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SENATOR FLOREZ:  Thank you everyone for being here today.  Most of you might know this is the fourth in a series of informational hearings scheduled by the Committee on significant issues that fall within the Committee’s jurisdiction.  The purpose of today’s hearing and of course future hearings is to encourage, engage, if you will, in broad-based discussions with the interest groups that are affected by this particular committee on issues that will arise this year and next year and hopefully four years after that as we start to talk about types of state business that comes before this committee.
Today we’re going to be talking about, if you will, a statute that was created in 1935.  Most of you in the room are experts on it.  Your chairman is not.  That’s the reason we’re having the hearing, so we can learn more about it--tied-house laws.  This hearing is going to focus on this three-tier system, its intended purposes and whether it’s withstood the, if you will, the test of time.  So, we look forward to hearing your testimony.  Obviously all of you know that over the years we’ve created numerous exemptions and exceptions that have been enacted by the Legislature.  Hopefully today the group of witnesses we have put together will allow us to get a better understanding of where that has taken us.  Also we’ll be hopefully hearing from some of you on the issue of “direct to consumer” shipments of wine that the U.S. Supreme Court will be weighing in on in a couple of months.  I want to make sure that we’re not here to hear the reopening of oral arguments in that particular case, but rather we’d like you to give us, if you will, an overview and understanding particularly of that case and where it might take California.  

With that being said I want to thank Jerry Jolly, the director of the ABC for being with us today, and John Peirce, chief counsel for the ABC, as well.  Both of you can come up and we’ll go ahead and start the hearing.
SENATOR WESLEY CHESBRO:  Mr. Chairman, while they’re coming up, let me compliment you on calling this hearing.  I think that this is a complicated area of the law.  One that affects our communities and certainly the economy in my district and yours quite a bit in terms of the producers of wine grapes, and yet I think the Legislature especially with term limits has a tendency to, you know, lose its expertise over time and we need to reestablish that expertise, and a hearing like this is a chance for us to get educated, so I appreciate it.  

SENATOR FLOREZ:  Thank you, Senator Chesbro, and as a new chairman of this committee it’s a good learning opportunity for me, as well, so I want to thank you for being here.  Go ahead.  Let’s go ahead and start. 

MR. JERRY JOLLY:  Good morning.  I want to thank Chairman Florez and members of this committee for giving me the opportunity to be here today on behalf of the Schwarzenegger administration.

SENATOR FLOREZ:  You want to hit that mike?  Is it on or off?  There you go.

MR. JOLLY:  Again, we appreciate being here today on behalf of the Schwarzenegger administration, Sunny Wright-McPeak who is our Secretary of Business, Transportation, Housing and also the Department of Alcoholic Beverage Control. Also present today is our Chief Counsel, John Peirce, who will be giving a presentation on the tied-house laws in California.  
These hearings are especially timely since 2005 marks the 50th anniversary of the Department of Alcoholic Beverage Control.  In 1954 the people of California approved Proposition 3 which created an amendment to the California Constitution divesting the State Board of Equalization of the power to administer liquor laws and on January 1st, 1955, the Department of Alcoholic Beverage Control was formed.  
It is interesting to note that the Department was formed as a result of five legislative hearings before this very body, and later, the Joint Committee on Governmental Organization.  The hearing discovered massive corruption in the licensing enforcement of ABC laws.  The chair of the committee, Casper Weinberger, later appointed Secretary of Defense in the Reagan Administration, was instrumental in the creation of this department.  He felt it was critical to have a strong ABC with a director appointed by the Governor and confirmed by the Senate.  Then Attorney General, Pat Brown, was responsible for prosecuting the corruption cases resulting in the indictment of Board of Equalization member William Bonelli who later fled to Mexico and stayed there the rest of his life.
The Constitutional Amendment gave the Department of Alcoholic Beverage Control the exclusive right to license the manufacture, distribution, sale and importation of alcoholic beverages within the State of California and to deny, suspend, and revoke liquor licenses.  

It’s important to look at the historical perspective because the Department was established to eliminate corruption.  By creating a strong regulatory agency it would provide consistent licensing enforcement of ABC laws throughout the State of California.  In addition to the Constitutional Amendment of 1955, there have been several milestones which have been instrumental in the development of this Department.  In the ‘60s there were ratios established in the ABC Act to limit the number of licensed premises in the state.  In the late 1970s rules were adopted to restrict liquor outlets in high crime and over-concentrated areas.  And later in 1985, these rules were placed into law by the California Legislature.  

In 1992 the State Legislature made the ABC a special fund agency as a result of high budget reductions.  The alcohol industry, community groups, health professionals, and law enforcement came before the Legislature and again stressed the need for a strong ABC to protect business interests and to reduce alcohol related crimes.  In 1994 the California Supreme Court ruled the use of the Minor Decoy Program was a valid law enforcement tool to fight under age drinking.  And in 1995 the Legislature granted cities and counties more input in the issuance of licenses in the area of high crime and over-concentration of liquor outlets.  And then in 1995 again, the Legislature passed the ABC Three Strikes Law which allowed for revocation of liquor licenses after the third sale in three years.  Today California Department of Alcoholic Beverage Control penalties for sales to minors are some of the toughest in the nation.

Today the Department consists of 452 employees including 222 investigators.  We process 14,000 applications each year involving the transfer of ownership, and the creation of new businesses.  We file between 2,000-2,500 accusations resulting in fines, suspensions, revocation of licenses, and we conduct over 8,000 compliance investigations each year.  We’re a special fund agency which supports its $44 million budget for license application renewal fees from its 75,000 licensees throughout the state.  We also generate between two and $3 million in fines that go to the General Fund.  
The Department regulates an industry that is diverse and very important to the economic vitality of this state.  ABC licensed outlets comprise approximately seven percent of the state’s businesses and they generate over $500 million in excise tax and sales tax alone.  Our wine industry in California is world renown and the restaurant industry is the state’s number one employer in providing 958,000 jobs.  For many citizens in California, owning your business is truly an American dream, and for many, this includes an ABC license.

But, we also regulate a product, alcohol, that we recognize impacts the quality of life of our citizens.  The consequences of excessive and underage drinking impact our communities.  A recent national study determined 1,400 college students between the ages of 18 and 24 die each year from alcohol-related injuries including motor vehicle crashes.  Alcohol is more commonly used by youth than illicit drugs or tobacco.  Alcohol is one of the most common contributors to injury and deaths among our youth.  In addition, issues related to licensed outlets impact the quality of life of our communities.  
The issues we face today are complex.  They include an orderly marketplace which we’ll discuss today for the sale of alcoholic beverages from supplier, wholesaler, retailer, and consumer; the need to license new businesses and also to protect communities from over concentration of liquor licenses in high crime areas; to provide prevention education programs and lastly, to vigorously enforce ABC laws to prevent underage drinking, binge drinking, and to close down licensed premises that become police problems and are disruptive to our communities.  We balance the need for economic development and strong enforcement.  And we also believe strong enforcement starts with strong licensing requirements.  
In order for ABC to continue being effective, we have adopted new, innovative, and highly effective enforcement, prevention, and community oriented programs to strengthen our partnership with members of California law enforcement and to enhance our community outreach efforts.  Our programs have been nationally recognized in California and we’re considered the national leader in ABC prevention, education, and enforcement efforts.  We have received national awards for our Licensee Educational Alcohol Drugs Program (LEAD) from the National Commission Against Drunk Driving, and for the last two years have received the most innovative liquor law enforcement award from the National Liquor Law Enforcement Association.  In addition, we have received numerous awards from Mothers Against Drunk Driving for efforts in reducing underage and binge drinking and recently received an achievement award from the Office of Traffic Safety in this area.
We’re proud of the fact that California ABC was first to develop partnerships with local law enforcement by working alongside and providing grants to police and sheriff’s departments.  Since 1996, ABC has provided over $15.9 million to approximately 210 law enforcement agencies to combat alcohol related problems in our community.  The Grant Assistance Program (GAP) was developed to broaden and increase ABC enforcement prevention efforts to partnerships with local law enforcement.  It has provided an effective, comprehensive, strategic approach to eliminate crime and public nuisance problems associated with alcoholic beverage outlets.  It’s also been responsible for the development of new and innovative programs and prevention programs like the “Every 15 Minutes” program.  

As director, I can assure you the employees of the Department of Alcoholic Beverage Control are dedicated public servants who believe in customer service, cutting red tape, being responsive to the people we serve.  ABC is excited about our many recent improvements in customer service and assistance to local law enforcement.  The Department has taken great steps to free up its sworn personnel and reassign most of the licensing work to licensing representatives.  We are promoting business to increase deficiencies in the licensing process and we are proud that we are on target to adopt information technology systems that will speed up the business processes and be more customer friendly.

In conclusion, we appreciate the opportunity to be here today and answer any questions the committee may have regarding ABC as well as the discussion of the tied-house system in California.  Thank you very much, Chairman.

SENATOR FLOREZ:  Thank you, very much.  Let me just ask a couple questions if I could and then we’ll go on and get other testimony.  You mentioned how ABC was created and we thank you for the historical perspective.  That’s very important.  But, in terms of the organizational structure of ABC, maybe cover a little more.  How has it changed?  What’s happened between 1955 and 2005?

MR. JOLLY:  Well, for one thing, since 1955 we probably have the same amount or actually less employees than we did in 1955.  We had less than 25,000 licensees.  We have 75,000 licensees now.  But, I think we do the job better.  One of the things Senator, I think that has made a difference as far as the enforcement is the grants to local law enforcement.  It’s been huge for us.  Because, what we found is if we work with law enforcement, we can train them, we develop strategic approaches to handle alcohol related problems, and that’s been able to, I think, help us as far as keeping up with the trends.

SENATOR FLOREZ:  Okay, I think you went over some of the powers of ABC, but in terms of your, as director, your focus, a temperance or business practices?

MR. JOLLY:  Well, I think public safety’s one of our top priorities.  And again, you’ll be hearing a lot about the three-tiered system and a lot about the enforcement of business practice type violations.  But, that is one of many things that we do.  We license as well as enforce the law.
SENATOR FLOREZ:  Okay, so I’m just trying to get into your psyche as the director, then so temperance or business practices, you look at it as a, if you will, a public safety issue.

MR. JOLLY:  Right.  Exactly.  In other words, availability to people under 21 is our number one priority.  Making sure that there’s an orderly market is also a priority.  But public safety, keeping the alcohol out of the hands of our youth and also keeping premises orderly is, I think, what the public wants to see from us.
SENATOR FLOREZ:  Okay, well let’s get into that just for a moment, then.  In terms of the, maybe the issue of the purchase of alcohol by minors via the Internet, is that, if you will, a problem or mail order, is that a problem in California from your perspective?

MR. JOLLY:  From our perspective it has not been a problem as far as receiving complaints.  I think in the last five years we’ve received maybe one or two complaints on minors receiving alcohol over the Internet.  So, it has not been our number one complaint.  Most of the complaints we receive obviously are from sales from liquor stores, markets where they’re not taking proper precautions.  

SENATOR FLOREZ:  And why do you think there’s not a lot of complaints in that particular area?

MR. JOLLY:  I've been doing this for 30 years.  I think that kids, when they want alcohol, they want it now.  It requires a little thought.  And also the products that are available on the Internet are generally high end products or wines -- that is not the alcohol of choice of minors.  I suspect if the Internet develops to the point where they can get availability of alcoholic beverages and it’s easier for them, it could be a problem.  But, we’re monitoring it and we can certainly do sting programs on the Internet.

SENATOR FLOREZ:  How are you monitoring it?

MR. JOLLY:  We’re monitoring it by the amount of complaints we receive.

SENATOR FLOREZ:  Okay, so it’s a complaint driven process. Any thought about ABC doing maybe something more proactive in terms of that particular issue?

MR. JOLLY:  We were thinking, I think it would not hurt to have a minor decoy program through the Internet and we’ve talked about it and we certainly have done it through deliveries.  The Internet is new, but deliveries from liquor stores is not.
SENATOR FLOREZ:  Well, it’s new to you and I, but to my 14-year-old, it’s part and process of what he does every day.  So I’m kind of wondering what’s new to us might be, if you will, something that maybe the next generation is very familiar with.

SENATOR CHESBRO:  Mr. Chairman?  

SENATOR FLOREZ:  Yes.

UNIDENTIFIED:  Does he have words of wisdom of us?  (LAUGHTER) 

SENATOR FLOREZ:  Senator Chesbro.
SENATOR CHESBRO:  My perspective on that would be that, not that I had any experience as, consuming alcohol before I was of age, (LAUGHTER) but my general impression is that, you know, quick gratification is part of the process and that to this day this is a problem that ABC has to deal with and has to fight.  A much bigger problem is the adult who the kid gives five bucks to go to buy a case of beer.  Then, and it’s right now, and of course, most of the things that are offered over the Internet are also high end.  They tend to be the expensive wines and beers and spirits, so it’s not a cheap or a quick way for somebody.  It’s not to say it doesn’t ever happen, but as a percentage of the problem, I think most of the evidence would show that it’s a pretty minor contribution to the problem.

SENATOR FLOREZ:  Okay.  Senator Soto.

SENATOR NELL SOTO:  I’m very curious to know.  I know that adults buy alcohol products and give them to the kids.  Just down the street from the liquor store.  Older people go there and buy and give it to the kids.  I don’t know if they would for money, as you said.  Is there something we can do to increase the penalty for that?  There’s so much of that going on.  Is there anything that we can do besides the laws that are already on the books?  Should we in fact increase the penalty for buying liquor and giving it to the kids on the street?

MR. JOLLY:  It recently has been increased as far as, and we have a real proactive shoulder tap program where we receive money from the federal government Office of Traffic Safety, and we conduct shoulder tap where we cite the adults for furnishing alcohol to our decoys.  But, from my perspective?  Yes.  I am all for making penalties tougher.

SENATOR SOTO:  Tougher.

MR. JOLLY:  Absolutely.

SENATOR SOTO:  Because I see it all the time down the street from me at the liquor store.  And we should do something about it.

MR. JOLLY:  Well, we have received almost, we’ve been fairly aggressive in receiving grants.  We have a $2 million federal grant for minor decoys.  We have another million dollars that’s looking at shoulder tap and related decoy programs, and we should vigorously enforce the ABC laws, underage drinking, and penalties for adults furnishing.  And I believe there is a bill pending.
SENATOR SOTO:  Increasing that penalty.

MR. JOLLY:  Yes.

SENATOR FLOREZ:  Alright.  Let’s turn to the licensing aspects for a moment.  The types of retail licenses issued by ABC?

MR. JOLLY:  The most common types of licenses would be a grocery store with off-sale beer and wine, a liquor store which would be just distilled spirits and beer and wine.  And then on-sales, your typical restaurant, there’s a beer and wine restaurant and then there’s full service restaurant that has distilled spirits, beer, and wine.  And those are the four most common licenses.  We have probably 30 types of licenses, but retail, those are the most common.

SENATOR FLOREZ:  Those are the most common.  And what’s meant by license limitation?  There’s a limit on the number of licenses that can be issued in a city or county?  I think Senator Soto was kind of heading that direction.  Give us some thought process on that.  

MR. JOLLY:  Well, like I said in my opening remarks, there have been a number of laws passed in the last 20 years to give some guidelines on over concentration in high crime.  And the rule of thumb, it’s in our Section 23958.4 and it just says that the formula is one license per 1,250.  Yeah.  
SENATOR FLOREZ:  Okay.  And in terms of those types of conditions, are there restrictions on that or how do you look at that?

MR. JOLLY:  If there is a business going into an area that’s high crime or over concentrated, there is a, basically what we call a public convenience necessity.  And in some types of licenses it gives the city and county authority to establish public convenience necessity.  And if it’s a restaurant, it gives the Department the authority to establish public convenience necessity.  And those are in cases, I’ll give you an example.  If you’re in an area that has nothing but markets, beer and wine markets, and a grocery store is coming in that will offer low cost groceries, it’ll be a benefit to the community.  And they don’t have to go to the corner liquor store to buy groceries.  Even though it’s high crime, even though it’s over concentrated, most people view that as something that benefits the community.  And that would be a reason to establish public convenience necessity.  You’re bringing in a grocery store that benefits the community.  And the same scenario could go for restaurants.  If it’s a nice restaurant, it brings up the community, it’s something that, you know, would establish a public convenience necessity versus a bar or a liquor store which could bring down the community.
SENATOR FLOREZ:   And when that type of the latter action occurs, do you notify officials of license applications?
MR. JOLLY:  Yeah, by law we are required to.

SENATOR FLOREZ:  How do you do that?

MR. JOLLY:  We send them a copy of the application at the time of the application.  We send the notification to not only the city planner, but we send it to the chief of police and we send it to the council or board of supervisors, and we follow up and we have personal contacts within those communities at our local district office.  

SENATOR FLOREZ:  So, do you send it after the fact?

MR. JOLLY:  At the time the application is filed, it’s sent, right.

SENATOR FLOREZ:  Okay, and you mentioned earlier, police, public safety and police problems are your focus.  Is there ever opportunity for the public safety and police folks to say, wait a minute, before you do that, let’s not?  Or is it just a we send it to you and you deal with it?

MR. JOLLY:  No, we don’t just issue the license.  When the application’s applied for, and every application, we contact the police department.

SENATOR FLOREZ:  Okay, so an application is out and then is there an opportunity for public safety officials to comment?
MR. JOLLY:  Oh, absolutely.  We wouldn’t issue the license until we get comments from local enforcement officials.
SENATOR FLOREZ:  And how does that, how does that communication take place?

MR. JOLLY:  Well, for one, we send them the application.  The other is we have in every one of our offices an investigator that has personal contact with that law enforcement agency and part of the investigation is getting input from the law enforcement agency and it’s in our investigation.  And if they protest it, a lot of times we’ll put conditions that they want on that license to alleviate their concerns. 

SENATOR FLOREZ:  That happen often?

MR. JOLLY:  Yes.  

SENATOR FLOREZ:  It does.  Okay.  In terms of the investigation of license applications, how does that occur?  What normally happens?  You mentioned you had 222 investigators, correct?

MR. JOLLY:  That’s correct.  

SENATOR FLOREZ:  Yeah, and how does that take place?

MR. JOLLY:  When an application’s applied for it is assigned now to a licensing representative.  And we’re not fully bifurcated, but we’re in the process.  And a licensing representative or investigator would be assigned the licensing investigation.  If it’s merely a transfer of ownership, then we look at the moral character of the person applying for the license.  And we check with, make sure they comply with all the zoning regulations.  But, if it’s a new location, part of the investigation is to contact residents within 100 feet.  We notify all residents within 500 feet.  We then contact the law enforcement agency, the planning agency.  And we receive, they have to post for 30 days.  They have to publish in the newspaper notifying the public.  And then part of our investigation is investigating any protests that might occur, because the community has 30 days to protest and then once we receive those protests, we investigate those protests.

SENATOR FLOREZ:  Okay.  What are the typical grounds for, if you will, protest or denial of the license?
MR. JOLLY:  Over concentration, high crime, disrupt the quiet enjoyment of the residents, and worries about quality of life issues.  As far as with liquor stores, it would be graffiti, litter, those type of issues.  When it comes to on sale premises, they’re worried about entertainment, they’re worried about traffic issues and they’re worried about the crimes associated with high levels of outlets.

SENATOR FLOREZ:  Okay.  And the discipline procedures—how does that, what’s the goal of that from your perspective?
MR. JOLLY:  In Californi, when it comes to service to minors, like I said earlier, I think we have probably the toughest laws in the nation.

SENATOR FLOREZ:  You mentioned that, yeah. 

MR. JOLLY:  When it comes to, and I notice our local administrator in Kern County kind of overstated the issue a little bit, it is difficult when you have a disorderly premises.  Let’s say a law enforcement problem where you have, let’s say, an establishment that has numerous calls for services.  And on those type of investigations we work very closely with local law enforcement.  We track how many arrests in those locations, and then we do what we call either a disorderly house accusation or police problem accusation.  In addition, we will work it under cover and we will also work it for any condition violations that it might have.  
SENATOR FLOREZ:  Okay.  And you mentioned the minor decoy issue.  With the business establishments going from I think, what did you say, 25,000 to 75,000 or something of that sort, how does that program work to keep up with that type of growth?

MR. JOLLY:  Well, it’s been a gradual growth, obviously, but now what we do is we train local law enforcement agencies and they conduct a majority of the decoy programs, as well as we give them grants for decoys.  And then we’ve also received a grant where we conduct decoy operations.

SENATOR FLOREZ:  Okay, and the penalty for, again, for selling alcohol to a minor, just so I can understand it.

MR. JOLLY:  The first penalty goes up to $3,000.
MR. JOHN PEIRCE:  If you’re talking about the penalty against the license, not against the individual who’s also responsible for potentially criminal conduct.  It would be, the typical first offense is a 15-day suspension of the license for which they can pay a fine.  The maximum of which is $3,000 based upon their sales.

MR. JOLLY:  But, the second violation goes up to $20,000.  And the third is revocation.

SENATOR FLOREZ:  The third is?

MR. JOLLY:  The third violation in three years may be revocation of their license.

SENATOR FLOREZ:  Is this the three strikes that you mentioned earlier?’

MR. JOLLY:  Yes.

SENATOR FLOREZ:  Senator Soto.

SENATOR SOTO:  But, that’s if the dealer sells to a minor, right?

MR. JOLLY:  Correct.  That’s simply the penalties against the licensee, the owner of the liquor license.
SENATOR SOTO:  But the penalty for an adult who’s old enough goes and buys a six-pack and then gives it to a kid.  There’s a penalty for that, isn’t there?

MR. JOLLY:  That’s a misdemeanor.

SENATOR SOTO:  Misdemeanor?

MR. JOLLY:  Yes, it is.  

SENATOR SOTO:  Okay.

SENATOR FLOREZ:  Okay.  Let me ask your chief counsel a couple questions.  Or do you have a presentation?
MR. PEIRCE:  I do have a presentation.
SENATOR FLOREZ:  Okay.  Why don’t you go ahead and do that and if I then catch something I’ll interrupt you.
MR. PEIRCE:  If I bore you, you’ll stop me?
SENATOR FLOREZ:  No, no, as long as you’re answering some of the questions

MR. PEIRCE:  Alright.  Good morning, Chairman Florez, committee members.  My name is John Peirce, chief counsel for the Department of Alcoholic Beverage Control.  I’ve been a counsel with the Department beginning in 1986, but my connection with ABC laws goes back to 1972 when my first job after law school was as counsel with the Wine Institute in San Francisco.

I’ve been asked to give you a history of the tied-house laws in California and comment as to whether they are working.  I made a similar presentation to this committee in 1995, and since my full statement is available, I intend to only highlight points from it today.  
What exactly is a tied-house?  Tied-house refers to a practice in this country prior to Prohibition and still occurring in England and other countries today where a bar or public house from whence comes the “house” of tied-house, is tied to the products of a particular manufacturer either because the manufacturer owns the public house or the house is contractually obligated to carry only a particular manufacturer’s products.  For example, a customer who likes Watney’s would go to a Watney’s house, while a Bass aficionado would go to a Bass house.  A couple with split preferences would have to go to a free house, so called because it is not tied to any single manufacturer and where various products would be offered.  

The term, “tied-house laws” refers to the broad statutory scheme regulating both the marketing of alcoholic beverages and the cross ownership of licensed operations.  The policy rationale for these laws is to promote the state’s interest in an orderly market, to prohibit vertical integration and dominance by a single producer in the market place, to prohibit commercial bribery and predatory marketing practices, and to discourage and/or prevent intemperate use of alcoholic beverage.  

In order to promote these policy goals, the Legislature has at one time or another, since Repeal:  prohibited some, but not all forms of cross ownership between retailers and suppliers, while regularly establishing exceptions to address changing business needs and reflecting social changes.  They’ve also prohibited giving gifts, premiums, or free goods in connection with the sale and distribution of alcoholic beverages and regulated credit, supplies and services which could be provided by suppliers to retailers.  Each regulation has been enacted to prevent overly aggressive marketing practices which might allow large suppliers to gain market share in ways unavailable to smaller competitors, and which might lead to intemperate use of alcoholic beverages.

We’ve also enacted price posting and fair trade laws both at the retail and wholesale level to promote uniform pricing while discouraging the use of alcoholic beverages as a loss leader which would encourage its intemperate use.  And finally, there’s been regulation through license privileges of the distribution system of alcoholic beverages.  For example, the prohibition against one retail licensee selling alcoholic beverages to another retail licensee.  
While cross-ownership tied-house laws have been part of the ABC Act since 1935, there have been exceptions to these laws since 1935, as well.  The tied-house laws prohibiting abusive marketing practices and regulating the goods and services that could be provided to retailers and/or consumers, have existed since 1937, and have been expanded and restricted on a regular basis since then, as well.  The tied-house prohibitions along with the exceptions have proliferated since Repeal.  Chapter 15 of the ABC Act was nine sections and three pages in 1953 when the Act was moved into the Business and Professions Code.  In 1995 when I made a similar presentation to this committee, Chapter 15 had grown to 42 sections covering 24 pages, while today it is 49 sections covering 32 pages.  
But, the courts have also had difficulty interpreting tied-house statutes.  In the 1930s, the U.S. Supreme Court gave the states virtually unfettered authority over the regulation of alcoholic beverages under the rationale that since the 21st Amendment authorized states to regulate alcoholic beverages including the outright prohibition of such products, that anything less than outright prohibition was permissible.  Beginning at least in the early 1960s in a case dealing with the ability of a state to regulate alcohol and foreign commerce, the court has backed away from the Brandeis decisions and begun a more traditional balancing test normally used in commerce clause cases.  

As we meet here today, regulators and legislators around the country as well as industry members around the world wait for the United States Supreme Court to render its latest decision in this field in the direct shipping case which was argued last December, and as of this morning had not been released when I checked on the Internet.  At the same time another case involving tied-house is underway in the State of Washington with Costco challenging that state’s regulation of distribution through license privileges as being discriminatory.  
But, let me address whether tied-house laws are working in California.  In 1995 I described the system as a Gordian knot of sometimes inconsistent laws and policies which may or may not reflect the needs and realities of the modern marketplace.  Does a general prohibition against cross-ownership along with the myriad exceptions truly prevent exclusive outlets?  Has the general elimination of price maintenance promoted a disorderly market?  Would a liberalization of the free goods prohibition bring back the abuses of tied-houses?  
SENATOR FLOREZ:  John, you’re going to answer all those, right?

MR. PEIRCE:  Absolutely.

SENATOR FLOREZ:  Okay.  Alright.

MR. PEIRCE:  It must be conceded that the system has generally worked over the 70 plus years of regulation since the adoption of the 21st Amendment and on this 50th anniversary of the creation of the ABC Act.

The market for alcoholic beverages in California is orderly and disciplined, characterized by licensees committed in good faith to comply with the law.  The California consumer has a broad array of convenient choices in both available beverages and in outlets with a wide and diverse option of amenities.  Suppliers and retailers have been able to promote their businesses and products in creative ways and in a wide variety of media.  And the Department and the Administration working with the Legislature and the industry have been successful in being able to tailor necessary exceptions to the tied-house laws to enable continuing business development at the hospitality and tourist industries and the prosperity of the State while maintaining the broad goals and benefits of the tied-house laws.  
But anomalies remain, so let me close with a recent example that the Department has faced.  A business entrepreneur wants to obtain an on-sale retail boat license.  His wife holds a public warehouse license which permits the storage of alcoholic beverages on behalf of other licensees but which she never owns.  In order to operate her bonded warehouse, California law requires her to obtain a Bonded Wine Seller permit from the federal government.  California law only allows a wine grower or a wine blender licensee to hold this federal permit.  The Department has been able to generally accommodate these business and licensees to obtain their federal permit by allowing or requiring them to obtain a wine blenders license, even though they exercise none of the privileges such a license other than obtaining this federal permit.  Unfortunately for the couple seeking the boat license, there is no tied-house exception for a wine blender license to hold any interest in a retail license.  
This Catch 22 requires that the wife obtain a license which she really doesn’t need and which prevents them from owning any interest in any retail license.  In the last conversation I had with the husband, following discussions which included a family law mediator for the couple, they were seriously considering obtaining a divorce in order to each pursue their individual business plans.  So tied-house laws can, in reality, become the laws of unintended consequences.  And I’d be happy to answer any questions.  
SENATOR FLOREZ:   Right, thanks.  You know, just about every member’s thinking of a bill now to solve that.  Now you’ve opened more cans of worms than anything else.  Let me just state the big picture.  Given all those exceptions and I think your conclusion is that it works, maybe just an overall question.  Given all these exemptions and exceptions, is this, is it consistent with the entire ABC Act or has it become the ABC Act?  I mean, everything is consistent, it’s just the way it works?

MR. PEIRCE:  Trying to address the consistency of the ABC Act is a can of worms.  As it relates to the tied-house laws, there are broad prohibitions, but they’re also subject to numerous but narrow exceptions.  The prohibitions dominate the activity within the industry and the marketplace.  The challenge for us as administrators is to explain and justify what is potentially different treatment.  Let me give you a high profile example which the Legislature is considering this year in terms of a retailer who wants to be able to obtain a slotting fee or allowance from a supplier licensee which they do for other sorts of products prohibited under the ABC Act, and yet they turn around and see in public venues, stadiums, horse racing arenas, things of that sort, clear advertising which has been purchased by the supplier.  So it’s a highly visible, but narrow exception which creates the difficulty for us and others to try to explain.  But, of the 70,000 retail licenses, those exceptions represent I'm sure far less than one percent of the total licenses in the state.  
SENATOR FLOREZ:  Okay.  And given that, is there a thought that maybe all of this, these statutes could be simplified or, if you will, be able to be made more consistent in terms of aiding in compliance?

MR. PEIRCE:   Theoretically that is certainly possible.  Realistically, that’s very difficult.
SENATOR FLOREZ:  I know that just scares you.  It scares everyone out there thinking in a term limit environment, these folks are going to do something.  I just want to get your perspective on it, though.  I mean, what do you think?
MR. PEIRCE:  I can feel the hair on the back of their necks rising.  And as I say, theoretically I certainly think that’s possible.  It would be very difficult.  And I guess what I would say is that we don’t have any specific proposal, but we would certainly be available to lend our expertise and experience to the committee, to industry, members, stakeholders about trying to do something like that, but we don’t have anything specific that we would be proposing.

SENATOR FLOREZ:  Okay.  And in terms of, you mentioned kind of the cross ownership issue between various segments, is that still providing any policy benefit for the state given today’s market, vertical integration, deregulation?  I mean, where are we?

MR. PEIRCE:  I'm not a sociologist, and I haven’t specifically studied or have any data to back me up.  And so, in one sense I can answer that question, because is there a cause and effect relationship here?  I don’t know.  But, if the tied-house laws are the cause of the orderly marketplace that we currently experience in California, then yes, there’s a very real benefit.  If that benefit could be obtained in other ways then it may have less relevance.  But, I, you know, we are happy with what we see out there by and large.

SENATOR FLOREZ:  Okay.  And how much cross licensing is actually permitted by the ABC today?
MR. PEIRCE:  Of the 49 sections and 31 pages, I would guess probably one third is prohibition regulation, two-thirds would be exception.  That’s all not related to cross ownership, but also relates to the marketing practices.  But, as a specific impact, again, it’s a very small number or percentage of the total retail outlets.  
SENATOR FLOREZ:  Okay.  And the reason for that?

MR. PEIRCE:  The reason is that whenever a business comes to the Legislature seeking an exception, typically it has happened that they have come with a business acquisition in hand and planned and signed, sealed, and delivered except for the problem that we are putting them in relating to the transfer of the alcoholic beverage licenses, because the new owner has a prohibited interest in the supplier.  They seek the exception.  The Legislature and the industry have, typically to the extent that those have been authorized, crafted them narrowly so that it applies directly to that situation, but in theory, to no others, although somebody could come in and also have a stadium with a seating capacity of 50,000 and a county of the third class that’s been in existence since 1985 or something, however it happens to be defined.

SENATOR FLOREZ:  Okay.  Maybe just one other question.  In terms of the differences between California and federal law in terms of these tied-house laws?
MR. PEIRCE:  Are there differences?  The answer to that is essentially yes and no.  The answer is yes in that nearly everything, probably everything that is regulated or controlled by California statute is also governed and controlled under federal law.  If you look at Title 27 of the U.S. Code Section 205, it covers exclusive outlets, tied-house, commercial bribery, consignment sales, deceptive advertising, things of that sort which are also regulated.  But, they are unlike in that the federal test requires exclusion of competitors’ products which I can tell you from a prosecutor and administrator’s standpoint is not a very bright line and very difficult to administer and prosecute.
SENATOR FLOREZ:  Okay.  Members, you have any questions?

SENATOR CHESBRO:  The only comment I would make and I want to compliment the ABC for walking this tight rope and it’s a very, very difficult tight rope.  On the one hand I think we can all recognize the social and public safety and health related aspects of why alcohol is treated differently than other products, but I think it’s also important to think about it from a business’s standpoint and imagine any other sector of the economy if you attempted to place or overlay the layer of regulatory burden that is placed on both the producers and the retailers and you know, businesses all up throughout the three tiers.  And so it’s, I think that’s the balancing act that we try to strike and that ABC over the years historically has tried to recognize that these are businesses that need to be given the opportunity to prosper, but, and we’re balancing these other considerations.  
When I first got engaged in this issue myself representing the wine grape growers and the wine makers in my district, I wasn’t that familiar with this set of laws and it was pretty shocking to me, because I know this will shock my Republican colleagues, but I am, you know, basically a free market person if there’s not a strong social or environmental reason to be intervening in the marketplace.  And so the degree to which we overlay this regulatory burden is really significant.  And I think we really have to be cautious and think when we proceed with working on it, modifying it one way or the other and try to continue to strike that balance.  And I think that’s, if I can summarize what I think ABC has tried to do and what the law asks ABC to do I think it’s striking that balance between not being overly burdensome, but at the same time protecting the public interest in not having alcohol abuse and consumption going completely unabated.
SENATOR FLOREZ:  Any other questions?  Thank you, Senator Chesbro.  Gentlemen, let me ask John, before you leave, and I know we’re having a hearing in Bakersfield and I want to thank you for helping us get that ready.  A disorderly house as it relates to a licensed premise—what is that?
MR. PEIRCE:  Business and Professions Code Section 25601 authorizes the Department to impose discipline on a licensee that operates as a disorderly house or disorderly premises.  Inherent in that authority and subject to the case law that has come under the enforcement of that provision and there’s an inherent period of time.  A single event does not normally create a disorderly house, although I tried a case one time that involved a full blown, multi-county task force response to a riot at a premises that we filed against.  But, that’s really unusual.  Typically even though the licensee would be responsible for individual misconduct to become a disorderly house, there’s a requirement that it essentially be a pattern, similar to a public nuisance for something like that.

MR. JOLLY:  Chairman, if I could just add to that.  

SENATOR FLOREZ:  Yes.

MR. JOLLY:  There, you know, we believe that the best way is to handle disorderly law enforcement problem and we have tools to make this work is do it in a progressive way.  As soon as we get word that there’s arrest, we put them on notice.  We have a section that puts them on notice and it requires certain things to be done and those are the type of things I think we’ll be discussing on Thursday in Bakersfield.
SENATOR FLOREZ:  Yeah, bring that with you to Bakersfield.  And Senator Denham and I will both be there, so it’ll be great to hear a little more about that on Thursday.  Thank you, both.  We very much appreciate it.  

MR. PEIRCE:  And I will, if you like, I brought with me the 33, the original pamphlet which was the ABC law as well as the 47 Act which includes for some of us who are old enough to remember, it does have a picture of Chair Bonelli in it before his downfall, but also many of us knew George Reilly who’s a long time member of the Board of Equalization.

SENATOR FLOREZ:  You didn’t pull it out of your sock drawer this morning, or something?
MR. PEIRCE:  No, I didn’t, and this is not mine.  It’s the Department’s, so I need it back.

SENATOR FLOREZ:  Okay, great, we’d like to take a look.  Thank you both.  We very much appreciate it.  Let’s move on if we could now to questions for the beer manufacturers, Anheuser Busch, Miller, and small breweries. And if we could have Henry Dominguez, Vice President, Government Affairs, Anheuser Busch; Lance Hastings, Western Regional Director, State Government Affairs, Miller Brewing; Steve Harrison, Vice President, Sierra Nevada Brewing Company, come on up.  Thank you all for being here, very much.  I’ve got questions, but if you’ve got presentations, that’s even better.  That means I can mark some of my questions off, so, thank you very much for coming, and why don’t we start with Anheuser Busch.

MR. HENRY DOMINGUEZ:  Great.  Thank you, Chairman and members of the committee for the opportunity to speak here before you today.  Before we turn a good amount of our time over to Mr. Art DeCelle with the Beer Institute to give you some historical perspective on what the Chair’s referred to as the tied-house puzzle, I’d like talk a little bit about the impact of the brewing industry on California today.  Everyone recognizes that California is a critical marketplace for all consumer products.  What most people don’t know is that brewers, large and small, have made California the largest beer producing state in the country.  Anheuser Busch alone and its two breweries in Los Angeles and Fairfield, California, produces 70 percent more beer at those breweries than it sells in the state.  This means that the jobs generated from sales created throughout the western U.S. as well as more than 40 export markets in Latin America and Asia, those jobs have been put right here in Northern and Southern California.  
The impact of this job insourcing goes far beyond the excellent packaging and brewing jobs that exist at these many breweries.  These jobs also, if you take into consideration the industries that call us their customers, the impact of that job insourcing is much greater.  These jobs could be in the areas of construction, manufacturing, agriculture, professional services, transportation, and the many other companies that are needed to run our day-to-day operations.  Anheuser Busch alone employs over 8,000 people in its 19 different facilities throughout the state.  These facilities include breweries, container manufacturing facilities, distribution, agriculture, recycling, regional offices, entertainment, and a Clydesdale farm, believe it or not, in Ontario.  This capital investment of $2.4 billion translates into $100 million in state and local taxes as well as $300 million in wages which become disposable income in this state.  If you combine this or consider this in combination with the many other breweries, 250 or so, that exist in the state including Miller in Southern California and the many craft brewers such as Sierra Nevada, the impact of the brewing industry on the California economy is significant.
Also today, Anheuser Busch’s commitment to fighting alcohol abuse and promoting personal responsibility remains stronger than ever.  We focus on four main areas: preventing underage drinking, preventing drunk driving, promoting responsible drinking among adults, and bringing all of these efforts to the college, to address college drinking where you can find individuals that are above and below the legal drinking age.  The company has a portfolio of community-based programs that address each of these areas which is supported by a national advertising campaign.

Joining Anheuser Busch in our efforts is our family of wholesalers who live and work in every community in the state and who implement these programs in each one of their markets.  Together Anheuser Busch with its family of wholesalers across the country has invested over half a billion dollars in these community-based programs. 

Most importantly, these efforts, along with the efforts of many others, including the State Legislature and this body, have shown improvement in many of these areas.  For instance, the Partnership for a Drug Free America study shows that all measures of teen alcohol use have decreased through the period from ’98 to ’84 and even before that.  There’s many other studies including the University of California, Los Angeles and the American Council of Education, and the National Traffic Safety Administration all have similar studies in those areas.

Thank you, again, for the opportunity to speak before you today.  And, I think, Lance wants to speak next.
MR. LANCE HASTINGS:  Thanks, Henry.  Mr. Chairman and members, I’m Lance Hastings, Western Regional Director of State Government Affairs for the Miller Brewing Company.  I manage our state governmental and legislative activities in 18 western states.  And I’m also responsible for engaging regulatory agencies on matters that affect our company.  But, I’d like to give you a little bit of information about the Miller Brewing Company that this year is celebrating its 150th year of brewing heritage in the United States.  And even during the 14 years of Prohibition, the Miller Brewing Company remained vibrant by making sodas and non-alcoholic tonics.  And as you may recall from an event we hosted in the Capitol last year, the Miller High Life brand celebrated its 100th year just last year.  We’re very proud of that brewing heritage.

We operate six breweries across the country with a state-of-the-art facility in Irwindale, California.  That facility is important to us because it does service the western United States and the Pacific Rim.  We have over 600 full-time employees at the brewery, have the capacity to brew six million barrels of beer which translates into 83 million cases of beer at the one facility.  I mention those figures because of the essential role that the ABC plays in monitoring, regulating, and partnering with brewers, wholesalers, and retailers in California.  We are a very highly competitive business.  And the ABC helps insure that the playing field is fair and equitable for all brewers and wholesalers, that taxes are properly assessed and collected, and that retail licensees are held accountable for making lawful sales to consumers.
By its very nature, the three-tier system of governance is integral to the operation of the beer industry.  The origins of the three-tier system as you heard earlier stem from some of the criminal activities that preceded Prohibition, and it’s important to have a governmental entity monitoring those situations.  And you’ll hear more of that from Mr. DeCelle later. 
Because we maintain such a strong manufacturing presence in California, we do work very closely with the ABC in a respectful, professional, regulator/regulated relationship.  Having said that, there have been a few occasions where we’ve taken issue with an ABC ruling and have presented our case with information and I can’t tell you that we always win, and I can’t tell you that our competitors always win, but I can tell you that the ABC listens, researches, prepares, and responds in a manner that is clear and provides direction.

I did also want to share information with the committee about our responsibility initiatives.  We work closely with law enforcement in preparing drivers license guides for all the states in the country so that they can compare data.  You may have a situation where an out-of-state license looks legitimate and is not.  And we recently launched our Respect 21 campaign, and I have a brochure here, that’s really focused on the fact that 21 is the law for consuming alcoholic beverages.  And there are tools in this packet that allow adults and parents to talk with children and young consumers.

On behalf of the Miller Brewing Company, I would like to leave the committee with the observation that the ABC is very fair in its treatment of its customers and clients.  It has secured brewers’ support for enforcement initiatives, including a fee increase in 2002, and is poised to be a beacon for other enforcement agencies across the country.  Director Jolly is one of the most accessible, open, and engaging directors of any alcohol control department in the country.  
The three-tier system is essential for the continued viability of the beer industry and an engaged, involved, and watchful ABC is essential to the integrity of our great system of governance in the alcoholic beverage community.  Thanks for your time and the opportunity to present today.

MR. STEVE HARRISON:  I want to thank the chairman for inviting us to speak today.  My name is Steve Harrison and I’m the vice-president of the Sierra Nevada Brewing Company up in Chico.  Today I’m representing the California Small Brewers Association.  

We started the Association back in 1989, because there was a law passed which was very damaging to our interests.  We were pretty naïve.  We really knew nothing about state government.  And we learned that if you don’t at least present your point of view, no one’s going to know what it is.  So, we formed the organization and our main task is just to watch what goes on, you know, minor legislative advocacy, and to monitor what’s happening and what happens to the small brewers.  We’re in a unique position.  I think I echo what both Anheuser Busch and the Miller representatives have said.  The tied-house laws are vital, not only for the orderly conduct of alcoholic beverage sales and beer sales in California, but for the survival of small brewers.

If I’m not incorrect, the tied-house laws were basically written to not only create an orderly market, but to get rid of some influences that were negative in the market.  They also had a second effect.  And I think that was to create a much more open playing field than would be available without those laws.  To put it simply, we wouldn’t exist today, either the California Small Brewers or Sierra Nevada Brewing Company, if there weren’t certain aspects of the law that prevent commercial activities that would be impossible for us to counter.  Slotting fees are a prime example.  If slotting fees were allowed, we simply would not have the financial wherewithal to engage in that game.  As a small example of that, we have a small company that does foods and mustards.  And we were doing pretty well with them.  We decided to play the slotting game, slotting fees game, and we went from selling one amount to about three times as much.  We went from being profitable to being very unprofitable.  The same thing would happen to the small brewers if they had to do that.  So, I just want to echo that the way the laws are written out by and large, are very beneficial to the small players.  

Real brief history of the small brewers, we started basically, the whole industry started when Chris Maytag bought the Inca Brewing Company in San Francisco.  Up until that point, to get a traditional style, old world type beer you had to have a European import, because mostly the American market and rightfully so, is light lagers.  But, we make beers that are a little different style, a little more robust, just a little different.  And that resurgence in micro-brewing started right here in California.  Started with Anchor.  Sierra Nevada Brewing Company established itself in 1980.  At that point, we were 500 barrels a year.  This year, we’ll do 600,000 barrels.  So, this environment’s allowed us to grow.  And a lot of that beer we sell is outside of California. 

When you take the small brewers in general, they represent a significant force in California to about $1.7 billion economic impact.  I think there’s approximately 4,700 people that are employed by the small brewers.  There’s 11 which we call regional breweries with the Anchor Brewing Company, Sierra Nevada Brewing Company, Mendocino Brewing Company being in that category.  There are about 54 of what we call micro-breweries which is our smaller version of the regional breweries.  And there are hundreds of brew pubs.  And I think one thing that happened in the history of this development of this industry, the State Legislature in its infinite wisdom passed a great law back in, I think, 1983, that did create an exception to the anti-tied-house laws that allowed us to have a restaurant on premise.  And that allowed the brew pubs, with a tradition that occurred in Europe for centuries, to flourish.  So now when you drive up Highway 101 and you go through Ukiah or through Hopland, and you stop at the Mendocino Brewing Company, that was a direct result of a very wise law.  

So, I guess the main thing that I’d like to get across is that the tied-house laws allow the basis of equal access to market.  That’s the most important issue of the small brewers.  If these laws didn’t exist, it would be an absolute free for all which is close in a couple states.  We simply wouldn’t be here, either the Sierra Nevada brewery or the small brewers. 
So we look forward to working with the State Legislature to illustrate where laws are good or bad for us.  And I guess the main thing I need to say is when these laws come up, think of Sierra Nevada Brewing Company, think of the Anchor Brewing Company, think of the Mendocino Brewing Company.  These are all viable companies in their communities.  In Chico, we’re one of the largest independent employers in the area, and it’s in an area that sorely needs jobs.  So think of us, because these laws have a large effect on us.

SENATOR FLOREZ:  Senator Chesbro.

SENATOR CHESBRO:  Yes, I’m fascinated by the small winery start ups in my district and I’ve always been fascinated by the micro-brewery movement in an industry that’s generally been moving toward consolidation.  I’m very pleased to know that small businesses have successfully sprouted up and made a go of it.  And I appreciate you educating us on the sort of positive aspects of the tied-house laws.  And you gave a partial answer to my question, or maybe a total answer when you mentioned the 1983 law.  But, you know, I think the question I would ask is especially for your smaller members and the micro-breweries.  To what extent do the restrictions on the ability to own other opportunities for featuring a product hamper the ability of micro breweries?  Because like the small wineries, and I’ll give credit to the distributors and the wholesalers, I love walking into a liquor store on the other side of the country and seeing micro-breweries from Mendocino and Humboldt and Chico all lined up.  So clearly the wholesalers have distributed them.  But, on the other hand, when you’re just getting started, being able to put your product, allow people to come in contact with your product more casually, is the main way that people are able, and that’s the whole idea of a brew pub, that somebody can go in and try different things and decide they really like it and then they can start buying it retail.  And the same thing with a wine tasting room for a small winery.  
But, to what extent have other aspects of the tied-house laws that in fact have hampered or made difficult the ability to have this movement of small businesses prosper?

MR. HARRISON:   That’s a very good question and a fairly complex one.  But, I think the general answer is from my opinion, and I think I represent the small brewers on this, the overall effect is worth any relatively minor hindrances created.  And some, I have to admit, some of our smaller members may not wholly understand the ramifications.  Like they would like to be able to do something that’s prohibited.  Why can’t I give a retailer a t-shirt?
SENATOR CHESBRO:  Well, I’m thinking more along the lines of the ability to own more than one restaurant or to have a variety of different kinds of ownership of different types of businesses where you can feature the product and then allow consumers to come in contact with it.

MR. HARRISON:  Well, to be quite honest in that, I have a feeling that the more those laws are liberalized, more, they will, if that, if there is a need for that it will be filled in by chain, nationally oriented restaurants.  And so our members aren’t oriented that way.  We’re basically family owned and operated.
SENATOR CHESBRO:  So in that instance would you view the restriction as positive? 
MR. HARRISON:  Yes, I would view it as positive.  Absolutely.  Because in almost every case the small brewers were people who were just into the craft of brewing and wanted to present that to people.  And in the case of the brew pubs, they were restaurant owners who wanted to brew also.  But, they’re not national chain oriented and when you allow a liberalization of the licenses, I think you invite that environment much more than as existed.

SENATOR CHESBRO:  Interesting perspective, because I’ve heard lots more on the wine side, but I’ve heard lots of small business owners complain about the difficulty of finding ways to put the product in the, that allows the product to be tasted.  But, you’re giving a perspective that shows that there’s also a protection involved and is beneficial.

MR. HARRISON:  Yes, I think, again, some of the real small members, it takes a while for them to see the benefits.
SENATOR CHESBRO:  When you say no all your members would get the same answer if they were sitting here.  There’d be some dissent.

MR. HARRISON:   I think in among the brew pub members or somebody who wanted to start a chain of restaurants, you might hear a little dissent, but by and large, every time we voted on this issue it’s come across that we support the restrictions on licenses.
SENATOR CHESBRO:  Thank you.

SENATOR FLOREZ:  Thank you.  Any other questions, members?  Go ahead.
MR. ART DeCELLE:  My name is Art DeCelle and I appreciate the opportunity to address the committee today on behalf of the Beer Institute.  Twelve of our members have substantial facilities in the State of California, and another 50 or so are on our regular mailing list, mostly the smaller brewers.  Ken Grossman of  Sierra Nevada and Chris Maytag from Anchor both served as members of our Board of Directors, and it’s an honor to be here in the nation’s largest production, beer production state.
It’s interesting.  We’ve come full circle over time.  Brewing was essentially a local business well into the 20th century.  In fact, San Francisco had several breweries back in the 1890s and Sacramento was the first one to have mechanical refrigeration.  And until those kinds of technologies advanced, refrigeration, pasteurization, packaging technologies, most beer was consumed on premise very similar to the brew pub model you were just discussing.  And the other factors in society particularly around the 1920s, actually around the turn of the century, a combination of the industrial revolution, mining towns, cattle towns, things of that nature where there was very little socially moderating functions, a lot of single males far removed from their families, led to some of this order in the marketplace that preceded Prohibition.  
And what I would hope to do quickly and I’ll give you a written presentation with more thorough discussions, is try to respond more fully to some of the questions that came up earlier.  Mr. Peirce did a great job in laying out the tied-house, the history of the tied-house and why it’s called a tied-house.  But, as it became apparent that Prohibition was a failed experiment in the 1920s, Congress and states to some extent, and California was actually ahead of the curve on this, anticipated the need for a different structure of alcohol beverage distribution.  And it’s interesting, might shed some light on your deliberations in the future, several bills were actually introduced that would have created a federal alcohol distribution system and dispensaries located in post offices.  Other bills, this was a big time of anti-trust type legislation and fair trade legislation both nationally and in the states.  And that, along those lines they came up with the concept of a limited dividend corporation.  Like an insurance type model or a public service commission type regulated model.  So all of these things were studied in some detail and of course, pre-Internet days, so it’s hard to come across some of those.  But, it’s a fascinating history and 18 states still retain either a wholesale or a combination wholesale and retail control over spirits, but they pretty much eliminated that for wine and beer for a number of different economic and practical reasons.  
But, anyway, in summary and I think the California Supreme Court actually—I’ve got a citation to a, what I think is one of the better descriptions of the public purpose.  And they stated that the statutes, and this would include primarily the tied-house approach and the three-tier system, they sought to forestall the generations of evils and excesses as intemperance and disorderly marketing conditions that inflate the public and the alcohol beverage industry prior to Prohibition.  And by enacting prohibitions against tied-house arrangement, State Legislatures aim to prevent two particular dangers, the ability and potentiality of large firms to dominate local markets through vertical and horizontal integration and the excessive sales of alcoholic beverages by the overly aggressive marketing techniques of larger alcoholic beverage concerns.  And, you know, your State Supreme Court, again, that’s their description and rationale underlying the process.  And I think the basic policy concerns remain.  And your California ABC is certainly a leader nationally.  
I worked, had the honor of working with Jay Stroh, Manny Espinoza who was here before, and now Jerry Jolly as directors of your agency through the National Conference of State Liquor Administrators and other groups.  And they are not only active members, but they’re major contributors to the deliberations of the group in forming best practices nationally.  And many of those revolve and rely on that stability in the market place.  And to give you a couple of examples we discussed the brew pub example and the way in which that was narrowed under California law I think is the type of careful approach where for example, the brew pub is still subject to the three-tier system requirements for the purchase of alcohol beverages that they don’t produce.  So, in other words, they’re still part of the license system dealing with the distributors and conducting their operations otherwise in accordance with California law.  
And to your broader issue that Chairman Florez raised, I spent 15 years of my life working as a staffer in the House of Representatives in the New York State Legislature and the New York City Council.  And I realize that the kinds of pressures you face and in our industry in particular, because you’re the referee in effect, of so many more detailed business practices, that some of these things could come across as, quite honestly, probably a nuisance on a bad busy day as like you’ve had this morning with a lot of other contentious issues before you.  And they add complexity and they add unusual provisions to the law, but I think those challenges are inherent in a heavily regulated industry as economic conditions change and the situations facing the business community change.  But I think 90 percent of the beer sold in the United States is produced here, and in many cities, brewers are the source of manufacturing jobs which are sorely needed.  And while we don’t always agree with every legislative or administrative decision that comes down the pike, we think the three-tier system is essential to an orderly market place for California. And so with that, I welcome any questions you have.
SENATOR FLOREZ:  Great.  Thank you very much.  Maybe just for the panel a couple of questions just to get on the record.  The issue of cross border shipping of beer, is it an issue in California or not?

MR. DOMINGUEZ:  We don’t see it as an issue in California.  We haven’t heard it from our wholesalers or really in terms of complaints.  If you look at the tax structure in the neighboring states, the differential isn’t that great.  
SENATOR FLOREZ:   And then where do we rank in terms of alcohol assessments?

MR. DOMINGUEZ:  Well, compared nationally?

SENATOR FLOREZ:  (yes)

MR. DOMINGUEZ:  The California tax rate is slightly above the national average of 19 cents.  California’s tax is 20 cents per gallon so, it’s—is that what you were looking for?

SENATOR FLOREZ:  Yeah.  And given that, Senator Romero has a bill this year, SB 656, that allows the counties to levy an on-sale alcohol consumption tax. Your thoughts on that?  
MR. DOMINGUEZ:  Well, the beer industry and alcohol in general is some of the highest taxed consumer products out there already.  

SENATOR FLOREZ:  What kind of effect does it have on beer manufacturers?

MR. DOMINGUEZ:  Well, when you look at taking disposable income out of the consumers’ pocket, beer is price elastic.  And it would have an impact on both sales and jobs and the ripple effect of all the industries that we described earlier.  

SENATOR FLOREZ:  Okay.

MR. HASTINGS:  Excuse me, it complicates matters, too, by taking a three-tier system that’s designed to operate effectively at the state level and offering a local option which would be very difficult for us to gauge as a business practice.  And currently, we oppose the legislation.
SENATOR FLOREZ:  You maybe heard me start the hearing off with respect to ABC and whether or not they were looking at temperance or control of use and I think the answer was public safety.  Your thoughts on that?  Is that, in reality, how it is run from your perspective? 

MR. DOMINGUEZ:  We believe so.  We believe they do a very effective job in those areas.

MR. HARRISON:  I think the example of Chico which has had its share of party problems has been a wonderful example.  As the director mentioned, the grants to the local law enforcement have vastly improved the underage drinking situation in an area that had a real problem.  And we applaud that.  We think it’s a great thing.

SENATOR FLOREZ:  Okay.  And I think you heard us earlier debating the issue of vending machines and the issue of choice and in many cases, obviously you’re in a different place, you know, deregulating is not an issue in your industry, but your thoughts on that?  Market choices and deregulation?  Is this working?

MR. DOMINGUEZ:  Well, when you look at deregulation of other industries or the regulation of other industries, they’re primarily for economic reasons, alcohol being a unique product, the regulation is more toward the orderly sale and consumption of alcohol.  And the system also provides for the industry itself to conduct a lot of that along with the ABC.

SENATOR FLOREZ:  Consumers, can they buy beer on-line?  

MR. DeCELLE:  Yes, they can, but I believe the Beer Institute did a study on it, and they couldn’t even quantify it because it was so small.  At this point because beer’s cost prohibitive in terms of shipping, it hasn’t become a problem, but we believe that it could be a problem in the future for law enforcement and others in terms of getting their arms around and preventing purchases from on-line so it does concern us.  
SENATOR FLOREZ:  So it hasn’t really hit the radar screen in terms of something that we should be looking at?

MR. DeCELLE:  No, proactively, the federal government enacted legislation in 2000 and it was actually modified to accommodate mail order wine shipments.  But, the problem there for the state enforcement perspective is that a lot of this can take place interstate and California would have no means of knowing where it was coming in, you know, multiple shipments.  So, they have given states jurisdiction in the federal court system to punish people who are sending in alcohol beverages illegally.  

SENATOR FLOREZ:  Okay.  In terms of, let me ask a couple questions for the small, the smaller breweries, and I appreciate your comments in terms of this being helpful.  Are you able to navigate then, as you’re saying, through this distribution and retail tiers effectively?

MR. HARRISON:  Yes, yes, maybe in the very beginning when you first start it’s a little confusing, but like any industry you have to learn the conditions under which you operate.  And again, if this industry was disorderly as ABC would define it, it would do none of us any good.  So, yeah, it’s not that hard, because almost all of our product is sold through beer wholesalers, and so they’re the main sales force that goes out and they are charged with their own license to follow the rules.  And so, and the smaller guys don’t interact quite as much directly with their customers as maybe the larger guys do.  And so it comes up a little less, especially as you get smaller than us.  So I think it’s very doable.  I wouldn’t want us to see it getting more confusing, but I think once you learn the ropes it starts making sense.

SENATOR FLOREZ:  Okay.  Does every beer have a readable “best by” date on the product?

MR. DeCELLE:  Not every beer does, sir.  That’s optional, the federal government primarily controls the labeling process.  The states can, but most of them have ceded that to the feds because of the national market and products.  But, some do and some do not, but in no case as long as the beer is properly packaged, it won’t harm consumers.  It’s the taste that diminishes over time.  It is a perishable agricultural product, but the combination of alcohol and hops keeps it from poisoning anybody or cause any problem of that.  So it’s mostly a taste function.

SENATOR FLOREZ:  A taste issue?  So, the health benefits of beer?

MR. DeCELLE Well, beer and all, there’s quite a bit of literature on health benefits as well as the detrimental affects of alcoholic beverages.  We at the Beer Institute have pretty consistently taken a position where we don’t market or discuss them publicly and leave that to the medical professionals and researchers.

SENATOR FLOREZ:  So you get the benefits of a term limited legislator.  I get to ask questions like that (LAUGHTER) and watch you guys go, “oh gosh.”

MR. DeCELLE:  Okay.

SENATOR FLOREZ:  In terms of just a couple more questions, the economic contribution, I think Anheuser Busch hit on a little bit, but for the State of California, the economic benefits, if you will, now, maybe you can just outline some of those before you, we close.
MR. DeCELLE:  I have a summary which I’ll be happy to leave with you, but approximately 7,000 direct employees of the brewing industry, the breweries themselves, and then an additional 11,200 employed by wholesalers, and approximately 75,000 by retailers.  So close to 94,000—
SENATOR FLOREZ:  And then substance abuse?  Where are we in terms of what’s changed?  What are we doing differently?

MR. DeCELLE:  In terms of substance abuse?  Well, California, and I would attribute this—
SENATOR FLOREZ:  Maybe resources given to that effort.

MR. DeCELLE  Yeah, California ranks 47 of the 50 states in per capita beer consumption, so I think your system has had a moderating effect in terms of temperance and—

SENATOR FLOREZ:  Okay.

MR. DOMINGUEZ:  The industry has a long history of addressing substance abuse.  We work with a lot of different agencies whether they be teachers groups, government agencies, and the such, as well as the national campaigns that you’ve seen and the programs, the grassroots programs that we referenced earlier.  It is an important issue for us and its something that we need to try to address at all levels.  
SENATOR FLOREZ:  Okay, members, questions?

SENATOR CHESBRO:  Mr. Chairman?  In response to your question about economic impact, what the broad numbers don’t tell you, Mr. Harrison did touch on, and it’s especially true in my district, but I think it’s probably true throughout rural California.  The micro-breweries have also had a tremendous impact in small rural communities in terms of creating employment in places where generally speaking, the economies have been going downhill.  And it adds tourism.  Not only direct.  There are people who do the micro-brewery tours and quite a few actually, just like wine people go on wine tasting tours, so I think it’s very significant.

One more question for Mr. Harrison.  With regards to the three-tiered system, you know, there are some small wine producers in my district who say that one of their challenges is their ability to get the wholesalers to distribute their products especially early on until they’ve established the reputation in the marketplace power.  How, or what can you tell me, and maybe there’s not a simple answer, but how, to what do you attribute the success of the micro-brewers to being able to get the beer distribution network to successfully carry the products and get them into retail stores?  Because clearly, especially with your company, I think that has, and the growth, the tremendous growth we’ve seen with Sierra Nevada, that’s been, that was critical.  I mean, if you hadn’t had that, you would probably still be just serving beer to people in Chico, you know?
MR. HARRISON:  Absolutely.  The structure of the three-tier system that develops a strong wholesaling network makes it possible.  And to be honest, not just in California, but nationwide.

SENATOR CHESBRO:  But, it’s possible, but nonetheless—

MR. HARRISON:  Well, it’s more difficult every day because of consolidation.  That’s a business fact that we can’t get rid of.  For business reasons there’s less wholesalers, there’s less, but larger retailers, also.  That’s something I don’t think we can legislate away.  That’s just an unfortunate business situation.  But, without beer wholesalers to be quite honest, the small brewers would be at the mercy of the market in a way that they couldn’t organize themselves to go out and do anything about, because they’re not big enough.  

SENATOR CHESBRO:  I’m just trying to figure out what the difference might be.  I mean, I know that you can’t really probably comment on the wine industry—

MR. HARRISON:  Right.

SENATOR CHESBRO:  --but, I’m just trying to—because I hear that from some, not all, but some winemakers, small wine producers, but I haven’t heard that as part of your testimony today that that’s been an obstacle to the growth.

MR. HARRISON:  Well, one thing that is a wonderful situation in California law with a brewer’s license, we have a distributor’s license.  For instance, we distribute our own products in Chico.  When we started back in 1980, no wholesaler wanted our beer.  We just--
SENATOR CHESBRO:  That’s the kind of allegation that, or claim that the small winemakers make is the difficulty of getting it to market.
MR. HARRISON:  Well, the main thing I would say is never take away our ability under our license to distribute our own products, because otherwise, we are absolutely subject to market situations that we can’t control.  At least we can try in our local areas when we are allowed.  And that is, Sierra Nevada probably wouldn’t be here if we didn’t distribute our own product, because nobody was interested.  There’s a pretty big differential mark up by the wholesaler, because they have a lot of expenses which we could operate cheaper.  You know, we had a 20-year-old van and, you know, it didn’t cost us as much to distribute a product as it would a beer wholesaler.

SENATOR CHESBRO:  So that’s really sort of an exception to the three-tier system that you’re able to do that, huh?

MR. HARRISON:  Well, I think, now I think you would—probably John Peirce could give you a better description of what it really is, but it’s part of the entire umbrella that a brewer’s license allows.  We’re sort of on the pinnacle when it comes to beer distribution.  We are the distributor.  We are the manufacturer.  I don’t know if it’s an exception, but again, I think somebody with a little more expertise can give you a better inside on that.  
MR. DeCELLE They’re still subject to the same legal requirements at each level of the business, so in other words they have to adhere to the same rules as other wholesalers.  And they are permitted, some of our larger members own branches within the State of California, as well.  Own distributorships.

SENATOR CHESBRO:  Is that common at all with the other, I mean with, obviously the smaller you are the harder it would be to do, but is that common amongst the craft brewers?

MR. HARRISON:  Oh, certainly, mainly in their local area.  Because when you have your brewery, you have your warehouse, your overhead is reasonable to go out and act like a wholesaler.  Plus, you’re not going to represent, you’re going to represent your product better in the local area than anybody else.  I mean, it’s you, it’s your blood, sweat, and tears that have made that beer.  People come to your brew pub and see you.  So by distributing your own in the local area, you’re part of that community.

SENATOR CHESBRO:  Thank you.

SENATOR FLOREZ:  Okay, gentlemen, thank you very much.  Let’s have the wine industry come up, please.  Michael Falasco, legislative rep, Wine Institute; Paul Kronenberg, President, Family Winemakers of California; and Pete Downs, Vice-president, Government Affairs, Kendall-Jackson Winery.  Thank you, gentlemen, for joining us, and Mr. Falasco, why don’t we start with you.  
MR. PETE DOWNS:  I’m going to start, if you don’t mind.

SENATOR FLOREZ:  Okay, no problem. 

MR. DOWNS:  You know, when I got the invitation to—

SENATOR FLOREZ:  Maybe you can start with your name and your—

MR. DOWNS:  Oh, Pete Downs, Kendall-Jackson Winery.

SENATOR FLOREZ:  Thank you.

MR. DOWNS:  When I got the invitation to come before the committee today I was trying to think of what I could contribute to help you understand the three-tier system.  And the thing that occurred to me was that it might be instructive for you to hear how a company gets into the three-tier system.  

SENATOR FLOREZ:  That’d be great.

MR. DOWNS:  In 1973 when I graduated from U.C. Davis with a degree in winemaking, I was fortunate enough to go to Senator Chesbro’s district and I’ve been there ever since.  And I have to tell you Sonoma County is not a bad place to live.  

Kendall-Jackson actually began its first vintage in 1983, a little over 20 years ago.  By 1987, we got our first award.  We were awarded the Winery of the Year from the American Wine Competition.  And then by 1992, less than ten years from the inception, we were at a million cases.  Nineteen ninety-four we had climbed to 1.7 million cases.  And in 1997, I don’t know if any of you have ever been to Sonoma County, but we have at Kendall-Jackson Wine Center we have an Heirloom Tomato Festival.  And that was the first year for that.  It’s one of the premier events in Sonoma County and for those of you that are fans of heirloom tomatoes, please come.  

By 1999 we were at four million cases, and by 2004, four years running we were the most awarded winery in California.  So we’ve had quite a meteoric rise from zero cases in 1983 to over four million cases today.  Currently we employ about 750 people nationwide, that includes vineyards, winery, and sales and marketing.  That’s how we got here and we're looking forward to help you understand this puzzle.

SENATOR FLOREZ:  Thank you very much.

MR. DOWNS:  You’re welcome.

MR. MIKE FALASCO:  Mike Falasco.  I’m with the Wine Institute.  We represent about 750 California wineries that produce over 90 percent of all the wine produced in the state and 85 percent of all the domestic wine.  From the largest wineries in the world to the smallest, many of our members belong to both Mr. Kronenberg’s organization and ours, too.  
What I’d like to focus on, given the time of the day, is just throw out a few key statistics to kind of give you the big picture.  Wine is the number one finished farm product in California.  There’s 350 of them.  Our contribution to the economy is $45.5 billion.  That’s the economy of California, not the United States.  We employ over 207,000 workers with an annual payroll of $7.6 billion.  Tourism is very big in our industry, obviously--$1.3 billion in tourism expenditures.  Exports have grown enormously in the last decade or so.  As of the last available data which is 2003, about $650 million in export sales and about 96 million gallons was exported.  That’s about 15 percent of all the wine we produce in the state.  Huge.  

We are also in a very competitive global, global market.  Even though we are, the industry’s sales growth is over five percent _____.  That having been said, wine is a very price sensitive product.  Now that may be a misconception to certain people, because you may be thinking, well, I go to the restaurant and it’s 20, 30, $50 a bottle.  Eighty percent of all the wine that we produce and sell in California sells for less than $8 a bottle.  And that means that about half of—if it sells for $8, maybe half of it is what the winery got for it.  Not a huge profit margin.  And it’s very competitive.  You know, you have the $50 bottles of Chardonnay or Cabernet, but there are, oh, at least 1,500 if not more than that, Chardonnay producers.  Even though you may be selling your product for a high dollar value, your sales are not necessarily very large.  
Let me see if I have anything else I want to add at this point.  I think it’s maybe a little bit of a side bar, but I think it’s important, because we’re not just winemakers.  We don’t just manufacture a product for consumers.  We’re also farmers.  And our industry has implemented its code as sustainable wine growing practices.  What does that mean?  Basically, we want to do voluntary best managing practices, be it air quality, water quality, you know, employee relations.  And to that extent it’s not just a big, thick document.  And we’re in the process of developing best managing practices for winery processed water for the Central Valley Regional Water Board.  We had a meeting last week at Kendall-Jackson where we’re going to make the same offer to the North Coast Regional Board for sediment.  We realize that there are real problems in the environment that need to be addressed.  And given the tight budgets for state and regional government, we’re willing to do the legwork, do the initial studies, realizing that if it’s an industry bought and paid for study, it’s not going to have the credibility that we want.  And that’s why we’ve asked the State Water Board for example, to peer review independently, our work so that it can become the template for water quality or air quality.  With that, I’d like to turn it over to Paul Kronenberg.
MR. PAUL KRONENBERG:  Thank you, Mike.  Chairman Florez, members of the committee, Paul Kronenberg on behalf of Family Winemakers of California.  It’s fallen to me to answer the question that you asked earlier when you opened the hearing about direct shipping.  Briefly I wanted to tell you about Family Winemakers.  We represent about 640 small wineries in California from Fort Bragg down to Temecula and all points in between.  Basically they are producers of less than 5,000 cases.  We call them small, you probably call them micro-sized wineries, actually.  And most of them are family owned. Most of them have less than five employees, because it’s generally a couple, two business partners, and you know, couple part-time people.  
I’m going to use my time to talk about the direct shipping case, but I wanted to put it a little bit into context with you.  As you noted, you’re waiting for the decision.  So are we.  We’re learning a great deal of patience having pushed this initiative for about seven years now and helped fund it on behalf of the small wineries all the way to the Supreme Court.  I think anxious is a word that’s in our lexicon these days.

The backdrop is really simple.  Small wineries have had difficulty in getting to the marketplace and market access.  One is just the real physical world.  It’s a lack of shelf space for all the wine produced.  Mike is often fond of saying in testimony that there are about 16,000 Chardonnays produced in California alone.  There just is not enough retail grocery space available to put all of those bottles every single year, there, much less all the varietals.  The second force in play here is a lack of distribution of wine to put them in retail outlets.  And that basically leaves small wineries with tasting room sales if you have a tasting room, the ability to get into fine wine shops, the ability to sell yourself and get on a restaurant wine list.  

And then the other sales channel that really speaks to the small wineries and has since the mid-90s when this, when they really start to look at it, because of legislation in other states that upgraded direct shipping violations to felonies is direct-to-consumer wine sales.  When you can’t get distribution because you don’t have production levels or a brand awareness in the marketplace, you look for other outlets.  And direct-to-consumer sales outside of California as well as inside of California is what happens.  And that basically led to the litigation because of some of the felony statutes and the ability to try to open up some of the other states.  

I’m sure as your committee staff told you, direct shipping has been a subject that has been heard not only by this committee, but by the Senate Select Committee and several times and I think you have in your files the 1997 hearing that would ad nauseam tell you about all the various aspects of that.
Basically, we’re at the Supreme Court with Michigan and New York.  There were seven suits filed in various states.  Those are the two that have worked their way all the way up through the Circuit Court of Appeal, and the State of Michigan which lost their case and the State of New York which won their case, those two cases were appealed. The plaintiffs in New York, Swedenberg, et al., decided to appeal their loss even though they won at the district court.  And basically it gets down to the challenge of discrimination between in-state sales and intra-state sales.  And I will spare you ad nauseam the December 7th oral arguments, which were fascinating, but you can read the briefs online if you wish.  And that was the basis for all the suits in the various states.

The implications for California if a decision comes down sometime before the end of June and frankly, you know, next week is the next opportunity we have on a Tuesday or Wednesday.  The implications would be if they decide in favor of the plaintiffs and that is the fact that if you have and allow intra-state sales, Pete’s Winery (Kendall-Jackson) to sell to me here in Sacramento, but you don’t allow inter-state sales.  And that may call into question the issue of our reciprocity statutes which we have for many years since, I believe, 1985, considered it an invitation to other states to join us in sort of commerce.  We’ll open up our borders to your wineries if you open up your borders and your residents to our wineries.  In many cases there are limitations and restrictions, but in most cases reciprocity means tax forgiveness, as well.  It’s just straight commerce.  But, if it calls into question the fact that it’s not so much an invitation but still a restriction, that you’re allowing intra-state sales and that’s keeping some other state wineries out that don’t have a reciprocity statute, we will be back before your committee as we were before with Senator Chesbro’s bill, SB 118, which is a vehicle to address that issue if it comes up.  And that will be, basically, the vehicle that we’ll be talking to you about, trying to maintain the existing structure in a new format which is basically a permit system, which gives you and gives the ABC the ability to do the regulatory things it needs, as well as continue the commerce that we have.
SENATOR FLOREZ:  Thank you, gentlemen.  Any questions from members?

SENATOR CHESBRO:  I have a really serious question.

SENATOR FLOREZ:  Yes.

SENATOR CHESBRO:  I want to know how many wine, just how many wineries there are.  According to the Wine Institute, there’s 1,294.  According to the Association of Wine Grape Growers there’s 1,049.  And according to the Federal Alcohol and Tobacco Tax and Trade Bureau, there’s 1,689.  So just how many are there?

MR. DOWNS:  Actually, the person to ask would be either Mr. Peirce or Mr. Jolly since they have all the tickets that get punched.  (LAUGHTER)
SENATOR FLOREZ:  Thank you, gentlemen.  I have not yet been to Senator Chesbro’s office for the lesson, but how do you read an American label?  Maybe you can tell us.

NOT PETE:  Pete, you do that all the time.

MR. DOWNS:  Yeah, it’s one of those questions that you really do need a primer to do it.  What you really need to know is is the wine from California.  That’s very important.  Is it red or white, and do I like it.  As long as you get those three, you don’t need to know anything else.

SENATOR FLOREZ:  You’re in good shape.

SENATOR CHESBRO:  We’ll resist the temptation to talk about which part of the state it’s from.  (LAUGHTER) 

SENATOR FLOREZ:   Gentlemen, thank you very much for your comments on the record.  Very much appreciate it.  Okay, if we could, let’s have questions for distilled spirits.  Berman, come on up.  And you can go ahead.  Do you have a presentation?

MR. BERMAN OBALDIA:  I do.  

SENATOR FLOREZ:  Okay, great.

MR. OBALDIA:  Or, you know, we can make it short _____ the hour and all this talk about brew pubs and—

SENATOR FLOREZ:  Everyone keeps pointing to the hour, but it says to me it’s just only 12:30 in the afternoon, so it’s not nine p.m., so go ahead and begin.
MR. OBALDIA:  Yeah, we can go have a drink somewhere and have this—

SENATOR FLOREZ:  Go ahead and present.  I’m going to step out just for one second.  I’ll be back.  Vice-chair Senator Denham will you please take over.
MR. OBALDIA:  Okay.  Mr. Chairman, members of the committee, my name is Berman Obaldia.  I’m vice president of Government Affairs for the Distilled Spirits Council of the United States, more commonly known in circles as DSCUS.  So for this presentation I’ll refer to us as DSCUS.  DSCUS is a national trade association representing producers and marketers of distilled spirits sold in the United States.  Our members’ quality products include the full spectrum of distilled spirits such as bourbon, scotch, and other whiskeys, vodka, gin, tequila, rum, brandy, and cordials, and liqueurs.  The distillers take special pride in their products as well their efforts to encourage responsible beverage alcohol consumption by adults who choose to drink.

The distilled spirits industry generates $95 billion in U.S. economic activity annually.  In California the spirits industry generates $8.3 billion to the state’s economy.  It employs over 100,000 people in the state generating $654 million in tax revenue for the state.  The distilled spirits industry contributes to the California economy in a variety of ways.  Purchases of spirits by California residents at liquor stores, drug stores, taverns, restaurants, increase California’s gross states products directly by generating tax revenue wages and profits indirectly when state suppliers, wholesalers, retailers, and their employees purchase goods and services from other industries.
DSCUS supports the three-tier system and the fruitful relationship within that system.  California has an extensive regulatory system governing the distribution and sale of beverages, alcoholic beverages and we support that system and the Department of Alcoholic Beverages Control’s enforcement of these laws.  In recent years California has moved in the right direction of creating a more level playing field for distilled spirits vis-à-vis, beer and wine.  Specifically a number of license types previously available for beer and wine now may be issued for distilled spirits, as well.  There remains additional work to be done and I look forward to working with you and the members of this committee on this issue.  

I would like to, however, point out some of the things the distilled spirits industry is doing to self-regulate the marketing and advertising of alcohol and address underage drinking.  In March, DSCUS issued the first ever public report detailing complaints about specific alcohol advertisements, decisions of the industry’s internal review board, and actions taken by each advertiser.  I’ve made copies available of the report to each of you on the committee.  I think you have them at your disposal.  What it entails is that the report demonstrates our industry’s strong commitment to responsibility.  Furthermore, by releasing the code review report we believe it will make clear that self-regulation works and will encourage full compliance with code and code review before board decisions.

The report includes 15 complaints about content or placement of specific distilled spirits print advertisements, marketing, and website materials that ran in 2004.  Each complaint summary in the report identifies the advertisement and advertiser and nature of the complaint, the code review board decision, and the subsequent action of the advertiser.  The report also provides information on how to file a complaint.  I won’t go into the specifics of the 15 complaints and actions taken, but it demonstrates that our industry is committed to working with our, within our own industry on preventing advertisements from that show or that don’t reflect positively on our industry.
DSCUS is also working with the Century Council, a national not-for-profit organization, dedicated to combating drunk driving and underage drinking that is funded by America’s leading distillers.  In fact DSCUS and the Century Council are in support of legislation sponsored by Assemblymembers Levine and Runner that address hard core drunk drivers.  I think it’s AB 571 and AB 1574, if I recall correctly.  

Funded in 1991, in California, I might add, the Century Council has a long history of working with elected officials in California and throughout the nation in the battle against drunk driving and underage drinking.  These programs include a law enforcement program, Cops and Shops, which is in use with the southern division of the California Department of Alcohol Beverage Control.  Brandon Silviera, a native of Los Gatos, makes presentations to high schools about making the right decisions concerning drinking and driving.  Brandon recently spoke to his one millionth student.  A new program, Alcohol 101 Plus, which was developed as an extension of an award winning program, educates students to make responsible decisions concerning alcohol, and to understand the negative consequences of making bad decisions.  Thus far, over 60 California campuses have signed up to receive this program, and it’s in about 100 plus colleges throughout California, as well.

In conclusion, DSCUS values the work that you do, and appreciates the opportunity to inform legislators on the on-going work members of the Distilled Spirits Council are doing to show our commitment to responsibility.

SENATOR FLOREZ:  Thank you, very much.  Just maybe general questions.  Spirits gaining larger market share of the alcohol beverage market?
MR. OBALDIA:  It is.  We try, we’re regaining our market share that the industry lost due to societal reasons back in the 60s and so forth.  The spirits industry voluntarily took themselves out of T.V. advertising.  We are in advertising, but primarily on the cable networks.  Since 1999 the industry has increased three percent market share.  I think we’re at about 26 now.  So, we are increasing, yes.

SENATOR FLOREZ:  Okay.  And just generally in terms of the three-tier system, your viewpoint, does it discriminate against alcohol beverages?

MR. OBALDIA:  Well, I think there are, there, historically, yes.  There’s some disparities between the licensees in terms of, for instance, the cost of obtaining a general on-sale license is somewhat, I think the cost is about $12,000 minimum on the retail market, because there’s a market for these.  It can go up to 125 to $200,000 depending where it’s located.  Whereas a license for a beer and wine, a beer and wine license you can pick up for about 500 bucks or things along those lines.  So, yes, there is a disparity in the cost of obtaining a license. There’s also, as Director Jolly pointed out, there are restrictions where licenses can be placed because of population encroachments and so forth, so yes.
SENATOR FLOREZ:  And in terms of regulatory variations in terms of the tied-house laws, do you see any unnecessary regulatory variations or laws that are impacting the success of your industry?  

MR. OBALDIA:  We’re trying to address those.  I think one issue—we're trying for equality and equivalency.  That’s our main aim.  Alcohol is alcohol is alcohol.  We want to be treated in the same manner.  Over the past several years we’ve been, success-wise I pointed out in my presentation, in helping to level the playing field.  We’re still trying.  We may come before this committee in the next few months to try and do a tastings bill much like in other states.  In Arizona there’s a tastings provision on the Governor’s desk that would allow off-premise tastings of distilled spirits.  In California you can currently do it for beer and wine.  We want to expand that universe to spirits.  So, our aim is to try and get some level of equivalency with beer and wine. 

SENATOR FLOREZ:  You’re going to start that in Chairman Horton’s committee or this committee?

MR. OBALDIA:  I don’t know.  It’s still—we’re still debating that.  We’re going to start that process.

SENATOR FLOREZ:  Okay.  

SENATOR CHESBRO:  Perhaps we may want to go taste.  (LAUGHTER) 

MR. OBALDIA:  That’s right.

SENATOR CHESBRO:  Well, given the debates about where wine and beer tasting ought to be allowed, so you’re going to be seeking to allow it to be tasted at farmers markets and PTA carnivals?
MR. OBALDIA:  No, no, I don’t think we’ll go that far.

SENATOR CHESBRO:  Okay, just checking.

MR. OBALDIA:  No, we want to do it with responsible retailers.  

SENATOR FLOREZ:  Okay.  That’s the key word, right, responsible.

MR. OBALDIA:  That’s correct. 

SENATOR FLOREZ:  Alright.  In terms of the advertising, responsible advertising, since we’re talking about that, what’s the industry doing in terms of that particular issue?

MR. OBALDIA:  Well, I think as I pointed out in my presentation—

SENATOR FLOREZ:  Sorry, I missed that _____.

MR. OBALDIA:  --Mr. Chairman, in the sense that we just provided, we, in March, we came out with a semi-annual code where it’s, we talked about 15 complaints.  We self-regulate our industry, and we’ve gotten a lot of success from that, a lot of good will from the press and others in the fact that, you know, it’s unique in that we’re going after some of our own member companies for some of their advertising and being successful in getting them to pull certain advertisements or their websites, depending on sexual content and things along those lines.

SENATOR FLOREZ:  Okay.  Members, any other questions?  Berman, thanks for testifying.  We were staffers together 18 years ago in this building.  I'm glad to see I have more hair than you do.  (LAUGHTER) Although yours is purposeful, so that’s good.  Thank you very much for coming.  I appreciate it.  Okay, let’s, if we could, go to beer distributors and wholesalers.  Come on up.  Jeff Howard, legal counsel.
SENATOR EDWARD VINCENT:  Mr. Chairman?

SENATOR FLOREZ:  Yes.

SENATOR VINCENT:  I’d like to comment.
SENATOR FLOREZ:  Mr. Chairman emeritus, yes.

SENATOR VINCENT:  I had to go upstairs on some business, but I came down when they mentioned the distilleries and I thought I’d come down.  And I especially came down because at the last meeting we got samples of the healthy snacks, so these guys should have samples.  (LAUGHTER) 

SENATOR FLOREZ:  Gentlemen, thank you for joining us.  Appreciate it.

MR. GEOFF HOWARD:  Thank you, Mr. Chairman.  Geoff Howard from the law firm of Bingham McCutchen, counsel for the California Beer and Beverage Distributors.  And they also represent many individual beer wholesalers throughout California and have for the last decade.  Many of them, I think 20 or so at various points this morning, have been sitting in the room here today and they’re here on their annual legislative day, and I think now they’re out hosting a barbeque on the steps.  There are over 100—(LAUGHTER) 
SENATOR FLOREZ:  We gave them that testimony, Mr. Howard, to get you out of here.

MR. HOWARD:   There are over 100 beer wholesalers in California.  They contribute $2.1 billion to the state’s economy.  And that consists of 297, almost 300 million cases sold, 8.5 billion in aggregate sales, and they have an average payroll of six and a half million dollars.  And that’s spread over an average of 138 employees that each of them have.  Altogether that totals over 11,000 employees and added to the six and a half million dollars in payroll is an average, again, of $1.68 million in benefits that each wholesaler provides.

They’re instrumental in collecting taxes, an important function that they serve, a total of $1.3 billion last year.  That’s comprised of federal and state excise taxes, California sales taxes, and I’m including in that the CRV, the California Redemption Value, as well.  On average they have 85 trucks that are licensed and on which they pay fees.  And that’s a total of about 8,000 vehicles on the roads of California.  They also invest in infrastructure quite heavily, including and you heard reference to it earlier, temperature controlled warehouses, and things of that nature, because this is a perishable product and it needs to be kept fresh.

So who are these businesses that are making this economic contribution?  They are in nearly every instance locally owned and operated, independent, and family businesses, most of which have been in the family for more than a generation.  They live in the communities in which they work.  They serve on charitable boards.  They’re very heavily involved in community work, chambers of commerce, school boards, hospitals, non-profits, things of that nature.  They act as a liaison to the other tiers, to the manufacturers above them, the retailers below them, and the regulators, the ABC and the folks that you’ve heard from.  They are responsible and are the people on the street with all of their employees insuring the strict product quality that the regulations require and demand.  They’re a watchdog for state laws and regulations.  As I mentioned, they’re instrumental in collecting taxes.
You’ve heard, I think, a fair amount about the reasons behind the three-tier system, so I’m going to cut short my remarks on that, subject to any questions that the committee may have.  I only want to say that from the wholesaler perspective, pre-Prohibition was really characterized by disorderly markets and excessive consumption, and that resulted from economic dominance of one tier over another.  In that case it was the manufacturers over the retailers.  It was a vertically integrated system.  Prohibition, although it was different in many ways, had some similar features.  There was no wholesale tier.  There was monopolistic practices.  And although there was supposedly no consumption, there was still anti-competitive behavior and excessive consumption in some areas.  

Post-Prohibition, the majority of states created a three-tier system with two features: independent wholesalers and tied-house laws.  And those are really—and there are many features of different systems as you go around the country, and I’ve had the opportunity in some of the legislative work that I’ve done to survey those laws.  There are many features, but those I think are two common denominators amongst them.  And with respect to the independent wholesalers, they’re state licensed citizens and they’re based really on the notion that alcohol sales are going to look different in a community where the people selling that product are sending their kids to school in the same community.  They’re living there, they’re working there, and they’re accountable with that community.  And they’re accountable to local regulators.

So there are, I would say, regulatory, practical, and moral incentives for the wholesalers to do what they do, which is to maintain an orderly market, to guard against underage consumption, drunk driving, other forms of abuse, and to promote compliance.  And the second feature I mentioned was the tied-house laws.  Those were designed to prevent the integration abuses, abuses arising from the integration that characterize pre-Prohibition and I would argue, even Prohibition era, and to limit economic leverage.  Most of the focus tends to be on the prohibition on cross ownership in a tied-house structure, but economic leverage and economic control can arise in other situations and so you see that the tied-house laws in California address themselves to advertising into inducements and providing a free goods and value.  And from the wholesaler perspective, those laws are more necessary now than ever.  And let me conclude by explaining a little bit why we think so.  
There’s really some modern trends that you can identify if you look back.  Certainly times have changed.  Criminal control over alcohol distribution has faded as a concern, I think, as the regulatory system has worked.  The economic dominance is still an issue, and if you look at the top and bottom tiers of the three-tier system, you have manufacturers who have consolidated globally, many of whom are now foreign mega corporations, many of whom are headquartered overseas, often run by people who don’t have, for lack of a better phrase, the American experience of Prohibition, and are not thinking necessarily about the local community issues that the wholesalers operated in, nor should they be necessarily.  They’re running foreign corporations.  But, it points out, I think, in that instance, the importance of having the local connection that the wholesalers have.  
Small suppliers to be sure are still out there, but I think as you’ve heard in the earlier panel and with the small brewers, they really do rely increasingly on the wholesalers to get their product to market.  And the wholesalers, because of their independence, because they take those products on and get them to market are providing product choice to consumers in a way that might not otherwise exist, because that’s the manufacturer side and the trend I think that characterizes it.
On the retail side, retailers really, I think are now increasingly into categories.  You still have the mom and pop stores, but increasingly you have mega retailers, so economic, potential for economic control at the retail level that you didn’t have before.  And so you see from the top and from the bottom that the independent wholesaler is playing I think an increasingly vital role in acting as an independent buffer in the system that we have created. 

Now these trends to be sure have required some adjustments in the laws over time and there has been some discussion about quantifying those adjustments in terms of pages and code sections and what not.  But, I think when you look at those, they are understandable, they are logical, and what they reflect is that the Legislature has engaged in a case-by-case analysis of the issues that have come before it.  Understanding that the tied-house rationale is still vital, but may not apply with equal force to every single situation that comes up.  And that cautious and carefully balanced approach, I think, has served California well over time and the wholesalers are proud of their role in helping continue the system that we have.  

SENATOR FLOREZ:  Thank you very much.

MR. CRAIG WOLF:  Good afternoon.  I’m Craig Wolf and I am the General Counsel of the Wine and Spirits Wholesalers of America, a trade association that is based in Washington, D.C., that represents America’s wine and spirits wholesalers.  I’d like to thank the Chairman and the committee for inviting me here to testify today.

As has been testified to by now, the three-tier system for alcohol distribution arose out of the lessons learned from the failures and excesses of the vertically integrated distribution system that existed prior to Prohibition.  But, as anybody who has ventured into the average local retail establishment can attest to, it has been a remarkable success.  For 72 years the three-tier system has provided consumers in every locality with a staggering selection of spirits, wine, and beer to choose from, both domestic and imported.  It has fostered competition between suppliers that has led, keeping the consumer in mind, to constant innovation in the industry, superior quality products and stability in pricing, and it has allowed the states to efficiently and effectively regulate and control the importation of alcohol across their borders, prevent unlawful sales including sales to minors, and to collect the tax revenue that is due.  

As stated previously, prior to Prohibition, large distillers and brewers engaged in tied-house arrangements with retailers that were hostile to competition, since they often dictated that only their products could be sold in a retail establishment.  Moreover, those arrangements encouraged the tied-house evils that flourished prior to Prohibition over consumption and abuse.  Because, the retailers were beholden to the manufacturer who controlled it and was forced to adopt programs designed to promote consumption and sales without regard to the negative social consequences of an unrestrained and unregulated traffic in alcohol.  
Now when it became clear that Prohibition would be repealed, the state legislatures began studying the issues surrounding the distribution of alcohol in order to create systems that would avoid the excesses of the pre-Prohibition era.  Although different systems were created by state legislatures as you’ve heard, 18 states became “control” states where they take part in some fashion the distribution network themselves, and 33 including the District of Columbia became “license” states, each understood that the key to avoiding the three-tier, the tied-house evils was to require that there be a buffer between the supplier and the retail tiers to help ensure an orderly, yet competitive, market.  Wholesalers were put into place to ensure competition.  By mandating that there be a wholesale tier, regulated at both the state and federal levels between the supplier and retail tiers, post-Prohibition lawmakers created a barrier to the pressures exerted by the supplier on the smaller retailer.  By forcing suppliers to go through licensed, in-state wholesalers, the states created a system that fostered competition, created a dependable and accountable revenue gathering apparatus, and ultimately benefited consumers in the form of a reasonable, dependable pricing structure and increased product variety.  
The three-tier system also facilitates strong state control.  It is obviously much simpler and much more efficient for a state to monitor sales that go through local licensed wholesalers than to attempt to monitor and regulate the thousands of distillers, vintners, brewers, and inter-state retailers that operate outside their borders.  Regulators can walk into the wholesaler’s warehouse, check its inventory, audit its books, and if violations are found, suspend or terminate its license.  Wholesalers, by their presence in the state are simply more accountable to the state and its regulatory interests.  And unlike out-of-state vendors, can’t hide their operations behind legal or jurisdictional barriers that non state licensed distributors often employ to defeat accountability.  Every bottle that comes through the three-tier system through a licensed in-state wholesaler is accountable from the time it enters the state until the time it is sold to the consumer.  

The three-tier system remains popular and in demand today.  Recent polling by WSWA revealed that over 80 percent of the public strongly supports the controls offered by the three-tier system and is opposed to deregulation that would remove such control and allow for easier access by minors.  Well over 80 percent are satisfied with the selection of products available locally through the three-tier system and the convenience of purchasing those products locally.  The pure three-tier system has gained the imprimatur of the United States Supreme Court which in speaking about the three-tier system in its decision in the North Dakota case in 1990, noted that “In the interest of promoting temperance, insuring orderly market conditions, and raising revenue, the state has established a comprehensive system for the distribution of liquor that is unquestionably legitimate.”  
The State of California has benefited tremendously from the three-tier system in the wholesaling industry.  Wine and spirits wholesalers employ 7,383 people with an annual payroll of over $434 million.  These jobs in turn generate another 9,880 jobs within area industries generating an additional $469.7 million of direct, indirect, and induced compensation.

The retail industry serviced by California’s wholesalers, local package stores, restaurants, and bars, employ 498,000 constituents and generate over $293 million in local and state alcohol taxes and fees annually.  In fact, if you analyze the employment sectors in your state other than government employment, the beverage alcohol industry is the top employer.  And it has allowed for the collection of almost a billion dollars in tax revenue annually.
Now some have argued that alcohol should be treated like any other product like books and clothing and freed of the restraints that states have imposed on its distribution.  But, as the editors of the Beverage Media Group, a respected publisher of beverage journals nationwide have observed, there is a balance that must be maintained between free enterprise and the protection of the consumer.  Alcohol, whether beer, wine, or spirits, is a socially sensitive product subject to abuse and thus a product that must be distributed responsibly.  That is what the three-tier system is all about.  

Some have also argued despite the proven value the three-tier system has obviously created for the states and its consumers, the times have changed, and that the three-tier system has outlived its usefulness.  This is simply not the case.  The three-tier system has proven resilient and risen to meet the challenges facing it time and time again.  But, you need not listen only to the wholesalers.  Ask any major distiller, vintner, or brewer and they’ve already testified here today, whether they could do without wholesalers making thousands of deliveries to package stores, restaurants, and bars in every city and town in this country daily.  Ask any alcohol regulator whether he or she would prefer to work with its in-state licensed wholesale partners to collect taxes and ensure an orderly market, or even if they had the resources, they believe it would be possible to try to regulate and monitor the thousands of distilleries, vintners, breweries, and interstate retailers present in the other 49 states, not to mention the growing number of foreign suppliers.
Ask any small retailer whether he or she would like to give up its autonomy by removing the wholesale tier and face the direct pressure of suppliers as they did prior to Prohibition.  And ask your citizens whether they believe alcohol should be deregulated.  Finally, ask any small retailer or supplier for that matter, whether it wants to be driven out of business by big box retail establishments that will never carry the selection of the local retailer, but which will drive down prices and ultimately put them out of business without the buffer of the wholesaler to blunt their growing market power.
And Mr. Chairman, you asked a little bit about the Supreme Court case and I don’t want to belabor that, but I will say this, there is—the Supreme Court case is a caution, because it is not just about limited direct shipments of wine.  And as, I won’t revisit the whole transcript of the Supreme Court argument, but as Justice Kennedy noted from the outset, this case really could result in the demise of the three-tier system entirely and the license system in this country.  Justice Stevens, in fact, mentioned very clearly that this could result, as was testified previously, in the reciprocal laws being destroyed.  And we’ve already seen the fallout from the case in other cases, for instance the case in Washington state where Costco has filed suit to break down the three-tier system there based upon the same legal analysis, and in Virginia which just last week issued an opinion striking down their personal importation laws based upon the same legal analysis.  
The bottom line, the three-tier system is tried and true.  It has fulfilled its intended purposes and has surpassed the expectations of its architects.  It has given birth to one of the most dynamic and competitive industries in the United States.  It has made beverage alcohol consistently the best bargain in the consumer price index over the past 25 years despite being the most highly taxed and regulated of any consumer good.  It has provided consumers with ready access to a selection of brands which in number and variety is unparalleled by any other consumer goods industry.  It has assured consumers and regulators of product purity and integrity.  It has insured the collection of literally billions of dollars in taxes at the state, local, and federal levels thereby creating the world’s most reliable and cost effective system of revenue collection.  It has established a regulatory system that has encouraged unprecedented levels of compliance and prevented vertical control of the industry.  And it has fixed accountability at the local level for the enforcement of underage drinking and drunk driving laws.
Given the foregoing, the question you need to ask yourself is not whether the three-tier system has worked, it unquestionably has.  The question you need to ask yourselves is “How much would the state and its citizens stand to lose if it did not have the three-tier system or if that system is placed in jeopardy in the future?”  Thank you for giving me the opportunity to testify here today on behalf of WSWA and for the time and attention you’re giving this important issue, and I’d be happy to answer any questions you have.
SENATOR FLOREZ:   Thank you very much.  I think this is the only committee that will let you read 26 pages.  Not that I was counting.  

MR. WOLF:  Triple spaced.

SENATOR FLOREZ:  Triple spaced.  Okay.  Let me just ask generally.  You kind of mentioned the big box retailers desire to opt out of the current system and you see that as a trend that you’re very worried about, correct?

MR. WOLF:  It is a serious issue.  I think what’s interesting and most ironic about the legal case is they were brought, and you’ve heard testimony today, ostensibly to try to get small wineries to the marketplace.  If the Costco lawsuits of the world prevail like the one in Washington state, they will dominate the marketplace. 
SENATOR FLOREZ:  And you’ve mentioned that the Supreme Court case is maybe something that would lead to the demise of all of these tied-house law that we’re talking about today.

MR. WOLF:  It could destroy the license as we know it today.  In fact, control states could be gone under a Supreme Court case that is pending under the decision that they could render, because any type of discrimination in control states are the very fundamental form of discrimination could do it.
SENATOR FLOREZ:  Yeah, I gotcha.  Okay, so Senator Chesbro would be very busy then--

MR. WOLF:  Yes.

SENATOR FLOREZ:  --if that were to happen.  And the committee.  In terms of some of the challenges, is it difficult to terminate a contract with a beer distributor?

MR. HOWARD:  That depends on the provisions of the contract.  

SENATOR FLOREZ:  Just in general.

MR. HOWARD:  Yeah, if you’re a manufacturer and you’re unhappy with your distributor and you want to terminate them, California does not currently have the same level of statutory protection regarding that relationship as you’ll find in many other states around the country.  There are common law principles that prevent that.

SENATOR FLOREZ:  So, what do you think about that?

MR. HOWARD:  I think that the, I think the common law principles have largely been somewhat effective, but not as effective as the statutory provisions that you find in other states.  And what you find is that you have a family business that really has, is providing for a lot of people, a lot of employees and their families, and when they’re handed a contract, it’s onerous and that takes control from their business and places it in the hands of the manufacturer sometimes.  That doesn’t necessarily, is not necessarily an equal bargaining power position, and I think that’s the reason why a lot of those statutes exist in other states.  But, we’ve been able to navigate through a lot of the—

SENATOR FLOREZ:  Okay, but _____.  You guys are attorneys, right?

MR. HOWARD:  Yes. 

SENATOR FLOREZ:  Okay.  That’s what’s making it hard.  Your opinions, your opinions, your opinions of, your opinions of those other statutes then are—your opinion.

MR. HOWARD:  I think by and large they’ve worked.  I think they’re good statutes.

SENATOR FLOREZ:  Okay.  And in terms of the reaction of beer distributors with respect to new labels, what can you guys tell me about that?  Like what type of reactions do you typically have to these new labeling issues?  Is there no reaction, reaction?

MR. HOWARD:  I’d say it’s not an issue that directly affects the wholesale sector.
SENATOR FLOREZ:  Warehouse delivery, storehouse delivery, typical methods.  Is there a benefit, disadvantage to either or?  Same system?

MR. HOWARD:  I think one of the benefits that the wholesalers can provide is the direct store delivery system, and that allows them to be responsive to the specific needs of the individual retailers.  So, that is a very positive aspect.
SENATOR FLOREZ:  And that’s the basis for making it all work, correct?

MR. HOWARD:  That’s correct.

SENATOR FLOREZ:  Okay.  And are there circumstances where wholesalers give samples of alcoholic beverages that you distribute to retail licensees?  Not, no ability to do that, right?

MR. HOWARD:  No, no, I mean there are some very limited exceptions for meetings and trainings and things like that.

SENATOR FLOREZ:  What do you think about that?

MR. HOWARD:  Well, I think that’s an example of what I mentioned earlier of a sensible exception to the tied-house laws where there isn’t any reasonable concern that a manufacturer or wholesaler providing a sample at a training or a meeting of its employees is going to raise the pre-Prohibition specters of abuse and corrupt practices.  That’s an example of a carefully balanced, carefully crafted, sensible exception.  

SENATOR FLOREZ:  Okay, so maybe to summarize your, both your testimony, you think that these three-tier methods promote efficiency?
MR. HOWARD:  Yes.

MR. WOLF:  And accountability.

SENATOR FLOREZ:  Productivity.

MR. WOLF:  Accountability.

SENATOR FLOREZ:  Accountability.

MR. WOLF:  Yes.

SENATOR FLOREZ:  Okay.  

SENATOR SOTO:  (INAUDIBLE)  

UNIDENTIFIED:  Yes, absolutely.
SENATOR FLOREZ:  Okay, gentlemen, thank you.  Thank you, Senator Soto.  That’s a good question.  Last panel, question for restaurants.  Come on up.  Anna-Marie Stouder, Senior Legislative Director, California Restaurant Association; Mariann Costello, Vice-President, Scoma’s Restaurant, San Francisco; and Bruce Young, California Retailers Association.  

We’re right on time.  Thank you all for being here.  Very much appreciate it.  Don’t really have a preference who starts first, but I do have maybe eight general questions and if you cover them during testimony, that would be great also.

MR. YOUNG:  Mr. Chairman, Bruce Young on behalf of the California Retailers Association.  We represent the major retail chains and supermarkets.  I approach this with some trepidation.  I feel like I’m trying to give a distemper shot to a porcupine, because Victoria Horton’s my friend before this testimony.  I want her to be my friend afterwards.  So I’ll try to be as adroit as John Peirce.
Obviously the marketplace and the way that products are sold on retail shelves has changed dramatically since Prohibition was repealed.  And there are parts of the tied-house law that we think always need scrutiny.  But, in general, it’s not broken and it’s functioning.  The marketplace has evolved to deal with these anomalies and some of the rules that tend to be outdated for major retailers.  And we’ve had fights in this Legislature in the past over beer wholesalers about direct shipments.  But, at the same time, while major supermarkets, chains certainly have all their other products delivered directly to them, we also have to acknowledge that the beer wholesalers and distillers serve a valuable, provide a valuable service for our members, because they stock the shelves, they rotate the stock, and certainly that’s something we don’t have to do with our personnel.  And so they do provide a service that we acknowledge. 
Now the one thing in a perfect world that we’d like to change is the beer posting prices, because the idea that every retailer can buy the same price beer, yet nothing on their shelves, no other commodity on their shelves has price controls.  That when you go to a 7-11 or a convenience store the notion that you’re going to pay the same for diapers or bread that you would in a supermarket or a mass retailer is an accepted fact of commerce that they are different because you buy in volume.  But, because of the price controls and the ability to have to post the prices and sell it to every retailer at that price, that’s something we really do think should be reexamined, because as I said, if we’re going to do beer, there’s certainly a lot more important commodities that should be regulated long before that.

And I think, the one other thing I want to just say and to touch on is that since Jerry Jolly and John Peirce mentioned the three strikes law, one of the things for major retailers is that we’re at greater risk because we have multi lanes.  Certainly we have lock outs on all our POS systems, but it’s a challenge when you have ten and 12 lanes going especially on a  Friday night, we have really well-trained employees, but again, they get busy and they can make mistakes.  And it’s something that we’re always concerned about and the three strikes law because I know in the past John Peirce has said that there haven’t been cases that he could cite where major retailers have been actively selling to underage minors or underage people to buy alcohol.  We try to be diligent about it, but again, there’s a lot of lanes going, so, I’d be glad to answer any specific questions.

SENATOR FLOREZ:  Okay.  Thank you very much.  Let’s go through the panel and I’ll take some questions.

MS. ANNA-MARIE STOUDER:  Thank you, Mr. Chair and members.  Anna-Marie Stouder on behalf of the California Restaurant Association.  California eating and drinking establishments are a very important part of California’s economy.  And just to give you a little bit of background on the restaurant industry, we are the largest employer in the state, employing over 960,000 individuals.  And restaurants number almost 81,000.  We generate sales tax revenue for the State of California upwards of $4 billion and we are a very integral part of the state and a lot of what makes California unique are the restaurants that we have.
The most common type of liquor license that a restaurant has is a license for on sale beer and wine.  That makes up about 19,000 liquor licenses.  And then a more general liquor license, an on sale general license is about 10,000 establishments.  So you have about 52,000 restaurants in the state that do not serve alcoholic beverages and the remainder do, so it is a good portion of our industry.  

We work very closely with the ABC and have an excellent relationship with them.  We’re regulated by a lot of entities and by far our most positive relationship of any entity is with the ABC.  And I have with me Mariann Costello from Scoma’s who can answer some, any questions you may have.

SENATOR FLOREZ:  Great.  Everybody loves the ABC.  Maybe if we weren’t in the room I guess they would love you just as much, huh?  (LAUGHTER)  I gotcha.  Go ahead.

MS. COSTELLO:  Hi, Mariann Costello.  I’m vice president of Scoma’s.

SENATOR FLOREZ:  Thank you for joining us, as well.

MS. COSTELLO:  Thank you for having me, Chairman Florez and members of the committee.  I worked at Scoma’s for over 20 years in various capacities.  We’re located in San Francisco’s Fisherman’s Wharf and we’re preparing for our 40th anniversary.  It actually is this month.  We serve approximately 400,000 guests annually with gross revenues of approximately $14 million, $3 million derived from our sales of beer, wine, and spirits which is approximately 21 percent of sales.  We rank in the top 20 of the highest grossing independent restaurants in the country and we are the highest grossing independent restaurant in California.
Our structure and our volume dictate that I have dedicated employees to purchase food and beverage.  I have a food and beverage purchaser with one assistant.  The purchaser is really the direct interactor with the wholesalers and the wineries and to some extent, although ____, our general manager does. 

Scoma’s has worked over the years and thankfully we, too, have a good relationship with the ABC.  And we actually applaud them and the wholesalers’ ability to get out into the restaurant communities and help us educate our staff.  I mean, our goal is to sell alcoholic beverages, but not only to sell, but to sell responsibly.  Education is part, learning about the product that they’re selling, but is also about training our staff, our managers, and our line staff how to sell that product responsibly.  So with the “LEAD” program that the ABC did mention about and the tips training programs, we’ve been able to do that.  And that is a big help.  I’m a large employer, but there are many small employers that without their cooperation with local restaurant associations, the CRA, would not happen for us.  So, I definitely applaud that and it continues to grow.

Again, I thank you for the opportunity to speak and would certainly be happy to answer any questions that you might have.  

SENATOR FLOREZ:  Thank you.  Thank you for coming.  Members, questions?  Just a couple of them.  So let me, in terms of other than Bruce’s issue with pricing, and I think obviously that’s probably an on-going issue year to year, I assume.  The system itself, the three-tier, is it impeding expansion from the restaurant’s point of view, or just everything’s fine?  

MS. COSTELLO:  You know, I look at it as if I, if we didn’t have that system, I sort of looked at it as to how would my purchaser be dealing with this, and I think that it would, you know, definitely diminish the efficiencies that are in place.  There are a number of brands.  It’s an expanding world, and he has the ability to deal with the wineries and the wholesalers and it’s in a much more efficient manner which makes it more effective.
SENATOR FLOREZ:  You mentioned that your purchaser has the ability to deal with the wholesalers or the wineries.  So you can do both?

MS. COSTELLO:  Yes, if they have such licensing, sure.

SENATOR FLOREZ:  Existing laws allow you to do that?  

MS. COSTELLO:  Yes, if the wineries have the distribution license, to my understanding, because we do buy—I talked with him before I came up here, and he said he does, we do buy directly from a few wineries, and we do also, obviously, buy from our wholesalers.
SENATOR FLOREZ:  Okay.  Is that correct from the ABC’s perspective?

MS. COSTELLO:  Yes.

SENATOR FLOREZ:  Okay, didn’t want you to get arrested _____.

MS. COSTELLO:  No, you wouldn’t.  I think they would have figured that out if we were doing it wrong by now.  Because, I will say one of the controls the ABC has with the way the set up is now is the way we pay, you know, on our billing and so forth, so I think they’d know.

SENATOR FLOREZ:  I know, I'm joking with you.

MR. YOUNG:  Mr. Chairman, just for the record and for any wholesalers and Victoria Horton, we are not pursuing nor plan to pursue any legislation that would change the pricing regimen for beer or any other alcoholic beverage. 

SENATOR FLOREZ:  Okay, so that spot bill Senator Vincent sent out of the committee last week has nothing do to with that, right?  Okay, I got it.  Alright.  Existing laws again, none making restaurant owners competing fairly with, if you will, winemaking restaurant owners—is that equitable under the system from your perspective?

MS. COSTELLO:  From my perspective it would seem to be.  I mean, those are more, would be more up in our wine country, so as far as in the San Francisco area, I don’t—I’ve been involved for so long and it’s just not one of the top ten things that come up that affect the industry, it’s not usually right up there.
SENATOR FLOREZ:  Okay.  Anna-Marie’s going to make sure that we know when the 40th anniversary is to the members of the committee, so we can attend.
MS. COSTELLO:  It’s May 25th.

SENATOR FLOREZ:  May 25th, okay.  Alright.  Any questions by members?  Okay, thank you all very much.

MS. COSTELLO:  Thank you.  

SENATOR FLOREZ:  Appreciate the testimony.  Thanks for sticking with us these long hours.  Very much appreciate it.  Members, again, thank you. 
# # # # #
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