| nter state Wine Shipments and E-Commer ce
Daniel L. McFadden

| am an economi, appearing onthispanel asanindividud at therequest of FTC gaff. | ownasmal vineyard
in Napa Valey, Cdifornia, have sold grapes to large and smal wineries, and am familiar with the positions
taken by many of the peopleinthewineindustry regarding the opportunitiesand limitations surrounding direct
sdesof wineto consumers. My intention, however, isto speak here asan advocatefor consumersrather than
as an advocate for the wine business. My work as a professional economist concentrates primarily on
consumer behavior, with gpplicationsin marketing, health, and the environment. | do not have a specidty in
the economics of the wineindustry. | am the E. Morris Cox Professor of Economics at the University of
Cdifornia, Berkeley, and have served as President of the Econometrics Society and as vice-president of the
American Economics Association. 1n 2000, | won the Nobel Prize in Economics for my work on consumer
choice behavior.

In common with most economists, | believe that consumers benefit from free markets operated with the
minimumgovernment regulation required for consumer protection. The history of government regulation of
marketsislittered with examplesof restrictions, ostensibly adopted on beha f of consumers, that instead protect
concentrated economic interests at the consumers expense. The restrictions on direct purchase of premium
wines and their interstate shipment that have been adopted by a number of States are, | believe, another
example of abuse of the regulatory process to protect concentrated economic interests, going far beyond the
minimum regulations needed to maintain the integrity of State taxation and to protect minor consumers.

For example, consider aFH oridaconsumer who visits one of the hundreds of smal wineriesin Cdifornia, and
findsin the tasting room awine he would like to purchase for his own consumption, but which isnot sold by
retalersin Florida. Floridais one of the more extreme of the twenty-eight states that place substantial
restrictions on interstate wine shipments. Asaconsequence, thisbuyer cannot purchasethiswine and haveit
shippedto himself, eventhoughif it weresoldin Florida, it would belegal for himto purchaseit there, and even
through the buyer would willingly pay Florida State a cohol taxeson hispurchases. Thewinery not only loses
the immediate sale to this prospective customer, but also loses the opportunity to develop a continuing
relationship with thiscustomer through membershipinitswineclub and/or subsequent re-orders. For awinery
producing afew thousand cases per year, with varietas produced in lots too small for nationa distribution,
direct sdlestoindividuasare criticd to survival. The shipping restrictions of stateslike Floridamakeafeony
of amarket transaction that would be completely legd if it were carried out entirely within Floridaor entirely
within Cdifornia, and provide no reasonable mechanism for the buyer or sdller to meet the control and tax
requirementsthat Floridaimposes on within-Statetransactions. Thus, the Floridalegidationisadirect attack
on interstate commerce, making atransaction illegal smply because it crosses state lines.

Winepurchasesthroughinternet sellersraiseadditional issuesof control of shipment tominors, but theprinciple
isthesame. A transaction that would be legd if conducted intra-state between aretail store and a consumer



ismadeillega either because the seller is out-of-State or because the sdlesmodeisviatheinternet rather than
face-to-face, without providing any reasonable mechanisms to satisfy control and taxation requirements.

Asagenerd matter, the devel opment of e-commerce has benefitted both producers and consumers, opening
marketsthat were previoudy not well served by traditional distribution and retail networks. The experience
of thelast decade hasbeen that insome areas, e-commerce hashad amajor impact onindustria structure; e.g.,
changesindigtribution and inventory management policy facilitated by B2B internet transactions. However,
theworst fearsof traditional distribution and retail networksabout internet competition have not beenredlized.
In most cases, these traditional market participants provide vaue added that both producers and consumers
arewilling topay for, and they remain robust playersintheir markets. My understanding of the wineindustry
isthat whereinternet or winery purchaseand shipment of premium wineshave been permitted, thishasprimarily
benefitted consumers by providing them expanded choices, and has supplemented rather than replaced
traditiona distribution channels. For example, in Cdiforniawhich permitsintra-state internet purchases and
shipments of wine, small wineries and their customers benefit without noticeable impact on traditional
distributorsandretailers. Another exampleisthe State of Illinois, which permitsdirect salesof winewith some
restrictions, and continues to support ahealthy distribution and retail sdles system. My guessisthat in many
cases, theability of consumersto visit wineries, sample products, and arrange one-timeor periodic shipments,
sharpens consumer interest in premium wines, and that in the end thisincreased interest benefits traditional
distributors and retailers.

Of course, thereisan opposing view, which isthat distributors and retailers of acoholic beverageshave snce
the passage of the 21¥ Amendment acquired agreat ded of market power by influencing State legidation. In
thisview, internet slesand interstate direct shipmentsare aseriousthreat to thismarket power. If thisistrue,
thenclearly theinterestsof consumersarenot being served. However, my suspicionsbased ontheobservation
of many markets over many yearsarethat thereis congderably lessmoney at stake than either the distributors
and retalers, or their critics, think. Rents accrued from market power have a tendency to dissipate, through
entry pressure andthrough the cost of maintaining the market position. | believethe evidencefrom Statesthat
alow direct salesindicatesthat distributors and retailers would not be substantially impacted. Asonewinery
owner that | interviewed said to me: “My distributor makes me fed powerless, but he does alot for me and
| vduethat. | would not do anything to jeopardizetherelaionship.” Similarly, | seethe vaueto consumers
of direct wine shipments coming primarily from access to wines that are not available in their communities.
When consumers have retail outlets with the same products, they will usually seek the convenience and vaue
added provided by their loca wine merchant. A product like premium wine, where price and service are
associated with qudlity, is very unpromising for entry of low price or generic brands distributed by direct
shipment. If direct interstate wine shipments were reopened, | would foresee some competitive pressure on
distributorsand retailers, primarily from direct wine salesto largeretailers, but no substantia restructuring of
theindustry. | find it particularly sad that the anti-interstate shipping legisation that has been passed is so
disproportionate in its negative impact on consumers relative to the very modest protection it provides to
traditiona distributors and retailers.



It isdifficult to consder marketsfor acoholic beverageswithout taking into account their history and special
status. Because these products are potentidly intoxicating and addictive, States have a legitimate interest in
controlling their distribution, particularly tominors. Higtoricdly, “ sintaxes” on acohol have beenasignificant
sourceof government revenue, inaddition to discouraging consumption. Theselegitimateissuesof control and
taxation have been used as cover for legidation that is realy designed to protect concentrated economic
interestsfrom the competition of interstate commerce. If theselegitimateinterestswerethe only concern, then
there are many ways to satisfy them without draconian laws that infringe on consumer choice.

Oneway to accomplish thiswould bethrough State adopti onof astandardized sal es/shipment agreement, such
asthemode sd esagreement promoted by theWinelngtitute, that incorporatesreasonablecontrol and taxation
mechanisms. Firgt, consider the issue of control. 1t would be smple to require that shippers deliver only to
reci pientswho can show identification proving them to be of age, and to let shipperschargefor providing this
sarvice. Second, consder theissue of taxation. Either the producer or the shipper could be charged with
respons bilityfor collectingandforwarding Statetax paymentsonwineshipments. Problemsof compliancewith
statecontrol and tax requirementswoul d not be substantialy different than those currently encounteredinretail
stores.

Within areasonably regulated market, an aternative might emergethat would be even moreattractivefor wine
producers and consumers. Specidized shippers might take on the respongbility of licensing shipment to the
various statesand meeting state control and tax requirements, perhapsthrough providing winerieswith special
shipping labelsthat ensure proper delivery of the product. Statesthat authorize such shippers might find them
useful for collecting taxeson avariety of products. Becausedistributorsaredready experienced withintersate
wine shipments, they are well positioned to take the lead in providing such shipping services.

If excessive State restrictions on interstate wine shipments were diminated, and the legitimate State interests
for control andtaxationweremet through market innovationsof theformjust outlined, consumer welfarewould
bematerialy improved. Consumerswouldhavemorechoices. Legitimatestateinterestsin control andtaxation
of acoholic beverageswould be preserved. Traditiona distributorsand retailerswould facemodest increases
in competitive pressure, but they would avoid the outraged complaints of the small but influential group of
premium wine consumers.

| urgethe FTC to look closdly a state legidation that goes beyond the minimum regulation needed to meet
legitimate state concernson control and taxation of acoholic beverages. | urgethe FTC to combat the use of
the 21% Amendment as a cover for attacks on the interstate commerce clause of the Constitution by
concentrated economicinterests, particularly when these attacks deprive consumers of the benefits of freeand
competitive markets.



