
“fnid”? (Class I) purposes and therefore must fnd outlety in the form
of manufactured dairy produets In this discussion, manufactured dawry
products include all those mitk derivatives which are not legally re-
quired to be produced from Grade A raw product suppbes The second
source of milk for manufaeturing uses 15 the excess of Grade A milk
over market requirements for the Class I produets, including fluid milk,
fluud eream, and most of the related items referred to as *‘flud byprod-
uets 7’ In recent years, the relative proporfion of milk availahle for
manufacture from these two sourves has ehanged drastieally In 1950,
for example, over 75 percent of the total was reported from manufae-
turing milk sources, by 1961, this proportion had dropped to less than
50 percent

‘With the exception of a brief period m the carly 1950’s, when manu-
facturing milk prices rose 1n response to the inereased demand resulting
from the Korean ecrisis, the prices recerved for milk for manufacturing
purposes 1 Cahfornia have remamed relatively constant These prices,

27)



28 ASSEMBLY INTERIM COMMITTEE REPORT

contputed on the bass of 38 percent milk fat and £ob San Joaquin
Valley plants, were $3 26 per hundredweight 1n 1950 and $3 49 per
hundredwerght m 1961, respectively During this 12-year period, prices
of other products, meluding mput factors such as feed, labor. and
equupment, which a=e costs to dairy men, as well as the priees of class
T nullk, mereased at @ more rapul 1ate than Qid the prices ot nulk for
manufactuting purposes This, of course, has led to an mereasing cost-
price squeeze on California dairy men produeimg such mulk

In addition to thix dilemma, an additional problem has developed
recent years that has posed a threat to the eontinued stabihty of the
price structure m the Califorma dairy mdustey This has been referred
to as the problem of ‘*unregulated Grade A mulk *” Under exmsting law
prices for Grade A milk purchased by distributors are subject to price
regulation through the Bureau ot Milk Stabilization of the Department
of Agreulture The law further states that cach distributor must have
a contract with each of his producer-suppliers The basie conditions of
these contracts must stipulate (1) the total amount of milk to be pur-
chased for any period and (2} the quantity within this total amount
that will be paid for Class T The first of these quantifies has beeome
knewn as the *‘eontraet,”” while the latter 15 commonly termed the
“(lass I guavantee ” In the past, it has been the practice of distribu-
tors to accept the total produetion of hiv sappliers, regardless of
whether this excesded {he amount speeified wn the contract Normally,
under these proeedmes such “‘over-contract™ mlk was pard for at the
prevailing lowest elase priece More recently, however, there have been
questions as to (1) whether a ditributor i, 1 fact, required to take
supplies m exeess of contracted quantities and (2) whether such over-
contract nulk comes withim the jurisdiction of the state pricing agency
As a result of this latter question, there have been reports that over-
contract nulk, under the asswminption that 1t 1s **unreculated.’” has been
sold at prices substantially below the lowest use price established by
the Butean of Milk Stabilization, which, mn tarn, s normally at levels
consistent with priees pard for manufacturmg grade milk supplies

As g consequence of the above—the velatively low rate of return for
manufacturing milk and the problem of unregulated Grade A milk
supplies—several producer assoetations have rased the question of the
feasthibity of some {3 pe of state-admimstered program which might be
expeeted to have a salutary effect on their ceunonne well-bemng

Summary of Teshmony

It was brought out at the hearmgs that producers of manufacturing
milk i California are in an unsatisfactorv economie situation because
of the disparity hetween the production cost and the price recerved
Senate Bill 40 had heen drafted with the purpose of unenng all milk
for manufacturing uses with a elassified price svetem sumlar to that
m use for Grade A milk By so dving, 1t was hoped that this would
bring abont improvement i 1eturns to producers who supply milk for
manufacturing purposes At the same time, 1t was pomted out that the
regulation of all nulk would tend to elnninate problems caunsed by un-
regulated Grade A milk supplies A representative of the Department
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of Agriculture had expresced the opimen that Senate Bill 40 was work-
able and could serve satifactorily as enahling leaislation for the mdus-
try to establish mmmimum prices for Grade B or milk for manufacturing
purposes

As a rosult of extensive hearings and heated debates on Senate Bill
40 while i ecommittee durmg the 1861 session, 1t was deeided that
testimony on this resolution would he hmited to new evidence, thereby
avoiding repetition of arguments previously presented

Approximately 40 pervent of the total commercial milk production
of Califormia 15 utiized for manufacturimg purposes Of this amount,
about half 1s supplied from ‘*excess’” Grade A production and the
remainder from Grade B or manufacturing milk Thus, these two
sources of supply of muk for manufacturing are in direct competition
for the *‘market’’ for daiwry products Inasmuch as the Grade A portion
of this supply comes under the price jurisdiction of the Bureau of
Milk Stabilization but the (trade B, or manufacturing, portton does
not, certamn nequities appear to have resulted in the returns to some
producers of manufaetnrmg milk

It wag the opuien of some producers that the bleak situation of the
manufacturmg milk producer 15 not only Ins own problem but 1s also
the coneern of the niarket milk producer The following program was
offered as a possible solution

1 To authorize the application bv the Director of Agriculture of
marketing guotas tv all flurd milk producers in California, based
on production and sales mn the years 1961 and 1962
To authorize the pooling of veturns for all such quota fluid milk
on a statewide basis
3 To authorize the pooling of all overquota fliud milk and all manua-

facturig nulk on a statewide basis, with all manufacturmg milk

accounted for as Class IT usage and all overquota fluid milk ae-

counted for as Class I1T usage

o

Such a quota program met with much opposition as too highly restric-
tive of tree enterprise

The belief was expressed by some that the present milk stabilization
law was serving the mdustry well but that 1t might need some adjust-
nent to bring about eqnty to all producers This was preferable mn
the minds of some producers to enacting a new statute for the control
of manufacturmg mlk The problems facing the producers of mauu-
facturig grade milk in Cahiforma, some believed, were similar to those
faced by such dairymen i other parts of the United States. The
market for therr milk has become more limited and the prices they
receive have dropped vonsulerably Inereasing quantities of manufac-
tured dairy products have been purchased hy govermment at support
prices which wele reduced on Apml 1, 1962, by 29 cents per hundred-
werght of mulk

It was reiterated that the mtent of the milk stabilization law 1s to
provrle an adequate snpply of mulk to the consumer at a reasonable
prire However, 1t producer prwes are set too lgh 1 some aveas be-
cause of high costs, 1t wounld scem that the consimer 15 penalized and
the mtent of the law 15y subverted Perhaps the law should be reworded,
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it was suggested, so as tu supply the consumer with milk at the lowest
reasonahle price

Opposttion to the regulation of manufacturing milk was expressed
by a representative of the Daiwry Institute of California, who gave the
followng reasons

1 The existing milk stabilization law already delegates authority to
the Director of the Department of Agriculture to establish mini-
mum prices on all Grade A milk, and 1t 13 mmportant that he
exercise authority under the present law rvather than encourage
further amendments to the Agricultural Code

2 The establishment by the State of mummum prices for Grade A
nulk has been largely successful and has been justified as bewng
m the public mterest, however, the same cannot be done for
Girade B, or manufacturing milk, because the conditions and scope
of the market are qute different.

3 As a result of the federal price support program on dairy prod-
uets, there are unlimited supplies available from out-of-state
sources, and 1t 18 not m the public mterest fo force higher prices
upon consumer when purchasing products upon which he has
already paid taxes for federal purchase and storage

He further contended that dairy processors generally believe, contrary
to contentims of the architects of Senate Bill 40, that the plan con-
tained in the hill 1~ completely and totally unworkable and would be-
come a liability rather than an asset to the dairy industry

In conjunction with this study by your committee, and with the
support of the commuttee, the State Department of Agriculture entered
into a eontract with the Umversity of California, Giannim Foundation
of Agricultural Economies, to earty on research relating to the pricing
of milk for manufacturing nees

The present research project 15 designed to investigate procedures
which might be used to establish minunum prices for milk for manu-
facturing uses The specifie vbjeetives of the research are

1 To analyze and evaluale the basws for establishing different use
(price) classifications for milk for manufacturing purposes and
to determine the appropriate number of classes for such milk n
Califorma markets

To develop provedures for estimating approprate price levels for
mlk used for dairy product manufacture

3 To devise a method whereby payments for mulk for manufacture

can he ““pooled’ to provide uniform returns to all producers

(84

Work on this research project 1s still i1n progress and has not yet
reached the pomnt at which conelusions or recommendations ¢an be made
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PURCHASE OF OLEOMARGARINE FOR STATE INSTITUTIONS
(A B 35B—REES, 1961)
The Proposal

Assembly Bill 358 would have amended Section 656 of the Agricul-
tural Code, which presently authorizes the purchase of colored oleomar-
garine for use in state mstitutions whenever the State 15 informed in
writing that government holdings of butter cannot be purchased or
acquired by the State As amended, the bill would anthorize the pur-
chase of colored oleomargarme for use in state mstitutions only 1f fed-
eral-government-held butter could not be acquired at the same price
or lower than oleomargaruie, or without cost, of the quality, mn the
quantities, and upen delivery terms consonant with the State's need
In short, the amended section would pernut no hutter to be purchased
for use of state mstitutions unless such butter purchases could be made
at prices comparable or below current prives for oleomargarine

Legnlation of a similar nature had been mtroduced at several regu-
lar sessions of the Legislature and had failed m each case Although
1t was generally felt by committee members that the subject matter of
Asgsembly Bill 358 was not of vital sigmificance, 1t was deceaded that, in
fanness to the author, testunony relating to it should be heard Nine
withesses were heavd at three hearmgs of the Committee on Lavestock
and Dairies—Anaheim, October 4, 1961, Stockton, September 11, 1962,
and Sacramento, November 9, 1962 Most of these witnesses stmply indi-
cated opposition to the bill

History and Statement of the Problem Relating fo
the Use of Butter i State Institutions

This 15sue eoncerns an amendment to Section 656 of the Agrieultural
Code Currently, this section reads as follows

‘“Section 656 No mmitation milk preduct shall be used 1 any
of the charitable or penal mstitutions that recerve assistance from
the State, provided, however, that whenever the State 1s informed
mn writing that government holdings of butter eannot be purchased
or aequired by the State the Department of Finance may purchase
for use in state mstitutions colored oleomargarime when requested
to do so by the director of the department having control of any
state institutions for which such produet 15 intended *’

The proposed changes to be made by Assembly Bill 358 would effec-
tively amtend this provicion so that »e butter eould be purchased for
use of such mstitutions unless such butter purchases could he made
at prices comparable or below current prices for oleomargarine

Similar bills had been proposed at the 1951 Legislative Session (As-
sembly Bill 2717) and at the 1959 Regular Session (Assembly Bill
1472) but in both cases aroused little interest, nor has there been muceh
mterest expressed 1 the current bill

(31)
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Arguments

Among the arguments presented m opposition to Assermbly Ball 358
were the following

1 Inerease in production of butter between Apml 1961 and April
1062, production inereased 47 percent; during the first four
months of 1062, production of butter was 198 percent greater
than 1 the vorresponding period of 1961
Government stock of butter at the end of May 1962 was 337 million
pounds, compared with 48 nullion pounds m eommereial holdings
3 Estimates for 1962 milicated that butter production for that year
will approximate 1,600 mmllion pounds and that eonsumptron will
he 1,400 nullion pounds (at the 1961 per capita rate of 7 5 pounds),
thus adding a further 200 million pounds to government stocks

(4]

Altheugh a representative of the California Edible Oils Committee
appeared at several ot the hearmngs, he mdicated that his organmization
teok no stand on this bill

Statistical data presented i testunony imdicated that in the past
seven years relatively Little butter had been purchased by the State for
use 11 charitable and penal institutions Presumably. the State has been
mformed in writing that government holdings of butter could not be
purchased durmg most portions of this period The attached Table 4
mdicates, however, that some butter has been purchased 1 the last
fiscal vear, specifically during the period of April through June 1962
Also mdicated on this table 15 the fact that during the period begimning
with fiscal year 1957-58, approammately 35 nmillion pounds of butter
have been donated to state mstitutions by the S8urplus Property Agency

TABLE 4
ch of Ol garine and Butter for, and Donations
of Butter to, State Institutions
Purrluses of oleomaigriine and hutter for state institutions
D of
butter to state
Colored oleomargarine Butter wnstitutions
Ingeal year Pounds Dullars Pounds Dollars Pounds
7,1,55-6730/5 - 345,454 58,09 S1 -— — a
771/56-6G/30/57 - 921392 180.4N6 B4 - - a
7/1/57-6, 30758 - 551,03% 08195 20 154,070 103757 71 874 02”
7/1/58-6 140754 - 400,540 57 845 OF - — 1,038,716
7/1/59-6,30, 60. 1,156 121 183 331 36 - -- 202,858
7/1,/80-6 30,51 - 1348 249 200 932 35 - - 507,500
7/1/61-8 30,G2b___ 826,247 134 306 93 239,070 162,592 98 687,722
Totl._________ 5,549,122 928,318 35 393,140 266,330 69 3,401,722
7/1/62. - - - 89 700 61,181 00 -
2 Data fm butter dantons not v alable for 1935-56 and 10%0-57 nscal reas
B Oleomugaim. puchased July 1961 theomeh B 1ch 1462 hutter puichised dming period Apal through

hme

Sourges  Purchwes Niom stite pwchasing agent Bottor denations from Swplus Propeity Ageney  alifornia
Deputment of Education



Chapter Four

COST OF LABOR IN THE PRODUCTION OF MILK

(HR 429--BRITSCHGI, 1961)
The Scbject

The Assembly Interim Commitee on Livestock and Daires was di-
rected to study all of the factors involved 1 the cost of labor n the
production of nmulk In the course of 1ts study, testimony was heard on
the subject at four hearings of the committee—Anaheim, Petaluma,
Tulare and Sacramento.

History and Statement of the Problem Relahing to
the Cost of Labor in the Production of Milk

House Resolution 429 by Mr Britschg: 1s stated as follows:

““Resolved by the Assembly of the State of Califorma, that the
Asgembly Committee on Rules 1s hereby divected to assign to an
appropriate mtertm committee the study of all taetors involved
1 the cost of labor m the produetion of nulk, and to direct such
committee to report thereon to the Assembly not later than the
tifth legislative day of the 1963 Regular Session ™’

Summary of Teshmony

The hearings brought out the fact that labor 15 the principal element
in the eosts of mulk processmg and distribution Based on a sample of
Californa plants, labor eosts represented nearly 45 pereent of distribu-
tion costs of wholesale sales and almost 65 percent of the total expense
of making retail sales This 15 consistent with studies made 1 other
parts of the United States where payments for labor averaged about
vne-half of the gross margins of milk distributors

It was pomted out that this high percentage of labor costs was not
unusual for an industry where services arve an mmportant part of the
function performed. Analyses of the cost components of the bread in-
dustry, for example, would probably show similar results An mterest-
mg sidelight of the hearmugs was that 1t was evadent that idustry and
labor m Califorma enjoyed favorable relations, m contrast with other
parts of the nation

Assemblyman Carl A Britschgl, sponsor of the resolution, indicated
greater concern with the cost of labor m distribution than mn produe-
tion, statmg that one of the basie problems involved 14 the fime lag
between industry cost changes and price changes established by the
Bureau of Milk Stabilization

Statistical data were presented by the Department of Agreulture
which showed that, sinee 1956, labor costs per hundredweight of malk
produced m Cahfoinia have dechned, while wage rates have mereased
In milk distribution during the same period, lahor costs per quart of
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milk delivered have increased less rapidly than wage rates These dif-
ferential rates of increase are the result of growths in efficiency m both
milk production and distrthntion The statement prepared by the De-
partment of Agriculture follows

“LABOR COST IN THE PRODUCTION OF MILK—DATA PREPARED BY THE DEPARTMENT
OF AGRICULTURE FOR THE LIVESTOCK AND DAIRIES INTERIM
COMMITTEE ON HOUSE RESOLUTION 429
OCTOBER 5, 1961

““In 1956 the department prepared data for an interym commit-
tee study on the siuhject of Iahor cost in the production of milk
The data presented at that time has been bronght up to date A
comparison of this current data with 1956 data reveals that an out-
standing merease 1n lahor efficieney has occurred on the dairy farm
during the last 6 years Table I [5] and Table IT [6], which are
attached hereto, contamn this data for 4 mportant milk pro-
duction areas of the State Wage rates have mereased approxi-

TABLE 5
Milk Production Costs per Hundredweight of 3.8 Milk for Desi d
Areas of California, July 1, 1960, to June 30, 1961
San Joaquin | Szeramento Metrapolitan
Valley Valley North Bay | Los Angeles
Dollars
Costs of wages 1n producing a hundredweight
of 3 8 percent mulk
Average wage rate for nulkers and labureras
Rate. 410 390 380 526
Cost per hundredweight . 71 88 89 84
Average wage of milhers._._ _____________ 439 420 402 570
Average wage of laborers_._________._____ 347 325 342 400
Percent of total costs represented by cost
of labor__ . 16 18 18 16
Feed custs
Average fved custs per hundredweight. . .. 2 54 2 45 2 69 284
Percent of total costs_ ... 54 50 53 54
Other costsl
Average other costs per hundredweight . __ 140 159 148 149
Percent of total costs_ . u oo io. aoooooo an 32 29 30
Total uulk production eosts®____ _________ - 473 497 5 08 524

T Funuly mem'ers are meluded al the rate pad hucd emplovees Prerequisltes are included for example,
housimg  milk ulilities ete
Other tosts 1e lerd tenlacement taves and insurance depreciation, operating expenses awd return on
imestment
*Fob paducer's loeatin, no standhy cost ncluded
Source Ca'sfima Buteau of MLk dtainhizition Standard Production Cost Suney
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mately 12 pereent i the Southern Califorma area and approxt-
mately 11 percent to 18 perecent m the major Northern Califorma
areas sinee 1956 Despite these wage increases, the labor vost on
the farm per hundredweight of milk prodneed has declined 2 per-
cent i the Southern Califormia area and from 16 percent to 20
percent mn the 3 Northern Cahifornia areas

“Gymifar data for labor cost m milk distrbution were prepared
1 1956 These data have been brought up to date as of 1961 and
are included 1 Table ITI [7] and Table IV [%] which are attached
hereto

““Despite the fact that wage vates in flurd mulk distribution have
mereased 23 percent to 35 percent siee 1956, labor costs per guart
wholesale have mnereased approximately 12 percent and for milk
delivered on retail home dehvery routes the increase has been ap-
proximmately 22 percent These data indicate that labor efficiency
has also maproved substantially m flind milk dwstmbution snce

1956

TABLE 6

Milk Production Costs per Hundredweight of 2.8 Percent Milk for Designated
Areas of Californa, July 1, 1955, to June 30, 1956

San Joaguin | Sact unento Metropolitan
Valley Valley Nurth Bay | Los Angeles
Doliars
Costs of wages in producing 3 hundredweught
nf 3 8 percent milk
Axerage wage rate for mulkers and Liborers e
Rate.___ 347 330 335 469
Cost per hundredweight. - a2 105 108 86
Average wage of nulkers__.___ ___ ___ __ 365 335 325 475
Average wage of lahorars_______ ___.___ 308 280 235 255
Percent of total rosts representcd by eost of
labor. L - 19 21 20 18
Feed costs
Average feed costs per hundredweight______ 2 66 2 66 286 201
Percent of total costs_ ... ________ 55 1 53 517 55 9
Other costs®
Average other costs per hundredweight. . _ 117 122 122 132
Percent of total costs________._ ... 24 2 24 3 233 225
Total mulk production costs o_ - 4 82 501 522 5 20

a Fumuly menbets aee tacluded at the rate pawd bured employees  Prerequisites are weluded, for evample

housing nulh utulties ete

® Other eosts are herd replacement, taxes and msurance depreciation, nperating expemses, and veturn on

mosiment
S Fuh producer s loestion no stindbs cost ancluded
Source Califorma Burean of Milk Control, Cost Surveye
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TABLE 7

Percentage Analysis of Total Distribytors’ Costs Exciuding Raw Product, Margins,
and Tax Allowances—Average for Eight Plunts, 19561 &

‘Wholesale Retad
Average Average
cost. Percent of cost Percent of
ver quart, Iabor tu Per quart, labor to
fiber—duollarsy total glase—dwllarsy tutal
Procesging costa
0092 24 80 0115 47 72
0270 75 20 0126 52 28
0371 100 00 0241 100 00
0173 69 76 0721 73 74
0075 30 24 0231 21 26
0248 100 00 0952 100 00
General and adinnistrutive costs
Labar __ 0079 45 14 0131 51 98
Other__ 1096 54 86 M21 48 02
Tatal _ 0175 100 00 0252 100 00
Total fabor costs. - ______ . ___._____.. 0344 43 32 ass7 66 92
Tutal other eosts_ - .o ... _.. 0450 58 68 0478 33 08
Total dustributors’ costs_ .. 0794 100 00 1445 100 00

® Inciwdes toa plints each n Alameda-Uonira Costa, Sacrament, Fiesno, and Los Angeles marketing areas,
hasd on 1949 and 1960 cost studies adusted to 19b1 wige rates
TABLE 8

Percentage Analysis of Total Distributors’ Costs Excluding Raw Product, Margins,
and Tax Allowances—Averago for Eight Plants, 1956 &

Whol sale Retatl
Aserage Average
st Percent of cost Percent of
per quart, labor to per quart, labor to
fiber—dollars total xluss—dollary total
Processing costa
0008 20 80 0001 4313
0259 79 20 0120 56 87
0327 100 00 0211 100 00
Delnery costs
Labor. 0167 69 20 0574 72 38
Other 0074 30 71 0219 27 62
Total .. . 0241 100 00 0793 160 00
General and adimmstratn e costs
- 0071 2 99 0125 o1 85
non3 47 Ot 01T 48 35
“Tutal. N34 100 00 0242 100 00
‘Total lnbor eosts. . . o _o..o oo oo . 0306 43 59 0790 63 40
Total other costs__ 0396 56 41 0156 36 60
Total distributors’ cost- oo oooooo 702 100 00 1246 100 00

# Inefudes L0 plants each 1 Alumeda-Contra Costa, Saciamento, Fresmo, and Los Angeles markeling areas
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A comparison of data for California with the results of a US. De-
partment of Agrirnlture study of the eust components of milk distri-
bution 1n the United States indhcated that labor costs i Califorma ave
probably a smaller percentage of the total cost component than is indi-
cated in the US Department of Agriculture study It was suggested
that the probable answer to why unit labor costs have not been mn-
creasing as fast as wage rates 15 the very high rate of adoption of
laborsaving equipment 1o the dairy mdustry As a result of this, mter-
est and depreciation on capital equipment are now much larger com-
ponents of vost than they onve were This trend seems to have worked
m favor of the large distributors This comparison 15 given m Figure 1

1 2 percent taxes
123 percent 9 8 percent msurance
repairs, rent, and
depreciation

56
percent
operahing
supphes

13 4 percent
containers

77 percent
net margin
before
Income taxes

49 5 percent
salares,
wages, and
cammissions *

FIGURE 1

Pistribution

Gross gin: C Costs for Sel d Dairy Firms, 1959 *
{January to June average)

a Recorda of between 75 and 83 privately owned and chiefly single-plant firms were
used They are selected as “typical” firms Very small firms, vely large firms,
ational chams, and producer-distributors are not mnclude
b Includes state unemployment, federal old age, workmen's compensation, and em-
prloyee benefits
Source U S Department of Agriculture, Milk Iistridbutore Sales and Costs, April-
Junse 1968, p 4
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A representative of the California Teamsters Legislative Council re-
viewed some of the changes m the dairy industry in the last 25 years
and pomted out that since the 1930's there have heen substantial im-
provements 1 workmg conditions as well as the development of bene-
ficial labor relations Although there has not been a large inerease m
the amount of milk delivered per driver per day, he suggested that 1t
must be kept in mind that delivery 15 now on an every-other-day or
every-third-day basis Thrs means that the total number of customers
served per driver has been greatly mereased Stating that changes m
labor costs in the milk mdustry have nat been very different from those
m other related mdustries mvolving food distribution, he expressed
pride in the fact that 49 5 percent of the distribution margin 1s repre-
sented by wages and salaries.

The problem was ramed by Assemblyman Britschgi regarding the
zeneral lack of knowledge about what charges go into the price of a
quart of milk, particularly the labor eost component More public in-
formation on this subject was considered desirable



Chapter Five

ESTABLISHMENT OF A SINGLE GRADE FOR ALL MILK
PRODUCED IN CAUFORNIA

(HR 53—BRITSCHGI, 1962)
The Subject

In aceordanee with House Resolution 53, the Assembly Interim
Commnutttee on Livestoek and Dairies was direeted to study the problems
faced by the muk produeers of Califorma as a vesult of the lowermg of
1he level of price supports on milk by the federal government To be
mncluded 1w such a study 15 an mvestigation of the effects and feasibility
of legislation to provide for a smgle grade of mitk and to rawe the
standards of all darry products m Cahforma

History and Statement of the Problem

House Resolution 53 called for a study of the probable effects and
feastbhihity of legislation desigmed to-

1 Provide one grade for all milk produced m Califorma, mecluding
the methods by which this could be accomphshed over a period of
time so that no producer would be adversely atfected by requirmg
an mmediate change

Raise the standards of all dairy products by requiring that they
be produced from a higher grade of milk, to ensure a proper mar-
ket and return for the producer of this better grade of milk

n

As has previously been mdieated m this report, two grades of mnk
are produced i Califormia Milk produced te Grade A standards, re-
{erred to as market nulk, may be used for fluid products such as whole
mlk, skim mulk, flusd eream, and velated flurd byproducts Manufactur-
g grade milk, on the other hand, may be used ouly for the production
of those dalry vommodities which are processed into products sueh as
buttel, cheese. eyaporated milk, and 1ce cream

There are two major criteria by which these grades of mulk are dis-
tinguished First, Grade A milk must meet rigorous sanitary standards
with respect to such things as the maximum bacterial count and the
amount of sediment, as well as other quality factors, including flavor
Second, the conditions of milk production differ between the two grades
of milk The production of Grade A mlk must be under speeifications
established by the Department of Agriculture relating to the type of
barn that must be used, the storage of feed and other possible contami-
nants, and the prowvision for a separate rmlk storage room which must
also meet rigid specafications with respeet to type of equipment In
short, there is a substantial difference m the amount of original invest-
ment 1n production and milking facihities which results in added eost to
the Grade A milk produncer

There 15 merit to the argument that all darry produets should be
produced from high-quality nulkk Further, the question may well be

(39)



40 ASSEMBLY INTERIM COMMITTEE REPORT

asked If it iy necessary to protect the interest of consumers by re-
guirig that the milk they drink come from Grade A sources. why
should not the mulk from whieh they obtain thewr 1ce cream be of
equally high quality ?

It has been relatively easy to mamntain Califorma’s high standards
for 1imlk for flmd purposes The total supply of milk for Class T pur-
poses 1s produced within the state boundarmes, and, consequently, Cah-
fornia mspeetion gervices can effectively enforce Grade A milk require-
ments On the other hand, since Clahforma 1s defieit m the production
of many manufactured dawry produects, those products manufactured
from Califorma produced supplies must compete in the market directly
with those produced in other states It 1s apparent that attempts to
enforce restrictive standards for dairy produets shipped mto Cali-
fornia markets from out-of-state sourees would hardly be feasible

It 13 true that many major milksheds, particularly those 1 the metro-
politan areas of the Northeast, presently operate under conditions
under which virtually all of the milk produced is of a single grade
Two major factors are responsible for this sitnation, First, the sanitary
requirements, particularly those relating to produetion conditions, are
usually not as stringent as those imposed by the California Agricultural
Code, and the cost of *‘conversion™ to neet market milk requirements
is therefore not as great 1 those areas as in Cahiformia Second, most of
those markets operate under procedures involving either a marketwide
or mdividual-handler poeol 1ather than the mdividual plant pool baws
used 1n Cahfornia markets These wider hased poohing provisions make
it easier for producers to find an outlet for total produced supplies

Summary of Testimony

A representative of the Depurtment of Agriculture pointed out that
House Resolution 53 deals with the possible proposal of some wniform
standards of milk and dairy products and presented statistical data
which showed that production of Grade A milk had risen from 418
percent of the total 1n 1935 to 80 7 percent in 1961 (See Table 9)

The resolution had been proposed m an earnest effort to simphify milk
production m Califorma and to rawse 1ts standards through the estab-
lishment of a single grade It was hoped by this means to clarify con-
fusions now existing 1n the Grade A market and to avoud similar
confusion 11 the Grade B market However, abjectinns were ramed to
the development of a single standard grade of milk mn California on
the ground that this would penahize the manufacturing milk producers
too drastically All of them would be subjected to econwiderable hard-
ship. and some of them would be put out of business entively because
of resulting mcreased costs It was suggested that, since manufacturing
milk must face competition from manufactured products of other
states having lower standards (hence, lower costs), there should be some
means of protecting our producers against the importation of produets
not meelmg the same standards At the same time, there was also some
oppoesttion to the setting up of any barriers to the importation of dairy
produets from other states
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TABLE 9
Commercial Production of Market and Manufacturing Milk
1935-1961

Market otk Manufacturing milk Total
Million Percent Milkon Percent, Million
Year pounds of total puunds of total pounds
1,581 41 8 58 2 3,781

3 16 3 83 7 4,147

58 4 41 6 5,350

3706 03 6 31 4 5,R33

4,801 €9 2 30 8 6,037

6279 80 2 19 8 7.831

6,456 87 193 8,000

Souree Coliforma Lrap and Luesineh Reporting Senvice

It was learned that the US Department of Agricnlture 15 currently
developing standards for manufacturing milk which might he apphed
umformly by all states on a voluntary basis The question was raised
as to whether 1t would be possible to enact Iegislation whieh provided
that all dary products sold to eonsumers m California be made from
Grade A milk and no milk or milk produets epuld be mmported mto
Califormia from states which did not meet this requirement The ques-
tion was put to the Legislative Counsel for an opinion, which he gave
1 the folluwing language

“QUESTION

““You have asked whether the Legislature could require all dairy
products sold to consumers in this State to be made from Grade A
or other comparable grade of nulk whether made 1n this State or
elsewhere

“OPINION

“Yes, 1f the requirement does not unduly burden Iuterstate
commerce or otherwise violate constitutional guarantees

“ANALYSIS

“Grade A raw mlk is defined by Section 469 of the Agricui-
tural Code ¢ as

“““Grade A raw milk 18 market nmlk which eonforms to the
following minimum requirements*

““4(1) The health of the cows and goate <hall be deter-
mimed at least omce m two months by an official 1epresenta-
tive of a milk 1n~pectron service approved or estabhshed by
the director;

42y It shall be produced on dairy farms that score not
less than 80 percent on the dairy farm score card,

©(3) Tt shall he cooled mmmediately after bemmg drawn
from the cow o1 goat to 5 degmees Fahrenhert o less, and so
maintained until delivery to the consumer, at which time it

* All section references are to the Agr.cultural Code
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shall contain not more than 15,000 bacteria per mulliliter. All
persons who come m econtact with Grade A raw milk must exer-
cise serupulous cleanliness and must not be afficted with any
commiunicable disease or be m a condition to disseminate the
eerms of any communicable diseases hable to be conveyed by
nmilk The absenve of such germs in all such persons may at
the diseretion of an approved or estabhished milk inspection
service be determined by bacteriolngical and physical exami-
nation in such manner as may he prescribed by the director
and by such person or laboratory approved m writing by the
department, conducted at the time of employment and every
~1x months thereafter m a mamer approved by the director.”

‘Girade A pasteurized milk 1s defined by Section 470 as-

“¢ *Milk for Grade A pasteurized milk is market milk whieh
eonform to the following mmimum requirements The health
of the cows or pgoats shall be determined at least once m §ix
months by an official representaiive of a milk mspection serv-
ice approved by, or established by, the dwrector The mulk shall
be cooled immediately after being drawn from the cow or goat
to 50 degrees Fahrenheit or less and maintained in transit at
not to exceed the folluwing temperatures upon arrival at the
milk products plant, viz, 52 degrees Fahrenheit of transported
by tanker, 60 degree~ Fahrenhest 1f transported m cans, pro-
syided, however, 1t need not he covled to 50 degrees Fahrenheit
or helow 1f such market milk 15 delivered to the milk produet
plant within four hours atter production, and provided fur-
ther, that sueh market milk evinplies with the bacteria stand-
ard herein specified and 1 vovled mmediately upon arrival at
the milk produets plant to 50 degrees Fahrenheit or below
unless the process of separatn or pasteurization begins im-
mediately It shall be produced on dairy farms that score not
less than 70 pereent on the dary farm score card adopted by
the department and 1t shall contain not more than 75,000
bacteria per milliliter before pasteurization ’

‘Market milk” 1s defined by Section 451 as -

¢ ‘Market milk is milk which is supplied to the consumer in
the natural flmid state, or prepared for human consumption
without being converted into any other form or product and
shall ennform to the standards provided therefor m Chapter 3
of this division Eacept as otherwise specifically provided
““market nulk'’ mcludes ‘“market cream >’ ’

‘ As stated 1 In r¢ MeNeal, 32 Cal App 24 391, 395-396
* * A statute which 1s enacted under the police power for the
avowed purpuose of regulating che manufacturing and market-
mg of a eommon food prodnet 1n the nterest of public health
and general welfare should he upheld unless 1t clearly appears
to be unconstitutional ’
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The same court also quoted (p 396) the following from Schnud-
wger v Chicayo, 57 L Ed 364, 368

¢ “This eourt [Supreme Court of the Uwited States] has fre-
quently affirmed that the local authorities entrusted with the
regulation of such matters and not the courts are primarily
the judges of the necessities of loeal situations ealling for such
legislation, and the courts may only interfere with laws or
ordimances passed 1 pursuance of the police power wheie
they are so arbilrary as tu be palpably and nnmistakably in
excess of any reasonable exercise of the autbority conferred’

“ Legislation requiring all dairy poduets sold to consumers in
this State to be made from Grade A or other comparable grades of
milk could, 10 our opnuon, be so drafted as to clearly relate to the
protection of the health of the citizens of this State and thus con-
stitute a vahd exercise of the police power (Powell v Pennsylvama,
82 L. Ed 253; Pucific Coast Dauy v, Police Court, 214 Cal. 668,
Dean Mk Cvmpany v. Madison, 95 L. Ed 329, 333-334, and sec
22 Am, Jur 850 et seq ).

**The application of this requirement to dairy products made
vutside this State as well as those made 1 this State may rase the
question of burdemny mterstate commerce Ilowever, it 15 well
recognized that a state may protect the health of its citizens by
reasonable nondisermminatory legislation applicable both to inter-
state and ntrastate commerce (Reid v Colorado, 47 1L, Ed 108,
115); and may exclude milk from the State 1t necessary safe-
guards of health have been omitted m its produetion (Baldwin v.
Seely, 79 L. Ed 1032, 101 ALR 35, 61, Dean Mk Company v.
Madison, above).”’

1t was the argument of some that any action at the present time with
respuct to the establishment of a swgle grade of milk would be pre-
mature and might preciprtate further problems The industry seems
10 be moving m the direction of a single grade of mmlk in the normal
course of events, by 1975, 1t was projected, 95 pereent of all milk pro-
duced would be Grade A—and without legislation

The suggestion was made that, i the course of 1esearch now being
done on problems of manufacturmmg nulk, due consideration also be
given to the effect of differential factor costs on the Cahforma dairy
mdustry
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OTHER PROBLEMS

UNREGULATED GRADE A MILK
The Subject

The problem of unregulated Grade A milk developed two or three
vears ago as the supply of nulk mereased Imitially, the supply of
surplus was mmor but has now grown m qyuantity so that excessive
amounts are being moved nte manufaciuring cutlets at price levels
whieh canse problems with respeet to manufacturing plant prices for
regular Grade B manufacturing nulk The question has been raised as
to whether the Bureau of Milk Stahihzalion has the authority to regu-
late the minmum price of millk moving to manufacturing plants not
licensed as flud milk distributors Varymg legal opimons have been
vhtaed regarding the authority of the hureau to act i the matter,
so that a ¢laufication measure seems to be 1 order Thus, it it 15
determmed that this malk should be regulated, the milk stabilization
law should be amended accordingly, if 1t 18 determmed that there
should be no regulation, then this should be made explicatly clear

Summary of Teshmony

Some wiineswes argued that the present milk stabilization law gave
the burean authority to regulate all Grade A milk, therefore, no fur-
ther legislation was needed The only problem relatmg to this wssue
lay 1 obtaming a mote adequate definition of *“distrabutor’’ to nclude
a person who purchases fluid milk selely for manufacturing and sells
only the manufactured product

Producers’ representatives for the most part felt that the milk sta-
bihzation act has failed to achieve stability when 1t fails to regulate
all Grade A milk-—that any market mik handled through unregulated
channels undernmines the prineiples of the act These argued for clar-
1fy iy legislation which would (1) priee all Grade A mlk under the
present classified prieing method based upon usdage and (2) place those
buyers of Grade A milk who are not now subject to audat, boud, ete.,
by the Bureau of Milk Stabilization under the same control as con-
ventional milk distributors By this means. mequities artang from
unregulated outlets would be elimnated

The above arguments focused attention on the advisability of prie-
mg Grade A nmuilk used 1 manufacturing and the guestion of whether
existing provisions 1 the Agrieultural Code are adeyuate to provide
price jurisdietion over all Grade A supplies Clarification of the defin-
tion of *‘distributor’’ w1 the present law appears to he necessary before
this can be decided At present a distributor 15 defined as anv person
who handles market mlk, but 1t 15 not ¢lear whether this ecovets persons
who handle Grade A muk for mannfacture wtoe producty for sale as
produnets For purposes of elarification, an opiuion was asked of the

(44)
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Legislutive Counsel on this matter The question and the answer thereto,
as well as the analysis, follow

“QUESTION

“You ask whether the language of Section 4216 of the Agn-
cultural Code could be changed to make it absolutely eertam that
a person 1s a custributor if he purchases fluid milk solely for man-
ufactwmg and only sells the manufactured product rather than
sellmg the milk m ats flmd state

"OPINION
“‘In our opwnon the answer 18 m the affirmative

“ANALYSIS
*‘Section 4216 * provides, m part, as follows:

FC04216 ¢ Distrabutor’” means any person, whether or not
such per-on 1s a producer or an assoeiation of producers, who
purchases or handles fluxd milk or fluid eream for sale, -
cluding brokers, agents, vopartnerships, co-operative corpora-
tions and mcorporated and unineorporated associations !

*“The guestion 15 whether the language ‘who purchases or handles
flind malk or flmd cream for sale’ means only for sale m s omg-
wnal form as flurd nulk or fluid eream, or whether 1t means for
sale m any form into which it may be econverted by the origmal
puchaser

*‘The question bas not been decided by the courts and judieial
decisions provide grounds for arguing for either construction.

“*The Director of Agriculture, by Chapter 17 (commencing with
Section 4200) of Division 6 of the Agrieultural Code, 1s author-
1zed to provide for the stabilization and marketing of fuid milk
and fluid cream, meluding the mumimum prices which munst be paid
to producers for such milk o1 ereamn However, such mmimum price
provisions are specifically made applicable only to ‘distributors’
(see Secs, 423C, 4230 5, 4231 and 4280).

**The problem 1 interpreting the defimition of distributor ean
be Hlustrated by an examination of two cases

“In United Mk Producers v Cecil (1441), 47 Cal App. 2d 758,
767, the court approaches the interpretation of this defimition (of
distributor) from the standpomnt that the milk eontrol laws should
be eonstrued to guarantee to the producer the preseribed mimimum
price, irrespective of how he places ns fluid milk upon the market,
on the basis that unless the producer 18 so protected, the supply
of wholesome mulk for the public 15 endangered (see Sees. 4201
and 4204, and Jersey Maid Ak Products Co v Brock, 13 Cal
2d 620, 653; Knudsen Creamery Co v Brock, 37 (al. 24 485, 491)

“*Applymy this Iine of reasomng to the sitnation m uestion, 1t
could be concluded that, irrespective of the form m which a pro-
ducer’s fluid milk reaches the market, the producer 1s guaranteed
the mmmmum price Thus, whether the mulk 15 ultimately sold as

* All section references are to the Agricultural Code
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hguid milk or in the form of a manufactured product, the pur-
chaser for such sale 1s a distributor of that milk and must pay
the producer the applicable minmmum price

“‘Under this constiuetion the producer of flud milk would re-
celve a prescribed price for all mitk produced under the preseribed
standards for market milk This construction would effectuate the
purpose of milk regulation as stated by the eourt in the Cecil case

““On the other hand, in the case of In re Willhmng (1939), 12 Cal
2d 591, the court, disenssing the defimtion of distributor as found
m Section 735 3. the predecessor of Seefion 1216, stated (at pp
59A-597)

‘The other exeimption upon whieh petitioner relies mn sup-
port of his claim of uneconstitutiomalitv—the exemption of
those purchasing milk trom producers for manufacture mto
dairy products—results from the faet that seetion 7375 re-
quires a hond and license of ‘*dastributors > The ferm drs-
tributor, as defined by Scetion 735 3, subdwvision f, refers to
distributors of fand walk and cream, and does not mclude
those who manufacture and sell dawry products. . ° (Em-
phasis aldded)

“Neither of these cases, 1 our opion, 18 decisive of this issue
for m nerther case was the decision of the court on the question
here posed The Cecil case is distinguishahle m that the issue of
the case was not concerned with fluiid milk used solely for manu-
facturing but rather the price to be pard by a co-operative market-
mg association for flurd milk venerally And the statement of the
court in /n re Willmg as to the interpretation of the term ‘dis-
tributor’ was made 11 discussing an issue which the eourt disposed
of by holding that the petitioner in the ecase could not properly
raise the 1ssue

“*Thus, any question as to whether a person who purchases flud
milk solely for manufaeturing 1« purchasing or handling fluid
mlk for sale and would therefore be held to be a distributor
withm these provisions, could be elimmated by legislation amend-
ing the definrtion of distributor 1n Section 4216 >°

INSPECTION OF DAIRY FARMS AND MILK PRODUCTS PLANTS
The Subject

The matter of establishing umiform inspection of dairy farms and
milk produets plants has heen under consideration for a number of
vears It was the subject of Senate Bill 906 (1961), a proposal to
establish administrative authority for all milk mspection with the
State The mspection was to be condneted by the director through
approved mulk 1nspection services or other authorized agents function-
mg under the supervision of the director Senate Bill 906 was passed
by both houses of the Legislature 1n 1961 but was not signed by the
Governor.
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Summary of Teshmony

There was general approval of some form of legislation calling for
umform mspection throughout the State under control of the Depart-
ment of Agrieniture Such a program would eluninate duplications 1w
mspeetion and would constitute a part of the State’s qualty program,
primarily in the public mterest

Mr. Russell D Ruichards, representative of the California Farm
Burean Federation, which had sponsored Senate Bill Y06, urged the
drafting of a simlar bill and pomted out that the objectives sought
through such legislation are

1 To have an inspection system m Califorma that wounld afford com-
plete protection to the consumers of milk and dairy products

2 To make provisions whereby an ispection program can be de-
veloped and can evolve that will operate with a maximum degree
of efficiency and economy

Mr Richards further outlined the prmeiples guverning such legislation,
as follows:

1 That nulk mspection 13 primarily in the interest of public health
and secondarily a service to the industry

2 That the cost of milk mspection should be sustained out of the
State (teneral Fund

3 That the responsibility for the admimstration of the milk mspec-

tion program should rest with the State Department of
Agriculture,

Some differences were evident in the sugyrested methods by which
state mspection should be financed, some behieving that the mdustry
should pay the cost, others that the expense should be paid out of the
State General Fund, as above stated One propused plan regarding
responsibility for mspeetion amd mspection eosts 1s detailed here.

1. All inspection shall come under the jursdietion of the Depart-
ment of Agriculture

2 TInspection costs.
a. The plant shall bear the cost of providing sampling, analyzing,
and recordimg the results with the department
(1) The plant laboratory technicians are to be licensed by the
State of Califorma
(2) The state mspector 1s to be requested to take check samples,
(3) The dawry plant 1s to be licensed and scored by the state
mspector

b. The State shall assume the cost of polieing and enforcing laws
poverning the dairy plants

¢. Dairy plants without facilities for sampling and reportmg shall
make arrangements with the department for cost of plants

d. Cost of inspection of processing plant’s price on consumer level
shall remam the responsibility of the depariment,
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EXTENSION OF STATUTE ALLOWING LOW-FAT (2 10) MILK
The Subject

Authorization for the production and marketing of the 210 mulk
produet terninates at the conclusion of the 1963 session of the Legis-
lature If produetion and marketing of this product 1s to be continued,
the extension of such authorization would be required.

Summary of Testimony

A representative of the Department of Agricnlture stated that sta-
tisties available smee the product went on the market on April 1, 1962,
show an 1neredsime acceptance of the product without apparently mak-
g mroads mto the market for fluid milk or skim mlk It would seem,
therefore, that the product 18 not proving to be a substitute for fluid
mlk

The general consensus was that the produet had obtaned consumer
acceptance and had hecome established Some questim arose over its
pricimg at 1 cent below the price of whole milk, but 1t was understood
that this was a temporary arrangement until enough time had elapsed
to determme the level of sales volume Revision would then be made
as required by the situation

LICENSING OF LABORATORIES DOING CHEMICAL ANALYSIS
FOR RESIDUES IN HAY
The Subject

Because of ‘‘zero’” tolerance standards established in 1960 by the
U S Department of Agriculture for milk and dawy products, pro-
ducers eagerly seek to purchase feedstuffs which are as free as possible
from chenueal residues Consequently, they now reguare hay dealers to
furnmsh them with certification that the hay bemg purchased has been
tested and found to be within maximum official tolerances for pesticide
residues n feedstuffs fed to dary cattle To meet this requirement, hay
dealers have been using the services of a number of mdependent eom-
merecial lahoratories 1 the State These laboratores are not presently
licensed by the Department of Agriculture, nor are there any wiform
regulutiony concerning their sampling and testmg procedures As a te-
sult, considerable variation exists m the techmques employed by the
varwus laboratories

Summoary of Teshmony

Simnce the sampling techniques and testing procedures vary from one
lahoratory to another and since such variances could possibly contribute
to mulk producers’ eonfusion and financial loss, 1t was argued that the
Legislature should require that all lahoratorles doing chemical analysis
for residues m hay be heensed by the Department of Agriculture Such
a licensing procedure should assure the technical ability of sampling
and testing personnel in their use of approved sampling and testing
equipment Furthermore, 1t was argued, standard procedures of ana-
lytical methods ought to be established on & umiform basis Some ques-
tion arose, however, as to whether the Department of Agriculture or
the Department of Publiec Health was the appropriate state ageney to
do the licensing and patrolling.
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Representatives of the West (oast Hay Dealers Association cited
present meonsistencies in samphing and festimg procedures. Some 1abo-
ratory testers, they said, are competent, others mcompetent With un-
vertam standards, hay dealers have no assurance that they are not
m violation of the Apnwenltural Code They argued that. smce they
are under state regulation regardmg the tolerance levels of hay sold,
they should be protected by state hicensing of laboratories whieh do the
testing

Representatives of two different associatione of laboratories eautioned
agamst too hasty legilation on this e and suggested that commer-
etal laboratories would co-upetdte 1 every way with unniiersty exten-
ston and the state health department on samples, tests, ete However,
1f heensing were nltnnately to be requirved by the Departirent of Agri-
culture, they suggested that mdoadual techmelans and supervisors
might be heensed to do certam kinds of analyses but that lahoratories
as a whole onght not to be hieensed

A representative of the Department of Agriculture expressed the
concern of the department and the director regarding the problem and
their wish to be helpful to both vroweis and nulk producers Tt was his
opinion, however, that the department could not adminster a testing
program without further legislation, nor did it have any power under
the existing statutes to lwense erther laboiatories or their personnel

EXEMPTION OF PRODUCER ASSOCIATIONS FROM THE PROVISION OF
THE AGRICULTURAL CODE WHICH SPECIFIES THE DATE OF PAYMENT

The Subject

Section 4280(¢) of the Agricultnral Code 15 concerned with the con-
drtions of contraets entered wnto with producers or assoeiations of pro-
ducers when purchases of flurd nulk exeeed 200 gallons monthly Item
(4) of these conditions states “*the date and methed of pavment for
such fluid mik, which shall be that payment shall he made for approxi-
mately one-half of the mitk delivered i any calendar month nut later
than the first day of the next following month and the remainder not
later than the 15th day of said month 7 A modity ing sentence states
“*The provivons of this subdisision relating to dates of payment
shall not apply to coutracts for the purchase of fluzd milk from non-
profit ¢co-operative associations to producers

Summory of Teshmony

Mr Albert E Weber. representing the Proteeted Bilk Producers
Association, presented the request that the above modification, which
m effect allows a producer co-vperative to sell milk on eredit, be
eliminated from the Agricultural Code The arguments m favor of
this action meladed the following

1 A baue tenet of the mitk stabilization law 1n mamtainng stability
of the nulk industry s the assurance that *‘raw produet’™ costs
are equal to buyers mm a given market Allowing o producer co-
operative to extend eredit—up to 20 days at present—for the
pazment of nulk dehvered to a buyer 1n a given market provides
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this buyer with a lower raw product eost equal to the earmngs
of money due but not paid the co-operative It 15 contended that
the co-operative thus enjoys an unfair competitive advantage n
the market

2 Tt 15 further argued that a producer co-operative enjoymg this
mequitable marketing situation actually would not be returning
the established Class I price to their members The time allowed
for dwistiibutor payment must be covered by a loan secured by
the co-operative to assure member payment The cost of this loan
would be a charge against the producer price

N

To allow this practice tn continue, 1t was contended, will cause this
‘“‘exception’’ to hecome the *‘rule’” in the -ale of mulk by produeer
eo-nperatives and could encourage other milk producers who could not
utihze a like *‘privilege’ to seek other means to equalize this sales
advantage now enjoyed by some producer co-operatives

A representative of the Central Milk Sales Acency expressed agree-
ment with the above argument that, by means of the ‘‘exception,’”” co-
operatives have a cumpetitive advantage, furthermore, such uneon-
trolled methnds of payment bring about unequal raw product costs
within a marketing area

No representatives of producer co-operatives that would be affected
by this proposed change m legislation were heard on this subject



Chapter Seven

MILK LEGISLATION FOR 1963 RECOMMENDED BY THE ADVISORY
COMMITTEES TO THE DEPARTMENT OF AGRICULTURE

“There are four mulk-study commuttees appointed by the Director
of Agriculture for the purpose of reviewing the administration of the
Milk Stabilization and Marketmg Laws and making recommendations
to the director for improvement in the admimstration of these laws
These committees are Manufacturmg Milk Producers, Manufacturing
Mulk Processors, Market Mialk Producers, Processors and Distributors,

“‘Recommendations for 1963 lepislation which have been made by
these commitiees conwist of the following

“1 Amend Section 4270 to facilitate the consolation of milk mar-
keting areas This wubject has been mentioned at previous mterim com-
mittee meetings The particular proposal would remove the veto power
over the consohdation of a marketing area now provided in the law
which permits 35 percent of the producers who attend the public hear-
mg on the matter to block the consolidation

2 Tt 15 recommended that the reference to refrigeratiom facihities
furnished by a distributor for storage purposes be deleted from Sec-
tion 4160(e) This seetion covers records required to be kept by dis-
tributors At the 1961 session the furnishing of refrigeration facilities
for storage purposes by a distributor to a wholesale customer was pro-
hibited Thus, this amendment 1s needed to conform with the 1961
change

3 Amend Section 24 of the Agrieultural Code to remove the
requirement that the Chief of the Dary Diicien of the State Depart-
ment of Agrienlture shall be a vetermarian The purpose of this amend-
ment 15 to assist m more effective administration and enforcement of
the Milk Stabilizatum and Milk Marketing Law~ The Bureau of Dairy
Serviee, which adnnisiers the provisions of the law relating to malk
wmspection and guality standards for milk and dairy produets, 1s now
m the Division of Aninal Industry m the department Is 1s desirable
that this hurcau be transferved to the Division of Dairy Industry so
that the functions of milk imspection and dairy products quality stan-
dards be under one head with the agency administering the Milk Sta-
bilization Law There 1s not now a veterinarian m the Bureau of Dairy
Serviee or the Bureau of Milk Stabihization or Dairy Division Thus,
under the present language m the law there 15 some doubt as to whether
thic proposed otgamzational change ean be made unless the act 15
amended There are several mportant reasons for the change A veter-
marian 1s not necessary for the Dairy Industry Chief Dairy service
functions are proper funetions for the Dairy Indnstry Division in the
departiient The personnel of the two buieaus, for the most part, 1s
dealme with the same industrv people This change was recommended
by the Department of Finance The law 1s not clear on this subject

(81)
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The mlk industry wants a closer bond between the two buteans which
are both adminstermg laws and regulations applicable to milk produe-
tion and marketing

4 Amend Section 455 to remove the solids not fat maximums for
creamt This section provides vertam maxmum lunits for sohids not fat
m the different types of cream These maximum requirements are no
longer mmportant or needed It 1t believed that the origmal purpose of
the sohids not fat Iimtation was mtended to prevent the addition of
solids to a low fat eream 1 order to attam a more visecous body, thereby
possibly decenving the purchaser into believing that he had purchased a
richer product Inereasing viscosity can be accomplhished by mechanical
meatis, therefore, the solids not fat lmart does not serve any present
purpose

“5  Amend Section 466 to change the word ‘skummed” to ‘skim’ 1n
two places where used 1 the section This 1s 2 techuieal change to con-
form with other provistons of the code The term ‘skimmed’ 1s not used
elsewhere 1 the eode In other sections the term nsed 1s ‘skim milk or
nonfat milk ’

‘6 Amend Section 562 to elmunate the pernit reguired bv proces-
sors who use egas or unsalted butter in we eream and ice milk These
permits, now required, are no longer needed hecause the definition of
e eream and 1ce milk specifies that butter used must be wholesome and
made from sweet cream, alw that eges or ese products be clean and
wholesome This chunge would not aftect the requured quality standards,
but wonld only elimnate the requirement for a permit to use these two
produely m 1ee cream and e nulk

7 Repeal Seetion 380 This section prohibits imitation iee cream
or mitation we mulk fiom being manufactured, processed, frozen, han-
dled, distributed or seld m any place whete we eream or ice milk 15
manufas tured, processed, f1ozen, handled, distributed, or sold The see-
twn 1 unenforceable due to court decisions which have ruled that ‘place’
1§ too vague, indefinite and uneertam to be constitutivnally applied to
wholesalers and retailers Market Buskef v Jacobsen, 131 CA2d 73,
255 P2d 344

8 Amend Section 652 to add the words ‘noufat milk solid testers’
after the word ‘pasteurizers’ in hime one This 1y a change to eonform
to 1961 amendments, relatimg to nonfat mulk sohd tester’s license In
1961, provision was made for the hirensing of nontat milk sohid testers,
however, the 1mitial sentence relating to appheations for licenses was
not changed at that time

9 Tt was recommended that a new section be added each to Chap-
ter 16 and Chapter 17 to anthorize the directar to make an assessment
up to 10 pereent to cover the cost of collecting unpaid fees which are
due or payable under the Milk Stabilization Law The purpose of the
amendment 15 to stimulate the pavment of fees on the due date and
to authorize the director to aswess a portion of the collection cost
apamst those persons who are delinguent and who add substantially to
the cost of collecting assessments
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10 Amend Sectron 4148 to extend the effective date for prices
filed by dwtributors for dawry products from five days to seven davs
The purpose of this amendment 15 to mnprove entorcement of the price
fihng provisions of the act Under the present law, oftentimes prices
filed at the commeucement of a thee-day weekend or possbly heavy
filings mmmediately precedimg a regular weekend preclnde the burean
from effectively checking the prices ont for legality prior to the date
they become etfective Exvept for hohidays, the proposal will provide a
full work week ta check out price filings hefore they hecome effective

11 Amend Section 637 to clavify the defimtions for flavored mulk
and flavored nulk drink The present defimtions have caused consider-
able difficulty with regard to mteipretations as to what 18 meant by
‘ingredients that canse it to distinctly duffer from milk in appearance
and other chavacteristies (Emphasis added )

£12 Amend Sectin 6375 to clearly pw\ldt. that «olids which are
added to yvgurt are requned to he 