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Chairman Lee, Ranking Member Klobuchar, and Members of the Subcommittee: thank you for
the opportunity to appear here today to testify about occupational licensing. This is an important
economic issue, and one which only in recent years has begun to receive commensurate attention
from policymakers and analysts. When carefully designed, licensing can offer important health
and safety protections to the public and other benefits to workers. But there is a fine line to tread:
the ways that licensing policies are designed and implemented can also affect workers’ wages,
employment opportunities, and ability to move across State lines, as well as consumers’ access to
essential goods and services. In fact, occupational licensing sometimes functions as an unfair
barrier to competition, preventing the benefits of our economic growth from reaching the widest
range of households and workers.

My testimony today will draw on a recent report prepared by the Council of Economic Advisers
(CEA), the Department of the Treasury’s Office of Economic Policy, and the Department of
Labor, which reviews the evidence of the costs and benefits of licensing and recommends several
best practices for improving our system of occupational regulation. I will also describe our
Administration-wide efforts to reduce overly burdensome and unnecessary licensing.

The Prevalence of Licensing: National Increase, State Differences

Occupational licensing has grown substantially over the past several decades. As documented by
economists Morris Kleiner and Alan Krueger, the share of the U.S. workforce covered by State
licensing laws grew from less than 5 percent in the early 1950s to 25 percent by 2008 (Figure 1).
Although State licenses account for the bulk of licensing, the addition of local and Federal
licensed occupations further increases the share of the workforce that is licensed to 29 percent.!

! Morris M. Kleiner and Alan B. Krueger. 2013. “Analyzing the Extent and Influence of Occupational Licensing on
the Labor Market.” Journal of Labor Economics vol. 31, no. 2: S173-S202.
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CEA analysis shows that about two-thirds of this change stems from an increase in the number of
professions that require a license, with the remaining growth coming from changing composition
of the workforce (Figure 2).
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Licensing laws have expanded considerably to cover not only traditionally highly-licensed fields,
such as health care and law, but also ones such as sales, management, and construction (Figure
3).
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Licensing practices also differ among States. States vary in the licensed share of their workforce,
ranging from a low of 12 percent in South Carolina to 33 percent in lowa (Figure 4).



This pattern appears to largely reflect differences across States in which occupations require a
license.? According to estimates from the Council of State Governments, over 1,100 occupations
were licensed, certified, or registered in at least one State but fewer than 60 were regulated in all
50 States.? States also vary dramatically in their requirements for obtaining a license (Figure 5).
For example, Michigan requires three years of education and training to become a licensed
security guard, while most other States require only 11 days or less. South Dakota, Iowa, and
Nebraska require 16 months of education to become a licensed cosmetologist, while New York
and Massachusetts require less than 8 months.*

2 Morris M. Kleiner and Evgeny Vorotnikov. 2015. “The Economic Effects of Occupational Licensing Among the
States.” Working Paper. Harris data. To see this, we used data from the Survey of Income and Program Participation
(SIPP) to test how State licensing rates would change if every State had the same occupation mix but kept their own
licensing rates within occupations. This resulting picture was very similar to the actual distribution of shares
licensed across States, indicating that differences in occupational mix are not the primary determinant of State
licensing differences.

3 Pamela L. Brinegar, and Kara L. Schmitt. 1992. “State Occupational and Professional Licensure.” The Book of the
States 567-80. Lexington, KY: Council of State Governments.

4 Dick Carpenter, Angela C. Erickson, Lisa Knepper, and John K. Ross. 2012. “License to Work: A National Study
of Burdens from Occupational Licensing.” Institute for Justice. https://www.ij.org/licensetowork.
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The Benefits and Costs of Licensing

Like many economic policies, occupational licensing has benefits and costs. Licensing is usually
justified on the grounds that it improves quality and protects the public against incompetent or
dangerous practitioners. This argument is strongest when low-quality practitioners can
potentially inflict serious harm, or when it is difficult for consumers to evaluate provider quality
beforehand. Few people, for example, would feel comfortable traveling in a commercial plane
flown by an unlicensed pilot or having a medical procedure performed by an unlicensed
physician. In such cases, the costs to consumers and the public of choosing an incompetent
practitioner are large enough to justify an intervention in the labor market.

But when consumers choose a florist, a barber, or a decorator, there is considerably less potential
harm to the public on the line and it may be easier for consumers to evaluate provider quality on
their own. It is important to balance the potential quality-improving and safety-promoting
benefits of licensing against its potential costs in the labor market. Moreover, while the academic
literature has studied only a handful of specific licensing requirements, most empirical evidence
does not find that stricter licensing requirements improve quality, public safety or health.’

Licensing can also have clear costs. Licensing requirements can create benefits for licensed
practitioners at the expense of excluded workers and consumers—increasing inefficiency and
inequality. While licensing requirements can lead to higher wages for those able to obtain a
license, they can also reduce employment opportunities and depress wages for excluded
workers.® This is especially problematic when obtaining a license requires paying large upfront
costs, including tuition and lost wages from educational requirements, which many low-income
workers cannot afford. Licensing laws also lead to higher prices for goods and services, in many
cases for lower-income households, which are not always justified by improved quality or public
safety.

The wide variation in licensing requirements at the State level also creates barriers that reduce
mobility across State lines. Moving to a new State can entail—among other things— fulfilling
new education, training, or testing requirements, as well as paying fees. CEA finds that workers
in highly licensed occupations are much less likely than other workers to move across State lines,
while these two groups differ only modestly in their likelihood of moving within a State (Figure
6). These barriers to mobility can prevent workers from matching with the jobs best suited to
their skills, which in turn makes our labor market less efficient, reducing productivity and wages.

5 For a review of the literature on the effects of occupational licensing on the labor market and quality, health, and
safety, see: The Department of the Treasury Office of Economic Policy, the Council of Economic Advisers, and the
Department of Labor. 2015. “Occupational Licensing: A Framework for Policymakers”
(https://www.whitehouse.gov/sites/default/files/docs/licensing_report final nonembargo.pdf).

¢ For example, see Maya N. Federman, David E. Harrington, and Kathy J. Krynski. 2006. “The Impact of State
Licensing Regulations on Low-Skilled Immigrants: The Case of Vietnamese Manicurists.” American Economic
Review vol. 96, no. 2: 237-241.
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Our licensing system places special burdens on certain populations. For example, it creates high
costs for military spouses, who frequently have to relocate across State lines.” Our licensure
system can also prevent immigrants from applying their training and work experience from
abroad to jobs in the United States.® In addition, licensing laws often contain blanket exclusions
for those with criminal records, regardless of whether their records are relevant to the job for
which they are applying.® As many as one in three Americans has some form of criminal record,
so these exclusions render a great number of individuals ineligible for a large share of jobs,
which in turn can perpetuate unstable economic situations. !

Best Practices for Occupational Regulation

The relative magnitude of these costs and benefits depends on the specific circumstances for
each profession, so it is important for policymakers to weigh the costs and benefits of licensing
proposals in each instance. To that end, drawing on promising State policies, the Administration
has developed three sets of best practices that States can apply to ensure that their licensing

7'U.S. Department of the Treasury and U.S. Department of Defense. 2012. Supporting our Military Families: Best
Practices for Streamlining Occupational Licensing across State Lines

(http://www.defense.gov/home/pdf/Occupational Licensing and Military Spouses Report VFINAL.PDF).

8 Matthew Hall, Audrey Singer, Gordon F. De Jong, and Deborah Roempke Graefe. 2011. “The Geography of
Immigrant Skills: Educational Profiles of Metropolitan Areas.” State of Metropolitan America no. 33. The
Brookings Institution (http://www.brookings.edu/~/media/research/files/papers/2011/6/immigrants-
singer/06_immigrants _singer.pdf).

 The Legal Action Center. “After Prison: Roadblocks to Reentry: A Report on State Legal Barriers Facing People
with Criminal Records” (http://www.lac.org/roadblocks-to-reentry/main.php?view=law&subaction=4).

10 Rebecca Vallas and Sharon Dietrich. 2014. “One Strike and You’re Out: How We Can Eliminate Barriers to
Economic Security and Mobility for People with Criminal Records.” Center for American Progress
(https://www.americanprogress.org/issues/poverty/report/2014/12/02/102308/one-strike-and-youre-out/).
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policies safeguard the well-being of consumers, while maintaining flexibility in the labor market
and opportunities for workers.!!

First, licensing restrictions should be closely targeted to protecting public health and safety,
and should not be overly broad or burdensome. For example, policymakers should refrain
from categorically excluding individuals with criminal records, and instead should only exclude
those individuals whose convictions are recent, relevant, and pose a threat to public safety.
Drawing on work done by the National Association of Criminal Defense Lawyers and the Legal
Action Center, we find that twenty-one States do not have standards in place governing the
relevance of conviction records of people applying for occupational licenses for most or all
occupations (Figure 7).

Second, States should create or strengthen “sunrise” review processes to facilitate a careful
cost-benefit analysis each time a new licensing law is proposed. Data collected by the Council
on Licensure, Enforcement, and Regulation indicate that 13 States have some sort of sunrise law,
while 32 States maintain a sunset process for existing licensing laws, and only 10 States have

1 See CEA et al. (2015) for a more detailed list of best practices.
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both (Figure 8).'? For example, since 1995, Maine’s Department of Professional and Financial
Regulation has conducted a sunrise review of any proposed legislation that would establish an
occupational licensing board or expand a current practitioner’s scope of practice. According to
Maine’s Department of Professional and Financial Regulation, only one occupation has acquired
licensed status in Maine in the past 15 years.!?

Finally, States should expand reciprocity agreements and harmonize licensing
requirements to increase workers’ mobility across state lines. For example, various

12 The Council on Licensure, Enforcement, and Regulation defines sunset and sunrise reviews as follows: “Sunset is
the automatic termination of regulatory boards and agencies unless legislative action is taken to reinstate them...
Sunrise is a process under which an occupation or profession wishing to receive State certification or licensure must
propose the components of the legislation, along with cost and benefit estimates of the proposed regulation. The
profession must then convince the legislators that consumers will be unduly harmed if the proposed legislation is not
adopted.” Council on Licensure Enforcement and Regulation. Sunrise, Sunset and State Agency Audits
(http://www.clearhqg.org/page-486181).

13 Maine Revised Statutes Title 32 § 60-J (http://legislature.maine.gov/statutes/32/title32sec60-J.html); Maine
Department of Professional and Financial Regulation. 2015. Private Correspondence.
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professions, including nurses, ' physicians, !° and physical therapists,'® either have constructed
or are in the process of constructing their own interstate compacts. Ideally, however, States
would establish a compact that applied to a range of different professions.

Federal Reform Efforts

While licensing reform takes place primarily at the State level, the Administration is committed
to working with Congress and collaborating with States to make progress on this issue.
Following the release of the White House report in July, we have presented the report’s findings
and policy recommendations to a wide range of State policymakers, officials from State licensing
boards, members of professional organizations, and members of the think tank community.

The Administration has also worked with Congress, to reduce licensing burdens for veterans,
service members, and military spouses. Under the President’s direction, the Department of
Defense established the Military Credentialing and Licensing Task Force in 2012, and with its
help, thousands of service members have earned or are in the process of earning civilian
occupational credentials and licenses through partnerships with national certifying bodies.!”
Thanks in part to the leadership of Senators Blumenthal and Klobuchar, the President signed into
law the Veterans Skills to Jobs Act in 2012, which requires federal agencies to recognize
relevant military training when certifying veterans for occupational licenses. In addition,
building on First Lady Michelle Obama and Dr. Jill Biden’s call to governors in 2012, the
Administration has partnered with States to streamline State occupational licensing for service
members, veterans, and their spouses.'® As a result of this call for action, and through the
Department of Defense’s efforts working side by side with the Department of Labor, the
Department of Veterans Affairs, and the States, over 54 laws have been enacted in nearly all 50
States that reduce licensing and credentialing barriers for military members and their families. !

Over the coming year, we will continue to conduct outreach to help spur action at the State level.
The FY2016 Budget signed by the President included $7.5 million to support efforts by a
consortium of States to expand reciprocity for a range of occupational licenses.

14 National Council of State Boards of Nursing. “Nurse Licensure Compact” (https://www.ncsbn.org/94.htm).

!5 Humayun J. Chaudhry, Lisa A. Robin, Eric M. Fish, Donald H. Polk, and J. Daniel Gifford. 2015. “Improving
Access and Mobility — The Interstate Medical Licensure Compact.” The New England Journal of Medicine vol. 372,
no. 17: 1581:1583.

16 American Physical Therapy Association. 2014. “Interstate Licensure Compact for Physical Therapy”
(http://www.apta.org/Statelssues/InterstateLicensureCompact/).

17 The White House. 2013. “Fact Sheet: Administration Partners with Industry to Get Service Members Credentialed
for High-Demand Jobs” (https://www.whitehouse.gov/the-press-office/2013/04/29/fact-sheet-administration-
partners-industry-get-service-members-credenti).

18 National Economic Council and Council of Economic Advisers. 2013. The Fast Track to Civilian Employment:
Streamlining Credentialing and Licensing for Service Members, Veterans, and their Spouses; Department of
Defense and States, Partnering to Support Military Families. “Removing Licensure Impediments for Transitioning
Military Spouses”

(http://www.usadmilitaryfamilies.dod.mil/MOS/f?p=USA4:ISSUE:0::::P2_ISSUE:2).

19 Department of Defense Briefing. 4 December 2015. “DoD Credentialing Update to Office of Senator Barbara
Boxer.”




Conclusion

The rise of occupational licensing fits into a broader context of what appears to be the growing
importance of “economic rents.”?’ Economists define rents as the return to a factor of production
like capital, labor, or land that exceeds what is needed to keep that factor of production in the
market. Rents often result from unproductive “rent-seeking” behavior that limits competition in
the market. Sometimes the benefits of rents are worth that limited competition—such as in well-
designed occupational licensing systems and well-designed intellectual property regimes. But in
many cases, rents protect entrenched interests without providing broader societal benefit.

Removing overly burdensome licensing requirements is one example of a policy that can reduce
harmful rents, but there are others, such as limiting zoning and other land-use restrictions and
appropriately balancing intellectual property regimes. These types of policies can foster more
competitive markets, increasing efficiency while also reducing inequality.

Licensing reform is only a small part of the effort to raise incomes, improve access to
employment, and reduce inequality. But when the problem we are facing is so large, we cannot
afford to leave any stone unturned in addressing it. And we certainly cannot afford not to take
measures that would provide greater opportunities for Americans while making the economy
more efficient.

20 Jason Furman and Peter Orszag. 2015. “A Firm-Level Perspective on the Role of Rents in the Rise in Inequality”
(https://www.whitehouse.gov/sites/default/files/page/files/20151016_firm level perspective on_role of rents_in i
nequality.pdf); Jason Furman. 2015. “Occupational Licensing and Economic Rents”
(https://www.whitehouse.gov/sites/default/files/page/files/20151102_occupational licensing_and _economic_rents.p

df).

10



References

Figure 1
Source: The Council of State Governments (1952); Greene (1969); Kleiner (1990); Kleiner
(2006); and Kleiner and Krueger (2013), Westat data; CEA Calculations.

Figure 2

Source: Kleiner and Krueger (2013), Westat data; Bureau of Labor Statistics; Current Population
Survey.

Note: To make the adjustment, we use Kleiner and Krueger’s estimates of the shares of State-
licensed workers in each occupation in 2008, and adjust for changes in occupational mix back to
1968, taking advantage of a historically consistent occupational classification system contained
in the Integrated Public Use Microdata Series version of the Current Population Survey. Meyer,
Peter B. and Anastasiya M. Osborne. 2005. “Proposed category system for 1960-2000 Census
Occupations.” U.S. Bureau of Labor Statistics. Working Paper 383; Alexander, J. Trent, Sarah
Flood, Katie Genadek, Miriam King, Steven Ruggles, Matthew B. Schroeder, and Brandon
Trample. 2010. Integrated Public Use Microdata Series, Current Population Survey: Version 3.0.
[Machine-readable database].

Figure 3
Source: Source: Kleiner and Krueger (2013) Westat data; Current Population Survey Outgoing
Rotation Group; CEA calculations.

Figure 4
Source: 2013 Harris Poll Interactive survey, reported in Kleiner and Vorotnikov (2013) and
Kleiner (2015).

Figure 5

Source: Source: Institute for Justice analysis, reported in Carpenter (2012).

Note: Sample of 102 lower- and middle-skill occupations. Hours averaged over all licensed
occupations from the sample of 102, by state.

Figure 6

Source: Census Bureau, American Community Survey 2010-2013; CEA Calculations.

Note: Number is calculated from an OLS regression controlling for race, citizenship, sex,
citizenship, number of children, marital status, education, income, year, and state. Ages 25 to 65
were included.

Figure 7
Source: National Association of Criminal Defense Lawyers; Legal Action Center; UST and CEA

tabulations.

Figure 8
Source: Council on Licensure, Enforcement, and Regulation (2015).

11



Testimony Before the Subcommittee on
Antitrust, Competition Policy and Consumer
Rights

Jason Furman
Chairman, Council of Economic Advisers

February 2, 2016



The Share of Workers Licensed at the State Level

Has Risen Five-Fold Since the 1950s

Share of Workers with a State Occupational License

Percent of the Workforce

28

24

20

16

12

e

1950s

1960s 1970s 1980s 1990s 2000 2008

Source: The Council of State Governments (1952); Greene (1969); Kleiner (1990); Kleiner (2006); and Kleiner and Krueger (2013), Westat data; CEA Calculations.




Source: 2013 Harris Poll Interactive survey, reported in Kleiner and Vorotnikov (2013) and Kleiner (2015).



Source: Institute for Justice analysis, reported in Carpenter (2012).



Source: National Association of Criminal Defense Lawyers; Legal Action Center; UST and CEA tabulations.



Testimony Before the Subcommittee on
Antitrust, Competition Policy and Consumer
Rights

Jason Furman
Chairman, Council of Economic Advisers

February 2, 2016



PREPARED STATEMENT OF
THE FEDERAL TRADE COMMISSION

Before the
United States Senate Committee on the Judiciary
Subcommittee on Antitrust, Competition Policy and Consumer Rights
“License to Compete: Occupational Licensing and the State Action Doctrine”
February 2, 2016



Chairman Lee, Ranking Member Klobuchar, and Members of the Committee, thank you for
the opportunity to appear before you today. I am Commissioner Maureen K. Ohlhausen, and I am
pleased to join you to discuss competition perspectives on the licensing and regulation of
occupations, trades, and professions.'

The Commission and its staff recognize that occupational licensing can offer many
important benefits. It can protect consumers from health and safety risks and support other
valuable public policy goals. However, not all licensure is warranted. More importantly, in our
experience, not every restriction imposed on an occupation may yield benefits that sufficiently
justify the harms it can do to competition. We have seen many examples of restrictions that likely
impede competition and hamper entry into professional and other services markets, and yet offer
few, if any, significant consumer benefits. In these situations, occupational regulation may do more
harm than good, leaving consumers with higher-priced, lower-quality, and less convenient
services. Over the long term, unnecessary occupational regulation can cause lasting damage to
competition and the competitive process by rendering markets less responsive to consumer
demand; by dampening incentives for innovation in products, services, and business models; and
by creating barriers to entry or repositioning by providers seeking to offer their services to
consumers.

The Commission has not studied and has not taken a position on whether, as a general
matter, some occupations, trades, and professions are subject to unnecessary licensure.” That has
not been the focus of its attention in this area. Instead, the Commission has focused on commenting
on particular regulations that may unduly restrict competition in specific fields. Furthermore, the
Commission has taken enforcement action when appropriate to stop regulatory boards from
exceeding their authority to eliminate competition.

From a competition standpoint, occupational regulation can be especially worrisome when
regulatory authority is delegated to a board composed of members of the occupation it regulates.
The risk is that the board will make regulatory decisions that serve the private economic interests
of its members and not the policies of the state. These private interests may lead to the adoption
and application of occupational restrictions that discourage new entrants, deter competition among
licensees and from providers in related fields, and suppress innovative products or services that
could challenge the status quo.

The Commission and its staff address these concerns primarily in two ways. First, as part of
our competition advocacy program, where appropriate and feasible, we respond to calls for public
comment and invitations from legislators and regulators to identify and analyze specific
occupational restrictions that may harm competition without offering countervailing consumer

! This written statement presents the views of the Federal Trade Commission. Oral testimony and responses to
questions reflect my views and do not necessarily reflect the views of the Commission or any other Commissioner.

? In the past, Commission staff have studied the general conditions under which licensure or some other form of
occupational regulation may or may not be warranted. See generally, e.g., CAROLYN COX & SUSAN FOSTER, BUREAU
OF ECON., FED. TRADE COMM’N, THE COSTS AND BENEFITS OF OCCUPATIONAL REGULATION (1990),
http://www.ramblemuse.com/articles/cox_foster.pdf.



benefits. Typically, we urge policy makers to integrate competition concerns into their decision-
making process—specifically, that they consider whether the restrictions are: (1) targeted to
address specific risks of harm to consumers; (2) likely to have a significant and adverse effect on
competition; and (3) narrowly tailored to minimize harm to competition, meaning less restrictive
alternatives are not available or feasible. >

Second, the Commission has employed its enforcement authority to challenge
anticompetitive conduct by regulatory boards composed of private actors. These enforcement
actions have included challenges to agreements among competitors that restrain truthful and non-
deceptive advertising, price competition, and contracting or other commercial practices. The
Commission has also challenged direct efforts to prohibit competition from new rivals where there
is not a legitimate justification for doing so. The Commission can bring these actions when the
challenged conduct falls outside of the scope of protected “state action.”

Principles of federalism limit the application of the federal antitrust laws when restraints on
competition are imposed by a state. A state acting as a sovereign may impose occupational
licensing or other restrictions that displace competition in favor of other goals and values that are
important to its citizens. The so-called state action doctrine was first articulated by the Supreme
Court in 1943 and is rooted in the understanding that Congress, in passing the Sherman Act, did
not intend to impinge upon the sovereign regulatory power of the states.* However, as explained
below, that does not mean that all state regulators are exempt from antitrust scrutiny. The Court has
cautioned that “[t]he national policy in favor of competition cannot be thwarted by casting . . . a
gauzy cloak of state involvement over what is essentially . . . [private anticompetitive conduct].””

As one of two federal agencies charged with enforcing U.S. antitrust laws, the Commission
is committed to ensuring that the state action doctrine remains true to its doctrinal foundations. As
discussed below, the Commission has played an active role in the development of this doctrine,
including early litigation against a tobacco board of trade® and a trade association for common
carriers,’ and continuing with cases in the 1990s that included an important ruling from the
Supreme Court in the area of collective rate-making.® Then in 2003, Commission staff issued a
report that outlined concerns about certain over-broad judicial interpretations of the state action
doctrine, especially in the area of governmental entities composed of market participants.’ Through
enforcement actions challenging the conduct of state licensing boards, the Commission has helped

3 For an overview of the Commission’s advocacy efforts in the area of occupational licensing and regulation, See
Barriers to Entrepreneurship: Examining the Anti-Trust Implications of Occupational Licensing: Hearing Before the
H. Comm. on Small Bus., 113th Cong. 14 (2014) (statement of Fed. Trade Comm’n on Competition and the Potential
Costs and Benefits of Professional Licensure), https://www.ftc.gov/public-statements/2014/07/prepared-statement-
federal-trade-commission-competition-potential-costs.

# Parker v. Brown, 317 U.S. 341 (1943).

> Cal. Retail Liquor Dealers Ass’n v. Midcal Aluminum, Inc., 445 U.S. 97, 106 (1980).
Asheville Tobacco Bd. of Trade, Inc. v. FTC, 263 F.2d 502 (4th Cir. 1959).

Mass. Furniture & Piano Movers Ass’n, Inc. v. FTC, 773 F.2d 391 (1st Cir. 1985).
FTC v. Ticor Title Ins. Co., 504 U.S. 621 (1992).

? FTC Office of Policy Planning, Report of the State Action Task Force (2003),
https://www.ftc.gov/sites/default/files/documents/advocacy documents/report-state-action-task-
force/stateactionreport.pdf.
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to define the contours of the state action doctrine for actions taken by state boards consisting of
private actors, culminating in last year’s decision by the Supreme Court in North Carolina State
Board of Dental Examiners v. FTC."°

This testimony focuses on the Commission’s competition enforcement work relating to
regulatory boards and will highlight a few recent competition advocacy efforts related to state
licensing requirements.

l. The State Action Doctrine

As noted above, the Supreme Court first articulated the state action doctrine in Parker v.
Brown, concluding that the federal antitrust laws do not reach anticompetitive conduct engaged in
by a state acting in its sovereign capacity.'' For example, a state’s legislature may “impose
restrictions on occupations, confer exclusive or shared rights to dominate a market, or otherwise
limit competition to achieve public objectives.”'> Actions of a state supreme court have been held
to beBsovereign state acts when the court wields the state’s regulatory power over the practice of
law.

Under some circumstances, other actors besides the state itself may be able to use the state
action doctrine as a shield for their anticompetitive conduct. In California Retail Liquor Dealers
Association v. Midcal Aluminum, Inc., the Supreme Court held that the conduct of a private actor is
shielded by the state action doctrine only if it is (1) taken pursuant to a clearly articulated and
afﬁrn}ftively expressed state policy to displace competition, and (2) actively supervised by the
state.

As developed by the Supreme Court in a series of decisions, certain substate governmental
entities, such as municipalities and other local political subdivisions, are protected from antitrust
challenge if their conduct meets the first prong of the Midcal test. In other words, those substate
entities can invoke the state action doctrine if they are acting pursuant to a “state policy to displace
competition with regulation or monopoly public service.”'® Unlike private parties, these entities do
not require active supervision by the state, the Court held, because they are publicly accountable
and presumed to act in the public interest, and because clear articulation of the state’s policy by its
legislature is supposed to ensure that those entities do not put purely parochial public interests
ahead of broader state goals.'®

In FTC v. Phoebe Putney Health System, Inc., the Supreme Court clarified that general
grants of power to act from a state legislature are not sufficient under the first prong of Midcal.
Rather, a substate governmental entity must show that it has been delegated authority “to act or to

UN.C. State Bd. of Dental Exam’rs v. FTC, 135 S. Ct. 1101 (2015).

! parker, 317 U.S. at 351-52.

2 N.C. Dental, 135 S. Ct. at 1109.

B Hoover v. Ronwin, 466 U.S. 558 (1984); Bates v. State Bar of Ariz., 433 U.S. 350 (1977).
' Midcal Aluminum, 445 U.S. at 105.

' Lafayette v. La. Power & Light Co., 435 U.S. 389, 413 (1978) (plurality opinion).

1% Town of Hallie v. City of Eau Claire, 471 U.S. 34, 46-47 (1985).
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regulate anticompetitively.”'” A state policy meets the first prong when the displacement of
competition is “the inherent, logical, or ordinary result of the exercise of authority delegated by the
state legislature,” such that “the State must have foreseen and implicitly endorsed the
anticompetitive effects as consistent with its state policy goals.”'® In Phoebe Putney, the Court
ruled that although Georgia law authorized counties and municipalities to create hospital
authorities with general corporate powers to acquire hospitals, the law did not clearly and
affirmatively authorize acquisitions that would substantially lessen competition in violation of the
Clayton Act."”

As recounted in North Carolina Dental, states may regulate a particular occupation or
profession by setting standards for licensing individuals to practice that occupation or profession
and creating a board to administer those licensing standards. States often require that licensing
boards include practicing members of the occupation or profession being regulated, and neither the
Supreme Court nor the FTC has sought to dictate how such boards must be constituted. The Court
has, however, opined on the question how such boards must be accountable when they are
controlled by market participants. In North Carolina Dental, the Supreme Court ruled that a
licensing board on which a controlling number of decision makers are active market participants in
the occupation the board regulates must satisfy both prongs of the Midcal test: their actions must
be pursuant to a clearly articulated and affirmatively expressed state policy to displace competition,
and their conduct must be actively supervised by the State.?” The active supervision requirement
ensures that any anticompetitive acts undertaken by private actors are in fact approved by the State
as part of its regulatory policy. The mere possibility of supervision is not enough; state officials
must have and exercise the power to review the anticompetitive acts of the private parties and to
reject or modify those that conflict with state policy.”’

1. FTC Enforcement Involving Conduct of Licensing Boards Composed of Market
Participants

The FTC has brought a number of enforcement actions challenging anticompetitive conduct
by state licensing boards acting outside the protection of the state action doctrine. Early cases
focused on restrictions on advertising.** For example, the FTC issued an administrative complaint
charging the Massachusetts Board of Registration in Optometry with unfair methods of
competition for banning truthful advertising by optometrists, including ads that offered discounts
or publicized the provider’s affiliation with an optical store. The Massachusetts Board was (and is)
a state agency that regulates the practice of optometry in Massachusetts; its enabling statute
explicitly barred the Board from placing limits on truthful, nondeceptive advertising. In its ruling,

7 FTC v. Phoebe Putney Health Sys., Inc., 568 U.S. —, 133 S. Ct. 1003, 1012 (2013).
18
Id. at 1013.
¥ 1d. at 1017.
20N.C. Dental, 135 S. Ct. at 1114.
2! patrick v. Burget, 486 U.S. 94, 100-01 (1988).

22 See, e.g., Decision and Order, Va. Bd. of Funeral Directors & Embalmers, 138 F.T.C. 645 (2004); R.1. Bd. of
Accountancy, 107 F.T.C. 293 (1986). See also United States v. Tex. State Bd. of Public Accountancy, 464 F. Supp.
400, 402— 03 (W.D. Tex. 1978) (a competitive bidding case), aff’d as modified, 592 F.2d 919 (5th Cir. 1979), cert.
denied, 444 U.S. 925 (1979).



the Commission pointed to similar cases condemning unreasonable advertising restrictions
promulgated by trade associations, and noted that the actions of licensing boards also have the
force of law: optometrists who violate the Board’s commands may lose their professional license,
and thereby their livelihood.” The Commission held that the Board’s advertising restraints were
not shielded by the state action doctrine; indeed state law clearly articulated a policy favoring, not
displacing, competition through truthful advertising. The Commission also ruled that the Board’s
restrictions on truthful advertising had no plausible procompetitive justification and thus were
unreasonable restraints of trade.

The Commission has also challenged board rules that impose unreasonable restrictions on
new models for delivering the services of licensed professionals operating in the state. For
instance, in 2003, the Commission issued an administrative complaint against the South Carolina
Board of Dentistry, charging that the Board had illegally restricted the ability of dental hygienists
to provide basic preventive dental services in schools.?* To address concerns that many
schoolchildren, particularly those in low-income families, were not receiving any preventive dental
care, the South Carolina legislature had eliminated a statutory requirement that a dentist examine
each child before a hygienist could perform preventive care in schools. But according to the FTC’s
complaint, the Board—seven of whose nine members were dentists—re-imposed the dentist
examination requirement, which was clearly inconsistent with the policy established by the
legislature. The complaint alleged that the Board’s action unreasonably restrained competition in
the provision of preventive dental care services, deprived thousands of economically disadvantaged
schoolchildren of needed dental care, and that its harmful effects on competition and consumers
could not be justified.

The Board moved to dismiss the complaint on the grounds that its actions were exempt
from the antitrust laws under the state action doctrine. The Commission denied the Board’s motion.
As a state agency, the Board was not automatically entitled to protections afforded to the State of
South Carolina as a sovereign. Furthermore, its challenged conduct was not pursuant to any clearly
articulated policy of the legislature to displace the type of competition at issue. Indeed, the conduct
contravened the legislature’s action to eliminate the examination requirement.* The Board
ultimately entered into a consent agreement settling the charges.”

More recently, in 2010, the Commission charged that the North Carolina State Board of
Dental Examiners violated the federal antitrust laws by preventing non-dentists from providing
teeth whitening services in competition with the state’s licensed dentists.>’ The Board is a state
agency established under North Carolina law and charged with administering and enforcing a

% Decision and Order, Mass. Bd. of Registration in Optometry, 110 F.T.C. 529, 605 (1988).

2% Complaint, S.C. State Bd. of Dentistry, Dkt. No. 9311 (F.T.C. Sept. 12, 2003),
https://www.ftc.gov/sites/default/files/documents/cases/2003/09/socodentistcomp.pdf.

2 Opinion of the Commission, S.C. State Bd. of Dentistry, Dkt. No. 9311, (F.T.C. July 30, 2004) (denying motion to
dismiss on state action grounds),
https://www.ftc.gov/sites/default/files/documents/cases/2004/07/040728commissionopinion.pdf.

*® Decision and Order, S.C. State Bd. of Dentistry, Dkt. 9311 (F.T.C. Sept. 6, 2007),
https://www.ftc.gov/sites/default/files/documents/cases/2007/09/07091 1decision_0.pdf.

27 Complaint, N.C. State Bd. of Dental Exam’rs, Dkt. No. 9343 (F.T.C. June 17, 2010),
https://www.ftc.gov/sites/default/files/documents/cases/2010/06/100617dentalexamcmpt.pdf.
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licensing system for dentists. A majority of the members of the Board were themselves practicing
dentists. As such, they had a private financial incentive to limit competition from non-dentist
providers of teeth whitening services. When non-licensed teeth whitening practitioners began
offering teeth whitening services at lower prices than dentists, the Board acted to protect the
interests of dentists. After concluding that teeth whitening constitutes the practice of dentistry, the
Board informed the non-licensed practitioners that they were practicing dentistry without a license
and ordered them to cease and desist from providing those services. The Board also issued letters
to various third parties, such as mall operators, warning them that the non-licensed practitioners’
teeth whitening services constituted the unlawful practice of dentistry.

The Board argued that, because it is a state agency, the state action doctrine exempts it from
liability under the federal antitrust laws. The Commission rejected the Board’s argument, as did the
Fourth Circuit, and the Supreme Court. In a February 2015 decision, the Supreme Court
determined that ““a state board on which a controlling number of decisionmakers are active market
participants in the occupation the board regulates must satisfy [the] active supervision requirement
in order to invoke state-action antitrust immunity.”*® As the Court explained,

The two requirements set forth in Midcal provide a proper analytical
framework to resolve the ultimate question whether an anticompetitive policy
is indeed the policy of a State. The first requirement—clear articulation—
rarely will achieve that goal by itself, for a policy may satisfy this test yet still
be defined at so high a level of generality as to leave open critical questions
about how and to what extent the market should be regulated. . . . Entities
purporting to act under state authority might diverge from the State’s
considered definition of the public good. The resulting asymmetry between a
state policy and its implementation can invite private self-dealing. The second
Midcal requirement—active supervision—seeks to avoid this harm by
requiring the State to review and approve interstitial policies made by the
entity claiming immunity.*

After North Carolina Dental, licensing boards may continue to regulate professionals in
their respective states and be exempt from antitrust laws, so long as they act pursuant to a clearly
articulated state policy and, if they are controlled by market participants, under active supervision
by the state. The Court did not specify exactly what would constitute “active state supervision,”
explaining that that inquiry was “flexible and context-dependent.” Further, it need not “entail day-
to-day involvement in any agency’s operation or micromanagement of its every decision.” Rather,
the touchstone is “whether the State’s review mechanisms provide ‘realistic assurance’ that a non-
sovereign actor’s anticompetitive conduct ‘promotes state policy, rather than merely the party’s
individual interests.””*"

In the wake of the Supreme Court’s decision, state officials requested advice from the FTC
regarding antitrust compliance for state boards responsible for regulating occupations. In October

28 N.C. Dental, 135 S. Ct. at 1114
2 1d. at 1112.
39 1d. at 1116 (quoting Patrick, 486 U.S. at 100-01).



2015, FTC staff issued guidance on how states can satisfy the “active supervision” requirement of
the state action doctrine with respect to regulatory boards controlled by market participants.’'
Although this guidance does not have the force of law, it may help state officials determine the
appropriate level of oversight needed for a regulatory board controlled by market participants to
benefit from state action immunity.

The staff guidance emphasizes that antitrust analysis — including the applicability of the
state action defense — is fact-specific and context-dependent. A one-size-fits-all approach to active
supervision is neither possible nor warranted. Moreover, deviation from this guidance does not
necessarily mean that the state action defense is inapplicable, or that a violation of the antitrust
laws has occurred.

I11.  Antitrust Analysis of Restraints Imposed by Regulatory Boards Not Protected by the
State Action Doctrine

Where the state action defense is not available, conduct taken by regulatory boards that are
controlled by competing market participants is subject to traditional antitrust principles. With
respect to joint conduct among competitors, a violation of Section 1 of the Sherman Act requires
proof of two elements: (1) a contract, combination, or conspiracy; (2) that imposes an unreasonable
restraint of trade. Unless the restraint is per se illegal, the Commission applies the antitrust “rule of
reason,” assessing whether a restraint is unreasonable by examining both the procompetitive
benefits and the anticompetitive effects of the agreement. In general, “reasonable” restraints on
competition do not violate the antitrust laws, even where the economic interests of a competitor
have been injured. For instance, a regulatory board may prohibit members of the occupation from
engaging in fraudulent business practices or false or deceptive advertising without raising antitrust
concerns.

However, where, for example, the regulatory board’s conduct consists of concerted action
denying actual or would-be competitors access to the market, the board’s action may violate
Section 1 of the Sherman Act, and thus constitute a violation of Section 5 of the FTC Act.
Numerous cases bear out the commonsense proposition that professional and industry associations
“often have economic interests to restrain competition” that threatens their members’ interests.>>
State boards controlled by private market participants present the risk those participants will
“foster anticompetitive practices for the benefit of [their] members.””

A brief review of the Commission’s antitrust analysis of the N. C. Dental Board’s actions to
exclude non-dentist providers of teeth whitening services demonstrates how the antitrust laws
apply to the actions of a regulatory board not shielded by the state action doctrine. First, the

3 ETC Staff, Guidance on Active Supervision of State Regulatory Boards Controlled by Market Participants (October
2015), https://www.ftc.gov/system/files/attachments/competition-policy-
guidance/active_supervision_of state boards.pdf.

*2 See, e.g., Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492, 500 (1988); FTC v. Ind. Fed’n of
Dentists, 476 U.S. 447, 465—66 (1986); Arizona v. Maricopa Cnty. Med. Soc’y, 457 U.S. 332, 356—57 (1982); Am.
Soc’y of Mech. Eng’rs, Inc. v. Hydrolevel Corp., 465 U.S. 556, 571-72 (1982); Nat’l Soc’y of Prof’l Eng’rs v. United
States, 435 U.S. 679, 692—93 (1978); Fashion Originators’ Guild of Am., Inc. v. FTC, 312 U.S. 457, 463—65 (1941).
33 Goldfarb v. Virginia State Bar, 421 U.S. 773, 792 (1975).
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Commission considered whether the dentist-members of the Board acted by agreement (or in
concert) to exclude non-dentists from providing teeth whitening services in North Carolina. The
Commission concluded that these dentist-members had acted in concert.** Indeed, the record
showed that on several occasions, dentist-members of the Board discussed teeth whitening services
provided by non-dentists and then voted to take action to restrict these services.

The Commission next evaluated the likely impact of the Board’s actions upon consumers
and competition. The record evidence showed that non-dentist providers of teeth whitening
services charged significantly less than dentists but achieved comparable cosmetic results. The
exclusion from the market of these low-cost providers would force consumers to switch to more
expensive providers of teeth whitening or to forgo making a purchase altogether. Exclusion of non-
dentist providers therefore likely resulted in higher prices and reduced supply.

Lastly, the Commission considered the justifications proffered by the Board. The
Commission rejected the Board’s claim that its actions promoted public health and safety. First,
Supreme Court precedent imposes a strong presumption that colluding private competitors may not
restrict consumer choice by imposing on the market their view of the type of service consumers
should choose.>® Moreover, there was no clinical or empirical evidence validating the Board’s
claim that non-dentist teeth whitening poses a significant risk to health or safety. To the contrary,
there was a wealth of evidence that non-dentist teeth whitening is a safe cosmetic procedure. *°

IV.  Specific Advocacy Efforts Related to Professional Licensure

The FTC has also engaged in various advocacy efforts relating to licensing requirements
for occupations and professions. Since the late 1970s, the Commission and its staff have submitted
hundreds of comments and amicus curiae briefs to state and self-regulatory entities on competition
policy and antitrust law issues relating to such professionals as real estate brokers, electricians,
accountants, lawyers, dentists and dental hygienists, nurses, eye doctors and opticians, and
veterinarians. These advocacy efforts have focused on various restrictions on price competition,
commercial practices, entry by competitors or potential competitors, and truthful, nondeceptive
advertising.

For example, a recent series of FTC staff competition advocacy comments have addressed
various restrictions on advanced practice registered nurses, or APRNs.?’ FTC staff have not

3 Opinion of the Commission, N.C. State Bd. of Dental Exam’rs, Dkt. No. 9343 (F.T.C. Feb. 8, 2011),
https://www.ftc.gov/sites/default/files/documents/cases/2011/02/110208commopinion.pdf.

3% Indiana Federation of Dentists, 476 U.S. at 462 (“The Federation is not entitled to pre-empt the working of the
market by deciding for itself that its customers do not need that which they demand.”).

36 Opinion of the Commission, N.C. State Bd. of Dental Exam’rs, Dkt. No. 9343 (F.T.C. Feb. 8, 2011),
https://www.ftc.gov/sites/default/files/documents/cases/2011/02/110208commopinion.pdf. The Fourth Circuit upheld
the Commission’s decision, as to both the inapplicability of the state action defense and as to the Board’s liability
under the antitrust laws. N.C. State Bd. of Dental Exam’rs v. FTC, 717 F.3d 359 (4th Cir. 2013).

37 Many of the individual advocacy comments regarding nursing restrictions, along with the research and analyses
underlying those comments, are described in detail in FTC Staff, Policy Perspectives: Competition and the Regulation of
Advanced Practice Nurses (2014), https://www.ftc.gov/reports/policy-perspectives-competition-regulation-advanced-
practice-nurses. For a broader discussion of the advocacy program and competition perspectives on APRN, nurse
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questioned state interests in establishing licensure requirements — including basic entry
qualifications — for APRNs or other health professionals in the interest of patient safety. Rather,
staff have questioned the competitive effects of certain additional restrictions on APRN licenses,
such as mandatory supervision arrangements, which are sometimes cast as “collaborative practice
agreement” requirements. Physician supervision requirements may raise competition concerns
because they effectively give one group of health care professionals the ability to restrict access to
the market by another, potentially competing group of health care professionals. Based on
substantial evidence and experience, expert bodies such as the Institute of Medicine have
concluded that APRNSs are safe and effective as independent providers of many health care services
within the scope of their training, licensure, certification, and current practice.38 Therefore, staff
have suggested that states carefully consider whether there is any health or safety justification for
mandatory physician supervision of APRNs.

In some cases, the FTC has expressed the view that there is no plausible public benefit
justifying licensure restrictions. For example, in 2011, the Commission filed an amicus brief in
St. Joseph Abbey v. Castille,* clarifying the meaning and intent of the Commission’s “Funeral
Rule.” The plaintiffs, monks at St. Joseph Abbey who built and sold simple wooden caskets
consistent with their religious values, challenged Louisiana statutes that required persons engaged
solely in the manufacture and sale of caskets within the State to fulfill all licensing requirements
applicable to funeral directors and establishments. Those requirements included, for example, a
layout parlor for 30 people, a display room for six caskets, an arrangement room, the employment
of a full-time, state-licensed funeral director, and — even though the Abbey did not handle or intend
to handle human remains — installation of “embalming facilities for the sanitation, disinfection, and
preparation of a human body.” Agreeing with the FTC, the U.S. Court of Appeals for the Fifth
Circuit found that “no rational relationship exists between public health and safety and restricting
intrastate casket sales to funeral directors. Rather, this purported rationale for the challenged law
elides the realities of Louisiana’s regulation of caskets and burials.”*

As noted earlier, another area of concern is how regulated industries respond to new and
disruptive forms of competition. In some cases, regulators have adopted regulations that facilitate
the entry of new competition, especially when it appears to respond to consumer demand and offer
new or different services or products. In other cases, however, some regulators have responded by
acting to protect those currently subject to regulation. This has been happening in the taxi and local
transportation businesses, where innovative smartphone applications have provided consumers
with new ways to arrange for transportation and workers with new employment opportunities.
Although some jurisdictions have responded by revising or applying regulations in a way that

anesthetist, and retail clinic regulations, see Daniel J. Gilman & Julie Fairman, Antitrust and the Future of Nursing:
Federal Competition Policy and the Scope of Practice, 24 HEALTH MATRIX 143 (2014).

38 See, e.g., INST. OF MED., NAT’L ACAD. OF SCIENCES, THE FUTURE OF NURSING: LEADING CHANGE, ADVANCING
HEALTH 98-99 (2011). The Institute of Medicine—established in 1970 as the health arm of the National Academy of
Sciences—provides expert advice to policy makers and the public.

39 Brief for the Federal Trade Commission as Amicus Curiae Supporting Neither Party, St. Joseph Abbey v. Castille,
712 F.3d 215 (5th Cir.), cert. denied, 134 S. Ct. 423 (2013).

gt Joseph Abbey, 712 F.3d at 226 (affirming the district court decision that the challenged regulations, and their
enforcement by the state board, were unconstitutional).



supports the entry of these new sources of competition into the market, others have maintained
existing regulations that disproportionately affect new entrants or sought to adopt new regulations
that would impede the development of these new services seemingly without valid justification.
The FTC has urged these jurisdictions to carefully consider the adverse consequences of limiting
competition and examine the basis for any restrictions advocated by incumbent industry
participants.”!

V. Conclusion

State regulation of occupations and professions can serve important public policy goals
and, when used appropriately, protect consumers from harm. But, as illustrated by the
Commission’s history of advocacy and enforcement, some regulations may make consumers worse
off, impeding competition without offering meaningful protection from legitimate health and safety
risks. State legislatures should consider the impact of proposed regulations on competition and
their proffered justification, particularly when they are likely to harm consumers. States also
should take steps to actively supervise the conduct of regulatory boards that are controlled by
individuals practicing the very occupation or profession being regulated.

Thank you for the opportunity to share the Commission’s views and to discuss our efforts
to promote competition and protect consumers.

4 See, e.g., FTC Staff Comment to the Honorable Brendan Reilly Concerning Chicago Proposed Ordinance 02014-
1367 Regarding Transportation Network Providers (Apr. 2014), https://www.ftc.gov/policy/policy-actions/advocacy-
filings/2014/04/ftc-staff-comment-honorable-brendan-reilly-concerning.
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Chairman Lee, Ranking Member Klobuchar, and Members of the
Subcommittee, I am grateful for the opportunity to appear before you today. I am
Misha Tseytlin, Solicitor General of the State of Wisconsin. Before beginning in
this position, I worked for the Attorney General of West Virginia. In that prior post,
one of my tasks was helping to draft an amicus brief before the United States
Supreme Court—on behalf of 23 sovereign States—in North Carolina State Board of
Dental Examiners v. Federal Trade Commission, 135 S. Ct. 1101 (2015).1 In that
brief, the States explained that a ruling holding that the dental board was subject to
federal antitrust liability would be contrary to the text and history of the Sherman
Act. The States further warned that such a decision would have deeply disruptive
impacts, unsettling broadly used state structures without benefiting consumers.

Unfortunately, on February 25, 2015, the United States Supreme Court ruled
against the dental board. While the States were gratified that their concerns found
voice in Justice Alito’s powerful dissent, they now face a new reality. Although it is
too early to draw any definitive conclusions, the negative impacts that the States

warned about in their amicus brief are beginning to accumulate.

1 See Brief of Amici Curiae State of West Virginia and 22 Other States in Support of
Petitioner, 2014 WL 2536518 (May 24, 2014) (Attachment 1).



I submit this testimony to provide background on the North Carolina State
Board of Dental Examiners ruling and to explain what has been going on in the
States in the eleven months since the Supreme Court issued its decision. At the end
of the testimony, I offer some thoughts on what the States and Congress can do to
mitigate this decision’s negative impacts on state sovereignty, while protecting
consumers.

In preparing this testimony, I consulted with state officials working for
States around the country, who have been grappling with the difficulties posed by
the North Carolina State Board of Dental Examiners decision. I am grateful for the
help those public servants have offered me. To the extent this testimony expresses
any opinions regarding the Supreme Court’s decision, or the desirability of the steps
the States or Congress could take in response to that decision, those views are my
own and not necessarily those of the State of Wisconsin, Attorney General of
Wisconsin, or any of the state officials with whom I consulted.

I. Section 1 Of The Sherman Act And The State Action Doctrine

Section 1 of the Sherman Act—enacted in 1890—prohibits “[e]very contract,
combination in the form of trust or otherwise, or conspiracy, in restraint of trade or
commerce among the several States, or with foreign nations.” 15 U.S.C. § 1
(emphasis added). At the time that Congress adopted this provision, it had a
narrow conception as to what constituted commerce “among” the States.
Specifically, Congress believed that it “lacked any power to regulate activity
occurring completely within a state.” Matthew L. Spitzer, Antitrust Federalism and

Rational Choice Political Economy: A Critique of Capture Theory, 61 S. Cal. L. Rev.
2



1293, 1295 (1988); see, e.g., Kidd v. Pearson, 128 U.S. 1, 17-18, (1888). In short,
when Congress enacted the Sherman Act, it did not believe it was subjecting state
regulatory boards—which govern the practice of professions within a State—to
federal antitrust liability. See N.C. St. Bd. of Dental Exam’rs, 135 S. Ct. at 1118-19
(Alito, J., dissenting).

A problem for state sovereignty arose after the Supreme Court in the 1930s
expanded the meaning of commerce “among” the States for purposes of the
Commerce Clause of the United States Constitution. As the Court later explained,
“[w]lhen Congress passed the Sherman Act in 1890, it took a very narrow view of its
power under the Commerce Clause. Subsequent decisions by this Court have
permitted the reach of the Sherman Act to expand along with expanding notions of
congressional power.” Hosp. Bldg. Co. v. Tr. of Rex Hosp., 425 U.S. 738, 743 n.2
(1976) (citation omitted). If the courts were to apply this statutory expansion to
state regulation of professions, then that would arguably render unlawful much
such regulation, given that these state rules—often by definition—act as
“restraint[s]” on the operation of markets. This would subject state actors to the
harsh possibility of federal antitrust liability—including private antitrust lawsuits
(15 U.S.C. § 15), enforcement actions brought by the Federal Trade Commission
(“FTC”) (15 U.S.C. § 45(a)(1)), and even federal criminal penalties (15 U.S.C. § 1)—
for regulating their intrastate markets.

To resolve this intolerable possibility, the Supreme Court in Parker v. Brown,

317 U.S. 341 (1943), developed what has become known as the State Action



Doctrine. In Parker, the Supreme Court recognized that “nothing in the language of
the Sherman Act or in its history suggests that its purpose was to restrain a state or
its officers or agents from activities directed by its legislature.” Id. at 350-51.
Since States are “sovereign[s]” within a “dual system of government,” the Sherman
Act should not be read to “nullify a state’s control over its officers and agents” or
undermine “the state . . . in [its] execution of a governmental policy.” Id. at 351-52.
“For the Congress that enacted the Sherman Act in 1890, it would have been a truly
radical and almost certainly futile step to attempt to prevent the States from
exercising their traditional regulatory authority, and the Parker Court refused to
assume that the Act was meant to have such an effect.” See N.C. St. Bd. of Dental
Exam’rs, 135 S. Ct. at 1119 (Alito, J., dissenting).

Since Parker, the Supreme Court has developed three tiers for analysis of the
State Action Doctrine. In the top tier, actions by the State’s legislature, executive,
and judiciary are absolutely immune from Sherman Act liability, without further
scrutiny. See Hoover v. Ronwin, 466 U.S. 558, 574, 579-80 (1984). In the second
tier, municipalities are immune so long as they act pursuant to “clearly articulated
and affirmatively expressed state policy to displace competition.” FTC v. Phoebe
Putney Health Sys., Inc., 133 S. Ct. 1003, 1007 (2013). In the third tier, private
parties acting on behalf of the State must meet both “clear articulation” and active
supervision requirements in order to be immune, as described below. See infra pg.
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I1. The Supreme Court’s Decision In North Carolina State Board of
Dental Examiners

In North Carolina State Board of Dental Examiners, the Supreme Court
adopted a far-reaching limitation on the State Action Doctrine. The North Carolina
Dental Board—a garden-variety state-regulatory board—had sent out cease-and-
desist letters to individuals conducting teeth whitening, alleging that those
individuals were violating the state prohibition against practicing dentistry without
a license. The FTC found that sending these cease-and-desist letters violated
Section 1 of the Sherman Act, and that the board was not protected by the State
Action Doctrine. See In re N.C. St. Bd. of Dental Exam’rs, 2011-2 Trade Cases P
77705, 152 F.T.C. 640, 2011 WL 11798463 (Dec. 2, 2011).

In an opinion for six Justices written by Justice Kennedy, the Court affirmed
the FTC’s conclusion that the state dental board would be treated like a private
party acting on behalf of the State, for purposes of federal antitrust liability. The
Court based its decision upon the fact that, because a majority of the board
members are active dentists, a “controlling number of decisionmakers are active
market participants in the occupation the board regulates.” N.C. St. Bd. of Dental
Exam’rs, 135 S. Ct. at 1114.

The Court held that whenever a state board is controlled by active market
participants, the Board can only obtain State Action Doctrine immunity if (1) the
board acts pursuant to a State’s articulation of “a clear policy to allow the
anticompetitive conduct”’; and (2) “the State provides active supervision of [the]

anticompetitive conduct.” Id. at 1111 (quotation omitted). The fact that a



regulatory board is “designated by the States as [an] agency” does not change the
analysis because “State agencies controlled by active market participants, who
possess singularly strong private interests, pose the very risk of self-dealing [that
the active] supervision requirement was created to address.” Id. at 1113-14. This
was an extremely consequential, far-reaching holding because, as the States had
explained in their amicus brief, many regulatory boards throughout the country are
composed of active professionals. See Brief of Amici Curiae State of West Virginia
and 22 Other States, at 8-14.

The Court also provided some general parameters as to what it would take
for a board to satisfy these elements. First, the “clear articulation” prong is
satisfied “where the displacement of competition [is] the inherent, logical, or
ordinary result of the exercise of authority delegated by the state legislature.” N.C.
St. Bd. of Dental Exam’rs, 135 S. Ct. at 1112 (citing Phoebe Putney, 133 S. Ct. at
1010-13). Second, active supervision is satisfied where “state officials [that are
themselves not active professionals] have and exercise power to review particular
anticompetitive acts of private parties and disapprove those that fail to accord with
state policy.” N.C. St. Bd. of Dental Exam’rs, 135 S. Ct. at 1112 (citation omitted).
“Active supervision need not entail day-to-day involvement in an agency’s
operations or micromanagement of its every decision. Rather, the question 1is
whether the State’s review mechanisms provide realistic assurance that a
nonsovereign actor’s anticompetitive conduct promotes state policy, rather than

merely the party’s individual interests.” Id. at 1116 (citation omitted). “The



supervisor must review the substance of the anticompetitive decision, not merely
the procedures followed to produce it; the supervisor must have the power to veto or
modify particular decisions to ensure they accord with state policy; and the mere
potential for state supervision is not an adequate substitute for a decision by the
State.” Id. at 1117 (citation omitted).

In a powerful dissent, Justice Alito—writing for himself and two other
Justices—argued that the history and text of the Sherman Act make plain that
state regulatory boards fall outside of the Act’s reach. Id. at 1118-19 (Alito, J.,
dissenting). The dissent further explained that the majority’s decision would cause
“practical problems and is likely to have far-reaching effects on the States’
regulation of professions.” Id. at 1122. “As a result of today’s decision, States may
find it necessary to change the composition of medical, dental, and other boards, but
it is not clear what sort of changes are needed to satisfy the test that the Court now
adopts.” Id. at 1122—-23 (emphasis added). Justice Alito then laid out the numerous
ambiguities the States will face in attempting to protect their state agencies and
personnel from antitrust liability: “What is a ‘controlling number’? . .. [D]oes the
Court mean to leave open the possibility that something less than a majority might
suffice in particular circumstances? ... Who is an ‘active market participant’? If
Board members withdraw from practice during a short term of service but typically
return to practice when their terms end, does that mean that they are not active

market participants during their period of service?” Id. at 1123.



III. Lawsuits That Have Been Filed In Light Of North Carolina State
Board of Dental Examiners

The North Carolina State Board of Dental Examiners decision makes it easier
for antitrust plaintiffs to sue regulatory boards created by the sovereign States, and
thus will encourage more such lawsuits. Below, I provide several examples of
federal lawsuits that have already been brought under that decision. Given that
the Supreme Court issued that decision just eleven months ago, there is a serious
concern that these early-filed lawsuits are just the tip of the oncoming iceberg.
Notably, even though some of the cases below have been unsuccessful to date, the
cost of defending against such lawsuits can be substantial.

e Teladoc, Inc. v. Texas Medical Board, No. 15-cv-343 (W.D. Tx. April 29, 2015):
Sherman Act lawsuit filed by providers of telephonic medical services against
the Texas Medical Board. The district court granted a preliminary injunction
against the Board, Dkt. 44 (May 29, 2015), and denied the Board’s motion to
dismiss, Dkt. 80 (Dec. 14, 2015). The case is on an interlocutory appeal before
the Court of Appeals for the Fifth Circuit. See No. 16-50017 (5th Cir. 2016).

e Strategic Pharmaceutical Solutions, Inc. v. Nevada State Board of Pharmacy,
No. 16-cv-171 (D. Nev. Jan. 26, 2016). Sherman Act lawsuit filed by pet-
medication distributors against the Nevada State Board of Pharmacy. This case
1s pending in the district court.

o FExpress Lien, Inc. v. Cleveland Metropolitan Bar Association, No. 15-cv-2519

(E.D. La. July 19, 2015): Sherman Act lawsuit filed by a construction-lien



software company against the Cleveland Metropolitan Bar Association. The case
is pending before the district court.

WSPTN Corp. v. Tennessee Department of Health, No. 15-cv-840 (M.D. Tenn.
July 30, 2015): Sherman Act lawsuit filed by hearing-aid retailers against the
Tennessee Department of Health. The case has been stayed by request of all
parties, pending settlement negotiations. Dkt. 67 (Oct. 30, 2015).

Axcess Med. Clinic, Inc. v. Mississippi Board of Medical Licensure, No. 15-cv-307
(S.D. Miss. Apr. 24, 2015): Sherman Act lawsuit filed by owner of medical clinics
against the Mississippi Board of Medical Licensure. This case was dismissed by
stipulation without prejudice to refile. Dkt. 2 (Aug. 31, 2016).

Coestervms.com, Inc. v. Virginia Real Estate Appraisers Board, No. 1:15-CV-980
(E.D. Va. Oct. 6, 2015): Sherman Act lawsuit filed by appraisal management
company for unlawful orders against the Virginia Real Estate Appraisers. This
case was voluntarily dismissed. Dkt. 15 (Oct. 6, 2015).

Rodgers v. Louisiana State Board of Nursing, No. 15-cv-615 (M.D. La. Aug. 12,
2015): Sherman Act lawsuit filed by a student at Grambling State University
against the Louisiana State Board of Nursing. The lawsuit was dismissed on
sovereign immunity grounds, see dkt. 42 (Dec. 12, 2015), and is on appeal before
the Court of Appeals for the Fifth Circuit, see No. 16-30023 (5th Cir. 2016).

Robb v. Connecticut Board of Veterinary Medicine, No. 15-cv-906 (D. Conn. June

12, 2015): Sherman Act lawsuit filed by a veterinarian against the Connecticut



Board of Veterinary Medicine. The district court recently granted the Board’s
motion to dismiss, Dkt. 47 (Jan. 20, 2016), but further proceedings are probable.
e Petrie v. Virginia Board of Medicine, No. 13-cv-1486 (E.D. Va. Fed. 3, 2014):
Sherman Act lawsuit filed by a chiropractor against the Virginia Board of
Medicine. The district court granted summary judgment in the Board’s favor.
The case is on appeal before the Court of Appeals for the Fourth Circuit, and is
scheduled for argument on March 22, 2016. See No. 15-1007 (4th Cir. 2015).2

IV. Steps The States And Congress Can Take In Response To North
Carolina State Board of Dental Examiners

Most State responses to the North Carolina State Board of Dental Examiners
decision are still in their nascent phase. The Supreme Court issued its decision just
eleven months ago, when many State legislatures were already deep into their work
for that year’s session.? Accordingly, many States in 2015 did not have the
opportunity to consider fully how to grapple with this decision. Indeed, given the
complexities that this decision poses for the States—as Justice Alito’s dissent
articulates—it may take years for many States to decide what steps they will take.
In the meantime, plaintiffs will likely bring more lawsuits. While States can take
proactive steps to limit the exposure of their regulatory boards, only clear guidance

and protection from the U.S. Congress can fully alleviate this problematic situation.

2 While this lawsuit was filed before the Supreme Court issued its decision in North
Carolina State Board of Dental Examiners decision, the Fourth Circuit’s decision in
that same case had already been issued and had reached the same holding the
Supreme Court ultimately adopted. See N.C. St. Bd. of Dental Examr’s v. FTC, 717
F.3d 359 (4th Cir. 2013).

3 See National Conference of State Legislatures, 2015 Legislative Sessions Calendar,
http://www.ncsl.org/documents/ncsl/sessioncalendar2015.pdf (Dec. 21, 2015).
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The most straightforward, short-term way that States can respond to the
North Carolina State Board of Dental Examiners decision is by State attorneys
general and other State attorneys providing sound legal guidance to State
regulatory boards and legislatures. This advice-giving has already begun. For
example, the States of California and Idaho have published detailed, formal
Attorney General Opinions providing advice regarding how to respond to this
decision to both regulatory boards and legislatures.# Many other States have
offered less formal guidance. Advice has taken the form of internal memoranda,
consultation, meetings and other intragovernmental communications. More such
advice—in various forms—is likely to continue and increase in the coming years.

Many State legislatures and governors will also likely respond to the North
Carolina State Board of Dental Examiners decision by making structural changes.
The State of Oklahoma has been an early leader in this regard. On July 17, 2015,
Oklahoma Governor Mary Fallin issued an executive order to “all state boards who
have a majority of members who are participants of markets that are directly or
indirectly controlled by the board” to submit “all non-rulemaking actions” to the
Office of the Attorney General of Oklahoma.? Oklahoma’s Attorney General, Scott
Pruitt, has devoted substantial resources to carrying out these responsibilities. As

of last week, Attorney General Pruitt had issued 248 opinions—responding to 372

4 See Attorney General Kamala Harris, 98 Ops. Cal. Atty. Gen. 12, 2015 WL
5927487 (Sept. 10, 2015) (Attachment 2); Attorney General Lawrence G. Wasden,
Op. Id. Att’y Gen., No. 16-01, 2016 WL 301598 (January 13, 2016) (Attachment 3).

5 Okla. Gov. Mary Fallin, Exec. Order 2015-33 (July 17, 2015) (Attachment 4).
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requests from 20 agencies—on proposed non-rulemaking actions pursuant to
Governor Fallin’s executive order.® In addition, Connecticut adopted legislation in
response to the North Carolina State Board of Dental Examiners decision, requiring
that its Department of Public Health review and approve all decisions made by
regulatory boards under the Department’s auspices.”

Similar actions by legislatures and governors will likely continue and
Increase in the coming years. These structural changes may consist of, among other
things, changing the composition of state regulatory boards, eliminating certain
boards, and altering state supervisor structures in the hopes of satisfying the active
supervision test.8 While some of these changes may or may not have salutary
benefits for consumers, depending on how they are structured, it is important to
note that such alterations in the way the States structure their internal operations
are very far afield from the interests that the Sherman Act was designed to protect.
See N.C. St. Bd. of Dental Exam’rs, 135 S. Ct. at 1118-19 (Alito, dJ., dissenting).

Ultimately, however, only action by the U.S. Congress can alleviate fully the
problems that the North Carolina State Board of Dental Examiners decision has

created for the sovereign States. While there are many positive steps that Congress

6 Okla. Office of Att’y Gen., Recent Opinions, https://www.oag.ok.gov/oagweb.nsf/
viewopinions.html (last visited Jan. 27, 2016); see, e.g., E. Scott Pruitt, Op. Okla.
Att’y Gen., No. 2015-12A (Sept. 23, 2015); E. Scott Pruitt, Op. Okla. Att’y Gen., No.
2015-180A (Dec. 9, 2015).

7 See S.B. 1502, 2015 Conn. Leg., June Sp. Sess., Pub. Act 15-5 (eff. July 1, 2015).

8 See generally 98 Ops. Cal. Atty. Gen. at 9—14; Op. Id. Att’y Gen., No. 16-01 at 10—
12.
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can take, one option should be considered: eliminating by statute the judicially
created “active supervision” requirement from federal antitrust law. Given that the
State Action Doctrine is intended to ensure that the anticompetitive policy is
genuinely the policy of the State, and not of private parties, the mandate that the
State itself “clearly articulated” the policy at issue fully achieves this aim. It
undermines the States’ sovereign dignity—including their right to “prescribe the
qualifications of their own officers”—for them to be forced to structure their decision
making processes to avoid federal antitrust liability, as the active supervision prong
requires. Gregory v. Ashcroft, 501 U.S. 452, 460 (1991) (quotation omitted). And
active supervision often fails to balance these serious harms to state sovereignty
with any benefits to consumers; indeed, it may well be counterproductive in this
regard. As widely respected federal judge Frank H. Easterbrook explained, the
“active supervision” requirement encourages States to adopt duplicative regulatory
structures, which in some cases may be “conducive to competition among cartelists
for rents.”® At a minimum, each State should have the sovereign right to choose for
itself the type and level of supervision for its own State boards.

Given that the Supreme Court’s decision in North Carolina State Board of
Dental Examiners has so unsettled the States’ expectations in this area, Congress
should consider corrective action of the type described above or other measures to

provide the States with more guidance. Federal legislation clearly delineating state

9 Frank H. Easterbrook, Antitrust and the Economics of Federalism, 26 J.L.. & Econ.
23, 30 (1983).
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Liability—if any—under federal antitrust laws could better strike the balance
between the twin paramount interests of federalism and consumer protection than
does the uncertain, litigation-saturated status quo.10

V. Conclusion

Thank you for giving me the opportunity to testify before this Subcommittee
today. I appreciate the interest you have taken in this extremely important area for

the States. I look forward to answering any questions that you might have.

10 The FTC has published staff guidance on the North Carolina State Board of
Dental Examiners decision, but such guidance does not provide the States with
sufficient. Staff, FTC Bureau of Competition, FTC Staff Guidance on Active
Supervision of State Regulatory Boards Controlled by Market Participants,
https://www.ftc.gov/system/files/attachments/competition-policy-guidance/active_
supervision_of_state_boards.pdf. The guidance would not be binding in litigation
and would most likely be subject only to minimum deference under Skidmore v.
Swift & Co., 323 U.S. 134, 140 (1944). See Christensen v. Harris County, 529 U.S.
576, 587 (2000). In any event, the guidance takes a narrow view of State Action
Doctrine immunity, in several respects, inconsistent with States’ sovereign dignity.
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Chair and members of the Senate Committee on the Judiciary Subcommittee on

Antitrust, Competition Policy and Consumer Rights

My name is Morris Kleiner. I testify before you today on my own behalf and not as a
representative of the University of Minnesota or any other organization with which I am

affiliated.

I have a Ph.D. in economics from the University of Illinois. I am a professor at the
Humphrey School of Public Affairs at the University of Minnesota. I also teach at the
University's Center for Human Resources and Labor Studies. I am a visiting scholar at
the Federal Reserve Bank of Minneapolis, a Research Associate at the National Bureau of
Economic Research headquartered in Cambridge, Massachusetts, and a Visiting Scholar
at the Upjohn Institute for Employment Research in Kalamazoo, Michigan. I have
worked in government and consulted for many public and private sector organizations.
My research specialty includes the analysis of institutions, such as occupational licensing
in the labor market. I have published in the top academic journals in labor economics
and industrial relations, and I am the author, co-author, or coeditor of eight books. Three
of these books focus on occupational regulation and were published in 2006, 2013, and
2015 by the Upjohn Press. These books are the leading volumes on occupational

regulations based on sales and citations to the work in Google Scholar.

Let me start with my conclusions because it establishes a general preference for
certification over licensure of occupations'. Certification usually is better than

occupational licensing for three reasons.

1. First, certification has benefits over licensing for workers. Certification does

not directly fence out workers by law or cause the type of problems in labor

"' See Kleiner, Morris M. 2006. Licensing Occupations: Enhancing Quality or Restricting Competition?
Kalamazoo, Mich.: Upjohn Institute for Employment Research and Kleiner, Morris M. 2013. Stages of
Occupational Regulation: Analysis of Case Studies. Kalamazoo, Mich.: Upjohn Institute for Employment
Research



markets that licensing does. Licensing may cause workers to lose the
opportunity to move into the middle class because of the high barriers to
entry”. A reduction in licensing requirements could reduce unemployment in
the U.S’. Licensing further reduces the ability of workers to move across state
lines, and engage in work that is the most beneficial to them and could
contribute to economic growth®. Certification of practitioners does not have

these negative features.

Estimates developed by me with Professor Alan Krueger of Princeton
University, the former Head of President Obama’s Council of Economic
Advisers and former chief economist in both the Department of the Treasury,
and the Department of Labor, and Professor Alexandre Mas, also at Princeton
and former Chief Economist at the Department of Labor and Chief Economist
at Office of Management and Budget under President Obama, showed the cost
of licensing nationally in the form of lost jobs to be 0.5% -1.0% in 2010.”

Second, certification is better for consumers than occupational licensing.
Similar to licensing, certification sends a signal to consumers about who has
met the government’s requirements to work in an occupation. However, it
does not reduce competition, and it does not cause wages to increase in the
same way licensing does. It gives consumers more choices for the kinds of
services they need. It gives consumers the right to choose the level of quality

they think is appropriate for them rather than having members of an

? See Kleiner, Morris. 2015. Reforming Occupational Licensing Policies. Washington, DC:

Brookings Institution for a detailed explanation of these issues.

3 See Kleiner, Morris M., Alan B. Krueger, and Alex Mas. 2011. “A Proposal to

Encourage States to Rationalize Occupational Licensing Practices.” Princeton, NJ: Princeton University.

* U.S. Executive Office of the President. 2015. “Occupational Licensing: A Framework for Policymakers.”
Washington, DC: The White House, p. 76.

> See Kleiner, Morris M., Alan B. Krueger, and Alex Mas. 2011. “A Proposal to

Encourage States to Rationalize Occupational Licensing Practices.” Princeton, NJ: Princeton University
and Kleiner, Morris. 2015. Reforming Occupational Licensing Policies. Washington, DC:

Brookings Institution to see how these estimates were derived.
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occupation through a licensing board decide what level of skill is necessary
for consumers. Also, all consumers do not demand the same level of quality.
If licensure “improves quality” simply by restricting entry into the profession,
then some consumers will be forced to pay for more “quality” than they want

or need.

3. Third, certification is better for government than occupational licensing. It
reduces the unnecessary and often excessive lobbying by trade associations to
try to convince legislators to enact and governors to implement licensing
regimes under the assumption of protecting the public. Often lobbyists claim
that licensing is needed to screen out frauds and incompetents. There is little
evidence to support this claim®. But licensing laws do offer lobbyists and
their trade associations a way to deliver less competition and higher earnings

for their members or clients’.

An alternative perspective of occupational licensing by government argues that
administrative procedures regulate the appropriate supply of labor in the market.
Regulators screen entrants to the profession and bar those whose skills or character traits
suggest a tendency toward low-quality outputs. The regulators further monitor
incumbents and discipline those whose performance is below standards, with
punishments that may include revocation of the license needed to practice. The process
can thereby raise the overall quality of services to consumers. Unfortunately there is little

evidence to support this view®.

® For example, in 2013 only 11 of the more than 23,700 attorneys in Minnesota, or approximately
0.05 percent, were disbarred (Minnesota State Bar Association 2013). See
<http://mnbenchbar.com/2014/02/summary-of-public-discipline-2/>.

7 For evidence of the influence of licensing on wages see Kleiner, Morris and Alan Krueger. 2013.
“Analyzing the extent and influence of occupational licensing on the labor market”. Journal of Labor
Economics 31(Suppl. 1: S173-202.

¥ See Kleiner, Morris 2015. “Guild-Ridden Labor Markets: The Curious Case of Occupational Licensing,”
Kalamazoo, Mich.: Upjohn Institute for Employment Research for empirical evidence on this perspective.
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There is an important difference between occupational licensing and certification.
Licensing restricts the practice of an occupation. Certification restricts the use of the title
such as “certified financial analyst.” or “certified interior designer.” Anyone can do
financial analysis or interior design but only those who meet the government’s
requirements can call themselves a “certified financial analyst” or “certified interior
designer.” Unlike licensing, certification provides consumers more options by allowing
individuals greater choice, with lesser influence of guild-like protectors of the

occupation.’

First, occupational licensing reduces employment growth thereby contributing to reduced
economic growth. These barriers fence out people who may be qualified but have not
gained the credentials through the exact means identified in a licensing law such as a
written test, internship, or undergraduate or graduate degree. These requirements reduce

the ability of low income individuals or those with a criminal background to earn a living.

Second, occupational licensing causes consumers to pay higher prices. By shrinking the
available supply of labor or increasing perceived demand, licensing increases prices by 7
percent or more'. Less competition means that consumers pay more and have less
variety to choose for the services they need. A number of years ago, students at the
Humphrey School analyzed the cost of licensing to consumers in Minnesota. They found
that the extensive use of licensing caused consumers in Minnesota to pay an incremental
$3 billion a years in higher prices that are redistributed to those with licenses with no

clear benefits'!.

Third, occupational licensing alleges that it will increase consumer protection by

screening out incompetents and frauds. Unfortunately, and although we may want this to

? For further evidence see Kleiner, Morris, 2015. Our Guild-Ridden Economy: Issues and Possible
Solutions, Economic Policy Paper 15-9. Federal Reserve Bank of Minneapolis. December, pp. 1-5.

10" See U.S. Executive Office of the President.2015. “Occupational Licensing: A Framework for
Policymakers.” Washington, DC: The White House, p. 76.

"' See Kleiner, Morris M. 2006. Licensing Occupations: Enhancing Quality or Restricting Competition?
Kalamazoo, Mich.: Upjohn Institute for Employment Research.
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be true, there is little to no evidence for it. Additionally, some legislators tend to
grandfather in everyone working when licensing is enacted thus eliminating screening
altogether and when they ratchet up the requirements, current members are excluded
from the new requirements'. Also, licensing boards are often captured by licensees and
rarely revoke licenses. Most telling about their priorities, most boards depend on the

licensees to fund their operating budgets through the payment of licensing fees.

Among the many professions that I have studied are mortgage bankers. What my
research at the Federal Reserve Bank of Minneapolis with Vice-President Richard Todd
showed is that those states that licensed mortgage bankers had similar default rates as
those states that did not license brokers. A major difference is that in states with licensed
brokers, the fees that consumers had to pay for loans were higher'. T have generally
found those same findings in the other occupations that I have researched or seen in the

research of others.

The reality is that occupational licensing is likely to reduce employment growth,
contributes to unemployment, and increases costs to consumers. The main groups that
win under licensing are those who are licensed through higher wages and greater job
opportunities and benefits for those fortunate enough to become licensed. Certification
has not shown to have any of the problems of licensing such as raising prices or
restricting overall employment. It provides consumers more choice at a lower price than
occupational licensing. I am, of course, delighted to answer questions about occupational

regulation and its consequences.

12 Han, Suyoun, and Morris M. Kleiner. 2015. “Analyzing the Duration of Occupational Licensing on the
Labor Market.” Paper presented at the Labor and Employment Relations Association Meetings, held in
Pittsburgh, PA, May 30.

13 See Kleiner, Morris M., and Richard M. Todd. 2009. “Mortgage Broker Regulations

That Matter: Analyzing Earnings, Employment, and Outcomes for Consumers.” In Studies of Labor Market
Intermediation, David Autor, ed. Chicago: University of Chicago Press, pp. 183-231 for a fuller
explanation of the approach and analysis of the issue.
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Addendum

Hierarchy of occupational regulations from least to most restrictive:

“Registration” means a requirement established by a legislative body in which an
individual gives notice to the government that may include the individual's name and
address, the individual's agent for service of process, the location of the activity to be
performed, and a description of the service the individual provides. “Registration” does
not include personal qualifications but may require a bond or insurance. Upon approval,
the individual may use “registered” as a designated title. A non-registered individual
may not perform the occupation for compensation or use “registered” as a designated
title. “Registration” is not transferable and is not synonymous with an “occupational

license.”

“Certification” is a voluntary program in which the government grants nontransferable
recognition to an individual who meets personal qualifications established by a legislative
body or private certification organization. Upon approval, the individual may use
“certified” as a designated title. A non-certified individual may also perform the lawful
occupation for compensation but may not use the title “certified.” “Certification” is not

synonymous with an “occupational license.”

“Occupational license” is a nontransferable authorization in law for an individual to
perform a lawful occupation for compensation based on meeting personal qualifications
established by a legislative body. It is illegal for an individual who does not possess an
occupational license to perform the occupation for compensation. Occupational licensing

is the most restrictive form of occupational regulation.
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Good afternoon Chairman Lee, Ranking Member Klobuchar, and Members of
the Committee. I am pleased to have this opportunity to speak with you about the
rise of occupational licensing and its impact on American workers, consumers, and
entrepreneurs.

I am an attorney at the Institute for Justice, a public-interest law firm that
combats occupational licensing across the country through litigation, research,
grassroots activism, and legislative advocacy.

For decades, the Institute for Justice has been at the forefront of the fight
against occupational licensing. We have represented scores of entrepreneurs who
have had their right to earn a living curtailed by arbitrary and unnecessary
licensing restrictions—from Louisiana florists! to tour guides in Philadelphiaz and
teeth whiteners in Connecticut.3 We have successfully challenged occupational
licensing laws as violations of the First and Fourteenth Amendments,4 as well as
parallel protections afforded by State Constitutions.5> Along the way, we have seen
time and again the significant harms that are caused by occupational licensing.

Occupational licensing is, increasingly, one of the most prevalent regulatory
barriers in the American workplace. Whereas less than 5 percent of the workforce

was required to obtain a license from their state government in the 1950s, today

1 Institute for Justice, Louisiana Florists, http://bit.ly/1PzITLM.

2 Institute for Justice, Philadelphia Tour Guides, http://bit.ly/11PojPZ.

3 Institute for Justice, Connecticut Teeth Whitening, http://bit.ly/1IK90mOY.

4 See, e.g., Craigmiles v. Giles, 312 F.3d 220 (6th Cir. 2002); St. Joseph Abbey v.
Castille, 712 F.3d 215 (5th Cir. 2013); Edwards v. District of Columbia, 755 F.3d
996 (D.C. Cir. 2014).

5 See, e.g.,Patel v. Tex. Dep’t of Licensing and Regulation, 469 S.W. 3d 69 (Tex.
2015); see also id. at 92 (Willett, J., concurring).



that figure stands around 20 percent—and even higher if federal, city, and county
licensing is included.® Occupational licensing affects greater numbers of workers
than either union membership or minimum wage laws.”

Increasingly, occupational licensing has attracted criticism from a bipartisan
mix of sources, both within and outside government. Earlier this year, the White
House issued a report concluding that licensing laws “raise the price of goods and
services, restrict employment opportunities, and make it more difficult for workers
to take their skills across state lines.”® The Federal Trade Commission also has
1dentified “many examples of licensure restrictions that likely impede competition
and hamper entry into professional and services markets, yet offer few, if any,
significant consumer benefits.”® Outside government, groups as diverse as the
Brookings Institution,® Heritage Foundation,!! and Reason Foundationl? have

issued publications critical of occupational licensing.

6 Morris M. Kleiner and Alan B. Krueger, The Prevalence and Effects of
Occupational Licensing, British Journal of Industrial Relations (Dec. 2010), at 678.
Kleiner and Krueger found that 29 percent of the population reported being
required to obtain some manner of license to do their job. Id. at 677.

7 Morris M. Kleiner, Occupational Licensing, Journal of Economic Perspectives
(Fall 2000), at 190.

8 Department of the Tresasury, Council of Economic Advisers, and Department
of Labor, Occupational Licensing: A Framework for Policymakers (July 2015), at 3.

9 Prepared Statement of the FT'C on Competition and the Potential Costs and
Benefits of Professional Licensure Before the Committee on Small Business, U.S.
House (July 16, 2014).

10 Morris M. Kleiner, The Hamilton Project, Reforming Occupational Licensing
Boards (Mar. 2015), available at http://brook.gs/1ZARuJ2.

11 James Sherk, The Heritage Foundation, Creating Opportunity in the
Workplace (Dec. 2014), available at http://herit.ag/1ZASnRN.

12 Adam B. Summers, Reason Foundation, Occupational Licensing: Ranking the
States and Exploring Alternatives (Aug. 2007), available at http://bit.ly/1PufxyO.



Occupational licensing has spread because it serves the interests of economic
insiders—excluding competition from the market and allowing industry incumbents
to charge higher prices. But occupational licensing limits opportunities for workers,
frustrates entrepreneurs seeking to introduce innovative new business models, and
raises prices paid by consumers. Occupational licensing also infringes workers’
constitutional rights, including the right to earn a living, the right to freedom of
speech, and the right to travel. Advocates of licensing claim that it is necessary to
protect health and safety, but these claims generally do not withstand examination.
Numerous less restrictive alternatives are available to protect health and safety
without limiting access to the marketplace. In short, as I detail below, licensing is
all too often unnecessary, counterproductive, and unconstitutional.

Industry Insiders Seek Out Licensing

Industry insiders frequently lobby legislators and regulators to impose new
licensing barriers.13 Existing market participants like licensing because it makes it
more difficult for new competition to enter the market. Shielded from normal
market pressures, industry insiders can charge consumers higher prices without
concern that they will be undercut by lower-cost competitors.14

This dynamic is accelerated, in many cases, by laws that confer licensing

authority on professional boards composed of the very industry insiders who benefit

13 Paul J. Larkin Jr., Public Choice Theory and Occupational Licensing (Jan.
2015), available at http://bit.ly/I1n0TDMm.

14 Kleiner and Krueger, supra note 6, at 681 (finding that licensing is associated
with an approximately 15 percent increase in hourly earnings).



from licensing laws.15 Unsurprisingly, when industry insiders are given authority to
interpret and enforce licensing laws, they generally apply those laws to exclude
competition and benefit their own bottom lines.

Recent history is replete with instances of industry groups seeking to impose
unnecessary licensing burdens to advance their own self-interest. To highlight a few
examples:

e Interior Design: The American Society for Interior Design and other industry

lobbying groups have conducted a decades-long, nationwide campaign to impose
licensing on interior designers.16 Five states have bent to this pressure and imposed
licensing restrictions on interior designers, while numerous other states have
imposed titling laws restricting which individuals can refer to themselves as
“Interior designers.”l7 Advocates of imposing licensure on would-be interior
designers maintain that licensing is necessary to protect consumer safety, but
impartial studies by state regulators have repeatedly found no viable health and
safety justification for these laws.1® And, indeed, it is difficult to imagine any

conceivable danger from a misplaced throw pillow or unsightly shade of paint.

15 Brief of Amici Curiae Scholars of Public Choice Economics in Support of
Respondent, North Carolina State Board of Dental Examiners v. FTC, No. 13-534
(U.S. 2014).

16 Dick M. Carpenter II, Ph.D., Institute for Justice, Designing Cartels: How
Industry Insiders Cut Out Competition (Nov. 2007), at 9-10, available at
http://bit.ly/1nof8aB.

17Id. at 7.

18 Id. at 12. An analysis of complaint data for interior designers in 13 states,
conducted by the Institute for Justice, likewise found that the vast majority of



e Tax Preparers: With the support of large tax preparation firms, the IRS

moved in 2011 to impose a new licensing scheme for tax preparers, which it
estimated would sweep 1in 600,000 to 700,000 tax preparers who were previously
unregulated at the federal level.1® A Senior Vice President at H&R Block told
reporters the company supported the regulation, as it would mean H&R Block
“won’t be competing against people who aren’t regulated and don’t have the same
standards as we do.”20 In other words, by driving out competition, the rule would
allow firms like H&R Block to raise their prices.2! So, it is perhaps unsurprising
that the IRS official who oversaw the drafting of these regulations was none other
than a former CEO of H&R Block.22 The IRS sought to impose these new licensing
burdens despite the fact that tax preparers are already subject to civil and criminal
statutes imposing stringent penalties for misconduct, and despite a very low

prevalence of misconduct by tax preparers.23 Fortunately, in a case brought by the

complaints submitted to regulators concerned unlicensed practice—rather than a
legitimate threat to health or safety. Id. at 14.

19 Regulations Governing Practice Before the Internal Revenue Service, 76 Fed.
Reg. 32,286 (June 3, 2011).

20 Editorial, H&R Blockheads, Wall Street Journal, Jan. 7, 2010, available at
http://on.wsj.com/1PwhESI

21 Joe Kristan, Tax Roundup, 12/24/2012: The Coming Preparer Crash, Tax
Update Blog, Dec. 24, 2012, http://bit.ly/1JN855A (predicting that the “population of
authorized return preparers will crash” and that prices will rise due to “increas[ed]
demand for the big national tax preparation franchises”).

22 Timothy P. Carney, H&R Block, TurboTax and Obama’s IRS Lose in Effort to
Regulate Small Tax Preparers Out of Business, Washington Examiner, Feb. 11,
2013, available at http://washex.am/23yLi3N.

23 Institute for Justice, IRS Tax Preparers, http://ij.org/case/irs-tax-preparers/.
Although an estimated 900,000 to 1.2 million paid preparers prepare approximately



Institute for Justice, a federal court found the IRS lacked authority to impose
licensing.24 Now, however, some in Congress are seeking to impose licensing
through legislation—again with the support of large tax preparers.25

e Teeth Whitening: As teeth whitening services have become increasingly
popular and lucrative, dentists across the country have lobbied state legislators and
regulators to exclude non-dentist teeth whiteners.26 Teeth whitening is safe; indeed,
consumers can purchase teeth whitening products to apply to their own teeth in
their own homes. A recent study of complaint data pertaining to teeth whiteners
found that only four health-and-safety complaints were filed across 17 states over a
five-year period, and all of those complaints concerned common reversible side-
effects.2’” Over the same period, dentists and dental associations filed numerous
complaints about increased competition from unlicensed teeth whiteners.28 In
response to such pressure, numerous states have acted to limit the practice of teeth
whitening to licensed dentists.29 In many cases, these restrictions have been

1mposed by boards composed primarily of practicing dentists who stand to benefit

87 million tax returns annually, the IRS only recommended prosecution in 162
cases in 2001 and 2002 combined. Id.

24 Loving v. IRS, 742 F.3d 1013 (D.C. Cir. 2014).

25 Melissa Quinn, Bill Regulating Tax Preparers Faces Criticism for Impacts to
Small Businesses, Consumers, Daily Signal, Dec. 29, 2015, available at
http://dailysign.al/1ZpWB9q.

26 Angela C. Erickson, Institute for Justice, White Out: How Dental Industry
Insiders Thwart Competition From Teeth-Whitening Entrepreneurs (Apr. 2013),
available at http://bit.ly/1SmOjjF.

27 Id. at 24.

28 Id.

29 Id. at 14-15, 18.



from the regulations—an arrangement that the U.S. Supreme Court recently
concluded gave rise to potential liability under federal antitrust law.30

These are hardly isolated incidents. Other examples of nakedly protectionist
licensing laws—drawn from cases litigated by the Institute for Justice—include
attempts by veterinary boards to monopolize equine dentistry3! and animal
massage;3? attempts by cosmetology boards to monopolize hair braiding,33 eyebrow
threading,34 and makeup artistry; 35 and attempts by funeral director boards to
monopolize the sale of caskets.36

Licensing Imposes Significant Costs

While licensing benefits industry insiders, it imposes costs on just about
everyone else. Workers, consumers, and entrepreneurs all suffer significant harms
as a result of occupational licensing laws.

e Workers: Most obviously, licensing erects barriers to entry for individuals
seeking to enter the workforce. According to economist Morris Kleiner, licensing
results in a loss to the economy of 2.85 million jobs.3” These barriers are most
harmful for individuals on the first rungs of the income ladder—including,

disproportionately, members of racial and ethnic minorities—as those individuals

30 North Carolina State Board of Dental Examiners v. FTC, 135 S. Ct. 1101
(2015).

31 Institute for Justice, Texas Equine Dentistry, http://bit.ly/1SSwvMB.

32 Institute for Justice, Arizona Animal Massage, http://bit.ly/205dqcb.

33 Institute for Justice, lowa Hair Braiding, http://bit.ly/1n6IA4T.

34 Institute for Justice, Arizona Eyebrow Threading, http://bit.ly/1n6IACa.

35 Institute for Justice, Nevada Makeup, http://bit.ly/1SmSrQC.

36 Institute for Justice, Oklahoma Caskets, http://bit.ly/In1bK4R.

37 Kleiner, supra note 10, at 6.



can often least afford to pay the costs of time and money required to obtain a
license.38 Notably, these barriers vary considerably across state lines, suggesting
that they are not truly necessary to protect the public. A study of 102 lower-income
occupations found that only 15 were licensed in 40 states are more, while
occupations that required months of training in one state might require only a few
days of training in another.3? In other words, individuals are being denied the right
to earn an honest living not because they pose an actual danger to the public, but
rather because they happen to live in the wrong state.

e Consumers: Licensing raises costs by eliminating competition, and the brunt
of those higher costs are paid by consumers. Economist Morris Kleiner has
estimated the cost of licensing to consumers, in the form of higher prices, at $203
billion per year.40 Higher costs can also harm some consumers by causing them to
forego necessary purchases altogether. For instance, one study found that areas
with strict licensing requirements for electricians have higher electrocution rates,
presumably because consumers are more likely to resort to dangerous “do it
yourself” electrical work.4! The Federal Trade Commission also has warned that

“licensing of opticians and optical establishments may actually increase the

38 Stuart Dorsey, Occupational Licensing and Minorities, Law and Human
Behavior (Sept. 1983).

39 Dick M. Carpenter, et al., Institute for Justice, License to Work: A National
Study of Burdens from Occupational Licensing (May 2012), at 4-5, available at
http://bit.ly/235ekrB.

40 Kleiner, supra note 10, at 6.

41 Sidney L. Carroll and Robert J. Gaston, Occupational Licensing and the
Quality of Service, Law and Human Behavior (1983).



incidence of health problems associated with contact lens use” because increased
costs “may induce more individuals to over-wear their replacement lenses.”42

e KEntrepreneurs: Finally, licensing often frustrates the ability of entrepreneurs

to bring innovative new business models to the market. For instance, in the medical
field, licensing laws threaten to block attempts to provide medical advice via
telephone and video chat—an innovation that could increase availability of medical
care while simultaneously lowering prices.43 In the legal field, meanwhile, licensing
laws threaten to block services that help consumers create their own standard legal
documents over the internet—an innovation that could likewise address a chronic
shortage of legal services while also lowering prices.44

The foregoing are hardly the only costs associated with licensing. Licensing
can also decrease the quality of goods and services, as market participants compete
on quality as well as cost and may decrease quality in the absence of competition.45
Licensing can give rise to entirely unregulated black markets, as high costs drive
consumers from the legal market.46 Licensing poses barriers to the reintegration of
former prisoners into the workplace, as a criminal conviction may make it difficult

or impossible to obtain an occupational license.4” And licensing decreases mobility,

42 Federal Trade Commission, Possible Anticompetitive Barriers to E-Commerce:
Contact Lenses (Mar. 2004), at 21-22, available at http://1.usa.gov/1Tx9YVV.

43 Teladoc, Inc. v. Texas Medical Board, 453 S.W.3d 606 (Tx. Ct. App. 2014).

44 LegalZoom.com, Inc. v. Mclllwain, 429 S.W.3d 261 (Ark. 2013).

45 Summers, supra note 12, at 11.

46 Id. at 13.

47 American Bar Association, National Inventory of the Collateral Consequences
of Conviction, http://bit.ly/1CuyVLL.



as licenses are not portable across state lines—an issue that has posed particular
concerns for military spouses who have difficulty acquiring a new license every time
they are required to move to a new state.48

Licensing Infringes On Fundamental Constitutional Rights

Licensing laws are not just bad policy; they also are often unconstitutional.
Licensing laws run afoul of a variety of constitutional protections, including the

right earn a living, the right to freedom of speech, and the right to travel.

e Right to Earn A Living: The right to earn a living by your chosen occupation
has long been recognized as a fundamental liberty secured by the Constitution.49
Yet licensing laws frequently place unnecessary and irrational restrictions on that
fundamental freedom: So, for instance, the U.S. Court of Appeals for the Fifth
Circuit found that Louisiana violated the Constitution when it prohibited a group of
monks from selling caskets—even though a casket is literally nothing more than a
box—Dbecause they were not licensed as funeral directors.50 And three separate
federal courts have found that states violated the Constitution by requiring African
hair braiders to undergo thousands of hours of schooling (almost entirely unrelated

to braiding) and obtain a cosmetology license to engage in the traditional practice of

48 Karen Jowers, Spouses Face Licensing Roadblocks in Variety of Fields,
Military Times, May 4, 2015, available at http://bit.ly/1SnNwzw.

49 See Corfield v. Coryell, 6 F. Cas. 546 (CCED Pa. 1825) (Washington, dJ.); see
also Truax v. Raich, 239 U.S. 33, 41-42 (1915).

50 St. Joseph Abbey v. Castille, 712 F.3d 215 (5th Cir. 2013); see also Craigmiles
v. Giles, 312 F.3d 220 (6th Cir. 2002).
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braiding hair.5! These cases highlight the fact that, for many Americans, their
chosen career is not only a vital source of income but also a central part of their
1dentity. By constraining individuals’ choice of occupation, licensing laws interfere
with an important aspect of liberty protected by the Constitution.

e Freedom of Speech: As occupational licensing has grown to occupy larger

fields of human endeavor, it also has come into conflict with the First Amendment.
Many individuals use words to make a living, and the government runs afoul of the
First Amendment when it uses licensing laws to dictate who can and cannot talk
about a given subject. So, for instance, the United States Court of Appeals for the
D.C. Circuit recently found that the D.C. government violated the First Amendment
when it required a license to work as a tour guide.52 And a federal court likewise
found that the Kentucky psychologist-licensing board violated the First Amendment
when it attempted to end the publication of a popular advice column on the ground
that the column constituted “unlicensed practice of psychology.”?3 Individuals do not
lose their First Amendment rights when they engage in an occupation; yet, all too
often, licensing authorities act as if they were immune from any First Amendment

constraint.

51 Brantley v. Kuntz, 98 F. Supp. 3d 884 (W.D. Tex. 2015); Clayton v. Steinagel,
885 F. Supp. 2d 1212 (D. Utah 2012); Cornwell v. Hamilton, 80 F. Supp. 2d 1101
(S.D. Cal. 1999).

52 Edwards v. District of Columbia, 755 F.3d 996 (D.C. Cir. 2014).

53 Rosemond v. Markham, __F. Supp. 3d __, 2015 WL 5769091 (E.D. Ky. Sept.
30, 2015).
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e Right to Travel: The Supreme Court has recognized that the “right to travel

from one State to another is firmly embedded in our jurisprudence.”®® Licensing
laws place significant burdens on this right to travel, as states frequently refuse to
recognize licenses issued by other states. So, for instance, although the practice of
medicine obviously does not differ from state to state, doctors are unable to carry
their licenses across state lines.55 Similar restrictions burden nearly all licensed
professionals, and at the Institute for Justice we have challenged a number of
licensing schemes designed to exclude competition from outside the state, including
laws governing funeral directors®® and interior designers.57 Individuals should not
have to choose between their professional livelihood and the exercise of their right
to travel between the states.

Licensing Is Frequently Unnecessary

Advocates of occupational licensing frequently maintain that licensing is
necessary to promote the public’s health and safety. All too often, however, these
claims are not borne out by empirical evidence. For instance, a 2001 report surveyed
academic studies on the impact of occupational licensing on the quality of products
and services for a variety of occupations and found that only two out of fifteen

studies found any positive impact from licensing; five found a negative impact on

54 Saenz v. Roe, 526 U.S. 489 (1999).

55 Brittany La Couture, American Action Forum, The Traveling Doctor: Medical
Licensure Across State Lines (June 2015), available at http://bit.ly/1Th617k.

56 Institute for Justice, Maryland Funeral Homes, http://bit.ly/1JYzFX.

57 Institute for Justice, Florida Interior Design, http://bit.ly/1RTILia.
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health and safety, one found a mixed impact, and seven found no impact at all.58
Moreover, to the extent that advocates of licensing point to real health-and-safety
concerns, those concerns can often be addressed through less restrictive alternatives
to licensing laws.

Available alternatives to licensing may be visualized as an inverted pyramid
of regulatory options, where the forms of regulation at the top of the pyramid are

the least restrictive and should be employed in the largest number of cases:

Market competition and private litigation

Deceptive trade practice acts and
other targeted consumer protections

Inspections
Bonding or Insurance
Registration
Certification

Licensing

In many cases, market competition alone—paired with private tort litigation as a
backstop—provides sufficient protection for health and safety. But where those
protections prove inadequate, regulators may consider a variety of alternatives
prior to licensure. Market participants may be subjected to targeted consumer-

protection laws, inspections, and bonding or insurance requirements. And, where it

58 Canada Office of Fair Traiding, Competition in Professions 22 (Mar. 2001),
available at http://bit.ly/1mYLwzR.
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is important for government to identify the individuals participating in a market,
market participants may be required to register to do business.

Perhaps one of the most important, and often overlooked, alternatives to
occupational licensing is voluntary certification. Under a voluntary certification
regime, market participants can choose to undergo testing to obtain a certificate
that they meet a certain level of quality; individuals who do not choose to undergo
testing cannot refer to themselves as “certified” but may nonetheless continue to
participate in the market. Certification responds to the concern—often expressed by
advocates of licensing—that consumers may lack information necessary to identify
individuals qualified to provide certain goods or services. Certification responds to
this concern by conveying information about market participants’ qualifications;
indeed, certification may in some cases offer superior knowledge when compared to
licensing, as a variety of certification providers may compete in the marketplace.
Importantly, however, certification does not exclude anyone from the marketplace
and leaves the ultimate choice of service provider with the consumer, rather than
the government.

Conclusion

Occupational licensing serves the interests of industry insiders by excluding
competition, but it harms nearly everyone else. Licensing results in higher prices
for consumers, erects unnecessary barriers before people seeking a job, and
frustrates innovation by entrepreneurs. Even where proponents of licensing identify
legitimate health and safety concerns, those concerns frequently can be addressed

through less restrictive alternatives to licensure—including voluntary certification

14



regimes. Licensing should be employed as a last resort, where no other form of
regulation will suffice, but too often today licensing requirements are imposed
without any real concern for whether they are necessary or justified.

Thank you for the opportunity to testify.
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Good afternoon Chairman Lee, Ranking Member Klobuchar, and Members of
the Committee. I am pleased to have this opportunity to speak with you about my
experience with licensing requirements for tour guides.

I have given tours in four jurisdictions, two of which have required a license
to work as a tour guide and two of which have not. In my observation, tour guide
licensing has nothing to do with protecting consumers. Tour guide licensing exams
tend to cover trivial historical details that would not be of any interest to a tourist,
and the ability to pass a multiple-choice history exam does not ensure that a guide
will actually give a good tour. Instead, tour guide licensing is all about keeping out
competition. Licensed guides have been quick to wield licensing as a weapon
against new tour businesses. In Washington, D.C., I was able to fight back and get
the city’s tour guide licensing scheme struck down as a violation of the First
Amendment. But I continue to be hampered by licensing restrictions put in place by
the federal government at the Gettysburg National Park.

Segs in the City

Together with Tonia Edwards, I founded Segs in the City in 2004. At the
time, Tonia and I operated a bicycle rental shop in Annapolis, MD, and Segways
were a relatively recent invention. At first we rented out Segways to customers, but
we quickly realized that there was a market to offer guided Segway tours.

Our tours are hard to miss: The guide (either Tonia, me, or one of our guides)
leads the tour wearing a bright pink shirt, and a series of tourists follow behind by

Segway. During the tour, guides can talk to the group by radio earpiece. Our tours



feature a mix of instruction on riding the Segway, historical facts, jokes, stories,
trivia, and light-hearted conversation.

Our tour company offers a source of seasonal and part time work. Working as
a tour guide can be a good way for people to supplement their income, and working
as a tour guide can also be a good source of employment for students on their
summer holidays. Over the years, we have probably engaged over 100 people as
tour guides.

Our guided tours proved so popular, we soon expanded our business from
Annapolis to Baltimore, Gettysburg, and Washington, D.C. In Annapolis and
Baltimore, we have been able to offer tours without having to be licensed. But in
Gettysburg and D.C. we quickly found that the simple act of talking to tourists
without a license could violate the law.

D.C.’s Tour Guide Licensing Law

When we started doing business in Washington, D.C., in 2005, we had no
idea that we might need a license to do something as simple as leading a tour. But
not long after we showed up in town, we were approached by other tour guides—
members of D.C.’s so-called tour guide “guild”—who informed us that we had to
have a license in order to give a tour. It was my strong impression that these guides
were worried about the new competition we were bringing to the market.

When I first looked into becoming a licensed tour guide, it actually would
have been impossible for me to become licensed. That is because the regulations

required that tour guides be U.S. citizens and have resided in D.C. for over three



years. At that time I was neither a resident of D.C. nor a citizen, although I did
have a green card allowing me to work legally in the country. I did not see why my
right to talk for a living should be contingent on my citizenship or residence.

Although D.C. eliminated the residency and citizenship requirements in
2010, the city continued to impose other burdensome requirements on would-be tour
guides. Guides were required to pay application fees totaling $200 and were
required to pass a multiple-choice test on D.C.’s general history and geography. The
test covered fourteen different topics drawn from nine different publications—a vast
universe of material that in many cases had little or nothing to do with the topics
that we wanted to discuss on our tours.

While the requirement to pay a fee and take a test was burdensome for me, it
was even more burdensome for my guides. As I mentioned earlier, many of our
guides are part time or seasonal workers. These guides cannot afford to pay a $200
licensing fee and devote significant time to studying for a test just to obtain part
time or seasonal work.

D.C.s licensing law was full of loopholes that made it all the more absurd.
The license requirement would not apply if you stood in a single place (say, directly
in front of the White House) and spoke about that location to tourists for a fee. And
the license requirement also would not apply if you led tourists around from place-
to-place and played a pre-recorded narration. The license requirement only applied
if you wanted to talk to people while leading them from place-to-place. I was never

able to see what government interest could possibly be served by such a scheme.



Our First Amendment Lawsuit

In September 2010, Tonia and I joined with the Institute for Justice to file a
First Amendment lawsuit challenging D.C.’s tour guide licensing law. Our claim
was simple: Tour guides talk for a living, and under the First Amendment the
government cannot force you to get a license to talk. It would be outrageous if the
government were to require a license to work as a stand-up comedian, journalist, or
novelist. Requiring a license to work as a tour guide is no less unconstitutional.

To be clear, I do not object to reasonable health and safety regulation. We
comply with the requirement in D.C. that all Segway riders be over 16 years of age,
for instance, and we complied with a temporary moratorium on the use of Segways
on the National Mall that was put in place to determine if Segways cause any harm
to the turf. (The moratorium was lifted after it was determined that they do not.) I
simply do not see how requiring tour guides to pass a multiple-choice history test
could have anything at all to do with health and safety.

Throughout the course of our lawsuit, nobody ever identified any real danger
posed by unlicensed tour guides. Tour guides are storytellers. Tourists do not go on
tours because they have a vital need for accurate information; tourists go on tours
because they want to be entertained. If a tour guide makes a mistake about a
historic site—say, confusing the Lincoln and Jefferson Memorials—nobody will
suffer dire consequences. Indeed, if a tourist thinks they are getting bad

information from a guide, they can easily double-check the story online.



Tour guide licensing is particularly unnecessary in today’s world, as tourists
now have access to TripAdvisor, Yelp, and other online rating tools. Today, few
things are more important to a tour business than those online ratings. If tour
guides do a bad job, their online ratings will decline, and they will very quickly find
it difficult to attract new business. Online rating systems are a far more effective
safeguard of quality than a government licensing scheme.

In 2014, the United States Court of Appeals for the D.C. Circuit agreed. The
Court struck down D.C.’s tour guide licensing law, ruling that the government had
failed to justify the infringement of our First Amendment right to speak.!

Our Continued Exclusion From Gettysburg

Around the same time that we were running into these problems in D.C., we
ran into a similar licensing scheme at the Gettysburg National Park. This time,
however, the scheme was put in place by the National Park Service, rather than a
local municipal government.

Tour guides must surmount a series of hurdles in order to become licensed to
lead a tour of the Gettysburg battlefield.2 First, guides must pass a written exam
that covers a broad variety of topics—many of which are completely unrelated to the
kinds of things that we talk about on our tours. Tour guides must then undergo a
“panel interview,” which is conducted by individuals who are already licensed as

tour guides (accompanied by Park Rangers). The panel evaluates would-be guides

v Edwards v. District of Columbia, 755 F.3d 996 (D.C. Cir. 2014).

2 Licensed Battlefield Examination Process and Information Packet, U.S. Dep’t
of the Interior (Aug. 2015), available at http://gettysburgtourguides.org/wp-
content/uploads/2015/09/Becoming-LBG-Packet.pdf.



on a range of subjective factors, including “oral and interpersonal communications
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skills,” “voice tone,” “the ability to connect with the interviewers/visitors,” “good
posture,” and “use of correct grammar.” Finally, after completing an orientation
program, guides must undergo an oral examination, which also is conducted by a
licensed guide (along with a Park Ranger).

This licensing scheme is particularly outrageous because—as I was informed
by the National Park Service—we would not be required to obtain the license in
order to lead a tour so long as we played a pre-recorded tour message. The licensing
requirement only came into play because we wanted to talk directly to the people on
our tours. That plainly targets speech and violates the First Amendment.

The National Park Service admits that it operates this licensing scheme to
limit competition. In a recent publication, the Park Ranger who oversees the
licensing process explained that the park makes a decision “whether the entire
testing process should be initiated and how many guides will be licensed” based on
a review of “the number of requests for guided tours and the number of visitors not
able to obtain a [tour] because no guide is available to serve them.”3

It would be completely unrealistic and unnecessary for us to complete the
government’s licensing process to conduct our tours. The government’s exam covers
a wide variety of topics that we simply do not address on our tours. Moreover, as

burdensome as 1t would be for Tonia and me to take the exam, it would be out of the

question for us to impose such a requirement on our part time and seasonal guides.

3 Licensed Battlefield Examination Process, note 2.



Our tour guides do not purport to be experts on all aspects of Civil War history, and
our customers do not expect our guides to have that expertise. We offer an entirely
different type of tour experience, and the choice whether to take our tour or some
other type of tour should rest with the customer—not with the government.

Today, customers no longer have that choice, as we have been forced to shut
down our Gettysburg tour business. Almost as soon as we started giving tours in
Gettysburg, we were approached by licensed tour guides who complained that we
were working without a license. I felt these guides objected that we were taking
away “their” customers. Finally, we were approached by a Park Police Officer who
informed us that we were breaking the law. While the officer did not arrest us at
that time, we clearly received the message that we would be subject to criminal
sanctions if we continued offering our tours without a license.

Conclusion

Because tour guides talk for a living, I was able to successfully challenge
licensing in Washington, D.C. under the First Amendment. But many licensing
laws do not fall within the protection of the First Amendment—even though they
place equally unnecessary and burdensome restrictions on the right to earn a living.
And, what’s more, even if a law is unconstitutional, it is a difficult and time-
consuming process to challenge the law in court. I believe the licensing system in
Gettysburg is unconstitutional, but until a court agrees I have no choice but to

comply.



I welcome further attention to this issue from the nation’s legislators, and I
hope you will take action to promote the right to earn a living without a permission
slip from the government.

Thank you for the opportunity to testify.
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Consumer Protection Objectives

The purpose of this agenda item is to provide the California Board of Accountancy
(CBA) with an opportunity to discuss the Little Hoover Commission, , formally known as
the Milton Marks "Little Hoover" Commission on California State Government
Organization and Economy (Commission), hearings regarding occupational licensing.
The CBA's legislative mandate is to regulate the public accounting profession, primarily
through its authority to license, with the protection of the public as its highest priority.

Action(s) Needed

The CBA will be asked if it would like to approve a proposed comment letter to the Little
Hoover Commission supporting the CBA'’s continued role in regulating the public
accounting profession or wishes to designate a CBA member to attend the March 30,
2016 hearing.

Background
The Commission is an independent state oversight agency, that was created in 1962,

which investigates state government operations and — through reports,
recommendations and legislative proposals — promotes efficiency, economy and
improved service. By law, the Commission is bipartisan, composed of five citizen
members appointed by the Governor, four citizen members appointed by the
Legislature, two Senators and two Assembly members.

The Commission selects study topics that come to its attention from citizens, legislators
and other sources. The Commission's role differs in three distinct ways from other state
and private-sector bodies that analyze state programs:

e Unlike fiscal or performance audits, the Commission's studies look beyond
whether programs comply with existing requirements, instead exploring how
programs could and should function in today's world.

e The Commission produces in-depth, well-documented reports that serve as a
factual basis for crafting effective reform legislation.
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« Based on its reports, the Commission follows through with legislation to
implement its recommendations, building coalitions, testifying at hearings and
providing technical support to policy makers.

In December 2015, the CBA and Executive Officer each received a letter (Attachment
1) from the Commission regarding its two upcoming public hearings regarding
occupational licensing. The letter stated that the focus of the hearings would be “on the
impact of occupational licensing on upward mobility and opportunities for
entrepreneurship and innovation for Californians, particularly those of modest means.”
The Commission would also be examining the connection between licensing and the
underground economy, a topic that it has studied as recently as 2015. Finally, it would
be exploring “the balance between protecting consumers and enabling Californians to
enter the occupation of their choice.”

At the January 2016 meeting, the CBA decided not to issue a letter and wait until after
the February 4, 2016 hearing to discuss the possible actions it wishes to take.

Comments

On February 4, 2016 the Commission held a public hearing on occupational licensing at
the State Capitol and invited the following guest speakers to testify on the topic
(Attachment 2):

e Dr. Morris Kleiner, Ph.D., Professor, Humphrey School of Public Affairs,
University of Minnesota, discussed “The Economic Links Between Occupational
Licensing, Employment, Wages, Prices, and the Quality and Availability of
Services” (Attachment 3).

e Dr. Dick Carpenter Il, Ph.D., Director of Strategic Research, Institute for Justice,
discussed “The Impact of Occupational Licensing on Innovation,
Entrepreneurship and Upward Mobility” (Attachment 4).

e Mr. Robert Fellmeth, Executive Director, Center for Public Interest Law (CPIL),
University of San Diego, discussed “Protecting the Public Interest”
(Attachment 5).

e Dr. Le Ondra Clark Harvey, Ph.D., Chief Consultant, Assembly Committee on
Business and Professions, discussed the “Legislative Sunrise Review”
(Attachment 6).

e Ms. Sarah Mason, Consultant, Senate Committee on Business, Professions and
Economic Development, discussed the “Legislative Sunset Review”
(Attachment 7).
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Dr. Kleiner, Dr. Carpenter and Mr. Felmeth testified about how occupational licensing
has a negative affect on upward mobility for Californians, particularly those with modest
means.

In particular, Mr. Fellmeth of CPIL had a lengthy testimony on this subject. He stated
that the fundamental issue was “the optimum regulatory policy that advances
entrepreneurship and upward mobility and preserves the benefits of a competitive
system, while at the same time intervening as necessary in the public interest.” He
focused on an article published by CPIL in 1985, with a matrix (see Exhibit A of
Attachment 5) of 70 regulatory agencies, including boards and bureaus within
Department of Consumer Affairs (DCA), cross-referencing each agency and the
regulatory flaws and ineffective structure in each or all of them. Mr. Fellmeth’s
recommendations to the Commission were that regulatory agencies be put under the
control of “public member-controlled boards,” with “active supervision” by the state, and
legislative oversight involving the restructuring of both the Sunrise and Sunset Review
process.

Following the hearing, Mr. Fellmeth provided a letter (Attachment 8) to Pedro Nava,
Chair of the Commission with additional information to further clarify his testimony.

Dr. Clark Harvey and Ms. Mason testified on the Legislative Sunrise and Sunset Review
processes. The Sunrise Review process is utilized for assessing requests for new
occupational regulation and includes a questionnaire to be completed by the group
supporting the regulation. According to Ms. Mason’s testimony, “the genesis for the
Sunset Review process is the idea that by placing termination dates on specific
government programs or agencies, there becomes an inherent need to review that
program to determine whether it is still operating effectively, and most importantly if it
should be allowed to terminate, or sunset, or continue operating.”

While it does not appear that the CPA license or the CBA are being specifically
examined by the Commission during these hearings, staff have prepared a proposed
comment letter (Attachment 9) should the CBA wish to provide comment to the
Commission.

Should the CBA have any suggestions or changes for the comment letter, staff will
incorporate them into the letter prior to submission. If the changes are substantial, the
CBA may wish to delegate authority to the CBA President to approve the final letter
prior to its submission to the Commission.

Alternatively, or in addition to, the CBA may wish to designate a member to attend the
March 30, 2016 hearing in Culver City to testify on the CBA’s behalf. While the agenda
is not yet available, it is our understanding that DCA Director Awet Kidane has been
asked to testify. Staff will notify members once Director Kidane is confirmed and
provide the agenda once finalized.
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Fiscal/Economic Impact Considerations
There are no fiscal/economic impact considerations.

Recommendation
Staff do not have a recommendation on this agenda item.
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State of California

LITTLE HOOVER COMMISSION

December 11, 2015

Ms. Patti Bowers

Executive Officer, California Board of Accountancy
2000 Evergreen St., Suite 250

Sacramento, CA 95815

Dear Ms. Bowers:

The Little Hoover Commission has begun a review of occupational licensing in
California. To commence its review, the Commission has scheduled a public hearing on
February 4, 2016, in Room 437 of the State Capitol in Sacramento. The
Commission plans a second hearing on this topic in March 2016 and also may decide to
hold advisory meetings on the subject or other opportunities for public input.

The number of individuals who must meet government-established criteria to practice a
given occupation has grown rapidly in the last half century. In the 1950s, fewer than
five percent of workers nationwide were required to hold licenses to practice their
professions; by 2008, that number had increased to 29 percent of workers nationwide,
according to economists Morris Kleiner and Alan Kreuger. Approximately 21 percent of
California’s 19 million-member workforce is licensed. Proponents of occupational
licensing maintain that these regulations are necessary to protect the health and safety
of consumers. Critics contend that the regulations at times go beyond consumer
protection and unjustifiably restrict competition.

The focus of the Commission’s review is on the impact of occupational licensing on
upward mobility and opportunities for entrepreneurship and innovation for
Californians, particularly those of modest means. The Commission also will examine
the impact of occupational licensing on the cost and availability of services provided by
licensed practitioners to consumers, The Commission also will assess the connection
between occupational licensing regulations and the underground economy. 'The
Commission will explore the balance between protecting consumers and enabling
Californians to enter the occupation of their choice,

Any recommendations that you or your staff could provide the Commission on this
topic, as well as any experts of whom we should be aware, would be appreciated.

If you have any questions, please contact Carole D’Elia, executive director, or Krystal

Beckham, project manager. They can be reached by phone at (916) 445-2125 or by
email at carole.d’elia@lhc.ca.gov and krystal.beckham@lhc.ca.gov.

Singerely,

Pedro\Nava

c: Members, California Board of Accountancy 4

Milton Marks Commission on California State Government Organization and Economy ¢ http:/ /www.lhc.ca.gov/

925 L Street, Suite 805 * Sacramento, CA 95814 ¢ 916-445-2125 ¢ fax 916-322-7709 * ¢-mail littlehoover@lhc.ca.gov

Attachment 1



Attachment 2

LITTLE HOOVER COMMISSION

AGENDA
Public Hearing on Occupational Licensing
Thursday, February 4, 2016
State Capitol, Room 437
Sacramento

Public Hearing: 9:30 a.m.

Opening Remarks

The Economic Links Between Occupational Licensing, Employment, Wages,
Prices, and the Quality and Availability of Services

o Morris Kleiner, Ph.D., Professor, Humphrey School of Public
Affairs, University of Minnesota

The Impact of Occupational Licensing on Innovation, Entrepreneurship and
Upward Mobility
o Dick Carpenter Il, Ph.D., Director of Strategic Research, Institute
for Justice
o Jason Wiens*, Policy Director in Research and Policy, Ewing
Marion Kauffman Foundation
*Mr. Wiens was unable to attend the hearing in person

Protecting the Public Interest
o Robert Fellmeth, Executive Director, Center for Public Interest Law,
University of San Diego

Legislative Sunrise and Sunset Review
o Le Ondra Clark Harvey, Ph.D., Chief Consultant, Assembly
Committee on Business and Professions
o Sarah Mason, Consultant, Senate Committee on Business,
Professions and Economic Development

Public Comment
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Chair and members of the Little Hoover Commission

My name is Morris Kleiner. I testify before you today on my own behalf and not as a
representative of the University of Minnesota or any other organization with which I am

affiliated.

I'have a Ph.D. in economics from the University of Illinois. I have worked in
government and consulted for many public and private sector organizations. Iam a
professor at the Humphrey School of Public Affairs at the University of Minnesota. I
also teach at the University's Center for Human Resources and Labor Studies. [ am a
visiting scholar at the Federal Reserve Bank of Minneapolis and a Research Associate at
the National Bureau of Economic Research headquartered in Cambridge, Massachusetts,
and a Visiting Scholar at the Upjohn Institute for Employment Research in Michigan. My
research specialty includes the analysis of institutions, such as occupational licensing in
the labor market. Ihave published in the top academic journals in labor economics and
industrial relations, and I am the author, co-author, or coeditor of eight books. Three of
these books focus on occupational regulation and were published in 2006, 2013, and
2015. These books are the leading volumes on occupational regulations based on sales

and citations to the work by others in Google Scholar.

Let me start with my conclusions because it establishes a preference for certification over
licensure of occupations. Certification is better than occupational licensing for three

reasons.

1. First, certification has benefits over licensing for workers. Certification does
not fence out workers or cause the type of problems in labor markets that
licensing does. Licensing may cause workers to lose the opportunity to move
into the middle class because of the barriers to entry. A reduction in licensing

requirements could reduce unemployment in the State. Licensing further



reduces the ability of workers to move across state lines, and engage in work
that is the most beneficial to them and to society. Certification of practitioners

does not have these negative features.

Secondly, certification is better for consumers than occupational licensing.
Similar to licensing, certification sends a signal to consumers about who has
met the government’s requirements to work in an occupation. However, it
does not reduce competition and it does not cause prices to increase the way
licensing does. It gives consumers more choices for the kinds of services they
need. It gives consumers the right to choose the level of quality they think is
appropriate for them rather than having members of an occupation decide
what is the level of skill that is necessary for consumers. Also, all consumers
do not demand the same level of quality. When members of the legal
profession told the Nobel laureate economist Milton Friedman that every
lawyer should be of Cadillac quality, he famously replied that many people
would be better off with a Chevy (a cheaper but clearly functional alternative).
If licensure “improves quality” simply by restricting entry into the profession,
then some consumers will be forced to pay for more “quality” than they want

or need.

Thirdly, certification is better for state government than occupational
licensing. It reduces the unnecessary and often excessive lobbying by trade
associations to try to convince legislators to enact and the governor to
implement licensing regimes under the assumption of protecting the public.
Often lobbyists claim that licensing is needed to screen out frauds and
incompetents. There is little evidence to support this claim. But licensing
laws do offer lobbyists and their trade associations a way to deliver less

competition and higher earnings for their members or clients.



There is an important difference between occupational licensing and certification.
Licensing restricts the practice of an occupation. Certification restricts the use of the title
such as “certified financial analyst.” or “certified interior designer.” Anyone can do
financial analysis or interior design but only those who meet the government’s
requirements can call themselves a “certified financial analyst” or “certified interior

designer.”

The proposal to establish a portal that would facilitate the use of private and voluntary
certification as a complement to other state-authorized occupational licensing regimes is
an important issue for the Indiana state economy, practitioners and consumers. Beyond

my conclusions, [ would like to provide some details:

First, occupational licensing reduces employment growth thereby contributing to
unemployment. These barriers fence out people who may be qualified but have not
gained the credentials through the exact means identified in a licensing law such as a

written test, internship, or undergraduate or graduate degree.

Estimates developed by Professor Alan Krueger of Princeton University and the former
Head of President Obama’s Council of Economic Advisers, and former chief economist
in the Department of the Treasury and Labor and Professor Alexander Mas, also at
Princeton and former Chief Economist at the Department of Labor and Chief Economist
at Office of Management and Budget under President Obama and me, showed the cost of
licensing nationally in the form of lost jobs to be 0.5% -1.0%. Applying that lower
number to California would result in a reduction in the unemployment rate in the state or
a gain of approximately 39,000 jobs if licensing were reduced in the state relative to

certification or other less restrictive forms of regulation.

Secondly, occupational licensing causes consumers to pay higher prices. By shrinking
the available supply of labor, licensing increases prices by 7 percent or more.
Certification does not clearly influence wages and then prices. Less competition means

that consumers pay more and have less variety to choose for the services they need. A



number of years ago, students at the Humphrey School analyzed the cost of licensing to
consumers in Minnesota. They found that the extensive use of licensing cost consumers
in Minnesota to pay an incremental $3 billion a years in higher prices that are

redistributed to those with licenses with no clear benefits.

Third occupational licensing alleges that it will increase consumer protection by
screening out incompetents and frauds. Unfortunately and although we may want this to
be true, there is little to no evidence for it. Additionally, some legislators tend to
grandfather in everyone working when licensing is enacted thus eliminating screening
altogether and when they ratchet up the requirements current members are excluded.
Also, licensing boards are often captured by licensees and rarely revoke licenses. Most
telling about their priorities, nearly all boards depend on the licensees to fund their

operating budgets through the payment of licensing fees.

Among the many professions that [ have studied are mortgage bankers. What my
research at the Federal Reserve Bank of Minneapolis with Vice-President Richard Todd
showed is that those states that licensed mortgage bankers had similar default rates as
those states that did not license brokers. A major difference is that in states with licensed
brokers the fees that consumers had to pay for loans were higher. I have generally found
those same findings in the other occupations that I have researched or seen in the research

of others.

The reality is that occupational licensing reduces employment growth and contributes to
unemployment and increases costs to consumers. The main groups that win under
licensing are those who are licensed through higher wages and greater job opportunities
for those fortunate to become licensed. Certification has none of the problems of
licensing such as raising prices or restricting overall employment. It provides consumers
more choice at a lower price than occupational licensing. I am, of course, delighted to

answer questions about occupational regulation and its consequences.



Addendum

Hierarchy of occupational regulations from least to most restrictive:

“Registration” means a requirement established by a legislative body in which an
individual gives notice to the government that may include the individual's name and
address, the individual's agent for service of process, the location of the activity to be
performed, and a description of the service the individual provides. “Registration” does
not include personal qualifications but may require a bond or insurance. Upon approval,
the individual may use “registered” as a designated title. A non-registered individual
may not perform the occupation for compensation or use “registered” as a designated
title. “Registration” is not transferable and is not synonymous with an “occupational

license.”

“Certification” is a voluntary program in which the government grants nontransferable
recognition to an individual who meets personal qualifications established by a legislative
body or private certification organization. Upon approval, the individual may use
“certified” as a designated title. A non-certified individual may also perform the lawful
occupation for compensation but may not use the title “certified.” “Certification” is not

synonymous with an “occupational license.”

“Occupational license” is a nontransferable authorization in law for an individual to
perform a lawful occupation for compensation based on meeting personal qualifications
established by a legislative body. It is illegal for an individual who does not possess an
occupational license to perform the occupation for compensation. Occupational licensing

is the most restrictive form of occupational regulation.
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Chairman Nava, Vice Chairman Kaye, and honorable members of the Little Hoover
Commission, thank you for the opportunity to participate in your hearing on one of the most
significant issues in labor economics today, occupational licensing.

My name is Dr. Dick Carpenter. I am a director of strategic research at the Institute for Justice.

The Institute for Justice, or 1J, is a nonprofit, public-interest law firm that represents individuals
whose most basic rights are violated by government. In addition to fighting on behalf of our
clients, our goal, through litigation, is to ensure that all Americans have the right to control their
own destinies as free and responsible members of society.

Since 1991, 1J has come to the aid of individuals who want to do the simple things every
American has the right to do—including own property, start and grow a business, speak freely
about commerce or politics, and provide their children with a good education—but can’t because
they find excessive regulations in their way.

We are successful in winning 70 percent of our cases in the court of law, in the court of public
opinion, or through legislative reforms. Through 2015, 1J has litigated almost 200 cases,
including five before the U.S. Supreme Court. Of those five cases, 1J won four before the
Supreme Court and the fifth (the Kelo eminent domain case) in the court of public opinion.

Our headquarters are in Arlington, Virginia, and our five state offices are located in Florida,
Minnesota, Texas, Arizona, and Washington state. 1J’s Clinic on Entrepreneurship is located at
the University of Chicago Law School.

The strategic research team at 1J produces social science research to inform the courts of law and
the court of public opinion about issues relevant to our cases. In so doing, we seek to help
judges, legislators, and citizens understand the effects and implications of laws and policies that
affect not just our clients but the many people our clients represent. Our research is unique
because we ask questions others have not asked, challenge assumptions and ideas others have
taken for granted, and pursue studies others either can’t or won’t do.

A quintessential example is our 2012 study License to Work' (also presented in the journal
Economic Affairs®). In that report, we gathered and analyzed the occupational licensing
requirements of 102 low- and moderate-income occupations in all 50 states and the District of
Columbia. The multiple years it took us to gather the data and write the report confirmed
precisely why no one had ever before undertaken such a study.



We had at least two purposes in limiting our sample to low- and moderate-income occupations.
First, our typical clients are those who practice occupations squarely in this sector of the
economy, and, as mentioned, our research is tied to our litigation. Second, prior research on
licensing had focused on dentists, physicians, mortgage brokers, teachers, and the like, but too
few studies had examined the types of occupations ideal for individuals just entering or re-
entering the economy and also the types of occupations that have traditionally seen dynamic
levels of entrepreneurship. These purposes, then, guided the creation of our random sample of
low- to moderate-income occupations, all of which are recognized and defined by the U.S.
Bureau of Labor Statistics.

The specific licensing requirements we studied included fees paid to the state, time lost to
training and experience, number of exams, minimum grade level, and minimum age. With these
data, we were able to score and rank each occupation and each state by how burdensome their
licensing laws are.

On average, these 102 licenses force aspiring workers to spend nine months in education or
training, pass one exam, and pay more than $200 in fees. One-third of the licenses take more
than a year to earn. At least one exam is required for 79 of the occupations.

Among the occupations, the hardest to enter is interior designer, although it is licensed in only
three states and the District of Columbia. To work as an interior designer, a person must, on
average, complete six years of education and experience, pass a costly national exam, and pay
hundreds of dollars in fees to the state.

When we take into account the burdens to enter a given occupation and the number of states that
license it, the most widely and onerously licensed occupations are cosmetology trades, truck and
bus drivers, and pest control applicators.

Often, the licensure requirements to enter an occupation appear to have little to do with public
health and safety. Although I am sure industry representatives would object, the public health
and safety implications of occupations like sign language interpreter and auctioneer—which is
actually regulated in California—seem quite dubious. A favorite example thus far—although it
did not make it into License to Work for various reasons—is music therapist. Three states license
music therapists, and licensure has been considered in others. The bills to create these laws
always start the same way: “To protect the public health and safety....” This is because the
enabling legislation comes from model legislation provided by the American Music Therapy
Association.

For its part, the California Legislature in 2015 enacted a titling act for music therapists,® which
would have restricted the title of board certified music therapist only to those who completed
designated requirements. But the titling act would not have been the end of lobbying by music
therapists. Several years ago, I completed research on the evolution of licensure (published in
the peer-reviewed journal Regulation and Governance®) and found that titling acts play a key
role in the evolutionary process of creating full licensure. Fortunately for would-be



music therapists, the fate of California’s legislation was a veto. Governor Brown’s veto message’
(cheekily) stated:

To the Members of the California State Assembly:
I am returning Assembly Bill 1279 without my signature.

This bill establishes the “Music Therapy Act” and regulates when a person may use the
title of “Board Certified Music Therapist.”

Generally, I have been very reluctant to add licensing or title statutes to the laws of
California. This bill appears to be unnecessary as the Certification Board for Music
Therapists, a private sector group, already has defined standards for board certification.

Why have the state now add another violin to the orchestra?
Sincerely,
Edmund G. Brown Jr.

One way of thinking about the public safety implications of an occupation is to compare one
occupation to another. Doing so can illuminate irrationalities in their respective licensing
schemes. For example, it should not take 10 times the training to become a cosmetologist that it
does to become an emergency medical technician, yet that is the case in most states. On average,
cosmetologists are required to undergo 372 days of training, and EMTs just 33. In fact, 66
occupations face greater average licensing burdens than EMTs. In California, barbers and
cosmetologists devote about one year to education or experience, and EMTs only one month.
Comparisons like these lead one to question the public safety rationale underlying licensure of
many occupations in our sample.

Turning to state comparisons, we ranked states based on the number of occupations they license
and how burdensome those laws are. Although none of the states requires a license for all of the
102 occupations we studied, 13 license more than half of the occupations on our list. Louisiana
licenses the most, at 70 lower-income occupations. At the other end of the spectrum is Wyoming,
which licenses 24. The average number of occupations licensed across all states is 43. California
licenses 62 of the occupations we studied.

But the number of occupations licensed is only part of the story. Also important is the question
of how difficult it is to enter the occupations. By combining the various licensure requirements
mentioned earlie—education and training, fees, exams, and so forth—into burden scores, we
were also able to rank the states based on how burdensome their licensure requirements are.
Hawaii tops the list as having the most burdensome average requirements. With the lightest
requirements, Pennsylvania is at the bottom. California ranks seventh, meaning its requirements
are among the most burdensome in the country.



Our scoring system also allowed us to combine the number of occupations licensed in a state
with how burdensome the laws are. This enabled us to rank states based on both the number of
occupations licensed and how burdensome the licensure requirements are. With many licenses
and burdensome laws, Arizona tops the list, followed by California, Oregon, Nevada, Arkansas,
Hawaii, Florida, and Louisiana. In those eight states, it takes, on average, a year and a half of
training, one exam, and more than $300 to get a license. At the bottom of the list are Wyoming,
Colorado, Indiana, South Dakota, Missouri, and Kansas. In those states, it takes, on average, 221
days of education and experience, two exams, and $141 to secure a license.

As mentioned, California ranks as the second most broadly and onerously licensed state. This is
in large part due to the requirements associated with contractor occupations and the comparably
large number of occupations regulated. On average, aspiring practitioners in the Golden State
have to lose 549 days to education or experience, take one exam, and pay $300 in fees.

While it is always interesting to compare one state to another in a kind of competitive fashion,
that there are such wide disparities between states and across occupations is one of the most
striking findings in our report. It also calls into question the health and safety rationale for many
of these licenses.

There are several types of disparities to note:

1. The vast majority of jobs we studied are unlicensed in at least one state, undermining the
purported need for licensure. For example, interior designers are licensed in just three
states and the District of Columbia, and florists in only one. If there were really an
epidemic of dangerous floristry, we would expect to see more than just one state
licensing it.

2. Licensing requirements for a given occupation often vary greatly from one state to
another. For instance, aspiring auctioneers must complete about a year or more of
training in five states—but only about nine days in Vermont and four days in
Pennsylvania. Eleven states where auctioneers are regulated, including California, require
no education or training whatsoever. It is implausible that auctioneers in other states
really need so much more training.

3. Then there are the types of disparities I mentioned earlier—those that come about when
comparing licensing requirements for occupations with more and less apparent
relationships to public safety.

Comparisons and disparities like these illustrate how the difficulty of jumping licensing hurdles
often has little to do with the safety risk of a particular job. It merely keeps some people out of
an industry so that those with licenses face fewer competitors and can command higher prices.
As the legislators on this Commission will likely recognize from their own experience sitting in
committee meetings, consumers are rarely the ones advocating for licensing laws. More
typically, it is industry insiders who do so.

One of the inevitable questions is, What are the effects of these licenses? Evidence suggests that
the effects are profound and that licensure reform could be significant. For example, University
of Minnesota economist Morris Kleiner, whom you will hear from as well, estimates that



licensure costs Minnesota—a state approximately one-sixth the size of California—more than $3
billion annually. If Minnesota were to reform its licenses, 15,000 new jobs could be created in
the state. In addition, there is evidence to suggest that licensure makes states less competitive.
First, occupational licenses do precisely what they are designed to do—keep people out. But they
not only keep people out of occupations, they also keep people out of your state. Other research
on the relationship between occupational licensure and migration indicates that licensure restricts
people’s ability to migrate from one state to another. This also restricts upward mobility, as
moving from one state to another is often part of the climb up the economic and social ladder.
The economic implications are predictable—a reduced tax base, less competition in licensed
industries, and higher prices for consumers. This issue received particular attention in a 2015
White House report® on occupational licensing that highlighted many of these same effects.

Second, barriers like these make it harder for people—particularly minorities, those of lesser
means, and those with less education—to find jobs and build new businesses that create jobs.
This is something we found in a study of the interior design occupation.’ Professors David
Harrington and Jaret Treber compared states based on their regulatory requirements and
discovered that in states where interior designers are regulated, fewer entrepreneurs are able to
enter the market, and blacks, Hispanics, and those wishing to switch careers later in life are being
disproportionately excluded from the field, thus impeding their upward mobility. Also as a
consequence, consumers are paying higher prices for design services.

Third, competitiveness and innovation are closely linked, but there is evidence that licensure
retards innovation. This is because licensure does not reward innovation; it rewards
standardization and compliance. This, too, harms upward mobility, as it discourages
entrepreneurs from distinguishing themselves from their competitors and thereby growing their
businesses and enjoying the economic benefits of their innovation. Thus, to the extent that states
are interested in facilitating competitiveness through innovation, there is evidence to indicate
cutting licensure burdens could help.

In our report, we recommend using comparisons like those [ mentioned earlier to identify
licenses ripe for cutting or reforming. Policymakers interested in alleviating the occupational
licensing burdens in their states should ask themselves the following questions:

1. What occupations are licensed in your state but in only a few or perhaps no others?
How do the licensure burdens or requirements in your state compare to those in other
states?

3. How do the requirements of a particular occupation stack up against those of occupations
with clear health and safety implications?

4. Is there actual evidence of the need for licensure in an occupation?

Overall, we recommend that the presumption be on the side of economic freedom. Before we
limit the freedom of individuals to work in the occupation of their choice and cut off avenues for
upward mobility, we should require that those who agitate for the creation or perpetuation of a
license prove the need for that license.



It has been our observation that recommendations for the elimination or reform of licenses make
some people uncomfortable because the resulting landscape looks to them like the “Wild West,”
as one licensure proponent described a world without barber licenses.® Thus it is important to
bear in mind that there are alternatives to licensure that transcend the prevailing binary
thinking—no licensure or full licensure—but still hold the capacity to realize the primary
benefits.

Ina2014 report9 for the Council on Licensure, Enforcement, and Regulation, my co-author and I
described how states can choose from a menu of regulatory options to strike an efficacious
balance between protection and freedom of practice—and to do so in the least restrictive way.
This menu was also featured prominently in the aforementioned White House report on
licensing.

The spectrum of regulations ranges from the least restrictive (market competition/no government
regulation) to the most restrictive (occupational licensure). The entire spectrum is included
below, listed from least to most restrictive.

(a) Market competition/no government regulation. It is a foundational principle of free-
market economics that markets generally work better than regulations not only to
efficiently allocate resources but also, more specifically to this issue, to protect
consumers. '’ Consumers today have access to copious amounts of information, the most
basic of which is providers’ reputations, that provides them with insight into the quality
of providers’ services, often making regulations superfluous. This is particularly so in the
contemporary communications environment, where consumers have instant access to
reviews, rankings, and reports about service providers. Through social media, advice
blogs, and websites such as Angie’s List and Yelp, consumers can easily find
recommendations on effective service providers and tips on whom to avoid. Because of
consumers’ ready access to such information, market forces can often weed out
incompetents and fraudsters more quickly and effectively than regulatory schemes.

(b) Private civil action in court to remedy consumer harm. Should legislators not be
satisfied that markets alone are sufficient to protect consumers, private rights of action
can introduce a light but effective regulatory option. Allowing for litigation after injuries,
even in small-claims courts, gives consumers a means to seek compensation and compel
providers to adopt standards of quality to avoid loss of reputation and litigation. The cost
to consumers of obtaining the remedy could be reduced by including a provision for
consumers to collect court and attorneys’ fees if their claims are successful.

(c) Deceptive trade practice acts. If market forces and the threat of or actual litigation are
sufficient, policymakers should stop at this level and not adopt any regulation. Only if
there is an identifiable market failure should policymakers move to the next level of
regulation. In such cases, they should look first to existing regulations on business
processes—not individuals. These include deceptive trade practice acts that empower the
attorney general to prosecute fraud.



(d) Inspections. The next level of regulation—inspections—is already used in some
contexts but could be applied more broadly as a means of consumer protection without
full licensure. For example, municipalities across America adopt inspection regimes to
ensure the cleanliness of restaurants, which is deemed sufficient to protect consumers
over a more restrictive option of licensing food preparers, waitstaff, and dishwashers. The
same could be applied to other professions, such as barbers and cosmetologists, where the
state may have a legitimate interest in cleanliness of instruments and facilities. Similarly,
periodic random inspection could replace the licensing of various trades, such as
electricians, carpenters, and other building contractors, where the application of skills is
repeated and detectable to the experienced eye of an inspector.

(e) Bonding or insurance. Some occupations carry with them more risks than others.
Although risks are often used to justify licensure, mandatory bonding or insurance—
which essentially outsources management of risks to bonding and insurance companies—
is another less invasive way to protect consumers and others. For example, the state
interest in regulating a tree trimmer—an occupation regulated in California—is that the
service provider can pay for the repair to a home or other structure in the event of
damage. The trimming itself is a relatively safe profession that possesses few other threats
to consumers such that extensive state-mandated training, experience, testing, or other
licensure requirements are unnecessary. This means that the state interest in protecting
consumers from potential harm associated with tree trimming and other similar
occupational practices can be met through bonding and insurance requirements, while
allowing for basically free exercise of occupational practice.

(f) Registration. The next most restrictive form of occupational regulation, registration,
requires providers to notify the government of their name, address, and a description of
their services but does not include personal qualifications. Registration is often used in
combination with a private civil action because it often includes a requirement that the
provider indicate where and how he takes process of services that initiate litigation. The
simple requirement of registration with the state may also be sufficient in and of itself to
deter potential fly-by-night providers who may enter a state after a natural disaster or
similar circumstances.

(g) Voluntary certification. Certification is the type of occupational regulation that
restricts the use of a title. Although the voluntary nature of this designation seems
contrary to the definition of regulation, it is, in fact, regulated. This is because although
anyone can work in an occupation under certification, only those who meet the state’s
qualifications can use a designated title, such as certified interior designer, certified
financial planner, or certified mechanic. Use of a title is thus regulated. Certification
sends a signal to potential customers and employers that practitioners meet the
requirements of their certifying boards and organizations. Certification is less restrictive
than occupational licensing and presents few costs in terms of increased unemployment
and consumer prices. Certification also overcomes a frequently cited basis for
regulation—asymmetrical information, when a service provider has more or better
information than customers.'' The concern is that this creates an imbalance of power that
service providers can use to their advantage. A related concern is specialized knowledge,



when a field is so complex that consumers cannot know enough to recognize when they
are receiving good versus poor service.'” Both concerns are used to justify full licensure,
but voluntary certification can fulfill much the same function as licensure—namely,
signal sending'’>—without the costs. Certification provides information that levels the
playing field with providers without setting up barriers to entry that limit opportunity and
lead to higher prices. Note that certification does not have to be administered by the state.
Professional associations and other third-party organizations—Ilike that cited by Governor
Brown in his aforementioned veto message—offer effective certification systems that
achieve many of the same ends but without the structures and costs associated with a
state agency.

(h) Occupational license. Finally, licensing is the most restrictive form of occupational
regulation. The underlying law is often referred to as a “practice act” because it limits the
practice of an occupation only to those who meet the personal qualifications established
by the state and remain in good standing. Given the significant costs associated with
licensing and the advantages of other types of regulation described here, legislators
should view licensing proposals with great skepticism. Less restrictive types of
regulation, if any regulation is truly needed at all, can most often protect consumers just
as effectively as licensing without licensing’s costs in terms of lost employment and
higher consumer prices. To the extent that licensure is considered, the need for the
creation of new licenses, or for the continuation of existing ones, should be established
through careful study in which empirical evidence (not mere anecdote) is presented.

To apply this menu, policymakers should engage in a process that (a) identifies the problem
before the solution, (b) quantifies the risks, (c) seeks solutions that get as close to the problem as
possible, (d) focuses on the outcome (with a specific focus on prioritizing public safety), (e) uses
regulation only when necessary, (f) keeps it simple, (g) checks for unintended consequences, and
(h) reviews and responds to change. In so doing, the goal should be to produce regulations that
are proportionate to risk, consistent, targeted, transparent, and agile.

To conclude, in 1787, James Madison wrote that the protection of property rights “is the first
object of government.”'* To Madison, property rights went beyond real estate and personal
belongings to cover “everything to which a man may attach a value and have a right,” including
“the free use of his faculties and free choice of the objects on which to employ them.”"* His
inclusion of economic liberty and the right to earn an honest living under the protection of
property rights was as unequivocal as his disdain for the cooptation of government by one group
at the expense of others. He wrote:

That is not a just government, nor is property secure under it, where the property which a
man has in his personal safety and personal liberty is violated by arbitrary seizures of one
class of citizens for the service of the rest ... where arbitrary restrictions, exemptions, and
monopolies deny to part of its citizens that free use of their faculties, and free choice of
their occupations, which not only constitute their property in the general sense of the
word, but are the means of acquiring property strictly so called.'®



To cite the Father of the Constitution is not to call for the wholesale deregulation of all existing
licenses or a complete moratorium on the creation of new ones. Such a position would likely be
inconsistent with his view. Indeed, note that Madison condemned “arbitrary seizures of one
class of citizens for the service of the rest” and “arbitrary restrictions, exemptions, and
monopolies” (emphases added).

Instead, the menu I propose is a mechanism by which elected officials can fulfill Madison’s call
for a just government that protects public health and safety while executing the “first object of
government,” including the preservation of the freedom of practice. In pursuing this first object,
lawmakers will concomitantly facilitate the upward mobility of their fellow citizens and the
safety and security thereof.

Endnotes

! Carpenter, D. M., Knepper, L., Erickson, A. C., & Ross, J. K. (2012). License to work: A national study of burdens
from occupational licensing. Arlington, V A: Institute for Justice. Retrieved from http://ij.org/report/license-to- work/.
? Carpenter, D. M., Knepper, L., Erickson, A. C., & Ross, J. K. (2015). Regulating work: Measuring the scope and
burden of occupational licensure among low- and moderate-income occupations in the United States. Economic
Affairs, 1(3), 3-20. Retrieved from http://onlinelibrary.wiley.com/doi/10.1111/ecaf.12107/full.

’ http://www.leginfo.ca.gov/pub/15-16/bill/asm/ab_1251-1300/ab_1279 bill 20150902 _enrolled.pdf

* Carpenter, D. M. (2008). Regulation through titling laws: A case study of occupational regulation. Regulation and
Governance, 2(3), 340-359. Retrieved from http://onlinelibrary.wiley.com/doi/10.1111/j.1748-
5991.2008.00041.x/full.

> http://www.leginfo.ca.gov/pub/15-16/bill/asm/ab_1251-1300/ab_1279 vt 20151011.html

® Department of the Treasury Office of Economic Policy, Council of Economic Advisors, & Department of Labor.
(2015). Occupational licensing: A framework for policymakers. Washington, DC: White House. Retrieved from
https://www.whitehouse.gov/sites/default/files/docs/licensing_report_final nonembargo.pdf.

" Harrington, D. E., & Treber, J. (2009). Designed to exclude: How interior design insiders use government power to
exclude minorities and burden consumers. Arlington, V A: Institute for Justice. Retrieved from
http://ij.org/report/designed-to-exclude-2/.

¥ “Michigan Barber School Director Darryl Green said he was ‘in shock’ legislation could wipe out the [barber]
licensee requirements. ‘It does have a lot to do with public health,” Green said. ‘I’m not saying we are as important
as doctors, but we are the closest you can get. We are turning this into the Wild, Wild West. It’s not important? OK.
I’d like to see them get a haircut in a barber shop five years from now. It will be like rolling the dice”” (Gantert, T.
(2012). 1,200 hours to be a lawyer, but 2,000 to be a barber. Michigan Capitol Confidential. Retrieved from
http://www.michigancapitolconfidential.com/16782).

® Carpenter, D. M., & McGrath, L. (2014). The balance between public protection and the right to earn a living
[resource brief]. Lexington, KY: Council on Licensure, Enforcement and Regulation. Retrieved from
http://ij.org/report/the-balance-between-public-protection-and-the-right-to-earn-a-living/.

' Friedman, M., & Friedman, R. D. (1980). Free to choose: A personal statement. New Y ork: Harcourt Brace
Jovanovich.

' Akerlof, G. A. (1970). The market for “lemons”: Quality uncertainty and the market mechanism. Quarterly
Journal of Economics, 84(3), 488-500.

2 Brain, D. (1991). Practical knowledge and occupational control: The professionalization of architecture in the
United States. Sociological Forum, 6(2),239-268; Freidson, E. (2001). Professionalism: The third logic. Chicago,
IL: University of Chicago Press.

" Spence, M. (1973). Job market signaling. Quarterly Journal of Economics, 87(3), 355-374.

'* The Federalist No. 10

' Rakove, J. N. (Ed.). (1999). James Madison: Writings 1772—1836. New York: Library of America.

' Rakove, 1999.



Attachment 5

CENTER FOR PUBLIC INTEREST LAW
University of San Diego School of Law

5998 Alcald Park

San Diego, CA 92110-2492

P: (619) 260-4806 / F: (619) 260-4753

1107 Ninth Street, Suite 880
Sacramento, CA 95814 / P: (916) 844-5646

www.cpil.org

Testimony of Robert C. Fellmeth Price
Professor of Public Interest Law
University of San Diego School of Law

before the
Little Hoover Commission
February 4, 2016

L. The Purpose of the Hearing

The Commission here addresses a fundamental issue of governance at the heart of its function as an
independent check on each of the three branches of state government. At issue is the optimum
regulatory policy that advances entrepreneurship and upward mobility and preserves the benefits of
a competitive system, while at the same time intervening as necessary in the public interest.

IL. Background

The Center for Public Interest Law (CPIL), which I direct, is an academic and advocacy program
based at the University of San Diego School of Law that has focused on California regulatory
agencies for 35 years. Our law student interns take a yearlong course in Public Interest Law and
Practice, flying to board meetings throughout the state, monitoring their operations, reporting on
them, and engaging in rulemaking and other advocacy projects under the leadership of Professor
Julie D’Angelo Fellmeth. Over 2,000 graduates of our program are now practicing law, many of
them in the regulatory and consumer law area. We have operated a Sacramento advocacy office
since 1981, and served as the Medical Board Enforcement Monitor and as staff to the Contractors’
State License Board Enforcement Monitor — both created by the Legislature to audit and
recommend reforms to those programs. CPIL has been involved in over 50 agency rulemaking
proceedings and in drafting and/or sponsoring over 50 successful bills relevant to ethics, public

interest law, agency transparency, and consumer rights." As necessary, we also litigate; we recently

filed and prevailed in an antitrust case against the rental car industry and a state agency.’

: My personal background of relevance includes nine years as a state antitrust prosecutor (I was cross-
commissioned as a federal prosecutor for two years); faculty teaching at the National Judicial College established by the
California Supreme Court to train state court judges, the National College of District Attorneys, and — for over 35 years
— the University of San Diego School of Law; published texts in California regulatory and antitrust law, and the current
treatise CALIFORNIA WHITE COLLAR CRIME AND BUSINESS LITIGATION (with Thomas A. Papageorge; Tower Publishing
4th edition 2013); service as chair of the California State Athletic Commission, an agency within the Department of
Consumer Affairs; and service as the State Bar Discipline Monitor appointed by the Attorney General and reporting to
the Chief Justice of the California Supreme Court, the Governor, and the Legislature (1987-1992).

* Shames v. California Travel and Tourism Commission, et al., 626 F.3d 1079 (9th Cir. 2010).
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III. A Theory of Regulation

We begin with the basics. Attached as Exhibit A is a 30-page article entitled 4 Theory of
Regulation: A Platform for State Regulatory Reform published in the CALIFORNIA REGULATORY
LAW REPORTER (produced by the Center for Public Interest Law).” 1t is the basis of this testimony

and provides a more expansive presentation. It was published in 1985 but is regrettably not outdated.
Included as a chart on the last two pages is a matrix listing 70 major regulatory agencies at that time
(99% of which still exist, albeit in slightly different names and structure). That list includes boards
and bureaus within the Department of Consumer Affairs (DCA). That matrix cross-references as
to each agency the possible application of one or more regulatory flaws, some of which pertain to
unnecessary regulation and others to corruptive or ineffective structure. Those flaws include
agencies that are (a) wholly unnecessary, (b) overly intrusive, (c¢) corruptively controlled by profit-
stake interests, (d) regulating notwithstanding equivalent non-regulatory options, (e ) lacking in
necessary practical remedies to accomplish the stated purposes, (f) suffering inadequate
resources/staffing, (g) imposing unnecessary barriers to entry unrelated to its raison d’étre, (h)
inadequately assuring the performance of those who are licensed, (i) best operating at a different
governmental level (federal/state/local), and/or (j) wrongly authorized by the Constitution rather than
a more reasonably adjustable statute. The check marks and question marks in that matrix would
likely be substantially similar today, although they are properly regarded as areas of inquiry rather
than conclusory judgments.

The attached article makes an initial point that there are clear benefits to a free market, and anyone
who has visited the Soviet Union or any of the totalitarian socialist states easily appreciates the
inefficiency, hardship, and unfairness that those models provide. We have a different construct, one
that does not involve government capture of private enterprise, but that keeps the two at a distance
— perhaps the most fundamental check in the American system. And as a precursor of what is to
follow, I would argue that there is one system that eliminates the basic public/private check more
perniciously than does socialism — and that is “industrial socialism.” In this latter system, the state
does not own and operate the means of production; rather, the means of production own and operate
the state, performing functions reserved for the representatives of the People. That abrogation of the
American check is at the heart of the regulatory dangers and abuses we have today.

We start with the assumption that a democracy vests power in the People, allowing diffuse and future
interests — for example, the general citizenry, potential competitors, and future consumers — to
receive appropriate attention. We also start by appreciating the benefits of a free competitive system:

3 The Commission should also have in its files (a) Aaron Edlin and Rebecca Haw, Cartels by Another Name:
Should Licensed Occupations Face Antitrust Scrutiny?, U.PA. LAW REVIEW (2014) at 1093-1164; (b) Department of
Treasury Office of Economic Policy, Council of Economic Advisers, and Department of Labor, Occupational Licensing:
A Framework for Policymakers (July 2015); and (c) Michael Asimow, Top Ten List of Needed California Administrative
Law Reforms, Administrative & Regulatory Law News, ABA Section of Administrative Law and Regulatory Practice,
Vol. 41, No. 1 (Fall 2015) at 4-9. These do not address the epochal decision by the U.S. Supreme Court in North
Carolina State Board of Dental Examinersv. Federal Trade Commission (“North Carolina”), _U.S. ,1358S.Ct.

1101 (2015), discussed infra, but have important background information and analyses Warranalg the attention of the
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open entry, competition, response to consumer demand from the bottom, and survival and high
reward for those who produce and who provide to optimally meet that demand.

A. Market Flaws

Accepting the above assumptions, we also know that the market is not perfect. It is not God. It is
a human construct very much influenced by everything from rules of liability guiding our criminal
and civil justice systems, to evasion of costs that the production of a widget or its use imposes on
others that are not assessed against the perpetrator. So here is the trick. Start with the market,
identify the prerequisites for its proper functioning, and then analyze its flaws. Even the most ardent
theoretical market economists, starting with Adam Smith, were well aware of the preconditions that
are required for the market to manifest its advantages and the flaws that may have to be addressed
to prevent its failure. The attached article lists and discusses them, including natural monopoly,
imperfect information, scarcity, unfunded external benefits, and external costs. Of course, no
system is perfect and some market flaws may be better tolerated than ameliorated — depending on
cost and efficacy.

Among the flaws are three especially relevant to regulation: natural monopoly, imperfect
information, and external costs. As to the first, where there is only room for one entrepreneur to
compete efficiently, there is no functioning marketplace in any sense. That is the flaw justifying the
existence of the Public Utilities Commission and its historical authority to set the maximum rates
of monopoly utilities. This type of intervention is complicated by technology change. For example,
there may be a monopoly on telephone landlines but alternative modes of communication (cable or
satellite or cell) may create a mixed system of monopoly, with perhaps limited competition between
modes. That partial competition may yield its own abuses. And the related problem of oligopoly,
or “shared monopoly,” may also arise.”

Imperfect information is also a basis for traditional “regulation.” This element simply covers the
need of consumers to know what they are buying. The issue here may cover the spectrum from
knowing what a product or service will do with enough accuracy to make an informed consumer
choice to understanding how to choose the optimum or acceptable provider. Certainly, “perfect”
information may be unattainable, but information that is substantially ascertainable and accurate
strengthens the positive attributes of a market.

The final category is the largest — the problem of “external costs.” A manufacturer can cut costs
20% by polluting a nearby river, or by subjecting workers to lung contamination, or by producing
vehicles with cheap and defective airbags. A tradesperson or professional can perform deficiently,
visiting damage on others that he or she may not have to bear. Such external costs may not be
assessed by the market, and that in turn may reward those eschewing such cost imposition with

* As with many market flaws, one option here is restructuring such an industry by applying antitrust principles
to break up monopoly power where possible, or by controlling the monopoly element to require its use not just by the
entity controlling that element but by others as well — indeed, that is an issue that is front and center as “net neutrality”
policy is debated. But this Commission hearing is focusing on the occupational licensing boards and commissions; thus,
the last two flaws are most germane to the rationale for their regulation.
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higher profit or a greater volume of business. Of particular concern are those external costs that visit
“irreparable harm” on consumers or patients or clients.

B. Basic Regulatory Options

One way to deal with market flaws is to impose regulation on an area of commerce. ‘“Regulation”
is a broad term, and it can include multiple ways to intervene from the traditional format of an
administrative agency. We identify three. First, a “permit” system generally allows entry without
filtering for competence or other barriers. You must have a permit to engage in a business, but it
is easy to get— cheap, quick, and no examination or other onerous barrier to entry. But if you screw
up, it can be revoked just as easily. Second, you can create a “certification” which requires proof
of a level of competence or utility that allows one to use a certain title in the marketplace (e.g., the
“child welfare law specialist” title issued by the State Bar to those who pass an examination and
demonstrate a certain level of experience in that specialty). However, the certification is not required
in order to practice; it is an informational augmentation.

The most common type of regulation is the third option: “licensure.” This combines the element
of competence demonstration and “prior restraint” screening — the requirement of approval prior
to business entry. What has happened is that licensure has become the presumed type of regulation
and is now ubiquitous across the nation. Its justification is usually based on the need for such a
“prior restraint” to inhibit dishonest or incompetent practices that afflict consumers with damage,
sometimes including irreparable harm. Certainly where there is such a threat of irreparable harm,
a “prior restraint” system of training, competence screening, and other limitations may well be
warranted.

C. Non-regulatory Alternative (or Supplemental) Options

On the other hand, a large number of societal mechanisms that deal with these flaws may address
them more directly, more effectively, and without the substantial competitive restraint costs of prior
restraint licensure. Exhibit A includes a list of many of these alternative mechanisms to address
market flaws. They may be used singly or in combination, and include:

1. Requiring a bond or insurance to assure damages recompense where there is error
or incompetence — particularly applicable where the damage is not likely to be
irreparable. One might not view such an alternative as reasonably sufficient to assure
a competent brain surgeon, but a barber or dry cleaner — where repeat business is
necessary to survive and irreparable harm unlikely — are good examples of trades
where a bond or insurance requirement may obviate the need for licensure.

2. Requiring disclosures prior to sale. Imperfect information and consumer
befuddlement may be addressed by such focused disclosure requirements that
maintain and enhance the market features that serve us well. We require mileage
disclosures on autos, knowing we cannot test them individually; our credit cards must
disclose the actual interest rate — usually to our horror; and every can of food must
list its ingredients.



3. Imposing a rule of liability allowing the civil justice system to provide deterrence
and recompense. It may be one of strict liability, or one imposing civil penalties.
This remedy has some limitations. The Harvard Medical Practice Study indicates
that only a very small number of harmful medical negligent acts results in a suit.’
Further, the system may give disproportionate recompense to a single plaintiff, and
where resisted may take many years to effectuate. The most effective civil justice
mechanism able to provide relief for the types of problems that give rise to regulation
is the class action — now regrettably debilitated by the erroneous U.S. Supreme
Court Concepcion decision.’ Nevertheless, rules of liability and civil remedies may

have substantial effect, particularly if there is no “terms and conditions” preclusion
of a class remedy, or where the problem creates high compensable damages in
individual cases, or where an arbitration remedy may be effective.

4. A straight prohibition of deficient or risky conduct addressable via criminal or civil
actions by public prosecutors. Indeed, many of the abuses that are advanced to justify
regulation may well be inhibited by federal prosecutors, the Federal Trade
Commission, or by state enforcement. This remedy does not depend upon the
currently weakened mechanism of private civil class actions. In California, the
offices of city attorney in major cities, county district attorney’s offices, and the
Attorney General are given substantial powers and resources by California’s Unfair
Competition Law (Business and Professions Code § 17200 et seq.). These include
the power to represent all victims within the state, to fashion injunctive relief, and to
impose substantial costs and civil penalties (both of which may accrue to the specific
prosecuting office bringing the action).

5. Offer a mix of incentives to stimulate practices that prevent harm or provide
affirmative benefits. These may take the form of tax incentives, subsidies, and other
rewards.

IV.  Striking a Balance

How do we balance all of the possibilities to fashion the most effective result — ideally one that
either eliminates or compensates for a market flaw and thus preserves optimally the advantages of
a free market? Those advantages are many, and go to the heart of the subject of this hearing: the
chance to compete, to offer one’s services, to perform laudably and serve consumers well, and to
lead more consumers to retain those who so perform.

> Harvard Medical Practice Study, Patients, Doctors, and Lawyers: Medical Injury, Malpractice Litigation,
and Patient Compensation in New York (1990).

64 T&T Mobility LLCv. Concepcion, 563 U.S. 333 (2011). That holding substantially precludes many efficient,
mass remedies that can effectively work systemic resolution, recompense, and deterrence. Nevertheless, and particularly
if “terms and conditions” that compel arbitration and preclude class actions are not imposed on consumers in a particular
area of practice, the class lawsuit is properly considered and can be an effective ameliorating mechanism.
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There are situations where even a combination of the above-described non-regulatory and other
alternatives will not adequately address the flaws extant, and a regulatory/licensure option is proper
— that is, a system of “prior restraint” foreclosure where nobody can perform a certain function
without demonstrating their competence, honesty, and other prerequisites in advance of practice and
then complying with standards of practice in situ. This alternative is most often appropriate where
the harm that flows from open entry and lack of continuing supervision is irreparable — as with
surgeons, some attorneys, and other professions whose minimum competence cannot easily be
judged by the consumer. Some professionals are necessarily relied upon where a lack of skill may
cause serious harm and where money recompense is not practical or is not an effective remedy.

In making this evaluation, it is sensible to look not only at the kind of injury that flows from
incompetence, but other factors, including the following:

(a) [s this an enterprise not based on the repeat business dynamic (which is likely to filter
out the incompetent quickly) but which involves the performance of a single,
expensive, and/or complex procedure that may not allow effective consumer response
to limit a problem competitor? Arguably, the merits of assuring competence of a
neurosurgeon (or the honesty of a real estate broker or even a funeral director, both
of whom facilitate infrequent but important transactions) may be more necessary than
that of a barber, dry cleaner, or cosmetologist. The latter do not normally visit
irreparable harm, and the consumer is able to determine competence. Where repeat
business is required to remain in business, those who do not perform tend to be
eliminated readily by the market. An incompetent practitioner will be detected by
relevant consumers and continued patronage becomes unlikely.

(b) Is this an enterprise where those who are making the decision actually need state or
other external assurance of competence? Certainly a consumer may not be able to
judge the skill of an accountant, or the competence of an embalmer. But do those
who hire petroleum engineers or court reporters really need the state to perform that
filtering task?

(c) Is this a regulatory system that can determine advance competence through an
examination or other barrier? Can the Board of Psychology easily do so? How
accurate and reliable is the filtering system?

Once we agree that (a) the market flaws warrant state intrusion to restore an effective market or
prevent abuses, and (b) the relevant consumers need “prior restraint” licensure to effectively provide
needed protection, we then proceed to the “how.” How intrusive and selective (limiting) should the
system of licensure be? Can it be eased through the use of a rule of liability or one or more of the
non-regulatory interventions listed above? Can it be directed specifically at the areas where
consumers are unable to judge competence, and where the state can assure that competence through
its system of licensure?



Finally, if the market flaws and dangers warrant this kind of intervention, how can government then
monitor those whom it has allowed to enter (via licensure)? No filtering system is perfect, people
change, and if the trade involved is important and the harm significant enough to warrant
competence demonstration as a condition of entry, should not those who achieved initial licensure
be subject to continued monitoring to remove those who affirmatively prove themselves post hoc
to be incompetent or dangerous?

A. Failures in Two Directions

There are some clearly necessary regulatory systems, including many in force in California. But we
have a twofold problem operating in both directions: (a) unnecessary barriers to entry that are not
justified, and (b) regulatory regimes that limit entry but thereafter fail to provide an assurance of
competence relevant to the skills that consumers rely upon, or that do not adequately police harmful
practices post-licensure. Regrettably, a substantial portion of California regulation falls into one of
these two categories.

Those participating in many trades seek licensure of their function; we have seen licensing proposals
from everyone from aerobic instructors leading exercises to interior designers to astrologers. Many
licensing proposals have been enacted and have resulted in obviously gratuitous barriers to entry
unrelated to the merits discussed above. The former Board of Landscape Architects utilized for
some years a national examination with a pass rate below 10%’ — in other words, over 90% of
examinees who had completed a four-year degree in landscape architecture and who had worked for
two years under the supervision of a licensed landscape architect failed that exam. The Board of
Barbering and Cosmetology’s insistence that “natural hairbraiders” — a specialty of those serving
African-American clients — become licensed as cosmetologists, requiring completion of a 1,600-
hour curriculum, led to litigation in which a U.S. District Court judge examined the curriculum in
detail and found that only 4% of'it (65 hours) pertains to braiding, and even that concerns sanitation
and chemical issues not particularly germane to practitioners who neither wet hair nor use
chemicals.®

Related to such gratuitous barriers is the problem of “territory” where each trade seeks to expand its
entry barriers to foreclose those performing related functions — reserving them for the licensees of
its system. These “territorial” wars are not rare in California; for example, a great deal of time and
attention have been devoted to the cosmic issue of whether those cleaning the teeth of dogs should
be licensed as veterinarians. In fact, CPIL has borne witness to this preoccupation with territory and
the incursion of others into the “expansive practice” definition each seeks to secure for its own
grouping. That is the genesis of the North Carolina decision itself, with the dental board’s dentist

T At [the Board’s] October 18 [1991] meeting, Executive Officer Jeanne Brode reported that the 1991 pass
rate for California takers of [the Council of Landscape Architectural Registration Boards’] Uniform National
Examination (UNE), recently renamed the Landscape Architects Registration Examination (LARE), was 9%.” 12:1 CAL.
REG. L. REP. (Winter 1992) at 66.

8 Cornwell v. California Board of Barbering and Cosmetology, 962 F.Supp. 1260 (1997) at note 7.
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members attempting to “protect” consumers from the horrors of non-dentist teeth whitening. Turf
battles apply not only to unlicensed practices that may subtract business and profits from a grouping,
but also between licensed trades.

One consequence of turfdom is the fragmented creation of boards around small groupings of
professionals or trades. Hence, the Medical Board regulates allopathic physicians, while two
separate boards regulate osteopathic physicians and doctors of podiatric medicine. These boards are
financed through assessments of licensees, and the latter two boards do not have adequate resources
to regulate their defined territory given the smaller number of licensees involved. Hence, there could
be an appropriate grouping of regulated professions or trades addressing similar kinds of external
costs of concern (e.g., medical errors causing irreparable harm). Instead, the empathy groupings
dictate a duplicative structure without regard to regulatory efficacy where regulation is merited.

As discussed above, there are issues about whether licensure regulation is warranted given the nature
of the market flaw at issue and non-regulatory alternatives, and also about who is to be included in
a given regulatory structure. There is also the issue of a profession where regulation is indeed
justified based on market flaw consequences, but the precise regulatory program does not function
to ameliorate or prevent those abuses, or does so in a manner that creates its own substantial damage.
A prime example is our State Bar. We understand the Commission is focusing on DCA agencies,
but the Bar is an agency controlled by a strong supermajority of practicing attorneys, many of whom
are actually elected by attorneys. Here we have a profession involving practice in one or at most two
of 24 specific subject areas. An admiralty attorney, a bankruptcy lawyer, or attorneys practicing
criminal defense, real estate law, intellectual property, or juvenile dependency court law will not
normally practice competently in more than one or two such markets. So a client relying on an
immigration attorney to prevent deportation to Iran may suffer irreparable harm if the attorney is not
competent in that subject matter — including knowledge about recent precedents. But the Bar’s
primary competence assurance mechanism consists of a single examination given generally at the
age of 25 and covering general concepts and vocabulary.” There is no attempted assurance of

competence in the area of actual practice for the entire career of an attorney. '’

? Indeed, after seven years of higher education at a likely cost of well over $200,000, 53.4% of law school
graduates who attended American Bar Association (ABA)-accredited law schools and took the California Bar Exam in
July 2015 failed that exam and were denied licensure. Those graduating from non-ABA-accredited schools that the State
Bar itself has separately “approved” (allowing tuition collection and qualification to take this examination) had a 21%
passage rate on the July 2015 exam. And this is an entry barrier with a tenuous relationship to competence assurance,
as described above.

10 Continuing legal education (CLE) course are required, but at an exceedingly minimal level (only 25 hours
during every three-year period) and they need not be related to the area of law in which the attorney practices and holds
him/herself out as an expert. There are no further examinations at any point, nor any mechanism to assure competence
in the area(s) of actual practice. Exacerbating this failure, the Bar allows its licensees to “run naked” (practice without
any legal malpractice insurance coverage) — and about 20% of the profession does so. Finally, the Bar’s Client Security
Fund provides limited reimbursement to clients who are the victims of intentional attorney theft — but not damages due
to negligence.
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B. The Underlying Problem: Cartel Control

The reason this happens applies to similar abuses across the spectrum of DCA agencies: the capture
of boards by those with a profit-stake in public policy. How this happens is a fascinating study in
sociology. By way of background, this problem area represents an underlying challenge to our
democracy. We have become increasingly horizontalized. That is, the Noerr-Pennington antitrust
doctrine allows horizontal competitors to collude together to petition government,'' notwithstanding
a general national policy requiring independent functioning among those competing in the same line
of commerce (“horizontal competitors’). Over the last 30 years, trade associations have proliferated
in number and political power federally and in most states. In California, the vast majority of the
1,700 registered lobbyists represent trade and professional associations.  Most trades have
sophisticated lobbies at the State Capitol. Reflecting the political vocabulary of our state, these are
the “stakeholders” commonly consulted by a relatively passive Legislature and guiding its decisions.
These are the proponents of most of the regulatory boards within the DCA in particular; they have
actively lobbied for licensing by boards whose membership and licensing fees (used primarily to
police misconduct) they control."

Allow me to acknowledge some very important caveats to these concerns. We agree that expertise
can be very important in any regulatory exercise. As Justice Scalia stated during oral argument in
the recent North Carolina case discussed briefly below, neurosurgeons should have considerable
input into identifying the criteria that should be used to determine the competence of those practicing
such a difficult task. We agree that having access to experts and consulting with those familiar with
actual consequences is extremely important. But it is a non sequitur to conclude from that utility the
need for those practicing in a trade or profession to set the pass point on the relevant licensing
examination, or to actually decide the number of practitioners. Not onlyis such a delegation contrary
to basic principles of democracy, but those with such a conflict may not properly balance the degree
of competence appropriately required vis-a-vis the accuracy of that system and the need for
additional practitioners. Perhaps an increase in the number of landscape architects resulting from
increasing exam passage rates from 10% to 30% may lower prices and facilitate better garden
planning for those needing these services. Perhaps that increase will not create debilitating errors
borne of incompetence (e.g., some inappropriate cactus placements). What is the impact of entry
limitation on supply and hence on costs? We do not want incompetent physicians, but if the pass
point is 81 instead of 83, how diminished is resulting competence versus the number of persons
lacking any medical attention whatsoever because of undersupply or geographic maldistribution of
physicians? Or in reducing prices and medical costs? There are many areas of such undersupply

" The name of this doctrine stems from two U.S. Supreme Court decisions recognizing a First Amendment right
to petition government to influence legislation or public policy. Eastern R.R. Presidents Conference v. Noerr Motor
Freight, Inc.,365 U.S. 127 (1961); United Mine Workers v. Pennington,381 U.S. 657 (1965).

12 Interestingly, the “deregulation” proposed by Governor Schwarzenegger in 2005 was quashed not just from
opposition by CPIL but more lethally from the very interest groups allegedly being regulated. They support their own
regulation, particularly where they can control it through a board controlled by their membership. The Governor would

have created bureaus in lieu of boards, adding to gubernatorial control.
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applicable to our professions and trades, from pediatric dentists to legal aid attorneys. How do we
strike that balance?

After monitoring these agencies for 35 years, we can assure you that such considerations are NOT
part of the process. Why they are not is the subject of our second caveat: Those in a profession or
trade who are members of a board engaged in their own regulation do not see themselves as cartel
conspirators. They see themselves as good citizens who serve without pay in order to further the
public interest.”” They are insulted by our descriptions of their illegitimate status in exercising the

power of the People as their own governors. And this dynamic could well be the subject of
interesting sociological/social psychology studies. For the biases they have are particularly
dangerous precisely because they are not so recognized. They are not being consciously dishonest.
But from a broad perspective, examining them as we have over the years, their development of tribal
bias is not only common,; it is almost universal. Again, it is not consciously venal: Their respective
trade or profession is important. There are good reasons consistent with the public interest for the
process that gave them entry.'*

To illustrate the conflict between the tribal consciousness and the broader perspective likely with
decisionmakers looking at regulation from a broader perspective, I again cite the State Bar — simply
by way of readily apparent illustration. The State Bar is an extreme example of cartel control, with
13 of 19 members of its Board of Trustees consisting of practicing attorneys (and six of those

1 Even Justice Anthony Kennedy, author of the majority opinion in the North Carolina decision, observed this
dynamic: “Dual allegiances are not always apparent to an actor.” North Carolina, supranote 3,135S.Ct.at 1111 (2015).

'* The psychological dynamics of group decisionmaking is fodder for much deserved examination. If the
Commission will indulge a general observation: Common and severe cruelties are generated by persons in groups,
whether the corner gang of youth, a fevered mob, or — as the human record regrettably documents — by the nation-state.
Group decisions — including those made by trade associations (and hence regulatory boards dominated by their
membership) — are less likely to manifest ethical concern for others than are decisions made by individuals. For
example, the Medical Board (at the behest of the California Medical Association) has historically allowed what is called
“diversion” of physicians who are alcohol/drug addicted away from the disciplinary track and into a confidential program
that purportedly monitors their behavior and sobriety. Most doctors individually would clearly prefer that their disabled
or dangerous colleagues refrain from practice, and perhaps suspend practice while and until they achieve withdrawal and
abstinence. But their professional association promotes systems of rehabilitation that involve continued practice, even
where the “safeguards” have been shown in successive audits (in this case, five failed performance audits) to be rigged
and to allow dangerous physicians to continue practice. Few individual members will agree with the group advocacy
that has been a part of over 30 years of public record (and continues to this day), but the group judgment is fidelity to
the group. That fidelity will elevate the interests of the group above the general or future interests of others. The
representation of its membership grouping as a whole is its empathy line. Again, it is not one that is necessarily
acknowledged, nor even consciously there.

CPIL has seen this dynamic manifested widely in trade association politics. The California Teachers
Association fights any threat to tenure, regardless of the impact on students of incompetent practitioners; the Service
Employees International Union (SEIU) fights to prevent the disclosure of child deaths from abuse where prior reports
to its social worker members should have been acted upon to prevent them. Over the last 35 years, CPIL has seen such a
high incidence of this psychological orientation that we are regrettably comfortable asserting it as a predictable
dynamic. Indeed, the mindset is similar to the more understandable orientation of the criminal defense attorney, who has
primary, preclusive “fidelity” to his client, not to past or future victims. Needless to say, we do not vest with such
counsel the authority to determine for the state the penalties that should be applied to relevant clients.
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attorneys are elected to the Board by other attorneys). We discussed above how the entry system has
little to do with assuring attorney competence, and how it does not assure compensation of the
victims of attorney incompetence that is its basic raison détre. The tribal consciousness also affects
the most important part of post-licensure public policy decisionmaking: The selection of what we
look at, at our agenda. The Bar does not pay attention to billing practices, attorney intellectual
dishonesty (even to courts), large law firm practices, or a phalanx of issues that those outside the
profession are likely to find of rather profound significance."

The members of the Board of Trustees of the Bar, as with the Medical Board and most of the
professionals controlling boards within the Department of Consumer Affairs, think and believe they
operate in good faith, and represent the general population. But the evidence is contrary.

V. “Sunrise Review” and “Sunset Review” as Mechanisms of Reform

Two mechanisms developed by the Legislature theoretically address the issues raised by this hearing.
First is Government Code section 9148 — the “sunrise criteria” that allegedly apply as required
condition precedent findings prior to the creation of a new regulatory regime or board. The
enactment of these criteria was supported by CPIL; indeed; some of them are framed similarly to the
criteria in A Theory of Regulation (attached). The idea is to examine some of the issues discussed
above: What are the market flaws to be addressed by a new licensing requirement or board? What
are the costs of the proposed regulation? What alternatives to a prior restraint regulatory format have
been considered and why were they rejected?

We believe that the sunrise criteria may have had some role in lessening what might have been many
additional licensing systems. On the other hand, the practical politics allow its evasion as currently
constituted. The Board of Barbering and Cosmetology was sunsetted in 1996, and its return should
have been accompanied by compliance with these prerequisites. That sunrise barrier is an
intentional obstacle to filter out systems that impose unnecessary barriers to entry to the professions
and trades. But, interestingly, it is easily evaded, even where creating marginal regulatory entities.
For example, Senator Polanco made it his mission to avoid the statute and re-establish the Board,
and did so by simply exempting its application in his bill to re-create it."°

" For example, the State Bar does not examine hourly billing — an area of common abuse, as most counsel
will privately attest. It does not police intellectual dishonesty, even extreme deceit in submissions to the court. It polices
very few of the practices of the lawyers in large law firms with substantial legal assets. It does relatively little to assure
legal representation for the poor. It does little to prevent the need for attorneys — arguably the ethical obligation of any

professional (to eliminate the need for his or her services by preventing the preconditions requiring them).

' SB 1482 (Polanco) (Chapter 1148, Statutes of 2002), which re-created the Board of Barbering and
Cosmetology after its 1996 sunset, exempted the bill and the Board’s recreation from the “sunrise criteria” requirement
of Government Code section 9148 (see Business and Professions Code section 7303(a): “Notwithstanding Article 8
(commencing with Section 9148) of ... the Government Code, there is in the Department of Consumer Affairs the State
Board of Barbering and Cosmetology ....”).
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Nor is the Board of Barbering and Cosmetology unique. The Board of Landscape Architects and the
Board of Guide Dogs for the Blind were both sunsetted in 1996. They melted into DCA and became
bureaus, with the same regulatory barriers but operating outside of the sunshine statutes. Both have
reappeared in slightly different format or location. Indeed, it is to be expected that new agencies will
simply put in “exception language” as a routine matter of avoidance. While the statute has value as
an expression of concern, it is not a securely functioning means to limit regulatory systems that
impede competition without sufficient basis.

The creation or re-creation of a marginal or dubious regulatory system is difficult to stop. It is
supported by industry. Prospective competitors or consumers who may be affected by its restraints
of trade — with higher costs and reduced opportunity/mobility — are often not organized and do not
lobby legislators or make campaign contributions to them. The formality of a statutory expression
of required pre-conditions has merit, but it would preferably include stronger evidentiary standards.

On the “sunset review” side, the Legislature passed SB 2036 (McCorquodale) (Chapter 908, Statutes
of 1994), which created a “joint legislative sunset review committee” to review both the necessity
and performance of most DCA agencies at determined intervals, generally every four years."”

Consistent with Colorado’s initial model, this system began in California in 1995 as an examination

of the rationale for regulation, with the automatic termination of such prior restraint systems and the
removal of their anticompetitive effects unless affirmatively approved for continuation. But
California’s system tends to focus not on the termination or reduction of a regulatory system and/or
licensing requirement, but instead on the termination of the governing “board.” The sunset date is
inserted into the provision of law creating the board, not the regulatory regime or licensing
requirement administered by the board. If the Legislature is unhappy with the board’s performance
and lets the date pass without extending it (or if the Governor vetoes extension legislation), this
relegates such a board to “bureau” status. Lacking a “board,” the licensing requirement continues
as provided in the relevant regulatory statute, but is administered by a gubernatorial appointee.'

Hence, the agency may lose its governance by a board dominated by members with a conflict of
interest (its own licensees) but it also loses the open government provisions of the Bagley-Keene
Open Meeting Act. Decisions of bureaus or departments (as opposed to multi-member boards and
commissions) are made in an office without notice, hearing, or public access. And there are few to
no ex parte contact limitations, allowing the same trade associations providing board members to
lobby in that private setting — perhaps an even more consumer-detrimental structure than a board
with at least some “public members” and visible decisionmaking. At the same time, if a “bureau”

'7 Cal. Bus. & Prof. Code § 473 et seq. (now repealed).

' In the alternative, the Legislature has recently taken to “reconstituting” the membership of boards deemed
to be ineffective and/or dysfunctional. This involves the passage of a bill that (a) ends the terms of all existing board
members and that of the board’s executive officer, and (b) simultaneously creates a new board (sometimes with a
different mix of licensee and public members) and requires the appointing authorities to appoint new members. Several
DCA boards have been “reconstituted” as a result of the sunset review process, including the Board of Optometry and
the Dental Board of California.
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is sunsetted, there is no readily existing vehicle for governance; deregulation becomes effective
because the regulatory provisions become inoperable and effectively void."

After a five-year hiatus between 2005 and 2010, the Legislature overhauled the “sunset review”
process: Non-DCA agencies may be subject to review — at the direction of the Legislature — by
anew “Joint Sunset Review Committee” created in Government Code section 9147.7 et seq., while
DCA boards and bureaus continue to be reviewed by relevant policy committees in both houses
(specifically, the Senate Committee on Business, Professions and Economic Development and the
Assembly Committee on Business and Professions). These committees require each DCA agency
to compile and publish a detailed “sunset report” prior to the stated “cut-off” date, and schedule a
public hearing on the subject agency to invite public comment on its performance. These
proceedings have been very beneficial to consumer interests. They provide a forum to examine
agency performance, including the questions raised by the Commission in this proceeding. Because
the elimination or reconstitution of a board is considered rather insulting to its membership, the
agency takes the process seriously, and it has led to significant reforms.

CPIL was able to sponsor legislation to sunset the Board of Fabric Care (which licensed dry cleaners)
during the 1980s. The facts that Cal-OSHA and the Air Resources Board regulate health and safety
operational matters, and that the Board had an anticompetitive effect in an area lacking irreparable
harm and requiring repeat business, led to its successful termination. Similarly, the Legislature
terminated the Auctioneer Commission (in retaliation for that Commission’s lawsuit challenging the
transfer of licensing fees from its special fund to the general fund) and two obscure agencies
regulating employment agencies and polygraph examiners. Those have disappeared and have not
reappeared, with little discernible consumer harm. But other agencies that have been sunsetted over
the last two decades have been re-created, often in late-night “gut-and-amend,” end-of-session
legislation that receives little or no public or media scrutiny.

We would respectfully not recommend a switch to the Colorado “end of regulation” model as the
sunset focus, since that may lead to the disaster exemplified by the termination of the Bureau of
Private Postsecondary and Vocational Education. Hence, we recommend that the sunset process
have a dual dynamic. It should continue to examine whether or not the existing governing body
should continue beyond the sunset date. At the same time, it should also consider whether parts of
it might continue, or perhaps might even warrant strengthening. Sometimes a regulatory regime that
1s inadequate can be worse than nothing. One option may be to terminate it. But an ideal option
might be to redesign it to work differently. Sunset imposition may be segmented to allow selective
continuation (or even strengthening) while other parts end.

' This happened with disastrous results in the past decade. The former Bureau of Private Postsecondary and
Vocational Education (BPPVE), a DCA bureau responsible for regulating for-profit educational institutions, was subject
to sunset review in 2005-06; multiple bills were drafted to address BPPVE’s many problems and continue its existence.
Regrettably, in 2006 Governor Schwarzenegger vetoed AB 2810 (Liu), the only one that reached his desk, which wiped
out not only the Bureau but the entire law authorizing the state to regulate this troubled industry which has a track record
of exploiting veterans and former foster children with high-pressure sales tactics and misleading “disclosures.” For-profit
schools were entirely unregulated by the State of California from 2007 until 2010 with the passage of AB 48 (Portantino)
(Chapter 310, Statutes of 2009).
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In sum, sunset review should be a comprehensive process often including multiple trades under
multiple types of regulation, with (a) justification for and reduction of regulatory mechanisms that
restrain trade front and center, and (b) allowance for a reverse decision to increase regulation or to
employ other non-regulatory mechanisms. Choices should be consciously made and should follow
evidentiary findings.

VI.  Review of Agency Actions by the Department of Consumer Affairs, Office of
Administrative Law, and/or Department of Finance

Beyond creation or termination of a regulatory regime is the issue of regulatory decision review. In
general, some DCA agency decisions may be subject to limited review by the DCA director.”” Those
limitations, which are substantial, are discussed in the second attachment to this testimony discussed
in VIL below.

DCA agency rulemaking is additionally reviewed by the Office of Administrative Law (OAL) and
— for some proposals — the Department of Finance (DOF). None of these reviews effectively
includes the issues raised by this hearing. The Department of Finance supposedly examines cost
issues where the estimated cost of proposed “major regulations” will exceed $50 million.! DOF has
little expertise in the subject matter of the regulations, and its economic calculations are often
dubious. Its scope is direct public cost, and it does not examine the anticompetitive costs to
consumers or general anticompetitive effects.

OAL examines each regulatory change adopted by regulatory agencies subject to the Administrative
Procedure Act. It does so under six criteria, including authority, clarity, and necessity. OAL consists
of generalist attorneys, lacking in subject matter expertise. They are able to effectively examine five
of the six required criteria. But the one most relevant to the subject of this hearing is “necessity,”
and that is not amenable to effective review by generalists who know nothing about the subject
matter. Interestingly, we have here two extremes — an agency dominated by special interests with
expertise and a conflicting bias proposes the rule change, while the review is performed by those
with presumably a broader perspective but lacking in sufficient expertise to effectively review the
substance. What OAL then generally does is a competent job looking at authority (based on a legal
examination of legislative intent) and clarity. Then “necessity” inevitably becomes a red tape file
review. OAL may have no idea whether the Horse Racing Board should ban “erythropoietin,” and
will focus on the plethora of “impact statements” that must be included in the rulemaking file, and
whether the rulemaking file responds to every comment, dots every “i,” and crosses every “t.”

None of these entities reviews for anticompetitive impact. Although the adopting agency must
examine almost a dozen different types of impact, from effect on housing to job creation, it is not
currently required to examine whether a rule change restrains trade. Nor are any of those conducting

20 See, e.g., Cal. Bus. & Prof Code §§ 109, 116, 310, 313.1.

I Cal. Gov’tCode §§ 113422.548 (definition of “major regulation”) and 11346.3(f) (requiring pre-notice review
of a “major regulation” by DOF).
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the review competent in antitrust law, competition impact, or in the subject matter of the agency.
Fortunately, as discussed below, recent U.S. Supreme Court precedent will now require the State to
make a choice as to boards of concern to the Commission at this hearing: either end control of the
board by current licensees (“active market participants” in the trade or profession involved) or
institute “active state supervision” of board actions and decisions by those representing general
(non-conflicting) interests. Such review must be active and not merely a formality; none of the
existing review processes qualify, as discussed below.

VII. The 100 Elephants in Sacramento: North Carolina State Board of Dental Examiners v.
Federal Trade Commission, and Antitrust Law as the Progenitor of Needed Reform

We include a second attachment, our letter sent to the Legislature following its recent hearing on the
North Carolina decision. We understand that the Commission wishes to focus on the issue of
regulatory suppression of entry and other anticompetitive impacts. That would include the issues
of sunset and sunrise review, as well as review by the three entities listed above. But the
Commission should be aware that the primary driver to accomplish effective attention to the subject
matter here presented is via the necessary compliance with that decision. It is directly on point.

To summarize succinctly the decision and its implications, we note the following:

l. State regulatory boards necessarily commit federal antitrust violations in the normal
course. Indeed, the very issues raised by this hearing lie at the center of antitrust
prohibition. The entry requirements of licensure constitute a supply limitation. A
supply limitation necessarily artificially affects prices and is automatically a form of
per se horizontal price fixing. Similarly, the various licensure conditions with
anticompetitive impact are likely to qualify as a “horizontal group boycott.” A
restraint in the per se category has special significance. Most restraints are only
unlawful if they are “unreasonable” — allowing consideration of positive impacts
benefitting society. But per se offenses are NOT subject to any such exception.
They are by definition “unreasonable” and “unlawful.” There is no defense of
societal benefit. And violations are felony offenses, also giving rise to treble
damages and attorneys’ fees.

2. The above has not been a problem for regulatory restraints because of what is called
the “state action” defense to antitrust scrutiny. A sovereign state agency may engage
in a per se antitrust offense so long as it is (a) affirmatively and specifically
authorized by state law, AND (b) subject to “active state supervision.”

3. The North Carolina decision discussed in the second attachment is a 6-3 U.S.
Supreme Court decision handed down in February 2015. It is unusually clear and
definitive, specifying what will constitute such “state supervision.” It is explicitly
not confined to its facts but specifies where the lines are for compliance. Critically,
an action by the state lacking that “sovereign” status is no different from a group of
competitors meeting in a hotel room at the Sacramento Hyatt Regency and agreeing
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to a supply restriction or other per se offense. There is no defense, when applied to
a per se antitrust offense, as described above. The Court made it clear that any
decision controlled by “active market participants” in a trade or profession lacks such
sovereign status. The idea is not complicated. The Court is implementing ninth-
grade civics. States may not delegate the power of the People to a cartel with a
conflict of interest. ~ The state has a choice: Either convert the composition of
regulatory boards and commissions to public member majorities (and they must be
public member supermajorities to prevent a majority of a quorum from consisting of
“active market participants”), or subject acts and decisions made by boards controlled
by “active market participants” and which may have an anticompetitive impact to
“active state supervision.” That is not merely the presence of a non-active participant
in a superior hierarchical position. It must be a review for restraint of trade impact.
It must be performed by someone operating in a bona fide capacity, presumably with
ameasure of competence in the subject matter, and the supervisor must have explicit
authority to amend, modify, or reject, as the supervisor determines. California law
does not require any type of review of regulatory board action that meets the standard
now required by Justice Kennedy’s opinion and reinforced by a recent guidance
issued by the staff of the Federal Trade Commission on its implementation.

As a result of this decision, California is now forced to examine the very issues of concern to this
Commission in this hearing We are surveying compliance efforts in all fifty states, and are noticing
increasing state interest in designing reforms that require review and approval of agency actions
affecting competition. We are also tracking antitrust cases now being filed against state boards. We
expect more of both over the next year, including California legislation to bring the state into
compliance with North Carolina.

VIII. Recommendations

The fact that an active and functioning review mechanism will have to be created over any “active
market participant”-controlled board gives this Commission a unique opportunity. The Commission
should seize upon this required systemic change to guide it effectively along the “good government”
lines that have long been the hallmark of this Commission:

1. Recommend that regulatory agencies be put under the control of public member-
controlled boards. That would properly be a supermajority of public members, so
that a majority of a quorum could not consist of “active market participants” in the
trade or profession regulated by that board. That structure assures public meetings
as a part of decisionmaking, subject to the Bagley-Keene Open Meeting Act. At the
same time, these public member-controlled boards could be provided with on-point
expertise (where needed) so that decisions are made with full information about
implications and consequences. Hence, necessary advice may be provided by
consultants hired by the Board or by an advisory committee to the board. Ideally, that
expertise contribution will no longer take the form of private lobbying. In fact, given
the nature of the Internet and the revolution in telecommunications, there is no reason
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why communications to board members or board staff should continue to be the
product of concealed lobbying by groups who dominate that venue; instead, they
should be made public and disclosed. It is no inconvenience to post arguments,
concerns, and communications where they are intended to influence a public official.
We have seen the consequences of ex parte communication violations at the Public
Utilities Commission, but such private communications are actually more prevalent
and less controlled in the DCA agencies.

Where a board remains under the control of “active market participants,” California
must now provide “active supervision” by the state on behalf of the broader body
politic. As discussed above, it is not enough to have a theoretical review, nor to point
to some supervening position on an organizational chart. The Commission should
recommend that such a review include the full evaluation of any rulemaking for
anticompetitive effect by those with applicable antitrust/economic expertise, with full
presentation of required impact evidence. Ideally, that process would be managed
by the Office of Administrative Law so that it could tie into OAL’s existing review
of six areas of impact; a seventh area of inquiry into anticompetitive effect could be
accomplished within the same review timelines. Hence, it could be accommodated
within the existing process without undue complexity or delay.

We recognize that many non-rulemaking decisions do not pose anticompetitive
implications and do not recommend that every agency action be so reviewed. But
there is properly a filtering element that receives complaints (e.g., about excessively
restrictive examinations or pass points or disciplinary policies) that may be seriously
anticompetitive and hence require affirmative review. Accordingly, a receiving and
filtering mechanism is best provided to ferret out those non-rulemaking decisions and
policies that impose unjustified regulatory restraints. ~ Where there is “strong
suspicion” that a practice complained of may have such an unjustified impact, its
review should proceed as with all rulemaking.

There is aneed for legislative oversight involving the strengthening and restructuring
of both the sunrise and sunset processes. Ideally, the sunrise criteria should be added
to the state Constitution. This would prevent the ad hoc legislative cancellation of
its requirements wherever a legislator wishes to cater to a trade or professional
grouping by creating a board or new licensing requirement without justification.

We recommend that the sunset process be expanded to involve consideration of the
sunset of both the governing body and the regulatory scheme. If a regulatory scheme
has no merit, both it and the agency administering it should be abolished. At the
same time, “reconstitution” allows for examination of other flaws, including failure
to regulate the market flaw justifying the existence of the agency. The shift in
governance control allows for serious examination of the performance of those
currently in control.
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A THEORY OF REGULATION
A Platform for State Regulatory Reform

By Robert C. Fellmeth

Published in the California Regulatory Law Reporter
Vol. 5, No. 2 (Spring 1985)

We who grew up in the cold war remember well our ninth grade civics picture of the Soviet state.
We were told that you could not be what you wanted to be when you grew up. With special starkness, we
could see a young Soviet boy driving a small pedal car up and down his sidewalk. A boy with eyes full of
wonder about the big machines which hum down the cold streets. As he grows up he learns how the motors
operate and he studies the various models year after year. He decides he wants to run a new automobile sales
shop when he gros up. He wants to see and service the Ladka. He cannot raise capital and do it, the sales
offices are government owned. He must apply for the position , or one which may lead to it.

In our cold war vision, before he applies, the Soviet youth faces a burly commissar, the quintessential
bureaucrat. The boy walks into a sterile room of vaulted ceiling. He has waited for several hours for a 30-
second interview. The commissar sheaves through a small stack of papers. Even before the boy reaches the
lone chair in front of the desk, the official barks out his name and drones: “food factory canner, case receiver
in tomato canning plan in Sochi....next.” He then dismisses the boy with a curt wave of the hand.

Most of us have since learned that the repressive Soviet central planning system works less
intrusively. Our young boy would not be instructed to be a case receiver. He would not be told at an early
age exactly what occupation he would have to take. But he would be told what he could not be. If he wanted
to be a Ladka dealer he could apply. With the help of the party, a committee is likely to formulate the
requirements. Based on their view of how many dealers there should be and what they should do to qualify,
they would say “no” to all but those persons they select.

Although not totally manipulating, the Soviet system imposes a “prior restraint”: people cannot be
what they want to be unless they are first given permission. They are not permitted to try on their own
calculation of risk and let a marketplace defeat them based only on their failure to perform.

The year is 1984. The place, Thousand Oaks, California. One Paul Rusnak wishes to start a BMW
franchise. It has been his lifelong dream. he has learned the auto business with great care. He has saved his
money. He has secured the permission of BMW. He knows of many possible customers. He is sure of his
market and proud of the product he wants to offer.

He is well aware that government bodies circumscribe much of what he can do: he must be licensed
by the Department of Motor Vehicles and by the Bureau of Automotive Repair. He must advertise honestly,
obeying the standards of the Federal Trade Commission and the Unfair Competition Act of California. He
must honor his warranties and comply with the Magnuson-Moss Act and its state counterpart, the Song-
Beverly Act. He must offer financing only under the strict terms of the Rees-Levering Act. And his
automobiles must meet the emission standards of the state Air Resources Board and the safety standards of
the National Highway Traffic Safety Administration. His own business operations must meet the safety
standards of Cal-OSHA and the labor restrictions of the Labor Code. And, or course, he must pay taxes,
keeping appropriate records. For local government, he must meet all land use conditions, ranging from
parking requirements to the size and candlepower of his sign.

He is prepared to do all of that.
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But there is yet another Board, one of many which Californians know little about: the New Motor
Vehicle Board. This Board, set up by a trade association of existing car dealers, created a Board of seven
members, three of whom are dealers. If any person, including a competing dealer, complains about the plans
of someone to open up a new dealership, he or she may protest to this Board, which can then impose a “prior
restraint” and say “no” to Paul Rusnak. This Board said no.

Many of us are well aware that lawyers and physicians must be “licensed” by state regulatory boards.
And we justify this prior restraint by citing what lawyers like to call “irreparable harm.” We must make sure
that certain trades and businesses do not operate unless they are competently conducted. This means both
keeping out those who might cause severe public harm and excising those who are already in business whose
performance falls below minimum standards. But it’s not just lawyers and the medical profession who are
involved with prior restraints. Our New Motor Vehicle Board is not an anomaly.

The fastest growing and most intrusive part of American government rests within the so-called fourth
branch: regulatory agencies. Created by legislative bodies and given quasi- executive, legislative and judicial
powers, these agencies increasingly predominate in the lives of our citizenry. Much is written about the so
called “alphabet soup” of federal regulatory bodies: the Federal Trade Commission (FTC), Civil Aeronautics
Board (CAB), Federal Communications Commission (FCC), Securities and Exchange Commission (SEC),
etc. Approximately 20 major regulatory bodies function in a relatively visible and open fashion in
Washington, D.C., and through regional field offices. These agencies have been given enormous discretion
by the Congress, which fashioned broadly framed mandates, and by the courts which have deferred to their
expertise. They are subject to constitutional due process safeguards as to those they most directly affect.
They are subject to an Administrative Procedure Act, a Freedom of Information Act, and other statutes. More
important, their proceedings draw some interest from American journalism.

What is less known is that the greatest expansion in this fourth branch of government has occurred
at the state and local levels, not at the federal level. Furthermore, the sometimes clear rationale for the
development of regulatory bodies at the federal level has not guided state and local counterparts. State
legislatures create new boards and commissions without considering economic rationale. They are viewed
as “free” to the legislators authorizing them since they are “special funded” from the trade or industry subject
to regulation. Legislators do not focus on marketplace flaws which might justify regulation, and the
fashioning of specific means to compensate for or correct them.

Although new agencies are justified by consumer benefit, their initial proponents are often the trade
group to be regulated. Where there is no one organized to oppose a new governmental body and it does not
expend general fund monies, approval is not difficult. Legislators tend to count noses: who is for, who is
against, and base decisions on the line-up. California now has over 60 regulatory agencies setting detailed
policy in insurance, banking, utilities, transportation, and alcoholic beverage sales. Most of the trades are
covered by regulatory agencies requiring licensure as a precondition to practice. In addition, agriculture has
both state and federal (controlled regionally or locally) “marketing orders” government the promotion,
distribution and/or supply of many agricultural commodities.

A typical citizen may be aware that local government regulates land use, that the Air Resources
Board, Water Resources Control Board and California Occupational Safety and Health Administration affect
the operations of many California businesses. Fewer are aware of the Milk Advisory Board, or the Board of
Landscape Architects or the California Beef Council or the Bureau of Home Furnishings.

Co-extensive with a plethora of agencies, boards and commissions for purposes which are not clearly

understandable, is the expansion of existing agencies well beyond what might have been a defensible original
justification. The numerous existing agencies are very rarely monitored, or ever seen by any outside entity.
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On the other side of the same coin is the issue of lack of regulation where regulation is warranted.
And related to the problem of underregulation is the artificial creation of a marketplace flaw, the conferral
of antitrust immunity and the avoidance of any meaningful substitute for the absent marketplace.

It is time to posit a rational basis for regulation, to develop some kind of defensible theory on which
to base a regulatory system and to fashion its limitations.

I. PRESUMPTIONS

Adherents of the Chicago “libertarian” school often define “regulation” simplistically as government
interference in which would otherwise be a natural marketplace. It seems to be a libertarian thesis that the
“state” is an inherently coercive and dangerous institution, possessing the power to tax, to draft and to
imprison. These coercive powers make the limitation of the state vis-a-vis private power an essential concern
of the citizenry. While there is more than a grain of truth to the libertarian presumption, the allegiance of its
adherents to the symbols of the “marketplace,” without reference to the mechanisms which make the
marketplace work, marks the philosophy as more of a religion than a rational tool for weighing options. The
libertarians will often simply define “good policy” as a removal of government to a “marketplace,” without
reference to what that might mean. It is accepted as an article of faith in the tradition of religious zealotry
that the marketplace functions as a proper object of obeisance. Disciplines advocate the simple removal of
those institutions which might prevent the “market” from achieving its “natural status.”

The world is much more complicated than this. In fact, the condition of the market absent
government is the product of custom, language, pre-existing economic power—a human creation. And in
fact, private power can coerce and enslave almost as much as the “state” can. Any resident of a one-company
town will testify to the power of private interest. Large institutions may interrelate in an extremely adhesive
fashion with the common citizenry. A serious marketplace choice may not be actualized. Private parties,
increasingly cartelized, and horizontally organized into trade associations, may preclude marketplace choice
and otherwise bully the consumer, the taxpayer, the citizen.

It is difficult for any but the most obsequious worshiper of marketplace symbolism to doubt the
limitations of the unfettered market as a guarantor of economic freedom, equity or even efficiency. We shall
explore the more traditional flaws of the marketplace that preclude its status as a blind object of worship
below. However, to the extent it does function to manifest consumer sovereignty and allocation of resources
according to informed consumer choice from a wide variety of alternatives, it is a touchstone deserving of
presumptive status. Hence, we shall assume that where the marketplace functions to allocate resources
efficiently and fairly, where the prerequisites are present for the marketplace to so function, it should be
initially relied upon to that end. This reliance is related to the viability of its prerequisites. These
prerequisites include the following traditional elements:

1. Many entrepreneurs acting individually and independently in buying and selling.

2. No one buyer or seller able to affect a significant market share.

3. Homogeneous products within types.

4. Perfect information about the characteristics of alternative products.

5. Rational decisionmaking by consumers.

6. No external costs which are unassessed by the marketplace.
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Most regulation may be justified because of a breakdown of one or more of these factors, Although it
is possible to exaggerate the impact of a marketplace deficiency, and to use it as an excuse to engage in
unnecessary intervention, it is also true that where serious deficiencies exist in these prerequisites, the
marketplace may not function to allocate resources fairly or efficiently. Where such an event occurs, it is
inappropriate to rely on the mere absence of government as the solution. To the contrary, it is a primary
function of government, as it provides checks and balances in our system, to intervene in order to restore or
substitute for that absent prerequisite. The government should decline to do so only if the indirect and direct
costs of that intervention exceed the benefits to be obtained from it. In determining what kind of intervention
the government should choose, the benefits and costs of each must be measured. However, it is generally
preferable to restore the marketplace, rather than to institutionally cripple it by providing for a substitute
which may carry with it its own momentum and raison d’etre.

There are four major categories of breakdowns most often justifying some sort of governmental
interference: (1) natural monopoly; (2) “scarcity;” (3) adhesive relationships, often accentuated with
inadequate or misleading information; (4) external costs. The precise nature of a marketplace breakdown will
dictate what is bets suited to either restore the marketplace or to compensate for its absence.

II. WHAT IS REGULATION?

Regulation is not a simply yes-no proposition. There are degrees of regulation. As we are using the
term, regulation can mean intervention by the state at any one of three different levels. The most extreme
level is “licensing.” Here, a regulatory body prohibits the practice of a trade, profession or enterprise until
or unless a “license” has been obtained from a governmental body. The existence of this license gives the
state a basis for barring entry into the trade or profession, and through its denial, or revocation, confers an
ancillary power to promulgate rules. Violation of these rules may be enforced through the draconian denial
of that right to practice one’s trade or profession.

At a second level, the state can regulate through a system of “permits.” Here, no one can practice a
defined activity until or unless they have a permit. However, as we are defining the term, there are few
barriers to entry to obtain a permit. A system of permits allows entry simply upon the registry of certain
required information so the “regulator” knows who is practicing. It gives that regulator the power to suspend
or revoke such a permit if certain adopted rules of behavior are transgressed. A system of permits, although
little used in the regulatory process, theoretically gives the system an easy in—easy out format. The
regulatory body does not bar entry, but once an abuse occurs by a practitioner, the state has the authority to
remove the practitioner.

A third level of regulation is “certification.” As with “licensing,” there is a barrier to entry in order
to achieve “certification.” One must pass certain tests or otherwise prove special competence in a field. But
contrary to a license or permit, one can practice in that field without obtaining “certification.” One simply
cannot use a defined label or “title” unless one has achieved entry and proven competence. This option
involves the state in measuring the competence of various practitioners in order to provide information to
consumers by associating the use of a certain “title” with the level of competence that must be obtained in
order to use it. A private entity can theoretically “certify” a person, e.g., the use of the term “realtor” granted
by a private trade association. But only the state can bar entry by directly prohibiting practice of a trade
without prior approval.

Regulation may also take the form of specified maximum or minimum rates. This regulation usually
occurs in the context of a “natural monopoly,” and then only in conjunction with a “licensing scheme” as we

have described.

In addition to the regulation of rates, entry and title use, government has numerous other options
where there is a marketplace flaw. Unfortunately, traditionally few of these options are considered. Of
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course, prior to considering any regulatory alternative, the first priority should be to restore the marketplace
by a “structural change” (discussed below) or by antitrust prosecution. Each of the remaining alternatives
to traditional “regulation” has advantages and disadvantages, depending upon the marketplace flaw
addressed. These alternatives include the following:

III. ALTERNATIVES TO TRADITIONAL REGULATION
A. Bond-Insurance Requirements

A bond or insurance requirement may involve a barrier to entry implicit from its acquisition, but may
not involve any further regulation. It need require no government-set standards beyond the bond itself. It is
most appropriate where there is the likelihood of incompetence damage and a likely inability by the consumer
to collect on a readily obtainable civil judgment, due to insolvency or otherwise.

A bond or insurance requirement guarantees that should there be a small claims court or class action
judgment, there will be some recover. This alternative essentially allows the marketplace of bonding
companies or insurance firms to regulate without government intervention. Where the courts sanction
particular practices, the marketplace of bonds and insurance will reflect those decisions through higher rates
or denial of coverage to those entities creating problems.

B. Disclosure

The second alternative is to require disclosure of certain information by business. Disclosure
requirements often address information failures or adhesive relationships, but only where there are
alternatives in the marketplace. This alternative depends upon a meaningful enforcement system to guarantee
the disclosures are made.

It can suffer from inequitable application in situations where failure to disclose carries with it no
consumer wrong. The mechanical enforcement of a prophylactic requirement which may often prove
unrelated to the wrong being addressed can create injustice. Truth-in-lending may require disclosure of the
total finance charge. A one dollar error to the benefit of consumers can result in the mechanical application
of a sanction which could gratuitously injure a small business.

C. Rule of Liability

Another alternative societal measure can be a change in a rule of liability by common law evolution
or legislative act. Hence, strict product liability may make it easier for victims to recover damages where
there has been an injury. The rule of res ipsa loquitur has a recovery-enhancing effect. A governmental
alteration of the rules of the marketplace, which are themselves the product of custom and state intervention,
facilitates the internalization of certain kinds of external costs. The change may utilize the currently existing
court system.

Altering a rule of liability carries with it the disadvantage of depending upon the existing court
system with all of its drawbacks and deficiencies. These include: enormous transaction costs due to inflated
attorneys’ fees, interminable delay, often incomprehensible rules of procedure, and in the federal courts, an
aversion to the only meaningful way of internalizing many modern external costs through the court system:
the class action. Of course, standards of licensing agencies are also rules of liability implicit in the licensing
system and are discussed below. These standards are subject to confirmation in the courts and to their own
procedural inefficiencies.
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D. Straight Prohibition

Yet another alternative is deterrence by formulating broad marketplace rules grounded in
fundamental fairness, and the punishment of those who transgress. Sanctions are based on the degree of
transgression, the amount of unlawful gain and the extent of harm caused. The use of criminal prosecutions
for consumer fraud is an example of such a deterrent-producing alternative. Generally, the deterrent-
producing criminal prosecution alternative is under-utilized, even where the harm may be egregious, apparent
and the result of mens rea.

E. Tax Incentives / Disincentives

Another form of societal intervention is through tax or fee incentives or disincentives. A tax
incentive may be viewed as a public appropriation of funds to the extent it defers or excuses taxes by one
person performing certain favored acts vis-a-vis others. Instead of not taxing citizen X $10,000 by allowing a
deduction or credit for a favored private expenditure, we might instead simply take the same amount of tax
money from all parties, and then turn around and hand citizen X a ten thousand dollar check. This mode of
analyzing tax loopholes, terming them “tax expenditures,” is now widely accepted. Tax incentives, although
they produce a strong pull on private behavior, use a bureaucracy: the existing tax bureaucracy. Where this
tax bureaucracy has excess capacity and economies of scale justifying further use as a cross-subsidy, it may
make sense to use it. And it may also have the advantage of allowing allocation decisions to be made by
many private actors in a kind of favor dispensing marketplace, rather than by a government agency.

However, there are several important deficiencies in using the tax system to accomplish cross-
subsidies to stimulate or discourage behavior. Because of the progressive nature of the tax system, any tax
incentive by way or deductions reduces the progressivity of the system. The tax deduction literally awards
one person a greater benefit based on taxable income. Even a tax credit, which overcomes this difficulty, is
limited since there are large numbers of people who do not pay taxes and cannot take advantage of the
benefit.

Tax incentives or disincentives have a more serious deficiency. A tax incentive, once enacted,
continues without further examination. It is often unclear how much it is costing. It does not automatically
end until it is affirmatively removed. The benefits are received invisibly and without public scrutiny. If we
had to appropriate the $10,000 for Citizen X, we would see who was getting it, why he was getting it and
how much he was getting. If we had to give that money year after year, making that threshold decision to so
appropriate it repeatedly, we might not make the same decisions we are making through the tax code. Of
course, quite apart from the hidden nature of the subsidy, and its proclivity to continue unless specifically
ended, we have its contribution to further complexity and inequity in a largely incomprehensible tax system.
The current system undermines the legitimacy of all government, and indeed the allegiance of its citizens to
the state.

F. Sale of Marketing Rights
Related to tax incentives/ disincentives are the possible sale of marketing rights. The state simply
declares a given output allowed and then allocates excess demand to engage in that output by auction. The

system is to create an artificial scarcity and allocate the permitted quantity by sale, either by letting those
with current rights sell those rights in a marketplace, or by public auction.

G. Subsidy
The state can prevent an external cost or stimulate an external benefit by the obvious device of a

direct subsidy. Or it can accomplish the same end with a more seemly appearing loan guarantee, supply limit,
direct government purchase, government storage or marketing assistance, import protection, et al.
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Despite the disadvantages of each of the seven alternatives we have listed, one or more may be
superior to a system of comprehensive regulation. Indeed, the lesser forms of regulation described above may
be superior to the more traditionally invoked “licensing” systems currently in vogue.

IV. COSTS OF REGULATION

The traditional comprehensive “licensing” mode of regulation has numerous costs. First is the cost
of the regulation itself. Examination licensing fees, renewals and gate taxes, etc. are imposed industrywide
by a board or commission under legislative authority. These direct costs of regulation are passed on to the
consumer in the form of hidden taxes, although consumers may not identify them as such. Monies are not
taken from the general fund for the purposes of financing most occupational licensing regulation, and hence
these direct costs are not recognized by legislators either.

The second cost is an indirect cost, but is much more momentous than the direct cost of regulation.
The barriers to entry which are created keep out of a trade or industry those who might compete. There is a
cost in the denial of entry to those who would otherwise be practicing. There is the cost of overcoming the
barrier by those who surmount it. There is the additional cost of the rules which are often promulgated.
Because of some history of abuse by a practitioner, the legislature may categorically impose a barrier and
exact a serious cost to the system as a whole.

Where there is an alternative more narrowly directed at a wrong, either by rulemaking or by some
non-regulatory alternative, the cost may be unnecessary. There is a certain paternalism which pervades
regulatory agencies over time and which has been the subject of much scholarly comment. When the
optometrists of California were required to take CPR as a condition to obtaining an optometry license one
begins to see the general trend.

The California Athletic Commission’s concern about too many complimentary boxing match tickets
to friends by certain promoters led it not merely to ban excessive gifts of tickets but to the licensing of ticket
takers, ushers and even ticket printers! There is a large universe of examples of in loco parentis, often well
intentioned, and often costly.

Perhaps the final cost is the cumulative effect of closing a large number of occupational and business
opportunity doors before they can be tried. The notion of “prior restraint” imposed by the “state” — a
kneeling servility to a bureaucratic official before one can start a commercial venture — is antithetical to the
American character. Because someone somewhere has done someone wrong, you must be prevented from
doing wrong — a wrong you have not done. So you cede to the state the right to deprive you of the chance
to offer your services or products unless it thinks you are not likely to do wrong. The American tradition has
been: let me do what I want. if I do wrong — then intervene, unless the wrong is so terrible and the state’s
accuracy in predicting who will do wrong justifies a contrary rule. No one categorically precludes
prophylactic state intervention, but, rejecting the presumption of state paternalism, we better have a clear and
damned good reason for it.

V. A FORMULA FOR
JUDGING REGULATION
A. Presumption
Rather than using the current formula for evaluating the appropriateness of a new regulatory system

by state legislatures (let’s count noses, who is for it and who is against it), we might consider some form of
rational analysis.
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The appropriate societal response to market deficiency depends upon many variables. The first
presumption is to employ the market to the extent it functions. This means the restoration of the market. If a
market prerequisite is missing, perhaps it can be resurrected, or artificially supplied, to allow informed
consumer sovereignty. One has a leak in the basement. One can hire workers to mop, and perhaps regulators
to shut down the main water line when water is not needed for showers, drinking or watering. Of course,
these moppers and regulators may become a regular part of a rather bloated household budget— unless we
can work out a way to socialize their cost. Translated, this means getting others to pay for your lousy
plumbing. One does not have to be a libertarian to propose calling in some plumbers, fixing the leak and then
getting out of the house.

And our presumption has a corollary: pay for it yourself—unless we are prepared to subsidize a
noble end, in which case the gift should be visible, debated and cease unless renewed annually.

B. Prioritization

Chart A presents a rough ranking of societal responses to the five types of market flaw traditionally
justifying regulation.

1. Natural Monopoly

A natural monopoly exists, put in the simplest terms, when there is room for only one entrepreneur
to operate efficiently, usually because of economies of scale. If it takes a billion dollars to acquire railroad
or utility rights of way and there is room for only one such system, or only one is needed to carry all expected
traffic, there may be a natural monopoly.

The priority societal response to a monopoly should be to try to restructure the enterprise to make
competition meaningful. This could mean allowing new railroads to compete on the lines of another railroad
in return for a fair rental charge for using their lines (called “wheeling”). Of course, government intervention
would be required to set a fair rental charge.

It could mean public purchase and management of those aspects of the enterprise with high initial
fixed costs (which create the economies of scale and the natural monopoly format). Hence, if the government
owned railroad rights of way, track and switching facilities, the actual railroad carriage could be undertaken
by competing lines. Technological change may also undermine natural monopoly by creating substitutes for
the high fixed cost parts of previous monopolies (e.g., long distance telephone service by microwave/
satellite).

Where natural monopoly is inevitable, there is no competition, no natural selection of the most
efficient entrepreneur, no competitive price. Once monopoly has been conceded, unless allowed for a limited
period as a special socially beneficent reward (e.g., patent awards), there must be maximum rate regulation
to preclude excess profits. Note that most natural monopolies are the result of government intervention to
facilitate the enterprise (use of land grants, eminent domain powers, et al.).

Maximum rate regulation is not enough to preclude natural monopoly abuse. Lacking any competitor,
the monopolist can give short shrift to consumer service, can become inefficient in operations, secure that
most expenses will be compensated. The regulator is in a classic catch-22 quandary in attempting to provide
an incentive to incompetent monopolists to improve. Although the regulator may inhibit monopoly power
profits, it is obliged to provide the utility’s private investors a “fair rate of return” on the investment. More
important, the regulator knows well that the long run service depends upon the ability of the utility to attract
capital for plant improvement. The denial of an attractive rate of return jeopardizes this utility asset. Yet most
regulators believe that the only weapon they have with which to police or discipline utility imprudence is to
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deny requested rate increases. In so acting they are forced into the cliche to cut off their noses to spite their
faces.

Natural monopoly regulation has suffered from a lack of imagination. In the private sector, a failure
to perform results in an immediate impact — declining profits. This translates into lower dividends and the
dismissal of management. There is a “natural selection” labor market in the competition for superior
management. Unfortunately, there is little precedent for regulatory replication of this time-honored
marketplace check, but it is easily accomplished.

Theoretically, a regulator could give an existing management group sufficient time to perform
efficiently based on comparable market based standards. Repeated failure to achieve reasonable performance
results in the conditioning of a future rate increase on the replacement of upper management with a new
group. This is what the free market would do. The regulators do not specify who should be hired, just that
there must be a change. The extremely well paid executives of a monopoly utility hold a position without
tenure. They have a special duty to perform—since they function without immediate market challenge and
often manage the provision of a necessity. As benign as the simple recognition that these positions are not
lifetime sinecures may appear to be, there is a universal refusal to choose this regulatory option, even with
the most egregious record of executive nonfeasance.

The third alternative, government ownership, is a last resort. The confluence of industry and the state
removes a fundamental check in the American system: the independent state. With that precious
independence, the citizenry can break through what might otherwise be a coordinated curtain of apologia or
deceptive self promotion obscuring failure.

2. Scarcity

The paradigm example of scarcity-based regulation is FCC licensing of radio and television over-the-
air frequencies. There are a limited number of non-interfering stations and in many areas more entrepreneurs
want to operate than can be supported. How do you decide who gets to broad or telecast? You do not need
to limit maximum rates because there is presumably sufficient price competition. But there may be reasons
why one does not want to simply allow those who got there first to have or keep these necessarily scare
resources.

The preferred method for allocating scarce resources is by auction. Leasing or selling these scarce
resources to the highest bidder does two things: provides public revenues and allocates them to those wiling
to pay the most — willing to take the greatest risk or able to attract the most capital for the venture based,
presumably, on their track record in anticipating consumer demand. To be sure, we may want to advance
interests outside consumer demand, but if so, we should be willing to do so by direct and open subsidy.

The allocation of scarcity in the case of FCC regulation purportedly is based on “qualification.”
Licenses and renewals may be subject to competition along criteria designed to run consonant with the
“public interest.” In actual practice, with rare exception, the system is actually a “first come first served”
system.

The least desirable method of scarcity allocation was illustrated in the gasoline shortages of the late
1970s. Artificial maximum prices prevented market allocation. Supplies were therefore allocated consistent
with the Soviet practice: those willing to wait in lines the longest receive the service or product. Limiting
demand by making those who wish to purchase something waste enormous quantities of productive time may
be one way of seeing to it those who “want” it most (or who have no other demands on their time) get it, but is
not the method of allocation favored by a rational society.
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3. Adhesion / Imperfect Information

Much of consumer law is concerned with common adhesive relations between merchants and
unorganized consumers. Take it or leave it boilerplate contracts imposed on consumers by merchants who
spend their livelihood formulating them to their best advantage, has meant abuse. These abuses are often
invoked to justify regulatory systems.

Certainly where advertising is misleading, public civil and criminal remedies abound, at least in
theory. The preferred remedy is competition: competitors challenge each other’s advertising claims with
counter advertising and provide product alternatives. And public education funded by the state may increase
the consumer’s ability to evaluate conflicting claims. Such an effort is especially warranted where purchasing
decisions cannot be made easily by individual consumers. How does a consumer evaluate conflicting claims
of tire longevity? The consequences of diet choices?

Notwithstanding vibrant competition and public education, imperfect information may warrant
further intervention.

It is possible to identify certain kinds of transactions particularly subject to abuse. The most common
of these has been in the area of consumer finance. Hucksters advertise “8%” financing but fail to mention
that 90% down is required for that rate; others advertise only “5%” down and fail to disclose high interest.
A federal truth in lending statute was passed to require amount down, period of payment and interest rate if
any one of these three is mentioned in an ad. Although an arguably helpful requirement, the statute then
excluded any civil remedy for that requirement.

More typical are the direct “disclosure” requirements of Truth-in-Lending and many state
counterparts at point of contract. In one reported case, a consumer bought two trucks with $700 down on
each as the disclosures represented on the contract. Because the consumer submitted a check for $1,000 and
two others for $200 each, the statute was violated and the merchant severely sanctioned. Certainly requiring
standard disclosures may help the marketplace and reduce the need for more intrusive forms of regulation,
but the disclosures must be related to consumer need and the remedies must be measured against the wrong. It
is better to have a general standard of fairness and hit egregious conduct with harsh sanctions in widely
publicized cases than to impose debilitating sanctions on merchants for mechanical bona fide errors of no
important concern. Every unnecessary merchant limitation and requirement imposed across an industry or
trade is a cost imposed on all consumers.

Where disclosures will not suffice, certification is a possibility. Consumers cannot test many kinds
of products individually. Marketplace information about the performance of an automobile in a collision
cannot be obtained by buyers directly. The selection of a competent urologist may be a difficult task. In many
cases, private groups ranging from Consumer Reports to Underwriter’s Laboratory conduct testing to rate
and certify performances. But many complex services or products may not be amenable to private testing,
and may justify public testing and promulgation of results (as with auto crash results) or publicly funded
testing and certification for a “title use” to facilitate consumer marketplace information.

4. External Costs

External costs occur when the purchase or use of a product imposes costs on others which are not
reflected in the price of the product. Typical examples include various forms of pollution, hazardous products
imposing injury or death losses on others, and incompetent practitioners of essential professions or trades
who injure those entrusted with their care. “External costs” justify most state and local regulation! Power
plant A produces widgets and pollutes both the air and the water while doing so. Power plant B also produces
identical widgets, but controls its pollution. Power plant A passes on certain costs to the environment, fishing
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interests or to the health and safety of future generations. These costs are not borne by the factory and hence
are not internalized in the price of the product. The widgets produced in Factory B may cost a small amount
more because of the controls preventing such pollution. Because this cost of control is included in the price
of the widgets produced by Factory B, it is driven out of business. Factory A survives, even though the total
cost of its production of widgets, including the cost imposed on others through the production or use of the
product, is much greater than Factory B.

A possibly preferential way to deal with this flaw is rarely used: the compulsory tie-in. There is a
harmful effect in the production or use of a product which is assessed outside the marketplace. Try to find a
way to bring it into the marketplace by adjusting market rules, e.g., internalize the cost by direct tie-in.
Take, for example, the non-fatal auto accident mission of the National Highway Traffic Safety
Administration. We are talking about routine equipment standards, e.g., bumper strength for front end
collisions. One can create an agency, hire experts and government civil servants, buy a series of office
buildings, buy equipment, meet, hold hearings, establish standards for proper bumper production, inspect
bumpers which are produced, test them against those standards and sanction those who fail to meet those
standards.

On the other hand, one could simply declare that each automobile sold must include insurance
according to very simple minimal standards of collision coverage. No bureaucracy. No standards. No
enforcement. Those bumpers which result in the front end self destruction of their accompanying vehicle at a
bump under 5 mph (most current vehicles), would and do have horrendous insurance costs. But the
manufacturer would have to pay them directly. At present, the external cost of gratuitous damage is cross-
subsidized since imperfect information means that after-the-fact damage requires replacement parts whose
production is dominated by the manufacturer. The high initial investment in the auto means a partially
captive market leading manufacturers to set prices for extraordinary profit. The insurance tie-in requirement
means that a manufacturer who designs a useful bumper will be able to offer insurance at a much lower cost
than self destructing bumpered autos. A vehicle with a better bumper is quite likely to cost less than one with a
worse bumper, giving it a strong competitive advantage. If it does not obtain a competitive advantage,
perhaps the cost of the better bumper is not justified.

The goal of the “tie-in” approach is to internalize external costs to let the self-regulating market
determine the nature of the ameliorating action taken. There are other ways to accomplish the same end more
efficiently than regulation with accompanying prior restraints.

Often, the tie-in cannot simply be legislated. Pollution is a paradigm case. We have listed in Chart
A five kinds of measures to accomplish a tie-in or otherwise to ameliorate external damage: tax transfer,
marketing rights sale, equipment standards, harm or output standards and a rule of liability enforced through
the courts. We believe that the last alternative, often used, is among the least effective or equitable, but
preference among the remaining measures is more difficult. We have expressed a certain ordering of priority,
but qualify it by briefly explaining the advantages and disadvantages of each:

a. Tax Transfers

Where the harm increases in a relative straight line as the externality increases and where the harm
can be measured, it may well be amenable to a tax or fee. Germany and France have used such a technique
with some success in pollution control. Pollution emissions from a plant cause variable harm depending
upon: the substance emitted, the atmospheric conditions in the locale, the kind of environment receiving the
emission and, as many systems ignore, the synergistic effect of pollution mixes, including background
pollution. Tax systems can adjust to at least some of these variables.

As with the three measures discussed immediately below, the remedy suffers from the conflict
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between an easily administered generalized tax by substance emitted and “individualizing” the tax.
Theoretically, it could be varied according to: harm caused from a particular substance at a particular location
at various levels of background pollution mixes. And it also suffers from the problem of monitoring and
accurate assessment.

However, these difficulties are manageable. Perfect external assessment, as with the perfect due
process, is a standard for measurement, not a minimum for action, and perhaps never completely achievable.
Focusing on the imperfection of a system to correct a marketplace defect distorts the rational inquiry: what
are its relative merits compared to the alternatives. The problems of a tax/fee system are formidable. If the
rates are to vary by damage category in any detail, a regulatory body will likely have to set them, exercising
expertise from specialized staff resources, engaging in public rulemaking hearings. To the extent the rates
perfectly reflect individualized harm from emissions, they would vary literally by emitter and could be
subject to the political process of advocacy from those larger entities able to afford it. One could even
imagine the broadening of the tax-setting deliberation to include the tangential external costs of the tax itself
— perhaps the closing of a plant which might entail some alleged externality.

In point of fact, if a polluter is using certain equipment and produces items by known processes,
which is usually the case, it is possible to establish presumptive levels of emission. This is how the tax
systems of Europe avoid the monitoring dilemma. It appears to be workable, although understandably
imperfect. Likewise, the tax may well vary by pollutant and region without difficulty, and approximate the
harm caused.

While most other forms of internalization have these same defects, they generally lack some critical
advantages to taxes/fees. First, the tax/fee system is efficient. It does not depend upon detection, onerously
expensive due process hearings for breach of standards, followed by assessment of unpredictable penalties.
The sanction is relatively certain and calculable. Second, the system is continuous. As emissions increase,
taxes increase and incentives to install controls may increase. Third, the system does not preclude new
technology to control pollution — it stimulates it by providing an incentive-based demand. Fourth, the system
misallocates resources less than alternatives by allowing certain emissions where the cost of reduction is
extraordinarily high, while the marketplace first reduces emissions where they are gratuitous and more easily
cut. Fifth, the system is capable of fine tuning. One can start the system at a politically acceptable low level
and gradually increase until major reductions occur, or perhaps gradually decrease as overall air or water are
clean enough so that their self-cleansing properties may allow for more emissions of certain types.

Finally, the system generates revenues which can be used to compensate the interests suffering
damage from the emissions of those who choose to pay. The assess and pay dual aspect of a tax/fee system
is especially attractive. In a sense it can accomplish what rules of liability attempt, except by automatic
process without the need for detection, affirmative action by a sophisticated victim or public entity and
without costly judicial proceedings.

It is important, however, to establish in advance where the taxes are going, or at least the criteria for
tax adjustment. This information enables the private decisionmakers to make more rational decisions. One
does not have the spectacle of auto emissions standards tightened so slowly and incrementally that the
efficient stratified engine capable of meeting stringent standards is eschewed in favor of a clumsy technology
of pollution control devices to meet what turn out to be interim standards.

b. Sale of Marketing Rights

The “public sale of marketing rights” shares many of the advantages of a tax/fee system. This remedy
is appropriate where the harm done is closely related to some identifiable quantity of output and where at
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a certain level, the harm jumps in a curvilinear fashion. If we decide that if we have more than 1,000 taxi
cabs serving the airport, the congestion creates an intolerable external cost due to lack of space for them, we
can auction off the right to serve the airport to 999 cabs. If the emission of more than 500,000 pounds of
sulphur dioxide per year in a given locale exceeds the self-cleansing properties of the atmosphere and creates
intolerable harm, we can sell the right to emit sulphur dioxide up to the level, and compensate those possibly
affected by more tolerable harm.

c. Standards

Equipment standards and performance standards may be needed where simple prohibition may not
be effective by direct criminal or civil liability by statute. These latter remedies may be sought where there
is irreparable harm from the breach of definable standards and are discussed below. But it is also possible
to set standards administratively through rulemaking to discourage an external cost. It is generally a power
implicit in the general power to control entry through the granting of licenses (e.g., certificates of public
convenience and necessity). The option of standards allows non-economic prescriptive rules of behavior.
They are advantageous only where detailed control is needed, detection of violations is workable and the
administrative sanction is efficiently applied or is deterrent-producing. Although there may be some basis
for the use of standards to prevent forms of irreparable harm which come from their breach, as a means of
internalizing external damage, it generally suffers from inflexibility and inefficiency.

The setting of the standards themselves has the problem of “generalizable rule versus individualized
rule” in our tax/fee discussion, except the means of enforcing standard violations makes it more difficult.
Should we limit sulphur dioxide total emissions in an area? By plant? By smokestack? Should we vary
emissions if a given polluter is producing something which can be made nowhere else and the cost of
lessening his emissions is enormous? Should we start granting exceptions? What often happens is the
standard-setting system ends up describing through its standards what already exists, with little impact on
the external damage. Additional emissions may be discouraged, but the same result would be achieved by
freezing emissions at current levels and marketing the right to emit by public sale or from an entity currently
emitting.

Where standards are set in too generalizable a manner they may misallocate resources and produce
inequitable results. Enforcement is quasi-adjudicatory in nature and invokes the full panoply of due process
rights. Due process may condition the sanction on years of discovery, hearings and appeals. Ironically, the
chief weapon of the standard enforcer is the enormous cost of exercising these vaunted due process rights. It
is precisely because they are too expensive to exercise that the standards have some efficacy. However,
where the stakes are high for a private entrepreneur (i.e., under circumstances where the standards may have
real import) the cost to the agency to establish the sanction is also high. As the disciplinary records of
current state agencies make clear, very little enforcement of standards actually takes place. It is the likely
disapproval of one’s peers or the public from a prosecution, its cost (and in small measure the possibility of a
draconian albeit rarely used license revocation) which gives standards what impact they have.

“Equipment” standards, rather than performance standards, limit many of these problems. However,
requiring certain equipment or its equivalent can be accomplished without much regulatory presence beyond
the approval of “equivalents.” lLe., any equipment requirement should allow for substitute technology
“equivalent” in performance to any existing equipment then specified. Review to warrant equivalence should
be subsidized to encourage technological innovations. Such an equipment standard is appropriate where a
certain kind of equipment precludes an unacceptable minimum external cost in a direct and equitable way,
or where there are irreparable external costs without it, discussed below.
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d. rule of liability: judicial assessment

One may create a rule of liability which allows those injured by Factory A to file a lawsuit and to
use the existing bureaucracy of our legal system to internalize the cost of that damage into the price of the
product by assessing damages against Factory A in court. A corollary way of accomplishing the same end
is to simply ascertain the amount of damage being caused by Factory A and levy an assessment which would
be internalized in the price of the product produced, as we have discussed above.

Whether the assessment is properly made by court adjudication, regulatory process or a more
automatic tax levy will turn on a number of variables: the degree and diffusion of the external cost, its ease
of calculation, et al. In general, the court system is a poor means to assess such costs where they are regular
or widespread because of fundamental deficiencies in the American judicial system: lack of access by the
poor or middle class, hostility to the class action mechanism theoretically able to accomplish internalization,
unpredictability, the transfer of the dispute into a contest of resource exhaustion and delay, and
overwhelming expense. Should a reasonable system of dispute resolution be created, it might be able to
internalize costs more effectively. In some jurisdictions, easily detectable damage may be addressed where
small claims reforms, alternative dispute resolution experiments or class actions occur meaningfully.

5. External Costs: Irreparable
Harm

There are some external costs which cannot be “assessed” by any means of internalization
satisfactorily. Attorneys have a concept: “irreparable harm.” What do we do about harm which is
unacceptable even if it can be paid for? Or harm which simply cannot be paid for? The law allows for
preliminary injunctions in civil cases where such harm may befall one of the parties—where the “remedies
at law,” e.g., money damages, are “not adequate” to provide relief, et al. There are obvious examples at the
extremes. Nuclear safety is not a matter to leave for later damage assessment. The harm is irreparable, it must
be prevented. Automobile collisions at high speed kill 40,000 Americans or more each year and disable many
thousands for life. Preventive action would appear warranted. A consumer entrusts his life to a surgeon and
preventive measures to assure a competent professional can be justified.

a. mechanical tie-in

The first checkpoint is the possibility of a “mechanical tie-in.” Unlike the tie-in designed to
internalize compensable damages, this tie-in seeks to prevent an incompensable cost. In the case of our
automobile, a mechanical tie-in may consist of a simple requirement to equip vehicles with air bags.
Assuming a benefit-cost ratio can justify a mechanical tie-in, which is rather obvious in the case of the air
bag, it can be imposed with a minimum of ancillary or misdirected restraint. As we have noted, it is important
to qualify any such equipment requirement with an “or its equivalent” option, requiring regulatory review
to certify equivalency; and there is a need for some enforcement means to assure compliance. But these tasks
are focused, relatively easy and non-intrusive. They minimize the continuing generalized presence of
government over an area of commerce and inhibit the kind of u/tra vires extension and institutionalization
of public bodies of control. And they are usually more effective in accomplishing their focused goals.

b. standards: civil or criminal prosecution
There is no set of equipment which will easily assure the safety of a nuclear power plant, disposal

of hazardous wastes or the competence of a surgeon. For many practices which are simply unacceptably
dangerous or harmful, a secondary approach might involve the issuance of a straight prohibition or
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mandatory instruction by statute, if easily articulated, and subject to preliminary relief and deterrent-
producing civil or criminal sanctions as appropriate. The disposal of certain listed waste products must be
made at specific sites where they are neutralized at a cost borne by those disposing of the products. Where
(1) violations are prosecutable without the examination of the defendant, (2) the harm is attributable to
individuals deciding to impose an irreparable harm on others, and (3) the danger is substantial, criminal
remedies may be appropriate. Where one or more of these factors is absent, a public civil prosecution
buttressed by the powers of preliminary injunction, restitution and civil penalties may be preferable. In some
circumstances, a private cause of action may be used to assure adherence to a straight prohibitory rule with
relaxed standing requirements and “private attorney general” attorney fee award provision.

Where the external harm requires complex and changing prohibitory conditions, e.g., the construction
of a nuclear power plant, an agency may be needed to adjust and apply detailed rules of operation with expert
staff guidance. Here, the agency applies the rules and the primary remedies for non-compliance, under
general statutory authorization.

c. standards: licensing

The final alternative for external costs where there is irreparable harm is the licensing of a trade,
profession or area of business. A board, commission, department or bureau prohibits business operations
unless and until prior governmental permission is given. This prior restraint is justified so a public agency
can filter out those who would cause irreparable harm. The same public purpose gives those public bodies
the obligation to excise those who were admitted but who manifest the same danger. We have cited medicine
as an example of a justifiable prior restraint, but there are non-health related candidates as well. An
incompetent attorney can cause serious irreparable harm and a large number of such practitioners could
threaten the efficient operation of a legal system which requires a high level of expertise. As with law, most
non-health rationales for prior restraints involve: (1) the consumer lacking adequate information from which
to evaluate competence in his or her own self interest, (2) serious irreparable harm flowing from such
incompetence, and (3) ability to exclude the incompetent.

VI. FUNDAMENTAL MIS-REGULATION

Using California as a case study reveals a symptomatic array of mis-regulation, not only by the
theories set forth, but by any articulable theory.

A. Excessive Licensing to Ameliorate Incompetent Practice: Prior Restraints Gone Wild

The public knows little of the extent of regulation at the state level, nor of the indiscriminatory
reliance on the last resort alternative of comprehensive licensing with prior restraints. For California does
not just license doctors, dentists and lawyers. It licenses: landscape architects, accountants, boxing
promoters, boxers, wrestling promoters, wrestlers, architects, barbers, counselors, psychologists, morticians,
collection bureaus, contractors of all types, cosmetologists, polygraph examiners, personnel services, dry
cleaners, geologists, geophysicists, nursing home administrators, optometrists, land surveyors, nuclear
engineers, petroleum and other engineering title use, shorthand reporters, veterinarians, structural pest control
operators, insurance agents, real estate brokers, auctioneers, chiropractors.

Further, within each of these licensing systems, enormous expansion has occurred over time. The
Board of Fabric Care began by licensing dry cleaners; now it has separate approval for those who clean hats,
those who clean furs. The dental regulators have expanded to license not only those who clean your teeth,
but “dental auxiliaries” who put on your bib and show you where to spit. The regulation of boxing promoters
resulted in the full scale licensing of everyone connected with the enterprise: matchmakers, timekeepers,
even announcers...even the ushers! The Contractors State License Board is playing with separate licensing
for each possible trade specialty: brickwork, dry wall taping, solar device installation, etc.
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More remarkable has been the continuing addition of new comprehensive licensing systems. There
has been a great deal of publicity given to “deregulation,” particularly by Republicans. Liberal Democrats
have hailed the notion of “sunsetting,” setting a date at which time an agency will automatically terminate
unless it can affirmatively justify its existence. In fact, we have not been able to find a single licensing
agency which has been deregulated significantly, nor one which has been effectively terminated within the
past two decades. Even the source of the deregulation “sunset” movement, the state of Colorado, has failed.
Although five agencies were terminated amidst much hoopla in the 1960s, we have traced the subsequent
reappearance of all five. The trend has been in the opposite direction. And the efforts to expand this most
intrusive form of regulation continue unabated. The last several years have seen serious bills to set up yet
new boards to comprehensively license: “aestheticians” (people who advise on proper make-up), interior
designers (people who advise on attractive interior decor), travel consultants, financial advisers. The most
recent bill we reviewed proposed to license “recreational therapists.” What is this? Those who: initiate,
prescribe, direct, evaluate, educate or participate in any treatment involving “social, play, recreation, sports,
game, or leisure oriented activity.” Or it means anyone “using leisure education, leisure counseling, activity
analysis, and leisure assessment.” Or it means anyone else who performs: “any service requiring substantial
specialized judgment and skills in the use of recreation activities for others based on the application of
knowledge of principles of biological, physical, social, psychological sciences and recreation leader studies.”

The list of currently licensed entities above is not meant to imply inappropriate government
involvement in every case. For some, even a licensing system may be justified. But for most of them there
is no justification for licensing under any theory, and for many of them, no need for any extraordinary
government involvement. For many agencies with easily recognizable external costs, some irreparable, e.g.,
the Occupational Safety and Health Administration (Cal-OSHA), water and air pollution control, we may
wish to weigh the benefits and costs of the mode of regulation employed. But for many of the occupational
and business licensing systems, they flunk a threshold test.

Chart B, below, includes an outlined listing of the regulatory abuses currently extant in California,
allegedly a “model” state. The first columns indicate initial errors in regulatory format.

Threshold Test 1: Market Flaw

There is intrusive regulation, including prior restraint licensing, of dry cleaners, barbers,
cosmetologists, shorthand reporters, et al. These trades are illustrative of not only low levels of irreparable
harm, but of a generic need for repeat business. No drycleaner or barber will remain in business long while
incompetently disappointing successive populations of new customers and losing their repeat business. The
performance of the tradeperson is readily evaluated by the consumer. The marketplace has no flaw justifying
any intervention.

Threshold Test 2: Irreparable Harm

A second threshold test is the existence of sufficient irreparable harm to justify the extraordinary
option of blocking entry. Does some incompetence by a landscape architect (persons who plan gardens for
hire), a collection bureau, an appliance or electronic repairman, a retailer of bedding (or the drycleaner or
barber or cosmetologist needing repeat business) create likely irreparable harm? Are not money damages
sufficient? Note that these entrepreneurs are subject to Cal-OSHA regulation for safety and are prohibited
by criminal and civil statutes from deceptively advertising or defrauding consumers.

Threshold Test 3: Possible Assurance of Competence
A third test is the ability of the state to assure competence, at least in theory. Can the Board of

Behavioral Science Examiners or the Psychology Examining Committee assure competent counselors or
psychologists? By a written test? Is the state going to be able to set proper standards for make-up application
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for “aestheticians” or advisable interior decor of building for “interior designers?”’
Threshold Test 4: Inability of Consumers to Judge Competence

There is a fourth group of trades improperly licensed. A number of these may involve encounters
between consumers and trade persons where there is not a critical need for repeat business because of the
one-time nature of each encounter. And there is sometimes the possibility of irreparable harm, perhaps even
thought to warrant government intrusion of some sort. But are these situations where a final threshold test
is met, an ability by the consumer to evaluate competence? Is assistance from the state needed because the
consumer will be unable to make the evaluation himself? The Board of Landscape Architects has considered
expansion to license “golf course architects.” How many consumers need the assistance of the state to pick a
good golf course architect? Are those who do this hiring in need of such assistance, even assuming
irreparable harm from incompetence? What about collection bureaus? Geologists? Geophysicists? Petroleum
engineers? Shorthand reporters? Auctioneers? Auto dealerships? Nuclear engineers? Who decides to hire
or use these people? Is the role of the state here the assurance of competence or the reduction of competition
from out-of-state practitioners?

A prime example of a board coalescing three of the above four deficiencies is the Board of Fabric
Care licensing dry cleaners. There is a requirement for repeat business assuring competence, a lack of
irreparable harm and a system unrelated to competence. Safety problems are treated by Cal-OSHA. So what
has the Board done? It has an interesting record. At its inception and for decades thereafter it focused on
price fixing attempts, eventually passing a rule requiring misdemeanor prosecution fo anyone charging less
than $1 to dryclean a suit (at a time when such a charge was profitable). Over the past decade it has revoked
the license of exactly one drycleaner. But it administers a complex entry system. Cleaners are licensed by
type, separately for three categories of clothing. The examination has little to do with competent cleaning
or pressing and is not taken by those who do the cleaning and pressing, but by licensee “owners.” But the
Board manages to keep out of the trade the majority of those who seek entry.

B. Ineffective Regulation to Ameliorate Pollution and
Hazard External Costs: Standard Setting Gone Wild

The California Administrative Code is a nightmare of detailed instructions. Boards, commissions
and agencies have engaged in rulemaking with little restraint over the past two decades. Boxing promoters
are required to file seating charts of the arenas where they hold their matches — repeating charts already on
file. Rules concerning ladders at building sites consume over ten pages. Optometrists are now required to
know CPR (a rule which interestingly was dropped for physicians by their Board). The consequences of
extremely detailed standards are well documented: individualized standards and exceptions often related to
the legal resources of the parties involved, gratuitous technology stultification, waste, misallocation, delay.

The agencies of California have not used or even considered seriously non-traditional means to
internalize external costs. The Water Resources Control Board, Cal-OSHA covering worker safety, air
pollution control agencies, et al., rely on detailed standards and traditional enforcement. The standards not
only suffer from the defects we have discussed, but they are not effectively enforced. The tendency is for
each of these systems to describe what is now through their standards.

Very few agencies, to the extent they use rulemaking, promulgate generally understood and broad
standards related to their mandate and then aggressively follow up with deterrent-producing enforcement.
Instead, a “negotiation” pattern is followed. A rule is proposed. A hearing is held. The industry raises
problems. Exceptions are drawn to meet those problems. A violation occurs. On the rare occasions where it
is detected, the violation is remedied with a warning and request to comply, which, if compliance is
difficult, will yield a request to alter the rule accordingly.
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The vast majority of standards are only distantly related to a real external harm. Those which are
have very little impact on the industry allegedly affected. Of course there are a few exceptions where there
has been some impact, but a careful review will reveal that these mostly concern what are actually equipment
standards. These have their own disadvantages, but are enforceable enough to check what otherwise might
be a degeneration of an external harm. Auto pollution control, minimum sewage treatment processes and
electrostatic scrubbers are examples.

It is a vast oversimplification to conclude that standards by an expert regulatory body should never
be used. There are criteria which can justify rulemaking, as we have discussed, especially in combination
with other mechanisms where there is irreparable harm without them, as with the regulation of physicians,
attorneys, et al. But the brunt of standard setting emanates from agencies which, as we note above, do not
need to exist in the first place. Where they do need to exist because of a real and irreparable external cost
(e.g., Cal-OSHA, pollution control), the use of incentives which continuously and completely cover external
cost production, provide relief for victims and do not misallocate resources, are not considered at the state
level.

C. Regulatory Charade: Disguised Cartels

There are numerous areas of business suffering from serious market flaws. Some of these justify
regulation at some level. But these justifications are often turned upside down by careless legislation and
deferential courts. Two massive examples involve the regulation of agriculture and of alcoholic beverages,
respectively.

In the case of agriculture, the external cost underlying initial government entry has largely turned
on market volatility. Radical supply fluctuations create serious displacement costs as some farmers lacking a
deep pocket to outlast an aberrational year are irretrievably driven out. Government intervenes to facilitate
survival of small farmers to preserve vigorous competition and to smooth out violent market fluctuations.

At the federal and state levels, farmers were allowed to collude in the marketing of their products.
These lawful cartels have functioned in federal so-called “marketing orders” to do far more than limit
external costs. They have affirmatively engaged in price-enhancing traditional cartel practices: setting
arbitrary “quality” standards and agreeing to limit the supply of their produce.

At the state level some of the same activity has occurred. Milk regulation historically, for example,
has meant the division of milk into “classes” and limitations on the quantity and use of milk by collusive
agreement of purported competitors. But most activity through state marketing orders has been to promote
their product. There is nothing wrong with any entrepreneur promoting his product. But these entrepreneurs
use the power of the state. They are able to coercively levy fees on all who produce a given product. Those
who pay the tax are quite willing to do so since it is imposed on all competitors and acts as a tax passed on
to consumers.

In California, the most active promoters are the agricultural associations promoting beef, dairy
products and avocados. The newest board is one created to promote wine ingestion financed by large scale
assessment of California vintners. Where is the external cost being ameliorated? Where is the external benefit
being conferred? The power of the state is used to collect monies and organize promotion of beef, milk,
cheese, avocados and wine. Is there any indication that the diet of Californians suffers deficiencies in these
food categories warranting public involvement in their promotion? One would have to guess that these would
probably be about the last foods any competent nutritionist would list in need of promotion, given their
current levels of ingestion.

Alcohol regulation is an example of more traditional “licensing” which is not based on a market flaw,
but which itself creates an unintended defect. Concerned about the proliferation of bars in San Francisco
during rather wild times, the state intervened to “cap” the number of liquor licenses at one per 2,500
population for on-site drinking and one per 2,000 for liquor stores. Limits were set county by county except
for those who were licensed when the limits were passed. These people were grandfathered in.
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The system is now justified on the same basis as was vertical price fixing in liquor: there is an
external cost implicit in the drinking of alcohol. Although land use controls limit the location of the bars and
stores, limiting the number of licensees makes liquor a bit more inaccessible and expensive, discouraging
consumption. (The California Supreme Court has rejected a similar argument on behalf of the fixing of resale
prices for liquor by the manufacturer.)

The result of this system is the same as with more artificial barriers, e.g., the New Motor Vehicle
Board approval system described above. It raises price. But by creating extra profit it attracts investment to
the enterprise, enhancing promotion. The value of a license increases over time, a cost which is borne by
consumers but not collected by the state. It is collected by the person selling the license. If one wishes to
discourage liquor consumption, a laudable goal conferring an indisputable external benefit, simply increase
the tax. Use the proceeds to finance alcohol abuse programs, perhaps even alcohol education efforts to
counter state-organized wine consumption promotion.

D. Fraudulent Regulation

Is there another side to the misregulation coin? Are there areas where regulation is warranted, even
to the point of comprehensive prior restraint licensing? Of course. We have mentioned medicine and law as
two areas where the alternatives at least appear to be unworkable. Where there is such an overwhelming need
for competence that we are prepared to violate the basic right of our citizenry to offer their services in the
marketplace, we should have a clear reason for doing so. Where we may have such a reason, does it guide
our regulatory system? The answer is no.

The two primary examples where the licensing alternative may be justified illustrate the irony of
prior restraints. Although we impose licensing on physicians, we confer a single all-purpose license to
“practice medicine.” Who “practices medicine?”” One may go to an internist, a urologist, a dermatologist, a
neuro-surgeon. One must have a competent urologist if one needs kidney treatment.

There is a connection between a competent urologist and the general state license, but it is very
indirect. Certainly, the licensure barrier keeps out those who are of particularly low general aptitude,
although certifying medical schools appears to do that. But there is no significant testing of any physician
even measuring to any relevant degree special competence in the area where he or she will be spending the
rest of a professional life. As far as the stafe is concerned, a urologist can perform brain surgery. Perhaps
malpractice fears (a rule of liability) or insurance requirements or private (e.g., hospital or private trade
association) certification help limit such wandering, but these controls are unrelated to licensing.

Although the medical barriers to entry are severe in difficulty, and only distantly related to actual
competence as a physician practices, there is little attention given to ensuring the competence of those who
have made the club. Malpractice judgments are not even systematically reviewed.

Unsurprisingly, very few physicians of any description have their licenses revoked for anything short
of felony drug or rape offenses.

Although the maintenance of competence in medical specialties requires constantre-education, there is
no continuing education requirement. There is no re-testing at any point. (Note that nurses are, in contrast,
required to submit to continuing education.)

Virtually an identical critique could be applied to the regulation of attorneys. No attorney practices
immigration law, estate planning, criminal defense, patent law, tax law, divorce law and antitrust law.
Attorneys may practice in more than one area competently, but no attorney can practice competently in a
substantial number of the twenty-odd specialties which have evolved. As far as the state is concerned, they
are perfectly free to do so. A patent attorney can defend a capital murder case.

The California Regulatory Law Reporter Vol. 5, No. 2 (Spring 1985) 19



The consumer expects that the onerous prior restraint of licensing assures counsel competent in the
area where there is a problem needing services. The state does not do that. As with medicine, the Bar tests
graduates on general principles unrelated to particular knowledge in most areas of actual practice. It is true
that persons with an ability to answer Bar questions will, in a very general sense, be somewhat more likely
to gain competence in a given area of practice. What the state really tests is general aptitude, not relevant
competence. A simple alternative to the massive regulatory systems in place: the required disclosure of
schools, degrees and grades of physicians and attorneys (based on hundreds of examinations) provides a far
better measure of such aptitude and some information about expertise.

As with medical regulation, the Bar does not require specialized competence of any kind, continuing
education of any variety or re-testing. And its record of policing incompetence from within the existing
profession is virtually non-existent. In California, for example, approximately 25 attorneys have their licenses
revoked annually out of over 90,000 members of the Bar. Most of these have their licenses restored in short
order. Once again, felony offenses against their own client is the basis of most of the revocation activity, such
as it is—although one attorney was recently sanctioned for writing undignified remarks about a judge in an
appellate brief.

If state determination of the right to do business is justified, given the extraordinary cost in the
sacrifice of a basic freedom, it must occur only because of an extraordinary need for competence to avoid
irreparable harm. Such a need means that the system must provide what its justification demands. This can
be expected to mean not just a scorpion’s club initiation ritual (scorpions are said to form a ring when
attacked, like a besieged wagon train, each facing their sting-inducing tail outward toward the intruder).
Justification demands proof of competence in the specific areas of practice where reliance occurs, continuing
education, periodic testing and the assiduous removal of those who do not maintain their skills.

The message conveyed here can be summarized: use prior restraints only for good and unavoidable
reason—but if the reason is there, fashion the system to it in a bona fide fashion. If competent practitioners
are critical then by God assure competent practitioners in the areas where they practice and are relied upon.

It is ironic that in the several areas where such prior restraints may be warranted, they are not applied
in good faith.

VII. HOW TO REGULATE

Assuming a good faith basis for a regulatory system, particularly one appropriate for a licensing
format, how should it be accomplished? How should it be monitored? What ancillary remedies (in addition
to licensing powers) may be appropriate? Our watchword in analyzing structure, authority and standards is
to preserve the basic check in the American system: the independence of the state. These systems exist
because the marketplace is flawed. Its restoration or substitution must be entrusted to those who can represent
the interests of the general citizenry in whose interests the intervention occurs.

A. Structure
1. Level of Regulation

State regulation may not be viable where it unduly burdens interstate commerce, or state systems
imposed with variations between states affects a highly mobile regulated group. Only a national or
international system can prevent jurisdictions from being played off against each other, to gravitate toward
the lowest common denominator. E.g., so long as Delaware offers minimal standards for incorporation, to
what degree can individual states require more? Perhaps they should not require more, but the false
competition for revenue between states is not conducive to a common rule which might ameliorate a market
flaw. To impose such a curative rule it must be adopted at a level where it can be effective and cannot be
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avoided easily.

An Athletic Commission regulating boxing cannot reasonably function where it depends for revenues
on gate tax receipts from high attraction matches and promoters can schedule events in any one of fifty
different states. Promoters simply avoid the gate taxes, boxer pension systems, or safety-orientated
regulations of any given state by seeking the state with the lowest regulatory standard.

Most regulation, however, does not unduly burden interstate commerce and does not involve a highly
mobile licensee group. Regulation may involve legitimate differences between the cultures and peoples of
the various states. Most regulation may be expected to occur at the state level.

Regulation at the local level may suffer from the same kind of destructive competition vis-a-vis the
state that state regulation may suffer vis-a-vis the federal government. Except such destructive competition
is much more likely given the relative mobility of practitioners in commerce within given states.
Furthermore, although the nation has a tradition of direct local democracy, in fact, the reality of local
government is quite different.

Local governments have been so fragmented by geography, function, and type, that direct democratic
response is limited. Although there are equivalent problems at the state level with regard to gerrymandering,
campaign contribution influence and other forms of abuse, at the local level these forms of abuse are
supplemented by the relative invisibility of local officials. Los Angeles County, for example, includes 342
special districts. Each one of these districts performs a very fundamental and important governmental task.
Special district governance at the local level accomplishes everything from mosquito abatement to parks,
education, provision of water and other essential functions.

California has 5,000 special districts, 480 cities, and 58 counties. The special district, city and county
lines do not follow rational boundaries. Drawing all of the governmental bodies within one urban county on
paper would scarcely leave an unlined area. The shapes of the districts are not compact. Cities often run in
corridors one hundred yards wide by ten miles long in order to capture a piece of tax-valuable property at
the end. The governments of special districts are sometimes elected, and often appointed. The precise
boundaries between cities and counties often go down the middle of the street, sometimes to one side,
sometimes to the other.

Surveys of citizen awareness of fundamental local government functions has revealed responses
concerning who provides basic water, trash, police and fire services approximating what one would expect
with a roll of the dice: random guesses. Although local regulation may be advisable in a system where there
is a multi-purpose government visibly governing a recognizable and compactly shaped area, that is not what
we currently have. Local government, in the area of land use, “exclusive franchises,” the letting out of
preferential contracts, et al. manifests the most egregious abuse of any level of government.

Any system of local regulation depositing in the hands of local officials the authority to decide who
should or should not practice a trade, who should or should not have a monopoly in a given enterprise, et al.,
should be accompanied by a state authorizing statute designed to systemically preclude abuses. The statute
must specify the restraints of trade to be allowed, and provide for required checks to compensate for the
absent marketplace. This minimal requirement is presumably the law of the land. The United States Supreme
Court has declared the “state” to be the antitrust gatekeeper. Before a regulatory restraint of trade can
contravene the federal antitrust statutes, the state must fulfill its obligations as sovereign. It must specifically
authorize any restraint and provide for “independent state supervision,” it cannot deliver a “blank check” to
local government.

Examples of abuse proliferate. The starkest is in the area of trash hauling, where a trade association
was able to obtain such a blank check for commercial trash hauling, normally subject to competition. The
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state law simply declared any arrangement approved by any of the 5,000 special districts, 480 cities, and 58
counties immune from antitrust exposure. The law issued such a blank check that monopolies without any
possible competition or required rate regulation and lacking even competitive bidding were permitted. Local
officials in the fragmented setting of local government could allow only one trash hauler into their
jurisdiction to service businesses, apartments and construction sites, and make that monopoly grant worth
millions of dollars. The largest firm dominating this industry is now successfully obtaining “exclusive
franchises” (monopolies) throughout the state. Such an abdication by the state creates an atmosphere ripe
for corruption as well as the violation of the most elementary principles of regulatory law.

B. Who Should Regulate

In most states, regulatory agencies consist of the trade, profession, or industry regulated. Such a
system contravenes fundamental constitutional principles. We live in a system where the most fundamental
civics concept commands that our government, the “state,” represent the people. The state does not represent
economic interests with a narrow profit stake in public policy, it represents the general public; the diffuse
interests of all of us as citizens. It represents our concerns for the environment, the future and ourselves as a
whole. We do not require governmental intervention if all it does is to replicate the functions of a private
cartel.

Those persons making decisions on behalf of the public, precisely because the public has an interest
separate and apart from the entities of profit stake interests, must have only the public at heart. It should be a
fundamental axiom of American government that those regulatory bodies making decisions on behalf of all
of us, and invoking the awesome power of the state, must not consist of those with a proprietary profit stake
in the public policies being formulated. Yet in California and in almost every state to yet a greater degree,
such is the case. By direct operation of law a majority of members of the Board of Medical Quality Assurance
in California consists of physicians. The majority of the members of the Board of Accountancy consists of
accountants. Even those boards which include “public” members count among them persons (for most
agencies they constitute a voting majority of a quorum) with a direct profit stake in the public policies being
formulated.

It is one thing for profit-stake interests to form trade associations to provide information, advice and
opinion to government decision makers. It is quite another thing for them to be the government decision
makers. Such a pattern transgresses fundamental notions of due process and cannot be tolerated in a
constitutional democracy.

What is perhaps most interesting about current state regulation throughout the nation is the likely
wholesale contravention of federal antitrust and Constitutional principles by these systems. The United States
Supreme Court threw out the attempt by the Alabama Board of Optometrists to sanction an optometrist
(Gibson v. Berryhill). The court held it violated fundamental notions fo due process to have state officials
with adjudicatory powers currently competing, however indirectly, with an object of Board enforcement.
Most recently, California courts have tentatively voided part of the New Motor Vehicle Board Act because
three of the Board’s seven members are auto dealers and are therefore institutionally biased. An amendment
was then passed precluding the vote by the dealers in any matter involving other dealers, but an appellate
court has found that their very presence on the Board taints it. Meanwhile, federal courts are requiring state
agencies which restrain trade to be immunized from federal antitrust exposure only if the state provides
independent state supervision, i.e., supervision by state officials unconnected to those with a proprietary
stake in the policies being formulated.

These precedents, if consistently and properly applied, void most of the current state regulatory
systems in all fifty states—and they do so quite rightfully.

C. Funding

Almost all regulatory agencies are “special funded.” That is, the industry or trade regulated is
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assessed charges which go into a separate fund financing the budget of the public agency regulating it. On
the surface, an industry or trade producing an external cost should not only have that cost internalized if
possible, but the cost of doing that internalization should also be internalized. However, the direct tie
between fees and budget is improper. The legislature should first decide how an industry’s or trade’s market
flaws should be addressed, determine the amount of money necessary to accomplish that end, and then and
only then attempt to assess that industry or trade an amount not too different from that cost.

There are circumstances where such assessments may not be realistic. The Athletic Commission, for
example, gains monies from gate tax receipts. Only “big” matches produce significant revenue, but promoters
will take those matches out of California to avoid taxes. Where the external benefits of a regulatory system
extend to society at large or where destructive interstate competition precludes collection, some contributions
form the general fund may be warranted.

The other side of the same issue is the tendency of the legislature to see all special funding as free.
A hidden tax without political resistance is considered no tax at all. Hence, any suggestion by a trade or
commercial association to set up a licensing system funded by themselves is viewed as a proposal without
political liability.

All monies collected from regulatory fees should go directly into the general fund. Budgets should
be drawn from the general fund based on the public interest in the expenditures to be made. Then the
legislature’s finance committees should periodically adjust fees to approximate the money being spent where
appropriate, which will usually be the case. The effect of this procedural change is to focus legislative
attention on these budgets as public expenditures—which is what they are. They should compete for priority.
And agencies should not be in the conflicting position of having to approve an unwise but revenue-producing
boxing match or another remunerative examination entry barrier in order to add new equipment or more
secretaries for their own shop. Nor should agencies be compelled to eschew removing the incompetent
because of budget constraints. The revocation of a license is an expensive proposition. Currently, agencies
pay for their own counsel, an administrative law judge and court reporter. For small agencies, the costs are
formidable. And they are a very real bar to aggressive internal “clean ups” in the rare cases where the spirit
is willing. Where budgets depend upon after-the-fact increased license renewal fees from those currently
licensed, the prospects of major increases supported by a trade to finance internal policing are not sanguine.

The funding of such regulatory bodies is one fo the few areas where Parkinson’s Law that
expenditures rise to meet income should be reversed, income should rise, after the fact, to meet expenditures.
This is a very bad idea in public works and benefits budgeting, of course, but not in the financing of
regulatory system mechanisms.

D. Bifurcation of Executive/Adjudicative

Regulatory agencies are very special legal creatures. They are given a very general mandate by the
legislative branch to address a social purpose — often defined in a single clause. For example, the Federal
Trade Commission is empowered to deal with undefined “deceptive advertising” and vaguely defined “unfair
acts in competition.” Agencies perform a major quasi-legislative role to fill in detailed meaning consonant
with their authorizing statute’s intent. Agencies “adopt rules.” And they adopt thousands of them. State
Administrative Codes now rival in extent and certainly surpass in detail the whole body of annually enacted
statutes by state legislative bodies.

Rulemaking establishes standards of behavior which are often intended to give predictability and
warning to agency action. Where there is a violation of a rule, the remedial powers of the agency may be
invoked, powers which vary from the entry of an order to halt a given practice, to revocation of one’s license
to do business.
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In enforcing its rules, the agency performs an executive function. It detects violations. It establishes
enforcement priorities. It prosecutes the case. There is no conflict between the rulemaking and enforcement
roles. But the regulatory body often fulfills yet a third role, a judicial one. For having decided to prosecute a
violation of its statute or rules, it also establishes the procedures for “hearings” on the charges. And it even
serves as judge. It may make findings of fact.

The dual prosecutorial/adjudicatory role is a troubling one in a common law adversarial system.
Certainly state Administrative Procedure Acts provide due process protection. And there is court review. But
the fact remains that the entity who made the rule and who decided to prosecute is also sitting as judge. And
court review is a very limited check given the deference paid to procedurally proper agency adjudications.

There are several ways to cure this imbalance. One is to use the Office of Attorney General or some
other independent office as prosecutor. Staff simply turns over information concerning compliance to a
separate entity with its own discretion to prosecute or not to prosecute. Another alternative for larger
agencies is to restructure the agency as Commissioner Phil Elman has suggested for the FTC and as the
California PUC has done: to bifurcate the agency staff. Those who perform as prosecutors or advocates are
separated out into their own department with separate lines of authority from the “Commission” and its
adjudicatory staff.

A more radical alternative would give a separate “Department of Consumer Affairs,” which most
states already have created, power to conduct investigations of violations and to prosecute them before the
agency.

E. Representation of Diffuse Interests

Regardless of the reforms undertaken, regulatory agencies are bound to reflect “intensity of interest.”
That is, those with their won stake in agency policy will turn their attention to its influence. Even neutral
board members will be subject to the regulatory environmental described below. Trade association advocacy
can be expected.

But since the agency exists to counter market flaws, it is critical that information and advocacy not
be dominated by those whose interests often represent the very abuses the system was established to prevent
or minimize. Several structural adjustments can facilitate a balanced consideration of the more diffuse
interests which are otherwise underrepresented.

The first measure is the creation of an adequate and structurally independent staff. The “deferred
bribe” of agency apprenticeship followed by trade employment must be precluded by terms of employment
which prohibit employment with the trade regulated for at least several years after leaving the agency.

The second structural reform is the stimulation of those diffuse interests affected by an agency’s
actions to organize and represent themselves to counter the automatically organized profit stake interests.
An agency, of course, should comply with the “sunshine” “standards of operation” discussed below. But
beyond this, an agency can implement generous standing requirements to appear before it and argue,
particularly in the rulemaking area. Proposals for de novo rulemaking should be entertained without standing
impediments.

Some agencies can go much further to allow diffuse interests to have a role. The California PUC has
allowed the Utility Consumers Action Network (UCAN) to gain access to the bills of the local utility. The
bills mailed out to ratepayers have always been financed as an expense item off the top by the ratepayers.
The proponent for access proved there was “dead” or unused space in the envelopes requiring no additional
postage. UCAN communicated with ratepayers, solicited funds, conducted elections. Over 75,000 ratepayers
have joined the organization. The voting percentage of electors in the election of the Board of Directors was
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double that of the municipal elections. The organization is now funding professional and organized advocacy
before the PUC. This organization has democratically institutionalized advocacy of an otherwise
underrepresented group. It cost the taxpayers nothing. It cost the ratepayers nothing. The regulator simply
used an available asset to facilitate more balanced advocacy before it. The requirements in the proposal for
fair elections are of special import. They assure that the advocate is a legitimate representative of the interests it
purports to represent and they remove any taint that the regulator may be favoring any particular consumer
group in allowing access.

Related to the UCAN reform is intervenor funding, allowing those who are able to represent diffuse
interests and who benefit the regulatory process, to recover costs and fees. The California PUC has laudably
adopted such a procedure.

Another structural feature which can address the profit stake vs. diffuse interest imbalance problem
is a general Office of Consumer Advocacy, either within an agency or within the larger administration. Such
an office can professionally represent diffuse interests where they are not capable of organization.

F. Proper Authority

Assuming a structure amenable to regulatory policy in the public interest, how should the authorizing
statute be framed?

1. Statutory or constitutional

The first question is where should it exist, in the State Constitution or in statutory law? The answer
is in statutory law. States nevertheless are persuaded by interest groups to put enabling provisions straight
in the most fundamental document underlying our state. In California, our sacred guarantees or free speech
and religion adjoin provisions creating a Board of Chiropractic Examiners, a Horse Racing Board, an
Athletic Commission, a Board of Osteopathic Examiners, the State Bar and the Public Utilities Commission.
One of the effects of such folly is the creation of regulatory arrogance. The State Bar contends that it is
exempt from the open meetings and public records sunshine laws of the state. The Board of Osteopathic
Examiners refused to seat two public members appointed by the Governor, contending that it did not have
to obey a statute adding two public members to its Board since it was “created in the State Constitution.” The
Athletic Commission notes that it does not have to comply with the Administrative Procedure Act.

If one were to create an exalted class of platonic regulators, this is not the crew one would assemble.
There is no need to put any regulatory system designed to address a market flaw in so basic a document as a
Constitution.

2. Specificity

The second feature of the authorizing statute, apart from its creation of only public members to make
decisions on behalf of the public, is specificity. The means assigned to compensate for a marketplace flaw
must be set forth. If one allows a created board to “license” methodone clinics, does that mean it can specify
how many staff must be on premises? How many medically qualified patients a clinic may treat? What prices
may be charged?

The law must allow for flexible response, but within some range of specified options.

3. Remedies

Confer remedies to address effectively the market flaw. The Federal Trade Commission is given the

task of policing deceptive advertising, a task impossible without deterrent punch. Its major remedy is the
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right to issue a complaint and establish a “cease and desist order.” This order takes, on the average, 4.17
years to establish where it is contested. There is no prohibition on advertising and no sanction of any kind
unless that cease and desist order is violated (or a similar one you have been served with). Since that will not
happen for 4.17 years, what is the message conveyed? Is it, do not deceptively advertise or we shall sanction
you more than you would gain? No. The message is: do whatever you want. We guarantee that we shall do
nothing to you for four years or more. Only after we get our cease and desist order in place are penalties
possible. So our remedy is actually a license to deceive — a grant of immunity.

By the same token, it is a mistake to confer only a single extreme remedy. Boards such as the
California Contractors State License Board had only the draconian power to suspend or revoke licenses for
many years. It could not fine. There was no gradient of sanctions consistent with the spectrum of wrongs it
can be expected to address. Faced with depriving someone of his livelihood or doing nothing, it usually did
nothing. Several years ago it was belatedly given the power to fine.

4. Who is regulated

The authorizing statute should define precisely what functions require licensure. The devolution of
jurisdictional authority to the agency itself under a vague mandate leads toward excessive regulation. There
is a marked tendency for boards and commissions to impose “prior restraint” licensing not only on the
fundamental profession or trade capable of alleged irreparable harm, but directly to the ancillary services
tangential to the enterprise. Hence, instead of licensing dentists and holding them responsible for their
employees, the Board chose to directly license those employees, now under the appellation “dental
auxiliaries.” Real estate brokers are responsible for any transaction conducted under a broker’s license and
are fully responsible for the actions undertaken with apparent authority by salespersons working under the
“license” of that broker. Nevertheless, the Real Estate Commissioner is licensing all salespersons, several
hundred thousand of them. The Athletic Commission, as we have noted, is an extreme example. Although
boxing promoters are fully responsible for their events, the Commission has licensed almost everyone they
employ, from announcer to ushers, to even the ticket printers.

Some of these paternalistic expansions have occurred by the legislative direction, almost always at
the behest of the trade involved. Others have been accomplished by the board or commission operating under
an excessively vague statutory charter.

Often the motivation for such expansion is the creation of a “client” group of employees by the prime
trade under regulation. Required apprenticeship as a part of licensure qualification can be a cheap source
of labor while the apprenticeship is underway. Those who presently practice the ancillary function may
support it because they will likely be grandfathered in and the licensing requirements serve as a barrier to
entry increasing the long term value of their position. Well intentioned regulators can be persuaded to
endorse expansion by a few egregious cases of abuse by these subordinates, and by a natural desire to
territorially expand-often for the most beneficent of reasons.

Authorizing statutes should confine prior restraints as narrowly as possible. If there is one trade or
profession whose members control an operation, those who are hired by that person, who have their work
reviewed necessarily by him or her, need not be separately licensed except in the most extraordinary
circumstances. The real estate broker, dentist, physician, etc. is well able to perform a far superior screening
function than the mass testing process of standard licensing. Here is the person who reviews background and
qualification carefully and individually because he or she is responsible and has both insurance and licensing
on the line. The employee must work directly with the prime licensee day by day. A failure to review, an
incompetent choice, and resulting harm to those protected by the regulatory system, can give rise to strong
sanctions against the persons who are in the best position to hire, supervise the work, judge competency.
Such a system avoids prior restraints while making responsible persons far more able to make these decisions
than any single testing procedure. License dentists, doctors, brokers, boxing promoters, contractors, and hold
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them absolutely responsible for persons operating under their respective licenses as employees or subordinate
contractors.

G. Standards of Operation

There are too many operational issues for comprehensive treatment in this forum. But two intra-
agency issues belong in any discussion of reform.

1. Sunshine

Agencies have an obligation to operate publicly. The sunshine laws of most states which require
open meetings and public records are sometimes avoided not only by those agencies with Constitutional
identity, but by others subject to the law. To comply with the spirit as well as the letter of the law, members
of small boards should not associate socially, the materials used by Board members at meetings should be
available to the audience since meetings are incomprehensible without these materials, and document
reproduction costs should be reasonable. It is remarkable how much mundane restrictions can bar public
access.

2. Entry barriers

Entry barriers are the single most troublesome agency operation. Barriers should be imposed fairly
and in a timely fashion. For example, a student attends a law school, an institution the Bar declares is
acceptable to it, where a degree is a qualification to take the Bar examination. This institution takes $6,000
to $8,000 of hard-earned money. And it takes one year of his life. The student succeeds, passes basic courses
and is promoted to a second year. The same thing occurs. Then into the third year. The student has expended
three years of his life, over $20,000 in tuition and many more thousands in lost wages and opportunities
elsewhere. But he or she is given a Juris Doctor degree. The university certifies the graduate as qualified not
only to practice (which is presumably why people go to law school), but to hold a doctorate degree. Then
the Bar flunks a large portion of those people. In California, the majority of those taking the exam are
flunked. For some of the twice-yearly exams, the passage rate has been below 40%. For many of the law
schools the passage rate is below 20%, for some consistently below 15%. Is something wrong here? To be
sure, we inveigh against the state depriving anyone of an opportunity without good reason. But if we have a
good reason to limit entry, is there any reason we lead so many down the primrose path for so long? If
we’re going to say no, why not say no a little earlier on? Why should the Bar preside over the gratuitous
tragedy of so many? Why are schools certified which achieve less than 50% passage rates, much less 20%?

To be fair, entry barriers should relate to the kind of competence consumers will be relying upon.
They should not be exercises in raising the drawbridge. Is it really necessary for an architect to know about
the contents of an Egyptian tomb?

It is amusing to hear some laud the United States Marines who saved the medical students studying
in Granada. We hailed as heroes the protectors of those important Americans. Did we do them a favor in
allowing them to continue their studies? How many are going to achieve entry into the profession they were
there to seek? They will be saved and brought home to White House gatherings, after which state medical
regulators will attempt, with predictable success, to bar their entry into the profession.

The entry process itself should somehow measure the skills and information needed to perform. Few
entry systems short of apprenticeships assure much more than a commitment to the enterprise and general

aptitude.

Perhaps one of the more fascinating examples of entry irrelevance is the real estate sales and brokers
exam. This is a multiple choice question examination. The difficulty and ambiguity of a multiple choice
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question is well known. And the questions are excellent. In fact, there are very few brokers who know the
answers to them. The exam is honed by a process of reverse natural selection. Any question successfully
answered by a majority of the examinees is dropped and a new one added. One can imagine the breed of
those which remain, year after year. So how does one pass? A series of schools send in spies who memorize
questions and answers and put together actual test questions and answers from exams going back three or
four years. Most of these questions will be on the next exam. They are memorized. The critical barrier to
entry is an ability to memorize and a willingness to pay one of the schools their substantial fee. The fee is a
barrier to entry, which the state general fund could perhaps better use.

VIII. REGULATORY OVERSIGHT: THE ENVIRONMENT

Regulation exists in a political environment. These are public agencies. They must go to the
Governor’s Department of Finance for budget approval. They must submit to scrutiny by the legislature.
They must deal with the general auditing and review agencies under the legislature and the Governor.

A. Horizontalization

The politics of regulation fully reflect what a sociologist might call the “horizontalization” of our
society. We are less a nation of owner-operators than ever before. We are increasingly a nation of
employees. We are organized around our peer groups. We identify with our peers. The prosecution of
hospital kickback schemes by this author illustrated not only the well-documented vertical alienation between
the hospital administrator and patient - but the concern of the administrator over what peer administrators
in competing institutions are thinking and doing.

Politically, the horizontalization can be seen in burgeoning trade associations, thousands of them in
Washington, D.C., and hundreds in most major state capitols. The massive, modern buildings housing the
National Coal Institute, American Petroleum Institute or the American Association of Railroads would not
be mistaken for the site of a PTA meeting.

Although we have described the counter measures which can be taken to preserve some balanced
advocacy before agencies, the campaign contribution and advocacy imbalance between profit stake interests
and the general public interest is more serious in the surrounding legislative environment. On the positive
side, the somewhat higher visibility of the legislature and possible contention between a greater mix of
interest groups does create opportunities. One might build a coalition of interest groups who are not directly
involved themselves in a given issue. If they can be persuaded to participate, they may represent a broader
interest than the legislature would otherwise hear from, on issues apart from their primary concern.

However, there are structural and practical obstacles to an independent legislature. At a practical
level most states lack even a critical mass of public interest private advocates to build a coalition. One study
of land use policies in California surveyed lobbyists before the state legislature. There were 235 representing
various profit stake interests. Two represented the general public, the taxpayer, the environment, the
consumer, the future. And where an agent for coalition building appears, it is often difficult to persuade a
narrower lobby to expend political capital on behalf of a cause outside the narrow mandate of the sponsoring
association.

B. Campaign Finance

The direct corruption of campaign contribution influence is more lethal to the integrity of the state
than is advocacy imbalance. The impact of more expensive campaigns and trade association contribution
dependence has so undermined the independence of the state that the most basic check in the American
system is in jeopardy. The solution may be politically difficult without major citizen upheaval. Only the
public financing of campaigns, with fair rules for competitors, can remove what is now, at the risk of
perceived hyperbole, nothing less than a dagger plunged into America’s breast.
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California has its quota of Lloyd Connellys, legislators who are willing to do the hard work to pierce
into state government on behalf of broader interests. It is important that public financing occur to create
more of them and to free those extant from the burden and shame of begging, however dignified it may
appear. Contributions, even among the most ethical of legislators, buys at least access. Given time
constraints on legislators, that is no small compromising commodity.

C. Oversight

What the regulatory environment needs is independent legislators with time and staff to oversee as
well as to service. Rather than the benign nonfeasance of agency attention to keep it out of the general fund
or to please a vocal constituent, there should be a schedule of oversight hearings. Each agency should have
to expect a tough set of hearings at least once every three years on its performance in what will be a relatively
more public forum than the agency’s own environment creates. At present, it must account to very few
indeed.

D. A Bold Reform: An Office of Administrative Law

One of the major oversight reforms attempted by the legislature created an Office of Administrative
Law. This was a bona fide attempt by the legislature to clean up what it believed to be excessive and
nonsensical rules by the state regulatory system. Recognizing its inability to oversee with the kind of detail
needed to have a real impact on the many agencies , it created an executive branch entity to complete the
task. As an experiment in regulatory reform, it was imaginative and bold. And it has achieved some
successes. After four years of operation it is now possible to gauge more clearly what such a body can and
cannot do responsibly.

The Office of Administrative Law was given the power to review existing rules and to approve new
rules as they are adopted. OAL consists of a staff of some twenty young attorneys. They are empowered
to use six criteria in reviewing a rule: reference, non-duplication, consistency, clarity, authority and necessity.

One can see the impact such a review may have on rulemaking. For example, conservative scholars
have quite rightly critiqued many of these agencies for ultra vires rulemaking beyond any legislative
mandate. Although there is a basis for legal challenge where an agency acts without authority, who is to sally
forth with the challenge where the licensees enjoy a cartel benefit from the rule? In fact, well under 1% of
all rules are challenged in court at all. This Office will now review each and every rule for proper authority.
That is a momentous change.

Two problems exist which independently threaten this generally thoughtful idea - each will create a
monster far worse than any abuse addressed by the new law. First, the sixth criteria, “necessity,” is
inappropriate for review by the Office. Whether a rule is “necessary” is a shorthand way of saying
“sensible,” “advisable,” “a good idea.” But the twenty attorneys who sit in the Office of Administrative Law
have no knowledge of the substance of the regulation they are reviewing. They do not attend hearings. All
they have before them is a file summarizing public comments and the agency’s response.

99 ¢

It is possible that an Office of this kind can perform an academic “legal” review of rules. It can
evaluate the statutory authority. It can address the clarity of the rule. It can survey for duplication and
consistency. But to give it the authority to reject rules because of its perception that they are not “necessary”
is a task which cannot be responsibly performed by them. This inability to second guess in ignorance is one
of the reasons courts are not allowed to overturn normally the findings of the trier of fact. Courts, as outside
parties not present at the hearings, will examine proper authority and may critique in dicta lack of clarity.
But they generally will not intrude into the expertise or fact finding of an agency. And they hesitate for good
policy reasons.
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Theoretically, the Office could argue that it merely examines the rulemaking file to make sure that
there is some factual basis for a rule. But what does this mean? Does it mean there must be some words of
justification placed after each clause in a rule? Does it matter what the words say? If it does not matter it
is a futile exercise. If it does matter, who is judging whether the words provide justification such that the
rule is “necessary” or “a good idea?” How is it making that judgement?

The eventual result of this process is two-fold. First will be the rejection of many rules which are
quite necessary because of a technical failure to include a factual justification for a provision nobody
contests. The second is the advent of gamesmanship. The agencies learn what words to use to justify what
they want to do. Since the Office of Administrative Law lacks any expertise whatever in the area, since the
process is not adversarial and the agency can provide whatever it wishes and since factual justifications exist
for everything from nuclear war (population control) to banning rock and roll music (damage to the inner
ear), a great deal of impressive-looking paperwork will be produced.

Both consequences are now occurring with a vengeance, and the net result is, as the cynics would
have predicted, far more red tape and regulatory delay than would now be the case without the reform.

The second flaw is the allowance of ex parte contacts between private parties and the Office of
Administrative Law. The Office can and will become a conduit for improper reversal of rules by those who
lost in the public forum but who now can meet secretly with officials from this Office and lodge complaints
properly rejected or never made in the public forum. The Office in California has not only allowed such
improper contacts, it has at least historically encouraged them.

The Office of Administrative Law idea is a reform of some promise if properly harnessed, and of
great danger if not itself reformed.

IX. CONCLUSION

A first imperative is to articulate a defensible theory on which to base a regulatory system. The state
must identify the flaw to be addressed, and specify a means of amelioration precisely addressing it.

We have created some 60 regulatory agencies in California. They operate largely invisibly, with
little legislative or public scrutiny. Many operate where there is no significant market flaw to address or
consumer benefit resulting. We have expanded existing regulatory agencies into areas where they have no
business. Where we have regulatory agencies with a legitimate purpose and a real market flaw to address,
we have avoided that task in favor of cartel practices. And we have the system dominated by those with a
narrow profit stake in the public policies they are adopting and imposing on all of us with the force of the
law and in the name of the state.

While creating paternalistic rules and raising barriers to entry, few of the boards or commissions in
the State of California, even those covering professions which create irreparable harm and whose regulation
can be justified, have attempted to remove those currently practicing who are incompetent and who create
that irreparable harm.

And the agencies continue to expand and new ones to proliferate. More and more trades and
businesses are falling under the rule of “prior restraint.” Alternatives are unexamined. We can be a
psychologist when and if the state tells us we can, and what is worse, the Committee deciding consists largely
of psychologists.

The Soviet system is comprehensive in its stultification. There, prior restraint does not require
market flaw justification. It is presumed. And the system has the one failure which has long been anathema
to the American experiment: a lack of checks and balances. In socialism there is no check between the state
and the means of production. The state owns and operates the means of production. There is one system
evolving here which is perhaps worse, and just an inimical to American principles; a system where that check is
also obviated, except the means of production own and operate the state.
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Chart A

Flaw Societal Response

1. Natural Monopoly . Structural Change to Restore Market
. Maximum Rate Regulation/Management

. Government Ownership

IL. Scarcity . Market Sale
. Qualification
. First Come

. Line

III. Adhesion/Imperfect Information 1. Structural Change
2. Consumer Education
3. Disclosure Requirements with Nonmechanical Remedy
4. Certification by the State
5. Regulation by Permit with Rulemaking
IV. External Costs
A. Damages 1. Internalize through Required Tie-In
2. Internalize by Tax Transfer
3. Internalize by Marketing Rights Sale
4. Equipment Standards
5. Harm or Output Standards
6. Internalize by Judicial Assessment by:
a. Rule of Liability

b. Procedural Reform

B. Damages with Possible 1. Bonding/Insurance Requirement
Inability to Assess/Collect

2. Preliminary Relief

C. Damages with Health and . Mechanical Tie-In by Statute
Safety Irreparable Harm
2. Straight Civil Prohibition with Preliminary Relief

3. Public Prosecution (Civil/Criminal)

4. License Revocation
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Chart B

California Flaws

List of Agencies

12

Board of Accountancy

Board of Architectural Examiners

Athletic Commission

Bureau of Automotive Repair

Board of Barber Examiners

Board of Behavioral Science Examiners

Cemetery Board

Bufeau

of Collection and Investigative Services

? Co

htragtors

State License Board

Board of Cosmetology

Board of Dental Examiners

Bureau of Electronic and Appliance Repair

Board of Fabric Care

Board of Funeral Directors and Embalmers

Board of Registration for Geologists and Geophysicists

Board of Guide Dogs for the Blind

Bureau of Home Furnishings

Board of Landscape Architects

Board of Medical Quality Assurance

Acu

bungture

Examining Committee

Heaq

ring|Aid

Dispensers Examining Committee

Physical Therapy Examining Committee

Physician’s Assistants Examining Committee

Podiatry Examining Committee

Psychology Examining Committee

Speech Pathology and Audiology Examining Committee

Board of Examiners of Nursing Home Administrators

Board of Optometry

Bureau of Personnel Services

Board of Pharmacy

Board of Registration for Professional Engineers and Land
Surveyors

Board of Registered Nursing

Board of Certified Shorthand Reporters

Structural Pest Control Board

Tax Preparer Program

Board

of Examiners in Veterinary Medicine

Boar{d of’

Vocational Nurse & Psychiatric Technician Examiners

partrpent

of Alcoholic Beverage Control

Banking Department

Department of Corporations

Departpent

of Insurance

DEpar

menft of Real

Estate

2
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Chart B (cont’d)

California Flaws

List of Agencies

Department of Savings and Loan ?

Cal-OSHA

Department of Food and Agriculture

Office of Statewide Health Planning and Development ?

Air Resources Board

California Waste Management Board ?

Coastal Commission ?

Department of Fish and Game ?

Board of Forestry ? 21?

Water Resources Control Board

Auctioneer Commission ?

Board of Chiropractic Examiners ?

Energy Commission

Horse Racing Board

New Motor Vehicle Board

Board of Osteopathic Examiners

Public Utilities Commission ? ?

State Bar of California ?

Agency Wholly Unnecessary

Regulation Excessively Detailed

Regulation Cartel Oriented

Agency Dominated by Profit Stake Interests

Agency Includes Profit Stake Interests

Agency Purposes Addressable By Non Regulatory Measures

Agency Has Inadequate Practical Remedies to Accomplish Regulatory Purpose
Inadequately Staffed to Supervise Trade (Assuming Agency Justified)

9. Excessive or Irrational Barriers to Entry

10. Inadequate Quality Control of Existing Businesses/Tradesmen (Assuming Agency Justified)
11. Regulation at Wrong Level of Government

12. Wrongly in Constitution

NN R DD =
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November 10, 2015

Honorable Jerry Hill, Chair, and Members
Senate Committee on Business, Professions and Economic Development
Sacramento, CA 95814

Honorable Susan Bonilla, Chair, and Members
Assembly Committee on Business and Professions
Sacramento, CA 95814

Re:  Follow-Up to October 22 Informational Hearing on Revised Structure
of State Regulation Compelled by the U.S. Supreme Court’s decision in
North Carolina State Board of Dental Examiners v. FTC

Dear Chairs Hill and Bonilla, and Honorable Committee Members:

I write to thank you for holding this important hearing of both committees on the impact of the
U.S. Supreme Court’s seminal decision in North Carolina State Board of Dental Examiners v.
Federal Trade Commission (February 25, 2015) (hereinafter “ North Carolina”), and for
allowing the Center for Public Interest Law (CPIL) to contribute to it. This letter supplements
the written handout that CPIL submitted at the October 22 hearing (which is attached).

I also write to correct some errors in the testimony you heard, and to clarify some confusion
reflected in questions and discussion. Such confusion is understandable given the complexity of
federal antitrust law and the “state action immunity” doctrine here at issue. But appreciating the
radically altered law following this decision and its implications is properly a high priority for all
of us. Failure to accomplish “sovereign status” for Department of Consumer Affairs (DCA)
regulatory boards subjects board members and the state treasury to serious liability. And — as
discussed below — such liability is not hypothetical; nor may approval by the legislature, agencies,
or the California Supreme Court resolve the difficulty, because the application of federal
antitrust law supersedes state jurisdiction on this question.

CPIL is familiar with this issue as an active monitor of California regulatory boards for the last
35 years, including attendance at the meetings of most major DCA boards by our law students
and staff. CPIL is also familiar with antitrust law and policy.! And CPIL has also been active in

! Recently, CPIL successfully litigated a federal antitrust action against a California agency that was facilitating
price-fixing — a per se antitrust violation — by the rental car industry. See Shames v. California Travel and
Tourism Commission, et. al, 626 F.3d 1079 (9th Cir. 2010).

Center for Public Interest Law

5998 Alcala Park, San Diego, CA 92110-2492 m Phone: (619) 260-4806 m Fax: (619) 260-4753
1107 Ninth Street, Suite 880, Sacramento, CA 95814 m Phone: (916) 844-5646

www.cpil.org



auditing the enforcement programs of three state agencies (the State Bar, the Medical Board, and
the Contractors’ State License Board) as “enforcement monitors” under prior legislation. My
own background with the antitrust/regulatory interface includes nine years of litigation as a state
and federal antitrust prosecutor, publications in the field,? service as a member and chair of the
California Athletic Commission, sponsorship and drafting of part of the state’s Unfair Competition
Law,’ and teaching antitrust law at the University of San Diego School of Law, the National
College of District Attorneys and the U.S. Supreme Court’s National Judicial College training state
court judges.

I write to provide you with an overview of the kinds of decisions by boards that constitute antitrust
violations, and to advise you that neither the existing authority of the Office of Administrative Law
(OAL), the DCA Director, nor that of other board “advisors” constitutes “active state supervision”
of regulatory board acts and decisions, as required by North Carolina. Finally, I will summarize
CPIL’s suggested approaches for compliance with North Carolina, and the reasons therefor. In
particular, I will discuss why an “active state supervision” mechanism might be efficiently
incorporated into the existing OAL.

I. THE UNDERLYING PROBLEM BRIEFLY STATED

Federal antitrust law prohibits “combinations” (including agreements among competitors) that
unreasonably “restrain trade.” Some federal antitrust violations are deemed so destructive to
competition that they are deemed “per se violations” — meaning that if the offense is proven to
have occurred, no defense or argument regarding the reasonableness of the violation is permitted.
Price-fixing (an expansive violation prohibiting any agreement among competitors that affects
the price of products or services or restricts supply so as to artificially raise prices) is a per se
antitrust violation, as is a “group boycott” (a group agreement to exclude a competitor).

Most DCA occupational licensing boards are controlled by licensees of that board who agree to
take actions that “restrain trade.” The most common restraint of trade exercised by every DCA
board is to create entry standards for licensure.* These entry conditions necessarily limit supply.
They decide who is allowed to practice a trade or profession and who is excluded, with the force
of law. DCA board members revoke licenses, specify how licensees are to practice, and control
supply by limiting entry into the profession or market. These acts — if committed by a cartel or
any private grouping of competitors — would be per se antitrust violations under federal law.

2 See, e.g., California White Collar Crime and Business Litigation (with Thomas A. Papageorge) (Tower Publishing,
Fourth Edition, 2013).

3 1 contributed to four bills authored by Alan Sieroty in the 1970s which amended the previous Civil Code section
3369 and created most of what is now section 17200 et seq. of the Business and Professions Code (the Unfair
Competition Law).

4 Of course, CPIL supports such requirements where they are connected to their intended rationale (e.g., the assurance
of competence of practitioners, particularly where involving possible irreparable harm — as with a surgeon or others
upon whom the public must rely).



In a series of decisions starting with Parker v. Brown,® the U.S. Supreme Court ruled that federal
antitrust laws do not apply to a state when it acts anticompetitively, provided that two conditions
are met: (1) the anticompetitive action must be clearly authorized and affirmatively expressed in
state law or policy; and (2) the anticompetitive action must be actively supervised by the state
itself. If it met that two-pronged test, a state board alleged to have acted anticompetitively could
claim so-called “state action immunity.” In North Carolina, however, the Court held that a
board controlled by “active market participants” in the profession regulated by that board may
not claim “state action immunity” to charges of anticompetitive conduct. “State action
immunity” is imperative. Thus, this holding appears to leave states with two options: (1)
discontinue their historical practice of stacking state regulatory boards with a controlling number
of licensees who thus control their own regulation, and/or (2) create a legitimate “active state
supervision” mechanism that is authorized to review, veto, and modify acts of state boards that
are controlled by “active market participants.”

The October 22 informational hearing included much discussion of the “reasonable” character of
DCA board members and their general mindset to only fashion restraints that benefit the public
interest. Indeed, the DCA witnesses repeatedly cited the “training” of board members as providing
such assurance. DCA and the Attorney General’s representative at the hearing appeared to opine
that minor technical changes to the DCA Director’s authority would likely create compliance with
the North Carolina decision. Regrettably, these contentions are in error.

Critically, and contrary to the discussion at the hearing, there is no such thing as a “reasonable
price-fix by horizontal competitors.” Most DCA boards are controlled by licensees who are
technically competitors, and they engage in per se antitrust violations every day. No defense
based on the “reasonableness” of the restraint or any of the other factors discussed at length at
the hearing are permitted or admissible.® Neither the strong merits of the restraint nor the
designation of state official titles to those making the decision constitutes a defense. And to
repeat for emphasis, it does not matter that board members or the DCA Director (or any other state
official) believe in good faith that a restraint is in the public interest, or even that we agree with
them. This was the point being made by CPIL’s Ed Howard at the hearing. We want some
restraints on entry (albeit tied to a proper rationale); we want boards to excise licensees who have
become incompetent or negligent; we want board members to feel safe in properly regulating a
trade in the public interest. We want to restore “sovereign status” to DCA’s boards so they can
claim “state action immunity” when they are alleged to have acted anticompetitively. Consistent
with the North Carolina holding, and to ensure that status, the legislature must either reconfigure
the composition of most DCA boards or impose an “active state supervision” mechanism that
can review and veto anticompetitive acts of boards that continue to be controlled by “active market
participants.” That purpose of that review is to ensure that these decisions are, in fact, made by
public officials representing the broad interests of the public. ’

5317 U.S. 341 (1943).

6 See, e.g., U.S. v. Socony-Vacuum Oil, 310 U.S. 150, 224 (1940) (“Whatever economic justification particular price-
fixing agreements may be thought to have, the law does not permit an inquiry into their reasonableness. They are all
banned...”).

7 We understand that the October 22 hearing, and the jurisdiction of these committees, is limited to DCA boards.
But we reiterate for the record that the decision is equally applicable to the State Bar Board of Trustees (BOT) and
to other non-DCA boards that are controlled by “active market participants.” The BOT is controlled by a



II. THE BASICS

We briefly and respectfully correct the record as to several comments and assertions
made at the October 22 informational hearing:

e The Holding Applies to California. Several hearing participants commented that the
facts of the North Carolina case, including the nature of its dental board and the enforcement
actions it undertook, differ from the situation in California. The implication was that the
decision may not even apply to our state.® However, this seminal 6-3 U.S. Supreme Court decision
has a clearly stated holding applicable to every state in the nation.’ The Court explicitly stated that
state boards regulating trades and professions throughout the country will not enjoy “state action
immunity” from federal antitrust scrutiny if they are controlled by “active market participants in
the trade regulated,” unless they are subject to “active state supervision.” The specific
distinguishing features of North Carolina dental regulation and its alleged violation do not limit
the categorically stated requirements of the holding. This is not a narrow “as applied” decision.
It spells out the elements necessary for a state board to obtain “sovereign status” and qualification
for “state action” exemption from federal antitrust law. To argue otherwise is similar to
contending that California police officers do not have to afford Miranda warnings because they
are highly disparate from the Arizona police officers whose conduct framed that holding. Our
police officers could be practicing priests and penitents — and it would not matter.

supermajority (13—6) of practicing attorneys, and six of the Board’s 13 attorney members are — like the dentists on
the North Carolina Board of Dental Examiners — elected to the Board by their peers. The Bar has contended that it
is supervised by the California Supreme Court. While the Court does in fact review the Bar’s changes to the Rules
of Professional Conduct and is empowered to review all disciplinary actions of the State Bar Court, the Court is not
required to review any Bar action for anticompetitive effect. Inasmuch as the Bar is part of the judicial branch,
perhaps the Judiciary Committees will need to explore appropriate means of compliance with the holding in North
Carolina.

8 Some hearing participants mentioned the “morass” that the decision might cause. That characterization was
contained in the dissenting opinion of Justices Alito, Scalia, and Thomas. The dissent is irrelevant. The majority
decision is the law.

 To quote the decision: “The Board argues entities designated by the States as agencies are exempt from Midcal’s
second requirement. That premise cannot be reconciled with the Court’s repeated conclusion that the need for
supervision turns not on the formal designation given by States to regulators but on the risk that active market
participants will pursue private interests in restraining trade. State agencies controlled by active market participants,
who possess singularly strong private interests, pose the very risk of self-dealing Midcal’s supervision requirement
was created to address. ... This conclusion does not question the good faith of state officers but rather is an assessment
of the structural risk of market participants’ confusing their own interests with the State’s policy goals.

... The similarities between agencies controlled by active market participants and private trade associations are not
eliminated simply because the former are given a formal designation by the State, vested with a measure of
government power, and required to follow some procedural rules. .... When a State empowers a group of active
market participants to decide who can participate in its market, and on what terms, the need for supervision is
manifest. ... The Court holds today that a state board on which a controlling number of decisionmakers are active
market participants in the occupation the board regulates must satisfy Midcal’s active supervision requirement in
order to invoke state-action antitrust immunity.” North Carolina}plain , 135 S.Ct. at 1113—15 (internal citations
omitted) (emphasis added).



e The Holding is Unambiguous: If California Wishes to Preserve the Current
Composition of its Occupational Licensing Boards, It Must Create an Oversight
Mechanism that is Authorized to Exercise “Active State Supervision” for Anticompetitive
Effect. The Court explicitly asserted the prohibition on “active market participant” control of
state regulatory boards, and did not choose to make the method of selection of board members a
factor. Where such active market participants control decisions, “active state supervision” for
anticompetitive impact is required. Justice Kennedy noted that some flexibility exists as to the
“how” of that supervision. But he also set forth minimum elements that any such independent
review must have, including specific examination for anticompetitive effect by a non-market
participant person or group, and clear authority to “veto or modify” board decisions.
Importantly, he expressly provided that the state’s review for anticompetitive impact must not be
pro forma.'® That is important and is well illustrated in one case not discussed at the hearing but
cited repeatedly by the Court in the North Carolina decision — the leading antitrust case of
Midcal.'" In that case, the U.S. Supreme Court looked at an “active state supervision”
arrangement — and it happened to be at a California agency. It involved the review of price
schedules submitted by wine producers and wholesalers. California’s Department of Alcoholic
Beverage Control had clear power to review and reject such price schedules, and in fact did review
all such prices, but it generally rubberstamped them; it did not change or examine them
substantively in depth.!? The Court rejected such review as inadequate in that case, and
reinforced that message repeatedly in the North Carolina decision. Interestingly, the recent FTC
Staff Guidance on application of this case'> — a somewhat more complete advisory than the
opinions issued by Legislative Counsel'* or the California Attorney General'> — advises
information-gathering, data collection, public hearings, and written decisions as part of that
element.'®

19 To quote the decision: “[The question is whether the State’s review mechanisms provide ‘realistic assurance’ that a
nonsovereign actor’s anticompetitive conduct ‘promotes state policy, rather than merely the party’s individual
interests.” ... The Court has identified only a few constant requirements of active supervision: The supervisor must
review the substance of the anticompetitive decision, not merely the procedures followed to produce it [;] ... the
supervisor must have the power to veto or modify particular decisions to ensure they accord with state policy...; and
the ‘mere potential for state supervision is not an adequate substitute for a decision by the State[.]’ Further, the state
supervisor may not itself be an active market participant.” North Carolina, 135 S.Ct. At 1116 (internal citations
omitted).

"' California Retail Liquor Delears Ass 'n v. Midcal Aluminum, Inc., 445 U.S. 97 (1980).

12 “The State neither establishes prices nor reviews the reasonableness of the price schedules; nor does it regulate the
terms of fair trade contracts. The State does not monitor market conditions or engage in any ‘pointed
reexamination’ of the program. The national policy in favor of competition cannot be thwarted by casting such a

gauzy cloak of state involvement over what is essentially a private price-fixing arrangement.” Midcal, 445 U.S. at
105-06.

13 Federal Trade Commission Bureau of Competition, FTC Staff Guidance on Active Supervision of State Regulatory
Boards Controlled by Market Participants (October 2015).

14 Legislative Counsel Bureau, California Legislature, Antitrust Liability: State-Action Immunity, #1509722 (July 15,
2015).

15 Attorney General’s Opinion 15-402 (Sept. 10, 2015).

16 FTC Staff Guidance, supra note 13, at 10-11.



III. CALIFORNIA ADMINISTRATIVE LAW AND PROCEDURES DO NOT
ENSURE “ACTIVE STATE SUPERVISION” OF REGULATORY BOARD
ACTIONS FOR ANTICOMPETITIVE EFFECT

Many participants at the October 22 informational hearing surprisingly opined that California’s
current processes and supervision mechanisms already afford “active state supervision” of
regulatory board decisions and actions for anticompetitive impact. Regrettably, that judgment is
not close to accurate.

e The Current Authority of the Office of Administrative Law to Review Board
Rulemaking Does Not Constitute “Active State Supervision” for Anticompetitive Effect.
The Attorney General’s Opinion draws the unfounded conclusion that the rulemaking process
governed by the Administrative Procedure Act (APA)!” and overseen by the Office of
Administrative Law (OAL) “is a fairly safe area for board members, because of the public
notice, written justification, [DCA] Director review, and review by the Office of Administrative
Law....”'® Although the Attorney General is correct in that the APA rulemaking process is
replete with “review” by non-“active market participants,” none of those reviewers is required to,
tasked with, authorized to, or trained to review for anticompetitive impact; further, none of them
are empowered to “modify” board regulations, as explicitly required by North Carolina. OAL’s
six areas of specified review do not include “anticompetitive” effects at all, nor is it qualified to
make such determinations. And while OAL may reject board regulations, it may not modify
them. We discuss this issue further below, and outline our proposed changes to the structure of
OAL and the APA rulemaking process to efficiently incorporate a review mechanism for
anticompetitive impact.

e The Current Authority of the DCA Director Does Not Constitute “Active State
Supervision” for Anticompetitive Effect. The informational hearing included the
acknowledgment by the attending Deputy Attorney General that the current authority of the
DCA Director does not satisfy the “active state supervision” requirements of the North Carolina
decision. He is correct. The Deputy Attorney General noted two deficiencies: (a) the Director’s
review does not include all of the various categories of board acts and decisions related to licensing
examinations and requirements that form the heart of the per se antitrust offense often at issue;
and (b) the Director does not have the unfettered power to make final decisions in his review
function, but may be overridden by boards controlled by “active market participants.” Both of
these objections are warranted. But they do not reach numerous other deficiencies that clearly
defeat any assertion that the DCA Director exerts “active state supervision” of DCA board
acts and decisions.

The relevant points not clearly made at the hearing by counsel for the Attorney General or DCA
include the following:

17 Gov’t Code § 11340 et seq.

18 Attorney General’s Opinion No. 15-402 at 8.



1) While the DCA Director is authorized to review and reject board rulemaking,'’
the Director is not required to review such rulemaking for anticompetitive effect,
as North Carolina requires. Nor is the DCA Director necessarily an expert in
economics, antitrust law, or other field that might qualify him/her to recognize
and meaningfully review any board act or decision for anticompetitive effect.’

2) Further, the DCA Director is not authorized to “modify” such regulations, as
North Carolina requires. 135 S.Ct. at 1116.

3) Several categories of rulemaking involving per se antitrust violations are exempt
from the DCA Director’s review.?! And, as noted by the Deputy Attorney
General, a Director’s veto of board regulations may be overridden by a
unanimous vote of the usually “active market participant”-controlled board.??

4) The DCA Director’s “review” authority under Business and Professions Code
section 313.1 is limited to rulemaking. Most board acts and decisions do not require
rulemaking, and no statute cited in the Attorney General’s Opinion®’ either
authorizes the DCA Director to review, amend, or modify non-rulemaking board
acts and decisions for anticompetitive effect, or requires him/her to review such
non-rulemaking acts and decisions for anticompetitive effect, as North Carolina
requires. Indeed, the issuance of cease and desist letters (the very offending conduct
at issue in North Carolina) are not subject to DCA (or OAL) review under the
present scheme.

The statutes at Business and Professions Code section 300 et seq. merely authorize the DCA
Director to inquire into many aspects of DCA board activity and decisionmaking. They do not
require the Director to review any board act or decision for anticompetitive impact, nor do they
authorize the Director to overturn or modify any non-rulemaking act or decision due to
anticompetitive effect. DCA boards are called “semi-autonomous” for a reason: With the sole
exception of rulemaking that is not related to licensing exams, licensing requirements, or fees,
boards make the final decision and the DCA Director is powerless to “veto or modify” any such
decision, as is required by North Carolina.**

19 Bus. & Prof. Code § 313.1.

20 Indeed, Business and Professions Code sections 150 and 151 contain no substantive qualifications for individuals
who may be appointed as DCA Director by the Governor.

2l Bus. & Prof. Code § 313.1; the Director is not authorized to review and/or reject regulations “relating to
examinations and qualifications for licensure,” or “fee changes proposed or promulgated by any of the boards,
commissions, or committees within the department.”

22 Bus. & Prof. Code § 313.1(e)(3).

23 See Attorney General’s Opinion No. 15-402, notes 43-56.

24 In any event, the authorities set forth in Business and Professions Code section 300 et seq. are rarely exercised by
the DCA Director. CPIL has been observing DCA boards for 35 years, longer than anyone currently at DCA and/or



Underlining these points is the testimony of the DCA Director at the informational hearing. It
included reassurances (repeated by others) that California is a model state that really does not need
to change anything. He cited the fact that board members are being trained about the North
Carolina decision and about the boards’ statutory priority for public protection. In fact, the
Director conceded that he has never rejected or changed a single decision made by any DCA
board or program during his tenure, and is unaware of any such action over the past decade.

Thus, existing law and DCA practice do not constitute “active state supervision” of regulatory
board decisions for anticompetitive impact. Obviously, and as was discussed at the hearing, the
statutes conferring (and restricting) the DCA Director’s authority as to the semi-autonomous boards
within the Department could be amended. However, it will not be enough to simply allow
the Director to review examination, licensing, and other regulations where he/she is currently
foreclosed, or to give him/her the theoretical power to reject or modify a regulation without
board override. The many statutes cited in the Attorney General’s Opinion would have to be
amended to require DCA Director review of all acts and decision of all of the Department’s
boards for anticompetitive effect, and to further authorize the Director to “veto or modify” such
acts and decisions prior to their effective date. Some of these changes might be helpful, but —
as described below — CPIL believes that the “active state supervision” requirement might more
efficiently be incorporated into the existing Office of Administrative Law, which already reviews
all rulemaking of all DCA boards and could be supplemented to incorporate review (upon
appeal or request) of non-rulemaking acts and decisions of DCA boards for anticompetitive
effect.

e Interaction with DCA Boards by the Attorney General, DCA Attorneys, Board
Executive Officers, and/or the Legislature is Inadequate to Provide “Active State
Supervision” of Board Actions for Anticompetitive Effect. The hearing included contentions
that various advisors, counsel, the legislature, board executive officers, and/or other non-“active
market participants” can and do provide the requisite “active state supervision” over board acts and
decisions. The first grouping so identified was attorneys, either those from DCA or from the
Attorney General’s Office. Counsel properly discouraged such a conclusion at the hearing.
These attorneys represent boards as their clients. They have a fiduciary duty to each such client.
To be sure, the Attorney General is the chief law enforcement officer of the State and has other
over-arching obligations. But these attorneys have conflicts that would prevent them from
assuming this “supervision” role. In addition, they lack expertise and obviously do not have the

on staff of the legislative committees, and the use of these authorities is exceedingly rare. DCA Interim Director
Patricia Harris convened public hearings on the enforcement program of the Board of Registered Nursing in 2009
after that Los Angeles Times published a series of embarrassing articles about the program. DCA Director Kathleen
Hamilton convened a series of public hearings on DCA’s complaint disclosure policy in 2001. In 1999, DCA
Director Jim Conran required the Medical Board to hold a series of public hearings on MBC’s enforcement program
in response to a scathing audit of the program; the audit was prompted by complaints to Conran by Medical Board
investigators that Board members and senior management were instructing them to throw out complaints rather than
investigate them. In the early 1990s, Conran also confronted the Board of Landscape Architects over its use of a
national licensing examination with a 6% pass rate. Over the past fifteen years, we can count on one hand the
number of times that a DCA Director has vetoed board rulemaking. Regrettably, these authorities are ephemeral and
are rarely exercised because DCA lacks general fund money to run an active consumer protection and education
program. Little Hoover Commission, Consumer Protection: A Quality of Life Investment (June 1998).



authority to reject or modify a board decision. Counsel does not make substantive decisions.
His/her recourse — should an agency seek to commit unlawful acts — is to withdraw as counsel.

For similar reasons, board executive officers cannot possibly perform “active state
supervision” of board acts and decisions. Executive officers serve at the pleasure of the board
members who selected them. They are not even decisionmakers; their job is to carry out the
policy decisions of the boards at whose pleasure they serve — a board that is usually controlled
by active market participants in the profession regulated by that board. Nor is the legislature in a
position to provide such supervision. Certainly its “sunset review” process is important — perhaps
a model for legislative review nationally — but it typically occurs every four years. Thus, the
legislature is not in a position to examine decisions before they take effect (as North Carolina
requires), and otherwise lacks a mechanism to provide detailed restraint of trade review.

IV.  OTHER ERRORS / OMISSIONS AT THE OCTOBER 22 HEARING

In addition to the misunderstanding of the basics — the explicit requirement of “active state
supervision” where there is “active market participant” control — the hearing included numerous
arguments and discussion that reflect a misunderstanding of basic, applicable law.

e Training of Board Members is Admirable but Irrelevant to Compliance. There
was much discussion at the October 22 hearing about how the holding in this decision is being
addressed through the training of board members. Such training has undoubted merit but, as
discussed above, is irrelevant to the liability at issue. It does not provide a defense to antitrust
liability in any way, shape, or form. The Supreme Court did not state that “active market
participants may control public policy on behalf of the People if they have been instructed by
state officials to defer their proprietary gain in favor of the public good.” As the applicable
quotes from the decision in the notes above provide, this is a bright-line, categorical prohibition.

e The Characterization of a Violation as “In the Public Interest” Does Not Provide
Immunity, Particularly for Core Agency Decisions that Are Per Se Antitrust Offenses. The
hearing included much discussion about how some antitrust violations are permitted, and that
“reasonable restraints” are lawful. As noted above, that discussion reflects a misunderstanding
of the antitrust law prohibition — particularly the per se categories often involved in agency
actions. As noted, if a restraint (including the price-fixing of supply control) is per se, it is
automatically unreasonable. Assertions and/or defenses that “it is really a good idea” or “the
public will benefit” are irrelevant.

As CPIL’s Ed Howard repeated at the hearing, CPIL wants boards to make decisions that will be
necessarily per se violations of antitrust law. To be sure, we want boards to focus on the needed
competence for public protection, and not on collateral motivations or effects. Our own experience
over the last 35 years, consistent with the holding of this case, is that those in the trade or
profession have a self-interested view of entry and other market rules. Sometimes that view is
consonant with the public interest. But not always. And the broader perspective that they may
understandably not recognize exists in large measure without discussion or even



recognition.?> Do the entry criteria really assure competence? What is the pass rate on the
licensing examination? What is the impact of supply limitations on prices? Does the filtering
that takes place relate to its purpose? How closely? These are the considerations that underlie
the state’s proper decisions about supply controls that restrain trade.

The problem is that those in a trade or profession often make tribal assumptions based on
common empathy lines. The solution is not to delegate state police power to a self-interested
grouping — particularly where such associations have organized to an unprecedented degree in
state capitols and in Washington, D.C. — but to draw upon the needed and applicable expertise
they or their members may have while giving decisionmaking power to those reflecting the general
body politic that is properly the bedrock of a democracy.?®

e Valuable Expertise Can Contribute to Decisions Without Ceding Control to a
Cartel. The discussion at the hearing repeatedly emphasized the value that “active market
participants” can contribute to board decisionmaking given their expertise in the subject matter.
We agree that expertise is important. It allows the consideration of unintended consequences
and the full understanding of what may or may not work. But this discussion inflates the benefit
of expertise over the issue of state policy control by self-interested participants. There are many
ways to avail a board of the expertise of the neurosurgeon or accountant without vesting unto
that grouping the power of the State. Perhaps a public member supermajority board could be
assisted by a non-voting advisory committee of “active market participants.” Or perhaps we
should simply recognize that active market participants and their trade associations already heavily
lobby board members, attend all board meetings, and offer their expertise as a matter of course.
We may want a good CPA to advise on the consequences of various levels of ignorance or on
effective ways to test for competence, but may not want a group of CPAs to determine exactly
how many new CPA entrants there will be to enhance supply and diminish their market power and
hourly rates.

Moreover, not all expertise is the same. Expertise is most valuable where it is “on point.” The
notion that a physician member of the Medical Board who is a psychiatrist will know the details of
optimum practice as a dermatologist is dubious. The assumption that all physicians are beknighted
with in-depth knowledge of all specialties of medicine is unfounded, and the same

25 Justice Kennedy recognized this dynamic: “Limits on state-action immunity are most essential when the State
seeks to delegate its regulatory power to active market participants, for established ethical standards may blend
with private anticompetitive motives in a way difficult even for market participants to discern. Dual allegiances
are not always apparent to an actor.” North Carolina, 135 S.Ct. at 1111 (emphasis added).

26 Note that the hearing focused on medical and accounting regulation where incompetence means irreparable harm.
Many DCA boards are not so essential to public protection; barbers, landscape architects, and others do not pose the
same level of irreparable harm danger as may be the case with a surgeon. And those sophisticated consumers who
hire geophysicists or petroleum engineers arguably do not require the state to assure competence. The motivation
for most agencies is a mix of public protection and proprietary tribalism. We agree that the trade association board
members are not necessarily venal actors attempting maximum revenue and protection from competition. They
certainly do not believe that is what they are about. But there is a substantial difference between the views of a trade
association and those that might arise from a more generalist background. The trick is to combine expertise and
independence for an optimum outcome. The North Carolina decision has drawn a bright line to assure some
balance in those judgments by foreclosing unilateral “active market participant” control.
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holds true today for most trades and professions. Many are divided into separate areas of expertise.
Indeed, the Medical Board recognizes this need by using multiple lists of “medical consultants”
in various specialties to advise it on a number of levels. There are ways to tap “on point” expertise
that more fully provide that benefit without conferring control of the final decision on active market
participants.

e The Contention that Board Discipline Decisions are Currently Subject to “Active
State Supervision” For Anticompetitive Effect is Without Merit. DCA witnesses
distinguished board enforcement action from rulemaking, contending that the former is currently
subject to “active state supervision.”?” The discussion included the facts that a board’s executive
officer controls the prosecution decision, a deputy attorney general is involved at the initial stage
of accusation filing, the matter is set for hearing before an independent administrative law judge,
and judicial review outside the board is available to all disciplined respondents. However, these
elements do not qualify as “active state supervision” of enforcement decisions for
anticompetitive effect. First, as noted above, the executive officer serves at the pleasure of the
board.?® Second, the deputy attorney general is counsel for the board — which is the moving
party in disciplinary proceedings. It is possible that counsel could refuse to prosecute an individual
case, but that is not a realistic check. The deputy attorney general is not in a position to determine
prosecution priorities or penalties. Nor does he/she necessarily have expertise in the subject
matter of the required review, nor has the Attorney General’s Office ever — to our knowledge —
examined any agency decision in terms of anticompetitive effect.

The administrative law judge is usually not an “active market participant,” but he/she is not in a
position to examine the anticompetitive effect of a board disciplinary matter, nor does he/she
possess the power to modify an enforcement priority. That judge simply receives evidence and
rules whether the respondent violated a law or regulation. Further, as the hearing discussion
acknowledged, the ALJ writes only a “proposed decision,” and the board — often controlled by
“active market participants” — makes the final decision. Nor do courts on writ review of board
disciplinary decisions examine anticompetitive effects of those decisions. Courts are passive and
are unable to sua sponte gather evidence of impact that is required for such a judgment. Their focus
is on procedural due process and the existence of facts and evidence that support a violation.?’

What is important to recognize is that boards controlled by ‘“active market participants”
sometimes target discipline at persons providing competition that serves the public but

27 The Attorney General’s Opinion concurred with this position. Attorney General Opinion No. 15-402 at 8
(“broadly speaking, disciplinary decisions are another fairly safe area because of due process procedures; participation
of state actors such as board executive officers, investigators, prosecutors, and administrative law judges; and
availability of administrative mandamus review”).

2 And some executive officers are required to be licensees of the board. See, e.g., Bus. & Prof. Code § 2708
(executive officer of the Board of Registered Nursing is required to be “a nurse currently licensed under this chapter”).

2 Note that the subjects of the North Carolina “cease and desist orders” theoretically had judicial redress — they
could have brought a writ to challenge that enforcement action.

11



undermines maximum profit for the regulated profession (as did the dentists on the North
Carolina Board of Dental Examiners). Behind the theoretical discussion of the roles of counsel
and courts, the mere decision to bring an action is critical and possibly constitutes an
anticompetitive effect. Accused respondents are not provided with counsel. Further, California
has a questionable policy of assessing costs and attorneys’ fees against respondents who do not
win complete dismissal of an accusation.’® While some wealthy licensees may be able to afford
these proceedings, a dry wall contractor or a barber can hardly do so. The power of the
accusation process is immense and can be the basis for restraints of trade. Indeed, that was the
format of the North Carolina case itself.

V. RESPONSIBLE AND EFFECTIVE COMPLIANCE CHOICES

California is simply not compliant with the North Carolina holding. Its many “active market
participant”-controlled boards lack “state sovereignty” status and are vulnerable to significant
federal antitrust liability. This legislature must take action.

The hearing discussion repeatedly noted the historical absence of antitrust suits against state
boards. Not entirely. As noted above, CPIL recently filed and won Shames v. California Travel
and Tourism Commission, an antitrust lawsuit which successfully challenged the facilitation by a
state agency of price-fixing by the rental car industry.>! And some of the factors that precluded

30 Bus. & Prof. Code § 125.3.

31626 F.3d 1079 (9th Cir. 2010). Additionally, CPIL appeared as amicus curiae in support of plaintiff Bonnie
Moore, who challenged a regulation of the Board of Accountancy which, composed in supermajority of CPAs (8-4),
threatened to enforce a regulation stating that no one but a CPA may use the unmodified term “accountant” or
“accounting” in its business name or advertising, even though non-CPAs are statutorily permitted to perform some
tasks that can only be characterized as “accounting.” CPIL challenged the rule on due process and antitrust grounds.
In a 4-3 decision, the California Supreme Court found the rule unconstitutional as overbroad but refused to strike it.
In dissent, Justice Mosk agreed with CPIL that “Regulation 2 is itself of questionable validity. In 1948, at the time it
was adopted, the Board consisted entirely of licensed accountants. ... [P]resently, it consists of 12 persons, 8 of them
accounting professionals licensed by the state, and 4 public members. None of the members of the Board, according
to amicus curiae, the Center for Public Interest Law, is an unlicensed person performing accounting work. Amicus
curiae states that a large percentage of the accounting work available is of the type that is performed by both
licensed and unlicensed accountants. The Board majority has an obvious pecuniary interest in preventing those
without a license from advertising to the public that they are performing accounting services. Regulation 2 furthers
that interest. The law has long looked with disfavor on rules adopted by a regulatory body the majority of which
consists of members of a profession with a pecuniary stake in restricting the rights of competitors.” Bonnie
Moore v. California State Board of Accountancy, 2 Cal. 4th 999, 1026 (1992) (emphasis added).

As noted in the text, the state of the law prior to February 2015 caused litigants to base challenges to the
decisions of “active market participant”-controlled boards on doctrines other than federal antitrust law. There is no
shortage of those kinds of cases. See, e.g., Gibson v. Berryhill, 411 U.S. 514 (1973) (on due process grounds, U.S.
Supreme Court struck abusive disciplinary actions initiated by “active market participant”-controlled Alabama
Board of Optometry against competitor corporate optometrists); Filipino Accountants’ Ass’n v. California State
Board of Accountancy, 155 Cal. App. 3d 1023 (1984) (Filipino accountants’ association successfully sued “active
market participant”-controlled board under civil rights laws for discriminating against Filipino accountants in the
licensing process); Le Bup Thi Dao v. Board of Medical Quality Assurance, an unreported case brought by CPIL
challenging — under federal civil rights laws — the Medical Board’s refusal to license 32 Vietnamese physicians in
California; the board settled the matter and CPIL was awarded $100,000 in attorneys’ fees. This legislature should
expect that cases of this type will now freely be filed under the federal Sherman Act, to which (absent curative
legislation) state boards will be unable to assert the “state action immunity” defense.
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that Commission from claiming state action immunity are now applicable to most DCA entities.
One reason there have not been many cases is because of the state of the law prior to the North
Carolina ruling in February 2015. However, that categorical, generalized, and pervasive “state
action immunity” defense asserted by state boards to antitrust challenges is now unavailable, unless
this Honorable Legislature fashions a cure — hopefully one that will comply with the spirit as
well as the letter of the law.

Having noted that decisions beyond rulemaking may have an anticompetitive effect, we also realize
that many anticompetitive decisions can be beneficial (as CPIL’s Ed Howard described) and many
non-rulemaking decisions should not trigger detailed review with attendant costs and delays. To
wit, barriers to entry that restrict supply may be in the public interest where directly related to
qualification and competence that are necessary to prevent consumer harm. That is, supply
restrictions may be a form of per se price-fixing, but are nevertheless needed where regulation and
competence assurance is warranted.

Taking into account all of the above, what is the optimum solution to achieve “state sovereignty”
status for California’s regulatory boards? How do we create effective “active state supervision”
that qualifies but does not impede the speed of agency action or the efficacy of what may be
justifiable restraints? Our suggestions were contained in our written submission to the
committees (attached) but — because of the importance of the problems that require resolution
— we respectfully rephrase and clarify the two alternatives there presented.

e Change Board Composition to a Supermajority of Public Members. The
legislature could restructure the composition of DCA boards so that no more than a minority of a
quorum of a board could be “active market participants.” That way, no action taken can be
controlled by “active market participants.” Perhaps one or two public member positions may be
designated for retired market participants, or for those who teach in the applicable subject area.
They may not be considered “active market participants.”

In the alternative, boards could be composed of a simple public member majority (as with the
current Board of Accountancy), with the added proviso that no vote shall be effective if
conducted by a quorum with a majority of “active market participants” voting.

This option will engender the opposition of the trade associations, consistent with comments made
at the hearing by the associations representing the medical, dental, and nursing professions. Such
associations (considered critical “stakeholders”) have gathered immense political power at the
federal level and in most states. But their preference to have the power of the People delegated to
their members for the regulation of their own professions does not warrant agreement, and can no
longer be lawfully accomplished as a practical matter.

e And/or Create an “Active State Supervision” Mechanism that Qualifies for
Sovereign Status. The above-described composition change solves the problem. But if status
quo as to board composition is preferred, then the legislature must provide for actual independent
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state supervision of both rulemaking and non-rulemaking acts and decisions of boards controlled
by “active market participants.”

€ As for rulemaking, the optimum way to provide “active state supervision”
for anticompetitive effect is to create a panel of independent experts attached to the Office of
Administrative Law (OAL), which — as noted above — already oversees the APA rulemaking
process and reviews all regulatory changes of all DCA boards not just for procedural compliance
with the APA but also for six substantive criteria under Government Code section 11349.3?
OAL already requires boards to publish numerous impact statements for all rulemaking under the
APA 33 Under the APA, OAL already requires boards to formally publish proposed rulemaking
for a 45-day public comment period,** affords the option of a public hearing,*® requires boards to
draft a final statement of reasons,’® and requires boards to compile a rulemaking file which
documents procedural compliance with the APA, includes a substantive showing on each of the six
criteria, and contains adequate responses to all comments submitted during the public comment
period and at the public hearing (if any).>’

As discussed at the hearing, the current six criteria of OAL do not include restraint of trade
impact analysis, nor is OAL empowered to modify a regulation. It would be relatively easy to
(1) amend section 11349 to add a seventh criterion: substantive review for anticompetitive
impact; and (2) amend section 11346.5 to require boards to add another impact statement: impact
on competition. But that does not mean that the generalist attorneys at OAL are qualified to analyze
anticompetitive impact. CPIL suggests the creation — within OAL — of anindependent
panel of experts in economics, competition, and antitrust law. That panel would be required to
perform an anticompetitive effect analysis of board rulemaking at the same time a generalist OAL
attorney is analyzing the rulemaking file for APA procedural compliance, the six existing criteria,
and adequate response to comments. Consistent with North Carolina, the panel must also be
authorized to modify regulations. Placing such a panel of economic experts within OAL’s structure
could achieve efficient and adequate “active state supervision” for anticompetitive effect without
undue delay. The panel would have access to the entire rulemaking file, including impact
statements, comments and data received during the comment period, and agency response to
comments.

32 Note that, contrary to the discussion at the hearing and the description of DCA counsel who should know better,
OAL does not just review the “process of rulemaking.” OAL reviews the “authority” of the agency to adopt the
rules in question, and even inquires into its “necessity.” Those two of its six review elements go beyond procedure,
but OAL does not address anticompetitive effects, nor is it authorized to modify regulations.

3 See, e.g., Gov’t Code §§ 11346.3, 11346.5.

3 Id. at §§ 11346.4(a), 11346.5.

3 1d. at § 11346.8.

3 Id. at § 11346.9.

371d. at § 11347.3.
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€4 Non-rulemaking Anticompetitive Decisions. The final issue is how to
handle all of the non-rulemaking decisions that may restrain trade and are included in the North
Carolina holding. =~ We agree that the majority of these kinds of decisions do not raise
anticompetitive concerns. But they can. Indeed, decisions about examination pass rates and
other barriers to entry into a profession are at the heart of agency restraints. So the dilemma of
an arena of many decisions without anticompetitive effect and some with a high degree of such
impact is resolved by creating a filtering system. We would establish a presumption of no
anticompetitive effect for non-rulemaking decisions, but create a nuanced review system that
allows that presumption to be overridden. The categorical exclusion of all non-rulemaking
decisions from review will not comply with the law as it now exists. Hence, an effective
override mechanism to selectively but effectively subject such decisions to review is needed.
We suggest the creation of a position or unit within OAL, connected to the expert panel
discussed above. That independent unit would receive complaints about anticompetitive effect
from a non-rulemaking decision, a pattern of enforcement decisions, a policy or other decision,
or may make inquiries on its own. When that unit finds that agency actions create a “reasonable
suspicion” that substantial anticompetitive effects are present, it would then refer the matter to
the expert panel. A relatively small number is likely to be submitted to such a unit for screening,
and an even smaller number would be referred by it to the expert panel for full consideration.
The end result would be oversight with filtering to reconcile the requirement of independent
supervision with the legitimate need to reduce unnecessary cost, delay, and red tape. Adding the
competition review element to OAL will prevent the inadequate and fragmented option of
visiting this function on the DCA Director.*®

3 The DCA director review option is unrealistic given his/her limited scope over both rulemaking and non-
rulemaking decisions by its boards, and the need for separate review timelines complicating agency approval,
including the possible imposition of hearing and decision writing not now a part of his/her review.
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IV.  CONCLUSION

Failure to comply with the law by the method suggested above or some other effective means
subjects board members to theoretical criminal liability.>® Moreover, it portends treble damage
liability that is perhaps more germane and likely. These board members are appointed by this
legislature as well as by the Governor, and that liability is not fair. On the one hand, we need to
stop the shameful delegation of unchecked public power to those with conflicts of interest; at the
same time, we want restraints that do protect the public allowed and rendered enforceable. Both
of these missions can be accomplished as outlined above.

Sincerely,

/(% a7y

Robert C. Fellmeth, Executive Director
Center for Public Interest Law
Price Professor in Public Interest Law

cc: Honorable Edmund G. Brown Jr., Governor

Honorable Anna M. Caballero, Secretary, Business, Consumer Services
and Housing Agency

Honorable Kamala Harris, Attorney General

Honorable Diane Boyer-Vine, Legislative Counsel

Awet Kidane, Director, Department of Consumer Affairs

Bill Gage, Chief Consultant, Senate Committee on Business, Professions and
Economic Development

Le Ondra Clark Harvey, Chief Consultant, Assembly Committee on Business and
Professions

David Pasternak, President, State Bar of California Board of Trustees

Elizabeth Rindskopf Parker, Executive Director, State Bar of California

3% We do not expect this option to be exercised by U.S. Attorneys or the Antitrust Division without substantial
warning and extreme facts. But the fact of such liability is a legitimate source of concern, as are the more likely
litigation consequences from a treble damages-incentivized statute. We know of at least a dozen such suits that have
already been filed against “active market participant”-dominated boards across the country.

16



Attachment 6

Written Testimony by Le Ondra Clark Harvey, Ph.D., Chief Consultant
California State Assembly Committee on Business and Professions

Presented to the Little Hoover Commission
Sacramento, California
February 4, 2016

Good afternoon Commissioners and thank you for the invitation to present about the
Legislature’s “sunrise process.” I am Dr. Le Ondra Clark Harvey, and as a former consultant to
the Senate Committee and Business, Professions, and Economic Development, and now the
Chief Consultant to the Assembly Committee on Business and Professions, I have a great
appreciation for the sunrise process that policy committees of the Legislature utilize, and I am

pleased to present alongside my colleague from the Senate committee.

With current questions arising about the licensing boards in California, including their
composition and effectiveness, it is imperative to have processes in place regarding the creation
and oversight of such entities. [ will discuss the sunrise process, a precursor to the Legislature
considering the creation of regulatory entities, and my colleague from the Senate will discuss the
oversight mechanisms that both our policy committees jointly engage in, commonly referred to
as the sunset review process, in which we monitor the activities of the regulatory entities.

During my testimony, I will provide background on the need for oversight, including the sunrise
process, and the Legislature’s development of the sunrise process. I will then review the sunrise
questionnaire criteria, and the procedure for submitting the questionnaire.

Background

Legislators and policy committees of the Senate and Assembly receive requests for new or
expanded occupational regulation each Legislative Session. The regulatory proposals are
intended to assure the competence of specified practitioners in different occupations. In the past,
these requests have resulted in a proliferation of licensure and certification programs — which has
been met with mixed reviews. Proponents argue that licensing benefits the public by assuring
competence and an avenue for consumer redress. Critics, disturbed by increased governmental
intervention in the marketplace, have cited shortages of practitioners and increased costs of
service as indicators that regulation benefits a profession more than it benefits the public.

State legislators and administrative officials are expected to weigh arguments regarding the
necessity of such regulation, determine the appropriate level of regulation (e.g., registration,
certification or licensure), and select a set of standards (education, experience, examinations) that
will assure competency. The need for accurate information is clear and universal; however, no
system existed to ensure that all needed information was collected and that the arguments
presented were objectively weighed.

To create such a system, the Legislature and the Department of Consumer Affairs undertook a
process to develop ways of assessing needs for examinations, educational standards, and
experience requirements that would assure provider competence. The results of this project
resulted was the creation of an evaluative process designed to provide a uniform basis for the
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presentation and review of proposed occupational regulation. This sunrise process includes a
questionnaire and evaluative scales that allow systematic collection and analysis of the data
required for decisions about new regulation.

Developing the Sunrise Process

The development of the sunrise process began with an exploration of current regulatory practice
in other jurisdictions. Several sources were found that indicate a nationwide, ongoing effort to
develop criteria that determine whether a need for regulation exists and, if it does, the level of
regulation needed.

Especially helpful were the Bateman Commission report to the New Jersey Legislature,
Minnesota’s Allied Health Credentialing Act, the Council of State Governments’ publication,
Occupational Licensing: Questions a Legislator Should Ask, and documents from Washington’s
Department of Licensing.

Several important tenets guided the development of this process. The first is that the public is
best served by minimal governmental intervention; therefore, the group seeking regulation
should be responsible for showing that government oversight is needed to protect the public
health, safety or welfare.

Second, the decision to regulate an occupation involves weighing the right of individuals to do
work of their choosing against the government’s responsibility to protect the public when
protection is clearly needed; therefore, regulation should encompass fairness to consumers and
practitioners alike.

Third, the instruments derived from this project should in no way deter small or poorly funded
groups from making legitimate requests for regulation.

The Sunrise Process

The sunrise process is utilized for assessing requests for new occupational regulation, pursuant to
Government Code Section 9148 and the policy committee rules. The process includes a
questionnaire to be completed by the group supporting the regulation. The questionnaire is an
objective tool for collecting and analyzing information needed to arrive at accurate, informed,
and publicly supportable decisions regarding the merits of regulatory proposals.

This process accomplishes the following: (1) places the burden of showing the necessity for new
regulations on the requesting groups; (2) allows the systematic collection of opinions both pro
and con; and, (3) documents the criteria used to decide upon new regulatory proposals. This
helps to ensure that regulatory mechanisms are imposed only when proven to be the most
effective way of protecting the public health, safety and welfare.

Sunrise Criteria

Central to the sunrise process was the creation of nine sunrise criteria developed to provide a
framework for evaluating the need for regulation. These criteria are:

1. Unregulated practice of the occupation in question will harm or endanger the public health,
safety or welfare.



2. Existing protections available to the consumer are insufficient.

3. No alternatives to regulation will adequately protect the public.

4. Regulation will alleviate existing problems.

5. Practitioners operate independently, making decisions of consequence.

6. The functions and tasks of the occupation are clearly defined.

7. The occupation is clearly distinguishable from other occupations that are already regulated.
8. The occupation requires knowledge, skills and abilities that are both teachable and testable.
9. The economic impact of regulation is justified.

Procedure for Submitting the Questionnaire

The questionnaire should be completed prior to introduction of a bill. Once the applicant group
has completed the questionnaire, legislative staff and other interested parties (e.g., staff of the
appropriate state agency or agencies) will review and evaluate the information provided. While
the questionnaire will generate information useful in several contexts, its main purpose is to
provide proponents and Legislative staff with comprehensive information in a common format
and thereby facilitate informed decision making.

The process should help administrators and legislators answer three basic questions:

1. Does the proposed regulation benefit the public health, safety or welfare?

2. Will the proposed regulation be the most effective way to correct existing problems?
3. Is the level of the proposed regulation appropriate?

Determination of the Level of Regulation Needed

If review of the proponents’ case indicates that regulation is appropriate, a determination must be
made regarding the appropriate level of regulation. The following definitions and guidelines are
intended to facilitate selection of the level of regulation that will adequately protect the public
interest.

Level I: Strengthen existing laws and controls. The choice may include providing stricter civil
actions or criminal prosecutions. It is most appropriate where the public can effectively
implement control.

Level II: Impose inspections and enforcement requirements. This choice may allow inspection
and enforcement by a state agency. These should be considered where a service is provided that
involves a hazard to the public health, safety, or welfare. Enforcement may include recourse to
court injunctions, and should apply to the business or organization providing the service, rather
than the individual employees.



Level III: Impose registration requirements. Under registration, the state maintains an official
roster of the practitioners of an occupation, recording also the location and other particulars of
the practice, including a description of the services provided. This level of regulation is
appropriate where any threat to the public is small.

Level IV: Provide opportunity for certification. Certification is voluntary; it grants recognition to
persons who have met certain prerequisites. Certification protects a title: non-certified persons
may perform the same tasks but may not use “certified” in their titles. Usually an occupational
association is the certifying agency, but the state can be one as well. Either can provide
consumers a list of certified practitioners who have agreed to provide services of a specified
quality for a stated fee. This level of regulation is appropriate when potential for harm exists and
when consumers have substantial need to rely on the services of practitioners.

Level V: Impose licensure requirements. Under licensure, the state allows persons who meet
predetermined standards to work at an occupation that would be unlawful for an unlicensed
person to practice. Licensure protects the scope of practice and the title. It also provides for a
disciplinary process administered by a state control agency. This level of regulation is
appropriate only in those cases where a clear potential for harm exists and no lesser level of
regulation can be shown to adequately protect the public.

In closing, the sunrise process has been instrumental in providing a data driven analysis of the
need for increased regulation. Just this past year, at least three sunrise questionnaires were
completed and submitted to the Legislative policy committees. One questionnaire resulted in a
bill that established a new regulatory entity charged with overseeing various licensure categories.

Thank you for your time, and I look forward to answering any questions.
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Good morning Mr. Chair and Members. Thank you for the opportunity to present before the
Commission as you review the impacts of occupational licensing.

My name is Sarah Mason and I serve as a Principal Consultant to the California State Senate
Committee on Business, Professions and Economic Development. I will speak generally about
the Committee’s sunset review oversight process and also answer the specific questions the
Commission provided related to: criteria used during sunset review; challenges in conducting
review and; upcoming Legislative action addressing the recent Supreme Court ruling on North
Carolina Board of Dental Examiners v. Federal Trade Commission.

Sunset Review in California. The concept of sunset review law first began back in the 1970’s.
Over thirty states have some sort of sunset review law on the books, the genesis for which is the
idea that by placing termination dates on specific government programs or agencies, there
becomes an inherent need to review that program to determine whether it is still operating
effectively, and most importantly if it should be allowed to terminate, or sunset, or continue
operating. General conversations about sunset or sunrise laws typically refer to the statutory
expiration and subsequent review of regulatory licensing agencies. Of course there are other
specific programs which may be subject to sunset, but the idea of bringing an agency before a
legislative body in a more formalized review process, before allowing it to continue, or before
authorizing a new program to be established, is unique to this type of law.

California was a bit of a “Johnny-come-lately” to establishing something that resembles this
formal sunset process. In 1994, the Legislature passed and Governor signed SB 2036 by then-
Senator Dan McCorquodale which first created the sunset review process in California. The bill
established the Joint Legislative Sunset Review Committee to provide specific review criteria
and minimum standards of evaluation for legislative and state agency use, and to subject all
boards of the Department of Consumer Affairs (DCA) to periodic review and sunset. Only the
licensing board would have sunset under this law, rather than the board and the regulation of the
profession. The thought was that in most instances, there will remain a continued need to license
those professions regulated by boards under the DCA and that to automatically terminate the
licensing requirements would not provide any added benefit to the review of the boards. Another
reason for this approach is that throughout 1993 and 1994, the predecessor to this Committee, the
Senate Business and Professions Committee, along with the then-Assembly Consumer Protection
Committee, began a review of some of the 32 regulatory boards under the DCA. At the time,
there was more concern with the boards’ operation and activities (or lack thereof), than whether
there was a need to continue the licensing of a particular profession. The Legislature and the
Administration believed then that the more immediate task at hand was to review these consumer



boards at regular intervals. If it was determined the board should sunset, then there would be
adequate time to determine if the entire licensing program should be eliminated as well.

The specter of termination has really served to galvanize most of these agencies and the
professions they regulate, so as to make necessary statutory and administrative changes to
increase the efficiency and effectiveness of these programs under review. If a regulatory
program is considered as unnecessary, or performance of the board is exceptionally poor, a
recommendation would be made to either sunset the agency, reconstitute the board membership,
or shorten its time frame for another review.

In the past, the Legislature had often struggled to make some changes to a particular board, or to
deregulate certain programs. Sunset review now provides a regular opportunity to review
operations of all boards, without seeming to pick on any one entity at any given time. Prior to
sunset review only three agencies were ever eliminated by the Legislature, they included the
Board of Fabric Care (licensing dry cleaners), the Auctioneer Commission and the Board of
Polygraph Examiners. In the meantime, the Legislature continued to create new boards or
programs and licensure categories with little, if any, assessment of their need or viability.

The sunset review process is in part built on an assumption in law, that if a board is operating
poorly, and lesser measures have been or appear to be ineffective in rectifying the problems, the
board should be allowed to sunset.

Under previous sunset review statutes, the elimination of a board meant the transfer of that
program’s responsibilities to a bureau under the DCA. However, concerns about lack of public
input, accountability, and transparency under a bureau governance structure were raised. Under
a bureau, the bureau chief is in charge and reports to the Director of the DCA. In bureaus, many
decisions are made through a closed-door administrative management structure. Under a board
governance structure, on the other hand, board members are appointed and hold hearings in
public. The board members appoint an executive officer who manages the operations of the
board and reports to the board members in public. Some boards have members that are subject
to confirmation by the Senate. This process is seen as more accountable and transparent and as
offering the public more opportunity to participate.

In recent years, when problems have been identified with a variety of boards, the most effective
means of achieving resolution and change has been by reconstitution of the board. This
essentially creates a new board by allowing appointing authorities to appoint new members to
replace problem members and to reappoint effective members. The new board may then replace
the executive officer if the executive officer has been ineffective in managing the operations.
This has happened with the Dental Board, the Board of Optometry, the Acupuncture Board, the
Athletic Commission and most recently the Board of Registered Nursing and has proven to be an
effective method for initiating needed changes.

Now, per the statute, when a board does actually sunset, the board and licensing program goes
away.



Today, the Senate Committee on Business, Professions and Economic Development still follows
the process as was originally established under the Joint Legislative Sunset Review Committee
to conduct regular oversight of entities under the DCA and within state government. The sunset
date for each board allows enough time for the board to be reviewed by the Committee, in
partnership with the Assembly Committee on Business and Professions, and for legislation to be
passed to extend the sunset date of the board and make appropriate policy changes to board
operations and regulation of the profession.

The actual review process starts when the Committee sends boards a detailed questionnaire and a
request for information which covers nearly every aspect of the board’s operation for the period
preceding the last review. The boards are required to respond to this request by December 1 of
the year they are scheduled for review. During this time, staff of the Committees review the
information provided by the boards, as well as input from various consumer groups,
stakeholders, representatives of the regulated profession and other policy committees of the
Legislature. This information is synthesized into a background paper, which provides a brief
overview of each board’s functions and programs, identified issues or problem areas concerning
each board and includes preliminary recommendations for members of the Committee to
consider. These recommendations include whether each board scheduled for review should be
terminated, continued, or reestablished, and whether its programs or functions should be
restructured or revised.

The Committees then conduct public hearings to review the issues and preliminary
recommendations. Boards up for review are provided an opportunity to respond, along with the
regulated industry, consumer groups and the public. The DCA participates in these hearings on
behalf of bureaus being reviewed.

Placeholder legislation is introduced prior to the legislative bill introduction deadline and is then
subsequently amended in order to reflect necessary statutory changes to a particular entity’s
practice act, based on the Background Paper and public hearings. We typically combine the
sunset extension and necessary changes for non-controversial entities into one or a small number
of bills. For more controversial programs or proposals related to an entity that may result in
significant opposition or stakeholder engagement, we typically will have a stand-alone bill just
dealing with that one board. Those bills then make their way through the legislative process as
any other bill does, although the Administration tends to indicate issues or problems earlier on
for these bills, given the fact that a regulatory program (or programs for those combined sunset
bills) would expire if the Governor does not sign the bill extending a board’s operation.

Sunset review by the Senate Business, Professions and Economic Development Committee, and
Joint Legislative Sunset Review Committee before it, has really been able to provide meaningful
reform and increase efficiencies, resulting over the years in: (1) the elimination of boards or
regulatory programs which were unnecessary, or did not operate in the best interest of
consumers; (2) the merger or consolidation of boards or regulatory programs to improve overall
efficiency and effectiveness of programs and provide cost savings; (3) changes in board
composition to increase overall public representation on boards and in some instances creating a
public majority; (4) improvements in the enforcement processes of boards by increasing the
number of disciplinary actions taken against licensees as well as reducing the backlog of cases



and the time frame to prosecute cases; (5) improvements in the operational efficiencies for
individual boards by requiring strategic planning, critical measures of performance in the areas
of cost, quality of service and speed of service, and adoption of policies, standards, procedures
and guidelines for boards’ licensing, examination and enforcement programs; (6) removal and
close examination of artificial barriers of entry into the profession by requiring standardization
and uniformity of licensing requirements, eliminating excessive requirements, consideration of
military experience and providing comity between states; (7) expansion of licensing programs to
assure the continuing competency of licensed professionals; (8) close examination of budgetary
needs and resources for boards and proposed fee increases when necessary to properly fund and
staff these boards; (9) ongoing resolution of proposals for expanding or changing scope of
practice for licensed professionals; and, (10) requiring additional and more accurate information
to be provided and disclosed to the public regarding the activities of the board and the status of
the licensee.

Overview of the Criteria Committee Members Consider When Conducting Sunset Reviews
and Evaluating Potential Occupational Regulations. Our Committee strives to consistently
balance the benefit to the public and consumers with the economic benefit to a certain profession
when evaluating licensing entities and occupational regulation. Licensing laws exist to protect
the public from potentially harmful services rendered by unqualified people by defining the
practice of the profession in question, limiting that practice to people who satisfactorily complete
a specified training regime and pass an examination and restricting the use of a professional title
to license holders. In evaluating the success of licensure and a licensing program, we delve deep
into both the statutory practice acts and the operations of a board or bureau.

Our criteria include a series of questions posed to the board or bureau, a sample of which I have
provided for your review, which is framed by key categories:

» Administration of a program (general history, background, responsibilities, duties, goals
and composition of a board)

» Fiscal and staffing (current reserve level, spending, and if a statutory reserve level exists,
amounts and percentages of expenditures by program component, history of fee changes
in the last 10 years, board staffing issues/challenges)

= Licensing (performance targets/expectations for its licensing program, performance
targets/expectations for its licensing program, timelines for application processing and
administering exams and issuing licenses, consideration of military education, training,
and experience in licensing)

» Enforcement (trends in enforcement data, performance barriers, prioritization of cases,
citation and fine data, cost recovery and restitution)

« Public Information Policies (webcasting, use of the web to provide licensee and
consumer outreach/education/awareness about board activities and meetings)

« Workforce Development and Job Creation (workforce shortages, successful training
programs)

= Prior Sunset Review Issues Status and New Issues the Board Would Like to Raise



Challenges the Legislature Encounters When Conducting Its Review Processes and Where
Other Government Entities May Be Able to Help. One issue that our Committee faces during
our comprehensive sunset review oversight is verifying the accuracy of information we receive
from boards and bureaus under review. We rely on the entity to provide data, statistics, budget
numbers and the like as part of the evaluative questionnaire they are required to submit to us.

We have received reports from boards that provide a fund condition, for example, that does not
match the fund condition presented during the budget process and the Legislature’s consideration
of expenditure requests for the programs we are reviewing. Or we receive statistics on licensing
backlogs that rely on data systems within the boards that do not necessarily track licensing data
in the way that informs our members about that program’s licensing efficiencies. We might
receive data from a program that lists a certain number of outstanding enforcement cases but
does not provide the timeline or status for those cases. Since so many of the DCA boards and
bureaus rely on outdated legacy IT systems that do not necessarily talk to one another, staff at the
entities are relied on to cull through those systems to provide us key information and data sets
that we believe are critical for us to comprehensively get a sense of the program’s operational
successes and failures. In the case of bureau review, we receive information in a report from a
bureau that may not reflect the same openness and candor that a similar report from a board can
present, given that board members can directly weigh in on what may or may not be appropriate
to present in a report to the Legislature, while a bureau relies on different levels of approval
within the larger Administration.

Some of the most substantive sunset reviews are assisted by a simultaneous report by the
California State Auditor or other analyzing body that is able to actually put hands and eyes on
the records that we ask boards and bureaus to report to us. As Legislative staff, there is only so
far we can to validate the information we are presented which can prove challenging when
discrepancies may exist. The Auditor’s office, though, can dedicate significant resources in the
scope of an audit and findings from that process can assist our staff in verifying information
presented to us during sunset review.

The Committee also faces the same political challenges that are present in any governmental
reform efforts. While Committee staff may be relied on for institutional expertise and insight
about regulatory programs, politics is always present in policy making and often the call for
changes, or especially elimination of a licensing program, results in swift attention from
stakeholders. Some of these groups may rely on regulation as an almost stamp of approval for
their operation in the marketplace which may not necessarily provide public protection. The
Committee strives to focus on the regulation of a particular trade or profession that poses a threat
of irreparable harm to the public, , however this view of licensure is not always shared by
professional associations comprised of licensees, or potential licensees in the case of a profession
seeking licensure. We are constantly evaluating whether licensure is the best and most necessary
form of regulation for a certain profession or whether, particularly in the absence of irreparable
harm, we should look into one of the numerous regulatory alternatives to licensing that exist.
Our staff explores when the posting of a bond by a service provide is enough to ensure a fund to
compensate injured consumers, or when a certification program, which has the effect of
disclosing information to consumers about the qualifications of a practitioner and protects the
use of a title or a permit program, makes more sense than licensure. However, we may be



hindered by the efforts of professional groups to carve out that “higher place in heaven” for their
members, as licensure is often viewed.

Actions the Legislature Has Taken and Plans On Taking To Address The Supreme Court’s
Ruling on North Carolina Board of Dental Examiners v. Federal Trade Commission. Staff
of our Committee has been closely monitoring the results of North Carolina State Board of
Dental Examiners versus the Federal Trade Commission. This ruling determined that a state
board regulating dentists, which was comprised of primarily of practicing dentists, could not be
given the same level of immunity from antitrust lawsuits unless the board is “actively
supervised” by the state.

The Court was not specific about what may constitute “active supervision.” However, the Court
did say that “active supervision” requires “that state officials have and exercise power to review
particular anticompetitive acts of private parties and disapprove those that fail to accord with
state policy,” and that “the supervisor must review the substance of the anticompetitive decision,
not merely the procedures followed to produce it.”

In response to the Court decision, State Senator Jerry Hill, the Chair of the Senate Committee on
Business, Professions and Economic Development requested opinions from the Office of
Legislative Counsel and the Office of the Attorney General to determine implications of this
decision on the DCA’s professional regulatory boards.

DCA boards are semiautonomous bodies whose members are appointed by the Governor and the
Legislature. There is a public member majority on most of DCA’s non-healing arts professional
boards, but the healing arts boards are comprised of a majority of members representing the
profession. While the boards operate largely independently, there are various structural and
statutory ties to the state. For example, the boards are within the DCA’s jurisdiction, the
Legislature provides routine oversight, and the Office of Administrative Law reviews regulations
stemming from rulemaking undertaken by the boards.

The Senate Committee on Business, Professions and Economic Development held a hearing in
October 2015 to discuss the case and legal opinions, as well as the FTC’s subsequent guidance
with the goal of crafting appropriate legislation for 2016. While the specifics of the legislation is
still being discussed with stakeholders, certain changes are necessary.
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Hon. Pedro Nava
Chairman

Little Hoover Commission
925 L Street, Suite 805
Sacramento, CA 95814

Dear Chairman Nava:

I write to thank you for the opportunity to testify before the Little Hoover Commission last week, and to
applaud you for undertaking such an important — and too often unexamined — study of professional licensing
schemes. 1 was very impressed by the presentations, and in particular the commissioners’ thoughtful
questions at the hearing.

Because the two public comments at the end of the hearing specifically addressed my testimony, I respectfully
submit the following responses, which I hope will provide some further clarity to the Commission:

1. North Carolina State Board of Dental Examiners v. FTC is Critical to this Study and to the
State: As you will recall, the California Nurses Association (CNA) representative characterized my
summary of the North Carolina holding as “severe,” and urged you to disregard my recommendations
for implementing truly active state supervision over licensee-dominated regulatory boards in
California. This position — which I imagine is not unique among trade associations — is not only
dangerous in terms of major exposure to the state, but also reflects a fundamental misunderstanding
of the antitrust laws.

CNAs admonition that “the fact that boards no longer have immunity does not mean that there has
been, or is any more likely to be, an antitrust violation” is blatantly inaccurate.

Briefly, federal antitrust law prohibits “combinations” (including agreements among competitors)
that unreasonably “restrain trade.”” Some federal antitrust violations are deemed so destructive to
competition that they are deemed “per se violations” — meaning that if the offense is proven to have
occurred, no defense or argument regarding the reasonableness of the violation is permitted. Price-
fixing (an expansive violation prohibiting any agreement among competitors that affects the price of
products or services or restricts supply so as to artificially raise prices) is a per se antitrust violation, as
is a “group boycott” (a group agreement to exclude a competitor).

As you heard at the hearing, almost every occupational licensing board under the umbrella of the
Department of Consumer Affairs (DCA) is controlled by licensees of that board who agree to take
actions that “restrain trade.” The most common restraint of trade exercised by every DCA board is
to create and enforce entry standards for licensure.! These entry conditions necessarily limit supply.
They decide who is allowed to practice a trade or profession and who is excluded, with the force of
law. DCA board members revoke licenses, specify how licensees are to practice, and control supply

1 Of course, CPIL supports such requirements where they are connected to their intended rationale (eg., the assurance
of competence of practitioners, particularly where involving possible irreparable harm — as with a surgeon or others
upon whom the public must rely).
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by limiting entry into the profession or market. These acts — if committed by a cartel or any private
grouping of competitors — would be per se antitrust violations under federal law.

In a series of decisions starting with Parker v. Brown,?> the US. Supreme Court ruled that federal
antitrust laws do not apply to a state when it acts anticompetitively, provided that two conditions are
met: (1) the anticompetitive action must be clearly authorized and affirmatively expressed in state law
or policy; and (2) the anticompetitive action must be actively supervised by the state itself. If it met
that two-pronged test, a state board alleged to have acted anticompetitively could claim so-called
“state action immunity.” In North Carolina, however, the Court held that a board controlled by
“active market participants” in the profession regulated by that board may not claim “state action
immunity” to charges of anticompetitive conduct. “State action immunity” is imperative. Thus, this
holding appears to leave states with two options: (1) discontinue their historical practice of stacking
state regulatory boards with a controlling number of licensees who thus control their own regulation,
and/or (2) create a legitimate “active state supervision”” mechanism that is authorized to review, veto,
and modify acts of state boards that are controlled by “active market participants.”

Currently, no structural changes have been made in California to address the Nor#h Carolina decision.
Thus, boards such as the Board of Registered Nursing, dominated by licensees, may no longer claim
state action immunity. And they are restraining trade every day. CNA’s statement that we “should not
conflate lack of immunity with the commission of antitrust violations” is therefore simply wrong.?

CPIL’s position on this case is not unique and is fully supported by the FTC staff guidance on
implementation of the case, as well as the FTC’s testimony before Congress earlier this month.
Other states are beginning to move ahead of California in understanding this new reality. In July,
Oklahoma’s governor issued an executive order upon the recommendation of Oklahoma’s Attorney
General, to comply with the North Carolina decision. Last month, the Idaho Attorney General issued
an opinion consistent with CPIL’s analysis of this case, and other states are looking closely and
analyzing implementation options as well. Moreover, several antitrust lawsuits against boards across
the country are now proceeding. Most recently, a District Court judge in Texas upheld a complaint
filed by doctors who practice telemedicine (“teledocs”) against the licensee-dominated Texas Medical
Board, rejecting the Board’s claim of state action immunity in light of the North Carolina decision.
This threat is real—yielding significant exposure to the state in the form of treble damages. I urge
the Commission to reject the thinly-veiled pleas of the trade associations and recommend real action
to implement this decision in California.

Professional Associations are Desperately Clinging to Licensure and their Control of State

Regulatory Boards: As was abundantly clear from the testimony before you, including the
testimony from the legislative staff, professional associations are very influential at the Capitol. In
fact, the public comments from the licensee perspective perfectly underscore this point!* They atre
desperate to maintain their control and influence over these boards. But as Justice Kennedy
reiterated, ““[wlhere a private party is engaging in anticompetitive activity, there is a real danger that
he is acting to further his own interests, rather than the governmental interests of the State.”5

2317 US. 341 (1943).

3 CPIL is working separately with the Attorney General to clarify some of the points from the AG opinion that the trade
associations appear to be relying upon in making these statements.

4 The joint presentation to the Commission by Michael Scheele (a landscape architect, and representative of the
American Society of Landscape Architects professional association), and Doug McCauley (the Executive Director of the
California Architects Board, under which the Landscape Architects Technical Committee (LATC) operates) speaks
volumes. Notably, the five member LATC is made up entirely of landscape architects.

5 N. Carolina State Bd. of Dental Excaminers v. FT.C., 135 S. Ct. 1101, 1112 (2015), quoting Patrick v. Burget, 486 U.S. 94, 100
(1988) (emphasis added).
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The Landscape Architects Technical Committee representatives’ comments substantially underline
the contentions made by your first two presenters. Their comments were entirely focused on the
importance of what they do — how much they matter, and how their skill is important. Tellingly, they
did not focus upon the consequences of supply limitation on the availability of those services, or on
their price. Not a word. This orientation is the very reason why outside perspectives must make the
supply limitation decisions. And that fact exists, notwithstanding the political power achieved by
those now organized to an unprecedented level around their immediate group profit stake in public
policy.

And while the comments regarding the potentially irreparable harm that can flow from landscape
architects’ lack of competence (e.g. irrigation, playground landscapes, or park design) has some merit
in certain settings, those contracting for that work are rarely average citizens but those with their own
expertise and capacity to screen prospective landscape architects. Indeed, the only cited example
involving a typical consumer was the construction of a swimming pool that could “slide down into
the neighbor’s yard” But that example forgets that the Contractors’ State License Board already
regulates the swimming pool contractors who actually install the pools.

Again, I truly appreciate the Commission’s efforts to study this important topic, and I do hope these

clarifications are helpful.

Sincerely,

@ (. fwmﬂf

Robert C. Fellmeth
Price Professor of Public Interest Law
Executive Director, Center for Public Interest Law

University of San Diego School of Law

cc. Carole D’Elia, Executive Director

Jim Wasserman, Deputy Executive Director
Krystal Beckham, Project Manager
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Pedro Nava, Chairman
Little Hoover Commission
925 L Street, Suite 805
Sacramento, CA 95814

Dear Chairman Nava:

The California Board of Accountancy (CBA) has reviewed your letter dated December 11,
2015, regarding the Little Hoover Commission’s (Commission) review of occupational
licensing in California.

From its inception in 1901, by statute the CBA has been charged with regulating the
practice of public accounting. The original law prohibited anyone from falsely claiming to
be a certified accountant, a mandate which still exists today. The CBA regulates over
100,000 licensees, the largest accounting licensee population in the nation. Accountants
are licensed and regulated throughout the United States and the world.

The CBA regulates the accounting profession for the public interest by establishing and
maintaining entry standards of qualification and conduct within the accounting profession
through its regulatory, licensing, and enforcement responsibilities. The law requires the
CBA to place the public interest as its highest priority. This is not only a legislative
mandate, it is also the CBA’s mission to protect consumers by ensuring only qualified
licensees practice public accountancy in accordance with established professional
standards.

Certified public accountants (CPA) need to be trusted by the public. If there is no trust,
CPAs lose their legitimacy as protectors of public interest. Because of this trust, the
accountancy profession has a wide impact on business interests both nationally and on a
global scale. A report issued by a CPA engenders confidence in financial data that is used
by professionals, businesses, and investors to make financial decisions that can directly
impact the economy.

Much of that vital trust that the public places in a CPA is due to the fact that the individual
has the qualifications needed to perform the services and that the CBA, through the
enforcement process, will take appropriate action against those who violate the public
trust. The required qualifications are established by the Legislature and verified through
the CBA's licensure process. It is for these reasons that the CBA believes that the current
licensing requirements are necessary to protect the public. Pursuant to Business and
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Professions Code section 5000.1, the protection of the public, as the CBA’s highest
priority, must be a higher priority for the CBA than any potential impact on upward mobility
and opportunities for entrepreneurship and innovation.

Thank you for the opportunity for the CBA to comment on the Commission’s hearings
regarding occupational licensing in California. If you have any questions or need any
further information, the CBA stands ready to work with you. You may contact the CBA’s
Executive Officer, Patti Bowers, at (916) 561-1711 or by email at patti.bowers@cba.ca.gov.

Sincerely,

Katrina L. Salazar, CPA
President

c: Members, California Board of Accountancy
Patti Bowers, Executive Officer
Awet Kidane, Director, Department of Consumer Affairs
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CBA Item IV.A.
March 17-18, 2016

Recommendations for Appointment(s)/Reappointment(s) to the
Enforcement Advisory Committee

Presented by: Alicia Berhow, Vice-President

Purpose of the Item

The purpose of this agenda item is to recommend that Dale Best, CPA, (Attachment 1)
be reappointed as a member to the California Board of Accountancy (CBA)
Enforcement Advisory Committee (EAC). This agenda item ensures that the CBA
continues its mission of consumer protection by reappointing members that have the
skills and knowledge to serve on the EAC.

Action(s) Needed
It is requested that the CBA adopt the recommendation.

Background
The EAC assists the CBA in an advisory capacity with enforcement activities. The

committee reviews closed investigation files, offers technical guidance on open
investigations, and participates in investigative hearings. The committee also
considers, formulates, and proposes policies and procedures related to the CBA
Enforcement Program.

Comments

For all appointments to a committee, | work with the current chair to discuss knowledge
and skills to ensure that the appointment will contribute to the committee’s function and
enable it to carry out its mandated activities. A matrix identifying the present members
and areas of expertise is included as Attachment 2.

| also confer with the CBA Executive Officer to verify that the potential appointee has
met the appropriate requirements for license renewal, including continuing education
requirements and peer review (if subject). A check is also made to ensure there are no
pending enforcement actions.

For current members who are being reappointed, | review prior attendance records,
verify completion of mandatory trainings, and review the evaluations that may have
been completed by the current Chairperson, Vice-Chairperson, CBA Liaisons, and the
Enforcement Chief. The evaluation requests feedback in the areas of interpersonal



Recommendations for Appointment(s)/Reappointment(s) to the Enforcement
Advisory Committee
Page 2 of 2

skills, communication, leadership, preparedness, and participation. Should a member
have attendance or performance issues, they may be subject to review and removal
from the committee, at any time, by action of the CBA.

Prior to making a decision to recommend Mr. Best for reappointment to the EAC, |
performed all the steps previously mentioned. | believe Mr. Best has exhibited a high
level of professionalism during the performance of his duties and has demonstrated the
skills and knowledge to serve on the EAC, which will allow the EAC to assist the CBA
with its Enforcement Program.

Fiscal/Economic Impact Considerations
There are no fiscal/leconomic impact considerations.

Recommendation

Based on the information above, and in consultation with Joseph Rosenbaum,
Chairperson of the EAC, | recommend that Dale Best be reappointed for two years to
the EAC, effective April 1, 2016.

Attachments
1. Curriculum Vitae of Dale Best, CPA
2. California Board of Accountancy Enforcement Advisory Committee Skill Matrix
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CBA Item IV.A.
March 17-18, 2016

Recommendations for Appointment(s)/Reappointment(s) to the
Enforcement Advisory Committee

Presented by: Alicia Berhow, Vice-President

Purpose of the Item

The purpose of this agenda item is to recommend that Mary Rose Caras, CPA,
(Attachment 1) be reappointed as a member to the California Board of Accountancy
(CBA) Enforcement Advisory Committee (EAC). This agenda item ensures that the
CBA continues its mission of consumer protection by reappointing members that have
the skills and knowledge to serve on the EAC.

Action(s) Needed
It is requested that the CBA adopt the recommendation.

Background
The EAC assists the CBA in an advisory capacity with enforcement activities. The

committee reviews closed investigation files, offers technical guidance on open
investigations, and participates in investigative hearings. The committee also
considers, formulates, and proposes policies and procedures related to the CBA
Enforcement Program.

Comments

For all appointments to a committee, | work with the current chair to discuss knowledge
and skills to ensure that the appointment will contribute to the committee’s function and
enable it to carry out its mandated activities. A matrix identifying the present members
and areas of expertise is included as Attachment 2.

| also confer with the CBA Executive Officer to verify that the potential appointee has
met the appropriate requirements for license renewal, including continuing education
requirements and peer review (if subject). A check is also made to ensure there are no
pending enforcement actions.

For current members who are being reappointed, | review prior attendance records,
verify completion of mandatory trainings, and review the evaluations that may have
been completed by the current Chairperson, Vice-Chairperson, CBA Liaisons, and the
Enforcement Chief. The evaluation requests feedback in the areas of interpersonal
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skills, communication, leadership, preparedness, and participation. Should a member
have attendance or performance issues, they may be subject to review and removal
from the committee, at any time, by action of the CBA.

Prior to making a decision to recommend Ms. Caras for reappointment to the EAC, |
performed all the steps previously mentioned. | believe Ms. Caras has exhibited a high
level of professionalism during the performance of her duties and has demonstrated the
skills and knowledge to serve on the EAC, which will allow the EAC to assist the CBA
with its Enforcement Program.

Fiscal/Economic Impact Considerations
There are no fiscal/leconomic impact considerations.

Recommendation

Based on the information above, and in consultation with Joseph Rosenbaum,
Chairperson of the EAC, | recommend that Mary Rose Caras be reappointed for two
years to the EAC, effective April 1, 2016.

Attachments
1. Curriculum Vitae of Mary Rose Caras, CPA
2. California Board of Accountancy Enforcement Advisory Committee Skill Matrix
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CBA Item IV.A.
March 17-18, 2016

Recommendations for Appointment(s)/Reappointment(s) to the
Enforcement Advisory Committee

Presented by: Alicia Berhow, Vice-President

Purpose of the Item

The purpose of this agenda item is to recommend that Nicholas Antonian, CPA,
(Attachment 1) be appointed as a member to the California Board of Accountancy
(CBA) Enforcement Advisory Committee (EAC). This agenda item ensures that the
CBA continues its mission of consumer protection by appointing members that have the
skills and knowledge to serve on the EAC.

Action(s) Needed
It is requested that the CBA adopt the recommendation.

Background
The EAC assists the CBA in an advisory capacity with enforcement activities. The

committee reviews closed investigation files, offers technical guidance on open
investigations, and participates in investigative hearings. The committee also
considers, formulates, and proposes policies and procedures related to the CBA
Enforcement Program.

Comments

For all appointments to a committee, | work with the current chair to discuss knowledge
and skills to ensure that the appointment will contribute to the committee’s function and
enable it to carry out its mandated activities. A matrix identifying the present members
and areas of expertise is included as Attachment 2.

| also confer with the CBA Executive Officer to verify that the potential appointee has
met the appropriate requirements for license renewal, including continuing education
requirements and peer review (if subject). A check is also made to ensure there are no
pending enforcement actions.

Prior to making a decision to recommend Mr. Antonian for appointment to the EAC, |
performed all the steps previously mentioned. | believe Mr. Antonian has demonstrated
the skills and knowledge to serve on the EAC, which will allow the EAC to assist the
CBA with its Enforcement Program.
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Fiscal/Economic Impact Considerations
There are no fiscal/economic impact considerations.

Recommendation

Based on the information above, and in consultation with Joseph Rosenbaum,
Chairperson of the EAC, | recommend that Nicholas Antonian be appointed for two
years to the EAC, effective March 17, 2016 until March 31, 2018.

Attachments
1. Curriculum Vitae of Nicholas Antonian, CPA
2. California Board of Accountancy Enforcement Advisory Committee Skill Matrix
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CBA Item IV.B.
March 17-18, 2016

Recommendations For Appointment(s)/Reappointment(s) to the Qualifications
Committee

Presented by: Alicia Berhow, Vice-President

Consumer Protection Objectives

The purpose of this agenda item is to recommend that David Evans, CPA,
(Attachment 1) be reappointed as a member to the California Board of Accountancy
(CBA) Qualifications Committee (QC). This agenda item ensures that the CBA
continues its mission of consumer protection by reappointing members that have the
skills and knowledge to serve on the QC.

Action(s) Needed
It is requested that the CBA adopt the recommendation.

Background
The QC assists the CBA in its licensure activities by reviewing the experience of

applicants for licensure and making recommendations to the CBA. This responsibility
includes conducting work paper reviews, with the applicant or the employer present, to
verify that the responses provided are reflective of the requisite experience for
licensure.

Comments

For all appointments to a committee, | work with the current chair to discuss knowledge
and skills to ensure that the appointment will contribute to the committee’s function and
enable it to carry out its mandated activities. A matrix identifying the present members’
areas of expertise is included as Attachment 2.

| also confer with the CBA Executive Officer to verify that the potential appointee has
met the appropriate requirements for license renewal, including continuing education
requirements and peer review (if subject). A check is also made to ensure there are no
pending enforcement actions.

For current members who are being reappointed, | review prior attendance records,
verify completion of mandatory trainings, and review the evaluations that may have
been completed by the current Chairperson, Vice-Chairperson, CBA Liaisons, and the
Licensing Chief. The evaluation requests feedback in the areas of interpersonal skills,
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communication, leadership, preparedness, and participation. Should a member have
attendance or performance issues, they may be subject to review and removal from the
committee, at any time, by action of the CBA.

Prior to making a decision to recommend Mr. Evans for reappointment to the QC, |
performed all the steps previously mentioned. | believe Mr. Evans has exhibited a high
level of professionalism during the performance of his term as a member and as Vice-
Chair of the QC. Additionally, Mr. Evans has demonstrated the skills and knowledge to
serve on the QC, which will allow the QC to assist the CBA with its Licensure Program.

Fiscal/Economic Impact Considerations
There are no fiscal/economic impact considerations.

Recommendation

Based on the information above, and in consultation with Jenny Bolsky, Chairperson of
the QC, | recommend that David Evans be reappointed for two years to the QC,
effective April 1, 2016.

Attachments
1. Curriculum Vitae of David Evans, CPA
2. California Board of Accountancy Qualifications Committee Skill Matrix
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CBA Item IV.B.
March 17-18, 2016

Recommendations For Appointment(s)/Reappointment(s) to the Qualifications
Committee

Presented by: Alicia Berhow, Vice-President

Consumer Protection Objectives

The purpose of this agenda item is to recommend that Tracy Garone, CPA,
(Attachment 1) be reappointed as a member to the California Board of Accountancy
(CBA) Qualifications Committee (QC). This agenda item ensures that the CBA
continues its mission of consumer protection by reappointing members that have the
skills and knowledge to serve on the QC.

Action(s) Needed
It is requested that the CBA adopt the recommendation.

Background
The QC assists the CBA in its licensure activities by reviewing the experience of

applicants for licensure and making recommendations to the CBA. This responsibility
includes conducting work paper reviews, with the applicant or the employer present, to
verify that the responses provided are reflective of the requisite experience for
licensure.

Comments

For all appointments to a committee, | work with the current chair to discuss knowledge
and skills to ensure that the appointment will contribute to the committee’s function and
enable it to carry out its mandated activities. A matrix identifying the present members’
areas of expertise is included as Attachment 2.

| also confer with the CBA Executive Officer to verify that the potential appointee has
met the appropriate requirements for license renewal, including continuing education
requirements and peer review (if subject). A check is also made to ensure there are no
pending enforcement actions.

For current members who are being reappointed, | review prior attendance records,
verify completion of mandatory trainings, and review the evaluations that may have
been completed by the current Chairperson, Vice-Chairperson, CBA Liaisons, and the
Licensing Chief. The evaluation requests feedback in the areas of interpersonal skills,
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communication, leadership, preparedness, and participation. Should a member have
attendance or performance issues, they may be subject to review and removal from the
committee, at any time, by action of the CBA.

Prior to making a decision to recommend Ms. Garone for reappointment to the QC, |
performed all the steps previously mentioned. | believe Ms. Garone has exhibited a
high level of professionalism during the performance of her duties and has
demonstrated the skills and knowledge to serve on the QC, which will allow the QC to
assist the CBA with its Licensure Program.

Fiscal/Economic Impact Considerations
There are no fiscal/economic impact considerations.

Recommendation

Based on the information above, and in consultation with Jenny Bolsky, Chairperson of
the QC, | recommend that Tracy Garone be reappointed for two years to the QC,
effective April 1, 2016.

Attachments
1. Curriculum Vitae of Tracy Garone, CPA
2. California Board of Accountancy Qualifications Committee Skill Matrix
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Report of the Secretary/Treasurer
Michael M. Savoy, CPA

Fiscal Year 2015-16 Mid-Year Financial Statement and Governor’s Budget
(For period of July 1, 2015 through December 31, 2015)

BUDGET
The California Board of Accountancy’s (CBA) fiscal year (FY) 2015-16 budget is set at
$14,765,000. The Governor’s proposed budget for the CBA for FY 2016-17 is $14,883,000.

REVENUES/TOTAL RECEIPTS

The CBA collected approximately $2.6 million in revenues as of December 31, 2015
(Attachment 1). Total revenues decreased by approximately nine percent from FY 2014-15.
Revenues will increase significantly in FY 2016-17 as a result of the CBA’s two-year fee
reduction coming to an end. Revenues for FY 2016-17 are projected to be approximately
$10 million.

EXPENDITURES

Total expenditures through December 31, 2015 are at $7,597,453 (Attachments 2 and 3).
This reflects an approximate nine percent increase over this same period in FY 2014-15. A
portion of this can be attributed to increased costs related to the CBA’s upcoming relocation.

Printing and Postage expenditures for FY 2015-16 continue to be elevated with the mailing of
the CBA’'s UPDATE publication, mailings regarding retroactive fingerprinting, outreach
mailings to CPA licensure candidates, and the mailings of all license renewal applications.

The UPDATE publication, which is issued on a triennial basis, costs approximately $80,000
per each issue and includes printing, mailing services, and postage. Below is a general
breakdown on the costs:

Printing and Mailing $50,000
Postage $30,000

The UPDATE publication is mailed to approximately 80,000 licensees (CPAs and firms) with
a license in an active, inactive, or retired status.

Costs in the training expense category continue to be increased for this fiscal year. The CBA
requires all current and new investigative staff to attend a national certification course in
regulatory investigative techniques, which is a prerequisite for enrollment in the Department
of Consumer Affairs (DCA) Enforcement Academy. The CBA has entered into contracts with
outside vendors to provide these courses and vendor contracts providing continuing
education courses for Investigative CPAs. These courses are not available within the DCA
training center.

The CBA places a strong emphasis on staff development and encourages training to
enhance and build skills. Staff are provided ample opportunities throughout the year to enroll
in training, including annually during the individual development plan process.
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Enforcement costs (Attorney General’s Office, Office of Administrative Hearings, and court
reporting expenses) also continue to rise due to the increased number of investigations the
CBA is able to complete with its increased staffing resources. An increasing number of
investigations have also been referred to the Attorney General’s Office resulting in higher
costs. The CBA is expecting to continue utilizing its consulting resources. Two expert
consultant contracts have been extended through FY 2015-16 to assist in the more complex
enforcement matters. Enforcement expenditures have increased over the prior three fiscal
years as demonstrated on Attachment 4.

FUND CONDITION AND GENERAL FUND LOAN REPAYMENT

The CBA ended FY 2014-15 with 5.6 months in the Accountancy Fund Reserve (Reserve).
Year-end expenditures have exceeded total revenues by approximately $7.6 million. This
decreased the Reserve from approximately $14.2 million to approximately $6.8 million.

In January 2016, the Department of Finance (DOF) released its Loan Obligation Report,
which identifies target dates for repayment of the CBA loans made to the General Fund.
Presently, the CBA has approximately $31 million in loans outstanding. The Loan Obligation
Report reflects the following repayment schedule:

Fiscal Year 2015-16 $10,270,000
Fiscal Year 2016-17 $21,000,000

The CBA will receive the current fiscal year loan repayments in June. The proposed loan
repayments for FY 2016-17 will be finalized once the Governor signs the budget. Should the
loans be repaid as scheduled and proposed, the CBA’s Reserve will increase significantly to
approximately 20 months by end of FY 2016-17 (Attachment 5).

AUTHORIZED POSITIONS

As reflected on Attachment 6, the CBA presently has 93.9 authorized positions. This will
decrease beginning July 1, 2016 as a result of the following limited-term positions being
eliminated:

o two (2) Investigative CPA positions
« two (2) Enforcement Division analytical positions
e one (1) Enforcement Division clerical position.

The CBA will be reviewing all programs board-wide to determine what, if any, resource needs
will be requested through the budget change proposal process for next fiscal year.



Revenues as of December 31, 2015
Penalties and
Fines
$62,727
2%

Miscellaneous

Licensing Fees

$106,710
4%
Examination
Fees Renewals
$1,011,138 $1,450,581
38% 55%

Total Revenues $2,658,706

The CBA is in the second year of a fee reduction. Fees will revert to pre FY 2014-15 levels
onJuly 1, 2016 as described below. Revenues for FY 2016-17 will increase significantly as a result.

Fee Category Current Fee  Fee onJuly 1, 2016
License Renewal $50 $120
Initial Licensure S50 $120
Examination Application (First time sitter) $50 $100
Examination Application (Repeat sitter) $25 S50
Application for CPA Licensure S50 $250
Application for Firm Licensure $30 $150

Cost Recovery Monies: In addition to the revenue identified above, the CBA has collected
$905,000 in cost recovery monies since July 1, 2015.

Budget Allocation by Program

Admin/Exec
$3,838,900
26%

The above allocations represent how the CBA's budget is allocated to the programs.

Attachment 1
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Attachment 2

BUDGET REPORT
FY 2015-16 EXPENDITURE PROJECTION
FISCAL MONTH 6
FY 2014-15 FY 2015-16
ACTUAL PRIOR YEAR BUDGET CURRENT YEAR
EXPENDITURES ~ EXPENDITURES STONE EXPENDITURES PERCENT PROJECTIONS UNENCUMBERED
OBJECT DESCRIPTION (MONTH 13) 12/31/2014 2015-16 12/31/2015 SPENT TO YEAR END BALANCE
PERSONNEL SERVICES
Salary & Wages (Staff) 4,967,759 2,321,719 5,699,000 2,615,197 46% 5,287,888 411,112
Statutory Exempt (EO) 122,100 59,898 114,000 61,398 54% 122,796 (8,796)
Temp Help Reg (Seasonals) 560,010 273,609 137,000 117,908 296,808 (159,808)
BL 12-03 Blanket 46,308 94,601 (94,601)
Temp Help (Exam Proctors) 885 874 1,000 (1,000)
Board Member Per Diem 14,400 3,400 10,000 6,000 60% 15,000 (5,000)
Committee Members (DEC) 11,100 2,900 11,000 5,000 11,000 0
Overtime 47,233 17,563 42,000 31,493 65,000 (23,000)
Staff Benefits 2,574,671 1,198,985 3,040,000 1,387,466 46% 2,774,932 265,068
TOTALS, PERSONNEL SVC 8,298,158 3,878,948 9,053,000 4,270,770 47% 8,669,025 383,976
OPERATING EXPENSE AND EQUIPMENT
General Expense 219,371 129,488 215,000 119,399 56% 250,000 (35,000)
Fingerprint Reports 67,102 26,186 123,000 27,618 22% 70,772 52,228
Minor Equipment 269,630 26,573 24,000 68,141 284% 70,000 (46,000)
Printing 211,166 127,264 95,000 135,130 142% 224,218 (129,218)
Communication 37,977 14,308 60,000 26,064 43% 52,000 8,000
Postage 279,624 140,130 142,000 109,783 77% 219,068 (77,068)
Travel In State 220,630 77,579 136,000 91,463 67% 260,115 (124,115)
Travel, Out-of-State 1,448 357 0
Training 45,327 31,349 28,000 49,227 176% 56,000 (28,000)
Facilities Operations 731,193 756,780 643,000 694,802 108% 151,216
C & P Services - Interdept. 0 4,000 0% 4,000
C & P Services - External 53,802 34,672 238,000 63,890 27% 65,260 172,740
DEPARTMENTAL SERVICES:
OIS Pro Rata 311,885 194,676 508,000 251,002 49% 508,000 0
Administation Pro Rata 923,387 444,214 1,199,000 583,002 49% 1,199,000 0
DOI - ISU Pro Rata 25,050 13,930 32,000 16,004 50% 32,000 0
Communications Division 28,106 13,576 83,000 18,000 22% 83,000 0
PPRD Pro Rata 29,993 14,836 (1] 22,002 0 0
INTERAGENCY SERVICES:
Interagency Services 1,000 0% 0 1,000
Consolidated Data Center 92,741 42,634 41,000 41,275 101% 89,785 (48,785)
DP Maintenance & Supply 26,577 16,937 50,000 97,089 194% 135,000 (85,000)
Central Admin Svc-ProRata 495,398 247,699 567,000 283,487 50% 567,000 0
EXAM EXPENSES:
C/P Svcs-External Expert Administrative 95,238 68,800 0 165,200 165,200 (165,200)
C/P Svcs-External Expert Examiners
C/P Svcs-External Subject Matter
ENFORCEMENT:
Attorney General 763,801 384,195 1,046,000 410,318 39% 835,636 210,364
Office Admin. Hearings 40,954 23,390 231,000 34,923 15% 61,147 169,853
Court Reporters 24,384 13,975 18,864 32,914 (32,914)
Evidence/Witness Fees 18,464 3,878 186,000 0% 12,000 174,000
DOI - Investigations 0 0
MISC:
Major Equipment 5,579 5,579 60,000 60,000 0
Other (Vehicle Operations) 2,702 2,702 0 0
TOTALS, OE&E 5,021,529 2,855,707 5,712,000 3,326,683 58% 5,539,899 172,101
TOTAL EXPENSE 13,319,687 6,734,655 | 14,765,000 7,597,453 51% 14,208,923 556,077
Sched. Reimb. - External/Private (2,350) (1,645) (19,000) (1,410) (19,000) 0
Sched. Reimb. - Fingerprints (64,778) (28,224) (185,000) (30,527) 17% (185,000) 0
Sched. Reimb. - Other (98) 0
Sched Interdepartmental (134,244) (83,902) (92,000) (33,561) (92,000) 0
Unsched. Reimb. - Other (227,341) (114,467) (905,000) 0
NET APPROPRIATION 12,890,974 6,506,417 | 14,469,000 6,626,857 46% 13,912,923 556,077
SURPLUS/(DEFICIT): 3.8%

2/26/2016 4:25 PM
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California Board of Accountancy Expenditures through December 31, 2015

Personnel Services
General Expense
Fingerprint Reports
Minor Equipment
Printing
Communication
Postage

Travel In-State
Training

Facilities Operations

Consulting and Professional Services

DCA Prorata

Exam (NASBA Contract)
Enforcement Costs
Major Equipment
Total

$4,270,770
$119,399
$27,618
$68,141
$135,130
$26,064
$109,783
$91,463
$49,227
$694,802
$63,890
$1,311,861
$165,200
$464,105
S0
$7,597,453

$9,053,000
$215,000
$123,000
$24,000
$95,000
$60,000
$142,000
$136,000
$28,000
$643,000
$242,000
$2,481,000
S0
$1,463,000
$60,000
$14,765,000

47%
56%
22%
284%
142%
43%
77%
67%
176%
108%
26%
53%
N/A*
32%
0%
51%

! The Exam line item reflects $165,200, for the NASBA contract, which is used to provide assistive services to
examination candidates. The amount is fully encumbered at the beginning of the fiscal year, hence reflecting

that it has been fully expended.

Expenditures

H Personnel Services - $4,270,770

M Fingerprint Reports - $27,618

M Printing - $135,130

M Postage - $109,783
Training - $49,227

m Consulting and Professional Services - $63,890
Exam - $165,200
Major Equipment - SO

H General Expense - $119,399

B Minor Equipment - $68,141

m Communication - $26,064

B Travel In-State - $91,463

® Facilities Operations - $694,802
DCA Prorata - $1,311,861
Enforcement Costs - $464,105
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Enforcement Costs: Fiscal Year 2012-13 to Fiscal Year 2015-16

FY 2014-15
$900,000 $850,305
$800,000 FY 2013-14

FY 2012-13 $688,291
$700,000 $653,173

$600,000

FY 2015-16
(6 months of data)
$500,000 $464,105
$400,000
$300,000
$200,000
$100,000
0
> 1
® FY 2012-13 $653,173
m FY 2013-14 $688,291
= FY 2014-15 $850,305
M FY 2015-16 (6 months of data) $464,105

Enforcement costs consist of the following:
Office of the Attorney General

Office of Administrative Hearings

Court reporting expenses

Evidence and Witness Fees
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Analysis of Fund Condition

2016-17 Governor's Budget
NOTE: $31.270 Million General Fund Repayment Outstanding

Governor's
Budget
ACTUAL cYy BY BY + 1
2014-15 2015-16 2016-17 2017-18
BEGINNING BALANCE $ 14,186 $ 6,818 $ 7,925 $ 24,965
Prior Year Adjustment $ 210 $ - $ - $ -
Adjusted Beginning Balance $ 14396 $ 6,818 $ 7,925 $ 24,965
REVENUES AND TRANSFERS
Revenues:
125600 Other regulatory fees $ 158 $ 168 $ 166 $ 166
125700 Other regulatory licenses and permits $ 2465 $ 2,580 $ 4,442 $ 4,442
125800 Renewal fees $ 2480 $ 2,413 $ 5,679 $ 5,679
125900 Delinquent fees $ 146 $ 92 $ 236 $ 236
141200 Sales of documents $ - $ - $ - $ -
142500 Miscellaneous services to the public $ - $ - $ - $ -
150300 Income from surplus money investments $ 25 % 37 $ 33 $ 62
160400 Sale of fixed assets $ - $ - $ - $ -
161000 Escheat of unclaimed checks and warrants $ 7 9 7 $ 7 $ 7
161400 Miscellaneous revenues $ 42 % 32 $ 32 $ 32
164300 Penalty Assessments $ - $ - $ - $ -
Totals, Revenues $ 5323 $ 5,329 $ 10,595 $ 10,624
Transfers from Other Funds
F00001 GF loan repayment per ltem 1120-011-0704, BA of 2002 $ - $ 6,000 $ - $ -
F00001 GF loan repayment per ltem 1120-011-0704, BA of 2003 $ - $ 270 $ - $ -
GF loan partial repayment per ltem 1110-011-0704,
F00001 BA of 2010 $ - $ 4,000 $ 20,000 $ -
F00001  GF Loan Repaymentper BA of 2011 $ - $ - $ 1000 $ -
Totals, Revenues and Transfers $ 5323 $ 15,599 $ 31,595 $ 10,624
Totals, Resources $ 19,719 $ 22,417 $ 39,520 $ 35,589
EXPENDITURES
Disbursements:
0840 State Controller (State Operations) $ - $ - $ - $ -
8880 - FISCAL $ 10 $ 23 $ 18 $ -
1110 Program Expenditures (State Operations) $ 12,891 $ 14,469 $ 14,537 $ 14,828
Total Disbursements $ 12,901 $ 14,492 $ 14,555 $ 14,828
FUND BALANCE
Reserve for economic uncertainties $ 6,818 $ 7,925 $ 24,965 $ 20,761

Months in Reserve 5.6 6.5 20.2 16.5
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AUTHORIZED POSITIONS AND POSITION ALLOCATION

Authorized Positions
100 93.9 93.9
83.5 79.9
: 75.9
80
60
40
20
0
FY 2011-12 FY 2012-13 FY 2013-14 FY 2014-15 FY 2015-16

Position Allocation
Fiscal Year 2015-16 - Authorized Positions: 93.9

Pr.a(.:tlce Exam . Inlthl Llcens.lng RCC Enforcement Admin Executive | Board
Privilege Licensing Admin
1.0 6.0 12.0 5.0 11.0 3851 16.4 4.0 0.0

Five limited-term positions will expire June 30, 2016 and six limited-term positions will expire June 30, 2017 for
the Enforcement Unit.

! This number reflects the return of a position to the Executive Unit that had been previously temporarily
directed to the Enforcement Division.

Fiscal Year 2014-15 - Authorized Positions: 93.9

Pr.a(.:tlce Exam . Inlthl Llcens.lng RCC Enforcement Admin Executive ]| Board
Privilege Licensing Admin
1.0 6.0 12.0 5.0 11.0 39.5 16.4 3.0 0.0

Seventeen Enforcement positions and one Initial Licensing position were added as a result of 3 successful FY
2014-15 BCPs. Eleven of the 17 Enforcement positions are limited term and will expire in two to three years.

Fiscal Year 2013-14 - Authorized Positions: 75.9

Pr.a(.:tlce Exam . Inlthl Llcens.lng RCC Enforcement Admin Executive ] Board
Privilege Licensing Admin
1.0 6.0 11.0 4.0 11.0 225 17.4 3.0 0.0

Three limited-term positions expired as of June 30, 2013. One permanent Practice Privilege Office Assistant
position was eliminated via a negative BCP pursued by the CBA.

Fiscal Year 2012-13 - Authorized Positions: 79.9

Pr.at.:tlce Exam . |I‘|Itla.| Llcens_lng RCC Enforcement Admin Executive | Board
Privilege Licensing Admin
2.0 6.0 12.0 5.0 11.0 225 18.4 3.0 0.0

The elimination of salary savings required by the Department of Finance in FY 2012-13, required the CBA to
eliminate 3.6 authorized positions.

Fiscal Year 2011-12 - Authorized Positions: 83.5

Practice Exam Initial Licensing
Privilege Licensing Admin

RCC Enforcement Admin Executive ] Board

2.0 6.0 12.0 5.0 11.0 22.5 20.0 4.0 0.0
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CBA Item VI.C.
March 17-18, 2016

Update Regarding the Department of Consumer Affairs Proposed Revisions to
the Enforcement Performance Measures

Presented by: Patti Bowers, Executive Officer

Consumer Protection Objectives

The California Board of Accountancy (CBA) has a fiduciary responsibility to protect
consumers, and does so by ensuring only qualified licensees practice public
accountancy in accordance with established professional standards. A vital function
performed by the CBA in the accomplishment of this responsibility is receiving
complaints, performing investigations, and taking enforcement action, when appropriate,
against licensees that fail to adhere to California’s statutes and regulations, including
performing work that is not in accordance with professional standards.

In adopting Enforcement Performance Measures, the CBA must ensure the adequacy
of any measures, including the areas being measured and timeframes being
established.

Action(s) Needed

The CBA will be asked to assign the Enforcement Program Oversight Committee
(EPOC) a future discussion topic related to evaluating the DCA Enforcement
Performance Measures.

Background
In or about 2010, the Department of Consumer Affairs (DCA) instituted the Consumer

Protection Enforcement Initiative (CPEI) as a comprehensive initiative to overhaul the
enforcement process at the various healing arts boards. The goal of the CPEI was to
reduce average enforcement completion timelines for the healing arts boards to
between 12 to 18 months. As part of CPEI, the DCA established various Enforcement
Performance Measures designed to assist the DCA and its stakeholders in reviewing
the progress in meeting enforcement goals.

While CPEI focused primarily on the DCA healing arts boards, the non-healing arts
boards were encouraged to participate and adhere to the same Enforcement
Performance Measures. The CBA adopted the Enforcement Performance Measures
developed by the DCA as benchmarks for its Enforcement Program.



Update Regarding the Department of Consumer Affairs Proposed Revisions to
the Enforcement Performance Measures
Page 2 of 3

Since late 2010, the DCA has been collecting and reporting quarterly Enforcement
Performance Measures for the various boards/bureaus. Presently, there are six
Enforcement Performance Measures:

1. Volume — the number of complaints and convictions received

2. Intake — the average cycle time from complaint receipt, to the date the complaint
is assigned for investigation

3. Intake Through Investigations — the average cycle time from complaint receipt to
closure of the investigation process

4. Formal Discipline — the average number days to complete the entire enforcement
process from case transmittal to the Attorney General’s Office for formal
discipline (concludes with the effective date of any formal discipline)

5. Probation Intake — the average number of days from the time a monitor is
assigned, to the date the monitor makes first contact with the probationer

6. Probation Violation Response — the average number of days from the date a
violation of probation is detected, to the date the assigned monitor initiates
appropriate action.

Historically, the CBA has met or exceeded all of the established Enforcement
Performance Measures with the exception of the Enforcement Performance Measure
Number 4 — Formal Discipline. The most recent Quarterly Performance Measures for
the CBA are provided in the Attachment 1.

Comments

As part of its most recent sunset review, the Legislature requested that the DCA
perform a system-wide review and analysis of enforcement programs, including the
presently used Enforcement Performance Measures. The DCA released a timeline
associated with implementing changes for the Enforcement Performance Measures
which called for it to finalize revised measures by January 31, 2016, with data collection
and rollout to occur in Quarter 1 for Fiscal Year (FY) 2016/17 (July 1, 2016 —
September 30, 2016).

As members are aware, | transmitted a memorandum to DCA Director on January 27,
2016 regarding the proposed revisions presently being undertaken by the DCA,
including the associated timeline. The memorandum expressed my belief that as part of
the revisions board members should take an active role in the process.

The DCA has informed me that it believes it would not make its goal of a FY 2016/17
implementation if it included time for review and feedback from each boards’ members.
Further, the DCA noted its belief that with the assistance of the boards’ management
and staff, it could conduct an effective review of the Enforcement Performance
Measures.
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Subsequent to responding to my memorandum, | received an invitation from the Deputy
Director for the DCA'’s Division of Investigations and Enforcement Programs to

participate in an additional workshop associated with the probation areas included in the
Enforcement Performance Measures. This workshop took place on February 23, 2016.

On February 29, 2016, the DCA provided staff with its final Enforcement Performance
Measures (Attachment 2). Staff will evaluate the recently released measures and
provide the CBA with its initial perspective of the measures at the March 2016 meeting.

Fiscal/Economic Impact Considerations
There are no fiscal/leconomic impact considerations.

Recommendation

Staff recommend that the CBA assign to the EPOC a future meeting topic to evaluate
the DCA Enforcement Performance Measures. As part of this assignment, the CBA
may wish to have the EPOC begin discussion on CBA Enforcement reporting in
general, to include evaluating the Enforcement Activity Report and future reporting
needs of the CBA.

Attachment

1. Department of Consumer Affairs, California Board of Accountancy, Performance
Measures Q4 Report (April — June 2015)

2. Revised DCA Enforcement Performance Measures



Attachment 1
Department of Consumer Affairs

California Board of
Accountancy

Performance Measures
Q4 Report (April - June 2015)

To ensure stakeholders can review the Board’s progress toward meeting its enforcement goals
and targets, we have developed a transparent system of performance measurement. These
measures will be posted publicly on a quarterly basis.

PM1 | Volume
Number of complaints and convictions received.

PM1
300
100
0
April | May | June
Actual 264 | 204 | 173 m=Actual

Total Received: 641 Monthly Average: 214

Complaints: 451 | Convictions: 190

PM2 | Intake
Average cycle time from complaint receipt, to the date the
complaint was assigned to an investigator.

PM2
15
10 o= =/-—
5 —
April May June
= 0= Target 10 10 10
= Actual 5 6 10

Target Average: 10 Days | Actual Average: 6 Days
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PM3 | Intake & Investigation
Average number of days to complete the entire enforcement process for
cases not transmitted to the AG. (Includes intake and investigation)

PM3
300
= e ——ao T

100
0

April May June

= -0 = Target 180 180 180

== Actual 139 195 148

Target Average: 180 Days | Actual Average: 157 Days

PM4 | Formal Discipline
Average number of days to complete the entire enforcement process
for cases transmitted to the AG for formal discipline. (Includes intake,
investigation, and transmittal outcome)

Cycle Time
| | |

0 200 400 600 800 1000

Target Average: 540 Days | Actual Average: 824 Days




PM7 |Probation Intake
Average number of days from monitor assignment, to the date the monitor
makes first contact with the probationer.

Cycle Time

Target Average: 5 Days | Actual Average: 1 Day

PMS8 | Probation Violation Response
Average number of days from the date a violation of probation is reported, to the
date the assigned monitor initiates appropriate action.

PMS8
20
15 Q- -Q- P
10
5 e g,
./ \.
April May June
= 0= Target 15 15 15
= Actual 1 6 1

Target Average: 15 Days | Actual Average: 2 Days




Attachment 2

Revised Enforcement Performance
Measures

PM1: Volume: Number of complaints received.

PM2: Intake: Average cycle time from date complaint received, to the date the
complaint was closed or assigned for investigation.

PM3: Average number of days to complete the entire enforcement process for cases
not transmitted to the AG for formal discipline. (Includes intake, investigation, and
case outcome or non-AG formal discipline)

PM3a: Intake Only — Of the cases included in PM3, the average number of days from
the date the complaint was received to the date the complaint was assigned for
investigation.

CAS Users Only

PM3b: Investigation and Post-Investigation: Of the cases included in PM3, the
average number of days from the date the complaint was assigned for investigation
to the date of the case outcome or non-AG formal discipline effective date.

BreEZe Users Only

PM3b: Investigation Only — Of the cases included in PM3, the average number of
days from the date the complaint was assigned for investigation to the date the
investigation was completed.

PM3c: Post-Investigation Only: Of the cases included in PM3, average number of
days from the date the investigation was completed to the date of the case outcome
or non-AG formal discipline effective date.

PM4: Average number of days to complete the entire enforcement process for cases
transmitted to the AG for formal discipline. (Includes intake, investigation, and
transmittal outcome)

PM4a: Intake Only — Of the cases included in PM4, the average number of days from
the date the complaint was received to the date the complaint was assigned for
investigation.



CAS Users Only

PM4b: Investigation and Post-Investigation: Of the cases included in PM4, the
average number of days from the date the complaint was assigned for investigation
to the date of the case outcome or AG formal discipline effective date.

BreEZe Users Only

PM4b: Investigation Only — Of the cases included in PM4, the average number of
days from the date the complaint was assigned for investigation to the date the
investigation was completed.

PM4c: Pre AG Transmittal — Of the cases included in PM4, the average number of
days from the date the investigation was completed to the date the case was
transmitted to the AG.

PM4d: Post AG Transmittal — Of the cases included in PM4, the average number
days from the date the case is transmitted to the AG to the date of the case outcome
or formal discipline effective date.

CAS and BreEZe Users

PM4e: Appealed Cases — Of the cases included in PM4 that were appealed, the
average number of days from the appeal date to the formal discipline effective date.
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The redesign of the CBA website is nearing completion, and staff still anticipate launching the new website
later this spring. Not only is the website being transferred over to the new State template, but several fea-
tures on the website have been rebuilt as well.

At the CBA’s March 2016 meeting, staff will provide a short walkthrough of some of the more important
changes. The biggest change involves how the public will be able to view enforcement documents. On the
current website, in addition to using the License Lookup feature to see the current status of a license, a user
needs to search through lists for disciplinary actions on one webpage, pending accusations on another page,
and citations on a third page. On the new website, the user will still use the License Lookup feature to view
the licensee’s current license status, but all enforcement documents will be in a single, searchable database
making enforcement actions easier to find and, therefore, providing better consumer protection.

Other features that have been upgraded include the E-News subscription lists and English language
assistance. E-News is the CBA’s email subscription service and is a great way to stay informed of what is
happening at the CBA. Its interface has been redesigned to make it easier to subscribe to your favorite
topics. English language assistance will be more available through the inclusion of the Google Translate
feature which will allow most of the website, including the consumer complaint form, to be viewed in 90
different languages. While this feature does not work with PDFs, the Consumer Assistance Handbook will
be translated into Spanish for use on the website and physical distribution. Staff explored translating the
CBA’s handbooks, but it was deemed to be not feasible due to the frequency with which those are revised
and the cost of translation at $0.11 per word.

Finally, a new tab has been added to the top of the page called Communications & Outreach. This tab will
host the UPDATE archive, press releases, the meeting calendar, live and archived webcasts, and other items
that are important to the CBA’s efforts to get its message out to stakeholders. It provides a one-stop
location for users who just want to know what is going on at the CBA and emphasizes the CBA’s priority of
communicating with its stakeholders.

News Releases

At its Januar.y 2916 meetmg, the CBA requested .that staff conduc.t o.ut— Herschel T. Elkins, ESQ. Reappointed (o
reach regarding its exemption and extension options for the continuing the California Board of Accountancy
education requirements. The CBA website has a page devoted to this
information, and staff have taken the opportunity to share that

California Board of Accountancy

webpage via social media. In addition, staff will continue to explore Welcomes Its Newest Board Member
other opportunities to communicate this information with licensees.

Distinguished Guests Speak at California
Board of Accountancy Meeting
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On January 20, 2016, President Katrina L. Salazar, CPA, addressed CalCPA’s Council meeting in Sacra-
mento. She shared the CBA’s objectives and priorities for 2016 with 150 of CalCPA’s leaders from
across the state. It was very successful and an excellent opportunity to talk with some of the leaders of
the public  accounting profession in California.

CBA Vice-President Alicia Berhow was interviewed by a reporter from the Korea Daily based in Los
Angeles. The interview took place on February 11, 2016 and covered a wide range of subjects and
focused on the services the CBA provides to its readership.

Finally, staff have reached out to three universities to gauge interest in a presentation from CBA staff
regarding the educational requirements and the exam and licensure process. The three schools that
have been contacted are University of Southern California; California State University (CSU), Fullerton;
and CSU, East Bay.

This chart shows the 3500 - SOCIAL MEDIA
growth in social media | 3pgq -

followers since the 2500 4 3,128
beginning of 2015. 2000 2,071
There has been a 1500 o Twitter N
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high, the engagement
(interaction between the user and the post) on Facebook remains below that of
Twitter. LinkedIn engagement is consistently the highest.

E News Subscriptions External Internal Total
Consumer Interest 4,522 64 4 586
Examination Applicant 2,939 49 2,988
Licensing Applicant 3,582 54 3,636
California Licensee 9,630 60 9,690
Out-Of-State Licensee 2,367 54 2,421
Statutory/Regulatory 7,805 70 7,875
CBA Meeting Information & Agenda Materials 3,697 51 3,748
Update Publication 7,436 33 7,469
Total Subscriptions 41,978 435 42,413
Total Subscribers 13,518 83 13,601
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