Special Rules for Small Brewers, Wineries
and Distillers
SHORT REPORT
By Pamela S. Erickson
The alcohol supplier landscape has
dramatically changed. Not too long ago, there
were just a few large suppliers for beer, wine and
spirits that dominated the market. Think AnheuserBusch, Gallo and Seagram’s. Over the years,
many small operators disappeared and there were
few new entrants. Today, we have a completely
different picture.
There are thousands of
suppliers, most of which are very small. Many of
these small operators work outside the three-tier
regulatory system having obtained exemptions on
distribution and retail sales from their state
legislatures.
As this phenomenon evolved, little
thought has been given to the impact on our
alcohol regulatory system and the problems it
attempts to curtail.
Because many of the
changes have come a little at a time, it was hard
to see any adverse impact. But the growth of
exemptions has continued and some privileges
are now going to large suppliers. This report is
designed to describe the new supplier arena and
examine its impact on our regulatory systems.
A Brief History of the
Manufacturer in the US
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there were 756 breweries in 1934, that dropped to
230 by 1961. The wine industry also did not grow
substantially as American wine had a reputation
for low quality. However, in the 1970’s, products
from small California wineries began to get
international recognition and brewers started
producing a different style of beer with more
distinct taste profiles compared to the light lagers
common in the beer market. (2) Eventually, growth
accelerated to the point where we have over 9,000
wineries and 5,000 breweries today. (3) (5)
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The interest in manufacturing alcohol
came from European immigrants who brought
their know-how from their homelands. In 1587,
Virginian colonists were brewing ale using corn.
By 1860, there were 1,269 breweries with
production of over 1 million barrels. In the mid1800s, Americans began to produce decent wine,
some of which won prizes in Europe.
Small
distillery operations were common throughout
history. But, disease, frost and Prohibition
devastated the entire alcohol industry. (1)
After Prohibition, there was a period of
supplier expansion followed by contraction. While
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The most recent change has come in the
micro-distillery business.
Small distillery
operations were common throughout history and
during Prohibition there was the legendary
bootlegger.
After Prohibition, large distilling
companies dominated. In 2003, there were just
60 craft distillers in the US. But by 2016 that
number had mushroomed to 1,391. (4)
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Numbers and Size—wineries, breweries and
craft distillers

gallons whereas 42 companies accounted for
greater than 750,000 proof gallons. (7)

A clear pattern has emerged in each
alcohol sector: the number of suppliers has
greatly increased, but a few large companies still
dominate 80-90% of the business. Not only are
there a lot of small operators, but most are very,
very small. For wine, there were 9,091 wineries
in the US in January 2017, according to Wines
Vines Analytics. (5) Almost 80% are either “very
small” or have a limited production of less than
1,000 barrels. Wineries this small would not even
be able to regularly supply a local market. They
serve a very small, niche of customers.
According to Wine Business Monthly, the top 30
wineries represent almost 90 percent of domestic
wine sold by volume. The top 3 companies
represent more than half of all case sales. (6)

Many states have responded to the
growth of small operators by creating several
types of supplier licenses. Typically, a state will
have three or more types of licenses for each
segment for small or large operations and
sometimes a separate one for retail operations.
But some states have more. Virginia has 8 beer
supplier licenses and 10 wine supplier licenses.

The pattern for breweries is remarkably
similar: a few large suppliers produce the most.
In the US, there are 21 extra-large brewers,

Of the over 9,000 wineries in the
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primarily owned by MillerCoors and AnheuserBusch, which produce 84.3% of the product.
Another “large brewer” category produces 11.6%
of the beer. In total, these large operations
produce almost 96% of the beer brewed in the
US. (7)
For spirit companies, there are also a lot
of similarities. In 2016, TTB had 1,628 active
accounts which had “taxable removals” (roughly
equivalent to sales) of less than 10,000 proof

Every state has at least one small
brewery, winery and craft distillery. However,
most of the small suppliers are concentrated in
just a few states. These seven states have the
most breweries, wineries and craft distilleries:
California, New York, Washington, Oregon,
Texas, Pennsylvania, and North Carolina. They
are in the top ten by numbers in all three
categories.
It is unclear why this is the case. There
may be some cultural elements involved, such as
a sentiment for local products. Or it may be that
early successes of small suppliers in one alcohol
sector have fostered an interest in others. But,
other factors may also play a role.
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Top Ten States for Location of Breweries
Technically, you can manufacture all
three products anywhere since you can buy
ingredients and have them shipped to your locale.
However, wine is typically an agricultural
enterprise that includes a grape-growing
operation in addition to manufacturing the wine.
As a result, wineries are concentrated where the
conditions are good for wine based on the soil
and climate. When looking at the production
statistics, one can see that California has most of
the business. That state produces 87% of the
wine in the US. The next four states produce
11%, so 98% of all US wine is produced in just 5
states.
How the small supplier movement developed
The initial growth of the small supplier
occurred in accordance with free market basics.
That is, those that produced a quality product and
were skilled at selling were able to succeed.
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But, alcohol regulation also played a role.
Many of the laws and rules are designed to
ensure that local market operators can compete
against large companies. Business practices that
would crush small operators or prevent their
market entry are often banned. (9)
The rationale for these regulations dates
back to our experience before Prohibition when
large companies dominated most local markets.
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Those companies used aggressive sales tactics
and inducements to control local markets and
encourage high volume consumption. This
scenario resulted in extreme social problems.
st
When the 21 Amendment gave states the
primary responsibility to regulate alcohol, there
was a determination to prevent the market
conditions that spawned social problems. As a
result, most states adopted a 3-tier closed system
of alcohol sale and distribution where each tier is
designed to operate independently with no
financial ties to another tier.
Within this system there are trade
practice regulations of fair play that give small
and large players a chance to be successful. For
example, most states ban exclusive agreements
between a supplier and a retailer. This is
common with other commodities in the US and
with alcohol in other countries. An exclusive
agreement is a payment or special price if the
retailer will refuse to carry a competitor’s
products. Also prohibited are slotting fees which

a supplier will pay to a retail store for shelf space.
These kinds of rules level the playing field and
help small suppliers gain access to a local market
because they usually don’t have the financial
ability to pay slotting fees or offer payments to
retailers to carry their products.
In addition, alcohol distributors are
generally required to be independent. They seek
to bring what the retailer/consumer wants to
market and that limits their economic interest in
favoring one supplier’s products to the detriment
of another. The distributor’s role is to interest
retailers in all products that they carry. This has
given small suppliers access to distribution
channels that they could not get otherwise.

The evolution of exemptions to operate
outside the three-tiered system
Despite the fair play rules, the small
supplier community has been aggressive in
seeking law changes to further assist their
industry. With a majority of suppliers new to the
regulated alcohol business, there is a lack of
understanding for the history and rationale for our
regulatory system. Many of the concerns these
suppliers voiced centered around issues that new
start-ups typically face. Even if you make a great
product, you have to get customers to know and
like your product before they will buy it. While
distributors do sell thousands of new products to
retailers, they only have so much capacity and
cannot serve every single small supplier. And, as
noted earlier, some small suppliers don’t produce
a large enough quantity to provide a steady
supply for distributors and retailers. Others need
a track record of sales to warrant inclusion in a
distributor’s portfolio.
Thus, small suppliers became interested
in ways to reach customers directly. For most,
this meant a tasting or tap room at their premises
where customers could sample a product and
then buy it. This usually required changes to
state laws. Exemptions were also sought for
direct sales at festivals, self-distribution to
licensees and direct/internet sales with shipment
to customers in and out of state. In response to
these pleas, additional exemptions have been
made to allow a limited operation outside the
three-tiered system.
Direct shipment from out of state to
private consumers is primarily a strategy for
wineries as most states do not allow direct,
interstate shipment for beer or spirits.
In
addition, many states place substantial limitations
on shipment.
According to the National
Conference of State Legislature’s website only 5
states allow direct shipment of spirits and 8 allow
direct shipment of beer. (10) As things have
evolved, there is evidence that many small
operators make most of their money from a
tasting/tap room. In a study of wine sales by
William Gorman of New Mexico State University,
he found that “boutique” wine sales were primarily
from tasting rooms (64%). Other sales came
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from festivals (14%), wine clubs/internet sales
(9%), retail stores (9%) and restaurants (4%).
(11)
In some states, tasting and tap rooms
have evolved into full blown restaurants via newly
created “brew pub” licenses or the granting of
special food service privileges for a tap room.
States have even allowed multiple locations for
brew pubs, thus allowing some operators to
become similar to chain restaurants. In some
cases, this gives an advantage to the brew pub
versus other retailers. Many states have a quota
system for on-premise licenses and an applicant
has to wait in line or buy a license from a current
premise owner. Some license purchases are in
the tens of thousands of dollars. Brew pub
licenses are relatively cheap in many states and
generally do not operate under a quota system
even though they may look very similar to and
compete with regular on-premise licenses.
In order to grow beyond a single location
or two, small operators have sought investment
partners. Large alcohol companies have noticed
the popularity and profitability of “craft” products
and have started accumulating a stable of small
beer operations. Wine companies have done
something similar. Investment from a large
alcohol company brings the wherewithal to
advertise and distribute the products regionally,
nationally and internationally and the capital for
greater production and better facilities. However,
when a large alcohol company buys a small
operator that has a tasting room that operates like
a restaurant, it immediately collapses the threetiered system beyond the intent of “limited”
exceptions. Should this pattern continue, it could
topple our three-tier system as more product
moves outside the traditional system.
Issues
Like most marketplace changes, there is
disruption and issues arise. These are some, but
not all, of today’s issues.
The sheer number of small suppliers
and the new license types represent a major
workload increase for regulators.
For the
state regulator, this also means a major role in the
supplier sector.
Historically, the federal

government has been the major player in that
sector. Many states have come to rely on TTB to
perform responsibilities for a supplier license,
approve labels and do product testing. In
developing new license types or special
privileges, little thought has been given to
enforcement and rarely have additional
resources been provided. TTB has the same
budget constraints with flat funding and fewer
employees, yet the number of regulated
industries it faces has increased.
New types of licenses created for
small operators can sometimes be used by
large companies to circumvent rules
designed to prevent vertical integration.
States have created specialty licenses for small
suppliers that allow some distribution and
retailing outside the three-tier system. But, the
statutes may not have clarified that these
privileges cannot be obtained by a large supplier
by simply buying a smaller one. The granting of
special privileges could backfire if large
companies gain them through purchase of small
operations and use it to dominate local markets.
Setting volume limits below which
special exemptions are granted. Most states
that have created exemptions for small suppliers
do so by establishing volume limits for those
receiving the exemption. Two issues surface with
this policy. The first is legal in that the Supreme
Court in the Granholm decision ruled that states
may not treat in-state suppliers preferentially over
out-of-state suppliers. (12) So, if the volume limit
just applies to in-state entities either on its face or
in practice it may be ruled unconstitutional. The
second issue is that small suppliers often seek an
increase in the volume limits as they grow and
approach those limits. This sets up a continuing
policy debate and runs the risk of large suppliers
demanding the same privileges.
Economic development benefits of
increased small suppliers may not always pan
out.
A recent report from the Nielsen
organization revealed that one in six
neighborhood bars have closed since 2004. (13)
In that same time frame 60,906 new restaurants
have opened. The survey also showed that
customers order fewer drinks in restaurants than
in bars. Some of the promised new taproom jobs
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and businesses may just replace others. Jobs in
small supplier operations are not particularly high
paying and tap room employees may make
minimum wage.
There is evidence of lack of
compliance
with
regulations
allowing
shipments directly to customers. In Illinois, like
most states, direct shipment is only allowed for
wineries. However, in 2015, the Illinois Liquor
Control Commission issued over 100 cease-anddesist letters to retailers, wineries, and fulfillment
houses. (14) In these letters, the Commission
indicated that they had evidence of noncompliance with licensing and shipping laws. In
Michigan, the Beer and Wine Wholesalers funded
a study by The Hill Group whereby they
conducted a series of 26 controlled interstate
shipment buys. (15) They found an “unexpectedly
low level of compliance. For example, only 1 of
15 unlicensed vendors refused to ship wine to a
Michigan consumer, none of the deliveries had
the appropriate labeling on the delivered
package, and individuals under the age of 21
were able to order, purchase, and receive
shipments of alcohol.” A similar study conducted
by Rebecca Williams and Kurt Ribisl of the
University of North Carolina concluded that “Age
verification procedures used by Internet alcohol
vendors do not adequately prevent online sales
to minors.” (16)
Shipment is becoming a major retail
strategy that could be a loophole for illegal
sales to minors. More people are ordering more
products from the internet and having them
shipped to their homes sometimes within hours.
Young people are particularly adept at using the
internet for shopping. It is difficult to enforce
regulations involving shipment to private homes
as liquor enforcement agents don’t have the right
to inspect homes as they do for licensees. This
is a national debate with tax collection being the
main focus.
Tax loss from small operations is a
vulnerability. In most states, the distributor
collects the state excise taxes and retail licensees
collect sales taxes. This is an advantage for the
state as they do not have to create a tax collection
mechanism and hire staff to do the collection.
Because the three-tier system was designed as a

closed system of product sale, tax collection is
facilitated to the point where we have historically
had almost 100% excise tax collections. Other
countries do not do as well and sometimes lose
as much as 1/3 of potential tax collections. With
self-distribution, the small operators need to remit
taxes outside this system. In the Michigan study
referenced earlier, there were indications that the
lost excise and sales tax revenue could be as
high as $4 million for a single year. (15)
Our product safety system is
vulnerable. An important regulatory function is
product safety. The US has been very fortunate
that we have had few problems with alcohol
products.
To ensure product safety, it is
necessary to have a program of testing, a
tracking system and a way for customers to report
instances of bad products. Because the threetiered system is closed, tracking products is
facilitated. Recalls are done quickly and it is a
rare event that anyone is harmed by tainted or
damaged products. Self-distribution and direct
shipment create a vulnerability because they
operate outside this tracking system. In addition,
few states test products for safety and rely on the
federal TTB to do it. TTB does conduct tests
annually via a method of random selection for
beer, wine and spirits. But they only tested 450
products in 2016 according to their recent report.
The question is whether that is adequate given
the recent growth of small suppliers. (17)
Potential damage to the three-tier
system. For over 80 years, our regulatory
system has worked to create an orderly market
that protects the public and fosters a fair and
balanced business environment. The system has
controlled overall consumption, maintained
orderly license establishments, as well as helped
reduce underage drinking and drunk driving. Our
country stacks up well in comparison with other
developed nations, especially those in Europe.
Once exemptions are granted to small
companies, it impacts how they operate their
business. When they become successful and
larger they do not want to give up the special
privileges. At some point, it could completely
undo our regulatory system. Ironically, that
scenario would likely operate to the disadvantage
of small companies.
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Conclusion and recommendations:
1. States would be well advised to take a “go slow”
approach to additional regulatory changes that
involve operation outside the three-tier system.
Instead, this may be a good time to review laws
and rules for small suppliers. Enforcement, tax
loss, product safety and local home delivery
methods may warrant review to ensure that
there is no net loss in jobs, economic activity
and tax collections.
2. States that allow self-distribution and retailing
privileges outside the three-tier system should
ensure that their statutes and rules are clear
that these privileges are only for small
operators, and, if a small operator is purchased
by a large supplier, those privileges do not
extend to the large supplier.
3. States should try to keep their licensing system
as close to the time tested three-tier system as
possible. Brewpubs are essentially retailers
and should be considered part of the retail tier
and small production suppliers are part of the
supplier tier.
4. If volume limits are established to determine
exemptions or special privileges for small
suppliers they should be set to assist the true
start-ups.
States should resist constant
attempts to increase those volume limits once
small suppliers grow.
Finally, this report is a preliminary review
of small supplier operations in our states. More
work is needed to understand the landscape in
various states and the implications for our current
system of regulation.
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