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Senators Skoe, Pappas, Kierlin and Ruud introduced--
S.F. No. 1280: Referred to the Committee on Commerce.

A bill for an act
relating to liquor; increasing restrictions on the use
of alcohol by a person under the age of 21 years;
amending Minnesota Statutes 2004, section 340A.503, by
adding a subdivision.
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
Section 1. Minnesota Statutes 2004, section 340A.503, is

amended by adding a subdivision to read:

Subd. 5a. [ATTAINMENT OF AGE.] With respect tb purchasing,

possessing, consuming, selling, furnishing, and serving

alcoholic beverages, a person is not 21 years of age until 8:00

a.m. on the day of that person's 21st birthday.
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S.F. No. 1444 - Alcoholic Beverage Sales to Minors Civil
Penalties and Compliance Checks

Author: Senator Ellen R. Anderson
Prepared by: Matthew S. Grosser, Senate Research (65 1/296 -1890) \)L
Date: - March 14, 2005

Current Minnesota law allows for the imposition of civil penalties up to $2,000, as well as
license suspension or revocation for violations of applicable statute. This bill establishes mandatory
civil penalties, imposed by the authority issuing the retail license, for the sale of alcoholic beverages
to persons under age 21. The penalties range from $500 for a first violation to revocation of the
violator’s retailer licenses for a fourth violation within a two-year period. The Commissioner of
Public Safety may impose the penalties if the Commissioner determines that the licensing authority
has failed to do so after a reasonable period of time. No suspension or penalty may take effect until
the licensee has been given the opportunity for a hearing as provided by the contested case
procedures under the Administrative Procedures Act.

The bill also requires at least two compliance checks per year on each retail license holder,
to be conducted by the licensing authority. '
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Senators Anderson, Ranum, Pappas and Marty introduced--
S.F. No. 1444: Referred to the Committee on Commerce.
A bill for an act

relating to alcoholic beverages; providing minimum
administrative penalties for sales to underage
persons; proposing coding for new law in Minnesota
Statutes, chapter 340A.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
Section 1. [340A.5035] [MANDATORY PENALTIES AND COMPLIANCE

CHECKS; SALE TO PERSONS UNDER AGE 21.]

(a) The authority issﬁing a retail license must impose the

following civil penalties:

(1) for a first violation of section 340A.503 within a

two-year period at the same location, $500;

(2) for a second violation of section 340A.503 within a

two-year period at the same location, $750;

(3) for a third violation of section 340A.503 within a

two-year period at the same location, $750 plus a three—-day

suspension of the violator's retail license; and

(4) for a fourth violation of section 340A.503 within a

two—yéar period at the same location, the authority must revoke

the violator's retail license.

(b) The commissioner may impose the penalties under

paragraph (a) if the commissioner determines that the licensing

authority has, after a reasonable period of time, failed to

“impose the penalties when required to do so under that paragraph.

(c) No suspension or penalty may take effect until the

Section 1 1
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licensee has been given an opportunity for a hearing as provided

in section 340A.415.

(d) After a violation of section 340A.503 is found, the

authority must perform a compliance check on the violating

retail license holder within 90 days of the violation.

(e) An authority issuing a retail license under this

chaptér must complete at least two compliance checks per year on

each retail license holder to ensure compliance with the

provisions of this chapter. The commissioner shall adopt rules

setting standards to be used during all compliance checks.
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Senators Dibble and Pappas introduced--

S.F. No. 1535: Referred to the Committee on Commerce.

A bill for an act

relating to liquor; authorizing the city of

Minneapolis to issue an on-sale license; amending

ginnesota Statutes 2004, section 340A.404, subdivision
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:

| Section 1. Minnesota Statutes 2004, section 340A.404,
subdivision 2, is amended to read:

Subd. 2. [SPECIAL PROVISION; CITY OF MINNEAPOLIS.] (a) The
city of Minneapolis may issue an on-sale intoxicating liquor
license to the Guthrie Theater, the Cricket Theatre, the Orpheum
Theatre, the State Theatre, and the Historic Pantages Theatre,
notwithstanding the limitations of law, or local ordinance, or
charter provision relating to zoning or school or church
distances. The licenses authorize sales on all days of the week
to holders of tickets for performances presented by the theaters
and to members of the nonprofit corporations holding the
licenses and to their guests.

(b) The city of Minneapolis may issue an intoxicating
liquor license to 510 Groveland Associates, a Minnesota
cooperative, for use by a restaurant on the premises owned by
510 Groveland Associates, notwithstanding limitations of law, or
local ordinance, or charter provision.

(c) The city of Minneapolis may issue an on-sale

intoxicating liquor license to Zuhrah Shrine Temple for use on

Section 1 . 1
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the premises owned by Zuhrah Shrine Temple at 2540 Park Avenue
South in Minneapolis, and to the American Swedish Institute for
use on the premises owned by the BRmerican Swedish Insﬁitute at
2600 Park Avenue South, notwithstanding limitations of law, or
local ordinances, or charter provision relating to zoning or
school or church distances.

(d) The city of Minneapolis may issue an on-sale
intoxicating liquor license to the AmericanvAssociation of
University Women, Minneapolis branch, for use on the premises
owned by the American Association of University Women,
Minneapolis branch, at 2115 Stevens Avenué South in Minneapqlis,
notwithstanding limitations of law, or local ordinances, or
charter provisions relating to zoning or school or church
distances.

(e) The city of Minneapolis may issue an on-sale wine
license and an on-sale 3.2 percent malt liquor license to a
restaurant located at 5000 Penn Avenue South, and an on-sale
wine license and an on-sale malt liquor license tb a restaurant
located at 1931 Nicollet Avenue South, notwithstanding any law
or local ordinance or charter provision. |

(£) The city of Minneapolis may issue an on-sale wine
license and an on-sale malt liquor license to the Brave New
Workshop Theatre located at 3001 Hennepin Aveﬂue South, the
Theatre de la Jeune Lune, the Illusion Theatre located at 528

Hennepin Avenue South, the Hollywood Theatre located at 2815

Johnson Street Northeast, the Loring Playhouse located at 1633

Hennepin Avenue South, the Jungle Theater located at 2951
Lyndale Avenue South, Brave New Institute located at 2605
Hennepin Avenue South, the Guthrie Lab located at 700 North
First Street, and the Southern Theatre located at 1420
Washington Avenue South, notwithstanding any law or local
ordinance or charter provision. The license authorizes sales on
all days of the week.

(g) The city of Minneapolis may issue an on-sale
intoxicating liquor license to Univérsity Gateway Corporation, a

Minnesota nonprofit corporation, for use by a restaurant or

Section 1 2
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catering operator at the building owned and operated by the
University Gateway Corporation on the University of Minnesota
campus, notwithstanding limitations of law, or local ordinance
or charter provision. The license authorizes sales on all days
of the week.

(h) The city of Minneapolis méy issue an on-sale

intoxicating liquor license to the Walker Art Center's

concessionaire or operator, for a restaurant and catering

operator on the premises of the Walker Art Center,

notwithstanding limitations of law, or local ordinance or

charter provisions. The license authorizes sales on all days of

the week.
Sec. 2. [EFFECTIVE DATE. ]

Section 1 is effective the day following final enactment.

Under Minnesota Statutes, section 645.023, subdivision 1, clause

(a), section 1 takes effect without local approval.
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Senator Hann introduced--

S.F. No. 1072: Referred to the Committee on Commerce.

A bill for an act
relating to liquor; authorizing the city of Eden
Prairie to issue an on-sale intoxicating liquor
license to a caterer for use in connection with
city-owned premises.
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
Section 1. [CITY OF EDEN PRAIRIE; ON-SALE LICENSE. ]

Notwithstanding any law, local ordinance, or charter

provision, the city of Eden Prairie may issue an on-sale

intoxicating liquor license to any entity holding an operating

food service contract with the city for the operation of the

cafeteria, for use by the entity at the premises owned by the

city of Eden Prairie, at 8080 Mitchell Road in Eden Prairie.

The license authorizes sales on allfdays of the week to persons:

attending special events in the cafeteria. The licensee may not

dispense intoxicating ligquor to any person attending or

participating in an amateur athletic event held on the premises

unless such dispensing is authorized by resolution of the city

council. The license authorized by this subdivision may be

issued for space that is not compact and contiguous, provided

that all such space is within the City Center building and is

included in the description of the licensed premises on the

approved license application.

[EFFECTIVE DATE.] This section is effective the day

following final enactment.
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S.F. 1680 -PosemiLen.

A bill for an act

relating to liquor;'authorizing the city of

Minneapolis to issue an on-sale license; amending

ginnesota Statutes 2004, section 340A.404, subdivision
BE iT ENACTED BY THE DEGISLATURE OF THE STATE OF.MiNNESOTA;

Section 1. Minnesota Statutes 2004, section 340A.404,
subdivision 2, is amended to read:

. Subd. 2. [SPECIAL PROVISION; CITY OF ﬁINNEAPOLIS.] (aj The
city of Minneapolis may issue an on-sale intoxicéting liquor
license to the Guthrie Theater, the Cricket Theatre, the Orpheum

Theatre, the State Theatre, and the Historic Pantages Theatre,

notwithstanding the limitations of law, or local ordinance, or

‘charter provision relating to zoning or school or church

distances. The licenses authorize sales on all days of the week
to holders 6f tickets for performances presented by the theaters
and to members of the nonprofit corporations holding the:
licénseskand to their guests.

(b) The city of Minneapolis may issue an intoxicating
liquor license to 510 Groveland Associates, a Minnesota
cooperative; for use by a restaurant on the premises owned by
510 Groveland Associates, notwithstanding limitations of law, or
local ordinance, or charter provision. | N |

(c) The city of Minneapolis may issue an on-sale

intoxicating liquor license to Zuhrah Shrine Temple for use on

" Section 1 1
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'the'premiSes owned by Zuhrah Shrine Temple at 2540 Park Avenue
‘South in Minneapolis, and to the American Swedish Institute for

‘uSe on the'premises owned by the American Swedish Institute at

2600 Park Avenue South, notwithstanding limitations of law, or
local ordinances, or charter provision relating to zoning or
school or éhurch distances.

(d) The city of Minneapolis may issue an on—sale

1ntox1cat1ng liquor license to the Amerlcan Assoc1at10n of
'7Un1ver51ty Women, Mlnneapolls branch, for use on the premises
‘owned: by the American Association of Unlver31ty Women,

“Mlnneapolls branch, at 2115 Stevens Avenue South in Mlnneapolls,

notw1thstand1ng 11m1tatlons of law, or local ordlnances, or
charter prov151onsvrelat1ng to zoning or school or church
distances.

(e) The city of Minneapolis may issue an on-sale wine

1iceﬁse and an on-sale 3.2 percent malt liquor license to a

restaurant located at 5000 Penn Avenue South, and an on-sale
wine license and an on-sale malt liquor license to a restaurant

located at 1931 Nicollet Avenue South, notwithstanding any‘law

.or local ordinance or charter provision. .

(£) The city of Minneapolis may issue an on-sale wine
license and an on-sale malt liquor license to the Brave New
Workshop Theatre located at 3001 Hennepin Avenue South, the.
Theatre detla Jeune Lune, the Illusion Theatre located at 528
Hennepin Avenue South, the Hollywood Theatre located at 2815
Johnson Street Northeast, the Loring Playhouse 1oeated at 1633
Hennepin Avenue South, the Jungle Theater located at 2951
Lynﬂele‘Avenue South, Brave New Institute located at 2605

Hennepin‘Avenue South, the Guthrie Lab located at 700 North

First Street, and the Southern Theatre located at 1420

Wasﬁington Avenue South, notwithstanding any lew‘or local
ordihance orlcharter provision. The license authorizes sales on
all days of the week. |

A(gi The city of Minneapolis may issue an on-sale

intoxicating liquor license to University Gateway Corporation, a

'Minnesota nonprofit corporation, for use by a restaurant or

Section 1 . ' 2
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catering operator at the building\owned and opeiated by the
University Gateway Corporation‘on the University of Minnesota
campus, notwithstanding'limitations of law, or local orainance
or charter provision. The license authorizes sales on all days

of the week.

(h) The city of Minneapolis may issue an on-sale

intoxicating liquor license to the Guthrie Theater's

concessionaire or operator for a restaurant and catering

operator on the premises of the Guthrie Theater, notwithstanding

limitations of law, local ordinance, or charter provisions. The

license authorizes sales on all days of the week.

. [EFFECTIVE DATE.] This section is effective the day

following final enactment.
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Senator Dibble introduced--
S.F. No. 1322: Referred to the Committee on Commerce.

A bill for an act
relating to alcoholic béverages; eliminating
prohibition against dual distribution in the beer
market; repealing Minnesota Statutes 2004, section
325B.03.
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
Section 1. [REPEALER. ]

Minnesota Statutes 2004, section 325B.03, is repealed.




APPENDIX
Repealed Minnesota Statutes for 05-1528

325B.03 NO DUAL DISTRIBUTION. i
No brewer who designates a sales territory for which any

wholesaler shall be primarily responsible shall enter into any
agreement with any other beer wholesaler for the purpose of
establishing an additional agreement for its brand or brands of
beer in the same territory served by a beer wholesaler with that

particular brand.

325B.03 1R
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S.F. No. 1585 - Liquor Wholesaler-Retailer Relationships
Author: | Senator Mike McGinn

Prepared by: Matthew S. Grosser, Senate Research (651/296-1890) \}&/
Date: March 14, 2005

The bill eliminates the prohibition against financial relationships between malt liquor and
distilled spirit wholesalers and licensed retailers of alcoholic beverages. The bill also relieves
wholesalers of the requirement to report to the Commissioner of Public Safety the names and
addresses of each retail licensee who is more than 30 days delinquent on payments for credit
extended in the normal course of business. :
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Senator McGinn introduced.-

SF No. 1585: Referred to the Committee op, ‘Commerce.

A bill for an act

relating to liquof; modifying law relating to

wholesaler-retailer relationships; amending Minnesota

Statutes 2004, sections 340A.308; 340A.318.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:

Section 1. Minnesota Statutes 2004, section 340A.308, is
amended to read:

340A.308 [PROHIBITED TRANSACTIONS;]

(a) Except as otherwise provided in‘section 340A.301, no
brewer er-matt-iiquer-wheltesater may directly or indirectly, or
through an affiliate or subsidiary company, or through an
officer, director, stockholder, or partner:

(1) give, or lend money, credit, or other thing of value to
a retailer;

(2) give, lend, lease, or sell furnishing or equipment to a
retailer;

(3) have an interest in a retail license; or

(4) be bound for the repayment of a loan to a retailer.

(b) No retailer may solicit any equipmeﬂt, fixture,
supplies, money, or other thing of value from a brewer er-maitt
iicueor-whotesater if furnishing of these items by the brewer er
whelesater is prohibited by law and the retailer knew or had
reason to know that the furnishing is prohibited by law.

(c) This section does not prohibit a manufacturer er

whoetesater from:

Section 1 1
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(1) furnishing, lending, or renting to a retailer outside
signs, of a cost of up to $400 excluding instaliation and repair
costs; |

(2) furnishing, lending, or renting to a retailer inside

signs and other promotional material, of a cost of up to $300 in

a year;

(3) furnishing to or maintaining for a retailer equipment
for dispensing malt liquor, including tap trailers, cold plates
and other dispensing equipment, of a cost of up to $100 pef tap
in a year; | |

(4) using or renting property owned continually since

November 1, 1933, for the purpose of selling intoxicating or 3.2

percent malt liquor at retail; or

(5) extending customary commercial credit to a retailer in
connection with a salg of nonalcoholic beverages only, or
engaging in cooperative advertising agreements with a retailef
in connection with the sale of nonalcoholic beverages onlyf—er_'

f6}-in—the-ease—of—a—wheiesaierr—with-the-priér-written
eonsent-of-the-commissiener;-seliing-beer-on-consignment-te-a
helder-of-a-temporary-iicense-under-seection-340A<4037
subdivisien—-2;-or-340A-4047-subdivisien-16.

Sec. 2. Minnesota Statutes 2004, section 340A.318, is
amended to read:

340A.318 [CREDIT EXTENSIONS RESTRICTED. ]

Subdivision 1. [RESTRICTION.] Except as provided in this
section, no retail licensee may accept or receive credit, other
thah merchandising credit in the ordinary course of business for
a period not to exceed 30 days, from a distiller,

manufacturer, er-whelesaier—ef—distiiied-spirits—er-winer or

‘égent or employee thereof. No distiller; or manufacturer er

whelesater may extend the prohibited credit to a retail
licensee. No retail licensee delinquent beyond the 30-day
period shall solicit, accept or receive credit or purchase or
acquire distilled spirits or(winé directly or indirectly, and no
distiller;7 or manufacturer er-wheiesaier shall knowingly grant

or extend credit nor sell, furnish, or supply distilled spirits

Section 2 2
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or wine to a retail licensee who has been posted delinquent
under subdivision 3. No right of action shall exist for the
collection of any claim based upon credit extended contrary to
the provisions of this section.

Subd. 2. [REPORTING.] Every distillers gg manufacturer er
whetesater selling to retailers shall submit to the commissioner
in triplicate not later than Thursday of each calendar week a
verified list of the names and addresses of each retail licensee
purchasing distilled spirits or wine from that distiller; or
manufacturerr—ér—whe}esa&er who, on the first day of that
calendar week, was delinquent beyond the 30-day period, or a
verified statement that no delinquencies exist which are
required to be reported. The name and address of each retail
licensee who makes payment with a postdated check, or a check
that is dishonored on presentment, must also be submitted to the
commissioner at that‘time. If a retail licensee previously
reported as delinquent cures the delinquency by paymeht, the
name and address of that licensee shall be submitted in
triplicate to the commissioner not later than the close of the
second full business day following the day the delinquency was-
cured. ’

Subd. 3. [POSTING; NOTICE.] Verified lists or statements

‘required by subdivision 2 shall be posted by the commissioner in

offices of the department in places available for public
inspection not later than the Monday following receipt.
Documents posted shall constitute notice to every distillery or
manufacturer;-er-wheltesater of the information posted. Actual |
notice, however received, also constitutes notice.

Sﬁbd. 4. [MISCELLANEOUS PROVISIONS.] The 30-day
merchandising period allowed by this section shall commence with
the day immediately fbllowing the date of invoice and shall
include all successive days, including Sundays and holidays, to
énd including the 30th successive day. 1In addition to other
legal methods, payment by check during the period for.which
merchandising credit may be extended shall be considered

payment. - All checks received in payment for distilled spirits

Section 2 3
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or wine shall be deposited promptly for collection. A postdated
check or a check dishonored on presentation fdr payment dées not
constitute payment. A retail licensee shall not be deemed
delinquent for any alleged sale in any instance where there
exists a bona fide dispute between the licensee and the
distiller; or manufacturer er-wheiesater as to the amount owing

as a result of the alleged sale. A delinquent retail licensee

‘who engages in the retail ligquor business at two or more -

locations shall be deemed to be delinquent with respect to each
location. A retail licensee who engages in the retail liquor
business at two or more locations means "a person or group of
persons possessing 50 percent or more ownership in two or more
locations." |

Subd. 5. [LICENSE SUSPENSION OR‘REVOCATION.] The license
of any retail licensee, distiller, or manufacturer er-whetesater
violating any provision of this section shall be subject to

suspension or revocation in the manner provided by this chapter.
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S.F. No. 1130 - Wine Regulations

Author: Senator Bob Kierlin ‘ S

Prepared by: Christopher B. Stang, Senate Counsel (651/296-0539)
Date: March 10, 2005 |

Section 1 removes wine as a product exempt from the law requiring licensed importers of alcoholic
beverages to offer for sale their products on a nondiscriminatory basis. :

Section 2 prohibits a licensed wholesaler or manufacturer from being a party to an agreement with
an importer for the purchase of a brand of wine to the exclusion of the purchase of that brand by
other licensed wholesalers and manufacturers. ’

CBS:cs




01/06/05 [REVISOR ] CMG/JK 05-1275

Senator Kierlin introduced-- ,
S.F. No. 1130: Referred to the Committec on Commerce.

I A bill for an act
2 relating to liquor; modifying restrictions on
3 importers of wine; prohibiting certain exclusive
4 agreements in the sale of wine; amending Minnesota
5 Statutes 2004, section 340A.307, subdivision 4, by
6 adding a subdivision.
7 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
8 Section 1. Minnesota Statutes 2004, section 340A.307,
9 subdivision 4, is amended to read:
10 Subd. 4. [EXCEPTIONS.] Nothing in this section applies to:
11 (1) wine-or malt liquor of aﬁy alcohol content;
12 (2) intoxicating liquor which is: -
13 (i) further distilled, refined, rectified, or blended
14 within the state; and
15 (ii) bottled within the state and labeled with the
16 importer's own labels éfter importation into the state; or
17 (3) any brand of intoxicating liquor which is offered for
18 sale only in this state. No such brand shall vary from an
19 existingkor new brand sold in another state in any manner as to
20 braﬁd name, age, or proof of the product.
21 Sec. 2. Minnesota Statutes 2004, section 340A.307, is
22 amended by adding a subdivision to read:.
23, Subd. 5. [ELIMINATION OF WINE WHOLESALE EXCLUSIVE
24 AGREEMENTS.] Notwithstanding any other law to the contrary, no
25 1licensed wholesaler or manufacturer shall be a party to an

26 agfeement with a licensed importer for the purchase of a brand

Section 2 1
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of wine by the licensed wholesaler or manufacturer to the

exclusion of the purchase of that brand by other licensed

wholesalers or manufacturers in the state after the effective

date of this act.
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Senator Qurada introduced--
S.F. No. 1131: Referred to the Committee on Commerce.

A bill for an act

relating to liquor; prohibiting the establishment of

new municipal liquor stores; amending Minnesota

Statutes 2004, section 340A.601, by adding a

subdivision.
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:

Section 1. Minnesota Statutes 2004, section 340A.601, is
amended by adding a subdivision to read:

Subd. la. [NO NEW MUNICIPAL LIQUOR

STORES.] Notwithstanding subdivision 1, no new municipal liquor

store may be opened or established after June 30, 2005. This

subdivision applies to cities currently operating and cities not

currently operating a municipal liquor store.

Sec. 2. [EFFECTIVE DATE. ]

This act is effective the day following final enactment.
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Senator Kleis introduced--
S.F. No. 1435: Referred to the Committee on Commerce.

A bill for an act
relating to liquor; requiring certain cities operating
municipal liquor stores to issue off-sale licenses to
qualified applicants; amending Minnesota Statutes
2004, section 340A.601, subdivision 5.
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:
Section 1. Minnesota Statutes 2004, section 340A.601,

subdivision 5, is amended to read:

Subd. 5. [ISSUANCE OF LICENSES TO PRIVATE PERSONS.] (a) A

. City owning and operating a municipal liquor store may issue

~on-sale liquor licenses to hotels, clubs, and restaurants. A

city issuing on-sale licenses under this subdivision may
continue to operate the municipal liquor store or may resume
operation of a municipal liquor store previously discontinued.

The number of on-sale licenses issued under this section by
a city is governed by section 340A.413. .

A city may not issue licenses ﬁnder this seetieon Earagragh,
other than a license issued to a club under section 340A.404,
subdivision 1, clause (4), until authorized by the voteré of the
city voting on the question at a special election called for
that purpose.

"(b) Any city that owns and operates a municipal liquor

store must issue an off-sale license for an exclusive liquor

store to any applicant qualified under this chapter. The

license must be approved by the commissioner.
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Senate

State of Minnesota

TO: Legislative Audit Commission
FROM: Senate Commerce Subcommittee on Liquor
DATE: March 14, 2005

RE: Evaluation Topic

The members of the Senate Commerce Subcommittee on Liquor urge the
Legislative Audit Commission to recommend that the Office of the Legislative
Auditor evaluate state regulation of alcoholic beverage sales and distribution under
Minnesota Statutes, Chapters 325B and 340A. This evaluation should include
impact of the following on consumer choice, competitive prices and public safety:

e statutorily sanctioned exclusive wholesaling relationships
e statutorily sanctioned limitations on retail licenses, particularly off-sale
e other state- or locally-authorized economic regulation.

e
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Review of the Report
Impact of the Highly Regulated Wholesale and
Retail Alcoholic Beverage Markets in Minnesota
This review of the subject report was requested by Paul Kaspszak, Executive Director of the
Minnesota Municipal Beverage Association. It provides an overview of the report, a

historical brief on the alcohol in Minnesota, and an analysis of the pricing methodology

used, geographic scope and industry structure.

Overview

The report is heavy on rhetoric and light on facts that can be substantiated. For instance, the
report frequently uses the term monopoly or near monopoly when referring to Minnesota
alcoholic wholesalers and retailers. First and most importantly the report indicates higher
average costs are the result of a monopoly. There is no evidence in the report to substantiate
there are monopoly or near monopoly conditions in Minnesota than there is in Wisconsin.
The entire report is based on a pricing survey described in the Appendix on Methodology. It
provides very limited information on how, when and where the pricing data on alcoholic
beverages was obtained. Verification and replicaticn is essential element of any survey.

This report and the research conducted cannot be verified or replicated.

Second, the report’s focus on Minnesota, but in reality, it is on Wisconsin and Minnesota.
More specifically, Wisconsin is one of 33 states that allow grocers to sell wine and spirits in
contrast to Minnesota, which is one of 17 states that do not allow grocers to sell wine and
spirits. More specifically, it is on Wisconsin being more price competitive on alcoholic

beverages than Minnesota. A more accurate and complete assessment would have included




Minnesota’s adjacent states of lowa, North Dakota and South Dakota. Clearly the author(s)
of the report attempts to show that Minnesota is less competitive than Wisconsin. The do
not want to show that Minnesota may be more competitive than [owa, North Dakota and

South Dakota.

Third, the size and structure of the alcoholic beverage industry reflects a state’s unique
culture, politics, taxation, historical development and the spatial distribution of people and
urban centers. The alcoholic beverage industry in Minnesota is different from neighboring
states and Wisconsin in particular because of the dominance of the Twin Cities; relative few

smaller sized metro areas with numerous rural counties.

Alcohol in Minnesota

Minnesota has a long history of wanting to control alcohol distribution. The Midwest was
the heartland of the Prohibition movement. The Woman’s Christian Temperance union
(WCTU) began in Cleveland, Ohio in 1874 and is now headquartered in Evanston, Illinois.
Minnesota chapters began in 1878 and grew in number and size paving the way for
Prohibition. The Volstead Act which prohibited the manufacture and distribution of
alcoholic beverages of greater the 0.5% was authored by Andrew Volstead of Granite Falls,
Minnesota. The Act became law on January 16, 1920 and was repealed by the 21°

Amendment to the constitution effective December 5, 1933,

Minnesota enacted conservative laws to control the sale and distribution after the repeal of

Prohibition. Some measures included higher taxes on alcoholic beverages, restrictions on




days and hours of operation, no serving of wine or spirits on Sunday, only 3.2% beer at non-
liquor stores, restricting liquor stores and grocers from selling each other’s products,
legislation enabling smaller communities to operate municipal liquor stores and bars and

local option as to whether or not to sell liquor or not.

Pricing Survey
First, the report uses data from the Minnesota State Auditors report on Municipal Liquor

Store Operations for 2003. The report states that Minnesota imposes two types of special

taxes on alcoholic beverages:

“Special excise taxes are imposed on the manufacturers or wholesalers of these products.

Taxes are fixed by a dollar amount per unit (per barrel or liter). Tax rates vary by beverage

type.

A special higher sales tax rate of 9 percent (2.5 percentage points higher than the regular
rate) applies to their retail sales—whether made on-sale (to be consumed in bars or
restaurants) or off-sale (in liquor stores or by other sellers). The tax is a percentage of the

retail price. It is scheduled to expire on January 1, 2006.

Revenues from both the excise tax and the additional 2.5 percentage point sales tax go into
the general fund. Fiscal revenues from the excise taxes were about $67 million and $54

million for the special sales tax.”




Clearly, municipal liquor stores are only a small portion of the alcoholic beverage
establishments, and not very representative at that. They number 257 (Minnesota State
Auditor’s Report for 2003) out of almost 960 stores statewide (Census of Retail Trade for
1997). They tend to be located in smaller, more isolate communities that provide greater

convenience to the local community and generate revenue for the municipality.

Second, the pricing survey outlined on page 12 of the report indicates:

“For this part of the study, data were collected on popular brands of wine and spirits for
various locations in Minnesota and Wisconsin. Locations in Minnesota were assigned a
code of 1, 2 or 3 depending on the degree of competitiveness reflected by profit margins.
Regressions were than calculated as a function of the location in Minnesota or Wisconsin,
competitiveness rating, beverage type, bottle size using dummy variables where

appropriate.”

The report does not provide any detail on when, where or how the pricing data were
obtained. When is an important consideration? Most Minnesota liquor stores use a high-
low pricing promotional strategy. They selectively discount certain beverages to drive
traffic and sales. They often have special broader price promotions with deeper and broader
discounts by category (beer, wine and spirits) for longer periods during certain times of the
year. Wine for instance is heavily discounted and promoted in March, July and October.
Clearly, these sales account for a disproportionately large volume of sales. We cannot tell

when the survey was taken so the price differences are questionable.




Where the data was collected also affects the result. There is very limited information on
the sampling technique used. Normally a sampling frame is established to ensure that the
sample is representative. Random, stratified and clustered sampling techniques are used to
ensure that the sample is unbiased. The report provides very limited information on which
markets and stores were sampled and why. There is no assurance that the sample is is

representative and unbiased.

How the data was collected is not described. Was the data collected by observation, phone,
mail, etc? We do not know from the report. Were there safeguards used to ensure that the
products compared were identical? We don’t know from the report. For instance, spirits in
liters vs. fifths are similar in size and some stores, especially small ones, only handle one
size. Similarly, the report lists 750-ml. bottles of wine. One brand used in the survey was
Mondovi. Which Mondovi wine was it? Was it Fume Blanc, Chardc;nnay, Pinot Nor,
Merlot, Cabernet? Prices vary by variety as well as where the wine was produced. The
report provides no specific information on what wine was tracked, and leaves in doubt how

systematic and accurate the data collected was.

The market basket of items for which the price comparisons are limited and do not reflect a
cross section of alcoholic beverages. The report only lists five 1.5 It. of spirits and four 750-
- ml. brands of wine. This is far too small to be considered a representative sample. A
minimum of 20 items for each category (beer, wine and spirits) would be needed to ensure
representativeness. In addition, the sample should be broadly representative of the entire

market: lower, middle and higher priced products within each category not just the popular




brands. The sample is medium to better. It does not include the full range of products and

prices.

The Research Department of the Minnesota House of Representatives report of January
2005 sates that:

“Minnesota’s wine and beer excise taxes are average or below average compared to most
other states. Minnesota’s tax on distilled spirits (liquor) is among the highest for states with
excise taxes. A number of states (including lowa) have liquor monopolies and a portibn of
the price is markup is a de facto tax; it is difficult to compare the tax burden with these
states. The table compares Minnesota rates with its bordering states. However, only North
Dakota imposes an additional sales tax (an additional 2 percentage points). Thus Minnesota

alcohol tax burden is higher suggested by simply comparing excise tax burdens.”

Excise Tax Rates (per gallon)

Bordering States
Strong Beer Table Wine Liquor
Towa $.19 $1.75 N.A.
Minnesota 15 30 $5.03
North Dakota 16 .50 2.50
South Dakota 27 .93 3.93
Wisconsin .06 25 3.25

Source: Federation of Tax Administrators




Clearly, Minnesota uses taxes to increase revenue, especially in light of recent deficits. This
is a matter of tax policy and revenue needs rather than price competitiveness at the market
and store levels. It also reflects the state’s history and culture in taxing vices like alcohol

and tobacco more highly than other states.

Geographic Scope
This report focuses on Minnesota, but is actuality it is about Minnesota and Wisconsin. This
raises the question about why Wisconsin and not the other adjacent states of lowa, North

Dakota and South Dakota too. Could be it because Wisconsin allows liquor to be sold in

grocery stores and the other states do not?

The spatial demographics of Minnesota and its neighboring states are strikingly different.
The table below shows that Wisconsin is the most densely populated sate. It also has more
residents residing in Metropolitan Statistical Areas (MSA), but a slightly lower percentage
than Minnesota. The latter is the result of the high concentration of the state’s population
residents in the Twin Cities compared to Milwaukee: 58.4% vs. 28%. Iowa, North Dakota

and South Dakota are much more rural with less than half of their populations in MSAs.




Population Density and MSA Population Concentration

Population/Sq. Mile MSA Population Percent of State
Wisconsin 08.8 3,611,574 67.3
Minnesota 61.8 3,500,525 71.2
lowa 52.4 1,457,567 49.8
South Dakota 99 299911 39.7
North Dakota 9.3 278,420 34.9

Source: Office of Management and Budget and the Census of Population for 2000

Another way to look at the urban structure is by counties. The table below shows that

Wisconsin has more MSAs counties in MSAs. They are also more evenly dispersed

throughout the state. This structure suggests the urban structure might yield greater

competition where more stores drive prices lower because of increased competition. By

extension, more rural residents would have access to these MSAs with more competitive

pricing.
MSA Counties Imnortance in Stafe
MSAs MSA Counties Counties % of Total

Wisconsin 12 21 30.0%
Minnesota 7 18 20.7

Iowa 9 11 11.1

South Dakota 2 3 4.5

North Dakota 3 4 7.5

Source: Office of Management and Budget and the Census of Population for 2000




Bottom line: urban structure favors higher levels of competition.

Industry Structure

Distribution of alcoholic beverages reflects the historical development of states, liquor laws
and regulations, urban structure, etc. Wholesale trade in Wisconsin developed earlier and
more widespread than Minnesota. The importance of rivers and Lake Superior resulted in
earlier advantages to cities like Winona, Red Wing, Stillwater, Mankato, Duluth and above
all Minneapolis and St. Paul in Minnesota. Early advantages as gateways resulted in fewer,
but larger wholesalers being more concentrated Minnesota than Wisconsin. Cultural
differences resulted in lowa running liquor as a state owned and operated monopoly. The
Dakotas have high concentrations of wholesaling in only four markets: Sioux Falls, Rapid

City, Fargo and Grand Forks.

Retail industry structure shows Minnesota with the greatest number of establishments, sales
and employees. Wisconsin is a distant second because it permits grocers to sell wine and
liquor to selected grocery stores. On the other end of the spectrum is lowa with the lowest
concentration of establishments, sales and employees. This is what happens in a real

monopoly; not Minnesota as the author(s) of the report indicates.




Retail Industry Structure

Establishments Sales ($000) Employees
Wisconsin 490 $359,298 2,395
Minnesota 960 810,400 6,642
Iowa 111 57,692 531
South Dakota 139 71,874 651
North Dakota 125 75,444 751

Source: Census of Retail Trade, 1997 (2002 information is only partially released)




MINNESOTA MUNICIPAL BEVERAGE
SUMMARY SHEET

Municipal liquor stores started after Prohibition as a means for cities to control
the distribution of alcohol in their communities. Later, cities found their
municipal liquor store could be a method of generating needed non-tax
revenue. Today, the purpose of municipal liquor stores is to “control the
distribution of alcohol — while simultaneously generating income for the

community.”

Off-sale municipal liqguor operations have geographic exclusivity but not

- competitive exclusivity. This competition has caused municipal liquor
operations to become more business savvy — with the goal of encouraging
customers to purchase at the municipal liquor operation, instead of
somewhere else.

There are over 230 cities with off-sale or on-sale / off-sale combination
municipal liquor operations, operating approximately 260 facilities. Sales
range from approximately $100,000 to over $9 million per year. Total annual
sales are approximately $250 million with total annual profits of approximately
$20 million. Profits are used by cities for general fund activities or special
projects including recreation programs, elderly transportation and public
safety equipment.

Sales have increased over the past decade and the trend is continuing.

The strong trend in large cities and small towns is to remodel and / or expand
existing facilities and build new facilities.

Municipal liquor operations can advertise, promote, price etc. like
independently owned operators. However, because of the “alcohol control”
element, municipal liquor operators may choose not to engage in certain,
otherwise legal, activities.




Alcohol Related Fatalities

Year Minnesota Wisconsin
1982 322 479
1983 314 453
1984 332 482
1985 287 404
1986 284 428
1987 248 450
1988 294 462
1989 289 397
1990 258 370
1991 233 362
1992 240 302
1993 216 330
1994 250 311
1995 269 323
1996 222 325
1997 197 335
1998 285 304
1999 206 310
2000 258 350
2001 225 366
2002 256 360
2003 267 387
TOTAL 5752 8290

Since 1982, Wisconsin has averaged
over 44% MORE Alcohol Related Fatalities
than Minnesota

Source: 1982-2002 (Final) FARS Files and 2003 FARS Annual Report File,
FHWA's Highway Statistics Annual



JERICH AND ASSOCIATES
LEGISLATIVE CONSULTANTS
166 STONEBRIDGE ROAD
LILYDALE, MN 55118

651-454-9090
FAX 651-681-0606

March 14, 2005

To: Members of Commerce Liquor subcommittee

From: Jerich and Associates, Consultant to the Wine
Institute

Re: Opposition to SF1130 - Kierlin: Wine sales exclusive
agreements prohibition

The Wine Institute wishes to express their opposition to SF
1130.

Many wineries produce unique specialty wines in small lots
and the ability to establish contractual relationships with
wholesalers is vital to their ability to provide a venue to
market their products.

Marketing wines takes time to educate wholesalers and
retailers on the unique qualities of wines and the smaller
wineries do not have the resources or the quantities of
product to work with multiple wholesalers. The exclusive
agreements provide an incentive to all parties to partner to
build and promote brands, providing better service to
retailers and thus providing a broader choice of wine
products to Minnesota consumers.

Minnesota contract laws are adequate to govern these
agreements.




03/10/05 [COUNSEL ] CBS SCS1535A-1

Senator ..... moves to amend S.F. No. 1535 as follows:
Page 3, delete lines 13 to 16, and insert:

"IEFFECTIVE DATE.] This section is effective upon approval

by the Minneapolis city council in the manner provided by

Minnesota Statutes, section 645.021, notwithstanding Minnesota

Statutes, section 645.023, subdivision 1, clause (a)."
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MEMORANDUM

TO: Interested Parties

FROM: Michael D. Madigan, Minnesota Beer Wholesaler Association
RE: Summary of Beer Industry’s Contribution to Minnesota’s Economy
DATE February 23, 2005

INTRODUCTION

For over sixty (60) years, the Minnesota Beer Wholesaler Association
(“MBWA”) has served as the membership organization of the beer wholesaling industry
in the state of Minnesota. All beer wholesaling businesses in Minnesota are family
owned and operated, in some instances by the third and even fourth generation. There
are currently about ninety (90) beer wholesalers operating throughout the state.

ECONOMIC CONTRIBUTION OF THE BEER INDUSTRY TO MINNESOTA

A 2004 study commissioned by the National Beer Wholesaler Association and the
Beer Institute summarized the economic contributions of the beer industry to Minnesota’s
economy. At that time, the industry paid $518 Million in federal, state, and local taxes.
The industry employed 37,170 Minnesotans, paid $970,800,000 in wages, and made a
total economic contribution to the state of $2,680,000,000. Each ten (10) jobs in the beer
industry help create an additional twenty (20) jobs in other industries. The Study further
found that Minnesota’s Beer Industry, through direct and indirect contributions, helped
add 2,960 jobs and over $131.4 Million in wages to the state economy over the last two
years alone. A Press Release describing the 2004 study is attached.

CONCLUSION

Beer wholesalers are a vital part of our state economy, particularly in outstate
Minnesota. In addition to fueling Minnesota’s economic engine through capital
purchases, such as warehouses, trucks, vehicles, computers and other items, beer
wholesalers also support other community businesses such as insurance, banking, health
providers, accounting, legal, transportation, advertising, and the like. Beer wholesalers
are good corporate citizens in the communities where they live and work. They are a
source of substantial philanthropic support in those communities. Since the 1970’s, they
have been deeply committed to responsible use of their products through such means as
the award winning program called MBWA CARE, the purpose of which is to raise
alcohol awareness in communities and take affirmative steps to prevent intemperate
consumption of alcohol.

MDM:brc
Enclosure

L:\(MBWAN\DayOnTheHil\2005\Memorandum to Board2.doc 1
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BEER INSTITUTE

For Immediate Release Contact: Beau Phillips (Beer Institute): 202-777-3513
February 15, 2005 Michelle Semones (NBWA): 703-683-4300

Beer Industry Has $2.68 Billion Impact on Minnesota Economy
New Economzc Study Detazls Jobs, Wages and Overall Economic Impact

Washington, D.C. — Beer-related businesses, including brewers, wholesalers, and retailers, contribute $2.68
billion to the Minnesota economy, according to a new study released today by the National Beer Wholesalers
Association (NBWA) and the Beer Institute. The industry’s economic impact in the state includes 37,170 jobs
paying $970.8 million in wages as well as more than $518 million in federal, state and local taxes generated and
paid, including consumption taxes. These results show significant growth in all categories over a similar study
released in 2003, which was based on data collected for 2001. The report released today calculates data from
2004.

“We are extremely proud to be a significant contributor to the Minnesota economy,” said NBWA President
David Rehr. “More than simply providing a refreshing beverage enjoyed by 90 million adults, we are businesses
that have a national economic impact, and at the same time positively touch nearly every community in
Minnesota, providing jobs for our fellow citizens and tax revenues for our towns and cities.”

According to the report, the direct and indirect economic output of brewers, wholesalers, retailers, and suppliers
to Minnesota’s economy increased more than $347 million from a 2003 study, from about $2.3 billion to the
current $2.6 billion. Through direct and indirect economic contributions, Minnesota’s beer industry helped add
2,960 jobs and over $131.4 million in wages to the state economy over this time period.

“This study demonstrates that the beer industry is made up of more than just those who make and distribute our
products,” said Jeff Becker, President of the Beer Institute. “We are an industry of farmers, can manufacturers,
truck drivers, retailers, among many others. While the economic impact of the industry is significant, brewers
and wholesalers are also committed to promoting the responsible consumption of their products and to
improving local communities.”

Nationally, the total economic impact of beer-related businesses is nearly $162 billion annually to the U.S.
economy. This includes nearly 1.8 million jobs paying more than $54 billion in wages. Total taxes are more
than $30 billion in federal, state and local taxes paid, as well as in consumption taxes.

The study also breaks down the industry’s economic impact by congressmnal district. A chart with the key data
points for congressional districts in Minnesota is attached.

To view other states or to view the full Beer Industry Economic Impact Study, please visit
www.beerservesamerica.org,

HiH

The Beer Institute, established in 1986, is the national trade association for the brewing industry, representing both large
and small brewers, as well as importers and industry suppliers. The Institute is committed to development of sound public
policy and to the values of civic duty and personal responsibility.

Founded in 1938, the National Beer Wholesalers Association advocates before government and the public on behalf of
nearly 2,200 licensed independent beer wholesalers with operations located in every congressional district and state across

the country. Beer wholesalers are committed to ensuring that the products they provide are consumed legally, moderately
and responsibly.




INTOXICATING LIQUOR REGULATION

&

EXCLUSIVE TERRITORIES

By: Michael D. Madigan
President & Legal Counsel
Minnesota Beer Wholesalers Association
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INTRODUCTION

As outlined in another white paper entitled “Intoxicating Liquor Regulation &
The Three-Tier Sysfem”, Minnesota closely regulates the licensing, importation,
distribution and sale of intoxicating liquor within its borders in order to prevenfc illegal
sales to minors, inhibit overly aggressive marketing and consumption, collect taxes,
create orderly, transparent and accountable distribution systems, and prevent a recurrence
of the problems that led to the enactment of National Prohibition. Following a majority
of states, Minnesota adopted the three-tier system of regulation in order to accomplish
these goals. The three-tier system is designed to prevent vertical integration in the liquor
industry by “tied houses.” Direct links between manufacturers and retailers, and
disproportionate influence between the two, has historically led to increased sales,
abusive sales practices, and excessive consumption. The three-tier system interjects
checks and balances by separating producers from consumers through a distinct,
mandatory, transparent, and accountable distribution system.

EXCLUSIVE TERRITORIES

A key component of the three-tier system, and Minnesota’s Intoxicating Liquor
Regulatory Scheme, is exclusive territories for beer and wine. Today, every state in the
country has exclusive territories for beer either by statute or agreement.

Exclusive territories serve four (4) basic purposes. First, they are the backbone of
any transparent and accountable distribution system. The ability to audit for tax
payments is easier as is the enforcement of trade practice violations. Agents from the
Alcohol & Gambling Enforcement Division know exactly who is responsible for selling a

particular brand to retailers in a given area and can, therefore, determine how much of the

L:\(MBWA)\Docs\IntoxicatingLiquorExclusiveTerritories.doc 2




brand is being sold, the prices being paid by the retailers and the terms of sale. In other
words, agents can determine if:
> The proper amount of tax is being collected
> Illegal inducements were being made at the time of sale
> The brands are being illegally sold as a “loss leader” (being sold
below the purchase price)

Second, exclusive territories ensure that every retailer in a given area will have
access to every brand and package variety of products sold in that area on a timely basis.
This ensures that consumers have the widest choice of ‘brands thereby enhancing
competition.

Third, exclusive territories protect product quality. Beer is a perishable product
with a code date. Undef Distributor Agreements with brewers, wholesalers are required
to replace at their cost any beer on a retailer’s shelves which becomes old. No wholesaler
will replace old beer at his cost that he did not originally sell to the retailer. Accordingly,
the elimination of exclusive territories would not only hamstring effective enforcement, it
would also quickly undermine product quality and ultimately public health. Exclusive
territories also protect consumers by epabling the enforcing agency to know exactly who
to contact to get a brand removed from retail shelves in the event of a product recall or
product tampering situation.

Fourth, exclusive terﬁtories ensure better service and prevent “free riding.” The
introduction of a new product or brand involves a significant investment of time and
money by a wholesaler. In essence, a new “market” must be created. This investment,

ensures, as mentioned earlier, that consumers have a wide choice and that competition is
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preserved. If terrifcon'es are not exclusivé, wholesalers have no incentive to make this
investment because a competitor may unfairly “free ride” on the wholesaler’s investment.
It also creates a disincentive for wholesalers from servicing retail accounts.

Contrary to some misconceptions, exclusive territories do not increase costs to
consumers. In a study entitled” Geographic Restraints in the Malt Beverage Industry”, ;
the authors (Robert D. Tollision, Ph.D., George Mason University énd Robert B.
Ekelund, Jr., Ph.D., Auburn) made the following statement: “In sum, our study is fairly
conclusive on the question of whether exclusive beer distribution territories will harm or
enhance consumer welfare. After a detailed analysis of the effects of state-mandated
exclusive territories on the prices of beer at retail, we find that if there is any effect at all,
state-mandated exclusive territories lead to lower retail beer prices. There is no evidence

bl

that exclusive territories lead to higher retail prices . . .”. This is due in part because
exclusive territories facilitate interbrand competition by requiring wholesalers to promote
and merchandise all of the products assigned to their companies and by not allowing
licensees from outside the territory to “cherry pick” high volume accounts and “dump”

product (i.e. merely lowball the price without providing any merchandising, promoting

and sales support).
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EFFICIENCY EFFECTS OF EXCLUSIVE TERRITORIES:
EVIDENCE FROM THE INDIANA BEER MARKET
TIM R. SASS: and DAVID S. SAURMAN*

he welfare effects of vertically imposed exclusive territories and the appropriate
antitrust policy toward them have long been debated. This paper sheds light on the
exclusive-territory controversy by examing the effects of Indiana’s 1979 ban on the
grant of exclusive territories to beer wholesalers. Using time-series data for 1948-1990
we find the ban reduced beer consumption in Indiana by 6 percent. Coupled with
previous evidence thet Indiana’s ban reduced price, our results suggest that exclusive
territories in the beer industry increase demand and enhance welfare by stimulating

the provision of dealer services.

I, INTRODUCTION

Vertically-imposed exclusive territories,
whereby a manufacturer allows only a
single dealer to market its products within
a given geographical area, have been the
subject of much debate among economists
and the antitrust bar. At the heart of the
coniroversy is the effect of exclusive terri-
tories on economic efficiency; do these
vertical restraints enhance economic effi-
.clency by promoting the optimal level of
dealer effort or do they reduce social wel-
fare by stifling intrabrand competition
and promoting dealer cartels?

The debate over the efficiency effects of
exclusive territories begs resolution by ex-
amining the available data. While exclu-
sive territories have been used in a num-~
ber of industries, we examine. the beer

* Associate Professor of Economiics, Florida State
University and Associate Professor of Econiomics, San
José State University. We thank an anonymous referee,
Paul Beaumont, Kenneth Button, Coldwell Daniel I,
Roger N. Folsom, John D. Jackson, john Mayo, Stefan
Norrbin and Rodney Smith for vaiuable comments,
Mark Nichols for research assistance, and Frank
Chaloupka for providing some of the data. Saurman
is indebted to Robert D. Tollison for stirnulating his
interest in the subject. Any errors are solely our re-
sponsibility. .

Economic Inguiry
(ISSN 0095-2583)

Vol. XXXV, 5 upplied by the British Library -

industry in Indiana.! We choose the beer
industry because much of the requisite
information is publicly available, and suf-
ficient variation in the regulatory struc-
ture exists to test alternative hypotheses
concerning exclusive territories. We focus
on Indiana because it is the only state that
has legally proscribed the use of exclusive-
territory contracts by brewers. Thus, time-
series data from Indiana offer a unique
opportunity to construct reliable tests of
the effects of these vertical restraints.

In addition to data availability, the beer
industry is a prime candidate for analysis
since the use of vertical restraints by brew-
ers continues to be of policy interest
Brewers and beer wholesalers have sought
federal antitrust immunity for brewers
that grant exclusive territories to their
distributors.?

1. Industries in which firms have imposed vertical
territorial restraints include audio components, hear-
ing aids, sailboats, soft drinks and beer. See Cversirest
[1983, 84 1011 .

2. See Carstensen: and Dahlson [1986, 3] and The
Malt Beverage Interbrand Competition Act: Hearings Before
the Cornmilttee on the Judiciary, United States Senate, 100th
Congress, 1st Sess. (1987) (Henceforth 1987 Senate Hear-
ings).
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il. + THE OPPOSING THEORIES OF EXCLUSIVE
TERRITORIES

Posner [1981] and others have argued
that vertical restraints are selected by
manufacturers to enhance the efficiency of
their distribuition systems and therefore
should be legal per se. Exclusive territories
can enhance economic efficiency if they
serve to promote provision of the optimai
level of dealer services. Telser [1960] ar-
gues that in the absence of exclusive terri-
tories, dealers may fail to provide the
manufacturer’s optimal level of dealer ser-
vices when consumers can free ride on
dealer services that are associated with,
but separable from the product. Addition-
ally, Klein and Murphy [1988] suggest that
if product quality is not observable by
consumers prior to purchase, some dealers
can profitably underproduce service levels
that affect quality and free ride on per-
forming dealers. Dealers may also fail to
provide the level of service desired by the
manufacturer even when consumer or
producer free-ridihg problems do not
exist. Posner [1977] and Klein and Murphy
both reason that if the dealer profit margin
in .the absence of exclusive territories is
insufficient to compensate for the dealer’s
cost of services like advertising displays
or point-of-sale promotions, then dealers
will not produce these services even when
they are profitable to the manufacturer,

Klein and Murphy argue that exclusive
territories serve to assure dealer provision
of the manufacturer’s optimal service
evel by restricting intrabrand competition
and thus creating a stream of quasi-rents
accruing to dealers. The quasi-rents serve
as a reward to dealers who provide the
desired level of service. Dealers who do
not live up to their contractual obligations
run the risk of termination and loss of
future quasi-rents. The grant of exclusive

territories will then have fwo opposing

effects on final market equilibrium. To the
extent that additional services are valued
by comsumers, demand will increase

Supplied by the British Library -

which in turn will lead fo higher equilib-
rium price and output. In contrast, absent
resale price maintenance or other vertical
controis, the reduction in intrabrand com-
petition among dealers will tend to reduce
supply, causing an increase in price and a
decrease in output.

Under the dealer-services hypothesis,
the possible effects of exclusive territories
on price and output are depicted in Fig-
ures 1 and 2. Following the actual struc-

ure of beer marketing, we consider a
three-tier distribution system composed of
manufacturers, wholesalers, and retailers.
For ease of illustration we depict the ex-

" treme case where wholesalers have no

market power prior to the grant of exclu-
sive territories and manufacturers cannot
impose-any constrainis on the pricing or
output decisions of wholesalers.

Figures 1A and 1B illustrate the impact
of exclusive wholesaler territories when
additional dealer services are equally val-
ued by all consumers. Initiaily, the whole-
saler is assumed to incur zero marginal
cost and operate in a perfectly competitive
market. Consequently, the demand facing
wholesalers, D,, is identical to the demand
faced by manufacturers. Manufacturers
maximize profit by equating their mar-
ginal revenue, MR, with their marginal
cost, MC,, producing (J; output and
charging a price of P; to wholesalers.
Given the assumed zero marginal cost of
wholesalers, the price charged to compet-
itive retailers is also P The retail supply
curve, S, is the sum of the retailer’s mar-
ginal cost of other inputs, MC,, plus the
wholesale price of the good, Pj Retail
demand, Dy, differs from wholesale de-
mand by the retailer’s marginal cost,
MC,. Retail market equilibrium price is
Py

If the additional services supplied by
wholesalers as a result of exclusive terri-

tories are equally valued by all final con-
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FIGURE 1A

FIGURE 1B
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sumners, retail demand increases at all
quantities from Dy to D;'3 Correspond-
ingly, the wholesale demand curve shifts
out in a paraliel fashion from D, to D;. If
wholesalers become price searchers as
result of the grant of exclusive territories,

thenn the manufacturer’s demand, de-

picted as D, in Figure 1A, becomes the

wholesaler’s marginal revenue less the

wholesaler’s marginal cost of service pro-

vision, MC,. The manufacturer equates

the new marginal revenue, MR,, with mar-

ginal cost, MC,, and produces quantity

(1. The price charged by wholesalers

under exclusive territories becomes P;. Re-

tail supply decreases from 5, to S,, or by

an amount equal to the wholesale price

increase at all outputs. Retail market equi-

librium price and quantity both increase,

to 2y and Py

Under the assumption of a parallel shift
in demand, a sufficient condition for social
welfare to increase is that equilibrium
quantity increases. This can readily be
seen in Figure 1B. For equilibrium output
to iricrease, it must be true that the vertical
shift in demand from Dy to Dy’ is greater
than the vertical shift in supply from §; to
S,. Thus the increase in value to final
consumers must exceed the increase in
cost to retail suppliers. Since some of the
cost increase to retailers are additional
rents to manufacturers and wholesalers
{and thus not resource costs) total welfare
could increase even if output remained
constant.

The welfare effects of vertical restrainis
are less clear if the services that are pro-
vided are not valued the same by all
consumers. As first noted by Spence
[1975], the welfare effects of quality-en-

G

3. We assume that added services accompany all
output, not merely output above Qg, and that the mar-
ginal cost of providing these services is constant.
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hancing services depend on the average
change in quality, not the marginal
change. Commanor {1985] and Blair and
Fesmire [1994] each note that if marginal
consumers value dealer services more
than inframarginal consumers do, then an
increase in service that causes a rise in
consumption will not necessarily increase
welfare.

Consider the exireme case where ser-
vices yield no value to the first consumer
but increasing value to subsequent con-
sumers, thus causing a rotation in final-
market demand about the original inter-
cept. This situation is iliustrated in Figures
2A and 2B. As in the parallel-shift case,
initial equilibrium output is J, the
manufacturer’s (and wholesaler’s) price is
Py, and retail price is Py. As wholesale
demand rotates outward to D3 and whole-
salers become price searchers, the
manufacturer’s demand becomes D,. The
manufacturer equates marginal cost
(MC,) with marginal revenue (MR, and
produces an output of ;. The price
charged by wholesalers to retailers rises to
P;. Adding wholesale price P; to the
retailer’s marginal cost of other inputs
yields a retail supply curve of 5; Retail
market equilibrium is at a price Py and
quantity {J;.

In the demand rotation case where ser-
vices are provided with all units of output,
an increasge in output is no longer a suffi-
clent condition for total welfare to in-
crease. The net change in welfare if equi-
librium output increases from Qg to (; is
the additional value to consumers (the
area between Dy and D, from 0 to ;)
minus the cost of producing the additional
outpui (MC,, x (Jy — Qp)) minus the cost of
the wholesaler’s service on all units
(MC,, x Q). Here the welfare effects of
exclusive territories will depend on sev-
eral factors, including the relative mar-
ginal costs of manufacture and wholesal-
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sumers, ‘retail demand increases at all
quantities from Dy to Dy3 Correspond-
ingly, the wholesale demand curve shifts
out in a parallel fashion from D to Dy If
wholesalers become price searchers as a
result of the grant of exclusive territories,
then the manufacturer’s demand, de-
picted as D, in Figure 1A, becomes the
wholesaler’s marginal revenue less the
wholesaler’s marginal cost of service pro-
vision, MC,. The manufacturer equates
the new marginal revenue, MR,, with mar-
ginal cost, MC,, and produces quantity
;. The price charged by wholesalers
under exclusive territories becomes P;. Re-

tail supply decreases from S; t0 S,, or by.

an amount equal to the wholesale price
increase at all outputs. Retail market equi-
librium price and quantity both increase,
to Q; and Py’

Undler the assumption of a parallel shift
in demand, a sufficient condition for social
welfare to increase is that equilibrium
quantity increases. This can readily be
seent in Figure 1B. For equilibrium output
to increase, it must be true that the vertical
shift in demand from Dy to D’ is greater
than the vertical shift in supply from S; to
S,. Thus the increase in value to final

consumers must exceed -the increase in
cost to retail suppliers. Since some of the

cost increase to retailers are additional
rents to manufacturers and wholesalers
(and thus not resource cosis) total welfare
could increase even if output remained
constant.

The welfare effects of vertical restraints
are less clear if the services that are pro-
vided are mot valued the same by all
consumers. As first noted by Spence
[1975], the welfare effecis of quality-en-

3. We assume that added services accompany ali
output, not merely output above (o, and that the mar-
zinal cost of providing these services is constant.

hancing services depend on the average
change in quality, not the marginal

‘change. Commanor [1985] and Blair and -

Fesmire [1994] each note that if marginal
consumers value dealer services more
than inframarginal consumers do, then an
increase in service that causes a rise in
consumption will not necessarily increase
welfare. 4

Consider the extreme case where ser-

vices yield no value to the first consumer

but increasing value to subsequent con-
sumers,.thus causing a rotation in final-
market demand about the original inter-
cept. This situation is illustrated in Figures
2A and 2B. As in the parallel-shift case,
initial equilibrium output is y, the
manufacturer’s {(and wholesaler’s) price is
Py, and retail price is Py. As wholesale
demand rotates outward to D; and whole-
salers become price searchers, the
manufacturer’s demand becomes D,. The
manufacturer equates marginal cost
(MC,) with marginal revenue (MR, and
produces an output of ;. The price
charged by wholesalers to retailers rises to
Py Adding wholesale price P; to the
retailer’s marginal cost of other inputs
yields a retail supply curve of S5 Retail
market. equilibrium is at a price Py’ and
quantity Q. ’

In the demand rotation case where ser-
vices are provided with all units of output,
an increase in output is no longer a suffi-
clent condition for total welfare to in-
crease. The net change in welfare if equi-
librium output increases from Qg to Iy is
the additional value to consumers (the
area between Dy and D, from 0 to Q)
minus the cost of producing the additional
output (MC,, x (Q; - Jy)) minus the cost of
the wholesaler’s service on all units
(MC,, x Qy). Here the welfare effects of
exclusive territories will depend on sev-
eral factors, including the relative mar-
inal costs of manufacture and wholesal-

Qq

Supplied by the British Library - "The world's knowledge" www.bl.uk




SASS & SAURMAN: EXCLUSIVE TERRITORIES

FIGURE 24

FIGURE 2B
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ing services and the position of the origi-
nal demand curve.?

While the demand-rotation case is a
theoretical posesibility, its empirical rele-
vance is questionable. Services that alter
the physical composition of a commodity
are likely to produce a shift in demand,
not a rotation. In the case of beer, refriger-
ation of unpasteurized beer and stock ro-
tation by wholesalers would seem to be
valued by all consumers, not just those at
the margin. Although information-pro-
ducing services such as in-store displays
and other promotional activities may be
more highly valued by marginal consum-
ers, it is not mecessarily true that in-
framarginal consumers will lose much
from price increases that may accompany
such services® Boudreaux and Ekelund
[1988] conclude that if price increases
when promotional services are provided
to marginal consumers, inframarginal
consumers who place little or no value on
the services could switch to other brands
that offer fewer services and a lower price.
Further, one must consider the alternative
arranigements for providing, services that
would be used in the absence of exclusive
territories. Arguing along this line, White
[1985] suggests that if the elimination of
exclusive territories leads manufacturers
to supply the same services in a more
costly manmner, then welfare will be re-
duced.

f

4. Given our assumptions of constant marginal
cost and linear demand, a sufficient (though not nec-
essary) condition for total welfare to increase when
output expands is that one-half of (P3 — Pp) is greater
than MCy. In terms of relative costs, this is equivalent
to saying that total welfare wiil necessarily increase
when output expands if the vertical intercept of the
demand curve, Ag, minus MCy is more than seven
times MCp.

5, Price would not increase if the imposition of
intrabrand exclusive territories conferred no market
power on dealers and the cost of dealer services did
not vary with the quantity of the product sold. In this
case, exclusive territories unambiguously improve
welfare even in the demand rotation case. See Marvel
[1985].

The opponents of exclusive territories
emphasize the contracts’ anti-competitive
effects and argue for stringent legal stan-
dards. In this view, vertically imposed
exclusive territories facilitate the mainte-

nance of a dealer cartel by insulating col-

luding distributors from intrabrand com-
petition with distributors located outside
their own area, as well as protecting them
from new entrants.® The collusive perspec-
tive implies that exclusive. territories will
lead to higher wholesale prices, which in
turn reduce retail supply and increase
retail price. Retail demand is unaffected
since there is no increase in dealer-pro-
vided services. As a result, equilibrium
output falls and social welfare is unambig-
uously reduced.

Given no theoretical consensus over
quantity responses or welfare effects, em-
pirical analysis is necessary to assess the
impact of exclusive territory contracts. Be-
fore beginning the empirical analysis, an
understanding of the nature of contractual
relationships in the beer industry and the
legal environment which has shaped those
relationships will prove useful.

. THE LEGAL. ENVIRONMENT AND
CONTRACTUAL RELATIONSHIPS IN THE BEER
INDUSTRY

As a result of state laws prohibiting
vertical integration, a three-tier distribu-
tion system has developed in the beer
industry. Brewers sell their product to
wholesalers who in turn sell to retail out-
lets.

6. Another rationale, proposed by Carstensen and
Dahison, is the prevention of dealer arbitrage by a
price-discriminating manufacturer taking advantage
of geographically varying price elasticities. Bork [1978,
295] rejects this explanation on theoretical grounds.
More recently, Rey and Stiglitz [1995] have suggested
that in an oligopolistic environment exclusive territo-
ries may serve to decrease the perceived elasticity of
demand facing each producer and therefore poten-
tially increase producer profits at the expense of con-
sumers,
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Soon after the repeal of prohibition, the
major brewers began to place geographic
restrictions on the territories of their
wholesalers.” By the early 1960s, Ann-
heuser-Busch, Miller Brewing (Miller),
Adolph Coors Co. (Coors), and G. Heile-
man Brewing Co. (Heileman) had estab-
lished exclusive territories for their dis-
tributors.® While wholesaler exclusive ter-

itories have clearly been favored by brew-

ers, the nature and enforceability of
wholesaler distribution contracts have
been shaped by both federal and state
laws. )

The Federal Legal Environment

Prior to the U.S. Supreme Court’'s 1963
decision in White Motor,® the legal status
of exclusive territories had never been
directly established. In White Motor the
Court took a rule-of-reason approach, de-
claring that “we do not know enough of

the economic and business stuff out of -

which these arrangements emerge” and
remanded the case for a trial on the merits.
in June of 1967 the Court reversed itself
and declared exclusive territories to be per
se illegal in Schwinn.0

The Schwinn decision, however, did not
eliminate the use of territorial restrictions

7. As early as the 1940s, both Annheuser-Busch
and Miller Brewing had strong corporate policies
against distributors selling outside their territories, See
The Package Shop, Inc., et al. v. Annheuser-Busch, et ai.
CCH 1987-2 Trade Cases 57,763 (henceforth Package
Shop) at 59,079.

8. See Package Shop at 59,079; Mendelovilz v. Adolph
Coors Co. 693 F. 2d 570 {1982] at 573; and “Cleary Re-
views Current Beer Industry Climate,” Modern Brewery
Age, October 18, 1982, Although Miller claims to have
imposed exclusive territories nationwide, the specifics
of Miller’s contracts varied among wholesalers, Some
contracts specifically set out exclusive territories while
others only referred to assigned areas of primary re-
sponsibility. See Package Shop at 59,077.

9. White Motor Co. v, United Stutes, 372 U.S. 253
[19631.

10. United States v. Arnold, Schwinn & Co., 388 U.S.
365 {19671,

in the beer industry. Although the brewers
could not contractually impose exclusive
terrifories on their wholesalers after
Schwinn, it is clear that at least Annheuser-
Busch and Coors maintained their policies
of opposing extra-territorial sales.!! It ap-
pears Miller was somewhat less forceful in.
maintaining territorial exclusivity, al-
though the Miller distributors also contin-
ued to concentrate their efforts in their
assigned territories.’?

In 1974, Annheuser-Busch entered into
“Wholesaler Equity Agreements” with all
of their distributors.’® In order to avoid
being declared illegal per se under
Schwinn, the contracts did not grant exclu-
sive territories except in states where ex-
clusivity was mandated by state law. In-
stead, the 1974 agreements assigned each
wholesaler a primary marketing area in
which the wholesaler was expected to
concentrate its effort. Miller contracts
written after the Schwinn decision con-
tained a similar clause, making territories
non-exclusive, except where required by
law.14 At the same time, Coors was forced
to eliminate exclusivity provisions in
wholesaler contracts as a result of action
by the Federal Trade Commission and
began to rely on contracts which desig-
nated areas of primary responsibility.’®

Despite brewers’ efforts, some inter-ter-
ritorial sales within states or “transship-
ping” (sale of beer by wholesalers in one
territory to retailers in another) did occux
in parts of the country. Transshipping was

11. Package Shop at 59,089 and Mendeloviiz v. Adolph
Coors Co. 693 F. 24 570 {1982].

12. See Package Shop at 59,106-59,107; 59,062; 59,084
and 59,097. See also Assam Drug Co., [nc. v. Miller Brew-
ing Co. 798 F. 2d 311 (8th Cir. 1988).

3. The 1974 agreernents are quoted in Package Shop
at 59,077.

14. The Miller contract is guoted in Package Shop
at 59,107.

15. See Adoloh Coors Co. v. FTC 497 F. 2d 1178 [1974]
Cert. denied 419 U.S. 1105 [1975] and Klein and Mur-
phy 11988, 282].
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significant in New York, Indiana, Massa-
chusetts, Pennsylvania, and Minnesota.'
In June of 1977 the Court handed down

‘their decision in Sylvaniz,'” which over- -

ruled Schwinn and once again established
a rule-of-reason approach to non-price
vertical restraints. In the aftermath of
Syilvania, Annheuser-Busch moved to
strengthen the territorial provisions of
their wholesaler agreements. Effective De-
cember 1, 1982, Annheuser-Busch estab-
lished new coniracts that specified exclu-
sive territories for each of its wholesalers
(except where prohibited by law). Whole-
salers discovered selling ouiside their as-
signed territory were subject to immediate
termination.'® In May of 1983 Miller fol-
lowed the lead of Annheuser-Busch and
adopted uniform distributorship agree-
ments that established exclusive territo-
ries nationwide.”

The marketing practices of other brew-
ers in the post-Sylvanic period are some-
what less clear. As of November 1982,
Heileman planned to adopt wholesaler
agreements similar to Annheuser-
Busch’s.?? It appears that Stroh and Heile-
man did indeed adopt exclusive territories
at about the same time as Annheuser-

16. See The Malt Beverage Interbrand Competition
Act: Hearings Before the Committee on the Judiciary,
United States House of Representatives, 97th Congress,
2nd Sess. [1982) at 154 155 (statement of Frank J. Sell-
inger). See also, United States Brewers Association,
Inc., “Malt Beverage Marketing in the Regulatory
Framework, S. 1215, The Malt Beverage Interbrand
Competition Act,” june 21, 1982 at 12 13. A national
survey of wholesalers also indicated that transship-
ping was of greatest concern in the Northeast. See Katz
{1983].

17. Continental TV, Inc., et al. v. GTE Sylvania 433
U.s. 36 {1977].

18. See Orbison [1983, 145, 150, 164).

19. See Package Shoy at 59,078 and Assam Drug Co.,
Inc. v. Miller Erewing Co. Inc., 798 F. Zd 311 {(8th Cir.
1986) at 313.

20. See “The "New NBWA' or ... Hot Air Over Falls
Church,” Modern Brewery Age, November 19, 1982, re-
printed in The Malt Beverage Interbrard Competition Act:
Hearings Before the Committee on the Judiciary, United
States Senate, 98th Congress, 1st and 2nd Sess. [1983
and 19841 (Henceforth 1983-84 Senate Hearings).

Busch and Miller.! Coors apparently has
maintained de fiacto exclusive territories
throughout the post-Schwinn period.?? Ac-
cording to one industry analyst, by the
end of 1983 all major brewers had adopted
exclusive territory provisions in their
wholesaler contracts.?

The Legal Environment in Indiana »

As in the rest of the United States,
brewers established exclusive territories
for their Indiana distributors when per-
mitted. The wholesaler territories in Indi-
ana typically consisted of a single
county.?

Territorial exclusivity began to erode
within Indiana at about the same time that
brewers adopted contracts which speci-
fied “areas of primary responsibility” in
lieu of contractually explicit exclusive ter-
ritories. In 1974 some wholesalers in
Northern Indiana began to ‘sell beer to-
retailers F.C.B from their loading docks.
The retailers would then haul the beer to
stores located outside the wholesalers’ as-
sigried areas of responsibility.® These so-
called “dock sales” increased over time so
that by 1978 approximately nine of the
roughly twenty-one large-scale distribu-
tors in Indiana were making sonie sales
from their docks to hauling retailers.?® In

21. See State of New York, et al. v. Annheuser-Busch,
et al., cited in 1987-2 CCH Trade Cases 67,777 at 59,200
and 59,202,

22, See Mendelovitz v. Adolph Coors Co. 693 F 2d
57G [1982]. Also, the only state where Coors did not
market its beer was Indiana, where exclusive territories
are prohibited (1990 Beer Industry Update [1990)).

23. See 1983-84 Senate Hewrings at 74, note 9 {state-
ment of Steve L. Barsby). See also 1987 Senate Hearings
at 263 (commenis of Peter L. Carstensen).

24. Lnited Beverage Co. v. Indiana Alcokolic Beverage
Commission 566 F. Supp. 650 [1983].

25, Arth Mnin Sireet Drugs.v. A-1 Beverage Co. 404
N.E. 2d [1980] at 66. Jordan and Jaffee [1987, 155] claim
that docksales began ir 1973.

26. The number of distributors offering dock sales
is given by Jordan and jaffee {1987, 155]. According to
the Modern Brewery Age Bluebook, there were 183 beer
distributors in Indiana in 1979. Of these 183, 21 dis-
tributors were reported as having ten or more vehicles.
The proportion of dock sales to iniraterritorial sales is
UNKTIOWTL. ‘
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response to these dock sales, twenty-seven
beer wholesalers filed suit in May 1977
seeking to force the Indiana Alcoholic Bev-
erage Control Commission to prohibit
transportation of beer by retailers. After a
iengthy trial a state court ruled in June
1978 that beer retailers were rot author-
ized to transport beer. Although the ruling
was appealed and subsequently cver-
turned in May 1980,% it put a temporary
end to retailer hauling. Howevey, in mid-
1978 many of the dock seliers as well as
some wholesalers who had previously
sold only within their assigned territories
began to tranship, selling on a delivered
basis to customers in large parts of the
state.? This partial breakdown in territo-
rial exclusivity was spurred along in
March 1979 when the Indiana Alcoholic
Beverage Control Commission adopted a
rule banning exclusive terrifories and ef-
forts to enforce exclusivity within “areas
of primary responsibility.”? Subsequent
to the ban, additional wholesalers have
become transhippers, though some whole-
salers still continue to sell only within
their home county.3

In addition to the changing legal status
of territorial restrictions in Indiana, the
beer market was also affected by two other
major regulatory changes in the past forty
years. In March 1946, the Indiana Alco-
holic Beverage Control Commission

27. See Arth Main Street Drugs v. A-1 Beverage Co.
404 N.E, 2d [1980]. ' )

28. The transshipping activity by distributors in
Indiana occurred, to our knowledge, exclusiveiy
within Indiana’s borders, Well-enforced state laws pro-
hibit, for tax collection purposes, dezlers from ship-
ping across state lines, Additionally, no formal or an-
ecdotal evidence can be found suggesting any organ-
ized smuggling activity from Indiana to neighboring
states or vice versa, eiiher before or after the: state
banned exclusivity coniracts. Informal smuggling due
to differences in minimum drinking ages in Indiana
and neighboring states will be accounted for in our
empirical analysis.

25. The Indiana prohibition on exclusive territories
states: “efforts to restrict sales to only the designated
area of primary responsibility are deemed io be pro-
hibited” (905 IAC 1-28-1, adopted March 16, 1979).

30. Jordan and Jaffee {1987, 155 56].
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adopted a rule which only allowed adver-
tising by beer retailers if “its sole purpose
is to advertise alcoholic beverages and the
place where they may be obtained,” thus
effectively banning all price advertising at
the retail level’! The price advertising
restrictions remained in effect until Octo-
ber 18, 1976 when the Commission re-
pealed its ban on price advertising.>? Be-
ginning in 1965, the Indiana Alcoholic
Beverage Control Comimission institutec
quotas on the number of wholesalers in
each county. The number of beer-whole-
saler permits in each county was restricted
to one per 35,000 population, though
under a grandfather clause, any existing
dealers were allowed to retain their per-
mits.

EMPIRICAL ANALYSIS OF EXCLUSIVE
TERRITORIES

1.

Though the theoretical effects of exclu-
sive territories have received considerable
attention, few empirical tests of these com-
peting hypotheses exist. jordan and Jaffee
[1987]1, Culbertson {1989], and Culbertson
and Bradford [1991] each offer support for
the idea that exclusive contracts bring
about higher prices, but are silent with
respect to quantity consequernces.>® More
importantly, all three works irmply that
reduced consumer welfare accompanies
the higher price.

31. 10 IR 1882

32. See Indiana Alcoholic Beverage Commission Rules
and Regulations 1977, 16 IR 1882 and 905 IAC 1-4-14.
jordan and Jaffee state that the price advertising ban
was lifted in the fall of 1975, but give no citations to
substantiate their claim. Tt is true that the Alcoholic
BeveragefContro'i Commission rescived to start the
process of repealing its restrictions on price advertising
on October 7, 1975, However, they were prevented
from doing so by a resiraining order and subsequent
judicial decision, Only when the Commission pre-
vailed or appeal in 1976 did they actually Lift the ban
on price advertising. See [ndiana Alconolic Beverage
Commission v. McShane 354 NL.E. 2d 259 [1976].

33. In an unpublished manuscript, Ekelund et al.
{19871 find price effects that are at odds with these
studies, put aiso do not address the quantity issue.
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Jordan and Jaffee examine Indiana’s
“dual-price” market of exclusive distribu-
tors and transhippers that existed prior to
the state’s ban on exclusivity contracts in
1979, finding that both wholesale and re-
tail beer prices are higher in the presence
of exclusive territories. At the wholesale
level, their comparison of transhipper
prices with those charged by designated
exclusive distributors reveal transhipper
prices 9 to 14 percent lower than those of
Miller and Annheuser-Busch wholesalers.
Additionally, small sample data show re-
tail prices to be roughly 11 percent higher
in one area of the state where little trans-
shipping or dock sale activity existed.

Both Culbertson and Culbertson and
Bradford rely on econometric analyses to
gauge the impact of exclusive territories
on retail beer price. Culbertson and Brad-
ford estimate that over the 1985-1987 pe-
riod Indiana’s ban of exclusive territories
reduced price by thirty-seven cents per
six-pack, and that elsewhere state man-
dates of exclusive territories increased
price by eleven cents per six-pack.
Culbertson also finds that in states where
exclusive territories are legally “man-
dated” the retail price of a six-pack is
about twelve cents higher than in other
states.?

Sass and Saurman [1993] utilize panel
data from thirty-six states, including Indi-
ana, to estimate both structural and re-
duced-form equations of the retail malt
beverage market. These findings reveal
that state statutes that mandate exclusivity
raise price but have no discernibie guan-
tity effect due to a concomitant increase in
consumer demand. Though these results
lend credence to the dealer-services hy-

34. Calbertson conceptually defines exclusive ter-
ritory states as those states which mandate and enforce
exciusive territories, However, Culbertson’s measure-
ment of exclusive-territory states includes both states
that require exclusive territories and those states
which mandate only that brewers designate territories
for their wholesalers, with no explicit mention of ex-
clusivity.

pothesis, they do not constitute a divect
test of the market effects of exciusive-ter-
ritory contracts.®

While the Culbertson and Bradford es-
timates possess various technical prob-
lems,*® their primary shortcoming, as well
as that of Jordan and Jaffee, is the sole
focus on the price effects of exclusive
territories. Since the dealer-services and
anti-competitive theories both predict the
use of exclusive territories increases price,
analysis of price alone is insufficient to
distinguish competing hypotheses. A
quantity test is necessary to accomplish
this task.

A Reduced-Form Quantity Specification

Annual time-series data for Indiana
over the period 1948 to 1990 are employed
to estimate a retail market reduced-form
per-capita quantity equation with the fol-
lowing specification:*

(1) Beer = f(Ban, Transship, Schwinn,
Tax, Income, Retailers, Agediff,
" Priceads, Quota, USbeer).

35. Sass and Saurman [1993] account for Indiana’s
singular ban of exciusive territories in their estimating
equations and obtain results qualitatively similar to
those of the state mandates. It must, however, be rec-
ognized that the estimated coefficient of their Indiana
dummy variabie may not disentangle the effect of the
ban from those of other factors specific to Indiana.

36. The .most serious error in the Culbertson and
Bradford {1991] piece is-a potential simuitaneity bias
stermming from ordinary-least-squares estimation of a
beer price equation that includes per capita beer con-
sumption as an explanatory variable. An additional
drawback of the Culbertson 1989} and Culbertson: and
Bradford [1991] studies is the use of nominal beer
prices as the dependent variable, thereby ignoring in-
terstate cost-of-living differences.

37. Data limitations preciude the estimation of the
two structural equations and a reduced-form price
equation. Nonproprietary price data specific to indiana
is only available for the post-exciusive territory ban
period. Our inferences are then drawn.from observed
quantity effects under the assumption, based upon the
previous research mentioned above, that the presence
of exclusive dealing causes price to be higher than oth-
erwise. The possibility that these vertical restraints
have no structural effects at all is discarded.
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Definitions and sample means of the vari-
ables comprising this specification are
provided in Table I, While data limitations
force a relatively spartan specification, the
above equation nonetheless captures what
are likely to be the major demand and re-
tail supply determinants as well as the rel-
evant regulatory structure.

Our concern centers on the va
capturing federal and state regulatory pol-
icies as they apply to vertically 1mposed
exclusive territories. The variable Schwinn
accounts for the interval from June 1967
through June 1977 during which the U.S.
Supreme Court’s stance concerning exclu-
sive territories was one of per se iilegali‘ky
Including this variable in the specification
with a variable for U.S. beer comumptlon
outside Indiana (USheer) allows for the
impact of the Court’s posture to differ in
Indiana from that in the rest of the coun-
try. In specifications without U.S. beer
consumption, the coefficient capturing the
effect of the Supreme Court’s Schwinn de-
cision measures the total impact in Indi-
ana of a per se rule toward explicit exclu-
sive terriforial contracts. The variable Ban
captures the period from March 1979 for-
ward in which exclusive dealer contracts
are forbidden by the Indiana Alcoholic
Beverage Commission’s rule. The omitted
category covers the period during which
federal and Indiana law were silent (pre-
1967) as well as that in which the Supreme
Court’s Sylvania ruling was effective prior
to Indiana’s ban {1977 to 1979

Also accounted for by our model is the
apparently spontaneous breakdown in In-

iana of private comntracts assigning malt
beverage dealers primary marketing

areas. When exclusive territories were de-
clared per sz illegal in Schwinn, brewers
were forced to drop explicit grants of
exclusivity from their dealer contracts.
When brewers adopted new contracts
specifying “areas of primary responsibil-
ity” in 1974, inter-territorial sales in the
form of dock sales also began to occur. As
dock sales were ended by judicial ordez,

riabies

wholesalers began to deliver beer outside
their assigned- territories. The wvariable
Tranship accounts for the post-1973 pres-
ence of inter-territorial sales (either dock
sales or fransshipping) by wholesalers.

If the beginning of transshipping sig-
naled the effeciive end of de facto exclu-
sive coniracts, then the expected sign of
the transshipping variable will be the
same as that of the ban on exclusive terri-
tories foz‘ similar reasons. However, prior

9 brewers still possessed private
ﬂechamsms to enforce exclusivity con-
tracts. Indeed, the majority of wholesalers

continued to sell only within their as-

signed territories. The 1979 ban, and its,
accompanying state-enforcement mecha-
nisms, are likely to have made private
exclusivity enforcement more costly and
less efficient by leaving brewers only sub
rosa methods of exclusivity enforcement.
In the presence of transshipping, the vari-
able representing Indiana’s ban on exclu-
sivity contracts should capture the mar-
ginal effect of making private efforts to
enforce exclusive territories illegal. We ex-
pect the coefficients on the transshipping
and the ban on exclusive contracts vari-
ables to be of like sign, indicating that the
breakdown in ex"msiv"ty will have a
greater impact on guantity when private
mechanisms to maintain exclusivity are
prohibited by law.

If the anti-competitive view of exclu-
sive contracts holds sway, then both the
Indiana ban on exclusivity and fransship-
ping by wholesalers can be expected to
unambiguously increase equilibrium
quantity. Under the anti-competitive hy-
pothe51s, the dlsmanﬂmg of exclusive ter-
ritories will affect only final (retal I) market

supply as the wholesale price of beer de-

creases with a hexgnreﬂed level of in--

rabrand competition amongst wholesal-
ers. Demand by beer consumers will be
unaffected, resulting in a lower retail price
and higher quantity.

In confrast, the dea&--sprvices hypoth-
esis predicts that banning exclusive terri-
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\ TABLE
Variable Names, Sample Means, Descriptions, and Data Sources

Variable Sampie
Narne Mean Descrivtion and Source
3! L

Beer 26,22 Per-adult {age 18 and over) apparent consumption {shipments) of malt
beverages in Indiana, in galions. Sources: Brewers Almanac and Statistical
Abstract of the ULS.

USheer 28.21 Per-adult apparent consumption of malt beverages in the U.S. excluding
Indiana, in gallons. Scurces: Brewers Almanac and Statistical Abstract of the
us.

Ban 0.28 Praction of each vear that a legal ban on exclusive territories was in effect.

(Equals 0.00 from 1949 to 1979, 0.81 in 1979 and 1.00 thereafter.) Source:
905 IAC 1-28-1.

Transship 0.41 Fraction of each year that wholesalers engaged in “dock sales” or delivered
sales to retailers outside their territories. (Equals 0.0C from 1949 to 1974
and 1.00 thereafter.) Sources: Artit Main Streer Drugs v. A-1 Bewverage Co.

404 N.E. 2d [1980] and Jordan and Jaffee [1987].

Schwinn 0.24 Fraction of each year that the U.S. Supreme Cowrt’s decision in United
States v. Arnold, Schwinn & Co. declaring exclusive territories per se illegal
was in effect. (Equals 0.00 from 1949 to 1966, (.56 in 1967, 1.00 from 1968

- through 1977, 0.48 in 1977 and 0.00 thereafter) Sources: Lnited States v.
Arnold, Schwinn & Co. 388 U.S. 365 [1967} and Continental T.V., Inc., et al.
v. GTE Sylvania 433 U.S. 36 {19771,

Tax- 0.93 Indiana plus federal beer excise tax in dollars per gallon, deflated by the
national consurner price index for all urban consumers (1982-1984 = 1.00).
Sources: Brewers Almanac, CPI Detailed Report, and Statistical Abstract of the
u.s. ‘

Income  9566.70 Personal per-adult income in thousands of dollars, deflated by the national
consumer price index for all urban consumers (1982-1984 = 1.00). Sources:
CPI Detailed Report, Survey of Current Business, and Statistical Abstract of the

, .S _

Retailers 176 Number of liguor stores, bars, and grocery stores per thousand adulis
(estimated by linear interpolation for inter-Census years). Sources: Census
of Business, Census of Retail Trade, County Business Patterns, and Statistical
Abstract of the U.S. :

Agediff 0.11 Average of the minimum drinking age in Indiana minus the minimum

drinking age in bordering states, weighied by the fraction of the

population living within twenty miles of the relevant border, Sources:

Wagenaar [1981] and unpublished data from Frank Chaloupka.

Fraction of each year that price advertising of malt beverages in print and

posted sign/biliboard media was legal. (Equal 0.00 from 1949 to 1976, 0.20

in 1976 and 1.00 thereafter.) Sources: Indiana Alcoholic Beverage Commission

Rules and Regulations 1977, 905 IAC 1-4-14, 10 IR 1882, and Indiana

Alcoholic Beverage Commission v. McShane 354 N.E. 2d 259 {19761,

[¥%]
=

Priceads 0.

Quota © 062 Fraction of each year that, subject to a grandfather clause, the number of
new beer wholesalers per county was constrained to ore in counties with
populations of less than thirty-five thousand and no more than one per
thirty-five thousand population in larger counties. (Equals 0.00 from 1949
t0 1965, 0.81 in 1965, and 1.00 thereafter.) Sources: 1991 Burns ISA, chapter
22, section 7.1-3-22-2, p. 518, 1965 Indiana Acts, chapter 255, section 1, p.
539, 1935 Indiana Acts, chapter 226, sec. 9, p.- 1090, and United Beverage
Company v. Indiana Alcoholic Beverage Commission 566 F.Supyp. 650 {1983].
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tories decreases retail demand and in-
creases supply. Final market supply in-
creases as a result of increased intrabrand
competition among wholesalers and re-
duced wholesaler costs arising from de-
creased provision of costly services. But
these retail supply effects are accompa-
‘nied by & decreased consumer demand
stemming from the reduced level of con-
sumer-valued services. Thus the net effect
on quantity exchanged depends on the
magnitudes of both the final market sup-
ply and demand responses.®

The expected influence of beer excise
taxes (Tux) and persomal income (Income)
on equilibritim quantity are negative and
positive respectively’® Repeal of the pro-
scription on price advertising in 1976 can
be expected to lower consumer search
costs, resulting in an increased demand in
. the money price-quantity dimension. Axn
increased final market supply can be ex-
pected for two reasons. Some retailers will
substitute price advertising for less effi-
cient means of information provision,
thereby increasing retail supply. Addition-

38. The potential exists for cross-border effecis
smuggling o mask the effect of Indiana’s ban cn ex-
clusive coniracts. With the elimination of exclusive ter-
ritories lowering price, some border-state consumers
who place a low value on the services provided under
exclusive territories will have the incentive to shift
purchases to Indiana, expanding output in the state.
Distributors have the incentive to smuggle to the
higher-priced border states, in the process expanding
reported brewer shipmenis (apparent consumption,
see Table II) to Indiana. If such activity is significant,
then disentangling this smuggling effect from the pure
effect of the exclusive contracts ban within the Indiana
market is difficult under the anti-competitive hypoth-
esis. On the other hand, should the Indiana ban lead
to a reduction in output, the possibility of significant
smuggling implies that the actual change in output is
understated, lending even greater credence to the
dealer-services perspective. As we can uncover no ev-
idence suggesting any large-scale smuggling activity
after 1979, we proceed by setting aside the issue of
cross-border effects engendered by Indiana’s ban on
exclusive contracts or transhipments by disiributors,

39. The empirical studies of Lee and Tremblay
[1992] and Neison [1990] each estimate beer to be a
normal good. Sass and Saurman [1993] ard Culbertson
and Bradford {1991} both estimate significant positive
effects of aggregate retail expenditure, a variable
closely related to income, on malt beverage quantities.

[N
[
D

ally, as noted by Sass and Saurman [1995],
the ability to advertise price at retail may
foster greater interbran competition, re-
sulting in lower prices charged to retailers
by dealers. Given the simultaneous in-
crease in both demand and supply caused
by lifting the ban on price advertising, an
increase in price advertising {(Priceads) is

expecied to increase equilibrium quantity.

Following Nelson [1990], consurner search
costs also depend on the density of retail
outlets. As''the number of retail outlets
relative fo population increases, search
costs can be expected to decline. As such,
the number of retailers per thousand
adults (Refailers) is expected to carry a
positive sign in the quantity equation.®

During the 1970s, some states bordering
Indiana lowered their minimum
age, though Indiana’s minimum age re-
mained fixed at twenty-cnie. The variable
Agediff conirols for the possibility that
drinking age differences in border states
may influence reported comsumpiion in
Indiana. Greater differences in the legal
drinking age are associated with an in-
creased incentive for youthiul Hoosiers to
take advantage of lower minimum legal
ages in border states when purchasing
beer. A negative estimated sign is then
anticipated for the drinking age variable
in the reduced-form equation.

If the Indiana Alcoholic Beverage Con-
trol Comimission’s 1965 restriction on
beer-wholesaler permits enhances the
market power of individual distributoss,
higher-than-otherwise wholesale prices
and a corresponding reduction in retail
supply can be expected. The variable
Quota, capturing the presence of limits on
the number of wholesale permits issued,
wiil then carry a negative coefficient. U.S,

40. As the iong-run number of sellers in an unreg-
ulated competitive market is co-determined with price
and quantity, the inclusion of the nurber of retailers
in equation (1) can poteniially blas cur estimates. Spec-
ification tests addressing this issue are discussed
below.
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beer consumption (excluding Indiana) is
included in the specification to contrel for
factors affecting quantity in the U.S. as a
whole, including Indiana, but for which
Indiana-specific data are unavailable.

Consumer attitudes toward alcohol con-

sumption, brewer production costs, prod-
uct mixes (e.g., low-calorie and “dry”
beers), and so on are likely to have varied
over the post-World War II sample period.
As these will tend to influence per-adult

quantity in Indiana and the rest of the.

couniry in a similar fashion, we anticipate
this variable to carry a positive estimated’
coefficient.*!

Empirical Findings

A potential problem arising from esti-
mating equation (1) with tizne-series data
is that the underlying processes may be
nonstationary, producing one or more
variables that are time dependent. If the
variables in equation (1) follow some sto-
chastic time trend, then estimating the
equation in levels will produce spurious
results.*? Two common time series are a
“trend stationary process” where Z,=«
+ Bt +¢, and & “randorn walk with drift”
where Z; = a + Z,_; + g; The former process
can be detrended and transformed into a
stationary process by expressing variables
as deviations from a linear time path (i.e.
Z,~ (o + Bt)) while the latter can be made

41. As quantity exchanged in Indiana and the rest
of the US. are highly bui not perfectly. correlated in
the sample (0.93 correlation coefficient), our specifica-
tion runs the risk of explaining quantity exchanged
with quantity exchanged. We also present results ob-
taired by estimating equation (1) without U.S. beer
consumption as a gauge of robuistness of the remaining
estimated coefficients.

42. This bias is explained in Granger and Newbold
[1974]. Engle and Granger [1987] further show that a
linear combination of staticnary and nonstationary
variables-is itself nonstationary, uniess the nonstation-
ary variables are cointegrated. As such, the estimated
error term is potentially nonstationary giving rise to
potentiaily spurious estimates.

Supplied by the British Library -

stationary by employing a first-difference
transformation (Z;— Z, ;). '

An augmented Dickey-Fuller (ADF)
test for unit roots of the continuous vari-
ables is appropriate for identifying
whether a series is stationary. The relevant
test statistic for each variable {Z) is the
t-ratio on the coefficient {(p — 1) obtained
from estirnating '

(2) AZ;=a+Bt+{p—-1)Ziy+ AZ, 1 +¢,

where A is the first-difference operatoz, g,
is a random error term, and one lag is as-

sumed in the ADF test. Results obtained

from applying equation (2) to the vari-
ables in question are presented in the left-
hand-side of Table 113 In none of these
estimated equations can the null hypoth-

~esis of a unit root (p=1) be rejected, indi-
‘cating none of the processes are trend sta-

tionary. ,
The right-hand-side of Table II contains
results obtained from estimating

3y AZ=a+Pt+{p-DAZ, ;+ 1

where A? is the second-difference operator
and y, an error term.* In each instance,
the unit root null hypothesis (p=1) is re-

43. Since equation (1) is estimated below using
both logs and levels of variables, unit root tests for
both the levels and logs of Indiana beer consumnption,
U.S. beer consumption, beer excise taxes and income
are conducted. As the retailers variable is a ratio, we
employ only its level in equation (1) and test for a unit
root in its level only. Specifications in which the esti-

-mated coefficient of the lagged dependent variable

(A) or the time trend (B) are not significant at the 10
percent levei are not reported.

44, Again, estimates with trend terms {B) are re-
ported only when these terms are significant at the 10
percent level or better. When not significant, the esti-
mated trends are constrained to zero. Second-differ-
enced estimates (not reported) were also obtained by
including the dependent variable lagged once in the
specification. No lagged dependent variables were sta-
tistically significant at the 10 percent level and thus
their coefficients are consirained to zero in the esti-
mates presentad in Table IL
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TABLE II

Stationarity Tests: Variable Levels (Z) and Logs (InZ) and First%’[.)ifferences of Levels and Logs®

AZy=a+Bt+(p-1)Z; 1 +AAZ, 4 +¢

Variable a

AZZt =a+ B+ (p-DAZ, | +1y

B p-1 A « B p—1

Beer 2420% 0.031* -0.114 0.164 -0.998%*+
. (1.716) (1.852) (1.718) (1.608) (6.057)

InBeer 0.392* 0.001* ~0.128 0.006 ~1.071%*
(1.807) (1.904) (1.803) (1.653) (6.550)

USheer 0.404 -0.011 0.445%* 0.120 —0.588%**
(0.775) (0.570) (3.189) (1.593) (4.070)

InUSbeer 0.038 -0.010 - 0.401%% 0.005 ~0.640***
(0.595) (0.532) (2.817) (1.640) (4.344)

Tax 0.133 -0.003* -0.088 ~0.027+ —0.756***
: (1.522) (1.918) (1.761) (3.518) (4.811)

InTax 0.031 -0.003** -0.042 0.449* ~0.002 -0.001* ~0.510%
" (1.399) 2.202) (1.685) (3.214) 0.221) (1.818) (3.541)

Income 1387.200** . 35.487* -0.217 149.280** ~0.916%**
(2.522) (1.983) (2.168) (2.36%) (5.730)

Infncome 1.805%* 0.003* -0.204 0.018* -1.000%**
(2.266) (1.806) (2.224) (2.647) (6.442)

" Retailers 0.007 -0.019 0.381** —0.0497* 0.001% ~0.587#%%
(0.559) (2.335) {2.637) (3.491) (2.541) (4.086)

2An * indicates significance at the 10% level, ** at the 5% level, and *** at the 1% level. Absolute values of t-ratios appear in parentheses.
Two-tailed tests are employed for o, B, and A. One-tail critical values for the t-ratio on p-1 at the 5% level are approximately ~3.53 when

an estimated frend is present and -2.95 when the trend is constrained to zero and are obtained from Fuller [1976].
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jected at the 5 percent level indicating the
first differences of the variables are sta-
Honary and therefore the underlyirig pro-
cess is a random walk with drift.¥ These
results require that equation (1) be esti-
mated in first-difference form to obtain re-
liable estimates of the coefficients and
standard errors.46

Table Il presents ordinary least squares
(OLS) estimates of both additive {ABeer)
and multiplicative {AlnBeer) firsi-differ-
enced specifications of equation (1).* The
significant trend terms in two seconid-dif-
ferenced regressions in Table II suggest a
quadratic trend in the levels of the data.
Thus, a Hime trend is included in the Table
11T specifications. We also estimate each
dependent variable without the U.S. beer
consumption variable {(AlUSBeer or
AInlISBeer) to address the issue of inciud-
ing a regressor highly correlated with, and
constructed similarly as, the dependent
variable. 18

45. As the estimated trend terms on the second-
differenced InTax (beer excise taxes) and Retuilers
(aumber of retailers per thousand adults) differ sig-
nificantly from zero, these variables are more accu-
rately characterized as trend-stationary in their first-
differenced forms. The presence of these significant
trends will be accounted for in the estimation specifi-
cation of equaticn {1).

46, If the relevant variables are co-integrated, then
nonstationarity of these series does not pose the threat
of obtaining spurious estimates with the levels of the
data. However, Dickey-Fuller tesi results (not re-
ported) fail to reject the hypothesis that the series are
not co-integrated at any reasonabie confidence level.

47. These first-differenced specifications assumne
that Indiana’s ban on exclusive contracts had an im-
mediate and permanent effect on the level of beer con-
sumption. The possibiiity exists, though, that the effect
of the ban on quaniity may not be abrupt and perma-
nent, but instead gradual and permanent due to lags
in enforcing the new regulatory regime. Alternatively,
the response of quantity to the ban may be immediate,
but decaying (partially or completely) over time as
brewers successfully seek out means of evading the
regulation. Both the abrupt-impact-with-gradual-
decay and the gradual-irnpact-with-permanent-effect
hypctheses were tested (results 1ot presented here) for
Indiana’s ban as weil as for ransshipping and the re-
moval of resirictions on price advertising. Calculated
t-ratios obtainied by esiimating such intervention mod-
els lead to rejection of these alternative adjustment
hypotheses at all reasonable confidence levels.

Our interest centers on the estirmated
effects of the three exclusivity variables,
Indiana’s ban on exclusivity contracts, the
presence of transshipping by wholesalers,
and the Supreme Court’s ruling against
use of exclusive territories. Across all four
specifications, Indiana’s ban is seen to
reduce per-adult quantity exchanged at
the 5 percent significance level. To gauge
the magnitude of the efféct of Indiana’s
ban, consider that by 1978, per-adult con-
surnption in the state stood at 29.4 gailons
per year. From the third column of Table
11 we estimate the instantaneous and per-
manent effect of the 1979 ban to reduce
consumption by 5.9 petcent per year, a
decrease of approximately 1.7 gallons
from the previous year’s level. These esti-
mates offer strong support for the Klein-
Murphy dealer-services hypothesis. Given
an increased retail supply arising from
reduced dealer costs of service provision
and increased intrabrand competition
among wholesalers, the observed decrease
in equilibrium quantity implies that de-
mand for beer in Indiana fell during the
period when exclusive territories were
banned. This reduction in demand is con-
sistent with the idea that exclusive territo-
ries promote dealer-supplied services that
are valued by consumers.

In contrast to the estimated impact of
the explicit ban on exclusive territories,
the Suprerne Court’s ruling against exclu-
sive territories and the presence of trans-

48. Standard errors are estimated with White's
[1960] consistent covariance matrix estimator. Gold-
feld-Quandt tests reject the null hypotheses of
hormoscedastic errcrs at either the 5 percent or 10 pes-
cent significance levels and stuggest the error variance
to be related to the real income variables over time.
All four specifications in Table III were also estimated
with two stage least squares to test for sirmultaneity
bias arising from including the number of retailers in
the estimating equations. Hausman: [1978] 3" statistics
were less than unity for each specification suggesting
consistency of the OLS estimates with the number of
retatlers included in the specification, Additionally, in-
clusion of a regional consumption trend variable added
no explanatory power tc any model and yielded esti-
mates nearly identical to those presented in Table IIL

'
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TABLE I
OLS Reduced-Form First-Differericed Quantity Estimates”
Explanatory , Dependent Variable
Variables ABeer ABeer AlnBeer AlnBeer
ABan —1.445"* ~1.115%* ~0.059*+ ~0.05 1%
) (4.715) (2.912) (6.222) © o (4.804)
ATranship © -0.420 0.278 -0.018 -0.001-
- (130 {0.803) (1.453) (0.034)
ASchwinn -0.450 ~0.326 -0.001 ~0.602
- {1.283) (0.613) (0.788) (0.094)
ATax ~5.277+ ~8.620%** !
' (2.521) (3.890)
AlnTazx =0.310%* —0.413***
' (3.285) (4.728)
Alncome 0.001 0.001%*
. . (1.353) (2.482)
Alnlncome ‘ ' 0.200%+ 0.329%*
. - {2.706) {3.682)
ARetailers ‘ 6,910+ B.276%* 0.222%%* 0.245**
(2.720) (2.7203 (2.597) (2.419)
rAgediff =3.046™* —3.379%%* =(0.094%** -0.092%**
(3.544) (3.581) {4.041) (3.725;
APricends 0.525 0.711 0.019 0.025%
{(1.409) {1.594) - (1.503 (1.767)
AQuota -0.486* -0.590** -0.026%** -0.030***
(1.800) (2.086) (2.792) (3.198)
AlUSbeer Q.57+
{4.057)
AlnlISbeer ‘ 0.514%*%
(3.387)
Time ~-0.008 -0.009 -0.001 - -0.001*
(1.206) (1.115) {2.123) {1.794)
Constant 0.396 0.406 0.011 0.010
(1.555) (1.314) (1.242) (0.881)
Adjusted R? 0491 0.328 0.567 0.444
F 4.588** 3.004** 5.874** - 4.280**
Durbin-Watson 2.264 2221 2.260 2.221

2An * indicates significance at the 10%, ** at the 5%, and *** at the 1% level in a two-tailed test.
Absolute values of {-ratios appear in parentheses.
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shipping have no statistically significant

effect on equilibrium output and con-
sumption, even when U.S. beer consump-
tion is ornitted from the equation. The
insignificance of the coefficients on these
two variables suggests brewers are rela-
tively adept at monitoring and enforcing
exclusivity, even in the absence of explicit
exclusive territorial contracts. Only when
efforis to enforce exclusivity are made
explicitly illegal do non-exclusive con-
iracts have an effect on equilibrium out-
put.

All estimated coefficients on the control
variables are consistent with their pre-
dicted (where applicable) signs. Increases
in income, the number of retail outiets
relative to population, and the absence of
restrictions on price advertising all tend to
increase consumption while higher taxes,
higher relative legal drinking ages, and
limitations on the number of wholesalers
tend to lower beer consumption. The pos-
itive coefficients for U.S. beer consump-
tion:, excluding Indiana, (AliSBeer and
AlnUSBeer) indicate that ummeasured fac-
tors that altered beer drinking nationwide
had similar effects in Indiana.

IV.  CONCLUDING REMARKS

We have addressed empirically the the-
oretical debate swrrounding the market
effects of, and therefore the motivation for,
manufacturer-designated exclusive dealer
territories. We find that Indiana’s statu-
tory proscription of exclusive territories
has significantly and permanently re-
duced the equilibrium quantity of beer
sold iri Indiana by 6 percent per year.
These resulis are at odds with those who
argue that exclusive territories are primar-
ily anti-competitive. Cutput could not
have decreased if exclusive territories only
served to limit intrabrand competition
and did not promote additional dealer
services.

The observed reduction in equilibriuumn
consumption associated with Indiana’s

ban on exclusive territories, while not
strictly definitive, also suggests that exciu-
sive territories promote social welfare in
the beer industry. If the services that are
provided as a result of exclusive territories
are equally valued by all consumers, then
our results indicate that exclusive territo-
ries unambiguously improve both con-
sumer and social welfare,*

If, however, inframarginal consumer
valuation of exclusive-territory-induced
services is less than that of the marginal
consumer, exciusive territories could re-
duce both consumer and total welfare de-
spite the observed increase in output. For
this to happen, however, it would have to
be frue that a significant proportion of
consumers value the additional services at
less than the resource cost of providing
those services and cannot swiich to alter-
native prands that offer less service and
lower prices.
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Executive Summary . . -

Modérnv'econoﬁiéw.tqéory recbgn;égs ‘thdt_fégrtnin'types of

vertical restraints, which limit competition  between the
wholesalers or retailers of a product, can work to the benefit of
consumer§ by enh&ncing competition. with other brands or with
closely related products. One such vertical restraint "is repre-
sented by contragtual arrangements | betgeep - manufacturers and
wholesaler—dist;ibutors granﬁiAg the wholesaiet-distributor the
sole and exclusive right to sell and distribute a product within
a given geographic area. Exclusive territories promote competi~
tion between brands by eliminating "free-rider" effects and by
providing 4incentives for wholesaler-distributors to assist
retailers with quality cont?ol and other point-of-sale services.
Because, however, vertical restraints can in some circumstances
lead to lessened competition, 1t is necessary to examine each
case on its own merits.

This study analyzes the effects of exclusive territories in
the malt beverage industry. Most reliable accounts suggest that
the beer industry is characterized by intense competition among
manufacturers, manufacturers' brands, and their distributors.
Between 1962 and 1986, for example, the number of licensed
breweries in the U.S. rose by nearly 30 percent. More impor-
tantly, retail beer prices have increased more slowly than those
of milk, wine, cola, and coffee from 1967 through 1862. Among the
vast array of beverages with which beer - competes for the
consumer's dollar, only the price of distilled liquor rose more

slowly over this period. Indeed, gomputed in constant 1967 dollar

sented "an envisble business achievement by beer manufacturers.*
Similarly, a study conducted by economists at Auburn Univer-~
sity showed that beer prices fell by 11 cents per ﬁix-pack in
Alabama after enactment of exclusive territories leglslntion in
1984. By comparison, during the samevtime period, average beer

prices nationally increased by 11 cents per six-pack., The authors

concluded that "although many factors enter into thabpricihg of

beer and wine, no evidence can be fouﬁd in these data that the

&erritorial bill has been harmful to the Alabama consumer.®

Thus, the evidence from tws independent studies of the
effects of exclusive territories on beer prices suggests that
such . legislation works to the benefit of beer consumers. To
investigate the effects that state—granted exclusive territories
legislation has in the beer industry nationwide, we developed and
estimated an econometric model to explain cross-state variations
in the retail price of beer. The model incorporates the fundamen-
tal economic factors which interact to determine the prices of
beer 4n each of the fifty states. These factors include consumer
income; the prices of related goods such as wine, soft drinks,
and distilled spirits; labor costs; congestion-service capacity;
state laws restricting beer advertising at retail; and the
presence or absence of state-mandated exclusive territories.

In contrast to the flawed study conducted by Dr. Mark Cooper
for the Consumer Federation of America, our findings indicate
that retail beer prices are no higher or lower in states thaf
mandate exclusive tefritories than 4{in other states, once the
effects of other relevant factors affecting retail beer prices

are accounted for. (Indeed, the results suggest that retail beer
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prices tend to be lower ' in states mandating exclusive ter-

ritories, but this finding does not reach sfanda;@ﬂ;gvgls of
statistical significance.) Clearly, if exclqé;ve'dfsttibuﬁdfships

were:a method of monopolizing markets and. éharging reé&liers
higher prices, these effects would show up in the prices paid by

beer consumers. The data reject this ihterptetation.

.The findings concerning the effects. of the- other ‘factors -

‘considered on ' the retail prices of beer are consistent Qith:the

predictions of economic theory. Specifically,’retaii’ﬁeer' ﬂrigés‘

are higher in those states where consumer incomes, a close’

substitute's (wine) price, and labor costs are higher. Similarly,
retail beer prices tend to be lower in states where per capita
consumption 4is higher and where there are higher levels of serv-
ice congestion (fewer retail food, eating and drinking estaS—
lishments per capita).

The study does uncover one source of artificially high
retail beer prices not considered in the Cooper study. The
results show that retail beer prices are substantially higher;
given other factors, the greater the number of ways 4in which
state law restricts or prohibits retail beer advertising. In
particular, restrictions and prohibitions on exterior signs and
interior window signs ‘which can be seen from the exterior éach
raise retail beer prices by about 15 cents per gallon (1967
dollars). Newspaper undlmagnzine advertising restrictions raise
retail beer prices by approximately 18 cents per gallon (1967
dollars). Thus, it appears to be state-imposed advertising
restrictions, and not exclusive territories, that are the

culprits which artificially raise retail beer prices through
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theif competition-reducing effects.

In sum, our study is fai:;y conclusive on the question of
whether exclusive beer distribution terfiéories will harm or
enhance consumer welfare. After a detailed analysis of the ef-
fects of state-manda£ed exclusive territories on the prices of
beér at retail, we find that if there 4s any effect at all,

state-mandated exclusive territories 1lead to lower retail beer
\'“——-—ﬂ_'-—h__‘

.

prices. There is no evidence that exclusive territories 1lead to
G S

higher retail prices. The only conclusion that can be drﬁwn from
the evidence is that the clarificaéion of the antitrust treatment
of the territorial distribution system proposed by the Malt
Beverage Interbrand Competition Act would be pro-competitive and

efficient from the perspective of beer consumers.
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I. VERTICAL RESTRAINTS IN THE MALT BEVERAGE INDUSTRY

Regulation of industry structure has undergone signgficant
changes over the past 10 yearg. Industries such as .
sirlines and trucking have been deregulsted in many dimensions.
Many unnecessary regulations have been elimineted from the work
place. The impact of environmental end‘othe; regula;ions has
been scrutinized in order to determine theip;effects upon
economic efficiency and general consumer wvelfare.

Behind many of these regulatory changes is a "new" iheory of
industrisl organization. This new theory is based, among other
features, on a broadened concept of competition and ultimsete
market performance rather than upon the simple number of firms in
the industry. For exeample, the new industrial organization
{dentifies interindustry compeeition as a major ingredient in
determining economic welfare. A four-firm concentration ratio of
fifty or sixty percent in some narrowly-defined industry, e.g8.s
leather, is no longer primas facie evidence of reduced
competitiveness. Leather, after all, must coﬁpete with plastics,
wool, cotton and fibers of all kinds in most relevant markets.
Domestic firms face incressing competition from foreign}producers
in many industries. The courts, antitrust enforcement agencies,
and the regulatory arm of the Office of Management and the Budget
have all used wider standards of conduct end performence in
gauging the impact of market structures on consumer welfare.
While the number of firms in an industry, interrelationships with
other industries, entry conditions, and other sspects of market

structure still count from a regulatory perspective, performance
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characteristice with respect to price, quality, and consumer
service have begun to make a significant impact on legal and
legislative decision-making. The trend in antitrust law and

enforcement has been clearly established in the direction' of
greater degrees of open competition.

The Issue of Yertical Restraints.

Hith;n the overall Fone of competitivenesﬂl one issue
remains unclear from both'e theoretical and a policy perspective.
In the seemingly infinite number of variations on total market .
structure within natrovly-deflnedl"industries," verticel
restraints present an interesting and perplexing issue. Vertical
restraints comprise any terms, contracts, or agreements between
the manufacturer and the distributor-vholesalers of a product
which relate to the exact conditions under which the product can

be sold at wholesale and retail. Some of these conditions or

terms may include minimum price or quelity stendards, conditions
of sale to wholesalers or retailers, and, importantly, defined
limits on geographical distribution of the product.

Some form of vertical restraints is common in ‘many
industries. The tightest form of yertical restraint is, of
course, downstream ownership and céntrol by manufacturers of a

good or service. Exxon 011 Company or Holiday Inns are examples

of such restraints. In such integrations of manufacturing and

distribution, quality characteristics are kept under tight

control, and geographic competition (within brand) is narrowly

conscribed. Franchising, so common in recent fast-food economic

history, is yet another form of vertical restraint. The major

aspect of such restraints is, like vertical integration} the
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insurance of quality and the l1imitation of geographic intrabrand
competition, In the case of franchising, hovever, provision of
service; by the franchisor {such &s advertising. the availabiliny
of quality—conttolled inputs, etc.,) are given in return for a
franchise fee and £o? contractuel assurances of quality.

Other market structures are characterized by somewhat less
‘formal kinds of vertical restrictions. These intrabrand
restraints, which évolvéd slowly ove; time, are similar in
motivation to those of downstream integragion'and formal
franchising. The soft drink and malt beverage industries are
characterized by these kinds of quality and geographic restraints.
The essential question respecting all kinds of vertical
restraints is whether, for purposes of economic policy, (a) such
restraints contribute to inefficiency and welfare loss in markets,
or (b) whether efficiency and consumer welfare are unharmed oT
even enhanced by such a policy. These questions regarding the
effects of vertical restraints (both price and non-price) have
been scrutinized carefully over the past few decades by
economists and policymakers. The issues have undergone
considerable analytical refinement as well.

The Logic of Verticel Restraints.

On the negative side, restraints such as resale price
maintenencé and geographicel restrictions could create or
facilitate collusion, permitting or cresting restrictions on
horizontal firm competition, Modern economic theory suggests
opposite effects. Since parket structure ususlly evolves in an

efficient manner, it seems reasonable that a manufacturer's

. brands or with closely related products.
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choice of 2 distribution aystem reflects B clear judgment
concerning the efficiency and ‘effectiveness of selling ite
product’ - The choice ofia,particular marketing syntem, in other
words, will be premised upon the most efficient (in the ejyes of
the particuyar manufacture;) means of competing with other
Consumers as well as

manufecturers and all firms in the chain of distribufion benefit’

from' enhanced competition.,

The logic of vertical restraints is further enforced by the

following considerations:

(1) The Elimination of Free Rider Effects. In many cases

products (automobiles, for example) require maintenance or after~
purchase service. Without vertical restraints such as exclusive
territories, transshippers and other sellers would "free ride” on
distributors who did provide these services. The marketing arm

of the competitive system breaks down in such ceses since
competitors not providing services are able to chagge lower

prices by attempting to shift burdens to distributors providing
services, The latter, however, meet this competition (lower prices)
by reducing service, and the process continues until quality is
eroded st the retail and consumer 1évels. These free rider

effects are avoided with exclusive territories.

(2) Quality Control and Point-of-Sale Assistance. Exclusive
distributors ere, for reasons similar to the case of the "free
rider,” necessary to control the quality of some final products.
For example, full-service dealers who provide technical data

ebout product performance, warranty terms, and so on would be

injured if customers were able to make their purchase decision at



304

one location and then buy from a nearby dealer who, because he
did not supp}y éuch ancillafy~serv1ces, CQuld sell the égméh'

" product ;t'a discoﬁnt. Similarly, a distrkbut&r‘deaiﬁngiéith
retail stores buying from multiple suppliers of the seme 1tem
will lose incentive to rotate stocks, to carry sufficient
1nyenlory in oréef to meet normal customer demaﬁas,.to.A
psrticipaie in promoting and developing brands; and to provide
informational services to retaillers. The 1982 FTC decision in
the Beltone case, for example, held that exclusive territories
"may increase local merchandising, promotion end aervige
activities of wholesalers, and might increase output.” These
arrangements also permit sales and service to small retsilers and
increase brand selection to the consumer.

For these general reasons, evidence in most markets

points to the fact thst exclusive territoriasl arrangements

incresse competition and enhance consumer welfare, and provide no

entry barriers for new and potentisl entrants. Indeed, when
vertical restraints improve and encourage overall
competitiveness, new entry may actually be facilitated.

The Legality of Verticel Restraints.

Over the past decade the courts have found this kind of
economic logic persuasive. A 1967 decision (U.8. v. Arnold,
Schvinn and Co., 388 U.S. 365 €(1967)) had found exclusive
territories to be illegel per se. This rule held that the use
of non-price restraints, sucﬁ as exclusive territories, in any
merket was unlawful. Under present law, developed in the

A AL LI S S-S

Sylvenia decision (Continentsl T.V. v. GTE Sylvenia, 433 U.S. 36
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(1977)), the legality or illegality of exclusive territories will
be judged by the "rule of reason.”™ The Sylvenia court argued
that exclusive distributorqhips could be pro-competitive in some
industries, citing the "free rider™ problenm discuséed above and
some of the quality benefits that cen be induced by the -
essignment of exclusive territorial agreemen:s.2 The Reagan
edministration has vigorously supported such agreements. The
Department of Justice}s Antitrust Division maintains that such
agreements are lawful except under exceptional circumstances.
Specifically, if competition is vigorous —~- in particular as
measured by low concentration at the manufacturing or wholesale
level or by ease of entry -- exclusive territories are not likely
to be anticompetitive.3

The Malt Beversge Industry: Chasracteristics

Within this economic and legal framework the malt beverage
industry is seeking legislative clarification of the
"circumstances under which territorial provisions in licenses to
distribute and sell trademarked malt beverage products are lawful
under the antitrust lavs."A Specifically, the Halt Beverage
Interbrand Competition Act would permit, state laws also
permitting, the inclusion and enfofcement of contractual
arrangements between malt beverage manufagturers end wholesaler~
distributors granting the wholesale distributor the sole and .
exclusive right to sell and distribute B product within a given
geographic area. The Act also conteins provisions which require
that the product be in "substantial and effective competition

with other malt beverage products within that defined geographic

area™ and that no (Sherman-Clayton) entitrust provisions
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respecting 1llegal price~fixing, horizontsl restraints, oOF
boycotts are violated.

We believe that the structure and performance
cheracteristics of the melt beverage industry (hereafter the beer
industry) clearly meke the proposed legalization of the
territorial distribution system pro-competitive and effic#ent

from the perspective of consumer welfare. Before considering

formal evidence of the efficiency of that system in Sections 11 an§

II1 of this report, first consider an informal description of the
beer industry end of its characteristics and, secondly, &n
analogy to the efficiency of the soft drink market and
distribution sjétem.

The Three-Tier System and Exclusive Territories. In common

with many other distribution systems, beer marketing is
charscterized by & three-tier system. The cornerstones of this
system are:

a. beer menufacturers sell to wholesalers which,
according to laws end regulations in many states.
distribute beer within exclusive territories
designated by the manufacturers;

b. distributors, in active competition within the beer
market and in the market for beverages in general,
sell to retail stores, small and large, restaurants,
bars, and all other retail outlets for beer; and

c¢. retailers, which stock a large number of beer
brands as well aB & variety of alcohélic and non-=

elcoholic beverages for final sale to consumers.

- e
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This system has stood the test of time in the beer industry with
well over Aalf of the states mandating exclusive territories for
distributors and all thekrest (except Indiana) either silent or
neutral regarding distribgcion through exclusive territories.
(Figure 1 preéents 8 summary map of state positions on exclusive
territories for beer distribution in 1985.)

Competitiveness at the Manufacturing and Distribution

Stages. Most reliable. accounts of ‘general competitiveness in the
beer industry at both the menufacturing and d&sttibutional levels
point to intense competition between manufacturers,

manufacturers' brends, and the distributors of beer. Figure 2,

from the Brewers' Almanac, gives an a indication of the number

of breweries from 1968 to 1986. 1In 1986 the total

number of licensed U.S. breweries stood at 113, an increase of 26

breweries between 1982 and 19B6. At the manufacturing level,

concentration ratios within the beer industry alone (i.e.,

without the consideration of other beverage competition) give
little indication of competitiveness within the beverage market.-
In & study of the industry for the period 1952-1971, for exesmple,
economists K,J. Hatten and D, E. Schendel conclude that
the brewing industry u&deruent a major transition.
In this period the number of breweries declined from 357
to 148 and the market share of the four largést brewvers
increased from 24.2% to 48,5%. During thi; same period,
however, the fortunes of many companies, both large and

small, shifted d;amatically. Schlitz lost ite position

as market leader to Anheuser-Busch whose market share

increased from 7.1% to 19.2%1. Once prominent large
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firms like Ballentine and Blatz diseppeared while fitns
like Carling. Hamm. Falscaff and Associated Breveries
enjoyed s short period of vigorous prosperity and then
began to wane. Companies like Coors, snd more recently
Miller, began to grov.s

Evidence of intense competitive rivalrj between manuf&cturers and

“the entry and exit of firms into the industry continues over

more recent time periods.

Significant end intense rivalry at the level of beer
distribution slso exists. In 1984, according to testimony
presented before the Senate Committee on the Judiciery, "beer
distributors are by ;nd large independently owned small
businesses; 93 percent . . . employ less than 50 people and make
a profit before Federal and State income taxes of 4.6 percent on
sales.“6 The distribution industry employs more than 80,000
vorkers and each firm typically invests $1 million in capital —-
verehouses, trucks, and other equipment. The number of beer
distributors per stnt; for 1986 is shown in Table 1.

Lerge numbers of distributors in the beer industry are an
important indication of the increasing number of brands available
in the market. The proliferation of brands of beer has developed
not only from domestic production but also dramstically rising
imports of beer as well (see Figure 5 of this paper). in any
given geographic area, an increasing number of brands signals a
larger number of distributors which mirrofs intense rivalry
within the entire industry. Prices in such competitive markets,

a8 in the well-known conclusion cf economic theory, will

TABLE 1: Beer Distributors Per -State : 1986

A

STATE "~ NUMBER

Source: Brewers Almanac, 1986

ALABAMA 56
ALASKA 9
ARIZONA 54
ARKANSAS 51
" CALTFORNIA 254
COLORADO 60
CONNECTICUT 22
DELEWARE 5
FLORIDA 97
GEORGIA 74
HAWAII 18’
IDAHO 36
ILLINOIS 196
INDIANA 122
ToW 80
KANSAS 60
KENTUCKY 66
LOUISIANNA 77
MAINE 16
MARYLAND 55
MASSACHUSETTS 42
MICHIGAN 165
MINNESOTA 117
MISSISSIPPI 57
HISSOURI 92

.STATE

HONTANA
NEBRASKA

-NEVADA

NEW HAMPSHIRE
NEW -JERSEY

"NEW MEXICO

NEW YORX
NORTH CAROLINA

- NORTH DAKOTA

OHID

OKLAROMA
OREGON
PENNSYLVANIA
RHODE ISLAND
SOUTH CAROLINA
SOUTH DAROTA
TENNESSEE
TEXAS

UTAH

VERMONT
VIRGINIA
WASHINGTON
WEST VIRGINIA
WISCONSIN
WYOMING

NUMBER
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approximate the costs of production and distribution.

Service Characteristics gﬁg "Free Riding"-in Beer
Distribution. 1In Epité éf’tﬁe‘nilegatioﬁs of some cf}tics{'beef
distibution has numerous service dimensions. Product quality
must be essured, retail sellers, both large and small, must be
serviced, and beer promotions and point»of-éale Acﬁivftiés are
all part.of'thé role of tﬂe franchised“distribngor. ‘These
activities are all part and parcel of the cdmgetitive'process b;
which beer ié distributed agd marketed. The qtatgment}of William
Young, president of Wholesale Beer Company of Atlanta, Georgia,
outlines the typical competitive sctivity of the wholessale
distributors:

In my State of Georgis draft beer is about 12 percent
of all the beer sold. It has s much shorter, natural,
shelf life because it is not pestenrized. We have to,
therefore, make a substantial investment in large
coolers and warehouses to keep & watchful eye on the
cleanliness of everything that we do relative to draft
beer.

Bottle and canned beer has a longer normal shelf
life. The standard is set by the brewery. The
standards vary by the brewveries. If we do not maintain
the quality of the product, we are subject to being
terminated by our brewers. We asre required by suppliers
to watcth the shelf life of these products in these
warehouses and in the retail customers establishments.

We make sure that the product is rotated according to

age at our warehouse, . . . on our trucks, and
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the retasilers' coolers, floors, shelves, and storage

rooms. When the normal shelf life date is exceeded, we

pick up the beer from the retailer's place of business,

Ve replace ig with fresh beer and destroy the 0ld beer

at our cost.

It is clear, moreover, that the “free rider" problem =

overlepping competition from other dis:riputoré or gtrans—
shipping" exists and 1s significant in the beer industry ;s it 4s
in many othera.g ‘As Mr. Young notes:

If I was not the only Pabst distributor in

the Atlanta market, the entire quality control program

of the Pabst Brewing Co. would fall apart. I could not
identify which Pabst I sold to the retailer and which

Pabst some other distributor would have sold to the seme

retailer.

And T would certainly not spend money to control the
quality of & product I did not sell. Yet, 4f my brand
of beer goes off teste, even 1f I did not sell it, the
brand suffers and so do I. This is because the consumer
will switch, and he does,- brand preference,

Not only does quality control of the product itself suffer from
intrabrend competition at regional levels, but other dimensions

of competition such as display advertising, special promotions,

retailer education and assistence, and steady supply availability

suffer as well with “trans-shipping." Indeed, our empirjcal
results strongly support the fact that beer advertising

restrictions across states (reported in Section III of our research)
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have & positive and significant impact upon beer prices.

Overall Competitive Performancet The relevant markeg'for
beer is, of course, vestly understated when beer alone is
considered. Beer is in competition with many other kinds of
beverages, including wine, distilled spirits, and the massive
arrey of non-slcoholic beverages. If concentration or monopoly
elements were st ell significant in the overall beverage_market, we
vould expect to observe retail prices or profit margins of
manufacturers or distributors to be rising over ‘time. Figure 3.
provides an indicetion of price incresses of selected beverages
compared to the rise in the Consumer Price Index from 1967
through 1986. Next to the price of whiskey and milk, nominal
beer prices at reteil have risen less than those of cola and
coffee end approximately the same as wine over the period. The
incresse in the average price of colas over the period is in
large measure due to shifts in tastes of the population. Since
1967, consumers have tended to shift consumption away from
alcoholic beverages towsrd soft drinks. This, in lerge part, led
to the explosion in the diet and sugar-free cole demand producing
a relatively large price increase for colas. Further, according
to data from the Bureau of Labor St;tistics. real beer prices
computed in constant 1967 dollars fell at a compound rate of 1.7
percent per year from 1964 to 1985, Between 1968 and 1985,
average hourly earnings for production workers in the malt
beversge industry rose four-fold (391Z) 4in contrast to earnings
in 81l menufacturing (315%) and in all food (299X).

Such informal evidence relating to all three stages of the

malt beverage industry leads to a clear indication of the general
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competitiveness of the indn;try over the past 35 years. The
purpose of ouf study, however, is to demonstrate formally

the effihiency of vertical restraints in s number of

dimensions, including prices, output and, more importantly; full
price (nominal price plus quality dimensions). Before turning to
our formal evidence relating to these mettera. it 48 instructive
to consider an enalogy of industry performance in an _area with
almost 1dentical market characteristics ~- soft drinks. The
soft-drink 1ndus;ry is composed of a three—tiér marketing system
but, more im}ortantly. it received legislative approbation of
exclusive territories in 1980. It 4s important to investigate
the relative performance of that industry before and after
"trans-shipping™ and intrabrand competition was disallowed for
distributors within defined geographic markets.

The Soft Drink Industry: Performance with Exclusive Territories

Soft drinks, sinﬁe the rise of national marketé, have been
characterized by a similer distributional-evolutionary marketing
process as beer. While the anslogy between beer and soft drinks
is not perfect (e.g., in the soft drink case syrup, rather than
manufactured soda, is sold to bottler~distributors, and soft
drinka are not burdened by the plethora of taxes and regulations
imposed on beer), the induétry's performance is clearly relevant
to the issue of legislétive approbation of exelusive territories.
The soft drink industry, prior to 1980 when Congress granted
assurance of exclusive territories to sof; drinks, wvas
characterized by the same distribution system es beer, including

the presence of efficiency~inhibiting "free-rider™ effects.
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Qarhonated soft drinks,.fike beer, face intense competition
from a bdroad rage of alternative beverage products. Bottled
vater. povdered soft drinks, tea, juices, coffee,‘and nilk
compete through price and narketing techniques with soft drinks.
Some evidence suggests that products such as wine coolers and
lov-alcohol beer compete Qimildrl} with soft drinks. Nev entry
dnto the beverage market -~ & sure sign of. competitive rivalry
and efficient competitive market performance ~~ has been )
phenomenal. Over the period 1984-85, according to, New Product
News, almost 1200 new beverage products were 1ntroduced into the
American market. (A breskdown of these products by
cheracteristic 1s found in Table 2). More than one hundred new
low~alcohol (wine and beer) products were introduced that year,
which is not atypical of the kind of entry consistently observed
in the beverage field for both alcoholic and non-alcoholic
products.

Most important is the relative performance of the industry
in terms of price and consumption since the institution of
exclusive territories in 1980. Figure 4 shows the per capita
consumption trends between 1975 and 1985 in soft drink sales
(carbonated and non-carbonated) as compared to the trends in
other beverage consumption. While sales of coffee and milk have
declined in absolute terms, soft drink sales have sky-rocketed
compared to beer and all other types of beverages. (Annual per
cepita consumption of soft drinks is anticipated to grow to over
55 gallens per capita in i995 conpared to sbout 45 gallons per
capita in 1985).

In contrast to the comperison of- cola price changes to price
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. PER CAPITA BEVERAG_E CONSUMPTION CHANGE 1975 - 1985

TABLE 2: Product Introductions in the Beverage Market, 1984-85
. : =
. . —
RUHBER . . PERCENT ©
' ==
. . : os]
Carbonated 374 , 31.4. o
Non-Carbonated 816 - . 68,6 i 2
, Total. 1190 100.0 3, 5
o
-
[%)
Non-Alcohol 1085 91.2 =
Alcohol (low aleohol) | 105 8.8 —
Total 1190 100.0 w
H = =lid
! =
=
S
Source: "New Beverage Products 1984-1985" New Product News. 5 T
e & corl

FIGURE 4
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changes of some other beveragea over the 1968-1986 period (xee
'Figure 3), the prices of- carhonated soft drinks have risen at a’
much lower rate then® many other beverege producte 4in the post-~
1980 period. Betwen 1951 and 1985, the prices of soft drinks
rose L.I percent based on date published by Nielsen.ll The prices
of competing products grev at a much faster race, 1nc1uding
powdered soft ‘drinks (13 4 percent), fruit drinke (15 2 percent).
fruit juice (21.8 percent), coffee (13.3 percen:). and tesa (17 -6
percent). Reletive to soft drink sales, beer sales have been
declinink during the 1980s, a fact that has led some beer
manufacturers to move into other ma;kets (such as soft drinks)
with similer distribution channels. :

By any measure the relative performance of the soft drink
industry since the legislative institution of exclusive
territories in 1980 has been efficient and very positive in terms
of consumer welfare. The overall strengthening of competitiveness
through elimination of intrabrand competition and "free-riding"
has created a brisk competitive environment characterized by eamsy
entry of new products and brands. Evidence of lower price and
higher consumption means that actual product entry and potential
rivalry have created an economically efficient and v;%fare-

enhancing product market in the soft drink industry.

Relevance for the Malt Beverage Industry
Soft drink experiences teaches us that efficient performance

is expected in similer cases such as malt beverages. In the case
of goft drinks we have observed prices declining along with huge

increeses in the volume of soft drinks sold. Exclusive

. environment. These markets, we have argued
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territories did not rout compééition. If anything, they have

created greater competition. Likevise, ve expect to observe

£alling real prices in an efficient - ‘competitive beer mnrketinz

are created by
conditions such as exclusive geographic territories (without

“trans-shipping™). Such conditions are expected to promote

interbrand competition, ease of entry, and enhanced consumer
welfare in states where exclusive territordies are mandated on

beer distributors.

Competitiveness and Contestabilitx in the Beverage Market.
While some critics argue that concentration levels in both the

beer and soft drink industries raise potential problems of

monopolistic collusion, modern economic theory shows that both

actual entry and potential entry will discipline the pricing
behavior of industries with a few or even with one firm,

Recently, economists William Baumol, John Panzar and Robert
Willig have offered a contestability theory of market Btructure

which stresses ease of entry and exit rather than the number of

firms Bs the critical determi
14
market,

nants of competitive outcomes in a
As we have seen, the number of breweries in the U. S.
has been rising fairly rapidly 4n recent Years, but there are a
number of other important features of the beer industry and the
beverage market that point to keen competitivenes and full
Contestability, .

There are simply too many comp;titors in the beverage
market, actual and potentiel, to suggest a lack of competition.
If any beer manufacturer attempted to raise its prices to

supracompetitive levels, it would lose a significant amount of
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sales to other beer and beverage compapies. Higher tﬁan
Compétitive returns would also sigyal strategic groups of beer
producefs to gnger the‘market".Otﬂet recent developments in the
beverage market are also relevant. For example, in the face of
declining beer sales, distributors are searching for other
beverage products t9~initiate within their distribution systenms,
Carbonated and'non-carbéneted beverages are natural products for
entry in thié regard. In 1986, Gafy Truitt, Vice-President of
International Marketing and Development at Adolph Coors Company,
stated that vith per capita sales of beer declining, "beer and
liquor companies recognize their need to compete with non-
a2lcoholic beverages such as bottled water and soft drinks." As a
consequence, Coors "is looking for ways to grow and has
considered entering the market with alternative beverage
products” since "for a company in the beverage industry which is
seeking to expend, like Coorg, it is natural to consider
alternative beverage products.”™ Beer and soft dfink distribution
systems -- as evidenced by the growing number of distributors
that hendle both products -- are able to handle a myriad of
competing products competitively and effectively, There seem to
be no technological barriers to entry into the beverage market,
including beer. ’

Even more dramatic is the actual and potential
contestability represented by beer imports. Figure 5, which
shows the net imports of beetr into the U.S. between 1957 and
1985, is evidence of the foreign entry faced by U.S., beer

manufacturers. In 1957, approximately 220 thousand 31-gallon
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barrels of beer on net were imported in the U.S. By 1985 ﬁetA

imports of bger to the U.S. market reached 7 nillion, 200
thousand 31-gallon barrels. The last decade has witnessed the

most dramatic increase in net beer imports, a fact which

reinforces the existence of entry contestability in the beer

industry and in the overall beverage market.
The Michigen and Alabeme Studdes. Before turning to a formal

econometric model of the price impact of exclusive territories in

the beer industry across the U.S. in Section II, consider the

experience of two states with regard to the impact of exclusive

distribution on beer prices over the past two decades, (Excerpts

of these studies may be found in Appendix III). 1In a
study prepared by the Michigan Department of Public Health's

Office of Substance Abuse Services, beer price and excise tax

revenues were juxtaposed with infiation trends over the period
1967 through 1983 (see Table 3)., The agency concluded that

From 1967 to 1983, the overall price of consumer goods

in Michigan increased nearly 300Z. Disposable income

rose from $2,913 to $9,725, & 2302 increase. However,

retail beer prices increased by only 220%, heaning that
beer prices have declined }elative to other products and
to the amount of money people have to spend. Over time,
beer prices have become comparablg to orléover than

prices for soft drinks and fruit juices.

In constant dollar terms, & six-pack that cost $1.23 4n 1967 cost

only 91 cents 4in 1983. While lamenting a loss of over 65

million dollars in state beer tax re%enues, the agency called the

price decline "an enviable business schievement by beer
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NET MPORTS OF BEER : 1957-1985
(THOUSANDS OF 31 GALLON BARRELS)
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. TABLE 3: Beer Six-Pack Prices in Michigan : 1967-1983

KOMINAL
PRICE

$ 1.23
1.26
1.30
1.34
1.39

- 1.40
1.42
1.56
1.73
1.76
1.81
1.97
2.36
2.59
2.73
2.65
2.71

1967

DOLLAR
(REAL)

. PRICE
$1.23

1.21
1.18
1.14
1.14
1.11

1.06

1.05
1.08
1.04
1.00
1.01
1.08
1.02

.99

.92

.91

(exclusive territories law 1/1/77)
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manufacturers. This envieble nchievement vould not. heve been
possible in an economically inefficient environment characterized
by socially inefficient intrabrend rivalry. Such’ rivalry vould
have yielded higher real prices of beer in terms of quality
diminution end service conjestion.

Another recent study confirms the fact that exclusive
territories granted in the in the state o{éAlabama in 1984 have‘
been associsted with falling beer prices. Date on both beer
and wine were examined for the second quarter of 1984 (when the
bill wes passed) and again in the third quarter of 1986. The
study concluded that overall beer prices fell by 11 cents per six
pack over the period end that the results tend to support the
view that primary competition exists between distributors of
different brands of beer within territories, rather than between
same-brand distributors gompeting between different territories.

The evidence from Michigen and Alabame, though suggestive,
is fragmentary and could be the result of isolated experiences.
More conclusive evidence of the economic efficiency of exclusive
distributorships (those excluding trans-shipping) cen only be

offered within the context of a nationwide study of beer marketing.
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II. SOME AGCRBGATE ASPECTS OF THB BEER INDUSTRY OVER TIME

Before turning to an empirical enalysia of the effect of
state—mandated exclusive distributor territories ‘on retail beer
prices, a view of the nationwide beer industry and beer cohsumers

over the last three decades is in order. Both e descriptive viev

and a. formal steiisticel analysis are presented.

Descriﬁtive Analysis

As discussed earlier, and as Figure 3 indiceted, retail beer

prices rose by approximately 140 percent during the 1967-1986

pericd. However, this period was one of variable, yet persistent.

general infletion in the U. S. economy, Beer prices, like any
other prices, would be reasonably expected to increase during
inflationary periods. Of importance, though, is not the nominal

price of beer, but its price relative to the prices of all other

goods and services available in the economy.

Figure 6 depicts the movement, from 1957 to 1985, of the price
of beer in comparison to the averesge price of all goods end
services. This measure of the reletive price of beer is
constructed by forming the ratio of the Consumer Price Index for
beer to the Consumer Price Index for all goods. It therefore shows
what has happened to the retail price of beer in comparison to the
retail prices (on average) of all goods end services. As Figure 6
cleaely indicates, retail beer prices have steadily declined since
1957. 1In 1957, average beer prices were about 1.08 times the
average of all goods' and services' prices. By 1985 they were less
than 75 percent of the average of all prices. This implies that,
after adjusting for generasl price inflation, retail beer prices

have declined by more than 30 percent since 1957,
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THE RELATIVE PRICE OF BEER : 1957-1085
. (1887 = 100)

57 59 61 63 65 67 69 71 73 75 77 79 81 B3 B85
YEAR

SOURCE ¢ BREWERS AUSMAO
FIGURE 6
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This real price decline is even more startling in 1ight of the
datu presented 1n Vigure 7 and Figure 8. Figure 7 compares the
trend over time of hourly vages in the beer 1ndu5try with hourly
wages rates paid.in all food industries and in the manufacturing
sector. ‘Wage rates pai§ by firms in the beer industry have been
consistently higher than.1£ the other two sectors and, since the
mih-lQﬁOs( have been éroving more rapidly. In spite of the.high
and rapidly grov;ng wage rate in this industry, relative retgil
beer prices nonetheless expé}ienced the decline mentioned earlier.

Figﬁre 8 sketches how the tsx burden on the beer 4ndustry has
changed over the last 29 years, In 1957 total state plus federal
direct taxes on beer amounted to just over $1 billien. By 1985
these taxes had risen to nearly $3 billion. Additionally, the
state tax revenues are exclusive of any general sales or gross
receipts taxes collected from the sale of beer at retail. Again,
even though the tax burden on the industry rose dramestically over
the period, the price of beer at retail steedily declined. ‘
Statistical Analysis

The previous descriptive analysis paints a picture of retail
beer prices steadily decliningkin inflation-adjusted terms over the
last 30 years., However, s more formel end sophisticated method of
analysis is needed in order to discern the extent to which various
factors have influenced retasil beer prices. The generally
accepted, standard statistical technique of regression analysis is

employed in this study in order to gauge the direction and size of

these influences

A regression model or equation, such as those presented in
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FEDERAL AND STATE BEER TAX REVENUES : 1957-1985.
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Tablé 4, shovs how chaniea or Hifferéncés im'fmmfors called
iexplanator; variables affect” some other vnriable, called a
dependent variable. ‘The regreasion equation assumes a spesific
cause-effect relationship between variables. That is, chenges in
explanatofy variables cause changes, or fesponses.Ain the depenﬁent
variable. The direcmipn and egtemt of this rélationship is
reflected»in the estimated coefficient of the explamatmry variable.
Given the units in Gh};h the two variables are measured, the eize
of the estimated coefficient meaéures the number of units by which
the dependent varisble changes in response to & one unit change in
the explanatory variable. The sign of the coefficient indicates
the direction of the cause-effect relationship. Negative signs
indicate an inverse relationship exists between the dependent and
explanstory vaeriesble, positive signs & direct relstionship,.

We are aslso interested in knowing whether the estimated
coefficient reflects the true relationship that exists between
veriables or if the estimate 1; merely the result of chance or
random occurrence. Statistical theory allows us to make
probabilistic statements sbout which of these two possibilities is
the case. The "t-statistic” 4s used'to make ststements sbout how
confident we are that the estimated regression coefficient reflects
the true relationship between the variables, that the true
coefficient is not zero (e zero coefficient indicates that there is
no cause-effect relation between the explenatory and dependent
verisble). Large t-statistics (2.0 or greeter) suggest that it is
quite unlikely that the true coefficient is zero, that it is very

likely that the estimated coefficient actually reflects the true

s not,
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rglationahip.’_ -

Hov 1ike1y or unlikely ¥e are that the estimate mirrors the
actusl relationship revolves around the "level of significance.”

The level of significance is the probability, or chance of
L]

estimating a8 non-zero coefficient when. in fact the true coefficient

is zero. Because we want. to minimize the probahility of

incorrectly stating that a relationship exists when 1in fact it does

traditional levels of significance .are quite low (10% or

lower), Thus, for example, the statement that the estimated

coe "
fficient is statisticelly significant® or just "significant"™ at

the 5% level mesns that we stand at most & 5% chance of being wrong
in stating that the estimated coefficient reflects the true

relationship between the two veriables. To say that an estimate is
“ineignificant" means that, 4in all likelihood, the estimmte is a

result of random occurrence and that the true coefficient is zero,

that there is no cause-effect relationship between the explanatory

and dependent varisbdle.

If it 45 assumed that prices have declined at a constant rate

over this period, a simple time trend regression model can provide

insight into the statistical significence of the decline. The

employing ennual date from

1957 to 1985, is given by equation 1 in Table 4.

estimeted time trend regression model,

This equation
clearly shows the statistically significant downward trend in real

beer prices. The estimated coefficient indicates that real beer

pPrices have fallen at a rate of about 1.6 percent per year, and

that this rate of decline cannot be attributed to chance

While equation 1 suggests a significent downward trend in the
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TABLE 4 - B o o
t - statistics in parentheses . - T
Equation Equation Equation Equdtion
1 2 3 4
Dependent Relative Relative Relative _PefAQapétg
Variable ' ‘Price Price - .Price .  Consumption
Estimation L N :
Hethod . oLS OLS TSLS OLS
Explanatory )
Variables o :
Constant 0.1368%%% 4.3100%%* 4.4581%%%  -0.8476
(12.75) (5.52) (5.52) (1.38)
Time Trend ~0.0159%%%  _0.0092%**  -0,0088%"*  -0.0011%***
(25.51) (3.85) (3.57) (3.15)
AggragAte & 4t E-2 23
-0.5641 ~0.5794
Consumption 05 88) e
Aggregate s 1223
I 0.3690 0.3716
Real Income 6179 052205
Per Capite s
Real Income ?é%g%?
Relative _1.2127%%%
Price of Beer ) }7%26)
0.98
R2 0.96 0.99 0.99 98 .
F-Statistic 650.90%%% 1052,72*"% 1050.;? 51§.§;
D-W Statistic 1.70 1. .

#a# Denotes significance at the 1% level.

beer component of the
Note : Relative price is the ratio of the
Consumer Price Index to the All Items Consumer Price Index.

disposable income deflated by the A11
§§§§§83§§s§§2§ %gigzelﬁﬁex.s er capita real income is aggregate

d over. Consumption
{ncome divided by the population age 16 an
;;:trez :eilect net imports, All veriables (except the time trend)
have been converted to their natural logarithms.
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real price of beer in the United States, it would be informative to
separate out the éffectg of factors.which do not influénce the

trend per se. For example, filtering out the effects of rising

real incomes on beer demand, and therefore price, would provide a

better picture of the price trend.

Equation 2 presents the statistical results obtained by adding
aggregate consumption and resl disposable income to equation 1.
Clearly, higher aggregate real 1ncome,-throu§h its ‘effect on beer

demand, tends to resise relative price. A one percent rise in real

disposable income ceuses a 0.37 percent incresse in the relative

price of beer. The time trend shows that, after adjusting for

consumption and real income, resl beer prices have exhibited &

statistically significence downward trend of sbout 0.9 percent per
year. In all likelihood, this downward trend is due to improved

efficiency in the industry. The aggregate consumption coefficient

indicates that a 10 percent (supply induced) increase 4in output
decreases real beer prices by 5.6 percent. All estimated
coefficients sre statisticelly significant at the 1 percent level
and all of the summary statistics support the validity and
relevance of the model estimates.

The‘possibility exists that the Ordinary Least Squares (OLS)
estimation method employed to estimate equation 2 may be
inappropriaste and yield systematically misleading and unreliable

estimates. To examine this possibility, the Reset Test F-Statistic

for equation 2 vas computed.l? This test statistic (F3 37 = 2.19)
]

indicates OLS to be an appropriste estimation technique for

equation 2, As a further check, & Two Stage Least Squares (TSLS)
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method was used to re-estimate equation 2, with results given by
equation '3 in Table 4. The closé‘similerity of tﬁe_ebtimates in
the tvo equations buttresses the Reset test results. )

Before leaving the appregate analysis of the nationsl beer
industry, it would be instructive to consider th; thé:factdrs that
determine'bee£ consumption, or the demand for beer. _Eduation 4 in
Table 4 estimates the relationship between per cepitaAcoﬁsumption
and the factors which determine per capita .consumption. This
regression equation can be viewed as an estimate of the national
demand for beer, but on & per cepita basis.

Equation 4 indicates that per capitas beer consumption
increases as per capita real disposable income rises, but by less
in percentage terms. The estimated coefficient indicates that e
one percent increase in real income increases beer consumption by
one~half of one percent. Increases in price, as theory predicts,
lead to diminished beer consumption. However, the popular notion
that beer consumers sre not very responsive to price changes with
respect to the amount they consgme is not supported by the datsa.
Equation 4 indicates that a one percent rise in price induces a
greater than one percent decline in consumption (a 1.2 percent
decline). The result clesrly shows that beer consumers are not a
captive sudience. This relatively large price sensitivity is due
to the large (and increasing) number of substitutes in the beverage
market, of which beer is only one. This notion is supported by the
negative time trend coefficient on per capita consumption.
Adjusting for relative price and real inconme, per 6apitn beer

consumption is seen to be declining et about & one percent per year
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rate. This is also indicative of a growing number of competing

substitutes for beer in the beverage market. .

An aggregate historical examination of beer prices and related

features of the industry. including consumer demend. reveals

important trends. These features, while important, cannot detail

'the empirical impect of differences in industry characteriscics'

across states. We therefore turn to cross-state analysis 4in

section III, -
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III. EXCLUSIVE TERRITORIES AND BEER PRICES ECONOMETRIC ANALYSIS

This section presents the findings of 2 nationyide econometric
model developed to gauge the effects that state-granted exclusive
territory legisletion have in the pnational beer {ndustry. AS

di{scussed above, gome have argued that exclusive territorial

franchises of beer distributors sre 8 form of verticel restraint’

designéd to raise price by creating monopoly power, while we have

argued that exclusive franchises are 8 method by which distributors

can monitor product quality at a relatively low cost as vell.as

provide consumers with a higher quality of both product and

service. These two hypotheses 8are at odds, -each predicting

different effects of exclusive frenchises on the market price and

consumption of beer. The monopoly power arguments suggest that

prices will be higher in states granting exclusive franchises thean

prices in states where exclusivity is not mandated. The improved

quality and service arguments predict that prices will not be

higher and may actually be lower in exclusive franchise states.

In order to resolve the issue of exactly ho¥ territorial
exclusivity in distribution effects perket varisbles guch as price,

4t is necessary to specify the major economic factors which

interact to determine price. The first part of this section

presents the methodology employed in selecting relevant econonmic

variables and constructing an empirical model of the merket price

of beer. Next, the date employed to measure these relevant

economic variables are described and discussed. A presentation and

interpretation of stetistical cesults follow.
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‘ Methodolo

T “bees ‘ ual:
N he national beer industry is qualitatively similar to an
. :r industry. Thet i8, the basic tools of economics c;n‘be ’
fzitied t:ithe beer 4ndustry to discover the fundamental economic
. ors which intera;t}to determine the.price of be 7
et : 7 - eer in each of

€ fty statee.lai Bgcause of the basic str&ctﬁrerf tse indust

(geographically dispg;aed competitive brewéries, compet£c1va 1nsu:r
marker,Aand Sé on), differences 15 Bee¥ pr;ces aéroag stat P“
reflect state-specific differences 4in supplier and demanderes e
characteristics, as well as differences in the economic and 1
environment in which ‘the industry operates. . -

Economic theory suggests that the merket price of beer in each
state is determined by the interaction of demanders and suppliers

B
iven the economic environment under which the market functions
.

In order to properly test a hypothesis concerning the effect of
exclusive franchises on the market price of beer, the éffects of
major supply and demand determinants as well as the consequenc £
the presence or absence of exclusive territories must be ac e
o counted
Demand Fesctors. Yhile a large Anmber of factors could
possibly be cited as influencing the demand for beer by residents
of the fifty states, economic theory, as well as data limitatd
dictate that only the major demand determinants be analyzed ;:s.
factors generally differ across the states, and are soutces.oi -

price differences between the states. Included among th
g ese

variabl
es are consumers'total real disposable income 1 h
n each state

and the real price of a closely related good, wine
, .

In this study,
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real variables'are variablea vhich have been-adjusted for. general .

coat of—livins di££e~encea ‘across atates..:':.

Economic theory does not specifically predict either the
direction or the degree of influence on the demand for and the
narkét fiice ;i beér'fhat‘the prices of related goods have.
Whether the price of vine, soft drinks, or distilled spirits

significantly influences the price of beer positively or negatively

is an empirical ‘issue. Thongh one may reaaonably expect greater

demand for beer and highet beer prices to be associated vith higher'

real consumer income, economic theory allows for the opposite to be
the case. Again, the relationship between consumer resl income and
the market price of beer is a statistical issue.

Supply Factors. In explaining price differences across the
states, f@ctora vhich affect supply end which differ across the
etates must be employed. This study focuses on the presence or
absence of state mandated exclusive distributor franchises and the
degree of state-imposed advertising restrictions on the marketing
of beer. Clearly, it is possible that the presence or sbsence of
stete‘mandated exclusive distributor territories effects the supply
of beer. The effect on the market price of beer of exclusive
franchises is an empirical issue,

Much recent literature in economics indicates that state-
imposed restrictions on retasil advertising are likely to affect.
supply, end therefore to influence market price and consumption.
Such restrictions influence supply in that they act to.curb one
means of competition among retailers.l9 Since these restrictions

vary across the states, they are candidates for explaining
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differences in prices betveen Btateg, To the extent that

ndvertising reatrictione diminish competition among retailers, it

is expected that retail prices vill be higher in states with more
severe restrictions,
Other factors (tfanspértntion‘costs. land prices, and 80 on)

vill influence supply and retaii price. Hovever, ‘one of -the

primary factors vhich affects supply is the wage rate paid to

labor. ~As vage rates directly affect production coeta, it is

expected that staces charecterized by high average real wage rates
will also experience a higher real market price of beer.

Market Charscteristics, The concept of full price, as
explained earlier, 48 not only eppealing to economists but to

-anybody who has ever driven to a store and stood in a checkout

line. Its implication for this study is that after having adjusted

for differences in consumption, consumer income, the prices of

closely related goods, exclusive distributor territories,

advertising restrictions, general cost-of~living differences, and
other supply factors, the money price of beer among the states

could stiil reasonably be expected to differ. In order to isolate

the effect of territorial exclusiviﬁy on price, factors which

influence consumers!' transaction costs associated with purchases

must be expressly accounted for.

One such element involves the physical ability of retail

outlets to service customers. The smaller the capacity of

fetailers to service customers, the greater will be congestion in

stores at any given time, and the greater the ’}ansaction cost

component of full price. Adjusting for other factors end given &
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ea con estion~”
full price equilibrium ncroes states, greater service [

ntcr
will result in @ 1ouer noney yrice compensnting_aor gre

transnctions costs.20
Heasurement of Relevent Variables
Retail Harket Price and guantitx of Beer. The averese mnrke;
retail price per. gellon end the quantiCy (nillions of gallons) of
beer sold in each state in 1984 were obtained irom figures ) .
published in Bevereage World. In order to. avoid bius due o genere
cost-of-living differences across states, the retail price of beer
{n each state was deflated by the Bureau of Labor Statiatics
regional Consumer Price Index-All Items. Beer prices are thus
easured in xeel terms.
) Consumer Income. Consumer income 1§ each state (bilzizninzime
dolla}s) 4s measured as the product of per capita disposa "
and population in 1984, found in Survey of Current Bunineasneal
State and Metro olitan Area Deta Book: 1986, respectively.
::::: income WBSB calculated by deflating by the regional Consumer
Price Index~-All Items. The use of real state disposable income
controls for the effects of general cost—-of-1iving differences
‘mongz;;;;fZA a Related Good. The sverage retail price of vinz in
each of the fifty states during 1984 was obtained from 2315133:
World and converted to real prices by deflating by the regiona
Consumer Price Index~All Items. d
Exclusivitye. The presence OF absence of statg-mand:t:m
exclusive distributer territories 1is eccounted for by a dummey

7
bl 1n regression resulte presented in Tables 5, 6,and
variable.
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those states - vhich forbid exclusive territories and’ those utatee

vhose laws. either allov or are silent vith reapect to territorial

exclusivity are treasted Bs non-~exclusive. Those which mandate

exclusive territories are categorized as exclusive in these tables.
In regression results conteined in Table 8, exclusivity is-
accounted for in a slightly different. ‘but more realistic fashion.

Indiana .was the only state which expressly forbdade exclusive

distributor territories in 1984. With ell other states’

either expressly ﬁefmitting or silent esbout
by default,

laws

, and thereby permitting

exclusive territories, it 1s reasonable to conclude

that &ll states save Indiana were,
1984,

to some degree, exclusive in
The statistical results presented in Table B assume a2ll

state were exclusive except Indiane.

Advértising Restrictions.

State sdvertising restrictions at
the retail level apply to four categories of advertising;

newspapers and magazines, radio and television, exterior signs, and

interior window signs viewable from the exterior of the

establishment. The presence of these restrictions is accounted for

with dummy variables, States were coded as not having a

restriction if state law either permitted without restriction or

had no provisions concerning an advertising method.
Additionally, a Schmandt-Stevens2l index of advertieing

restrictions was constructed to capture the overall effect of the

extent of types of restrictions on price. The Schmandt-Stevens

index is constructed by summing relevant dummy variables, Dats on

restrictions were found in the United States Brewers Association's

Special Informetion Book.
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Labor Costs. The avcrage manufacturing vage rate, obtained

from State and Hetropolitan Area Data Book: 1986, defluted by the

regional Consumer Price Index-All Items, 4s employed to measure the

average unit labor cost fecing firms,

Conggstion—Service Capacity and Time Costs. The study
measures the average ievel of congestion in the ‘merket through usé
of the rati; of populstion to the total number of reteil food,
eating, and drinking establishments 4in a state., Retail
establishment dats by state were obtained from State and

Hetropoliten Area Data Book: 1986. Higher ratios of population to

the number of retail establishments (more potential customers per
retail outlet per unit of time) indicate lessened capacity to
service customers which yields greater congestion, and vice versa.
Thus, & negetive relation between money price and the ratio of
potentisl customers per reteil outlet is expected.

Empirical Results

Tables 5, and 6 present the results of estimating the effects
of the sbove variables on the real price of beer in 49 states under
the assumption that only states Hhi;h explicitly mandate
exclusivity are considered exclusive. The state of Washington was
excluded from the sample due to the unavailability of data on the
a;erage hourly manufscturing wage rate in 1984. In Tabdble 7,
regressions that exclude the reel wage and thus include datas for
VWeshington are presented. As cen be seen by comparing equations 1
and 3 in Table 5 to their counterparts in Table 7, the 'estimated
signs of all remaining variables do not change and their

significance levels vary only marginally. As such, the

‘4discussed earlier.
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Bignificunce aud explanatory power of regression models deleting

the obsetvation for the state of Vashington should be considered

"quite valid T ) ' o

Table 5 presents enpirical results obtained from estimating

the effects on the real retail price of beer of the variables

Equntions 1 and 3 ¥ere estimated uaing a single

Vequation. Ordinary Least Squares (OLS) regression technique.

Equation 1 differs from ‘equation 3 solely in the manner in which

: the advertising restrictions index vas formed., Index 1

incorporates the effects of restrictions on newspaper and magazine

advertising, exterior sign advertiming, and interior sign

advertising. Index 2 accounts for these three types of

restrictions plus restrictions on radio and television advertising.'
Equations 1 and 3 show 211 estimates of the theoretical model

variables to be of the predicted sign (where relevant) end to be

stetistically significant (one-tail tests vere employed where

appropriete) at the 5% level or better except for the messure of
territorisl exclusivity. In both equations, the me#gure of
exclusivity 4s negative but not statistically different from zero.
A strict 4interpretation of the date indicates that retail beer
prices are no higher in states which mandate exclusive territories
than in other states once the effects of other relevant factors on
price ere accounted for. In a weaker sense, the results suggest
lower prices 4in states which mandate exclusive territories,22
Clearly, if exclusive distributorships were a method of

monopolizing industries and charging retaijers higher prices,

competitive retailers would pass along (to some degree) these
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TABLE 6
TABLE 5

Dependent Variable: .Real retail money .price of beer (per gallon)
t - statistics in perentheses.

Dependent Veriable: Real retsil money ﬁrice of b -
P eer er 1
t - statistics in parentheses, e galion)

.

Estimetion.
Estimation Hethod OLS oLs
Hethod oLS TSLS OLS TSLS
. ‘ Explanatory
Explanatory ° Equation Equation Equetion Equation Yariable.
VYarisble 1 2 3 4 . ) . .
Constant 3.170)1%%% 3,1318%%%
Constent 2.5700%%* 2.5618%%% 2.5367%%% . 2 5266%"* ) (8.6342) (8.3594)
: (5.6404) (5.6083) (5.4548) (5.4152) :
‘ : : : : Exclusivity ~0.0197 . -0.0324
Exclusivity ~ ~0.0293 -0.0337 -0.0404 ~0.0456 (0.2684) (0.4246)
7 (0.4190) (0.4755) (0.5546) (0.6194)
. Advertising
Advertising Restriction
Restriction Index 1 0,0801%%#
Index 1 0.0772%%% 0,0772%%% (2.7534)
(2.8036) (2.7991)
Advertising
Advertising ?estriction
Restriction ndex 2 0.0 [ 2]
Index 2 0.0561%%% 0.0558%*% (2.4321)
(2.4900) (2.4698)
Consumption -0.0028%%  _p 0p29*%*®
Consumption ~0.0028%%%  _0,0024% ~0.0029***  -0,0024% (2.2585) (2.3001)
(2.3675) (1.5556) (2.3979) (1.5001)
. Real Income 0.0093%% 0.0097%*%
Resl Income 0.0088%% 0.0074 0.0092%* 0.0073 (2.1938) (2.2469)
(2.1817) (1.4330) (2.2266) (1.3907)
Real Price
Resl Price of Wine 0.0808%% 0.0860%%
of Wine 0.0853%% 0.0857%% 0.0900%* 0.0904%* (2.2041) (2.2889)
(2.4534) (2.4582) (2.5181) (2.5205)
Service
Con io - i *
Service gestion 1.2731 -1.2563
Congestion -1,1634%% ~1.1621%% -1.1443%% -1.1416%% (2.3414) (2.2791)
(2.2464) (2.2403) (2.1714) (2.1608)
2
Real Wage 0.1003%# 0.1010%* 0.1000%% 0.1010%* R 0.31 0.29
et Tes (2.1524) (2.1630) (2.1096) (2.1224) F-Statistic 3.21%* 2.93%*
::* Denotes significance at the 1% level.
R2 0.39 0.37 . Denotes significance at the 5% level,
F-Statistic 3,77%%% 3,740 3.440%8 3,39%*% # Denotes significance at the 10% level.
Reset Test
F-Statistic 0.96 0.93

«#% Denotes significance st the 1% level.
«2 Denotes significance at the 5% level.
& Denotes significance at the 10Z level.
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-higher input prices to consumere. The data féjg&iutpin

Zinterpretation.;

The possibility exists thaet OLS is an inappropriate estination

~method. Due to the fact that price and consumption are

..Bimultaneously determined in markets. including consnnption as an ;-

explanatory variable 1n che price equation may lead to biased
estimates. The Reset Test F-Statistic tests for the .presence of
"this biaal as well as other forms of specifiga;ion error.. In both
equations 1 and 3 tﬂe Reset Tesf F-Statietics indicate the absence
of any specification error, and the appropriateness of the OLS
estimation technique. As a further check, equations 2 and 4 were

estimated with a Two Stage Least Squares (TSLS) method. The TSLS

estimation method corrects for this type of specification error, if °

present. Conmparing equetion 1 (OLS) with 2 (TSLS) and 3 (OLS) with .

4 (TSLS) reinforces the conclusion of the absence of specification
error in equations 1 and 3. In each pair of equations, the
estimated coefficients are equal 4in sign and similar in magnitude.
In all subsequent tableé, regression models are estimated with an
OLS technique. )

The idea of & full price equilibrium across states is
reinforced by the signs of the estimated coefficient on service
congestion. The negative coefficient of the service congestién
varieble suggests that hiéher levels of congestion, which raise
consumer transactions costs, are associated with lower real money
prices.

Equations 1 and 3 in.Table 5 uncover an important source of

artificially high retsil beer prices. In each equation, the
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:Dégenden Variahle: Real retail ‘money pric
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TABLE 7

e of
"t - statistics inp parentheat:fr (pex gallon)

Estimation
Method 018 ' oLS OLS oLS
Explenatoryﬁ— ‘ '
VVariable
 'Constnnc . 2‘70f8*i; ’ A*’“ ) .
. 2.5538 2. 5463"* -2 il
. (5.8324) . (5.4484) . (5.3723) * (5.13s8)
Exclusivity ~ -0.0471 ~ ° 0.0 I
) . .0063 ~0.0136 ~0.0144
‘ (0.6351) ~ (0.0905) (0,1895) (0.1772)
Consumption -0.0023% 0.0028%*% e
. ~0.0028 -0.0033%*% ~0.0029%*
(1.8176) (2.3248) (2.6132) (2.26%3)
Real Income 0.0068 ‘0 0090%%
. . 0.0105%% 0.0094%*
(1.6133) (2.1533) (2.4743) (3.1283)
Real Price
of Wine 0.0859%% 0.0761%%
. .0761 0.0842%% 0.0835%%
(2.4191) (2.1461) (2.3322) (2.1323)
Service
Congestion ~1,2392#4#% 0.9531%
. ~0.9531 ~1.1411%¢% -~1.0013%
(2.3103) (1.8123) (2.1208) (1.79%2)
Resl Wage 0.0863% 0.1028%% |
. . ; 0.1119%# 0.1021%%
(2.4812) (2.1499) (2.3182) (2.0240)
Print Media
Restrictions 0.1869%
(2.4812)
Exterior Sign
Restrictions 0,1573%#
(2.3188)
Window Sign
Restrictions - 0.1537%#
(3.1308)
Radio & TV
Restrictions 0.0714
. (0.8739)
R2 0.37 0 ‘
. .36 .
F-Statistic ERYALS 3,284 3. 3ees 2 e

#4284 Denotes significance at the 1% ‘level.
#%* Denotes significance at the 52 level,

‘* Denotes significance at the 10% level.
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. TaBLE s
advertising restriction index indicntes thac beer prices ‘are !ﬁ'_L
: higher, given ‘other factors, the greafer the number of’ vays in 25252&533 !5513313' z*ilszztzttizz“ii ;::z:tgia::fr (P*f gbllbn)
vhich state law prohibits and restricts reteil competition through . :
edvertising. This is so regardlesa of vhich index is enployed. ) E:Ei:gizor’ .
“The estimated coefficients indicate :hst the inposition of .one - f;; Constant ~ . - 2.9696%%* ~3‘.0079-’““i . '
) additionel kind. of advertiaing testriction raiaes heer prices by ) . . C (5.5988) ’ (5.6194)
_between 5.and 8 cents per. gallon "in terms of 1984 prices (5.5 to ) Exclusivity Eg:gzgg; ) , Z?:gggg;
' 8.5 cents per gallon in 1987 dollera) R Advertising
Table 7 reports regression results obtained by decomposing §§:§:i§‘i°“ 0.0695%%%
advertising restriction index 2 into 4its four components. As can ’ (2.6167)
be seen, restrictions and prohibitions on exterior signs and a:;::;i:igﬁ
interior window signs which can be seen from the exterior each Index 2 (g:ggg;;*
significently raise retail beer prices by about 15 cents per galloﬂ ' Consumption ~0.0029%* -0.0030**
in 1984 dollars, 16.2 cents per gallon in 1987 dollars. Newspaper (2.5378) (2.5991)
and magazine advertising restrictions raise price approximately 18 Real Income (g:gggg;‘ (g:ggzz;'
cents per gallon., Restrictions on radio and television edvertising Real Price
appear to have no statistically significant influence on retail of Wine , (g:g?gg;* (g:ggi?;'
price. This is not surprising in that states cannot prevent Service
national broadcasters from transmitting nationally-aired beer Congestion zé:igg;;’ Zg:%ggg;‘
commercials into the state. Thus, even in states with broadcast Reai Wage 0.0901% 0.0881%
restrictions, a significant amount of beer advertising still . (1.9410) (1.8776)
penetrates the market. R2 0.42 0.40 -
Equations in Table 8 represent results obtained from ' F-Statistic 4.15%* 3.93%*
estimating equations 1 and 3 from Table 5 under the assumption that ::’g:zg;:z :ig:iiig::z: :: ::: 'éi i:::i:
all states except Indimna are states characterized by some degree : gﬁﬂﬁti: :ig:ifiz::z: :t ta: %gé i:::;:
of exclusivity with respect to distributor territories. Recall
that in 1984 Indiana was the only state in the country that
36 .
4
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Iv, COIGLUSION
Prohibited the exclusive distributor relatd . '
elationship Note th°t under The empiricul results presented in this stud) lead to strong,
this alcernate empirical definition of excluaivicy, the estimated

. - unamhiguous concluaions. After cortecting for various market’ .
coefficients of all remaining price determinants are statistically

effects, the real price of beer has fallen significantly over the
significant and of theoretically predicted sign (where

pest three decadés. Moreover, the effects concerning the impact of
appropriate). They are also very similar 4n magnitude to the

‘cxclusive distributorshipa in- the Alabame study are aifirmed for’
estimeted coefficients obtained in regression models which employed .
© the nation as a vhole. . .

the first, broader empirical messurement of exclusivity. “The. fact He cohclude from our study that competition is vibrant in the
that the signs, magnitudes, and significance of the estimates do

) beer»indnstry—-both interbrand competition and competition within
not vary much as the messurement of state exclusivity changes : ) ' :

" ang ) the broader beverage market., Higher prices are the result
points to their importance as variables explaining the retail price

artificial constraintsa upon the competitive process,,and are not
of beer. Clearly, the exclusion of such relevant variables from

the result of exclusive arrangements between manufacturers and
any statistical model purporting to explain retail beer prices

their distributoras. State-mandated exclusive distributor
would be a greve specification error. ’ ‘

territories lead to lower retail beer prices. There is certainly

More importantly, note the estimates of the effects of both

. no evidence suggesting that exclusive territories lead to higher
exclusivity and advertising restrictions on retail price contained

retail prices. Market forces such as higher real incomes and higer
in Table 8. 1In these specifications advertising restrictions again

prices of close substitutes (wine), result in higher beer prices
act to raise retail beer prices, as evidenced by their positive

as they likely would in any other market. State-imposed
estimated coefficients. In these two equations the exclusivity

advertising restrictions, on the other hand, artificially raise
veriable captures the effect on the retail price of beer of

retail price through their effects in reducing competition,
allowing exclusive arrangements, either directly through explicit
legislation or 4indirectly through no prohibitions. It effectively
permits the comparison of retail price in Indiana with the
remeining states in the sample. The estimated coefficient
indicates that retail beer prices were, in terms of 19B4 dollers,

from 31 to 37 cents per gallon lower (33.5 to 40 cents per gallon

in 1987 dollars) in states allowing exclusive territories than in
the one state which prohibited such arrangements, Indiana. Kote
slso thet the’ estimate 18 statiaticelly aignificant at the 20
per:ent level Again, the evidence pointa to a price 1over1ng

39
effect of exclusivity in distributor terricories.
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FOOTHOTES

Steve L. Barsby & Associates, Inc., "The Regulatory and

Economic Basis of Franchised Wholesaling in the Alcohol Beverage
Industry," (1983), p. iii.. Also see the Statement of Steve L.
Barsby on the economicsvof'excluﬁive tefri;ories. "The Malt
Beverage interb;and Competition Aét." heatings before the
Committee on the Judicieary, U. S Senate (1984) (Vashington.
D.C.: U.S. Government Printing Office, 1984), PpP. S54~74,

2

For legal enslyses of restricted distribution, see two
essays by Richard A. Posner, "The Next Step in the Antitrust
Treatment of Restricted Distributiont Per Se Legality,™

University of Chicego Law Review 48 (Winter, 1981), pp. 6-26, and

"The Rule of Reason and the Economic Approach: Reflections on the

Sylvenia Decision,” University of Chicago Law Review 45 (Fsall,

1977), pp. 1-20. For an interesting economic defense of
exclusive dealing (in addition to restricted distribution) see
Howard P. Marvel, "Exclusive Dealing," Journel of Law and
Economics 25 (April 1982), pp. 1-25. .

3
This position is, in essense, that of the Department of

Justice: Statement of Williem F. Baxter, Assistant Attorney
General, Antitrust Division, before the Subcommittee on Antitrust
and Restraints of Trade Activities Affecting Small Business

(Comnittee on Small Busines), H.R., September 9, 1982.

“"Malt Beversge Interbrand Competition Act," Hearings before

the Subcommittee on Monopolies and Commercial Law on H.R. 3269
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(1982) (Washington, D.C.: U.S. Government Printing Office, 1982),
pPp. 2-3. ‘

5 L o .
Renneth J. Hetten and Dan 'E. Schendel, "Heteroéeneity‘

Within an Industry: Firm Conduct 4in the U.S. Brewing Industry,"

'Journql of Industrisl Economics (December 1977), pp. 97—113ﬁ

6 . o

- Statement of William‘Young, "The Halt Beverege Interbrnnd
Competi:ion Act’” ﬁggliggg before the Committee on the Judiciary,
U. S. Senate (1984 ) (Waahington, b.C.:

U.S. Government Printing
Office, 1984), p. 84. ’ :

Evidence of intense rivalry is provided in an exhaustive

report to the Federal Trade Commission on the brewving 1ndustryiby

Charles F. Keithahn, The Brewing Industry (Washington, D.C.:
Staff Report of the Bureau of Economics, Federal Trade

Comnission, December, 1978). FKeithahn supported the case with
evidence of strong interbrand rivalry, a lack of brand loyalty,
and the strength and market position of regional competitors (see
Keithahn, pp. 130-135). More recently, William J. Lynk subjected
twoe competing explanations for intefpreting rising concentration
in the beer indusmtry. (See “Interpreting Rising Concentration:

The Case of Beer," Journal of Business 57 (1984), pp. 43-55).

Lynk demonstrates, in formal testg of the empirical evidence,
that competition, not anticompetitive exclusion of smeller
brewers, ;s the better hypothesis for explaining changes in
industry structure, A

B
Statement of William Young, "The Malt Beverage Interbrand

Competition Act,” ﬁ. 85.
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;[Anothef example of the free rider: Nev York bottle law]
ldA;- e L R o . . .
Stetement of William Young, "The Halt Beveraspe Interbrand

Competition Act,™ p. 85.

11
Nielsen Food Store Sales (1986)

12 -

The blurring of craditional distinctions betveen alcoholic 7

and non-alcoholic products. such as wine coolers has also led an
1ncreasing}number of beer distributors fo move into new beverage
products.

13 .
Our conclusions relating to profit and other performance

in the soft drink industry and the beverage market overtursm those
drawn from largely anecdotal evidence by Mark K. Cooper (The

Costs to Consumers of Exclusive Franchising: The Cese of Malt

Beverapges, Washington, D.C.: Consumer Federation of Americs,
September, 1986). We contrest our results with Cooper's in
Appendix I of this paper.

14 '
See Williem Baumol, John C. Panzar and Robert D. Willig,

Contesteble Markets and The Theory of Industry Structure

(New York: Harcourt Brace Jovanovich, 1982) and E. F. Fama and A.
B. Leffer, "The Number of Firms and Competition," American

Economic Review, 62 (September 1972), pp. 670-674.

"An Analysis of Michigsn Beer Prices and Beer Revenues,

1967-1983," (Michigen Department of Public Health, Office of
Substance Abuse Services, 1985), p. 5.
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16

Philip Gregorovicz, Charlea IIeggi, and Vayne Lacy, “"The

Economic Impact of the Bear and Wine Industries on the Alabama

Economy," (Montgomery, Alabama: Auburn University et Montgomery,

January, 1987).
17 - i '
,For a detuiled description of the Reset. test ‘see J.B.

Ramsey, "Tests for Specification Error in Claesical Linear Least

Squares Analysis," Journal of the Royal Statistical Society,

v (1969), pp. 35-72, and J.B, Ramsey and P.

series B, no.

Schmidt, "Some Further Results on the Use of OLS and BLUS

Residusls in Specification Brror Tests,”™ Journal of the American

Statistical Association (June, 1976), pp. 389-390.
18

We do not 4intend to imply that a state is necessarily the

proper or relevant geographic measure of a market area for beer.

However, because of such factors as sBtate-mandated exclusive

distributional territories and state-imposed advertising

Testrictions, average beer prices could be reasonable expected to

differ among states. For this reason, as well as the manner in
vhich data are reported, our statistical analysis divides the
country into "statewide™ market areas.

19 i
The classic research in this area is Lee Benham's "The

Effect of Advertising on the Price of Eyeglasses," Journal of Law

and Economics 15 (October, 1972), . pp. 337-352, Benhanm shoved

conclusively that optometrists!' retail sdvertising restrictions

raised the prices of eyeglasses snd eyecare above what they would

have been in the absence of the restrictions. John F. Cady's
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Restricted Advertinigg and Competitionx The Cese of Retail Dtugs

(Vashington, D. C H Anerican Enterpriae Institute -

finds retall advertiaing reatrictions anreased pr cea-ot over-
the-counter and prescription drugs without any concomitant

increase in the qualitj of service of retail suppliera. Thom

Kelly and Alex Hanrizi demonstrate in Prices and Consumer'

Information. The Benefits from Poating Retail Gssoline Prices"

(washington. D C.: American Enterprise Institnte, 1978) that
gasoline prices are significantly higher. nfter adjusting fnr
other factors, 1n areas vhich prohibit price posting ‘which.is &
form of advertising.

20
The full price of any good is the sum of 4ts money price,

p, and the value of time consumers spend in purchasing the
product, wt, where transaction time, t, is valued at the average
consumer's unit time cost, w. For example, suppose that the
money price of & six-pack of beer is $2 and that the average
consumer, who earns, say, $6 per hour épen&s thirty minutes in
traveling to the nearest retailer, making his purchase, and
returning home. The full price of the six-pack 1is thus $2 plus
$6 times one-half hour, or a total of $5. Equilibrium requires
that, given other factors, the full price of beer be the same
across states. But this equilibrium can be mainteined by any of
a number of combinations of money price end transaction cost
value. If transaction costs in a state were higher than $3, for
instance, either because trensaction time were longer or
plternative time costs were higher, equilibrium would be

meintained by lower momey prices of beer. By the same tpken,
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lover transaction costs vould be aslocinted with higher money
prices. These cona1derntiona provide the basia for our

expectation thst money prices and service congestion v111 be
inversely related,

21
For e detailed explanation of the construction and uge of

this type of index, see B.J. Schmandt and G.R. Stephens,

"Measuring" Hunicipal Output,” National Tax Journal 13 (Decembex
—————— —— 3
1960), pp. 369-376. ’

22

The strict interpretation of the results requires that we

use standard significance levels, Since the t-statistics on

exclusivity are so small, a conclusion that exclusivity lowers

price would stand a relatively large chance (above 30 percent) of
being 1incorrect. However, if we were willing to take this higher
risk, we could legitimately drawv this conclusion., It is this

higher risk of being ¥rong that makes this conclusion "weaker" in

a statistical sense. Interestingly, a statement that exclusivity

raises price would stand st minimum & 70 percent chance of being
incorrect on the basis of our results.

23

Hark H. Cooper, The Costs to Consumers of Exclusive

Franchising: The Case of Malt Beverages, (Waghington, D.C.1¢
g 3 . D.C.

Consumer Federation of America, September, 1986)

24
Ibid., p. 36
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APPENDIX I. COMPARATIVE EMPIRICAL RESULTS

In.a position paper written fcrtﬁhe*Consumef'Federition of-
America,23 pr, Mark K. Cooper produced a'nationvide econometric
study of the malt beverége‘industry for the years 1981 to 1984./ On
the basis of this statistical study.‘Dri Cooper concludes:

The ﬁata stronglj supportg the argument Fhsc
exclusive terfitory laws are not imposed in the
interest ;f efficiency.' In every apgcifi:ationi
the existence of exclusive territories is
associated with higher prices and lower consumption
(emphasis ours),24 ‘ 4 '
We take issue with his findings on the grounds that Dr., Cooper's
statistical metﬁodology‘ varisble selection and measurement o
iechnique, and interpretation of results are so seriously jiave a
to render all empiricel findings presented, and the econom d
an

less
implications stemming from them, unreliesble, meaningless,

without substantive merit. ‘
The statistical results upon vhi;h most of Cooper's
conclusions are based are found ianable 10 (p. 37) of his study.
A1l statements regarding the alleged overall costs to consumers of
exclusive franchises are based on regression results dggived by
employing data from 1984 only. However, none of the regressions
employing 1984 data provide evidence that the absence of state o
exclusivity arrangements produces lower malt beverage prices. Ye
though the estimated coefficients of the exclusivity variables |
appear to show price raising effects of exclusivity arrangements,
none can be said to be significantly .different from 2ero with any
generally accepted degree of statistical confidence. These

A-1

négative'qoefficientqj which 4n Cooper '

suggéstvloder'p;ices in noﬂ—exclﬁbiye states, are most likely the

result of spuricus statistical correlation or of not accounting for

other relevant factors which affect price. Contrary to Cooper's

concluaion, the ebsence of statchical significancq,of the

gstimhted:coeffi;ients:demanhs thglintétpfetation that éxclusivity

arrangements have Do effect on prices,

. The CoopegABtudy. as TahlEs 5,6, 7, And B in this study

cie&rly show, alsgo suffers fron Bevere mod

8 regression equations. Not the

consumption, state-

imposed advertising restrictions, the price of vwine, and the

average wage rate ip each state. The omission of quantity consumed

from a regression model purporting to explain price is such a

serious violation of basic principles of economics that it renders

his results devoid of content, Furthermore. Cooper argues for the
exclusion of the advertising restriction variables from hie

estimeting equations on the grounds that their impact 4g neutral on

beer prices across states., Tebles 3 and 4 of our study show this

to be clearly not the case. In fact, it {s quite possible that
Cooper's empiricel result which Purports to show that exclusivity
Arrangements raige Tretail beer prices (even though his estimates
are statistically insignificant) does not measure the effect of
exclusivity at all due to the substantial number of eicluded
variables,

The Cooper study also attempts to draw a parallel between the

beer industry and the soft drink industry by examining some soft

A-2
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drink industry dats since passage of the Soft Drink‘IpterSrand
Competition Act of 1980 (SDICA). SDICA provided soft drink
menufacturers the Ability to assign exclusive territories 4n much
the same fashion through which brewers assign exclusive territories
in states vhich permit éuch assignments. Cooper notes that the o
return to equity ratio for soft drink manufacturets was greater'
then the ell-industry everage in the U.S. ‘over the 1980-1985 period.
and infers that‘thesé,higher thaﬁ average rates ‘of return were due,
in part, to exclusive territory‘assignmeut sllowed under SDICA. He
then suggests that the legislation, eand the excfusive territories,
have somehow hurt soft drink consumers.

Cooper's data and enalysis, however, do not provide any
evidence whatsoever that passage of SDICA caused incressed rates of'
return to equity in the soft drink industry. Nor does economic
anslysis suggésc that high rates of return are at all necessarily
indicative of market powver (monopolistic practices), much less
artificielly high prices which reduce consumer welfare. In short,
his data end enslysis purporting to show SDICA as & source of
monopoly power do not indicate any Futh thing.

Cooper's soft drink and all industry return to equity date are
all post-1979, In order to argue that SDICA caused an incresse in
the soft drink industry return to equity & comparison of returns in
the pre- and post-1980 period is necessary at minimum. One would
also have to account for, 4in a formal statistical manner which
Cooper has not developed, s number of other economic factors which
contribute to profitability. Merely noting that the soft drink
industry return to equity is higher than average says nothing about

the 4mpact, if eny, of SDICA on rates of return in the industry.

A-3

'Additionally.

«cempetition -and improved efficiency vithin an industry
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fven if SDICA did 1ncrease the return to equity in

thi
[ industry, _one vould be on extremely weak footing 1n suggesting

t
hat the increased returne to the industry necessarily came, at the

expense of consumer velfare,

Quite the contrnry, higher than average rates of return on

equity can 1n fact be a signal of both vibrant interindustry

It is no

secret .that th
e early 1980s sav a shift in consumers' tastes avay

from alcoholic beverages in general toward soft drinks. With soft

drink manufacturers responding to this change with a greater number
of products as well as increased output of existing products

’
economic theory would predict a higher than eaverage return to

equity 4n the industry. In competitive markets, increeses in

demand can be expected to lead to higher returns for a period of

time, Improved.efficienCy of firms 4in the industry would alsc lead

to returns to equity higher than average, Merely noting that soft

drink equity returns were higher than the U.S. industry aversge
oever some period without comparing other periods and without a
theory or a formal statistical analysis isolating causes cannot be
considered evidence of any kind thaf the SDICA was the cause of the
ebove average returns.

Furthermore, even 1f SDICA did result 4in higher returns to

equity in the industry (an hypothesis for which there 1s no

support), Cooper's suggestion that these increased returns Come at

the expense of consumers and that consumer velfare is reduced is

unfounded 4in both data end the theory. For the Act to have reduced

consumer welfare, it must have resulted 4n higher prices and/or

reduced output given other factors. ‘Cooper offers no statistical

A=k
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.‘evidence at 311 concerntng tha cauaes of overnll sofc drink price

:renda in the 19BDa but doea ecate that soft drink prices rdse b!‘i

approximately 21 percent. His suggestion that this constitutes &

signi£1cant price increase is vithout ntrit in light of the fact

'»that prices in general (1nflation) :oza by -bout ‘31 percent durinz

the same period. This 1mp11e5 that sofc drink prices adjusted for

declined by 10 percent over the

RS

general price inflution actually

perdod.

In summary. returns to equity'inAaﬁ industry félati&é to the

average return over all industries can offer no insight or evidence

with respect to market power of anti-competitive behavior on the

part of firms in the industry. Cooper's argument that they can and

do is empty. Additionally. his eroneous logic

the fact that since pessage of SDICA in 1980, real soft drink price

declined by 10.percent through 1985. His suggestion that exclusive

distribution territories created monopoly power in the soft drink

industry and are likely to do so in the beer industry is without

n from both statistical and theoretical perspectives.

foundatio

filies in the face of
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A
PPENDIX II. DATA EMPLOYED IK CROSS-STATE ECONOHETRIC STUDY

: SOURCES

"Beverage World Mey;'IQﬁS.

Bureau of the Census, U.S. De '
} partment of
Abstract of the United States: 1986 (gasgzgzizﬁf,DSéatiﬁtécal

H

Tovernment Printing Office, 1985).

Bureau of the Census, U /

Metropolitan Area Daéa éi;keeggggment OLisommerce, State and
overnment rIntIn [} $4 Ice.

Bureau of the Census, U.S
.85. D
Current Business, Auéuat, 8

(Washington, D.C.: U.S.

lgsgfrtment of Commerce, Survey of

Council of Economic Advise
rs, Economi
(Washington, D.C.: U.S. Gove;nment Pr %niingréf§§c§?e frosident,
United States Brewers A
ssociation, Special
(Washington, D.C.: U.S5. Brewers A;soziationfnfgggsfion Book

VARIABLE CODES

EX = Exclusivity dumm
y variable; 1 if state law
exclusivity of territories, 0O otherwise. mandetes

RN = Kewspaper and ma
gazine advertising restriction du
n s
1 if state law restricts newspaper and magazine advertzg{ﬂ;eréai%e

such advertising is permit
e ot exis%. P ted without restriction or if no

RT = Radio &nd television adv )
ertising restrict
igv:§:§eilﬂvirescriz:s radio and telivision adizgtgtgii,ygrigbﬁiéh
sin 8 permitted
advert g P ed without restriction or 4if no provisions

1

RYS = Exterior si
gn advertising restriction d .
zgezgtia: reitriccBiextgrior sign adver:isinxﬁmgyi;azizgle. 1 4f
8in 8
oxiot. 8 permitted without restriction or if no provisions

RWS = Window sign advertising restrict
ion dumm :
state law restricts window sign advertising, oyi;OZizglzdviriising
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is permitted vithout restrictionAor if .ne provisio?s exist.

n thousands of dollars. 1984‘s‘

PCY = Nominal per capita 1ncome

POP = Population in thonsunds, 1984. ) 3

CPI = Regional-Consumer Price Index-All Items, 1984, based 4n 1977.

BC = Total beer consumption 1n thonsands of gallons in 1984.

TFS = Total retail food (groccry -and: other food atores) B

establishments in 1982 (latest yeat data available).'
EDS = Totel ea:ing “and drinking establishnenta in 1982.

PBR = Hominal retail price o£ beer per gallon in 1984

PWR = Nominal retail price of vine per gallon in 1984.

PSR = Nominal retail price of distilled spirits per gallon 4in 1984,
PSDR = Nominal retail price of soft drinks pgf gallon in 1984.

MWG = Nominal hourly manufacturing wege in 1984

STATE

ALABAMA
ALASKA
ARIZONA
ARKANSAS
CALIFORNIA
COLORADO
CONNECTICUT
DELEWARE
FLORIDA
GEORGIA
HAWAII
IDAHO
ILLINOIS
INDIANA
I0WA

KANSAS
RENTUCKY
LOUISIANNA
MAINE
MARYLAND
MASSACHUSETTS
MICHIGAN
MINNESOTA
MISSISSIPPI
MISSOURI
MONTANA
NEBRASKA

NEVADA,

NEW HAMPSHIRE
NEW JERSEY

NEW MEXICO

NEW YORK

NORTH CAROLINA
NORTH DAKOTA
OHIO

OKLAHOMA
OREGON
PENNSYLVANIA
RHODE ISLAKD
SOUTH CAROLINA
SOUTH DAKOTA
TENNESSEE
TEXAS

UTAH

YERMONT
VIRGINIA
WASHINGTON .
WEST VIRGINIA
WISCONSIN
WYOMING

It O OF r i hd bt O O MO Mt = OO QO MO MR I INO M O RO HHOORO OHOOOD OO O

[«B
>4

xt
=z

QOO I bt O OO h i bt b b O M s Ot HO O M et O OO OO Of-‘CH-ﬂ-"-ocoo»-a

RT RIS RWS . PCY  POP-

DOOOHMFOHOD OO HHMHROROOO MO OHRKMINHO OO MHOOOO OO MO OO0 O

OO O IO OO H I O MO MO O HO MO O OO ORI O M OO OO0 O

OQOMO IO OO M HO M OO0 HOOOHOROOHMO OO MOMMIMMOMOOOO O
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8706 3985
15320 505
10523 3072

8622 2346
13032 25795
12204 3190
14437 3155

11264 11050
9932 5842
11508 1037
9323 - 999
12053 11522
10279 5492
10483 2903
11164 2440
9026 3720
9642 4461
9820 1156
12456 4349
12828 5798
11112 9058
11297 4163
7644 2598
10741 5001
9378 823
10839 1605
11676 917
12319 978
13730 7517
8881 1426
12542 17746

10426 687
10790 10740
10058 3310

10966 11887
11592 3962
8766 3302
9700 705
9321 3720
11052 16083
8669 1623
9747 530
11587 5636
11784 4349

10804 4762
10554 513

11188 614"

9520 6166

10378 2676

8465 1951,

1,685
1.674

BC

71875

. 14187

91109
42064

639580

81620
63962
16298
318761
124214

29803

23202
283548
121164

69438

50587

68895
106300

25602
104622
141351
210473

98007

52251
118935

24222

40777

31958

34822
161942

40286
368111
121873

16463
267528

58657

60361
296774

24155

72591

15343

92719
476023

22143

13943
126379

§4794

38367
156991

13443




STATE TFS
ALABAMA 2997
ALASKA 297
ARIZONA 1959
ARKANSAS 1960
CALIFORKIA 16749
COLORADO 1869
CONNECTICUT 2259
DELEWARE 508
-FLORIDA 9420
GEORGIA 4720
HAWAIX 797
IDAHO 753
ILLINOIS © 6334
INDIAKA 3116
IOWA 2164
KAKSAS 1767
KENTUCKY 2987
LOUISIANNA 3755
MAINE 1327
MARYLAND 2970
HMASSACHUSETTS 4308
MICHIGAN 6469
MINNESOTA 2911
MISSISSIPPI 2489
MISSOURI 3334
HMONTANA : 709
NEBRASKA 1229
NEVADA 623
NEV HAMPSHIRE 924
NEW JERSEY 5821
NEW MEXICO 1001
KE¥W YORK 14850
RORTH CAROLINA 5372
NORTH DAKOTA 533
OHIO 7716
OKLAHOMA 2674
OREGON 2370
PENNSYLVAKIA 8594
RHODE ISLAND 780
SOUTH CAROLINA 2616
SOUTH DAROTA 583
TERNESSEE 3857
TEXAS 13103
UTAH 867
VERMONT 662
YIRGINIA 4465
WASHINGTON 3299
WEST VIRGINIA 1553
WISCONSIN 3107
WYOMING 315

EDS

3439
749
4191
2512
36734
5057
4612
788
13933
6118
1741
1536
16215
7720
5298
3613
3817
4755
1629
5181
8755
12260
5687
2218
6827
1925
2870
1495
1378
10482
1929
26168
6670
1261
15787
4256
4581
16228
1571
3372
1286
4913
19755
1693
908
6024
6543
1955
9493
897

368

PBR

5.7510
5.9848
5.3865
5.3200
5.0250
5.3865

'5.8725

5.3867
5.0008
5.3600
6.0751
'5.3200
6.1215
6.3495
5.8108
5.3600
5.3200
5.4270
6.2401
5.3460
6.0750
6.2486
6.3080
5.4000
5.3200
5.9401
5.4270
5.4675
6.5156
6.1690
5.3200
6.2000
5.4000
5.3459
6.0800
5.3600
5.2934
5.9675
5.7999
5.4675
5.4270
4.9665
4.9875
6,0301
6.1688
5.3332
5.0820
5.1205
6.0800
5.3466

- PHR

14.6983
15.0351
14.8975
15.1370
14.6478
14.8130
14.4920
14.3870° .
14.7731:
14.8724
15.1013
14.7379°
15.3328
14.0308
14,9072
14.6876
14.5682
15.3805
14.6377
14.3531
14,5957
14,3193
15.2606
14,7611
13.9031
14.6388
14,6231
14.5262
14.4989
©14.0410
14.3491
14,6598
15,1294
14.3665
13.8308
4.7588
13.4282
14.0207
14.4348
14.3804
14.0465
12.8681
14,8621
19.2649
14.5210
14.9709
14,0351
14,3396
14.2163
14.5300

PSR

49.9948
54.7963
52,0025
49,9928
52.9996
54,7970

52.9973°

52.9871

47.9996°

53,0019
54.8083
50.0150
54,8000
52.9973
49.9958
52,9952
49.9380
52,9994
50.0087
54.8010
50.0007
44,9998
52,9971
48.0013
53.0008
52.0102
50.0020

" 54.7989

51.9943
50.0009
51.9845
54,7997
50.0010
50.9857
49,9993
49,9990
49,9966
52,0003
51.9952
49.9977
50.9919
48,0014
54,7991
50,0105
53.0167
52.9995
52.0006
51.0026
49.9981
52.0195

PSDR .

2.6082
2.3579
2.7815
2.6040

3.4374
2,9946

2.6875

'2.7408
2.8508 .

3.0176

©2.9203

2.7368
4.0245
2.9028
2.3387
2.5830
2.6767
2.6288
2.2649
2.8750
3.2082
2.6192
1.9509
2.7456
2.2664
2.6352
2.6855
3.0567
2,5625
3.1461
2.7624
3.3274
3.1255
2.4788
2.9760
2.7497
2.8305
3.4202
2,5895
3.0888
2.5601
2.3353
2.8305
2.9601
2,8033
2.9082
2,8116
2.8160
1.2720
2.9276

7.97
12.25
9.09
7.31

9.77.
9.24

922
9.30
762
7.58
8.35
9.34

10.08

10.45

10.25
9.40
9.28

10.06
8.05
9.45

8.50 -

12.18
9.75

6.95

10.74
8.93
3.12
7.85
9.50
7.97
9.22
7.0
7.86

10.96
9.64

10044
9.28
7.23
7.28
7:1s
7.93
9.04
8.95
8.03
8.12

9
9.93

16.03

8.86

HWG
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APPENDIX III. THE MICHIGAN AND ALABAMA STUDIES

Drafe =3 6/11/g%
(Begr:ext/202[

AN ANALxsxé‘or MICHIGA
N BEER p
AND SEER REVENUES, 1967—198§Ic£s

Prepared by the

MICHIGAN DEPARTMENT ’
IcHiGAN DEPA OF PUBLIC HEaLpy

BSTANCE ABUSE SERVICES
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puring this same time period, it is clear that

increases in beer :é;éi; PF1°°54%‘9999iP°h§n¢ pyegall

‘infiation increases,

2200 oves the-ld gears, prices-in  general rose by

296.54. Retail beer prices, then, dropped in effect

over time, In 1967 dollars, a‘sngpaqk that co;; $1.23

in 1967 cost only 91 cents in 1983. .Put another way,’

the price of a gix-pack would have risen to §3.65 by

1983 (51.23 x-2.965), nearly one dollar over the 52.71
p:ice‘:aho;n.;n'fightgti."'That'begx‘ﬁriceé "have not-
been subject to general inflationary increases may be
an enviable business achievement by beer manufacturers.

But this achievement has been costly to the citizens of

Michigan, 4in terms of lost State revenues and in terms |

of greater risks to public health and pub;ic safety.

. the ﬁticé'§ff§ B§Xfﬁ§?klfbséi7
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Spirits taxes include the State mark-up of 518 .on
‘the state’s purchase price (Sec. 436.16€(1)), which
was ‘last -revised in 1980 with an-<increase from'

48%. " Three- specific taxes are applied - to -the

purchase ‘price .plus mark-up. - One i5 & -4%. tax

" imposed ‘in 1957, 'with revenués deposited in the

School Aid Fund (Sec. 436.101), A Becond 4% tax
took effect in 1960, applied to the General Fund
(Sec. 436.121). A 1% tax applying only to off-
premise sales was added .in 1973, and.increéased ' to
‘1.85% in 1978, .with:proceeds deposited in the .

Liquor Purchase Revolving Fund (Sec.436.131).

- “Retail -licensees receive a 17% discount on their
- purchases from the State (Sec. 436.16(3)).

For
off-premises licensees, this discount constitutes

"the gross profit margin, since take~out prices are

set by the State”(the MLCC) and may not be raised
or lowered, On~premises licensees receive the
same discount, but may charge whatever they wigh
for drinks, 8o long as the price is not less than
what they paid for the alcohol. '

Data on barrels socld and beer excise tax revenues
are from the Liquor Control Commission's 1983
"Statistical 1look.®" HMichigan CPI-and disposable’
income data are from the HMichigan Department of
Management and Budget. Data in column 3 (1967
dollars) were computed by dividing each year's
revenues by that year's CPI. Beer CPI data are

- from R. Sjolander and P. Kakela, °Effects of

Hichigan's HMandatory Beverage Container Deposit
Law, " Department of Resource Development, Michigan
State University, East Lansing, Michigan. Annpal
six-pack prices are estimated based on the beer
CPI, and do not include sales tax and bottle
deposit. The price estimates assume that a siz-
pack of premium domestic beer (e.g., Stroh's,
Budweiser) cost $2.71 in 1983, Prices for other
years were then computed from the beer CPI.

It should be noted that figures in columns 1 and 2
are inconsistent for some years, 4in that barrels
80old multiplied by the $6.30 tax does not egual
the tax revenue figure. For example,the 1983
sales of 6,964,711 barrels would equal §43,764,279
when multiplied by $6.30, not the $43,666,960
shown. - Nevertheless, these are the figures
published by the HICC. Discrepancies may be due
to calculations being made on a calendar year vs.
fiscal y=ar basis, to rebates for lost or broken
products, or to accounting variations.
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APPENDIX C
THE TWPACT OF TUE DrsTni ﬁUTORQ‘;:TEnhi’l‘O!HAL BILL

noMay, 1934

’”

f% Aalanuna lagislature passad gy terrx:drml'bl“
inat limitad ene distributionual ureas Surviced by baep and wipe
16

d:8Irinutors.  One of the concarns: that emanated from this bill wuy

N2t suech actien  would Lumic competitian  npd Fatse. prices (o

Alabamians, daspite the presence of cpm[m_tlli;m botwedn Lrands,
test this contantion, the data on prinas of “betr and wipk: wera
eXxamined for the quarter 1n which the bill ,w;'xﬂ«p:xssed (1984, Q:‘.)' and

compared to datu far the latest quarter avaflahle (1986, Q3

which
wus Tl months luter.

The resules are shown 10 Tahlus ¢-1 and C-Z.  pricey 4re showny

foor si1x Alabuma citine and the mean prien for Alabwan | Compirad

with the mean price for ovar 200 U.S, clties. The figuras would tand
Lo support the view that the primury competition in the beer und wine

industry is between distrit}utor; of different brands rather than

between distributors of the sSame brands operating out of different

territories. Since the territorial law was passed, the price of beer

in Alabama rose in four cities, fell {n three and fell overall {p the

state Ly lle pear six rack.  “IThis GCenpares Lo an 1l1¢ incrouse in the

C.S5. overall. For wina, prices rosn {n four citins, fell {n three

and t‘e‘ll overall {n the state by 17¢ per liter. At the sane time,

prices fell by only 3¢ nutionally.

Although many faeters cnter into the pricing of beer ung wine,

no ebidence can be found fn these data that the territorial bill has

been harmful to the Alabawma consumer,
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TABLE: C-1

Baer Prices Per Six Puck.

1981 QU 1986 Ql CHANGE
At iaton 172 G4 -.25
L:irtinghan EPRE b R i
Diythan 3.25 3.30 +,03
Gudsdsn 3.36 2.90 -.46
Huntsville 3.56 3.29 -.27
Mebile J.28 3.0 +.03
Montgomery’ 3.18 1.6 +.08
Tuscalnosa N/A 4.08 N/A
Alabama (Mean) 3.35 4.24 -.11
U.S. (Mzan) 2.9t 3.02 +.11

TABLE C-2
Wine Prices per 750 HL.

CUPT L AREA thra Qi tane QI CHANGE
Anfoinnlen A.4h0 -2
Birmingham 5.54 5.09 -.45
Dothan 5.48 5.60 +.02
Gadsden 6.04 5.09 -.93
Huntsville 4.06 5.41 +. 46
Mobile 5.80 5.84 +.04
Montgomery 5.41 5.76 +.35
Tuscaloosa N/A 5.19 N/A
Alabamu (Hean) 5.38 - 5.21 -.17
U.S. (Msan) 4.77 4.74 -.03

SOCRCE: Amerloun Chambier of Conant:rize Rogearchors Assocl-

ation

Inter-Cley Cont of Liviog [odex




INTOXICATING LIQUOR REGULATION

&

EXCLUSIVE TERRITORIES

By: Michael D. Madigan
President & Legal Counsel
Minnesota Beer Wholesalers Association
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INTRODUCTION

As outlined in another white paper entitled “Intoxicating Liquor Regulation &
The Three-Tier System”, Minnesota closely regulates the licensing, importation,
distribution and sale of intoxicating liquor within its borders in order to prevent illegal
sales to minors, inhibit overly aggressive marketing and consumption, colléct taxes,
create orderly, transparent and accountable distribution systems, and prevent a recurrence
of the problems that led to the enactment of National Prohibition. Following a majority
of states, Minnesota adopted the three-tier system of regulation in order to accomplish
these goals. The three-tier system is designed to prevent vertical integration in the liquor
industry by ‘“tied houses.” Direct links between manufacturers and retailers, and
disproportionate influence between the two, has historically led to increased sales,
abusive sales practices, and excessive consumpfion. The three-tier system interjects
checks and balances by separating producers from consumers through a distinct,
mandatory, transparent, and accountable distribution system.

EXCLUSIVE TERRITORIES

A key component of the three-tier system, and Minnesota’s Intoxicating Liquor
Regulatory Scheme, is exclusive territories for beer and wine. Today, every state in the
country has exclusive territories for beer either by statute or agreement.

Exclusive territories serve four (4) basic purposes. First, they are the backbone of
any transparent and accountable distribution system. The ability to audit for tax
payments is easier as is the enforcement of trade practice violations. Agents from the
Alcohol & Gambling Enforcement Division know exactly who is responsible for selling a

particular brand to retailers in a given area and can, therefore, determine how much of the

L:\(MBWA)\Docs\IntoxicatingLiquorExclusiveTerritories.doc 2



brand is being sold, the prices being paid by the retailers and the terms of sale. In other
words, agents can determine if:
> The proper amount of tax is being collected
> Illegal inducements were being made at the time of sale
> The brands are being illegally sold as a “loss leader” (being sold
below the purchase price)

Second, exclusive territories ensure that every retailer in a given area will have
access to every brand and package variety of products sold in that area on a timely basis.
This ensures that consumers have the widest choice of brands thereby enhancing
competition.

Third, exclusive territories protect product quality. Beer is a perishable product
with a code date. Under Distributor Agreements with brewers, wholesalers are required
to replace at their cost any beer on a retailer’s shelves which becomes old. No wholesaler
will replace old beer at his cost that he did not originally sell to the retailer. Accordingly,
the elimination of exclusive territories would not only hamstring effective enforcement, it
would also quickly undermine product quality and ultimately public health. Exclusive
territories also protect consumers by enabling the enforcing agency to know exactly who
to contact to get a brand removed from retail shelves in the event of a product recall or
product tampering situation.

Fourth, exclusive territories ensure better service and prevent “free riding.” The
introduction of a new product or brand involves a significant investment of time and
money by a wholesaler. In essence, a new “market” must be created. This investment,

ensures, as mentioned earlier, that consumers have a wide choice and that competition is

L\(MBWA)\Docs\IntoxicatingLiquorExclusiveTerritories.doc 3



preserved. If territories are not exclusive, wholesalers have no incentive to make this
investment because a competitor may unfairly “free ride” on the Wholesalér’s investment.
It also creates a disihcentive for wholesalers from servicing retail accounts.

Contrary to some misconceptions; exclusive territories do not increase costs to
consumers. In a study entitled” Geographic Restraints in the Malt Beverage Industry”,
the authors (Robert D. Tollision, Ph.D., George Mason University and Robert B.
Ekelund, Jr., Ph.D., Auburn) made the following statement: “In sum, our study is fairly
conclusive on the question of whether exclusive beer distribution territories will harm or
enhance consumer welfare. After a detailed analysis of the effects of state-mandated
exclusive territories on the prices of beer at retail, we find that if there is any effect at all,
state-mandated exclusive territories lead to lower retail beer prices. There is no evidence
that exclusive territories lead to higher retail prices . . .”. This is due in part because
exclusive territories facilitate interbrand competition by requiring wholesalers to promote
and merchandise all of the products assigned to their companies and by not allowing
licensees from outside the territory to ‘r‘cl’lerry pick” high volume accounts and “dump”
product (i.e. merely lowball the price without providing any merchandising, promoting

and sales support).

L:\(MBWA)\Docs\IntoxicatingLiquorExclusiveTerritories.doc 4
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