
Archaic and unnecessary Prohibition-era laws
deny Maryland consumers access to their favorite
California merlots, prevent Floridians from ordering
bottles of wine over the Internet, and could send
Nashville restaurateurs to jail for ordering
Washington wineries’ products.  In recent years, such
restrictive laws—encouraged by politically powerful
wine and liquor wholesalers who see the rise of e-
commerce as a threat to their comfortable place in
the market—have proliferated at the expense of
consumers, producers, retailers, and market
efficiency.  These wholesalers’ actions are emblematic
of a much larger problem—”the revenge of the
disintermediated”—whereby middlemen in
industries ranging from autos to travel services use
laws, regulations, or other restrictions to thwart more
robust e-commerce competitiors.1  This report is a
case study of middleman resistance in the alcohol
industry, but has broader implications for e-
commerce as a whole.

Distributors and retailers in most consumer
goods industries face competition from new distri-
bution channels, including big box specialty stores,
large discount chains, direct shipping from manu-
facturer to retailer and, of course, e-commerce.  But
in the alcoholic beverage industry, as alternative chan-
nels emerged in the last decade, alcohol wholesal-
ers, and in some cases retailers, have pushed for
legal protections.  Today, no state allows unlimited
direct shipments from manufacturers to retailers or
consumers.  Twenty-six states require alcohol ship-
ments to come to rest at a licensed wholesaler’s
warehouse while in transit from producer to retailer.
Eighteen states exercise monopoly control over
wholesaling within their borders.  Fourteen states
have “franchise laws” that legally grant wholesalers

regional monopolies.  Some states prohibit retail-
ers from owning more than one store.  More than
30 states prohibit citizens from purchasing beer,
wine, and liquor over the Internet, with at least
eight of those prohibitions being passed since 1995.

While originally intended to advance the public
interest, the regulatory and legal framework now
governing the alcohol industry lowers productivity,
raises costs, restricts consumer choice, and limits
small producers’ access to markets.  Even the 18
states that conduct wholesaling activity themselves
restrict the ability of producers to ship directly to
retailers and restrict choice in the market.  There are
better ways to temper the public’s appetite for
alcohol than by preserving outmoded vestiges of
the pre-information economy.

Alcohol wholesalers argue that these legal
restrictions serve key public purposes: preventing
underage drinking, collecting state excise taxes, and
curbing illegal trafficking.  These purposes are
certainly appropriate public policy goals, and it is
not the aim of this paper to either encourage or
discourage alcohol consumption.  The specific public
policy goals that wholesalers affect may also be
accomplished through other, less restrictive means
without causing inefficiency, decreased choice, and
other market problems.  Similarly, this paper does
not contend that wholesalers serve no useful
purpose; wholesalers exist with no legal mandate
in almost every other retail industry and almost
certainly would remain in the alcohol market, albeit
likely with a smaller market share, if protective
mandates were lifted.  Therefore, it is time to bring
the regulation of the alcohol industry into the 21st
century by ending the legal protections for middlemen.
To do this:
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� Congress should clarify the respective state
and federal powers controlling commerce in
alcohol, namely that states cannot prohibit
open competition any more than is necessary
to regulate for temperance and taxation
purposes.

� States should abolish mandates that legally
require a wholesaling tier and other statutes
that unnecessarily restrict the market, so that
consumers and producers may benefit from
greater choice, competition, and market
access.

� The federal government should help states
and industry streamline compliance
procedures for the various registration and
licensing requirements mandated by
individual states.

The Birth of a Mandated
Intermediary

In the late 19th and early 20th centuries, states
and the federal government passed laws
constraining the sale of alcohol.  By 1890, six
states had passed “dry laws” prohibiting all sale
and importation of alcoholic beverages, and
many others reserved that decision for local
governments.  To help dry states protect
themselves from their “wet” neighbors, in 1890
Congress made all interstate shipments of
alcohol subject to the laws of the destination
state.2  While respect for states’ rights drove this
decision, deeper frustration with the ills of
alcohol, including the presence of “saloons” that
were closely tied to producers, led to the passage
of Prohibition in 1919, banning the manufacture,
sale, transportation, and importation of
alcoholic beverages in the United States.3

Widespread dissatisfaction with Prohibition
led to the 1933 passage of the 21st Amendment,
which repealed the ban and gave the states
limited control over alcohol regulation.
Likewise, to prevent the return of “tied-house”
saloons, Congress passed the Federal Alcohol
Administration (FAA) Act of 1935 that closely
regulated the relationship between producers
and retailers.4 States almost immediately
obviated this federal authority by adopting their

own regulatory regimes under the auspices of
the second clause of the 21st Amendment.5

Eighteen states took the responsibility of
distributing alcohol upon themselves—all of
these “control states” conduct all wholesaling
activity within their borders, 14 of them control
retail sales of all spirits, and three control retail
sales of all wine products.  Other states
maintained the private sector’s control, but
through licensing requirements ensured that
wholesaling intermediaries existed between
producers and retailers.  The result was a market
in which producers were prohibited from
shipping directly to retailers and consumers, as
goods had to physically pass through an
intermediary’s hands.  This was the so-called
three-tier system.

States used various policies to institute and
maintain the three-tier system.  Wholesalers
feared that large producers would demand
investment in transportation and warehousing
and then abandon them before the wholesalers
could recoup their costs.  As a result, 16 states
passed sweeping franchise laws governing the
contracts between producers and wholesalers.
Seven states mandate and 22 permit wholesalers
to have “exclusive territories,” the sole right to
sell a particular product in a given region.6   Only
four states prohibit exclusive territories.  As a
result, along with the automobile industry, the
alcohol industry is one of the few in which
distributors are protected from competition by
statute, as opposed to private contracts.

But these restrictions go beyond grants of
exclusivity.  In perhaps the antithesis of just-in-
time delivery, 26 states have “at rest” laws
mandating that alcohol shipments be held at the
warehouse of a licensed wholesaler for up to
three days before proceeding to retailers.7

Producers must use wholesalers even when they
could more cheaply ship directly to retailers.
Some states require that producers disclose and
guarantee to wholesalers the lowest price at
which their products are sold nationwide,
limiting the incentive for producers to sell at
lower prices in some markets.  States like Florida
erect barriers to entry for new wholesalers, by
requiring that they maintain a certain inventory
and substantially increasing the start-up cost for
new wholesalers.8  Others like New York prohibit
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retailers from owning multiple stores, which
limits their negotiating leverage with
wholesalers and raises overall costs by
precluding the efficiencies multi-store chains
can bring.9  All these provisions raise costs and
lower productivity in those states.  This is one
reason why the consulting firm of Booz Allen
Hamilton found distributors’ profit margins in
the alcohol industry to be more than twice those
of food distributors generally.10

More recently, as direct Internet shipment
of wine to consumers has emerged, wholesalers
and retailers have pressured at least 10 states to
institute direct shipping bans.  For example,
Florida, home of the nation’s largest wine and
liquor wholesaler,11 passed a sweeping array of
measures in 1997, that among other provisions,
made direct shipment of alcohol to consumers a
felony.  In 1998, Oklahoma and Indiana passed
restrictions on out-of-state shipments. In 1999,
Maryland made direct shipment a felony.12 At
the urging of wholesalers, Congress passed the
21st  Amendment Enforcement Act in 2000,
which extended to attorneys general the ability
to prosecute citizens of other states in federal
court for violating state bans against alcohol
importation.  These laws particularly harm small
producers, who wholesalers rarely represent but
to whom the Internet, a richly viable alternative,
is off limits.13  And in restricting these small,
boutique producers in the market, protectionist
laws limit the variety of beer and wine available
to consumers.  Likewise, supermarkets and large
discount retailers such as Wal-Mart now account
for nearly 40 percent of all wine sales in the
United States, yet they cannot buy directly from
manufacturers even though this would in many
cases be cheaper and more efficient.14

The decentralized nature of state liquor
regulations has led to other burdensome
requirements for interstate alcohol sales.  For
example, a producer must seek approval for its
product’s label from the federal government and
almost every state in which it wishes to sell its
product (dealing usually with the state Alcohol
Beverage Control Board).  Many states require
shippers to register a “stock keeping unit” (SKU)
number if they wish to sell even one bottle of
wine.  Moreover, in addition to a basic federal
alcohol producer license, producers must apply

for individual state licenses in the majority of
states to which they ship alcohol.  These and
other state-specific regulations are particularly
burdensome for small producers who may elect
not to sell their product to a consumer when a
single shipment will entail onerous paperwork
and fees.

While states have passed a wide array of
laws and regulations to limit competition and
consumer choice, the courts have begun to look
for a balance between the 21st  Amendment’s
grant of state power and the need to remove
barriers to interstate commerce instilled by the
Commerce Clause of the U.S. Constitution. In
several states, in-state producers are permitted
to ship directly to consumers, while out-of-state
producers are not.  States justify this by arguing
that they have more power to investigate and
enforce laws over their own producers than they
do over out-of-state producers.15  However,
federal courts in North Carolina, Virginia, Texas,
and most recently New York have struck down
such laws, ruling that the 21st Amendment does
not give states the ability to favor their own
wineries over those in other states.16 While some
argue that these cases may foreshadow a more
general liberalization of the market, the legal
precedent does not address the more widespread
legal protections, particularly those mandating
the wholesalers’ role.17

The Three-Tier Mandate Is Out of
Date

Defenders of the three-tier system argue that
current laws serve public policy purposes,
including preventing minors from obtaining
alcohol, collecting state and local excise taxes,
and preventing market manipulation.  The reality
is that these legitimate goals can be achieved
without  legal protections for wholesalers.  For
example, New Hampshire, Nevada, North
Dakota, Louisiana, and Wyoming allow wine
producers to sell over the Internet but require
them to first register with the state and collect
and remit the excise taxes.18 Age can be verified
in several ways that are just as reliable as retail
clerks checking IDs.19  Already, wine producers
shipping to consumers in over 20 states must
affix labels to the packages requiring that
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couriers confirm the recipient’s identity and
that they are over 21 years of age.

The last defense of distributors—that they
prevent producers from manipulating the
market—is simply not valid in today’s economy.
As laid out in the FAA Act, a goal of the three-
tier system was to prevent producers from
coercing retailers into unwholesome and anti-
competitive business relationships.  The best
defense against the return of “tied-house”
saloons are today’s demanding customers who
would simply not frequent bars and restaurants
with only one brand of alcohol.  But still,
establishments should be allowed to cater to
customers who will settle for one brand, while
law enforcement can quiet any problems of
saloon-era vice.  With regard to monopoly
power, its risk now lies at least as much on the
distribution side of the industry as on the
producer side.20  Moreover, as in virtually all
other industries, the Federal Trade Commission
and Justice Department can provide adequate
and competent oversight to enforce pro-
competitive principles.

Wholesaler mandates are not only harmful
in private markets; the 18 control states that
conduct wholesaling activities themselves
likewise restrict consumer choice, efficiency in
the market, and producers’ access to retailers
and consumers.  Such governmental alcohol
wholesalers purport to temper the public’s
drinking by maintaining direct control over the
distribution chain and to ensure tax collection.
While state retail outlets may indeed assure
stricter control over distribution to minors, state
wholesalers cannot do the same.  And as with
private wholesalers, other efficient means of tax
collection exist that do not undermine consumer
choice, efficiency, and access to markets.  State-
controlled wholesaling, like mandates for its
private counterpart, is unnecessary.

Finally, some worry that a free market in
alcohol will flood the country with cheap liquor
and exacerbate alcoholism and other problems.
While end-user costs will certainly drop with
efficiency gains, governments can choose to keep
prices stable by raising alcohol taxes.  The
outcome is the same, but is achieved by letting
society benefit from efficiency gains.

Modernizing Alcohol Industry
Regulation

There are a number of steps that government
should take to open up the alcohol industry to
greater competition and consumer choice:

� Congress should pass legislation that
specifically defines the authority granted
to the states by the 21st Amendment for
regulating temperance and taxation.  This
legislation should permit states to restrict
the market no more than is necessary to
achieve these legitimate policy goals.  Such
legislation would enable successful court
challenges of most if not all state anti-direct
shipment laws, at rest laws, and franchise
laws because many of these laws do not aim
at achieving legitimate purposes of
temperance and taxation, and there are less
restrictive alternatives to those that do.

� States should repeal protectionist laws
governing the alcohol industry.  Direct
shipping bans, franchise laws, at-rest laws,
chain-store restrictions, and burdensome
regulatory provisions raise costs and limit
consumer choice.  In control states, mandates
for exclusive control of wholesaling are
unnecessary, and control states should open
themselves to private competition.  States
can and should design regulations that meet
the goals of tempering the public’s drinking
and ensuring tax collection, while at the same
time promoting competition and consumer
choice.21

� The federal government should facilitate
the development of interstate commerce. To
ease the burden placed on producers by 50
different state registration, approval, and
licensing regimes, the federal Bureau of
Alcohol, Tobacco and Firearms should
coordinate a cooperative effort between
states, producers, and the federal
government to centralize registration,22

licensing, and label approval23 procedures
for alcoholic beverages.
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Conclusion

Whatever the rationale for the three-tier sys-
tem was, it no longer applies.  As in several other
industries, middlemen in the alcohol industry
are fighting to constrain consumers’ choices and
producers’ access to markets in the interest of
self-preservation.  While they purport to fill es-
sential public policy roles, there are clearly less
restrictive means of ensuring governmental con-
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trol over temperance and taxation—the mar-
ket, not government regulation, should deter-
mine the role of middlemen.  Be it alcohol, auto-
mobiles, contact lenses or other industries where
middlemen play a strong role, there is no legiti-
mate policy reason to deny consumers and pro-
ducers competitive distribution options that boost
efficiency, cut costs, and increase consumer
choice.
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