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July 9, 1975

The Honorable Speaker of the Assembly

The Honorable President pro Tempore of
the Senate

The Honorable Members of the Senate and the
Assembly of the Legislature of California

Members of the Legislature:

I am today releasing the Auditor General's report on a

review of the Marketing Order for Wine as administered by

the Wine Advisory Board under the supervision of the Director
of the Department of Food and Agriculture. The Marketing
Order for Wine is one of 34 marketing orders adopted as of
June 1, 1975 under the California Marketing Act of 1937.

On May 15, 1975 the Wine Advisory Board voted to withdraw
their application for the renewal of the Marketing Order for
Wine which is due to expire on June 30, 1975.

The Auditor General's report has cited the following data
and deficiencies:

- The Department of Food and Agriculture has not
conducted adequate audits of revenue and expendi-
tures relating to the Marketing Order for Wine.

- The Department has delegated to the manager of the
Wine Advisory Board the duty to audit the assess-
- ments paid by all state wineries to the department.
The last such audit was performed on a single '
winery in April 1973. Considering that there are
over 140 firms operating 321 bonded winery premises
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in the state subject to the assessment, the audit
of a single winery from April 1973 to date does
not represent sufficient audit coverage.

Annually, the Wine Advisory Board contracts with

the Wine Institute, a nonprofit trade association

of the wine industry, for a substantial portion of
the board's work in the areas of research, marketing
surveys, public information, publicity, education,
and sanitation. In 1973-74, this contract amounted
to $2,146,848, and represented approximately 80
percent of the reported total expenditures of the
board for the year.

Since 1958, the Department of Food and Agriculture
has audited the activities of the board only for

the years 1964-65 and 1973-74. Both audits excluded
an examination of payments made under the Wine
Institute contract.

Expenditures of the Wine Institute include trade

barrier and lobbying activities. Without audit,

the department is not in a position to determine

whether these as well as other expenditures were

for purposes authorized under the Marketing Order
for Wine.

In 1974, the Wine Institute, directly or through
Viticultural Associates, whose treasurer is general
counsel for the Institute, made political contribu-
tions of $49,955. While the Institute is reported
to receive income from sources other than the Wine
Advisory Board, the amount of such income, if any,
was not confirmed. If the political contributions
made by the Institute were from funds received
from the Wine Advisory Board, such contributions
would not be a permissible expenditure under the
marketing order. Without audit, the Department of
Food and Agriculture cannot determine the source
of funds which were used for the political contri-
butions.

Twenty-two of the twenty-five Wine Advisory Board
members are also among the 68 directors of the
Wine Institute. Six of the eight officers of the
Wine Institute are on the Wine Advisory Board.
The Wine Institute Executive Committee approved
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the proposed 1973-74 budget of the Wine Advisory
Board on June 1, 1973. On June 4, 1973 the board
adopted the same budget.

- The Department of Food and Agriculture's rules
state, '"The Department requires evidence of pro-
priety with respect to every item submitted to it
for payment and will disallow any item not properly
supported.'" Contrary to the department's rules,
proper support for expenditures incurred under the
Wine Institute contract has not been requ1red by
the department.

The Auditor General has recommended that the Department of
Food and Agriculture:

- Conduct audits of a random sample of wineries in
order to determine if assessments paid by the
wineries to the department have been accurately
and uniformly collected. Such audits should
encompass fiscal years 1972-73, 1973-74, and
1974-75.

- Conduct a full and comprehensive audit of the Wine
Institute contract awarded by the Wine Advisory
Board in order to determine if Institute expendi-
tures incurred prior to July 1, 1975 have been in
compliance with the purposes of the marketing
order. Such audit should encompass fiscal years
1972-73, 1973-74, and 1974-75.

Information on voting procedures pertaining to the Marketing
Order for Wine is contained on pages 14 and 15 of the report.
The Auditor General has made no recommendations on this
matter because it has been announced that the current Market-
ing Order for Wine will terminate on June 30, 1975.

Following meetings to discuss this report with officials of
the Agriculture and Services Agency, the department, and the
board on June 24 and 27, 1975, a written response was received
from the Director of the Department of Food and Agriculture.
This response, which is contained on pages 16 through 25 of.
the report, indicated substantial concurrence with the

Auditor General's recommendations by stating that on June 27,
the Director moved, in the public interest, to commence a
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complete audit of the Wine Institute. The institute refused
to allow the audit to be started, and the department is
pursuing the matter through administrative and legal channels.
The Director further stated that arrangements are being
discussed with the State Board of Equalization for an audit
of winery records in order to determine whether assessments
paid pursuant to the Marketing Order for Wine were accurately
and uniformly collected. The response also contained addi-
tional background information and factual data pertaining to
the Marketing Order for Wine. '

submitted,

‘§OB WILSON, Chairman
Jt. Legislative Audit Committee
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Dear Mr. Chairman and Members:

Transmitted herewith is our report on a review of the
Marketing Order for Wine as administered by the Wine
Advisory Board under the supervision of the Director of
the Department of Food and Agriculture.

sp ctfully submltted
Harvey M. Rose
Auditor General

Staff: Glen H. Merritt
Gary S. Ross
Nancy Lynn Szczepanik
Dennis Sequeira
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INTRODUCTION

In response to a legislative request, we have reviewed the admin-
istration by the Wine Advisory Board of the Marketing Order for Wine, as super-

vised by the Director of the Department of Food and Agriculture.

The Marketing Order for Wine is one of 34 marketing orders adopted as
of June 1, 1975 under the California Marketing Act of 1937. Activities authorized
under Article |ll of the Marketing Order for Wine include advertising and sales

promotion, research studies and educational programs.

An explanation of marketing orders in general, and a more detailed
description of the Marketing Order for Wine as administered by the Wine Advisory

Board is presented in Appendix A.

Unaudited statements of revenue and expenditures for the previous five
years, and the budgeted revenue and expenditures for the 1974-75 year, based on
the Department of Food and Agriculture's financial statements and on expendi-

tures reported in the Wine Advisory Board minutes, appear in Appendix B.

New Developments

The current Marketing Order for Wine terminates at midnight on June 30,
1975. On May 8, 1975, the Director of the Department of Food and Agriculture
called for a public hearing on May 23, 1975 to receive testimony on the renewal

of the marketing order.
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A letter to the Chairman of the Wine Advisory Board dated May 7, 1975
from the Director of the Department of Food and Agriculture listed two require-
ments for renewal of the Marketing Order for Wine. These requirements were
given as:

"First, the amount of funds collected under the marketing

order which are contracted to the Wine Institute or a

similar organization for services rendered cannot exceed

50% of the funds collected.

"'Second, because of the unique structure of the wine

industry, the assent sign-up must exceed the normal

requirements in order to represent an industry consensus.

In this case, the minimum sign-up requirements would be

65% by number that represents 51% of the volume, or 51%
by number that represents 65% of the volume."

At a meeting of the Wine Advisory Board on May 15, 1975, the Chairman
of the board stated that in addition to the renewal requirements contained in
the Department of Food and Agriculture's letter a further requirement for
renewal was that ''trade barrier' activities could only be subcontracted to the
Wine Institute for the first year of the new marketing order. At the same
meeting, the Chairman of the board of the Wine Institute advised that the
Wine Advisory Board should consolidate its activities with the Wine Institute
and vote to withdraw their application for renewal. The motion to withdraw

the application for renewal was approved by a vote of 18 in favor and 5 opposed.

The public hearing was held as scheduled on May 23, 1975. At the
conclusion, the hearing officer announced that, in view of the fact that no
supporting testimony had been received from members of the industry, it probably
would not be necessary to conduct a vote to determine whether to renew the

order.
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FINDINGS

THE DEPARTMENT OF FOOD AND AGRICULTURE HAS NOT
CONDUCTED ADEQUATE AUDITS OF REVENUE AND
EXPENDITURES RELATING TO THE MARKETING ORDER
FOR WINE.

The Food and Agricultural Code requires the Department of Food and
Agriculture to receive and expend all monies on behalf of the agricultural
advisory boards. In the performance of this duty relating to the Wine Advisory
Board, the department has not conducted adequate audits of the revenue and
expenses of the board to ensure that the board has conformed with the published

rules and regulations governing agricultural marketing orders.

Audits of Revenue and Expenses Are lnadequate

Revenue

The Department of Food and Agriculture has delegated to the manager of
the Wine Advisory Board the duty to audit the assessments paid by all state
wineries to the department and credited to the account of the board. Such
assessments are based on the amount of wine sold or removed from the premises of
wineries. The last such audit was performed on a single winery in April 1973.
Considering that there are over 140 firms operating 321 bonded winery premises
in the state subject to the assessment, the audit of a single winery from April
1973 to date does not represent sufficient audit coverage. Assessments collected
in 1973-74 totaled $2,313,891, and during the first ten months of 1974-75 totaled

$1,857,924.
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In an attempt to determine the validity of the assessments collected
by the board from the wineries, we requested that the Department of Food and
Agriculture authorize our office to perform audits of a random sample of winery
records showing the gallonage of wine sold by or removed from the wineries. The

Director declined to delegate this authority.

There are other sources of information pertaining to the wine industry
but this information is either not available to us or is not regularly verified
by audit. The U.S. Department of Treasury's Bureau of Alcohol, Tobacco and
Firearms regularly audits winery operations; however, their reports are confiden-
tial for an individual winery and only industry totals are available from this
source. In addition the State Board of Equalization maintains data on individual
wineries. However, this information is obtained from data submitted to the

Board of Equalization by wineries and is not regularly audited.

In summary, in our judgment, the only reliable method to determine as
to whether or not assessments from the wineries have been accurately and uniformly
collected is through an audit of a random sample of wineries. This has not been
adequately done by the Department of Food and Agriculture, or the Wine Advisory

Board.

Expenses

Each year the Wine Advisory Board contracts with the Wine Institute, a
nonprofit trade association of the wine industry, for a substantial portion of
the board's work in the areas of research, marketing surveys, public information,
publicity, education, and sanitation. 1In 1973-74, this contract amounted to

$2,146,848, and represented approximately 80 percent of the reported total
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expenditures of the board for the year. The 1974-75 contract is budgeted for
$2,440,900. For the first ten months of the 1974-75 year, $1,830,675 was
expended under this contract representing approximately 86 percent of the total

expenditures of the board for that period.

Since 1958, the Department of Food and Agriculture has audited the
activities of the board only for the years 1964-65 and 1973-74. Both audits
excluded an examination of payments made under the Wine Institute contract.
After the original audit of 1964-65 was completed, the department did perform a
limited audit of the Wine Institute. This audit, which was done by one auditor
in about one week, was basically of internal office controls and did not include

verification of source documentation for major categories of expenditures.

As required by Section 58937 of the Food and Agricultural Code, every
two years the Department of Finance audits the ''Marketing Trust Accounts'' of the
Department of Food and Agriculture, including the Wine Advisory Board account.
Currently they are auditing the period July 1, 1972 to June 30, 1974. They have
never audited the Wine Institute contract. In 1958, the Department of Finance
was critical that the Department of Food and Agriculture was not regularly
auditing the Wine Institute contract. In response, the Department of Food and
Agriculture formally notified the Department of Finance on December 2, 1958 that
an audit of the Wine Institute was, in effect, unnecessary. Their letter stated:

"It has been administratively determined that the review

of the Wine Institute's records conducted by the Manager

of the Wine Advisory Board, who is working closely with

the marketing economist of the department assigned to

this board, provides the necessary control. Accordingly,

it will not be necessary for the internal audit staff of

the Bureau of Markets to review records of the Wine
Institute.'
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Sufficient audits would determine whether, in fact, the expenditures
made by the Wine Institute were for purposes authorized under the Marketing

Order for Wine.

Contractor Activities Which Should Be Audited

The Department of Food and Agriculture has not performed adequate
audits of the activities performed by the Wine Institute under its contract with
the Wine Advisory Board. As a result, some 80 percent of the funds raised by

the marketing order is expended without a detailed examination.

We obtained some information pertaining to the Wine Institute's activi-
ties by a review of those documents available to the general public in state
offices, including the Secretary of State, Department of Corporations, and
others. In addition, a significant number of Wine Institute Executive Committee
meeting minutes were on file at the Wine Advisory Board which we were able to
review. The following are examples of Wine Institute activities which indicate
the need for a detailed audit of the institute's expenditures under its contract

with the Wine Advisory Board.

Trade Barriers -- In 1974-75, about 56 percent, or $1,360,300, of the

total expenditures budgeted for the Wine Institute in performance of its duties
under the contract was for ''Marketing Surveys''. Marketing surveys are divided
into three areas: surveys of wine marketing conditions, surveys of federal and
state laws and regulations, and ''activities...for the prevention, modification
or removal of any trade barrier disclosed'. This third area, ''prevention,
modification or removal of any trade barrier disclosed' is authorized under

Article Ill of the Marketing Order for Wine.

-6-
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No Wine Institute Executive Committee meeting minutes showing a detailed
breakdown of the expenditures for ''trade barrier' activities since 1971 wer;
available at the board. However, the January 28, 1971 minutes which were avail-
able to us provided some description and level of expenditures for trade barrier
activities in several states. Examples of trade barrier activities cited in
1971 minutes disclosed that $25,000 was recommended to be expended by the Wine

Institute in Ohio as follows:

""Ohio

On motion made, seconded and unanimously carried,
Counsel was authorized to take appropriate steps

to endeavor to nullify the action of the Ohio
Department of Liquor Control increasing the minimum
markup on wine for wholesalers from 25 to 33-1/3
percent, and to expend not to exceed the amount

set forth in the Committee file for this purpose.'

and that $35,000 was recommended to be spent in South Carolina for the following

activities:

""'South Carolina

It was moved, seconded and unanimously carried,
that an effort be made to equalize the wine tax
in South Carolina, and Counsel was authorized to
expend a sum not to exceed the amount set forth
in the Committee file to accomplish this
objective."

"Trade barrier' activities are included in the contract with the Wine
Institute and authorized under the Marketing Order for Wine. However, without a
full and comprehensive audit of the expenditures, the Department of Food and
Agriculture is not in a position to determine whether such activities are con-

sistent with the purpose of the Marketing Order for Wine.
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Lobbying -- Information filed with the Secretary of State's Office
shows that during the month of January 1975, the Wine Institute employed three
lobbyists to influence legislation in California. In addition, the General

Counsel for the Wine Institute is listed as an employer of lobbyists.

Section 82039 of the Government Code defines a lobbyist as:

""...any person who is employed or contracts for
economic consideration, other than reimbursement for
reasonable travel expenses, to communicate directly

or through his agents with any elective state official,
agency official or legislative official for the

purpose of influencing legislation or administrative
action, if a substantial or regular portion of the
activities for which he receives consideration is

for the purpose of influencing legislation or
administrative action.''

The Marketing Order for Wine allows '...presentation of facts to and
negotiations with State, Federal or foreign governmental agencies on matters
which affect the marketing of wine produced in this State''. The contract
between the Wine Advisory Board and the Wine Institute provides that the Wine
Institute ''shall make appearance, when necessary, before the various Federal,

State, and Foreign Government(s)''.
Without audit, the Department of Food and Agriculture is not in a
position to determine whether such lobbying expenditures are consistent with

the purpose of the Marketing Order for Wine.

Political Contributions -- The Wine Institute made contributions to

candidates for California state offices during the period January 1, 1974

through December 6, 1974. The dollar value of such contributions which included

-8-
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cash, wine, and freight (for the wine) totaled $49,955.51. The payments were
made either directly by the Wine Institute or through Viticultural Associates
whose treasurer is general counsel for the Wine Institute. The Wine Institute
is reported to have sources of income other than its agreement with the Wine
Advisory Board; however, the amount of such income, if any, were not confirmed.
If the political contributions made by the Wine Institute were from funds
received from the Wine Adviéory Board, such contributions would not be a per-

missible expenditure under the marketing order.

Without audit, the Department of Food and Agriculture cannot determine

the source of funds which were used for the political contributions.

Relationship Between the Wine Advisory Board and the Wine Institute --

The Wine Advisory Board is a statutorily provided-for extension of the Director
of Food and Agriculture, appointed by him to assist him in the administration of
the Marketing Order for Wine. The Wine Institute, on the other hand, is a

nonprofit corporation which operates as a wine industry trade association.

The relationship between the Wine Advisory Board and the Wine Insti-
tute is much closer than that which usually exists between a governmental entity
and a contractor. This relationship reportedly has existed since the inception
of the Marketing Order for Wine in 1938 and is the result of many factors. For

example:

Twenty-two of the twenty-five Wine Advisory Board members are also
among the 68 directors of the Wine Institute. Six of the eight officers of the

Wine Institute are on the Wine Advisory Board. The other two officers are Wine

_9_
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Institute employees. The present manager of the Wine Advisory Board was formerly

employed by the Wine Institute.

As a result of this close relationship, numerous ordinary business
dealings between the Wine Advisory Board and the Wine Institute, and between one
or the other of these organizations and third parties, are carried out with no
clear distinction that they are two separate organizations. Employees trans-
ferring from the Wine Institute to the Wine Advisory Board are treated as if
they were only changing departments within a company. The Wine Advisory Board
has recognized vacation and sick leave earned at the Wine Institute and computed
seniority based on the date hired by the Wine Institute. Since Wine Advisory
Board employees are not state employees, nor are they covered by civil service
regulations, such actions are permissible. The Wine Institute routinely pays
the following types of expenses for the Wine Advisory Board and then rebills the
board on institute letterhead: paper, printing, freight, postage, travel,

entertainment and equipment maintenance.

The Wine Institute Executive Committee approved the proposed 1973-74
budget of the Wine Advisory Board on June 1, 1973. Three days later, on June 4,

1973 the Wine Advisory Board adopted the same budget.

In view of the close relationship which exists between the Wine
Advisory Board and the Wine Institute, the Department of Food and Agriculture
should regularly audit the expenditures under the contract between the Wine

Advisory Board and the Wine Institute.

_]0_
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Conformance to Rules and Regulations

As stated in the department's rules and regulations (Rule 3), effective
February 12, 1973, pertaining to marketing orders, ''The Department requires evi-
dence of propriety with respect to every item submitted to it for payment and

will disallow any item not properly supported."

Consistent with contractually specified billing procedures, the Wine
Institute bills the Wine Advisory Board for services in 11 equal installments
and the balance at year-end which includes an amount ''determined by the Con-
tractor and the board to fully compensate Contractor for all functions performed'.
Further, ''Contractor agrees to permit the Board, the Director, or their properly
designated agent to review its actual total expenditure records and audit monthly

bills rendered hereunder''.

The contract between the Wine Advisory Board and the Wine Institute is
essentially a cost reimbursement agreement and even though the monthly bill
states '"'For services rendered during the month'', the billed amount represents
one-twelfth of the total stated contract amount. Monthly billings do not repre-
sent actual monthly costs, and the adjustment between actual cost and the total
of the monthly billings submitted is reconciled at year-end and reflected in the

final (July) billing.

No detailed statements of actual costs for expenditures reimbursable
under the contract were available at either the Wine Advisory Board or the
Department of Food and Agriculture to support monthly billings or the year-end

adjustment. The Department of Food and Agriculture is not adhering to its own

-11-
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Rule 3 requiring proper support for expenditures incurred, nor has it exercised

its rights under the contract to ''review its (Wine Institute) actual total

expenditure records and audit monthly bills rendered hereunder''.

CONCLUSION

The Department of Food and Agriculture has conducted
inadequate audits of revenue and expenditures relating

to the Marketing Order for Wine.

RECOMMENDAT I ONS

We recommend that the Department of Food and Agriculture:

- Conduct audits of a random sample of wineries in
order to determine if assessments paid by the
wineries to the department have been accurately
and uniformly collected. Such audits should encom-

pass fiscal years 1972-73, 1973-74, and 1974-75.

- Conduct a full and comprehensive audit of the Wine
Institute contract awarded by the Wine Advisory
Board in order to determine if institute expendi-
tures incurred prior to July 1, 1975 have been in
compliance with the purposes of the marketing
order. Such audit should encompass fiscal years

1972-73, 1973-7k, and 1974-75.

_]2_
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BENEFITS

Implementation of these recommendations will determine
whether the monies collected from the wineries have
been accurately and uniformly collected and whether
the monies paid by the Wine Advisory Board to the

Wine Institute were expended for purposes authorized

under the Marketing Order for Wine, as required by law.

_]3_
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OTHER PERTINENT INFORMATION

The procedure required for the establishment or renewal of a handler
marketing order, such as wine, requires among other things a public hearing to
determine industry attitudes. |f the Director of the Department of Food and
Agriculture determines that there is sufficient industry support and justifi-
cation for a program as evidenced in the hearing, a vote of the industry will be

conducted.

Under the present handler voting procedures covered by Division 21,
Part 2, of the Food and Agricultural Code of California, a marketing order for
wine may, with the permission of the Director of the Department of Food and
Agriculture, become effective either by assent of wineries which control not
less than sixty-five percent (65 percent) of the volume of a commodity, or by

assent of not less than sixty-five percent (65 percent) of the number of wineries.

Under this procedure, it is possible for a marketing order for wine to
be approved by the Director of the Department of Food and Agriculture even
though the majority of the industry, insofar as numbers rather than volume of
production, has not voted for its adoption. This is the situation in the present

Marketing Order for Wine which expires June 30, 1975.

At the last vote of the industry tabulated on September 25, 1972,

only 49 percent of the wineries voted in favor of the proposed action, yet,

because of the voting procedures, this action became mandatory for the entire

-14-
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industry. It should be noted that the 49 percent of the wineries in this
instance represented 91 percent of the volume. However, the largest three
wineries, which collectively produce in excess of 65 percent of the industry's
volume, can control the marketing order to the extent of the vote by volume
subject to the approval of the Director. The state's largest winery has suffi-
cient volume (over 35 percent) to preclude a successful vote by volume when it

so desires.

In 1967, a major amendment to the Marketing Order for Wine was pro-
posed to decrease the assessment for dessert wine, for which an increase had
just been assented to a month earlier by a majority of the industry. The final
tabulation of this assent showed that only 15 percent of the number of wineries
was in favor of the amendment to decrease the assessment. However, because this
15 percent represented 68 percent of the volume of the industry, the amendment

to lower the assessment rate was approved.

CONCLUSION

We are making no recommendations on this matter because
it has been announced that the current Marketing Order for

Wine will terminate on June 30, 1975.

_]5_



STATE OF CALIFORNIA

EDMUND G. BROWN JR., Governor

DEPARTMENT OF FOOD AND AGRICULTURE

1220 N Street
Sacramento

95814

July 3, 1975

Mr. Harvey M. Rose, Auditor General

Office of the Auditor General

925 L Street, Room 750

Sacramento, California 95814

Dear Mr. Rose

Herewith I am transmitting my comments on
your draft report of the Marketing Order for
Wine.

Sincerely

{{ 72L]ébé4éw4,,

L. T. Wallace
Director

Enclosures

-16-




. COMMENTS ON
DRAFT REPORT OF THE AUDITOR GENERAL'S REVIEW OF
THE MARKETING ORDER FOR WINE ‘

CALIFORNIA DEPARTMENT OF FOOD AND AGRICULTURE

L. T. WALLACE, DIRECTOR

July 3, 1975
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COMMENTS OF THE DIRECTOR OF THE DEPARTMENT

OF FOOD AND AGRICULTURE

The Director of the Department of Food and Agriculture moved on
June 27, 1975, to commence a complete audit of the Wine Institute.

On June 30, 1975, a team of three auditors and legal counsel went to
the offices of the General Counsel of the Wine Institute. Pursuant
to the contract between the Wine Institute and Wine Advisory Board,
and pursuant to the powers of the Director of the Department of Food
and Agriculture, a demand was made to commence immediately an audit

of the books and records of the Wine Institute in the public interest.

This request followed a telephone conversation with the General
Counsel of the Wine Institute in which he agreed to allow the Direcfor
of the Department of Food and Agriculture to perform an audit without
delay. However, when the formal demand was made, it was refused.
Immediately thereafter the Director of the Department of Food and
Agriculture moved to ensure that the books and records would be made
available for an audit. An administrative subpoena has been prepared
and the Attorney General's Office has been contacted for legal
assistance.

Further, the Director of the Department of Food and Agriculture,
through his legal counsel, has contacted an official of the State
Board of Equalization to discuss arrangements for an audit of winery
records in order to determine whether assessments paid to the
Department of Food and Agriculture pursuant to the Mafketing Order
for Wine were accurately and uniformly collected.

The Director of the Depértment of Food and Agriculture believes
that the public has a right to an audit of the use of all public

monies by the Wine Institute.

-18-



BACKGROUND INFORMATION

The California Department of Food and Agriculture [CDFA], which
administers the California Marketing Act, has been invited by thé
auditor general to comment on his draft report on the Mafketing Order
for Wine.

The order no longer éxists. It was discontinued on June 30,
1975 following action by the department director that sought to
impose controls on the use of public money collected thtrough the
order.

Here is a brief account of the events leading up to that decision.

The mirketing order was adopted in 1972 and was due to expire this
June 30. The question of renewal of the order came up in the early
spring of 1975. |

The director discussed proposed renewal with industry members of
the Wine Advisory Board over a period of eight weeks. The industry
representatives indicated interest in renewal.

These discussions with the industry resulted in the director
setting forth new criteria more in line with most. orders -- designed
to raise money to promote production, research, and consumption of
farm goods.

In a letter to the Wine Advisory Board May 7, 1975, the director
set two new requirements:

First, the amount of funds collected under the Marketing

Order which are contracted to the Wine Institute or a

similar organization for services rendered cannot exceed

50 percent of the funds collected.

Second, because of the unique structure of the wine

industry, the assent sign-up must exceed the normal

requirements in order to represent an industry consen-

sus, In this case, the minimum sign-up requirements

would be 65 percent by number that represents 51 per-

cent of the volume, or 51 percent by number that
represents 65 percent of the volume.

(-2-)
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Under most marketing orders,'the funds collected are spent
directly by the board rather than being channeled to an inddstry
association such as the Wine Institute. )

The Wine Advisory Board was working to diminish legislative
and administrative restrictions imposed on the sale of California
wines throughout the cduntry.

The first requirement was prompted by the manner in which the
board did business, namely through a separate entity, the Wine
Institute., The director felt the spending activities of the board
should be more tightly supervised by putting restrictions on its

contractual arrangement with the Wine Institute.

The second requirement was prompted by the fact that three

major wineries [could] dominate the outcome of marketing order
elections through sheer volume.

This new requirement was designed to give smaller producers a
greater voice in marketing order elections which result in their
being assessed funds to pay for promotion, research, and lobbying
activities.

After a public hearing May 23, 1975, the director determined
that the marketing order would not be renewed in view of the unwill-
ingness or inability of the Wine Advisory Board to comply with the
director's requirements. |

On March 24, 1975, the auditor general notified the department
his office would begin an audit of the Wine Advisory Board the
following week. On June 27, 1975, the department initiated its
own, independent, audit of the Wine Advisory Board and the Wine

Institute.

(-3-)
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Three days later, an audit team was sent with legal counsel to
the qffices of the general counsel of the Wine Institute and was
refused access to the institute's records. An administrative sub-
poena has been prepared and the department is now taking all
necessary legal and administrative actions to complete its audit.

At the auditor general's request, the‘following specific
comments are intended to corréct inaccuracies in the auditor

general's draft report.

(~k-)
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FACTUAL DATA

The following comments correct or clarify statements made by the
Auditor General in the report. (For reference purposes, the headings
below correspond to those in the Auditor General's report.)

1. Introduction

a. The statement (page 1) of authorized marketing order activitigs
should include a reference that trade barrier activity is aiso permitted
under Section 58889 of the California Markgtiﬁg Act. Such a statement at
the outset is essential for a meaningful understanding of the remainder

»~

of the report,

b.
P

" W

c¢. The hearing officer, at the May 23, 1975, hearing, stated that
he did ". . . notbbelieve we (CDFA) would make the findings necessary
to issue it (the Marketing Order) for a vote."

2. Findings

The Auditor General concludes that inadequate audits were made ''of
revenues and expenditures relating to the Marketing Order for Wine"
(Page [3]).

The Director recognizes the need to audit marketing order activities
for administrative control purposes. Consistent with this view, the
Director will continue to audit marketing order activities. It should
be emphasized that CDFA has access to, obtains, and utilizes a wide
range of information in carrying out its marketing order administrative

responsibilities, with audits being only one source of information.

1/ Comments deleted refer to items shown in draft report but not included
in this report. (-5-)
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3. Audits of Revenue and Expenses are Inadequate

a. The assessment revenue (page[3])attributed to ten months of
1974-75 represents assessments on transactions occurring only during

the first nine months of 1974-75.

s ok % _‘_/

b. The report (page[4])deals only with that portion of the WAB
expenses attributable to its annual coﬁtract with Wine Institute. These
funds represented about 80 percent of WAB's total expenses for the
1973-74 fiscal year. The report's statement that WAB's actual expenses
for the first ten months of 1974-75 represent "approximately 86 percent
of fhe total expenditures of the Board for that period" is misleading
because it implies that the contract expenses for 1974-75 will Be a
higher percentage of the total in 1974-75 than they were in the previbus
year. In fact, this higher percentage results from the timing of Wine
Advisory Board payments. For example, for the first ten months of the
1973-74 fiscal year, contract expenses were 85.2 percent of the total,
but amounted to 80.4 percent for the entire year.

4. Contractor Activities which should be Audited

Exercise of State contrél over alcoholic beverages has created a
maze of State and local laws and regulations which constitute extensive
barriers to the sale and distribution of wine. Wine is an alcoholic
beverage whose general sale and distribution in the United States was
prohibited during 1919 to 1933. This prohibition was then repealed by
the 21st Amendment to the U.S. Constitution. The repeal amendment, as

interpreted by the courts, gives State and local governments broad

1/ See comment 1/ on page 22. (~6-)
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control over the manner in which wine may be sold or distributed, and
thus permits them to impose laws and regulations affecting wine and
other alcoholic beverages that would not be lawful for other commodities. -
The threat of additional laws and regulations is ever present.
This was recognized by the California Legislature in providing specific
authority in the California Marketing Act of 1937 to permit the estab-
lishment of marketing orders on wine, and for provisioné in marketing

". . .the prevention, modification, or removal of trade

orders for
barriers which obstruct (restrict) the free flow of any commodity to
market' (Sections 58889 and 58604 of the California 3arketing Act of
1937).

5.

6. Conformance to Rules and Regulations

The purpose of the Wine Institute audit presently being initiated
by the Department of Food and Agriculture is to ensure that Rule 3
(effective February 12, 1973) of the Department's rules and regulations
pertaining to marketing orders is being fully complied with.

7. Other Pertinent Information

2.

1/ See comment 1/on page 22.

(-7-)
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b. The major amendment to the Marketing Order for Wine in 1967
(page 15) was to decrease the rate of assessment. There were no objec-
tions to the decrease. Failure on the part of a winery to file an
assent does not necessarily mean opposition to the Marketing Order.

There are a number of ways to terminate a marketing order if
sufficient opposition exists. These are set forth in Article 15,
beginning with Section 59081, of the California Phrke:iﬁg_Act.

Publications describing the purpose, nature, and operations of

marketing orders are available from the California Department of Food

and Agriculture.

=25~



APPENDIX A
®ffice of the Auditor General

EXPLANATION OF MARKETING ORDERS
IN GENERAL AND DESCRIPTION OF
THE MARKETING ORDER FOR WINE

A marketing order is a program for the agricultural industry designed
to carry out some activity pertaining to an agricultural commodity. Within the
State of California, marketing orders and similar programs operate under the
rules and regulations of the Director of the Department of Food and Agriculture
as authorized in the provisions of the California Marketing Act, the Agricultural
Producers Marketing Act, the California Beef Council Law, and the Dairy Council

of California Law.

These programs are designed to enable farmers, with the aid of the
policing powers of the state, to join together to establish orderly marketing of
their commodity. Growers and/or handlers of a commodity may elect to engage in
one or more of the following activities: volume control, quality control,
mandatory inspection, advertising and sales promotion, research, prohibition of
unfair trade practices, pest and disease control, and education. Acceptance of
a program by a majority of the industry electorate (as defined in the act),
makes it binding on the entire industry. Financing the cost of the program is
carried out by means of assessments on the industry as approved by the Director

of the Department of Food and Agriculture.

Marketing order programs were originally established due to the condi-

tions facing the California farmers during the depression of the 1930s. During

this period, farmers experienced conditions such as seasonal surpluses, lack of

-26-



®ffice of the Auditor General

quality standards, and unfair trade practices. These conditions resulted in the
California Agricultural Prorate Act of 1933, from which evolved the California
Marketing Act of 1937 which is the basis of the present Marketing Order for

Wine.

The Wine Advisory Board receives its funding from all wineries in the
state under the mandatory assessment program of the Department of Food and
Agriculture. Assessments are paid monthly based on the amount of wine prepared
for market which was sold or removed from a winery's premises. Each winery
files a report with the Department of Food and Agriculture stating the amount of
wine they prepared for market during the previous month's operations in each of
the four classifications: grape table (still), grape dessert, grape table
(sparkling), and fruit berry and other agricultural wine. Based on this report,

each winery pays according to the following assessment rate:

- Grape dessert wine $0.010/gallon*
- Grape table wine (still and sparkling) 0.010/gallon
- Fruit or agricultural wine 0.005/gallon

*Currently assessed at $0.010 even though the allowable maximum rate is $0.015.
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