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E-COMMERCE: THE CASE OF ONLINE WINE
SALES AND DIRECT SHIPMENT

THURSDAY, OCTOBER 30, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON COMMERCE, TRADE,
AND CONSUMER PROTECTION,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:35 a.m., in room
2123, Rayburn House Office Building, Hon. CIliff Stearns (chair-
man) presiding.

Members present: Representatives Stearns, Whitfield, Shimkus,
Sﬁladegg, Radanovich, Bass, Issa, Schakowsky, Towns, and McCar-
thy.

Also present: Representative Thompson of California.

Staff present: Ramsen Betfarhad, policy coordinator; David
Cavicke, majority counsel; Jill Latham, legislative clerk; Jon Tripp,
deputy communications director; and Jonathan Cordone, minority
counsel.

Mr. STEARNS. Good morning, everybody. Welcome to the sub-
committee’s hearing entitled E-Commerce: The Case of On-Line
Wine Sales and Direct Shipment.

This hearing is one of a number of hearings that the sub-
committee has held on electronic commerce in this and the 107th
Congress. As I have said in the past, I think it is important that
the subcommittee and the full committee, as congressional
custodians of the commerce clause, be vigilant of and encourage
interstate commerce in general and nascent forms of interstate
commerce such as E-commerce in particular.

In particular, this hearing is a follow-up to a subcommittee hear-
ing held in September of last year focused on State impediments
to E-commerce. At that hearing we heard testimony on State legal
and regulatory impediments that were undermining consumer
choice in E-commerce with respect to three products and services:
one, auctions; two, contact lenses; and, three, wine.

Just 4 weeks ago the committee approved H.R. 3140, removing
a number of State regulatory barriers identified in the sub-
committee September 2002, hearing that impeded on-line contact
lens sales.

This past July the Federal Trade Commission issued a report en-
titled Possible Anticompetitive Barriers to E-Commerce Wine, and
I ask for unanimous consent to enter into the record this FTC re-
port. Without objection, so ordered.

o))



2

[The FTC report is available at: http:/www.ftc.gov/0s/2003/07/
winereport2.pdf]

Mr. STEARNS. This staff report grew out of the FTC’s Internet
Task Force convened in August of 2001 to evaluate government
regulations of particular products and services that could stifle on-
line commerce and competition. The objective of the report is to in-
form a raging debate between those who argue that direct ship-
ment of wine to consumers, specifically on-line sales, should not be
banned because it provides consumers with lower prices and great-
er variety of wines and States that ban such sales so that they can
protect against sales to minors and collect excise taxes. I commend
the Commission for undertaking this report with the purpose of in-
forming about this debate.

Today we hope to examine the FTC report carefully and consider
its broader public policy implications with respect to interstate and
electronic commerce. The FTC’s July staff report concludes that
“States could significantly enhance consumer welfare by allowing
the direct shipment of wine to consumers.” The report states that
through direct shipping, on-line wine sales offer consumer’s lower
prices and greater selection.

In looking at both the availability and pricing of some 83 wines,
all of which appeared in Wine and Spirits magazine’s top 50 wines
list for 2002 within a 10-mile radius of McLean, Virginia, the Com-
mission staff found that 15 percent of those 83 wines could not be
found in McLean retail outlets, while they were being available on-
line.

Moreover, the Commission staff report found that on-line prices
for wines priced at above $20 were about 8 to 13 percent lower
than prices at brick and mortar retailers. The savings accruing to
customers from on-line sales increased to 20 to 21 percent for wines
priced over $40. Yet they found that bricks and mortar stores, after
factoring in shipment costs, offered better prices on less expensive
wines. At the time of the survey, Virginia had a ban on direct ship-
ments of wine.

In light of the consumer welfare gains demonstrated in the
McLean survey, the report observes that public policy goals of ex-
cise tax collection and prevention of sales to minors can still be ac-
complished by States through less restrictive regulation, short of
an outright ban of direct interstate wine sales. Many States, the
report notes, permitting interstate direct shipment report few or no
problems with shipments to minors or with tax collection.

My colleagues, I know this debate highlights attention between
the commerce clause and the 21st Amendment to the Constitution.
Under the dormant commerce clause doctrine, the Supreme Court
has held States cannot impede or discriminate against interstate
commerce. Meanwhile, the 21st amendment has been interpreted
as giving the States broad powers in its regulation of the sale and
distribution of liquor within and across its borders.

Is there a split in the circuits on how to resolve that tension? I
think we believe that, ultimately, the Supreme Court will address
this matter. But notwithstanding this ongoing legal battle, I think
that the States’ public policy objectives of precluding wine sales to
underage drinkers and the collection of excise taxes, both of which
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are advanced under the color of the States’ 21st amendment au-
thority, are very important public policy objectives.

Still, if the FTC staff report’s analysis holds true for markets
other than just McLean, Virginia, I find it persuasive that States
should pursue less restrictive forms of regulation of direct inter-
state wine sales than outright bans. For example, the report con-
cludes that States can prevent sales to minors using restrictions
other than bans on direct shipments by requiring wineries to label
their packages as containing alcohol and requiring the package car-
rier to verify the age of the consumer by obtaining an adult’s signa-
ture at the time of delivery and by requiring out-of-State compa-
nies to obtain shipping permits and setting up penalties and en-
forcement systems.

I thank the witnesses for appearing before the subcommittee this
morning. I look forward to hearing their testimony.

With that, the distinguished ranking member is recognized for
an opening statement.

Ms. SCHAKOWSKY. I want to thank you, Chairman Stearns, for
convening the hearing on E-commerce and the on-line sale of wines
and to discuss the recent FTC staff report on the subject.

The report explores the competitive impact of State regulations
that restrict the on-line sale of wines. The FTC reached the conclu-
sion that restrictive State laws and regulations limit consumer
choice and they force consumers to pay artificially high prices for
wine. The FTC also concluded that on-line wine sales do not add
to the problem of underage drinking. The FTC’s staff has concluded
that restrictive State laws and regulations should be loosened.

While I am in agreement that open and fair competition benefits
consumers, great competition means lower prices and greater vari-
ety, adult consumers should have a broad range of options when
they are purchasing wine and unnecessary trade barriers should be
removed. Having said that, though, before we hastily consider leg-
islation that would deregulate the on-line sale of alcohol, we need
to carefully its potential impact on minors, among other things.

Underage drinking continues to be a national public health prob-
lem. There are more than 10 million underage drinkers in our
country. More than two out of five college students are binge drink-
ers. Sadly, excessive drinking accounts for 1,400 deaths and con-
tributes to 70,000 sexual assaults on college campuses every year.
Before considering legislation that might weaken State laws, we
need to take every precaution necessary to ensure that we do not
inadvertently make this serious problem even worse.

In its report, the FTC asks State regulators to discuss on-line
wine sales, how they contribute to the underage drinking problem.
State regulators reported that they did not believe that on-line
wine sales create a problem. In their view, States have taken ade-
quate measures to prevent the illegal shipping of wine to minors.

However, it should be noted that several State agencies, includ-
ing my own, including the Illinois Liquor Control Commission,
were not aware of any sting operations performed against out-of-
State shippers. Therefore, they cannot adequately assess if the de-
livery of on-line wines adds to the problem of underage drinking.
In my view, the FTC report does not satisfactorily answer this im-
portant question.
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Proponents of on-line sale of wine point out that underage drink-
ers do not usually buy expensive wines. However, if the Congress
passes legislation that preempts State law, what would stop a busi-
ness or a State from claiming in court that beer and liquor compa-
nies should have to comply by the same rule as wineries? Is this,
in fact, a slippery slope?

As the chairman outlined, the on-line sale of wine also raises im-
portant constitutional considerations for Congress. The commerce
clause of the Constitution gave Congress the power to regulate
interstate commerce. However, the 21st amendment of the Con-
stitution ended prohibition and gave the States broad authority to
regulate the sale, importation, and distribution of alcoholic bev-
erages within and across their borders. So the question is, who has
the power to regulate alcohol sales? Should it be left to the States
or Federal Government?

According to the courts, this remains an open question. Federal
circuit courts have reached contradictory conclusions. Many experts
believe that this question will eventually be resolved by the Su-
preme Court. We need to carefully weigh this question before we
consider legislating on the issue.

We will also need to carefully review on-line wine sales’ impact
on State revenues. As we all know, States are having a very dif-
ficult time meeting the most basic needs of their citizens. The FTC
report does not provide conclusive evidence about its impact on rev-
enues. This raises a larger question about collecting taxes from on-
line sales that will need to be considered as part of the debate.

I look forward to hearing from the FTC and industry stake-
holders. However, we don’t have any witnesses from the public
health community. We are also not hearing from unbiased constitu-
tional experts or State government officials. Before proceeding for-
ward on legislation we need to hear their views on this important
topic.

Again, I thank the chairman and look forward to hearing from
our witnesses.

Mr. STEARNS. I thank my colleague.

The gentleman from Illinois, Mr. Shimkus.

Mr. SHIMKUS. Thank you, Mr. Chairman—and good morning—for
holding this hearing to address on-line sale of wines and economic
inhibitors that face this industry. Ironically, my home State of Illi-
nois, which is largely known for its agricultural production of corn
and soybeans, is slowly emerging as a wine-producing State. We
now have over 39 wineries. The lower third of my State, which en-
compasses my district, has rich loamy soil and long sun-drenched
summers which create an ideal grape- and fruit-growing region.

I will continue to support the wine growers and wineries in my
district because of the benefits they provide to my region. These
small businesses provide economic development. They promote
tourism, encourage domestic purchases of wine, and help producers
diversify their crops.

I see many benefits in allowing these local wineries to sell their
product on the Internet. These are not huge production facilities.
These are mom and pop organizations like GenKota Winery in
Mount Vernon, Illinois, and Fox Creek Vineyards in Olney, Illinois.
Olney is the home of the famous white squirrels, for those of you
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who want to know where Olney is. These businesses do not have
the luxury of selling their product wholesale. They are just local
wineries who sell roughly 15 different types of wine for about $10
to $20 a bottle.

I am discouraged by States that have prohibited this type of
Internet retail. I am also disappointed that they have enacted these
laws as economic protectionism in the guise of some greater public
and social policy. For example, States that allow direct shipment
within the State will prohibit out-of-State sales of the same prod-
uct.

With that being said, I am concerned about the same problems
associated with on-line sales of wine. I have sponsored legislation
like Dot Kids that has provided a safe place for children on the
Internet. Therefore, I am looking for some type of reasonable solu-
tion where we can promote wineries like those in my district with-
out providing a tool for minors to obtain alcohol.

I look forward to the testimony from our witnesses; and, Mr.
Chairman, I yield back the balance of my time.

Mr. STEARNS. I thank the gentleman.

The gentleman from New York, Mr. Towns.

Mr. TowNs. Thank you very much, Mr. Chairman, for holding
this hearing today on an issue that is becoming timely as tech-
nology converges on traditional business models. It does not take
a Fortune 500 CEO to tell you that if a business has no ability to
get goods or services to the consumer they will not be operating too
long.

I am proud of the many success stories spawned by E-commerce;
and even this year my colleague, Mr. Burr from North Carolina,
and I sponsored legislation that enables consumers to get contact
lenses on-line with greater ease and oftentimes a more affordable
price.

I do, however, have grave concerns about selling controlled sub-
stances such as pharmaceuticals, tobacco and alcohol over the
Internet. They are not the same as contact lenses or golf clubs. On-
line sales seemingly have been a panacea for small- and medium-
size business, including wineries, to increase their market share
and revenues, but this profiteering must be tempered with the pos-
sible detriment to society at large, due to the pitfalls connected
with underage drinking and alcohol abuse.

Wine is alcohol, and I have long held the notion that all alcohol
should be taxed. So why should some types of alcohol be regulated
and distributed differently?

There is a truth to the notion that a 15-year-old is not going to
order a $500 bottle of Zinfandel. However, I do see safety issues
with respect to children ordering alcohol without being checked for
ID, as I have indicated above, and see no reason to deputize an
overnight carrier or letter carrier, a mailman or mailwoman, to
club bouncer status.

I would like to see the expansion of a system where out-of-State
shipments of all alcohol passes through a third party so that not
only are consumers able to have greater access to small- and me-
dium-sized wine labels but one that is financially rewarding to all
parties involved. Most importantly, it should be responsible to our
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children as well. That should be our No. 1 goal, and we should not
forget it.

Mr. Chairman, I look forward to hearing the testimony; and on
that note I yield back.

Mr. STEARNS. I thank the gentleman.

The gentleman from California, Mr. Radanovich.

Mr. RapaNOVICH. Thank you, Mr. Chairman.

I want to again start off by thanking you for holding this hearing
today. I appreciate your taking the time to do this.

I want to thank our witnesses, particularly David Sloane from
WineAmerica and Juanita Duggan from Wine and Spirits Whole-
salers. Welcome. Thank you for being here to testify.

As somebody who has been involved in the wine industry for sev-
eral years, I know that on-line wine sales provide a path for signifi-
cant economic growth in the wine industry. Also, on-line sales have
opened a window of opportunity for many consumers to try a vari-
ety of wines, many of which are not available to them in local retail
outlets. In order for this economic growth and consumer choice to
continue, Congress must actively support E-commerce through the
principles established in the commerce clause. The free flow of
goods between States critical in the future of E-commerce and wine
should not be excluded from this effort. Certainly when dealing
with an alcoholic product such as wine, there must be mechanisms
in place to ensure that children are protected.

The FTC report that we will hear today discusses the various
methods some States and shipping companies use to protect chil-
dren. Notably, the report states that there are no documented non-
sting cases of juvenile access to wine shipments generated from on-
line sales. The State of California has been allowing direct ship-
ments of wine for about two decades, and they say it is not aware
of any problems with minors buying wine on-line and shipping the
products to themselves.

Given this and other favorable aspects of the FTC report, I be-
lieve that Congress has the responsibility to allow consumers the
choice to purchase wine on-line and to give this venue a chance to
grow and expand.

Again, Mr. Chairman, I appreciate your holding this hearing
today; and I look forward to the testimony and the dialog after-
wards.

Mr. STEARNS. I thank my colleague.

By unanimous consent I want to offer Mr. Thompson an oppor-
tunity to say some opening comments, and we welcome him as an
interested observer to our committee.

Mr. THOMPSON. Thank you very much, Mr. Chairman. I want to
thank you both for allowing me to participate today and for holding
this hearing. I also want to thank my colleague George Radanovich
for the influence that he exercised in making sure that this hearing
did in fact take place.

I just want to put some meat on the bones. A number of folks
have mentioned the importance that the wine industry is to the
economy. I just want to let you know what that means. The wine
industry is a vital part of our economy. It creates over a half a mil-
lion jobs across the country. It accounts for over $12 billion in
wages. The wine industry contributed almost $4 billion in State
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and local taxes, and the industry generates nearly $50 billion a
year to our national economy.

In my district, I have a number of wineries, in California’s first
congressional district; and many of those wineries rely on their
ability to send wine directly to consumers. The typical small win-
ery, someone mentioned, is a mom-and-pop operation; and that is
true. It is not uncommon to see the mom and the pop picking the
grapes, crushing the grapes, bottling the wine and then out on the
weekends trying to sell that wine; and there is a big problem in
being able to get their wine to the consumers. It is not only an eco-
nomic problem for the winery, but it is also an access problem for
the consumers. We have a situation where consumers can’t pur-
chase and enjoy the wines that they want to purchase.

There has been a tremendous consolidation amongst distributors
across this country, and that has greatly reduced the financial in-
centive to represent small wineries. So for these guys direct sales,
direct shipment Internet sales are the only way that they can get
their product to the consumers.

It is interesting, Mr. Chairman, your being from Florida, if you
were to visit my district and buy a case of wine in my district at
a winery, legally buy it and then leave that winery and try to mail
it home to your house in Florida, not only is that illegal but it is
a felony in your State; and this is not the sort of thing that I be-
lieve this Congress wants to promote.

There has been a lot said about children getting wine, and I
think Mr. Towns had it somewhat correct, although I would like to
find a bottle of that $500 Zinfandel. I might start growing

Mr. TowNs. You have to purchase it in New York.

Mr. THOMPSON. I have tasted some interesting wine from New
York.

Kids don’t buy wine over the Internet. Kids don’t pay the amount
that good wine or any wine sells for over the Internet or anyplace
else. I think it is important, however, to be concerned about minors
getting alcohol, and I believe that underage drinking is a problem,
but there are ways that we should deal with that.

In regard to shipping of alcohol, it can be done the way other
items are controlled in the mail system and in the shipping indus-
try. Packages can be labeled. Alcohol delivery folks can verify the
age of the recipient. You can get an adult-required signature at the
time of the delivery. All these work.

They work in California. We have intrastate shipping in a num-
ber of States, California being one of those; and officials from Cali-
fornia will tell you that there is not a problem with kids buying
any type of alcoholic beverage and having it shipped to them. This
is an issue of consumers being able to get the products that they
want and people that produce these products being able to get
those products to the consumers, and I hope that this hearing will
help clarify that and move us closer to resolving this issue.

Mr. Chairman I have a statement I would like to ask——

Mr. STEARNS. By unanimous consent, so ordered. We will have
your statement made a part of the record, and we thank you for
your attention.

With that, there are no further opening statements.

[Additional statements submitted for the record follow:]
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PREPARED STATEMENT OF HON. FRED UPTON, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Thank you, Mr. Chairman. I am very interested in this issue. It might surprise
you to know that Michigan has a good size wine industry. In my district alone, there
are TEN small to midsize vineyards: Contessa, Domaine Berrien, Fenn Valley,
Heart of the Vineyard, Karma Vista, Lemon Creek, St. Julian, Tabor Hill, Warner,
and Wyncroft.

You may not have heard of these vineyards yet, but they are gaining in stature
in the wine community. Over the course of four days in March, more than 3,000
wines from around the world were judged at the Tasters Guild International Wine
Competition. Michigan wines were awarded 25 Gold Medals and two Double Gold.
St. Julian Wine Co. of Paw Paw, MI—in my district—received the most awards for
Michigan, with one Double Gold and 10 Gold Medals.

The internet is allowing these vineyards to get exposure and grow their busi-
nesses, and I think that is something to encourage not limit. Internet commerce al-
lows small towns like Coloma, Michigan to reach the world with products grown and
processed there. This is a GOOD thing!

Of course, there needs to be controls in place to ensure that underage drinkers
are not able to get a hold of alcohol. But with all of the technology that is available,
I find it hard to believe that we can’t find a compromise that will allow connoisseurs
to order wines that are not widely distributed.

Thank you, I look forward to hearing the testimony today.

PREPARED STATEMENT OF HON. BARBARA CUBIN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF WYOMING

Thank you, Mr. Chairman, for holding this hearing today. It provides us with a
valuable opportunity for continued discussion pertaining to e-commerce.

The question before us today is the perfect demonstration of just how far com-
merce has come in our country. The Internet has opened doors for people in every
community and access to goods is greater than ever before. With increased access
comes the need to maintain a watchful eye and determine what, if any, regulation
modifications or creation are needed to evolve in-step with the marketplace in order
to remain effective.

While on the surface, the online sales of wine and direct shipment may seem a
narrow slice to address. In reality, the debate before us is of monumental propor-
tions. We are pitting the Commerce Clause from Article I, Section 8 and the 21st
Amendment of the U.S. Constitution against one another and attempting to decide
who wins. The question is certainly worth considering, but leads to the question,
is this something we can legislate?

I am proud of the committee’s steadfast work on similar issues pertaining to con-
tact lenses, but the playing field is more complicated here. States, like my home
state of Wyoming, have established state regulations pertaining to online wine sales
that are working. I commend those in Wyoming with jurisdiction over this issue.
Their examination, evaluation and implementation has been, and continues to be,
sufficient for the citizens of Wyoming. As always, I am hesitant to throw federal reg-
ulations into the mix and wary of the impact it might have.

The discussion today will be valuable in bringing to light the interests involved
here. If nothing else, the testimony and questions put forth today will reveal the
need to continue examination of this marketplace, and where that examination
should take place—the courts.

I thank the Chairman again and yield back the remainder of my time.

PREPARED STATEMENT OF HON. DARRELL ISSA, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA

Mr. Chairman, thank you for holding this hearing today on this important subject.
The three-tier system that the United States has used to regulate alcohol sales since
the passage of the 21st Amendment to the Constitution is quickly becoming obso-
lete. The growth of e-commerce for goods and services has fundamentally changed
the way business is done in this country. Small businesses now have more opportu-
nities than ever to create and market products to consumers throughout the coun-
try. In most industries, entrepreneurs do not need to have a physical presence in
a particular marketplace to be competitive. They simply need a quality product, a
good website, and an efficient distribution system.
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Unfortunately, there are artificial barriers that have prevented the wine industry
from realizing the full benefits of e-commerce. Currently, 24 states prohibit direct
sales of wine from producers to consumers across state boundaries. In Florida, for
example, it is a felony for a consumer to visit a winery in California, return to Flor-
ida, and then order a case of that California wine to enjoy at home. Only a few li-
censed wholesalers are able to legally distribute out-of-state wines in Florida, often
with a 30-40 percent markup. This practice is blatantly anti-competitive and unfair.

A recent Federal Trade Commission (FTC) study reported that even the most pop-
ular wines are difficult to find under the current three-tier wholesaler system. The
FTC report surveyed the accessibility of the 83 most popular wines in the country.
Of those 83 wines, 15 percent were not available in any local store in McLean, VA,
a town that has strict direct distribution laws.

If the most popular wines are not even available to consumers, how much more
difficult will it be for consumers to find more obscure vintages? These lesser-known
wines are usually produced by small, family businesses that make ends meet only
through direct sales to consumers. The number of these small businesses has grown
considerably in recent years. The FTC reports that there are more than 2,000
wineries today, compared to 500-800 in 1975. These small wineries must be given
a fair chance to compete against the large mega-brand producers who can more eas-
ily distribute their product to retail outlets around the country.

I am not convinced by the argument that opening up direct wine sales will in-
crease the likelihood of sales to minors. Over 70 percent of alcohol sales to minors
take place in face-to-face transactions in retail stores. Less than 10 percent of all
sales to minors take place over the internet, and the majority of those sales are for
either spirits or beer. I question the sobriety of those who suggest that we will see
a surge in minors purchasing obscure wines as a result of changes to our direct dis-
tribution laws.

Small businesses are being excluded from the national marketplace by archaic
laws that serve few practical purposes. Congress needs to act quickly to correct
these unfair trade practices and allow entrepreneurs in the wine industry to com-
pete at the national level.

PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, CHAIRMAN, COMMITTEE ON
ENERGY AND COMMERCE

I want to commend Chairman Stearns for holding this hearing and continuing the
Committee’s important work in the area of e-commerce. The Commerce, Trade and
Consumer Protection subcommittee has held a number of hearings on barriers to
e-commerce, and today will examine the unique issues involving direct shipment of
wine.

Direct shipment is an important issue to most of the 30,000 wineries nationwide
that are small family-run agricultural businesses. To them, direct shipment is the
best way to access the market. It is of particular concern to communities on the Pa-
cific Rim, and I want to acknowledge the presence of Mr. Radonovich [Mr. Walden]
who has [have] a strong interest in these issues.

Direct shipment is an issue that raises important issues of Constitutional law, as
sales of alcohol were the only good ever taken out of the interstate commerce clause
of the Constitution.

Some states prohibit direct shipment of wine from out of state, but permit it on
an instate basis. This may be good old fashion protectionism.

It also raises issues of prevent teenage drinking,

I look forward to the testimony, and yield back the balance of my time.

Mr. STEARNS. We will move to the witnesses.

We have Mr. Todd Zywicki, who is Director of Office and Policy
Planning of the Federal Trade Commission. Welcome. Ms. Juanita
Duggan, President of the Wine and Spirits Wholesalers of America,
we welcome you; and Mr. David Sloane, President of WineAmerica.

Mr. Zywicki, we will have you start with your opening statement.
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STATEMENTS OF TODD ZYWICKI, DIRECTOR, OFFICE OF PLAN-
NING AND POLICY, FEDERAL TRADE COMMISSION; JUANITA
D. DUGGAN, PRESIDENT, WINE AND SPIRITS WHOLESALERS
OF AMERICA, INC.; AND DAVID P. SLOANE, PRESIDENT,
WINEAMERICA

Mr. Zywicki. Thank you, Mr. Chairman.

I am Todd Zywicki, Director of the FTC’s Office of Policy Plan-
ning. I am pleased to testify before the subcommittee today on be-
half of the Commission regarding E-commerce: The Case of Online
Wine Sales and Direct Shipment.

The Commission thanks the subcommittee and particularly
Chairman Stearns for his excellent leadership in promoting E-com-
merce and consumer welfare. I am especially pleased to appear be-
fore Chairman Stearns today because my parents tell me that they
are residents of Florida’s sixth district in Ocala, and in fact last
year for Christmas dinner they brought a bottle of Lakeridge
southern red wine with them to dinner—by car, of course.

Free competition and consumer choice are the organizing prin-
ciples of the American economic system. The Internet provides the
potential to substantially advance these goals by enabling con-
sumers to purchase an unprecedented array of goods and services
from the convenience of their homes and by enabling entrepreneurs
to create and market new products. The choices range from cars
and caskets to contact lenses, and from medical and legal advice
to an education.

The Internet, however, also raises unique regulatory concerns
about on-line fraud and other abuses. Although the Internet raises
new regulatory challenges, it does not change the baseline prin-
ciples favoring freedom and competition. Artificial restraints on lib-
erty and competition should not be lightly imposed but should be
grounded in sound economic and empirical analysis.

In October, 2002, the FTC held a workshop to study the balance
between the States’ legitimate regulatory activities and concerns
that regulation could have the unintended effect of choking off com-
petition and consumer choice. Commission staff heard testimony on
possible anti-competitive barriers to E-commerce in many different
industries.

The purchasing of wine over the Internet illustrates the competi-
tion and consumer protection issues involving E-commerce.
Through the Internet many smaller vineyards can now market
their wines to consumers around the country. On the other hand,
many States limit or prohibit direct wine sales over the Internet.
Under the common three-tier distribution system, many States re-
quire that wine pass through a wholesaler and a retailer before
reaching the consumer. Other States prohibit only interstate direct
shipment of wine, while permitting intrastate direct shipment.
Lawsuits are pending in many States regarding the direct ship-
ment of wine, although the FTC has taken no position on the con-
stitutional issues raised in those lawsuits.

In July, the Commission issued a staff report on this issue. The
report concludes that permitting direct shipment of wine to con-
sumers could significantly enhance consumer welfare by increasing
consumer choice and by reducing wine prices.
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Using the Wine and Spirits list of the top 50 most popular wines
in America, an FTC staff study found that 15 percent of the wines
available on-line were not available from retail wine stores within
10 miles of McLean, Virginia. Given that the wines studied are
among the most popular wines of many of America’s largest
wineries, it is likely that the wines of less popular or smaller
wineries are even more difficult to locate in wine retailers.

Moreover, the same study suggests that, including the cost of
shipping, consumers could save an average of 8 to 13 percent of
wines costing more than $20 per bottle and an average of 20 to 21
percent on wines costing more than $40 per bottle. Less expensive
wines, by contrast, may be cheaper in bricks and mortar stores.

Some have expressed concerns and offered anecdotes that permit-
ting interstate direct shipping might have the unintended effect of
increasing underage access to alcohol or undermining tax compli-
ance. To determine whether these concerns were factually ground-
ed, FTC staff officials contacted officials from 10 States that permit
interstate wine shipping and received testimony and comments
from several States that prohibit it.

In general, States that permit direct shipping report that, al-
though it is possible for minors to buy wine on-line, most of them
do not believe that shipment of wine to minors is currently a seri-
ous problem, especially when compared with the problem of under-
age access to alcohol through traditional distribution channels.
Given the high cost of wine relative to beer and spirits as well as
the cost and delay associated with shipping, most States that per-
mit direct shipping have concluded that misuse by underage pur-
chasers is unlikely to present a major problem.

The report also identifies several procedural safeguards and en-
forcement mechanisms that States have adopted to prevent sales to
minors. These include such precautions as requiring labeling of
packages containing wine and requiring an adult’s signature at the
time of delivery. States can also develop appropriate penalty and
enforcement schemes such as by working with other States’ en-
forcement agencies, as New Hampshire does.

The report also finds that some States also have adopted less re-
strictive means of collecting taxes while permitting direct shipping,
such as by requiring out-of-State suppliers to obtain permits and
to collect and remit taxes. Most of these States report few, if any,
problems with tax collection.

Finally, the report found little evidence, based on the experience
of State law enforcement authorities, to justify the distinction
found in several States that allow intrastate direct shipment of
wine but prohibit interstate direct shipment.

The wine industry has general implications for E-commerce.
Anti-competitive State regulations can insulate local suppliers from
on-line competition and deprive consumers of lower prices and
greater selection. States have legitimate regulatory concerns, but
they should be encouraged to carry out these goals by adopting less
restrictive alternatives that recognize the value of competition and,
ultimately, provide the greatest benefits to consumers. Whether the
industry in question is cars, caskets, contact lenses or wines, the
Commission has strongly encouraged policymakers to adopt rules
that favor competition and consumer choice as baseline principles.
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Thank you for the opportunity to share the Commission’s views.
[The prepared statement of Todd Zywicki follows:]

PREPARED STATEMENT OF TODD ZYWICKI, DIRECTOR, OFFICE OF POLICY PLANNING,
FEDERAL TRADE COMMISSION

I. INTRODUCTION

Mr. Chairman, I am Todd Zywicki, Director of the Federal Trade Commission’s
Office of Policy Planning.? I am pleased to appear before the Subcommittee today
to testify on behalf of the Commission regarding “E-Commerce: The Case of Online
Wine Sales and Direct Shipment.” The wine issue is the subject of a recent staff
report entitled “Possible Anticompetitive Barriers to E-commerce: Wine,”2 and is
representative of the types of policies that are impacting e-commerce in many dif-
ferent industries across the nation. The Commission would like to thank Chairman
Stearns for his excellent leadership in this area and for his efforts to promote e-
commerce and consumer welfare. The Commission would also like to thank the Sub-
committee for its continued interest in studying potential anticompetitive barriers
to e-commerce. Last September, this Subcommittee held a hearing entitled “State
Impediments to E-Commerce: Consumer Protection or Veiled Protectionism?” that
focused on the e-commerce issues in three industries: auctions, contact lenses, and
wine.3

II. OVERVIEW OF POSSIBLE ANTICOMPETITIVE BARRIERS TO E-COMMERCE

The Internet enables consumers to purchase an unprecedented array of goods and
services from the convenience of their homes. Consumers can find and purchase
thousands of goods, from thousands of suppliers around the country, and have those
goods delivered to their doors. Moreover, perhaps for the first time, consumers can
also conveniently purchase a wide array of services from distant sources. Consumers
can obtain legal and medical advice, realtor services, and an education from out-of-
state online suppliers. In many instances, these consumers may find lower prices
and a greater variety of goods and services online than in bricks-and-mortar stores.

The Internet, however, also raises regulatory concerns about online fraud and
other abuses. As a result, many states have adopted regulations that may limit con-
sumers’ ability to buy certain goods and services online. For example, some states
require that online vendors maintain a physical office in the state, while other
states prohibit online sales or shipments of certain products entirely. Many states
also require that out-of-state suppliers obtain an in-state license before selling par-
ticular goods, like wine or caskets, or services, like medical or legal advice. Although
many of these regulations may have legitimate consumer protection rationales,
many of them also have the effect of insulating local businesses from out-of-state
competitors.

In October 2002, the Federal Trade Commission held a workshop to study these
issues. Over three days, Commission staff heard testimony on possible anticompeti-
tive barriers to e-commerce in many different industries: auctions; automobiles; cas-
kets; contact lenses; cyber-charter schools; online legal services; real estate, mort-
gages, and financial services; retailing; telemedicine and online pharmaceutical
sales; and wine. For each industry, Commission staff gathered evidence from many
different perspectives, including online companies, bricks-and-mortar businesses,
consumer groups, academics, state officials, and others. The staff also invited and
received comments from the public at large.4

As part of the process of examining possible barriers to e-commerce, the Commis-
sion has strongly encouraged policymakers to adopt rules that encourage e-com-
merce. For example, the Commission filed a joint comment with the Department of
Justice before the North Carolina State Bar opposing two new opinions that would
require the physical presence of an attorney for all real estate closings and

1The views expressed in this statement represent the views of the Commission. My oral state-
ment and responses to questions you may have are my own and do not necessarily reflect those
of the Commission or any individual Commissioner.

2FTC Staff Report, Possible Anticompetitive Barriers to E-Commerce: Wine (July 2003), avail-
able at <http://www.ftc.gov/0s/2003/07/winereport2.pdf> (hereinafter “Wine Report”).

3State Impediments to E-Commerce: Consumer Protection or Veiled Protectionism?: Hearing
Before the Subcomm. on Commerce, Trade, and Consumer Protection of the House Comm. on En-
ergy and Commerce, 107th Cong. (2002), available at <http:/energycommerce.house.gov/107/
hearings/09262002Hearing732/hearing.htm>.

4Public Workshop: Possible Anticompetitive Efforts to Restrict Competition on the Internet,
67 Fed. Reg. 48,472 (2002). More information is available at the workshop’s homepage, at <http:/
/www.ftc.gov/opp/ecommerce/anticompetitive/index.htm>.
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refinancings, which would significantly increase the costs of Internet lenders that
rely disproportionately on lay closers.> The Commission also filed joint FTC/DOJ
comments before the Rhode Island legislature and Georgia State Bar on similar
issues.6 On the health care front, the Commission filed a staff comment before the
Connecticut Board of Opticians, which was considering additional restrictions on
out-of-state and Internet contact lens sellers.” The Commission has also filed amicus
briefs to promote competition. For example, the FTC recently participated in a court
challenge to a state law that banned anyone other than licensed funeral directors
from selling caskets to members of the public over the Internet. While recognizing
the state’s intent to protect its consumers, the brief questioned whether the law did
more harm than good.8

III. WINE

A. Background

Wine is a good example of how the Internet can permit fundamentally different
business models to flourish. Through the Internet, many smaller vineyards, with
limited distribution networks, can now market their wines to consumers around the
country. Consumers also can potentially save money by buying online, avoiding
markups by wholesalers and retailers. Online wine sales are a small but growing
percentage of the wine market. From 1994-99, consumers doubled the amount of
money they spent having wine shipped directly to them to around $500 million, or
about 3% of the total spent on wine.® According to some private estimates, online
wine sales could account for 5-10% of the market within a few years.10

On the other hand, many states limit or prohibit direct wine sales over the Inter-
net. Under the common “three tier” distribution system, many states require that
wine pass through a wholesaler or a retailer before reaching the consumer. These
states, and many commentators, contend that the distribution system furthers the
state’s interest in taxation, advances the Twenty-First Amendment’s important pub-
lic policy goal of temperance, and helps prevent alcohol sales to minors. Lawsuits
are pending in many states regarding the direct shipment of wine, although the
FTC has taken no position on the constitutional issues raised in the lawsuits.

At the workshop, Commission staff heard testimony from all sides of the wine
issue, including wineries, wholesalers, state regulators, and a Nobel laureate in eco-
nomics. Commission staff also gathered evidence from a wide variety of published
sources, such as studies and court decisions, and from other sources, such as pack-
age delivery companies and the Bureau of Alcohol, Tobacco, Firearms, and Explo-
sives (now the Alcohol and Tobacco Tax and Trade Bureau). Finally, FTC staff stud-
ied the wine market in a state that until recently banned direct shipment of wine
to consumers from out-of-state sources, and, as a result, banned most online wine
sales. In particular, the study examined the wine market in McLean, Virginia, and
compared the prices and choices that consumers could find in area stores to the
prices and choices that consumers could find online.

B. FTC Staff Report

Commission staff wrote the report based on the study of the McLean market, tes-
timony received at the workshop, and additional research. The Commission’s staff
report assesses the impact on consumers of barriers to e-commerce in wine. The re-
port also surveys the alternative policies adopted by many of the states that permit
their citizens to order and receive wine from out-of-state sources.

SFTC/DOJ Letter to the Ethics Committee of the North Carolina State Bar re: State Bar
Opinions Restricting Involvement of Non-Attorneys in Real Estate Closings and Refinancing
Transactions (Dec. 14. 2001), available at <http://www.ftc.gov/be/V020006.htm>.

6FTC/DOJ Letter to the Rhode Island House of Representatives re: Bill Restricting Competi-
tion from Non-Attorneys in Real Estate Closing Activities (Mar. 29, 2002), available at <http:/
/www .fte.gov/be/v020013.pdf>; FTC/DOJ Letter to the Georgia State Bar re: Comments On Po-
tential Unlicensed Practice Of Law Opinion Regarding Real Estate Closing Activity (Mar. 20,
2003), available at <http://www.ftc.gov/be/v030007.htm>.

7FTC Staff Comment Before the Connecticut Board of Examiners for Opticians (Mar. 27,
2002), available at <http://www.ftc.gov/be/v020007.htm>.

8Memorandum of Law of Amicus Curiae Federal Trade Commission, Powers v. Harris, Case
No. CIV-01-445-F (W.D. Okla. Sept. 5, 2002), available at <http://www.ftc.gov/0s/2002/09/
okamicus.pdf>.

9Alix M. Freedman & John R. Emshwiller, Vintage System: Big Liquor Wholesaler Finds
Change Stalking Its Very Private World, Wall St. J., Oct. 4, 1999, at Al. See also Vijay Shanker,
Note, Alcohol Direct Shipment Laws, the Commerce Clause, and the Twenty-First Amendment,
85 Va. L. Rev. 353, 353 n.5 (Mar. 1999) (discussing other estimates).

o Mark Swartzberg & Jennifer F. Solomon, Salomon Smith Barney, Clicking on Wine: Will
E-Commerce and Other Forces Increase U.S. Consumer Access to Wine?, at 18 (Mar. 17, 2000)
(equity research report).
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1. Benefits of E-Commerce

The report concludes that states could significantly enhance consumer welfare by
allowing the direct shipment of wine to consumers. Through direct shipping, con-
sumers can purchase many wines online that are not available in nearby bricks-and-
mortar stores. The McLean study found that 15% of a sample of wines available on-
line were not available from retail wine stores within ten miles of McLean. Simi-
larly, testimony unambiguously reveals that, by banning interstate direct ship-
ments, states seriously limit consumers’ access to thousands of labels from smaller
wineries.11

Moreover, the report finds that, depending on the wine’s price, the quantity pur-
chased, and the method of delivery, consumers can save money by purchasing wine
online. Because shipping costs do not vary with the wine’s price, consumers can save
more money on more expensive wines, while less expensive wines may be cheaper
in bricks-and-mortar stores. The McLean study suggests that, if consumers use the
least expensive shipping method, they could save an average of 8-13% on wines cost-
ing more than $20 per bottle and an average of 20-21% on wines costing more than
$40 per bottle.12

2. Barriers to E-Commerce

In terms of the regulatory regime, the report finds that state bans on interstate
direct shipping represent the single largest regulatory barrier to expanded e-com-
merce in wine. Approximately half the states prohibit or severely restrict out-of-
state suppliers from shipping wine directly to consumers. In approximately seven
states, interstate direct shipping can be prosecuted as a felony. Many of these same
states, however, allow intrastate direct shipping, such as from in-state wineries and
retailers.13 Besides the direct shipping bans, many other regulations impede e-com-
merce in wine. These include prohibitions on online orders, very low ceilings on an-
nual purchases, bans on advertising from out-of-state suppliers, requirements that
individual consumers purchase “connoisseurs’ permits,” and requirements that de-
livery companies obtain a special individual license for every vehicle that might be
used to deliver wine.14

3. Underage Drinking

The direct shipping debate involves other public policy goals. For example, citi-
zens are concerned about the direct shipment of wine to minors. To gather informa-
tion on the actual experiences of states that allow interstate direct shipping, FTC
staff contacted officials from numerous reciprocity and limited importation states
and asked them a variety of questions, including whether they had experienced
problems with interstate direct shipping to minors. Most of the surveyed states pro-
vided written responses. Staff also reviewed testimony from a California alcohol reg-
ulator who had testified before California’s legislature.

In general, these state officials report that they have experienced few, if any,
problems with interstate direct shipment of wine to minors. Most of them do not
believe that interstate direct shipment of wine to minors is currently a serious prob-
lem, although several of them believe that it is possible for minors to buy wine on-
line. None of them report more than isolated instances of minors buying or even at-
tempting to buy wine online. Some of them, such as California, have monitored the
issue of alcohol delivery to minors for years or even decades.1s

These state officials offer many possible explanations for their experiences. Sev-
eral state officials opined that minors are more interested in beer and spirits than
wine.1’6 New Hampshire concluded that minors are less likely to purchase wine on-
line because of the extra expense of ordering over the Internet.1” These conclusions
correspond with the McLean study, which found that when transportation costs are

11Wine Report at 16-26.
12]d.

130ne such state is Texas. In a recent case, a federal court in Texas found that Texas law
does not promote temperance in banning direct shipment of out-of-state, but not in-state, wines:

The Court finds that there is no temperance goal served by the statute since Texas residents
can become as drunk on local wines or on wines of large outofstate suppliers able to pass into
the state through its distribution system, and available in unrestricted quantities, as those that,
because of their sellers’ size or Texas wholesalers or retailers’ constraints, are in practical effect
kept out of state by the statute.

Dickerson v. Bailey, 212 F.Supp.2d 673 (S.D. Tex. 2002), incorporating Dickerson v. Bailey,
37 g‘jSuprd 691, 710 (S.D. Tex. 2000), aff’d, No. 02-21137, slip op. at 2 (5th Cir. June 26,

003).

14Wine Report at 14-16.

15See Wine Report at 26-40.

16]1linois letter; Washington letter (Wine Report, App. B).
17New Hampshire letter (Wine Report, App. B).
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included, lower-end wines are more expensive when purchased over the Internet
than through the three-tier system.!® Minors would have to pay a hefty premium,
from 33-83%, to purchase a bottle of wine costing less than $20 online and have it
delivered to them via 2nd Day Air.

Several state officials commented that, based on their experience, minors were
much more likely to buy alcohol through offline sources than over the Internet.1®
In a 2002 survey, large percentages of high school students, from 68-95%, said that
it is “fairly easy” or “very easy” to get alcohol.20 In examining offline and online
stings, there are not enough data from which to conclude that minors can buy wine
more easily or less easily online than offline (among other reasons, there is far more
sting data about offline sales). In the absence of such information, it is difficult to
ascertain whether online wine sellers are, or would be, a significant source of alco-
hol for minors.

Of course, the fact that states have received few complaints about direct ship-
ments to minors does not establish that minors are not purchasing wine online. As
noted by a Michigan Assistant Attorney General, minors who buy wine online are
unlikely to report their purchases to the authorities, and neither the package deliv-
ery company nor the supplier may know or care that they are delivering wine to
a minor.2! The FTC cannot rule out the possibility that minors are buying wine on-
line undetected by state officials.

The report, however, finds two clear results. First, several states that permit
interstate direct shipping have adopted various procedural safeguards and enforce-
ment mechanisms to prevent sales to minors. New Hampshire, for example, requires
an adult signature at the time of delivery, permanently revokes the direct shipping
permit of anyone who ships wine to minors, and declares him guilty of a class B
felony.22 Second, states that allow interstate direct shipping generally say that di-
rect shipping to minors currently is not a serious problem, and that they have re-
ceived few or no complaints about direct shipping to minors.

4. Tax Collection

The report finds that some states also have adopted less restrictive means of pro-
tecting tax revenues while permitting direct shipping, such as by requiring out-of-
state suppliers to obtain permits and to collect and remit taxes.22 Most of these
states report few, if any, problems with tax collection. Nebraska, for example, re-
ports that they “have also not, as yet, had any problems with the collection of excise
tax[es].” 24 North Dakota reports that “Taxes are collected. No problems to date that
we are aware of.” 25 The staff report finds that, to the extent that states have prob-
lems with out-of-state suppliers, they have addressed the problem in less restrictive
ways than banning all interstate direct shipping. Other states with reciprocity
agreements forego taxing interstate direct shipments altogether.

5. Less Restrictive Alternatives

As mentioned previously, the report finds that some states have adopted less re-
strictive means to satisfy their regulatory objectives an alternative to banning inter-
state direct shipment of wine. For example, some states register out-of-state sup-
pliers and impose various civil and criminal penalties against violators. Several
states, including Nebraska, New Hampshire, and Wyoming, require out-of-state sup-
pliers to register and obtain permits for a reasonable fee (a permit can be condi-
tioned on the out-of-state supplier’s consent to submit to the state’s jurisdiction).
None of these states reported any problems with interstate direct shipping to mi-
nors.26 In addition, some states have applied the same types of safeguards to online
sales that already apply to bricks-and-mortar retailers, such as requirements that
package delivery companies obtain an adult signature at the time of delivery. Unfor-
tunately, there is no systematic empirical data revealing how often couriers obtain
a valid adult signature. FTC staff contacted both FedEx and UPS, and neither com-

18Wiseman & Ellig (Wine Report, App. A).
B)lgsee California testimony; letters from New Hampshire and Wisconsin (Wine Report, App.

20 See Wine Report, notes 47-50 and accompanying text.

21Testimony of Irene Mead 196, available at <http:/www.ftc.gov/opp/ecommerce/anticompeti-
tive/021008antitrans.pdf >.

22New Hampshire letter (Wine Report, App

23See, e.g., LA. REV. STAT. ANN. §26: 359(B)(1) 'N.H. REV. STAT. ANN. §178:14-a(V); NEV. REV.
STAT. §369.462.

24Nebraska letter (Wine Report, App. B).

25North Dakota letter (Wine Report, App. B).

26 See Letters from Nebraska, New Hampshire, and Wyoming (Wine Report, App. B).
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pany keeps such records. Both companies, however, have adopted policies that re-
quire their couriers to obtain adult signatures.

IV. CONCLUSION

For these reasons, the staff report concludes that consumers could reap significant
benefits if they had the option of purchasing wine online from out-of-state sources
and having it shipped directly to them. Consumers could save money, choose from
a much greater variety of wines, and enjoy the convenience of home delivery. In-
deed, in states that are litigating the constitutionality of direct shipping bans, sev-
eral courts have found that the bans deprive the state’s consumers of lower prices
and greater variety. In addition, many states appear to have found means of satis-
fying their tax and other regulatory goals that are less restrictive than an outright
ban. These states generally report few or no problems with shipments to minors or
with tax collection.

The report has general implications for e-commerce. Anticompetitive state regula-
tions can insulate local suppliers from online competition and deprive consumers of
lower prices and greater selection. Although states have legitimate regulatory goals
in protecting consumers, they may have less restrictive alternatives that would
allow online competition and, ultimately, provide the greatest benefits to consumers.

The wine debate illustrates several key principles that policymakers should con-
sider as they address the growth of e-commerce:

Legacy laws can unintentionally inhibit e-commerce. In many cases, state
bans on interstate direct shipment of wine exist not as a response to e-commerce,
but because the three-tier distribution system developed before the Internet even ex-
isted. As e-commerce continues to expand, the potential cost to consumers of restric-
tions will rise. Consequently, legacy laws that inhibit e-commerce merit re-examina-
tion.

New laws restricting e-commerce deserve careful scrutiny. Not all restric-
tions or penalties for direct shipping are of ancient vintage. Some states, for exam-
ple, have recently converted interstate direct shipping from a misdemeanor to a fel-
ony. On numerous workshop panels, consumer representatives and scholars warned
that new restrictions on e-commerce often are driven more by the desire to protect
established businesses than to protect consumers. Given this risk, proposals for new
restrictions on e-commerce, or harsher penalties for existing violations of the law,
deserve careful scrutiny.

Not all licensing is created equal. Some states that permit interstate direct
shipping use licenses and permits to make suppliers identify themselves and agree
to abide by the state’s laws. Such licensing appears to have little negative impact
on e-commerce. In other states, however, high license fees or cumbersome proce-
dures impede e-commerce by imposing substantial costs on suppliers, delivery com-
panies, and consumers. For states that favor licensing, the key challenge is to craft
a licensing regime that is only as burdensome as necessary to satisfy the state’s ob-
jectives. Reciprocal licensing agreements with other states may provide one means
of accomplishing regulatory objectives at lower costs to consumers.

States may have alternatives to in-state office requirements. A common ar-
gument for prohibiting interstate direct shipping is that states can only enforce the
law against in-state suppliers. This argument also arises in other contexts where
states require sellers of goods or services to maintain in-state offices and hire state
residents. States may, however, have less burdensome means of regulating out-of-
state suppliers. Through permits and cooperation with federal law enforcement
agencies and other states’ enforcement agencies, states may be able to permit e-com-
merce while still satisfying their regulatory objectives.

Not all “level playing fields” benefit consumers equally. In the wine context,
states could “level the playing field” either by prohibiting all direct shipping or by
permitting interstate as well as intrastate direct shipping. The FTC staff study of
McLean, Virginia suggests that Virginia consumers will benefit from the Common-
wealth’s recent decision to achieve policy neutrality by legalizing interstate direct
shipping. Virginia’s experience illustrates a general principle: although there are
many ways to avoid discriminating against a group of suppliers, a pro-consumer ap-
proach would attempt to achieve policy neutrality by expanding consumer choice.

Thank you for this opportunity to share the Commission’s views. The Commission
looks forward to working with the public and with the Subcommittee to help give
consumers the full benefits of online commerce.

Mr. STEARNS. Thank you.
Ms. Duggan.
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STATEMENT OF JUANITA D. DUGGAN

Ms. DUGGAN. Thank you, Mr. Chairman; and thank you for the
opportunity to appear today. I am Juanita Duggan, and I am rep-
resenting the Wine and Spirits Wholesalers of America.

Today’s subject in reality is not trade barriers or E-commerce but
rather the deregulation of alcohol and the consequences of doing so,
loosening restrictions including access to minors and local commu-
nity control.

At a time when society is trying to restrict minors’ access to alco-
hol through conventional means, we should not at the same time
create a virtual vending machine for alcohol through the Internet.
Nor is today’s subject about wine but rather all forms of alcohol—
beer, liquor and wine—a unique product with a long regulatory tra-
dition and troubled history in our country. Alcohol is not like other
products, and the FTC failed to recognize this fundamental point
when it included alcohol with other products sold on-line such as
contact lenses and caskets.

Through the 21st amendment to the Constitution and later con-
gressional actions, this country made a decision that there should
be a separation of the manufacturing, wholesaling and retailing
tiers of the alcohol industry and that States have the jurisdiction
to promote the goals of temperance, control and revenue collection.
The American public understands that we need these safeguards.
A new poll shows that 77 percent of all Americans support regu-
lating alcohol through our current safeguards; 83 percent believe
sales of alcohol over the Internet should be banned because it
would increase the minors’ access to alcohol. The American public
understands that this is about kids, communities and common
sense versus an uncontrolled environment where plain brown boxes
crisscross the country in an anonymous fashion.

Unfortunately, this is happening as we speak. Because the FTC
did not, WSWA conducted tests to demonstrate the reality of these
uncontrolled direct shipments of alcohol over the Internet. Bottles
of alcohol were ordered on-line. The alcohol providers made no at-
tempt to verify a consumer’s age or even notify the consumer that
they need to be 21 years or older. The shippers understood they
were breaking the laws of several States by putting their products
in unmarked boxes with euphemistic return addresses. The results:
bottles of liquor sent to consumers in several States where the
shipments are prohibited by law regardless of the age.

In one case, a 15-year-old, using his own credit card, ordered bot-
tles of tequila—very nice tequila, I might add—delivered to a State
that prohibits those shipments regardless of consumer age. The
package was left on his doorstep—two bottles, I might add, to be
accurate. In most cases, the liquor boxes concealed their true con-
tent. They came in plain brown boxes, like this one, did not note
their contents and had vague return addresses like Dave or John.

Dave, I hope this is not you.

This was sent from California to Franklin, Michigan; and the re-
turn address is Dave. It is not marked in any way, clearly attempt-
ing to hide the fact that it was shipped from alcohol purveyors.

In one instance a bottle of wine arrived in a box clearly marked
wine and requesting an adult’s signature. Yet an 11-year-old boy
accepted the delivery, unchallenged by the carrier.



18

While advocates of deregulating alcohol will tell you that truck
drivers are carding people when they deliver alcohol, that boxes are
clearly marked and that alcohol is not left on doorsteps, these
claims are pure fabrication. Unfortunately, the FTC ignored testi-
mony about this from a number of sources in their official report,
including the Michigan Attorney General’s office.

These legitimate concerns do not seem to resonate with a handful
of wealthy oenophiles and winery owners who have filed suits in
several States to deregulate alcohol sales. Daniel McFadden, a
Nobel-Prize-winning economist, grape grower and proponent of un-
regulated alcohol sales, admitted in his FTC testimony that the
subject of direct sales is an elitist issue—his term, not mine—that
caters to only a tiny percentage of the consuming public.

Unfortunately, that minority is endangering the very system of
control that the rest of us in society are working to strengthen. Di-
rect sales of wine result in the direct sales of beer and liquor and,
ultimately, to the breakdown of our trusted system of safeguards.
We must not deregulate the system to satisfy an elite group of peo-
ple who don’t want to play by the rules.

Just a few weeks ago, the National Academy of Sciences issued
a report to Congress on underage drinking. The NAS says that 10
percent of kids who use alcohol get their alcohol through the Inter-
net or through home delivery and that the number is likely to
grow. The NAS said “an argument can be made for banning Inter-
net and home delivery sales altogether in light of the likelihood
that these methods will be used by underage purchasers.”

Let us talk about the business of alcohol sales. There is no more
competitive marketplace than the one for alcohol. This system was
designed to foster such competition in spite of tight restrictions. Be-
cause of local distributors, consumers have an enormous selection
of alcohol products. For instance, in New York a retailer has access
to over 20,000 different brands and SKUs of wine alone. The aver-
age retail store in most States carries between 300 and 500 dif-
ferent wine brands at any given moment. Can you imagine select-
ing from that many toothpastes or contact lenses or cars?

And price, the FTC hearing itself established that wineries sell-
ing on-line do not pass the savings on to the consumers. They sell
it at retail price and keep the additional profits for themselves.
When you add the cost of shipping, consumers spend more for on-
line purchases than at local retail establishments for the same
product.

The wholesale tier is a partner with State regulatory systems
that are designed to promote the 21st amendment core concerns.
This license system assures that every bottle of alcohol is properly
labeled, taxed and sold only to adults of drinking age. States cre-
ated this system, and no court has ever challenged its logic or a
State’s right to establish such regulation.

Mr. Chairman, we as wholesalers of wine and spirits recognize
that our product, alcohol, is not cheese and must be treated spe-
cially and differently. We support and defend the regulation and
control of its distribution.

Thank you for the opportunity to appear today, and I look for-
ward to answering any questions.

[The prepared statement of Juanita D. Duggan follows:]
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PREPARED STATEMENT OF JUANITA D. DUGGAN, PRESIDENT AND CEO, WINE AND
SPIRITS WHOLESALERS OF AMERICA, INC.

Mr. Chairman: Thank you for the opportunity to submit testimony to your Sub-
committee for this important hearing. I represent the Wine and Spirits Wholesalers
of America, Inc. (WSWA), a national trade organization and the voice of the whole-
sale tier of the wine and spirits industry. Founded in 1943, WSWA represents more
than 370 privately held, family-owned and operated companies in 44 States, the Dis-
trict of Columbia and Puerto Rico that hold state-issued licenses to act as wine and/
or spirits wholesalers. Our companies are licensed entities because they distribute
alcohol—a product that our society has deemed a controlled substance and therefore
subject to the highest possible regulations determined by each state.

ALCOHOL IS A UNIQUE PRODUCT WITH A LONG REGULATORY TRADITION.

First, let’s all agree that wine is alcohol. And this issue isn’t just about wine, it’s
about all forms of alcohol—beer, liquor and wine. And alcohol is not like other food
products, books or compact discs. This issue is about kids, communities and common
sense.

It’s also about deregulating the alcohol industry and the consequences of doing so.
Because that’s what we're talking about—deregulating alcohol, which includes loos-
ening our restrictions on the control of alcohol products, including access to minors.
That should be a very real concern to all of us.

The FTC commissioned its staff report as part of an examination of products and
industries across America. They looked a number of other industries, including auto
dealerships, funeral home operations, and the contact lens market, among others.
These businesses are all regulated primarily at the state level. The first flaw in the
FTC study is the failure not to recognize that all forms of alcohol are not like cars,
caskets or contact lenses. Alcohol is one of the few products that has its own con-
stitutional amendment defining how it should be regulated and by whom. Simply
put, wine is not like the other thousands of consumer products that sit on shelves
in retail outlets across the country. To fail to recognize this uniqueness is to make
a fundamental mistake when assessing the role the federal, state and local govern-
ments play in the alcohol industry.

AMERICA HAS COMPLICATED VIEWS ABOUT ALCOHOL.

The long history America has had with beer, wine and spirits is a contributing
factor to the uniqueness of the alcohol industry and its system of distribution. Some
of this historical background has resulted in significant tradition—Thomas Jefferson
writing the Declaration of Independence with a mug of beer on the table. Wine and
distilled spirits have had positive effects on the country as George Washington him-
self built a distillery at Mt. Vernon and created his own whiskey recipe.

Unfortunately, some of America’s history with alcohol has not been positive. The
use of federal troops in putting down the so-called “Whiskey Rebellion,” the chronic
abuse of alcohol by new immigrants and those living during America’s industrial
revolution when there was a so-called “unrestricted market” for all alcohol products.
That turbulent time gave America some of our most familiar sayings—“lock, stock,
and barrel” and “skid row.” Then came a fifteen-year social experiment called Prohi-
bition.

America thought the answer to alcohol abuse and a free market for alcohol prod-
ucts was to move in the absolute opposite direction and make alcohol illegal. Every
serious academic and legal authority recognized, and continues to recognize, that
Prohibition was a serious and disastrous mistake. It made average Americans crimi-
nals, encouraged and strengthened organized crime and did little to reduce abuse.

Out of the repeal of Prohibition came what might be called a middle position for
America, resulting in the 21st Amendment to the U.S. Constitution; the separation
of the manufacturing, wholesaling and retailing tier of the alcohol system; and ag-
gressive state oversight to encourage the goals of temperance, control and revenue
collection. This regulatory system has served this country well. And we need those
safeguards perhaps even more today than we did before.

Why is that? A new National Academy of Sciences report confirms that kids are
buying alcohol online and through the mail today. A new WirthlinWorldwide survey
also confirms that the overwhelming majority of the public is against allowing alco-
hol sales via the Internet. The question I hope this Subcommittee will be asking is:
If we know kids are getting alcohol online, and we know the public is opposed to
online sales in general, why on earth should we deregulate alcohol sales to create
a shadow trade that is both unchecked and unaccountable? Such a move defies com-
mon sense and is wholly irresponsible.
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To demonstrate just how dangerous uncontrolled direct sales of alcohol are,
WSWA recently conducted a series of tests. Bottles of alcohol were ordered online
and the alcohol providers made no attempt to verify th consumer’s age or even no-
tify the consumer that he or she must be 21 years of age. The results:

» Bottles of liquor were sent to consumers in several states where such shipments
are prohibited by law (regardless of age).

* In one case, a 15-year-old, using his own credit card, ordered bottles of tequila
(delivered to a state that prohibits such shipments regardless of consumer age),
and the package was left on his doorstep. The package was not marked as con-
taining alcohol.

e In most cases, the liquor boxes concealed their true content: they came in plain
brown paper boxes, did not note their contents and had vague return addresses
like “Dave” or “John,” clearly attempting to hide the fact they were shipped
from alcohol purveyors.

* In one instance, a bottle of wine arrived in a box clearly marked “wine” and re-
questing an adult signature, yet an 11-year-old boy accepted the delivery un-
challenged by the carrier.

We were not surprised by these results. In fact, we encourage Subcommittee
members to conduct tests of your own. We have no doubt you will find similar re-
sults. While advocates of deregulating alcohol will tell you truck drivers are carding
people when they deliver alcohol, that the boxes are clearly marked, and that the
alcohol is not left on doorsteps—such claims are pure fabrication and easily de-
bunked. We’d be happy to provide you a list of online providers, or you can search
them out for yourselves.

Moreover, if you were to ask anyone in your local communities across this coun-
try—a parent, teacher, or police officer—whether it is a good idea to deregulate the
sale of alcohol, the answer would be a resounding “No!” Overwhelmingly, people un-
derstand that alcohol is different from unregulated consumer products and that the
rules governing its distribution must reflect that reality. Reasonable people under-
stand that when you are dealing with the potentially deadly combination of teen-
agers and alcohol, it is unthinkable to support laws that allow kids to order intoxi-
cating liquor from “virtual vending machines.” Most people understand that when
you already are dealing with the troubling and widespread problem of underage al-
cohol abuse, you don’t make it worse by proposing that teens be given yet one more
way to buy their buzz. As noted earlier, when it comes to beer, wine and liquor,
our society recognizes its unique nature and the need for a unique system to control
its distribution. After all, to reiterate, sales of beer, liquor and wine are not the
same as those for cars, books or CDs.

But those legitimate concerns do not seem to resonate with the handful of wealthy
oenophiles who are leading the battle to have limited edition chardonnay shipped
directly to their homes. These self-proclaimed connoisseurs appear to have their
blinders firmly in place and want to ignore the fact that their actions would also
open the door for a 15-year-old to buy tequila or grain alcohol over the Internet and
have it delivered without question to his door. As Nobel prize-winning economist,
grape grower and proponent of unregulated alcohol sales Daniel McFadden admits
in his testimony before the FTC, the subject of direct sales is an elitist issue that
caters to only a tiny percentage of the consuming public. Unfortunately, that elitist
minority is endangering the very system of control that we as an industry, in part-
nership with the government, parents and others, are working to strengthen in
order to protect the public.

Thus, when the FTC announced in the fall of 2002 that it would be conducting
a “Public Workshop” on the subject of “Possible Anti-Competitive Efforts to Restrict
Commerce on the Internet,”—and included within its purview the subject of wine
sales—WSWA and many in the regulatory community viewed it as a great oppor-
tunity to showcase the dangers of uncontrolled distribution of alcohol. We noted that
the FTC was apparently so alarmed with the danger to kids of online gambling that
it had set up an exclusive web page to warn parents about that problem. Surely,
we thought, and the FTC felt it necessary, to warn parents about the dangers to
kids of Internet gambling would need little prompting to come to the same conclu-
sion about Internet sales of alcohol.

Voluminous evidence was produced through testimony at the Workshop and
through information later submitted to the FTC during the comment period dem-
onstrating the dangers of uncontrolled direct shipping and explaining the inability
of the states to monitor and hold accountable companies that shipped directly. It
was hoped that the FTC would fairly evaluate that information. That was not the
case.

The final FTC report is a study in preordained conclusions. It is the triumph of
rhetoric over reason. It is intellectually dishonest and scientifically specious. The re-
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port ignores evidence contrary to its suppositions, manufactures evidence out of
whole cloth, and misapplies the findings of a geographically limited, inconclusive
economic study. In other words, the final FTC report is a one-sided propaganda
piece of little substance that this Subcommittee should not only ignore, but also
wholly discredit.

THE TRUTH ABOUT SALES TO MINORS—

In the report, the FTC concludes that sales to minors are not a significant prob-
lem—despite the fact that in its press release it notes that it has no evidence con-
cerning the effectiveness of adult signature requirements.

To support that conclusion, the FTC notes the results of a survey it sent to eleven
different states to determine if there was a problem. The report contains a chart
highlighting the results of that survey which they characterize as demonstrating
that “[iln general, these state officials report that they have experienced few, if any,
problems with interstate direct shipment of wine to minors. Most of them do not
believe that interstate direct shipment of wine to minors is currently a serious prob-
{em, although several of them believe that it is possible for minors to buy wine on-
ine.”

From the survey information, most readers would be led to believe that the states
have studied the matter and have determined based upon that study that there is
no problem. However, if you actually look at the surveys (contained in the Appendix)
you note that, without exception, not one of those states conducted any compliance
checks or stings to determine the dangers of such uncontrolled shipments to minors.
Not one went online to investigate the ease with which alcohol can be ordered and
delivered without any age verification or control. There is no excuse for such an
oversight.

And in fact, several states in the survey noted their belief that there was a prob-
lem with such sales and one even went so far as to identify direct sales as having
the potential to become a major problem. One state reported that there was no sys-
tem available to assure that minors did not obtain alcohol online since many had
credit cards and they were not face-to-face transactions. Another reported that com-
pliance checks on the far more secure face-to-face transactions even revealed sales
to minors at a rate of 30%. Still another reported that 67% of high school seniors
said they have purchased alcohol in face-to-face transactions alone. Even in states
that reported having laws on the books requiring carriers to report alcohol ship-
ments, some do not, and no actions have been taken against them. Absent such em-
pirical evidence, any conclusion by the FTC to the effect that sales to minors are
not occurring online is devoid of any real basis in fact. The survey merely records
the opinions of various state control functionaries who apparently base their beliefs
on the fact that no kids have self-reported their criminal misconduct, telling them
they ordered and received a box of pure grain alcohol at their doorstep, for example.

What makes the FTC findings even more problematic is the additional evidence
they omit beyond their skewing of the state survey.

For instance, you can look in vain for the testimony of Michigan Assistant Attor-
ney General Irene Mead who recounted an enforcement action conducted by that
state which ensnared scores of wineries and retailers shipping illegally to minors
in that state, including shipments of such rare and hard to find vintages as “Eye
of Newt” wine and blackberry wine. She also told a frightening story—omitted in
the report—of a teen in a rehabilitation facility who actually succeeded in having
a case of bourbon delivered to the facility—straight to him via the Internet. When
he finished that case he contacted the Internet site and said all the bottles were
broken on delivery. A free case was promptly shipped to him, again without detec-
tion.

Moreover, you don’t see reference to the testimony of former White House counsel
C. Boyden Gray reciting the experience of South Dakota Governor Bill Janklow, who
vetoed pro-direct shipment legislation when an underage staff member in his office
was able to order and have shipped to him—in the State House—a bottle of wine.
And you certainly don’t see reference to my comments submitted to the FTC in
which I catalogued the sale and delivery of beer to a 17-year-old in Alabama from
a company in Illinois, the shipment of beer to a minor in the Missouri Attorney Gen-
eral’s Office, or the unsolicited report of recurring attempts by minors to buy online
by the owner of the Internet company “877 Spirits.”

THE NATIONAL ACADEMIES—

The conclusion of the FTC, with respect to sales to minors, is finally and com-
pletely discredited by the recent study by the National Academies of Sciences report
studying the marketing of alcohol to minors.
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In section two of the report entitled “The Strategy,” the NAS focuses on the issue
of underage access, in particular, Internet Sales and Home Delivery. The report
states that underage purchase of alcohol over the Internet or through home delivery
is a method of illegal access to alcohol used by 10% of underage drinkers. That fig-
ure, however, is based on data reported in the 2000 Journal of Studies on Alcohol,
and the report correctly concludes that increasing utilization of the Internet likely
has increased that percentage greatly over the last three years. Finally, the NAS
report goes so far as to suggest that the significance of these illegal underage sales
is so great that:

“...an argument can be made for banning Internet and home delivery sales alto-
gether in light of the likelihood that these methods will be used by underage pur-

chasers...”
(Page 176)
CONTROLLED DELIVERY PROTECTS OUR KIDS, AND THAT'S WHAT THE PUBLIC WANTS—

As noted earlier, the overwhelming majority of Americans oppose allowing beer,
liquor and wine to be sold directly to consumers over the Internet or through the
mail, according to a new poll by WirthlinWorldwide conducted on behalf of the Wine
and Spirits Wholesalers of America, Inc. and released just last week.

The poll expressed what everyone from parents of teenagers to alcohol consumers
understand—that Internet and mail purchases of beer, liquor and wine will result
in less control in local communities. The survey reveals that:

e 83% of respondents agree that sales over the Internet should not be allowed be-
cause they would give minors easier access to alcohol products.

* 80% of respondents believe that Internet commerce is generally a good thing for
both businesses and consumers; however, alcohol is a socially sensitive product
and should be treated differently from other products.

* 63% of respondents say that the sale of beer, liquor or wine over the Internet will
result in less control over alcohol sales in their community.

These poll results are in line with similar findings from a WSWA poll conducted
just prior to the FTC Workshop, which found that 75% of the respondents did not
believe that online sales could be controlled to prevent sales to minors.

Once again, these results are not surprising given the nature of such sales.

Shadow sales made via telephone or through the Internet, since they are not face-
to-face, cannot establish the age of the purchaser. There is no guarantee that the
person ordering the alcohol is of age. Most young people between the ages of 18 and
21 years of age—and many who are even younger—possess credit cards allowing
them to order online—still others have the use of their parents’ cards and there is
no way for the online seller to verify the age of the person ordering.

Moreover, there is no way to ensure that a minor does not ultimately receive a
shipment of alcohol. The sellers wash their hands of the alcohol once it leaves their
premises, and there is no guarantee that the delivery service will require an 1.D.
upon delivery—or that they will not simply drop the box off at the door unattended.

That is exactly what happened when scores of media outlets conducted stings over
the past several years to determine the safety of direct sales. Those stings showed
how easy it was for minors to order alcohol online—and how sloppy the carriers
were who delivered the alcohol, often without checking I.D. or often just leaving the
alcohol on the front doorstep. After all, it is not the job of truck drivers to card peo-
ple—especially if boxes of liquor are being shipped in plain brown boxes with no in-
dication alcohol is inside. That’s why face-to-face transactions with licensees are so
important. Anything less simply does not work.

JUNK SCIENCE: MCLEAN, VIRGINIA IS NOT REPRESENTATIVE OF ANYWHERE BUT
MCLEAN, VIRGINIA—

A report that attempts to speak to the nature of the availability of certain wines
nationwide is hardly authoritative when it tries to extrapolate the findings of a
study from one small corner of a state across the entire country. It is self-evident
that the ability to obtain different varieties of wines in Chicago, New York, New
Orleans, Albuquerque or even the Washington, D.C. Metropolitan Area is not com-
parable to what can be obtained in the small suburb of McLean, Virginia.

For instance, in New York, a retailer has access to over 20,000 different brands
or SKUs of wine alone. The selection is so great because of the wholesalers in that
market. Our companies bring selection and competition to a highly competitive mar-
ketplace. If the FTC had conducted its economic study there, you can be sure that
the findings with respect to variety and availability would be quite different than
that represented in the final report.
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The same holds true for price. Price differentials from market to market are not
insubstantial. In many markets, the prices for high-end wines are much cheaper
when purchased through the licensed system than if purchased online. It should be
noted that testimony at the FTC hearing itself established that wineries selling on-
line often do not pass the savings on to the consumers—they sell at retail price
keeping the additional profits for themselves. If you add in the cost of shipping to
that bill, consumers often end up spending more for online purchases than at local
retail establishments for the same product.

THE FTC IS TREADING ON STATE TURF, AND ENCOURAGING DISRUPTION OF LOCAL
CONTROL—

The 21st Amendment, ratified in 1933, is unambiguous in its enumeration of
power to the states to regulate the importation and controlled distribution of alcohol
within its borders. This is the specific language contained in the 21st Amendment:

21st Amendment Section 1: The eighteenth article of amendment to the
Constitution of the United States is hereby repealed.

21st Amendment Section 2: The transportation or importation into any
State, Territory, or possession of the United States for delivery or use therein of
intoxicating liquors, in violation of the laws thereof, is hereby prohibited.

No Supreme Court decision interpreting that amendment over the past 70 years
has ever diminished that authority. The simple fact is, as noted by respected jurist
Frank Easterbrook in a compelling 7th Circuit opinion upholding Indiana’s right to
determine and control the channels of distribution, alcohol is not cheese and its sale
and distribution should be treated specially.

As prohibition ended, state lawmakers were determined to learn from the mis-
takes made prior to 1918. Principal among the reasons that the licensed system was
established was consumer protection. It was determined that there should be an
intermediary separating the supply and retail tiers to ensure that large suppliers
with market power did not dominate individual retailers by establishing “tied-
houses.” These pre-prohibition tied-house retailers made their profits not by-the-
glass, or by-the-bottle, but rather through winning incentives for moving large quan-
tities of alcohol. In other words, the imposition of a mandatory wholesale tier served
to end many unhealthy and unsafe practices that prevailed prior to Prohibition.

The wholesale tier functions as a partner with state regulatory systems that are
designed to promote the core 21st Amendment concerns—ensuring orderly market
conditions, promoting temperance, including keeping alcohol out of the hands of mi-
nors and collecting tax revenue. By requiring that every drop of alcohol passes
through the licensed system, states are assured that every bottle of alcohol is prop-
erly labeled, taxed and sold only to adults of legal drinking age.

In order to understand how the licensed system operates as a partner with the
state and federal regulatory communities and serves the interests of consumer pro-
tection, I would ask you to follow a bottle as it flows through that licensed and ac-
countable system.

A supplier must obtain approval for the label from the Alcohol and Tobacco Tax
and Trade Bureau (TTB) to ensure that it contains truthful and non-misleading in-
formation about the product’s contents and that it contains mandatory health warn-
ings. That bottle must then be sold to a state and federally licensed wholesaler who
is responsible for maintaining and filing detailed records of each bottle brought into
the state, pays the excise taxes due on the alcohol, and delivers the alcohol to a
state licensed retail establishment. The retailer is responsible for paying over to the
state the sales taxes generated by each sale, and is directly responsible for ensuring
that alcohol does not fall into the hands of minors or other prohibited individuals.
Since both the wholesaler and the retailer must be licensed by the state, they are
fully accountable for any dereliction of their duties. They are subject to on-site in-
spections, auditing and compliance checks, and any violation can result in a loss of
license, fines and other potentially more severe penalties.

Wholesalers believe that the licensed system is our nation’s premier safeguard
against underage access to alcohol. States created this system and no court has
every challenged the logic of this system or a state’s right to establish such regula-
tions. As an industry, we are not only committed to this system, but also to its phi-
losophy. We work diligently to uphold the letter and spirit of the stringent laws of
each state in which we do business.

Congress has recently recognized the need for legislative action to support the
safeguards and accountability mechanisms of the licensed system. “The 21st Amend-
ment Enforcement Act,” passed by the 106th Congress and signed into law in 2000,
provides state Attorneys General with a powerful means by which to protect their
citizens and prosecute illegal direct shippers.
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IF YOU DESTROY THE SYSTEM, YOU DESTROY THE SAFEGUARDS—

However, the contributions of the wholesalers to the communities in which they
live and work go far beyond protecting the licensed system of alcohol distribution.
Our commitment as good corporate citizens is also unwavering.

Last year, WSWA conducted the first-ever survey of our members’ broader con-
tributions to their communities. We found that our members donate more than $55
million a year to charitable causes throughout this country. They include:

United Way, Boys and Girls Clubs of America, YMCA/YWCA, The Sober Ride
Project, D.A.R.E. (Drug Abuse Resistance Education), Ronald McDonald House,
MADD, Make a Wish Foundation, Project Graduation, Center for Women and Fami-
lies, Crusade for Children, Sky Ranch, Big Brother Project, Camp Braveheart and
many others.

Our members not only contribute to organizations that confront the problems
some people face with alcohol abuse and other risky behaviors, but to other organi-
zations that contribute to the greater good of us all—artistic endeavors, environ-
ment enrichments and developmental teachings that exemplify responsible behavior.
These efforts promote social connectedness and help dissuade inappropriate behav-
ior such as alcohol abuse and underage consumption. For example, the youth groups
I listed help disadvantaged kids make the right choices about drugs, alcohol and
risky behavior in general. You cannot overlook our commitment to these organiza-
tions.

CONCLUSION—

The proponents of direct shipping are posing a growing threat to a time-tested
system best suited to prevent underage alcohol access. Led by a handful of
oenophiles, powerful retailers and elite wineries—who by the way got into the busi-
ness fully aware that they were producing a controlled product—advocates of un-
regulated alcohol sales—want to dismantle the licensed system of safeguards and
instead sell alcohol with little or no real controls in place—creating a free-wheeling,
anything goes environment. These groups are suing in several states to deregulate
alcohol sales. And the issue is headed straight for the Supreme Court. The bottom
line issue that must be addressed is simply this: Should leaders in local commu-
nities control how alcohol is marketed and sold within their state, or will wineries
and large international alcohol conglomerates make that decision? We think local
communities should have more control, not less—and most Americans agree. Be-
sides, this issue is squarely addressed in the 21st Amendment, which gives states
that authority.

In conclusion, Mr. Chairman, we as wholesalers of wine and spirits recognize—
as did Judge Easterbrook—that our product is not cheese and must be treated spe-
cially. We recognize alcohol’s unique consideration in our society and support—even
defend—the regulation and control of its distribution. We also believe that we are
good partners to the communities in which we live and work. As such, we are appre-
ciative of the opportunity to provide testimony at this hearing and would hope that
the Chairman will continue to consider Wine and Spirits Wholesalers of America a
resource as you work to prevent underage consumption and access to alcohol.

Thank you again for this opportunity to provide testimony today for this impor-
tant hearing.

Mr. STEARNS. Thank you.
Mr. Sloane, for your opening statement.

STATEMENT OF DAVID P. SLOANE

Mr. SLOANE. Thank you, Mr. Chairman, members of the sub-
committee.

My name is David Sloane; and I am President of WineAmerica,
a national trade association representing more than 700 wineries
in 48 States. The vast majority of our members are small family
owned and operated farms, producing less than 10,000 cases of
wine per year.

Thank you for convening this important hearing on barriers to
on-line wine sales. I very much appreciate the opportunity to dis-
cuss the market access problems of small wineries and the impor-
tant contribution the FTC has made to the debate surrounding this
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issue. Before doing so, however, I would just like to clarify what
this debate is really about.

Sometimes things are not quite as they appear, and folks in
Washington usually have a finer appreciation for that than most.
This debate is not really about tax evasion. This debate is not real-
ly about underage access. This debate is not really about elite wine
geeks deregulating alcohol or dismantling the three-tier system,
and this debate is most decidedly not about a public galvanized
against direct shipment. This debate, as a very wise poet once said,
is all about the money, honey.

The facts are simple. We have a mandatory three-tier system of
distribution for alcohol that began with the repeal of prohibition.
To ensure an orderly marketplace in the collection of applicable
taxes, this system made wholesalers the funnel through which all
beverage alcohol must go in order to reach the consumer. When the
market had fewer brands and Americans had not yet developed a
taste for wine, this market worked well. For the top 100 wineries
with the powerhouse brands, the production capacity and the finan-
cial wherewithal, this system still works reasonably well today.
However, it does not work well for the 2,900 other wineries in this
country which do not have the brand clout or production capacity
to be viable players in the three-tier system.

It is not that wholesalers have anything against small wineries.
They are in this business to make money, and the volume brands
are where the big money is to be made. What is more, given the
plethora of successful brands in today’s market, particularly with
respect to wine, wholesalers are no longer in the business of build-
]iong bé"ands. Even the largest wineries have difficulty launching new

rands.

When small wineries do end up working with large wholesalers,
as does occasionally happen, these relationships are rarely satis-
fying or enduring. The typical refrain from the unhappy vintner is,
they parked my wine in the warehouse and forgot about it and now
that I want out, I can’t get my wine or my money back. So without
a willing wholesaler or a distribution system they can afford, the
2,900 other mostly smaller wineries are effectively locked out of the
commercial mainstream, with few avenues for reaching consumers
that lie much beyond the borders of their own States.

To solve this problem and since dozens of States have already
permitted local wineries to ship wine to consumers on an intrastate
business basis, wineries began in the 1980’s to advocate interstate
direct shipment legislation. As a result of this effort, a number of
States enacted laws permitting wineries in one State to ship to con-
sumers in another State, provided those rights were extended on
a reciprocal basis.

Despite the fact that wholesalers had no interest in representing
small wineries, they saw these laws as a threat to their control
over the flow of alcohol and fought back by passing laws making
the interstate shipment of wine a felony or the delivery of wine to
a consumer by common carrier a misdemeanor.

Today, notwithstanding strong wholesaler opposition, 26 States
in the District of Columbia governing roughly 52 percent of the
population now permit the limited interstate shipment of wine to
consumers. Forty States representing 87 percent of the population
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permit local wineries to ship to consumers on an intrastate basis,
something wholesalers have never lost much sleep over despite
their professed concern about the dangers posed to underage access
by any form of direct shipment.

As you know, wineries and consumers have now turned to the
courts to help settle the question of where the powers under the
21st amendment begin and end for States. The approach taken in
this litigation is as follows: Out-of-State wineries and consumers
bring suit against a State that bans interstate direct shipments but
permits local wineries to ship within the State, arguing that such
discrimination is a violation of the dormant commerce clause that
cannot be saved by the 21st amendment.

Of the four appellate decisions handed down thus far, the courts
have ruled in our favor with only one exception in the Seventh Cir-
cuit. Had an injured winery been a party to that case, as the court
;:pnceded in its opinion, the outcome would have been very dif-
erent.

In addition, the Second Circuit in New York is expected to render
a decision within the next few months, which we also hope to win.
As such, at least for the moment, without any significant disagree-
ment among the circuits, this issue is not yet ripe for Supreme
Court review. Nonetheless, we are quite satisfied with the results
of the litigation, which has also proven a useful lever in getting
States to enact legislation extending direct shipment rights to out-
of-State wineries.

Thus far in 2003, three States—Virginia, North Carolina and
South Carolina—have adopted laws opening their borders to the di-
rect shipment of wine. In addition, the Fifth Circuit Court of Ap-
peals has declared unconstitutional the Texas ban on interstate
shipments, thus opening that State to direct shipments from out-
of State wineries.

Interestingly, these appellate court decisions read like the FTC
report in many respects, which found that there are less restrictive
means for meeting State regulatory obligations than outright bans
on the interstate shipment of wine. For example, in handing down
its ruling, the Michigan court said, “the proper inquiry is whether
the three-tier system advances a legitimate local purpose that
could not be adequately served by reasonable nondiscriminatory al-
ternatives. We find no evidence on this record that it does.”

Turning specifically to the FTC report, I was pleased to be a par-
ticipant in the agency’s workshop on wine and believe this report
has done much to inform this debate, particularly for policymakers
trying to sort through all the claims and counterclaims that have
developed over the years. Importantly, the agency concludes that
consumers will benefit from direct shipment by having more
choices and lower prices and that the underage and tax concerns
are not sufficient to warrant State prohibitions on interstate wine
shipments. Indeed, in conducting interviews with State regulators,
the agency found States reporting few, if any, significant problems
with respect to either concern. They base this decision on the fact
that a number of States have passed laws requiring out-of-State
wineries to obtain permits, report sales activity and pay taxes, just
like their in-State counterparts. WineAmerica strongly favors this
type of legislation.
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While there is much hard work ahead, I have every reason to be
optimistic that more States will enact permanent laws in the near
future and that the FTC report will factor prominently in those leg-
islative debates. Moreover, these issues will in no way disturb but
rather augment the current three-tier system by providing a more
functional mechanism for smaller producers.

Notwithstanding the tensions surrounding this evolutionary proc-
ess, wholesalers can rest assured that they will remain the primary
conduit for the distribution of beverage alcohol in this country and
that direct shipment will only be a very small piece of that pie.

In closing, I do not believe that Federal legislation to eliminate
State barriers to on-line wine sales is necessary at this time. How-
ever, this committee should give consideration of legislation mak-
ing clear to the courts and to the States that commerce, particu-
larly E-commerce, should not be impeded absent compelling policy
reasons and when there is no less disruptive alternative. Other-
wise, States will continue to erect such barriers, disregarding the
commerce clause and significantly diminishing the promise of the
Internet.

Thank you very much.

[The prepared statement of David P. Sloane follows:]

PREPARED STATEMENT OF DAVID P. SLOANE, PRESIDENT, WINEAMERICA

Good morning, I am David Sloane, President of WineAmerica (formerly the Amer-
ican Vintners Association), the national association for America’s wineries, with over
700 members in 48 states. The vast majority of our members are small family
owned and operated farm enterprises, producing less than 10,000 cases of wine per
year.

I wish to commend and thank the Subcommittee for holding this important hear-
ing to examine state barriers to the interstate shipment of wine, and whether such
barriers serve rational policy purposes, or amount to economic protectionism. My
statement will provide the Subcommittee with the following information:

* Background on the burgeoning small craft winery movement;
Marketing realities for small wineries;

Thoughts on the Federal Trade Commission (FTC) Report on Wine
Update on litigation and state legislative efforts;
Recommendations for Congress.

THE BURGEONING U.S. WINERY MOVEMENT

The number of wineries in the U.S. has expanded dramatically in the last quarter
century, rising from some 600 in 1975 to over 3,000 in 2002—an increase of more
than 400 percent. Since 1990 alone, the industry has more than doubled from 1,400
wineries to its current number of over 3,000. In addition, local wineries now exist
in all 50 states, a development that Thomas Jefferson, a visionary of America’s wine
producing potential, could not have predicted.

California is the premier winegrowing state comprising roughly half the nation’s
wineries and over 90 percent of the production. There are also high concentrations
of wineries (in rank order), in Washington, Oregon, New York, Ohio, Virginia, Penn-
sylvania, Texas, Missouri, Colorado, New Mexico, Illinois and Michigan. All these
states have at least 30 wineries, and the top three—Washington, Oregon and New
York—have more than 150 each.

Wineries and vineyards comprise one of the fastest growing sectors of American
agriculture, and have become a major force for economic development and rural sta-
bility. The vast majority of American wineries are small, family owned businesses,
which invest heavily in vineyard and winery development. Indeed, behind every bot-
tle of wine sold at a winery is an investment of almost $50 in land, development,
equipment and working capital. In addition to bringing capital investment to rural
communities, wineries are also an important source of stable, mostly year round em-
ployment, and are a magnet for tourism. Wineries also promote crop diversification
and farmland protection—two additional elements that are critical to the stability
of rural communities.
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Virtually all wineries have on-site retail operations to receive visitors. Through
their “tasting rooms,” craft wineries expose a wide and diverse population to their
products. Many visitors seek to continue that relationship even though they may re-
side in other states. Similarly, because America has a very mobile population, many
customers who have discovered and developed relationships with particular wineries
while living in one state want to continue purchasing those wines after moving to
another state.

Most states have recognized the tourism-generating potential of wineries by fea-
turing them in their tourism publications. Almost a dozen states now have wine re-
gions that are major tourist attractions, welcoming between 50,000 and 700,000 visi-
tors per year from almost all states. This tourism also helps other agricultural en-
terprises and rural communities to gain visitors and customers. Where wineries
have become concentrated—in Eastern Washington, Oregon’s Willamette Valley, the
Finger Lakes in New York, Michigan’s Leelanau Peninsula, Grand Junction in Colo-
rado, and the Blue Ridge foothills in Virginia—economic prospects have greatly im-
proved. This trend is now spreading to a much broader range of geographic regions,
including the hill country of Texas, Iowa, Missouri, southeast Pennsylvania, and
many other parts of the country.

Wineries have a unique capacity to generate sales through direct contact with cus-
tomers. Out-of-state visitors, wine club members, preferred customer groups, na-
tional media exposures, and other opportunities create a pool of qualified customers
who know the product they want and can initiate the purchase directly from the
winery. Advantages of such marketing include a much more limited need for dis-
persed inventory, and much better alignment of product with actual sales.

However, because of restrictive laws in many states, it is impossible for wineries
to fulfill orders from consumers who reside in states that do not allow the direct
shipment of wine. In addition to the negative public relations implications of not
being able to fulfill all customers orders, the lost sales opportunities isolate and
limit the geographical marketing reach of wineries, diminish their revenues and un-
dercut their potential for growth.

MARKETING REALITIES FOR SMALL WINERIES

While America’s wineries are an exemplar of the country’s entrepreneurial and
craft spirit, they are also, unfortunately, “poster children” for the problem of state
impediments to e-commerce. Under the guise of “protecting citizens against the evils
of alcohol” more than half of the states—including big states like New York, Texas
and Florida—have effectively shut all but the top 100 wineries out of their markets
by prohibiting direct sales to consumers from out-of-state wineries, and by requiring
out-of-state wineries to market their products exclusively through the so-called
“mandatory three-tier system of distribution.” Under the three-tier system—broadly
adopted by the states following the repeal of Prohibition—out-of-state wineries are
only permitted to sell their products to licensed in-state wholesalers, who in turn
sell to licensed in-state retailers (both on and off-premise) who then sell to con-
sumers.

Herein lies the conundrum for small wineries: the three-tier system is simply not
a viable method for distributing their products. Indeed, with the exception of the
highly branded products of the 100 largest wineries, most wine is “hand sold.” Ad-
vertising, or mass brand identification, is unheard of in this market. Instead, such
wine is sold through the knowledge and recommendation of members of the wine
trade in direct, one-to-one contact with the person who is going to purchase and con-
sume the wine. This fact illustrates, in a dramatic way, the limited influence of
wholesalers on the marketing of wine. Their sales personnel never come directly in
contact with the ultimate customer. At best, they help fulfill a sale made by a win-
ery, retailer or restaurateur to a customer; at worst, they actually impede a sale
by adding a layer of bureaucracy and unnecessary cost to the process.

As such, outside of their own immediate markets, small wineries simply do not
have the volume, brand clout or financial wherewithal to secure wholesaler rep-
resentation—and wholesalers are not inclined, as a rule, to work with small
wineries. However, when small wineries do enter into relationships with whole-
salers in other states, these arrangements rarely last long or end happily. Indeed,
the most common complaint we hear is: “The wholesaler never expended any effort
to sell my wine, and when I wanted out, I was unable to recover my inventory, or
get paid by the wholesaler for my wine.”

Like other small companies that specialize in marketing limited quantities of
unique products with limited but more than adequate demand, small wineries must
rely on remote sales to be profitable—either through catalogs, newsletters or in-
creasingly the Internet. It is clearly impractical to convince retail stores with very
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limited shelf space to make that precious space available to the small winery, which
might sell less than a case per year.

Yet if direct shipment were allowed on a nationwide basis, a winery could market
10,000 cases (70 percent of America’s wineries produce less than 10,000 cases per
year) without too much difficulty. Coupled with tasting room sales, which typically
account for 50 percent or more of a winery’s receipts, this could make the difference
between mere survival and profitability for most small wineries. As such, opening
up a national market for the remote sale of wine is of vital interest to our members.

THE FEDERAL TRADE COMMISSION REPORT

The FTC is to be commended for its report, “Possible Anti-Competitive Barriers
to E-Commerce: Wine,” issued this past July. This report explores the benefits to
consumers of online wine sales, and the public policy issues surrounding the direct
shipment issue. WineAmerica was pleased to be a participant in the workshop series
convened last October by the FTC to examine state barriers to e-commerce for many
different products.

The report also examines in considerable detail the most commonly cited reasons
for prohibiting the direct shipment of wine to consumers from out-of-state
wineries—underage access and tax evasion—and concludes that they are not suffi-
cient to justify prohibitions on the interstate shipment of wine. Importantly, the
FTC suggests that barriers to trade should only be acceptable when there are no
less restrictive means for meeting public policy goals—a policy that this Sub-
committee may find useful in developing any generic legislation to discourage un-
necessary barriers to e-commerce. The report states, “Without a showing of likely
harm, restraining competition in a way that is likely to hurt consumers by raising
prices and eliminating their ability to choose among competing providers is unwar-
ranted.”

To quote from the report’s summary: “...consumers could reap significant benefits
if they had the option of purchasing wine online from out-of-state sources and hav-
ing it shipped directly to them. Consumers could save money, choose from a much
greater variety of wines, and enjoy the convenience of home delivery...[M]any
states appear to have found means of satisfying their tax and other regulatory goals
that are less restrictive than an outright ban. These states generally report few or
no problems with shipments to minors or with tax collection.”

Underage Concerns

The FTC report examines whether allowing the direct shipment of wine would sig-
nificantly exacerbate the problem of underage drinking. Their findings are instruc-
tive. Commission staff contacted officials from states that allow the interstate ship-
ment of wine to their citizens. The agency concluded that there were “few, if any,
problems with interstate shipment of wines to minors...[NJ]one of them report more
than isolated instances of minors buying or even attempting to buy wine online.”

The “laboratory of the states” has more than adequately demonstrated that direct
shipment of wine can be accomplished without unacceptable risks. California, the
nation’s most populous state, has allowed the intrastate shipment of wine for 50
years and the interstate shipment of wine for more than 35 years. In 1999, Manuel
Espinoza, then Chief Deputy Director for the Department of Alcoholic Beverage
Control, wrote to Congressmen Mike Thompson and George Radanovich, stating
that “California has permitted direct wine shipments [from sources outside of Cali-
fornia] to consumers since 1963...At no time was a complaint received indicating
the wine was used for illegal purposes, i.e., re-sale by a retailer or purchase and
consumption by an underage person.” He also said, “we have...experienced no en-
forcement problems or impediments to our ability to enforce laws relating to sales
to minors as a result of [remote sales of wine or other alcohol beverages].”

At this time, 40 states—covering approximately 87 percent of the nation’s popu-
lation—permit consumers to order and have shipped to their homes wine from in-
state wineries. In addition, despite extraordinary pressure from wholesalers to erect
or maintain protectionist barriers to out-of-state wines, 26 states and the District
of Columbia—representing 52 percent of the population—permit the direct shipment
of wine from out-of-state sources. This number is actually somewhat higher because
a recent Federal statute [P.L. 107-273] permits wineries to ship to a purchaser’s
home that amount of wine the consumer could have lawfully carried back to his/
her state so long as the consumer makes the purchase while visiting the winery.

All of this state action begs the question: “If direct shipment posed such an enor-
mous risk of underage access, why have so many states enacted laws to permit it?”
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Tax Concerns

The FTC also examined in some detail the question of tax collection and the po-
tential for evasion. Here it reached the same conclusion it did with respect to under-
age access, indicating from its survey work that states permitting direct shipment
report few if any tax collection problems. The Commission also suggested that, by
choosing to license out-of-state wineries that are engaged in the direct shipment of
wine to consumers and requiring the payment of taxes, states could reduce the po-
tential for tax evasion.

At the state level, wine is subject both to an excise tax based on gallonage, and
to sales/use taxes based on a percentage of the value of the product, as would be
applicable to any other consumer product. Much has been made about potential rev-
enue losses that might arise from the interstate shipment of wine to consumers.
Careful analysis suggests that these arguments are grossly overstated.

The average state excise tax on table wine is about $0.65 per gallon, so each bot-
tle is subject to an excise tax obligation of just over thirteen cents. WineAmerica
estimates that the maximum potential for out-of-state direct shipment of wine is 0.5
percent of the total U.S. table wine market of about 500 million gallons. Even if
states did not collect a single penny of excise taxes from these sales, the total rev-
enue loss from excise taxes would be approximately $1.6 million!

Some perspective on potential revenue losses associated with sales/use taxes is
also helpful. As this Committee is fully aware, remote commerce in general poses
serious tax collection problems for the states. A national study estimates that states
lost approximately $16.4 billion in uncollected sales and use taxes in 2001 on remote
sales of all types of goods (Donald Bruce & William F. Fox: State and Local Sales
Tax Revenue Losses from E-Commerce: Updated Estimates, Center for Business and
Economic Research, University of Tennessee, 2001).

Wine is a tiny portion of this potential loss. Using the WineAmerica estimate of
interstate shipment potential at 0.5 percent of total wine market, and valuing the
wine shipped at an average of $20 per bottle, the annual sales/use tax obligation
engendered by interstate wine shipments ($250 million in sales) would amount to
about $16 million (using an average sales tax of 6.5 percent), or 0.12 percent of the
projected loss in sales/use taxes the states could incur.

However, as the FTC pointed out in its report, there is no need for states to lose
any revenue because of the interstate direct shipment of wine. Several states—in-
cluding Georgia, Louisiana, Nebraska, Nevada, New Hampshire, North Dakota, Wy-
oming and in 2003 Virginia, South Carolina and North Carolina—have chosen to
establish a system for a wine shipper’s permit where all taxes, including excise and
sales taxes, are collected by the shipping winery, and are remitted to the states
based upon those sales.

Another way to recapture virtually all of the potential lost revenue would be for
Congress to solve the global problem of uncollected use taxes by requiring busi-
nesses to collect and remit those taxes as is currently recommended by the National
Governors Association.

For the Subcommittee’s information, WineAmerica endorses a model direct ship-
ment bill which includes provisions for a shipper’s permit, reporting requirements
and collection of both excise and sales/use taxes. The bill also provides that all wine
be shipped in packaging that is clearly marked: “CONTAINS ALCOHOL: SIGNA-
TURE OF PERSON AGE 21 OR OLDER REQUIRED FOR DELIVERY.”

So-called “shipper permit” bills provide a workable mechanism for the collection
of both excise and use taxes from interstate wine shipments. This approach, now
law in ten states, requires all shippers to be licensed by both the state where the
shipment originates and the state where the consumer receives the wine, thus pro-
viding both nexus and enforceability.

LITIGATION AND STATE LEGISLATIVE ACTION

The appellate courts considering direct shipment litigation, like the FTC, have
concluded that there are less restrictive mechanisms for states to meet their regu-
latory goals than outright bans on the interstate direct shipment of wine. The courts
have pointed the way for proper analysis by indicating that the public policy con-
cerns of the states can be met by less restrictive means than banning direct ship-
ment, especially when in-state wineries are allowed to ship directly to their cus-
tomers.

To date, the 4th (VA & NC), 5th (TX), 6th (MI), and 11th (FL, though still seeking
more details on the tax issue) Circuits have ruled that this type of discrimination—
permitting in-state wineries to ship wine to consumers while prohibiting out-of-state
wineries from doing the same—in unconstitutional. The 2nd Circuit (NY) heard oral
arguments in early September and a ruling is expected soon from that jurisdiction.
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The 6th Circuit, ruling that Michigan’s prohibition on interstate direct shipment

was unconstitutional stated, “The proper inquiry...is whether (the three-tier sys-

tem) ‘advances a legitimate local purpose that cannot be adequately served by rea-

zonable nondiscriminatory alternatives.” We find no evidence on this record that it
oes.”

Thus far in 2003, three states—Virginia, North Carolina and South Carolina—
have adopted permit laws opening their borders to the direct shipment of wine. In
addition, the 5th Circuit Court of Appeals has declared the Texas law restricting
shipments from out-of-state wineries unconstitutional, and wineries may now ship
to consumers in Texas.

RECOMMENDATIONS FOR CONGRESS

While we do not recommend that Congress take any specific legislative action at
this time to reduce barriers to online wine sales, given the importance and potential
of the Internet, we do, however, recommend that Congress consider developing legis-
lation to provide more generalized guidance to the states and courts in this area.

Specifically, Congress could indicate that commerce—especially e-commerce—
should be allowed in the absence of good, sufficient reasons to erect barriers, and
when there is no alternative and less disruptive mechanism. The alternative—that
of allowing states to erect barriers without regard to the Commerce Clause—will
forever limit the potential of the Internet. The FTC found that reasonable and mini-
mally restrictive means of protecting the public policy goals, such as requiring an
adult signature at the point of delivery and requiring out-of-state suppliers to obtain
a permit, are effective and states that have experience with these approaches report
few, or no problems.

The U.S. Supreme Court captured the dilemma faced by America’s wineries: “Our
system, fostered by the Commerce Clause, is that every farmer and every craftsman
shall be encouraged to produce by the certainty that he will have free access to
every market in the Nation...Likewise, every consumer may look to the free com-
petition from every producing area in the Nation to protect him from exploitation
by any. Such was the vision of the Founders; such has been the doctrine of this
Court which has given it reality.” H.P. Hood & Sons, Inc. v. Du Mond, 336 U.S.
525, 539 (1949).

Our member wineries are both farmers and craftsmen!

Mr. STEARNS. I thank the gentleman.

I will start with my questions, and I think most members, when
there is not a pressing issue in our congressional agenda, we come
to this I think with really not a preconceived notion. If you are of
one political persuasion, you are in favor of competition, lower
prices, and choice. Perhaps if you are coming from another political
persuasion, you are concerned about consumer safety and you are
concerned about the children. So, hearing both sides, I think when
I come down to try to understand it, I say, is there an actual situa-
tion where it is working; and, if so, would that be the norm? As
I understand, Ms. Duggan there are 40 States that allow intrastate
purchase of wine; is that true?

Ms. DuGGAN. There are—that is correct.

Mr. STEARNS. Just approximately.

Ms. DUGGAN. Approximately, yes.

Mr. STEARNS. So that means if I am in Ocala and I go on the
interstate and I want to buy wine from Orlando, I could do that
in the State of Florida.

Ms. DUGGAN. I believe so.

Mr. STEARNS. Okay. So the wine comes up from Orlando, and I
have a teenager, and the system is all worked out. Yet in my State
I could not buy this same wine from California. That seems to me
a little illogical. If T can do it in Orlando, why can’t I do it from
Napa Valley?

So I just say that as an example where it seems to be working.
So that is intrastate commerce.
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Now let us move to interstate commerce. If I am in New Hamp-
shire and I want to buy wine from California, Napa Valley, I can
do it through the interstate. So somehow New Hampshire and, in
fact, 26 States allow the interstate commerce; is that correct?

Ms. DUGGAN. Yes. There are some with reciprocity laws, and
there are some with limited direct shipping.

Mr. STEARNS. The State of Washington? The State of Oregon?

Ms. DUGGAN. Some that have what we call a personal importa-
tion law, but they are all minor exceptions to what is the regulated
license system. There isn’t any State that has completely unregu-
lated alcohol sales at this point.

Mr. STEARNS. But what I am trying to understand is, is this
something that cannot work and yet it is working intrastate in 40
States and it is working in 26 States interstate? So my question
is, if it is working, all these concerns that you have don’t seem to
be a problem, for example, in New Hampshire, which has been
doing it for some time and they have got a system that seems to
be working well. Even in your own opening statement you reported
that almost 70 percent of high school seniors have purchased alco-
hol face to face.

So the predominant problem is not through the Internet, but it
is through this distribution where we don’t have the premium safe-
guard to protect our teenagers from underage drinking, and that
is the teenager, my son and the teenager walking down the street
and doing a fake ID. That is almost 70 percent of the problem. So
this whole problem on the Internet is a very small part.

So I just submit that as a person who is trying to understand if
this is possible, that this is a very serious problem, to stop it; and
it appears that 40 States are doing it intrastate and 26 are doing
it interstate, that it seems to be working with some safeguards. So
your job is to convince me that it is not, that those 40 States are
wrong and the 26 are wrong.

Ms. DUGGAN. I think I can answer for you what we consider to
be the distinction there. In the intrastate situation that you just
described, the person who is selling that and delivering that is li-
censed and authorized by the State to do so, and they are under
local law enforcement control. So when and if they do something
that violates Florida law, for instance, they are under local control
and that law enforcement and those courts have jurisdiction over
that individual. They can take his license away, they can put pen-
alties. When it happens from California or Washington or from
whatever other State into Florida, the State of Florida has no juris-
diction over that remote seller. So they have no way of enforcing
their laws.

So there is a huge difference between buying and selling between
people who are privileged by the State and have a license to do so
and then interstate shipments that are coming in violation of that
law by people who are not licensed. So from our perspective that
is a very important point.

And you raised a very important point about the teenage access.
Our point is that we have enough problems right now with face-
to-face transactions. And face-to-face transactions, in our view, are
really the only way to prevent teen-age access.
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Mr. STEARNS. So if—you are saying if they have face-to-face prob-
lems, why should we contribute—even though it might be a small
amount, we should not risk it further.

Ms. DUGGAN. It is a small amount, but it is growing. We know
what the Internet usage is among those populations, and we know
what the teen-age drinking incidence is among that population,
and from our perspective there is absolutely no way to control that.
The best way to do it is by people who are licensed by the State
in that State and are under local law enforcement.

Mr. STEARNS. I am just going to close. Mr. Zywicki, you might
want to comment on what she said or anything that I commented
on.
Mr. Zywicki. With respect to those particular issues, we address
this in some detail in the report. Again, one of the main reasons
why we did this report is simply because there is such a vacuum
of facts about how exactly these systems work and what we should
be concerned about and that sort of thing; and we certainly agree
and are concerned about access by minors to alcohol through tradi-
tional bricks and mortar liquor stores.

What we conclude in the report, though, is that it is unclear
whether or not the problem would be better or worse as a result
of Internet shipment. Face to face is one way of doing it, but there
are a number of safeguards built into the Internet shipping system,
including verification at the time of order, verification at the time
of delivery, for instance, that raise particular issues on the other
side of the equation. So we conclude that it is ambiguous how it
would wash out.

Mr. SLOANE. Could I respond to that, by chance?

Mr. STEARNS. Sure.

Mr. SLOANE. I would like to say this. First of all, we are not talk-
ing about deregulating the system. The laws that are passing today
are permanent laws that actually require the issuance of a permit
from, to and out of State winery; and States do work cooperatively
together to bring enforcement actions from time to time.

I would mention a few other things. The U.S. Congress just a few
years ago passed something called the 21st Amendment Enforce-
ment Act—how could I have forgotten—which provides new au-
thorities to States to go into Federal court to get injunctions to stop
out-of-State shippers who break laws on that. And, by the way, no-
body has pulled the trigger on that so far, which I find kind of in-
teresting.

Then, finally, the Department of Treasury itself, the ATF, has
suggested in a circular that they are more than happy to cooperate
with States in taking away a Federal basic permit of a winery that
violates laws like that. So I think there are actually many, many
safeguards in place.

Ms. DUGGAN. This is the evidence right here.

Mr. STEARNS. My time has expired.

Ms. Schakowsky.

Ms. SCHAKOWSKY. As I said in my opening remarks, I think that
the panel, as important as the interests that are represented here,
is incomplete because we don’t have people who represent the pub-
lic health sector or even State regulators. But listening to the var-
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ious economic interests, Ms. Duggan, I would have thought at first
you were from Moms Against Drunk Driving——

Ms. DUGGAN. I am a Mother Against Drunk Driving.

Ms. SCHAKOWSKY. I understand, but I thought you were rep-
resenting that organization, and it took a while, in fact, never quite
got to what is the economic interests. Surely you are representing
the economic interest here today?

Ms. DUGGAN. Yes, ma’am.

Ms. SCHAKOWSKY. And, Mr. Sloane, it is all about the money,
honey. In fact, there is a public policy goal. It is true that the
money interest may end up being the decisive players in what we
do here in Congress, but the fact is there are public policy goals
here that involve underage drinkers and taxes and those kinds of
things that do need to be considered. So it is not simply about
Sloane versus Duggan or—you know, we do need to factor in these
other things and

Mr. SLOANE. I think the Federal Trade Commission did that.

Ms. SCHAKOWSKY. I understand that. But it is not just about the
money, honey. We do have to consider these other things.

I do want to tell you, though, in Illinois we had a situation—Dbe-
cause, Ms. Duggan, you talked about competition—where one of the
most uncompetitive pieces of legislation was passed by distributors,
by alcohol distributors, where they were given these territories
where a retailer had to actually give notification. It was hard to
even get out of the contract. And, Mr. Sloane, you talked about a
markup that wholesalers take, how much money it costs. I am won-
dering if—from your points of view, what are the economics here?

Let me begin with you, Mr. Sloane, talking about where do, in
your view, the wholesalers fit into this and the economic benefit.
If you could again talk about that to the

Mr. SLOANE. Wholesalers play a crucial role and are the ones
who source probably, you know, 99.5 percent of the product in the
United States today, and I—you know, we can make an argument
about wholesaler consolidation, for example, but there is still a
large number of wholesalers in the United States. I don’t person-
ally place a great deal of stake in that issue.

But what I would say to you is that the problem is if you are
a small winery—and I realize that we can say it is alcohol and all
of that, but if you are a small winery it is not unlike, other than
the fact that it is alcohol, of being a small sort of artisanal food
company, except they have got the burden of the 21st amendment.
The problem is that when you want to be able to sell your product,
typically if you want to be able to reach beyond your own State and
to actually get into interstate commerce—and keep in mind that
most of these wineries operate tasting rooms and they are a big
source of tourism and that is really one of the main parts of this
whole program for them—when people come in and establish rela-
tionships with them, they want to be able to continue selling to
those customers who may or may not live in that State, unable to
really get into the commercial three-tier system by not having
enough volume, by not really having a recognized brand and all of
those things. They are not able to participate in that market, and
that is what this fight is really all about.




35

Ms. SCHAKOWSKY. Ms. Duggan, the example that Mr. Thompson
raised, where if I go to one of these wineries I can’t even have
something shipped to me—but let us say I go home and I think
that was the best wine I ever had and I want to go on-line and
have it shipped to me. What is the harm of that?

Ms. DuGGAN. Well, it depends on what State you live in. There
are some States that would allow that, and our point is that the
21st amendment gives a State the right to decide and to choose
whether or not that is the right thing for that State. Some of them
have adopted reciprocity laws that allow you to do that. Some have
adopted some limited direct shipping laws. Some have personal im-
portation laws. So it really depends on where you are.

Ms. SCHAKOWSKY. Can I ask you, does your association lobby
against those laws in States or are you there supporting those
laws?

Ms. DuGGAN. We have not lobbied—my organization does not
lobby on State legislation, period. There are individual State asso-
ciations that do that on behalf of the wholesaler, and they make
those local decisions, but our viewpoint

Ms. SCHAKOWSKY. Do you know of any situation where whole-
salers have lobbied in favor of State laws that would allow

Ms. DUGGAN. Yes. In fact, in Georgia and in Virginia recent di-
rect shipping laws were promoted and written by the wholesalers
and were supported and they are law now. They are, we think,
very responsible kinds of direct shipping laws because they require
licenses and taxes are paid and they go through a license system,
but they are direct shipping laws.

Some of the issues that you asked Mr. Sloane about, the econom-
ics I would like to address. One of the problems you have in the
wine industry right now is that there is a huge worldwide glut of
wine on the market. All you have to do is look at any California
newspaper at any given time and read the gloom and doom stories
because there is—every year the California wine grape harvest is
growing by something like 10 percent. Something like 100,000 ad-
ditional acres have been planted in the last 4 to 5 years.

So there is just a huge amount of wine that keeps coming into
the market and exports as well and as imports. There simply is too
much wine.

I would like to quote the former head of the National Conference
of State Liquor Administrators who said there is too much wine on
the market and when there is too much wine on the market you
can’t sell all that wine and the easiest thing to do is to attack the
system. So that is a very serious problem.

With regard to the establish a brand, the comments that Mr.
Sloane made don’t really coincide with what you have seen with
some of the remarkable success stories of former wines.

Look at a brand like Yellow Tail, which was introduced 1 day,
and the next day it was one of the hottest brands in America.

It is possible to establish a brand from a small remote place and
it happens all the time, but there is too much wine on the market
right now.

Mr. STEARNS. The gentlelady’s time has expired.

The gentleman from Illinois, Mr. Shimkus.

Mr. SHIMKUS. Thank you, Mr. Chairman.
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I am kind of caught in the middle here with these microphones.

Let me just begin with—I really love the Constitution, and we do
not get a chance to pull it out every now and then, deal with it,
and I am not a constitutional scholar or a lawyer, but basically the
21st amendment repealed the 18th, which was prohibition, and
then it put in a requirement for, in essence, State control of the
sale of intoxicating liquors, so that the legal debate here is whether
the interstate commerce clause trumps the 21st amendment, is
that correct, as we see it?

Ms. DUGGAN. Generally speaking, yes, sir.

Mr. STEARNS. Mr. Zywicki?

Mr. ZywicKi. Generally, yes.

The pivotal question has been whether it trumps the discrimina-
tion provision, which is to say that what has been tested is the dis-
tinction between intrastate and interstate, as opposed to sort of
treating them equally.

Mr. SHIMKUS. And, Mr. Sloane, I think in your opening state-
ment you mentioned lower Federal court rulings that, in essence,
have upheld the fact that interstate commerce trumps the 21st
amendment.

Mr. SLOANE. Certainly needs to be considered.

Mr. SHIMKUS. And of course it hasn’t gone to the highest court
yet, but boiling it down as far as a constitutional debate, that is
kind of where we are at; is that correct?

Mr. SLOANE. That is correct.

Mr. SHIMKUS. Thanks.

Mr. Sloane, would WineAmerica object to the safeguards sug-
gested in the FTC to protect against the dangers of teenagers buy-
ing wine online?

Mr. SLOANE. Absolutely not.

Mr. SHIMKUS. Okay, thank you.

Mr. Zywicki, in your view, is there a poster child-like State that
has in place less restrictive but effective regulation of direct inter-
state shipment of wine in place?

Mr. ZywIiCcKI. A number of places have a number of good provi-
sions, but studying New Hampshire, they were the ones that were
mentioned in a number of different contexts as having a well-con-
ceived system.

Mr. SHIMKUS. And, Ms. Duggan, has your organization expressed
concern with States that permit direct intrastate wine shipments,
as both interstate and intrastate direct deliveries pose the same
courier delivery problems that you have testified?

Ms. DUGGAN. Yes, sir.

In a number of States, there were times when we were actually
trying to repeal those intra state exemptions. We see no reason
why there should be a distinction.

Our viewpoint is that there shouldn’t be very much direct ship-
ment at all because it departs from the face-to-face transaction. It
is very difficult to control, very difficult to track. People do not re-
port their illegal behavior. It is unfortunate.

Mr. SHiMKUS. Thank you, Mr. Chairman.

I yield back my time.

Mr. STEARNS. I thank the gentleman.



37

We have three votes on the floor, so I think what we will do is
take a recess and come back after the three votes, and I urge all
members to come back.

With that, the subcommittee will take a recess.

[Brief recess.]

Mr. STEARNS. The subcommittee will come to order again.

We will continue our questions for the witnesses and we thank
them for their patience and forbearance here as we had our three
Votﬁs, and with that, the gentleman from California, Mr. Radano-
vich.

Mr. RApANOVICH. Thank you very much, Mr. Chairman.

I want to thank, again, the panel and the committee for being
here today.

There has been a lot of comment about what this is about and
what it is not, and I am happy to contribute my opinion about what
I think this is about and what it is not.

I would have to say I think it is about 5 percent for the kids and
about 95 percent for the money, honey, because there is a legiti-
mate issue regarding underage sales to children under the age of
18, but I think that what this report does today is does identify it
as an issue and a manageable one, as proven by practices in inter-
state trade and also our shipments and where it is allowed to
occur, I think, quite naturally.

This is about money, and it is about market share, and that is
okay. You know, I think that that is just fine, and rather than—
I think, hopefully, this hearing will help this clear out, the issue
of underage drinking and the direct shipment issue and market
protection, so that maybe someday we can have a real debate on
the merits of the issue, and that is if direct shipment were allowed
to occur or more encouraged, what effect would it have realistically
on the wholesale, on the three-tier system and wholesalers or re-
tailers or distributors throughout the United States?

I would like to see that debated here someday, rather than from
front issues that may have some legitimacy but are minor and
manageable and can be dealt with so that we someday can get to
the real issue.

I would like to ask Mr. Zywicki; is it?

Mr. ZywicKl. Yes.

Mr. RADANOVICH. Radanovich is a tough one, too, so if I don’t get
it right the first time, let me know. But did the report address the
excise issue, the tax loss issue, and the controversy on that on
interstate shipments?

Mr. ZywickKI. Absolutely.

We discussed basically all the issues that were relevant to this,
and again I think it should be remembered that there has been a
real factual vacuum out there about all these things and a lot of
anecdotes and theories about these things and one of the things we
looked at was the tax issue, and again we contacted officials of 10
States that allowed direct shipping, and all of them reported that
they have not had any problems with tax collection issues, that
there are a variety of mechanisms that are set up through licensing
and that sort of thing that allows them to allow shippers to remit
taxes back to the State.

Mr. RADANOVICH. Right.
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It has been mentioned that the FTC report was based on junk
science. Would you care to respond to that?

Mr. ZywicKI. Sure. I obviously disagree with that characteriza-
tion. I think again this is without a doubt the most comprehensive
and detailed report that has ever been done on this topic.

We are proud that the Bureau of Consumer Protection and the
staff of the Bureau of Consumer Protection, who are second to none
in their commitment on a number of the issues that we are talking
about here today, signed on to the report, along with the rest of it.
In addition I want to address the characterization of the National
Academy of Sciences study, which to the best of my knowledge is
the only thing that had been out there prior to this, and I have it
here, and we discuss the National Academy of Sciences report in
some detail in our report at pages 37 and 38.

It cites the one paper, which is a paper by Fletcher, which is this
paper here, and it turns out this paper seems to have nothing to
do with Internet direct shipment. This is a paper by academics that
relates to local delivery of alcohol by grocery and liquor stores, pri-
marily focusing on keg parties by teenage kids from a beer truck.

It is also interesting that the NAS report’s conclusions and rec-
ommendations in the end line up with ours. We do not think that
that study is very probative. In some sense I guess if wine is not
cheese then a keg of beer is not a bottle of Merlot. We looked at
that report, we considered it, and weighted it accordingly, and so
I think that through our interviews with State officials, reading
testimony, looking at the scientific literature and that sort of thing,
our report is by far the most comprehensive study of this issue that
has ever been done.

Mr. RADANOVICH. Does your agency have a history of producing,
filing reports based on junk science?

Mr. Zywicki. We do not. We take our responsibilities very seri-
ously through the Bureau of Economics and the high standards of
the Federal Trade Commission.

Mr. RADANOVICH. In your view then is the issue of underage
drinking, as it is connected with direct shipments, manageable in
the areas where you observed that it is allowed by various tech-
niques?

Mr. ZywicKi. Based on the experience of State officials who we
interviewed who allow direct shipping, our conclusion is that it is
manageable. They certainly believe that it is manageable, and I
think this is a very good example of where State experimentation
has really taught us a lot of lessons about how to balance the goals
of competition and consumer choice with these legitimate State
goals, but in a way that is the least intrusive infringement on our
competition.

Mr. RADANOVICH. Okay, thank you.

I would like to state for the record, too, that there isn’t anybody
on the panel represented by Mothers Against Drunk Driving or any
anti-alcohol consumption for minors group here, right?

We have those representing wineries in America and those rep-
resenting the wine wholesalers and distributors, and I would like
to ask you, Mr. Sloane: Using common sense, are teenagers more
likely to observe or obscure—are they more likely to buy an obscure
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Oregon Pinot Noir online and wait a week to get it or will they
focus their efforts on purchasing beer in a retail store immediately?

Mr. SLOANE. I think the latter.

Mr. RADANOVICH. Your mike.

Mr. SLOANE. I think the latter. I think it is clear from even the
NAS study, for example, that beer seems to be the product of choice
p}ll“imarily for young people, and so I think their presence would be
there.

I also think, you know, one of the things you also have to think
about when you look at the question of regulation here, and I think
the FTC said it, is you have to decide what is the threshold? How
much effort are we going to put in to regulate something based
upon the level that it poses to the system, and I think it was de-
cided that it was manageable, State officials had indicated it was
manageable, so I think it is important to note that just purely from
a regulatory standpoint States can satisfy their 21st amendment
responsibilities in ways short of banning the product, so—and the
other thing to say, too, I think, finally, is alcohol is so abundantly
available locally most kids are sort of more into instant gratifi-
cation. Even if they wanted to order a bottle of Pinot Noir they
would probably try to get it locally, I would think.

Mr. STEARNS. The gentleman’s time has expired.

Mr. RADANOVICH. I am sorry.

Mr. STEARNS. That is okay.

The gentleman from New York.

Mr. TowNs. Thank you, Mr. Chairman.

Mr. Sloane, do you believe that wine is alcohol?

Mr. SLOANE. Absolutely.

Mr. Towns. If you believe it is alcohol, please describe why small
wineries are asking for special treatment under the law as opposed
to larger beer distributors and of course spirit producers who are
not allowed to ship alcohol directly to consumers.

Mr. SLOANE. Well, of course, the distributors are not seeking to
ship alcohol directly to consumers. We have a unique situation,
and, frankly—I mean, I understand the parallels that people draw
between other forms of alcohol and I realize it is difficult to make
distinctions, but if you look at the history of alcohol controlled law
in the United States, they make all kinds of distinctions about dif-
ferent categories of products.

I for one believe that it doesn’t really make a lot of sense to ship
spirits and things like that via the Internet or beer. I just do not
think it has the same degree of—I realize people are doing it, but
I think you could easily create a policy that would say, you know,
it doesn’t make sense to do that and that there are other wines,
for example, which the problem that we face—and let me give you
an example in New York, in the State of New York.

If you look at the Finger Lakes, which New York is now one of
the fifth or sixth largest producer of wine in the United States and
just to give you an idea of what the distribution problems are like,
many of those wines from the Finger Lakes, the only way you
would really be able to get as a citizen in the State of New York
is to ship them by intrastate shipment because they are not readily
available in many retail establishments, because it is just not a
viable system for small wineries to really participate, and I do not
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think it is a question of special treatment. I think it is a question
of these folks cannot function.

In that system, people do. There is a market for these products.
It may not be the tidal wave that it is for large mainstream com-
mercial products, but I think there is a market and I think the
FTC has concluded that that market can be served safely through
direct shipment, so I do not think it is a question of special treat-
ment.

The flip side would be is it fair to create a situation where a cer-
tain category of producers cannot really get access or play a mean-
ingful role in the commercial mainstream marketplace?

I mean, I think it is kind of un-American almost.

Mr. TownNs. Well, let me tell you what my real problem is. I have
concerns about making letter carriers and overnight couriers re-
sponsible for checking IDs of people at their own homes. Maybe we
need to have FedEx, UPS, and others here testifying as well.

What are your views on that, because I do not see them coming
and asking for identification or looking at someone and saying that
I do not think you are old enough to receive this or you are too
young? I mean, how do you avoid that?

Mr. SLOANE. Well, let me say this to you: I mean, I think in any
situation you can find instances where people do not do what they
are supposed to do.

Mr. TowNs. And also tell me who is liable in a case like that if
something happens.

Mr. SLOANE. In a case where you would be shipping alcohol to
somebody, it depends on the State’s laws. In some States carriers
have gotten into some trouble and they have had to sign notices
of discontinuance where they are not selling alcohol because they
didn’t do it properly.

I think what you will find today, though, the market for this is
gradually maturing. It has been very small, it is gradually matur-
ing, and in dealing with companies, with UPS and FedEx, they
have now made a pretty significant commitment to trying to carry
out their responsibilities in this area, and, for example, I know
FedEx does very, very intensive driver training to educate people
about how to deliver various types of products, and it is not just,
you know, alcohol. In many cases it can be firearms, it can be other
things that have various types of State controls or other things on
them. So they actually are fairly sophisticated at dealing with dif-
ferent types of products.

Ms. DUGGAN. Mr. Towns, could I comment?

Mr. TOWNS. Sure.

Ms. DUGGAN. You just asked who is liable in that situation?

The shippers will indicate that they are shipping under the law
that they are shipping from and that the consumer is the one that
is responsible and that they do not have to comply with the laws
of the State they are shipping into and then vice versa.

The common carriers have no responsibility here for delivering
alcohol. In our view they are not law enforcement, they are not
equipped, they should not be requested to be the law enforcement
arm for our alcohol laws, and I would strongly disagree with Mr.
Sloane’s viewpoint that FedEx, UPS, are doing a lot of training, be-
cause we have found so many instances where hopefully through
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no—without knowledge, they are delivering alcohol because they
come in unmarked boxes and they have no idea what is in it.

This one came from Dave in California to someone in Michigan.
So you know there is a situation in Michigan where a kid was in
a rehab facility. Obviously, he had a problem with alcohol. He or-
dered a case of bourbon. It was delivered to him directly to the
rehab facility. This was in the FTC’s testimony from the Michigan
Attorney General’s Office. He drank the whole thing. It came to
him in a rehab facility. He drank the whole thing, then called and
told them it was broken and he got another case shipped to him
and he drank that. That is going to happen.

There is no checking of ID’s, nor should the common carriers be
the people to do that.

Mr. TowNs. Mr. Chairman, I know my time has expired.

I just think that this creates a problem because there is really
no control here in terms of youngsters being able to order it, being
able to receive it, and that is a real problem. So on that note I yield
back, Mr. Chairman.

Mr. STEARNS. Thank the gentleman.

Gentleman from New Hampshire, Mr. Bass.

Mr. Bass. Thank you, Mr. Chairman.

I am sure the Chair of the subcommittee was good enough to
mention New Hampshire’s system which I suspect all three of you
are familiar with, and I have three or four questions.

First, Ms. Duggan, taking a follow-up to a response you made to
my friend from New York, you mentioned that there was some am-
biguity about whether or not people who deliver packages by UPS
or Federal Express being law enforcement.

Understanding, as you know, in New Hampshire there is a re-
quirement that the package be clearly marked and that the deliv-
ery require ID and the signature, what is the difference between
the qualifications of that individual making the delivery and the
person who is at the checkout stand in the stop and shop where
the exact same product is sold in terms of their qualifications for
law enforcement?

Ms. DUGGAN. One is a licensed by the State to sell alecohol and
one is not.

Mr. Bass. It is my understanding they are licensed. It is my un-
derstanding that at least in my State, the State requires a permit
from the seller and so therefore the vendor is indeed licensed by
the State and pays a fee, collects taxes and pays it and that the
person who delivers the product is no different, in terms of quali-
fications, than the person who is 18, 19, or, rather, actually, in
New Hampshire, there are people at the checkout counter who are
under the age of 18, but they have to be accompanied by somebody
else if beer or wine comes through. I just wonder what the dif-
ference is in terms of somebody who has a driver’s license and has
to collect a signature versus somebody in a store.

Ms. DUGGAN. Well, except the fact that we know it is not hap-
pening, and that is one of the biggest problems; I mean, look at
this.

Mr. BAssS. Are there any instances that you can cite where this
has occurred in New Hampshire?



42

Ms. DUGGAN. I do not know of any in New Hampshire, but one
of the things I would like to follow up on, our colleague from the
FTC said in fact, what the State administrator has stated that is
in the FTC report is that there is no enforcement, not that there
was not a problem but there was no enforcement, and their own
press release admitted they did not address the tax issue.

Mr. Bass. Reclaiming my time, please, the FTC in the State of
New Hampshire wouldn’t be the force mechanism. It would be the
State Liquor Commission.

Ms. DuGGAN. I understand.

Mr. Bass. And my understanding is there is no evidence that
there is any greater access to alcohol by minors as a result of the
passage of New Hampshire’s law.

If T could move to Mr. Sloane, no one has asked that the provi-
sions of the 21st amendment be used yet; is that correct?

Mr. SLOANE. To the best of my knowledge, that is correct.

Mr. BAsS. Are there any other—is there any other type of Fed-
eral support that could be provided that would ensure that viola-
tors be—violations be addressed?

Mr. SLOANE. ATF, now TTB, the Tax and Trade Bureau, issued
a circular some time ago, indicating that they would be more than
happy to cooperate with States in enforcement actions, even to go
as far as yanking the license, the Federal basic permit of a winery
that engaged in illegal direct shipment of any kind, which, if you
lose your license, you are out of business. So it is a pretty signifi-
cant deterrent, I think, actually.

Mr. BAss. Mr. Chairman, I have no further questions.

Mr. STEARNS. Thank the gentleman.

Ms. McCarthy.

Ms. McCARTHY. Thank you, Mr. Chairman.

Mr. Zywicki, I want to commend you for the report that was done
by the FTC staff. My State, Missouri, is not necessarily one of the
frontier States in this matter, but our Attorney General has done
some work in a sting operation to see about how it affects underage
drinking, but overall, having been a State legislator and a chair-
man of the Ways and Means Committee, I am very involved in tax
matters and how important those revenues are to States. I wonder
if you would comment briefly, and if you have already done this,
because I have been in and out because of votes and other matters
and I do not want you to have to repeat yourself, but the report
seems to show a disparity in what States actually do, although you
didn’t really have the breadth to look into it, how they do with that
revenue issue, but in the course of the work on that that your staff
did on this, did they come up with any thoughts that would be
helpful to us on this revenue issue, because the Federal Govern-
ment restricts the States in what tax tools they have, and sales tax
on products is one of the areas that are important to States? And
so I am wondering, as we review this whole issue and its many fac-
ets, if the revenue issue was something that was looked at and, if
so, would you care to share your thoughts with us on that matter
and what it does mean?

Mr. Zywickl. Absolutely. That was one of the things that, when
we contacted the States and asked them about it, that was one of
the particular things we tried to find out.
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First, an obvious point is in States where direct shipping is ille-
gal and it still occurs, such as situations that Ms. Duggan was de-
scribing, clearly no taxes are collected. We are basically talking Al
Capone during Prohibition. In a number of States that she has de-
scribed activity is illegal, which may account for why taxes are not
Cﬁllected. They are shipped in unmarked boxes and that sort of
thing.

With respect to the States that allow direct shipping, though, our
reports are that they had no problems collecting taxes, that they
used a number of systems, including permits, and various different
systems for remitting taxes. That was simply something that ap-
pears not to have been a problem in the States that have allowed
direct shipping.

Ms. McCARTHY. I thank you for that information.

I appreciate also the evidence in the report that bans on inter-
state direct shipping raised prices and that States not—you know,
shall not engage in this activity if it is appropriate to the State and
its vintners, can also be losing revenue at a time when States are
really pressed for revenue.

So, Mr. Chairman, I am really grateful you held that hearing,
and I think we should pursue that revenue where it is appropriate
to our committee’s work at a time when States are indeed looking
for opportunities to make ends meet, and that is just because of my
former Ways and Means role I am very sensitive to those matters.

Mr. STEARNS. Well, thank you for your insight.

Ms. McCARTHY. Thank you.

Mr. STEARNS. Thank all of the panel for being here today.

Did any of the other panelists want to comment?

Mr. SLOANE. Well, one thing, I would like to comment on the tax
issue. There are some States, Missouri is one of them, that have
engaged in a reciprocal kind of arrangement with other States
where they have made the decision from a public policy perspective
to forgo the collection of the revenues if the other State, the receiv-
ing State, does the same when they ship wine to the other State,
and in this day and age I think that is kind of a tough sell from
a public policy perspective, given where the States are financially
with the service structural deficit situation that they are looking
at.

On the one hand, I would like to make one point, and I am not
advocating not paying taxes by any stretch of the imagination; in
fact, we support permanent legislation. We are even volunteering
to pay Internet taxes, sales taxes and excise taxes as opposed to
many other folks in the business community, but let me just point
out one thing just to sort of give some perspective to the tax issue
so the people can understand: Right now the basic estimate, no one
really knows but the basic estimate is of the wine trade in the
United States, about .5 percent, half of 1 percent, may be going via
direct shipment, okay?

If you were to take the average State excise tax on wine, which
is 65 cents per gallon, and you decided that you weren’t going to
collect that tax at all for that .5 percent around the United States,
the entire revenue loss from that would be about $1.6 million. So
when they made the decision in the reciprocal States, I think it
was largely made over the notion that it would actually be more
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trouble and more costly to try to collect those taxes administra-
tively than to just forgo them.

Ms. DUGGAN. Ms. McCarthy, I would like to speak to that. Again,
I think what my colleague is referring to is .5 percent sales that
are illegal. The problem is there has been no enforcement and so
you have no idea what the true scope of the illegal trade is. So you
gave no way of having a tax revenue shortfall estimate for the

tates.

There have been some estimates that the States were losing over
a billion dollars a year in lost excise taxes due to illegal directed
shipments. So it is a very significant issue, and nobody reports
their own illegal behavior.

Ms. McCARTHY. Okay.

Mr. SLOANE. Well, can I also just respond to one thing?

Ms. McCARTHY. Mr. Chairman, may I have an extension of time?

Mr. STEARNS. Yes.

Ms. McCARTHY. Thank you.

Mr. SLOANE. Can I just respond to that briefly?

I think one of the questions you have to ask is: Yes, you can,
under a variety of circumstances, orchestrate and it has been dem-
onstrated that you can game the system and that somebody could
buy alcohol, an underage person could buy alcohol, over the Inter-
net.

The question is not whether they can or not. The question is
whether they will and do. That is the real question that needs to
be asked to determine how much of a regulatory kind of a frame-
work you really want to establish for that. Is it really worth it, and
to date, to the best of my knowledge, there are only maybe a hand-
ful of real cases in the United States where underage people have
actually been apprehended, arrested, tried, or convicted, even if
they had just been arrested.

To the best of my knowledge, almost all of the cases that you
talk about are things that are basically orchestrated stings, and so
I think you need to make a distinction. I do not think, given the
wide availability of alcohol on the streets of America that you are
going to find a great likelihood that kids are going to resort to
something like the Internet. It is too easy locally. Why bother?

Mr. Zywickl. If T may, this is a letter signed by James Barbuti,
who is the State of New Hampshire Liquor Commissioner. We
asked the States about precisely this issue, do you try to collect
sales or excise taxes; and I will just quote the response of New
Hampshire’s representative: “Yes, the State of New Hampshire Lig-
uor Commission collects an 8 percent fee on all shipments into the
State of New Hampshire. When the New Hampshire Liquor Com-
mission discovers an improper shipment, we contact the company
and inform them of the laws of New Hampshire. Once the company
learns of New Hampshire laws, they normally get a permit or stop
shipping into New Hampshire. The New Hampshire Liquor Com-
mission is working with out-of-state suppliers and encouraging
them to obtain a permit.” And just to add, the question was asked
earlier sort of about compliance. One other response we got from
New Hampshire was in response to the question: Does your State
conduct stings and with respect to whether there has been any
compliance, New Hampshire—and again this is a quote: “the New
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Hampshire Liquor Commission Bureau of Enforcement has in the
past done compliance stings against out-of-state shippers who do
not hold permits and against shippers who do hold permits.”

So I think the States are well aware of these problems. The
States that have allowed direct shipping are just as concerned as
everybody in this room about the various problems about excise
taxes and underage drinking, and their experience, I think, tells us
a lot on both of these particular issues.

Mr. SLOANE. My associate advises me that actually the level of
State excise tax collection today for wine in the United States to-
tals around $300 million a year, so it would be hard to imagine a
State would lose up to a half a billion or a billion dollars through
illegal direct shipment.

Ms. DuGGAaN. That was a public source.

Ms. McCARTHY. Thank you, Mr. Chairman, for allowing the ex-
tension of time. I know I strayed into Ways and Means issues, but
I think it was an important part of our understanding.

Mr. STEARNS. Well, you were chairing the committee in the State
and your experience is very helpful.

Ms. McCARTHY. Thank you.

Mr. STEARNS. We are going to conclude our subcommittee hear-
ing. I think the last word is if the FTC staff report analysis holds
true for markets other than McLean, Virginia and it can be ex-
tended to other communities across the United States then it is a
persuasive argument, and I think the best poster child of that case
is New Hampshire, that if they can do it properly, in which it ap-
pears they are doing, then it seems to be an argument for ques-
tioning an outright ban on other States, particularly when almost
50 percent of the States are doing it.

So I think we have at least aired that idea that you had, and
anyone else?

Mr. Radanovich?

Mr. RaDANOVICH. Mr. Chairman, please forgive me. I would like
to ask one question.

Mr. STEARNS. Sure.

Mr. RADANOVICH. I would like to ask of Ms. Duggan, the excise
tax number that was quoted of a billion dollars, it is easy to throw
out numbers, and I would like to ask if there would be an oppor-
tunity for written response

Mr. STEARNS. Sure.

Mr. RADANOVICH. [continuing] where you came up with that.

Ms. DuGGAN. Forbes Magazine.

Mr. RADANOVICH. If you would like to submit the article.

Ms. DuGaGaN. Yes, I would be happy to, but it is actually an old
figure, and it has probably grown since then.
th. RADANOVICH. That is fine, but I would like to see proof of
that.

Mr. STEARNS. By unanimous consent, so ordered to be submitted,
but also to allow other members if they wish to to submit other
questions, perhaps some that are not here that would like to sub-
mit questions. They have up to 5 working days to do so?

Yes, okay. With unanimous consent, so ordered.

So I will thank you for your patience and forbearance, and with
that and the subcommittee is adjourned.
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[Whereupon, at 11:45 a.m., the subcommittee was adjourned.]
[Additional material submitted for the record follows:]

PREPARED STATEMENT OF HON. MAURICE D. HINCHEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NEW YORK

Chairman Stearns, Ranking Member Schakowsky, and members of the Sub-
committee, thank you for calling this hearing and for allowing me to submit testi-
mony for the record. State laws that restrict on line sales and direct shipment of
wine to consumers are relics of prohibition era policies that are long overdue for re-
vision.

I represent a district in upstate New York that is home to a number of small,
on-farm wineries. These wineries are bright lights in a region that has suffered
much over the past decade. In addition to being a very high value agricultural crop,
wine and grapes have done more for tourism, economic development, and job cre-
ation in rural New York than just about any other factor in recent memory.

New York is third behind California and Washington in wine and grape produc-
tion. Our growers are projected to harvest a record 210,000 tons of grapes this year.
Roughly two-thirds of this production will be made into juice and the remaining one-
third will become wine. New York wineries employ nearly 3,000 people in the state,
with a total payroll of nearly $35 million. Almost half of these jobs are full time,
year-round positions.

The wine industry is fairly young in New York, but is growing rapidly. Just 25
years ago, the state had only 19 wineries, while today there are more than 160. Be-
cause many New York wineries are small, family-owned businesses with limited
production, they have added tasting rooms and retail outlets on their farms to at-
tract visitors, educate consumers, and sell directly to their customers.

Visitors to New York’s four primary wine regions—Long Island, the Hudson Val-
ley, the Finger Lakes, and Lake Erie—purchase a substantial portion of the wine
produced in New York. My winemaking constituents tell me that many of their visi-
tors come from other states and other countries, and that many make purchases on
the spot. The most frequently asked question is whether they can buy more from
the winery after they’ve returned home. To the great economic dismay of my con-
stituents and their visitors, the answer to that question is no.

Despite the importance of the wine and grape industry to rural New York, my
state is one of the largest that still prohibits direct shipment of wine to the state.
That law was overturned last year by a Federal district court (Swedenburg v. Kelly);
the injunction enforcing that decision was stayed while an appeal with the Second
Circuit is pending. Because the states that allow direct shipment do so on a recip-
rocal basis, New York’s prohibition effectively prevents New York wineries from
shipping all but a very limited amount of their product out of state.

This is ultimately a state issue, and one for the New York legislature to resolve.
A measure allowing direct shipment passed the legislature several years ago, only
to be vetoed by Governor George Pataki because of concerns about underage drink-
ing and a possible loss of sales tax revenue from mail order and Internet sales. Bills
have been introduced in the Assembly and the Senate this year that address these
problems, but are being held hostage to the competitive concerns of wine whole-
salers who have monopoly on distribution in the state. These are the same whole-
salers and distributors who will not handle sales and marketing for small wineries
with limited production, but who call for strict enforcement and prosecution if even
one bottle is shipped outside their system.

Because of the legislative impasse, New Yorkers are putting great faith in the
courts to resolve this issue. Oral arguments in the Swedenburg case were held in
early September and a decision is expected shortly. If the Second Circuit upholds
the lower court’s decision, we will have our hands full persuading the state not to
appeal the case to the Supreme Court.

Congress addressed some of the issues surrounding direct shipment last year
when we passed H.R. 2215, and allowed retail customers to ship home purchases
of wine they made on the spot. This law should not be amended or repealed. In ad-
dition, the Federal Trade Commission issued a report this summer that studied the
likelihood of increased underage drinking and sales tax evasion under direct ship-
ment. By looking at the experience of states that have enacted direct shipment laws,
the FTC concluded that direct shipment, properly constructed, could greatly benefit
consumers and winemakers without increasing underage drinking or tax evasion.
Furthermore, the Commission found that direct shipment complements, rather than
supplants sales of wine through traditional distribution channels. http:/
www.ftc.gov/0s/2003/07/winereport2.pdf
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Mr. Chairman, I want to thank you again for holding this hearing and for allow-
ing me to submit my statement for the record. Congress should not stand in the
way of the state legislatures and courts that are removing barriers to direct inter-
state shipment of wine through e-commerce or mail order. The rural economy is
hanging on by a thread and needs the boost that these sales will provide.

PREPARED STATEMENT OF THE WINE INSTITUTE

Restrictions on interstate direct-to-consumer wine sales limit competition and
place constraints on consumer choice. This issue impacts the ability of consumers
to have reasonable access to the wines of their choosing and has been a fundamental
concern for Wine Institute’s member wineries for decades. Wine Institute is the pub-
lic policy advocacy group representing more than 660 California wineries and affili-
ated businesses responsible for more than 80 percent of U.S. wine production and
90 percent of the country’s wine exports.

The Wine Institute believes that positive change will continue to be achieved
within a regulated marketplace that will accommodate the requirements of state
regulators and legislators. Several events, favorable to consumers, have occurred to
allow for limited, regulated direct access in a manner that regulators, wineries and
consumers all find satisfactory.

The Department of Justice Appropriations Authorization Act allows wine,
purchased while visiting a winery, to be shipped to another state.

As a result of heightened airline security and restrictions on passengers to ensure
safety, President George W. Bush signed this Act into law on November 4, 2002,
which contained a limited direct shipping provision. Consumers, who could other-
wise hand carry wine on aircraft into their state in accordance with their state law,
can now have 1t direct shipped to their homes. The Act was a formal endorsement
of limited direct shipment by the U.S. Congress.

S.577, the “21st Amendment Enforcement Act,” signed into law in October
2000, recognizes that state authority for alcohol distribution laws are
not absolute and must be balanced with other constitutional rights.

Congress recognized that the powers vested in the states by the 21st Amendment
are not absolute. S.577 requires the courts to balance state authority with other con-
stitutional rights, such as the commerce clause, the due process clause, and the First
Amendment. State Attorneys General can now gain access to federal courts to pur-
sue litigation for alleged violations of state law regulating alcohol shipping. How-
ever, they must demonstrate that state law is a valid exercise of power under the
21st Amendment and not inconsistent with any other provision of the Constitution.

Certain states maintain preferential treatment of local industry.

Despite U.S. Supreme Court decisions in the past that have ruled preferential
taxes and treatments of local wine industries to be unconstitutional, a number of
states continue to maintain such practices. As an example, Arkansas allows for local
wineries to sell their products in grocery stores, while out-of-state wines are only
available in package stores. Missouri and Washington both have imposed taxes on
all wines (including out-of-state wines) that are used for the marketing and pro-
motion exclusively of in-state wine industries. Eight states, Indiana, Maine, Michi-
gan, New Jersey, New York, Florida, Rhode Island and Ohio, prohibit interstate di-
rect wine sales, but allow intrastate wine sales and direct shipments.

Texas, Virginia, South Carolina and North Carolina have changed their
laws this year to bring total limited direct shipping states to 26.

As an indication that momentum is on the side of the consumer, court cases, fol-
lowed by legislative action, have resulted in new state laws allowing limited direct
shipping. Several of the courts ruled that bans on interstate shipping were unconsti-
tutional. The District of Columbia and 26 states now allow legal, limited direct ship-
ments. This is the result of ongoing work by the wine industry, and provides various
models for how the issue could be resolved in other states. In all cases, the amounts
of wine that can be shipped are limited, and provisions exist to prevent delivery to
minors.

Opponents of interstate direct shipping do not oppose in-state direct ship-
ping and online sales, making their underage access argument invalid
and the laws discriminatory to out-of-state wineries.

Direct shipping opponents have not targeted in-state online wine sales and deliv-
ery. The real reason for direct shipping bans is for protection of in-state businesses
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and the wholesaler system. In fact, opponents, such as the Wine & Spirits Whole-
salers of America (WSWA) which claims that direct shipping provisions exacerbate
underage access to alcohol, endorsed in 1999 the e-commerce web site,
WineShopper.com. This now defunct website attempted to complete the sales trans-
action through the use of the three-tier distribution. WSWA is not opposed to the
fulfillment method as long as the sale is completed through the wholesaler three-
tier system.

A July 3, 2003 FTC Report concludes that direct shipping states with deliv-
ery safeguards have “few or no problems” with underage access.

The Federal Trade Commission (FTC) issued a July 3, 2003 report, entitled “Pos-
sible Anticompetitive Barriers to E-Commerce: Wine.” Based on FTC survey re-
sponses, the report concludes that the states that allow direct shipping have proce-
dural safeguards against shipments to minors and report “few or no problems” with
these shipments.

The FTC report further concludes that many states hold the view that minors are
more likely to buy alcohol from local retailers than the Internet because of the high
cost of shipping and the fact that minors would have to wait days before learning
if a delivery would be made. The FTC “found no evidence suggesting that direct
shipping increases underage drinking beyond the levels attributable to sales by
brick-and mortar stores...Unfortunately, the evidence shows that adolescents cur-
rently can obtain alcohol without going to the trouble and expense of ordering it
over the Internet.”

Several reports indicate that most youth obtain alcohol through friends, acquaint-
ances, family members, and other adults who buy or provide alcohol to them. These
conclusions are from reports from the Century Council, “Underage Alcohol Access,”
published May 2003; the NAS “Reducing Underage Drinking” and FTC “Alcohol
Marketing and Advertising Report to Congress,” both issued September 2003.

Procedural delivery safeguards are in place to prevent underage access.

All states where direct shipping is legal already have regulations that include the
three National Academy of Science (NAS) recommendations: calling for alcohol pack-
ages to be clearly labeled as such; requiring the alcohol delivery person to verify the
recipient’s age; requiring that an adult signature be obtained from the recipient of
the delivery. Wine Institute has consistently supported the use of these safeguards
to help prevent underage access. In addition, common carriers, such as Federal Ex-
press and UPS, continuously conduct educational sessions for their delivery staff in
those states with legal direct shipments to assure procedural safeguards that will
prevent underage deliveries of alcohol packages.

Wineries can service their tasting room customers with direct shipments,
especially if they do not have distribution in the customer’s state.

Most of the 3,000 wineries in the country’s 50 states begin their sales and mar-
keting efforts primarily through their on-premise tasting rooms. In California alone,
wineries are receiving nearly 11 million visitors annually. While most early visitors
usually come from within the state where the winery is located, out-of-state visitors
typically come to represent an expanding part of any winery’s tasting room sales.

The challenge for wineries is finding a way to allow consumers to buy the wines
that they tasted when visiting the winery. In a 2003 survey of Wine Institute mem-
bers, 54 percent of the wineries indicated that they have been unable to gain access
to another’s state’s market due to an inability to find a wholesaler who was willing
to carry their brands. This is so because the number of wineries has dramatically
grown, while the number of wholesalers has decreased. According to the October 15,
2002 issue of Wine Spectator, there were 2,188 wineries in the United States as of
2000, up from 579 in 1975. The vast majority of those wineries are small, producing
multiple labels that the wholesalers are not able to carry. In contrast, WSWA had
450 members in 1975, down to only 170 today.”

The wine media provides wide exposure to wine brands, leading consumers
to contact wineries for a direct purchase.

Unlike most consumer goods, wine has generated an entire trade and consumer-
based media. Wine-oriented consumers have access to a myriad of publications that
discuss, critique, review and rate wines on a regular basis. Unlike most industries
where product lines remain constant from year-to-year, wine is an agricultural prod-
uct that can vary with every harvest. Consumers have come to rely upon the wine
media to make recommendations and observations about the various wines that are
available. Since most wine media is national in scope, it is inevitable that some con-
sumers are going to find themselves searching for wines that are not readily avail-
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able to them in their local markets. This exposure to new products often leads con-
sumers to contact a winery directly to make a purchase.

Wine Institute supports the three-tier system, but advocates for aug-
menting distribution.

A number of state laws and regulations have developed since the repeal of Prohi-
bition that serve to limit consumer choice. Wine Institute has worked carefully with
its member wineries to develop solutions to this consumer problem which do not un-
dermine the ongoing role of state regulators and local wholesalers and retailers. It
has been Wine Institute’s position that “we need to augment the three-tier system,
not replace it.”

CONCLUSIONS

Wine Institute believes that the right path for the future is working with states
to craft legislation that is a compromise between consumer demand for choices and
the regulatory requirements that create a safe and orderly market. Eighteen years
ago no state had passed direct shipment legislation. Today, more than half of the
states have some type of curative legislation on the books. Additional states will
open up their markets for direct wine shipping. It is the consumer who will benefit.
Wine Institute applauds the Congress for taking an interest in this consumer-driven
issue.

RESPONSES BY DAVID P. SLOANE TO QUESTIONS FROM HON. EDOLPHUS TOWNS

Question 1. With respect to the Federal Trade Commission (FTC) staff report that
included a study of market conditions in McLean, Virginia:

a. How does that study provide guidance for the rest of the United States with
regard to the price and variety of wines available to consumers?

b. Doesn’t the FTC testimony to the Committee contradict testimony received by
the FTC at the FTC Workshop clearly demonstrating that wineries sell wine directly
to consumers at retail prices, and when shipping costs are included, the cost to con-
sumers is actually more expensive than purchasing the same products through the
three-tier system?

Answer to Question 1

a) The FTC made a sound choice in selecting McLean, Virginia for its wine mar-
ket analysis. This community, not being too urban or too rural, is reasonably reflec-
tive of the average wine market in the U.S. today in terms of price and availability.
If anything, McLean, Virginia may offer consumers better pricing and selection than
the average wine market, effectively skewing the results in favor of the three-tier
system.

b) In general, since most wineries rely upon the three-tier system to sell at least
some portion of their inventory in local markets, undercutting the established retail
price would cause serious trade relations problems. The FTC study reveals that con-
sumers do reap savings when they purchase more expensive wines over the Inter-
net.

Question 2. The FTC press release regarding the FTC report claimed the report
did not address the issue of lost taxes, yet at the Subcommittee hearing, the FTC
claimed knowledge of the tax ramifications of direct shipping.

a. Has new information with regard to the tax collection ramifications of direct
shipping been made available to WineAmerica?

b. How were you able to explain the tax collection ramifications of direct shipping
to the Subcommittee if the FTC report did not address this issue?

Answer to Question 2

a) WineAmerica has developed a methodology for estimating revenue losses when
direct shipment is permitted without taxation, which was discussed in my written
statement to the Subcommittee. The average state excise tax on table wine is $0.65
per gallon, so each bottle is subject to an excise tax obligation of just over thirteen
cents. Based upon all available literature, we estimate that the maximum potential
for out-of-state direct shipment of wine is 0.5 percent of the total U.S. table wine
market of about 500 million gallons. As such, even if states did not collect a single
penny of excise taxes from these sales, the total revenue loss from excise taxes
would be approximately $1.6 million. For example, New York, one of the largest
states in terms of wine sales, would lose less than $40,000 per year in excise taxes
if it permitted interstate direct shipping without collecting the tax. However, if New
York enacts a “permit” direct shipment law similar to the ones enacted in Virginia,
and the Carolinas in 2003, it will be able to collect those taxes.

b) These estimates are in an affidavit WineAmerica filed in the wine shipping
case in New York district court. To our knowledge they are uncontested.
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Question 3. The 21st Amendment to the Constitution of the United States gives
individual states the right to regulate the distribution of alcohol.

a. Although admittedly not addressed in the FTC report, doesn’t the 21st amend-
ment give states the right to regulate the distribution of alcohol?

b. What constitutional or statutory authority gives the Federal Trade Commission
the right to involve itself in alcohol importation or distribution?

c. What authority allows the Federal Trade Commission to supersede the author-
ity of the Constitution of the United States and the 21st Amendment?

Answer to Question 3

a) Yes, but the courts have been gradually narrowing state authority under the
21st Amendment.

b) The Federal Trade Commission has general authority to examine issues of
trade within the United States.

c¢) Clearly, the Federal Trade Commission does not have the authority to
supercede the Constitution, nor has it made any attempt to do so with respect to
its examination of barriers to e-commerce.

Question 4. What logical process has WineAmerica used to extrapolate from a re-
port declaring that a state did not conduct any compliance checks or stings with re-
gard to sales to minors, and conclude from that lack of information that there is
not a problem with sales of alcohol to minors associated with direct shipping?

a. How do you reconcile the FTC’s finding of “no problem” with respect to sales
to minors in light of testimony given to the FTC by the Michigan Attorney General’s
ﬁfﬁce, n;edia reports, and information provided by witnesses at the Subcommittee

earing?

b. What evidence does WineAmerica possess that the “safeguards” noted by pro-
ponents of direct shipping actually work? How do you reconcile that lack of evidence
with the evidence given at the FTC Workshop and by witnesses at the Sub-
committee hearing that shows the safeguards do not work?

c. In light of the information reported in media and other sting operations clearly
demonstrating that common carriers often do not properly ascertain that the recipi-
ent of packages containing alcohol is of legal age; and that carriers sometimes leave
packages containing alcohol at the doorstep of mailing addresses without any at-
tempt to obtain proper identification, why does WineAmerica believe that common
carriers can be relied upon to carry out the function of properly delivering alcohol
by checking the identification of the package recipients?

d. In light of the fact that the Tax and Trade Bureau has never taken a single
license away from a winery [in spite of voluminous evidence of violations from the
Michigan Attorney General’s office, for example]l, why does WineAmerica believe
that the Tax and Trade Bureau can be relied upon as a caution to those shipping
alcohol illegally?

Answer to Question 4

a) First, few of the state regulators responding to the Federal Trade Commission
survey indicated any significant underage access problems related to direct ship-
ment. Second, while tens of thousands of minors are prosecuted every year for ille-
gally obtaining alcohol through the three-tier system, there are only a few known
cases where minors have been prosecuted for trying to purchase alcohol illegally via
direct shipment. Third, the appropriate question is not whether minors can obtain
alcohol via the Internet, but whether they will given its general availability; states
must target their enforcement resources to real problems, not hypothetical ones sug-
gested by orchestrated stings.

b) The Federal Trade Commission examined the facts and drew conclusions. Irene
Mead, then Michigan’s Assistant Attorney General for Enforcement admitted during
the FTC proceedings that her staff never determined whether any of the intercepted
shipments were addressed to underage persons.

¢) More than 50% of the nation’s population may receive wine by interstate direct
shipment and more than 80% by intrastate shipment. The laboratory of the states
has demonstrated that direct shipment of wine does not constitute a significant risk
of underage access. Moreover, there is no data to suggest that a clerk in a liquor
or convenience store is any more reliable than a driver employed by a common car-
rier.

d) On February 11, 1997, ATF (now TTB) issued Industry Circular 96-3 clarifying
its authority to assist states in enforcing their laws prohibiting the illegal importa-
tion of alcohol under the Federal Alcohol Administration Act. WineAmerica has no
reason to doubt that TTB would respond to state requests for assistance. In 2000,
Congress enacted the 21st Amendment Enforcement Act at the behest of state attor-
neys general to give states additional authority to pursue illegal out-of-state ship-
pers in the federal courts. Since then, not one state has exercised that authority.
That actions have not been taken by either TTB or the states suggests that illegal
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direct shipment is not of significant concern to warrant such action by state or fed-
eral regulators.

Question 5. What would be the response of WineAmerica to a mother of a teen
who ordered wine over the Internet, who had the wine delivered to his door or didn’t
have his ID checked, and ended up getting hurt in a drunk driving accident? How
would WineAmerica characterize the alleged safeguards in place in this cir-
cumstance?

Answer to Question 5

Drunk driving is a major problem in the United States, which is of deep concern
to WineAmerica. Our members take very seriously their responsibilities to uphold
the law, and to ensure best practices at their wineries. To our knowledge, however,
zhe direct shipment of wine to teenagers has never resulted in any automobile acci-

ents.

Question 6. How would the safeguards against minors’ access to alcohol espoused
by WineAmerica have prevented deliveries of alcohol from being made in the fol-
lowing cases:

a. The teen in the alcohol rehabilitation facility in Michigan who successfully or-
dered 2 separate cases of bourbon, and had them delivered to him in the rehabilita-
tion facility?

b. The teen that successfully ordered a bottle of wine delivered to him in the
South Dakota state capitol?

c. A 15-year-old who used his own credit card to successfully order bottles of te-
quila, and had the package left on his doorstep [no I.D. check]| in a state that pro-
hibits such shipments regardless of consumer age?

d. An 11-year-old boy who successfully accepted delivery from a common carrier
of a bottle of wine in a box clearly marked “wine” and labeled to require an adult
signature?

Ille. Tl'})e sale and delivery of beer to a 17-year-old in Alabama from a company in
inois?

f. The shipment of beer to a minor in the Missouri Attorney General’s office?

Answer to Question 6

a) Clearly this involved a delivery in violation of Michigan law. The individuals
responsible for that delivery should be prosecuted.

b) Illegal shippers should be prosecuted.

c) Illegal shippers should be prosecuted.

d) No system is perfect. However, since there is little hard evidence to indicate
that teens are obtaining alcohol via the Internet, they must be obtaining it from
other sources, such as the three-tier system.

e) Illegal shippers should be prosecuted.

f) Illegal shippers should be prosecuted.

Question 7. What system of safeguards is WineAmerica aware of that would pre-
vent the foregoing incidents listed in Question 6 a-f from happening in the future?

Answer to Question 7

It is clear that direct shipment of wine does not pose a significant threat. Further-
more many of the instances cited in question 6 involve unrealistic “stings” where
underage persons are being protected against the consequences of violation. There
is no question that the difficulty, inconvenience and risk of being caught by attempt-
ing to obtain wine through direct shipment—with its high cost, delay in gratifi-
cation, and paper trail—obviously serve as an enormous deterrent to abuse. There
isb no point in legislating more stringent safeguards where there is no evidence of
abuse.

Question 8. What is the legal or regulatory difference between products such as
“fortified wine” or “Eye of Newt wine” and so-called “fine wine” such that
WineAmerica can be certain that only fine wine is shipped directly?

Answer to Question 8

Given the cost of shipping wine, most direct-to-consumer wine shipment involves
more expensive wines that are not easily obtained through standard channels of dis-
tribution.

Question 9. If the lawsuits that allege discrimination, and which your members
support, are successful, and wine is allowed to be shipped directly, won’t your law-
suits result in further lawsuits seeking to ship beer and spirits directly on the same
basis of discrimination against these other forms of alcohol?

Answer to Question 9

There is ample precedent for treating various kinds of alcoholic beverages dif-
ferently, both at the state and federal level. Federal excise taxes are much higher
for spirits than for beer or wine. Some states have chosen to limit their direct ship-
ment laws to wine only. We cannot predict the future, but doubt such litigation will
materialize, or be successful.
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Question 10. Why do wineries sell wine via direct shipping at retail prices? If you
are truly concerned about the price markup to consumers, why not pass any cost
savings associated with direct shipping along to consumers? Isn’t the “money,
honey” issue you raised at the hearing all about more money accruing to the
wineries you represent if direct shipping is allowed?

Answer to Question 10

The practical answer was already supplied in my response to question 1 b). As
I testified during the hearing, the three-tier system works very well for the top 100
wineries in the U.S. However, most American wineries are small, and do not have
the brand clout, production capacity or financial wherewithal to secure distributors
outside of their own immediate markets. As such, in order to serve winery cus-
tomers that reside in other states, an alternative market mechanism, such as direct
shipment, is necessary.

Question 11. What is the average cost per acre of vineyard land for the members
of WineAmerica? What is the average profit per bottle your members sell on their
winery premises? What is the average profit per bottle your members sell by direct
shipment?

Answer to Question 11

Cost per acre varies from a few hundred dollars to tens of thousands, depending
upon state and region. We do not have any profit per bottle figures. However, one
of our larger members, Robert Mondavi Winery, is a public company, so its finan-
cials are available. In 2002, the company sold slightly less than 10 million cases of
wine with net income of approximately $40 million dollars, which translates to
about $4/case, or 33 cents per bottle. The vast majority of our members are small
family owned and operated farms, producing less than 10,000 cases per year. These
are hard working farmers who depend upon direct sales because the three-tier sys-
tem does not adequately serve their interests.

Question 12. If an average consumer consumes an entire bottle of Cabernet
Sauvignon by himself, does that consumer become legally intoxicated? Is that level
of intoxication less dangerous because wine is produced by an “ancient craft”?

Answer to Question 12

As any scientist will attest, it depends on factors such as whether the wine is con-
sumed with food, as wine typically is, and the length of time over which that wine
is consumed. However, such a quantity is probably excessive under any -cir-
cumstance.

Question 13. Please provide the name of every member of and donor to the Coali-
tion for Free Trade.

Answer to Question 13

We do not have membership or donor lists for the Coalition for Free Trade.

Question 14. Please provide the name of every member of and donor to Free the
Grapes.

Answer to Question 14

We do not have membership or donor lists for Free the Grapes.

Question 15. Are any retailers or wine or spirits suppliers members of or donors
to either the Coalition for Free Trade or Free the Grapes? Please provide the names
of these entities.

Answer to Question 15

We do not have membership or donor lists for these organizations.

Question 16. Are any members of WineAmerica also members of either the Coali-
tion for Free Trade or Free the Grapes? Please provide the names of those entities.

Answer to Question 16

We do not have membership or donor lists for these organizations.

Question 17. In a February 22, 2001, letter sent by you to the Progressive Policy
Institute, while you were the chief lobbyist for the Wine and Spirits Wholesalers of
America, you stated, “beverage alcohol does not fit ‘cookie cutter’ assumptions about
e-commerce.” How is it that you now, as the head of WineAmerica, can argue to the
contrary that wine, which you do agree is beverage alcohol, should be a part of that
“cookie cutter” deregulated system and be shipped freely over the Internet the same
as books, CDs or other consumer products?

Answer to Question 17

I did not then, nor do I now, advocate the unregulated shipment of wine.
WineAmerica supports the limited direct shipment of wine under state regulation.
The legislation we support calls for payment of taxes, filing of reports, requirements
for an adult signature and age verification with a government ID.

Question 18. In that same February 2001 letter, you stated, “The 21st Amend-
ment to the Constitution cedes to the states the responsibility for regulating the im-
portation and sale of alcohol across their borders. Alcohol is the only consumer prod-
uct with a constitutional amendment affecting its regulation and distribution.” You
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apparently now believe that the 21st Amendment should be ignored in favor of the
dormant Commerce Clause. How did this change in your viewpoint come about?

Answer to Question 18

As the Supreme Court has stated, the 21st Amendment and the Commerce Clause
are parts of the same constitution and must be considered in light of each other.
This conflict deserves and needs a resolution, and I have always believed that.

Question 19. In addition, in that same February 2001 letter, you also stated, “Un-
like other areas of e-commerce, the sale of wine over the Internet does not yield any
savings to the consumer.” Now, apparently, your story has changed and you state
that direct shipments offers significant savings to the consumer. How did this
change in your viewpoint regarding the alleged cost savings to consumers of direct
shipping come about? Can you demonstrate that all of your member wineries are
passing on the savings to consumers realized through bypassing the wholesale and
retail tiers, and that your members are not taking advantage of direct shipment to
enable them to pocket all three (producer, wholesaler and retailer) price margins?

Answer to Question 19

As I stated in my response to question 1 b), the FTC study reveals that consumers
do obtain savings when they purchase more expensive wines over the Internet.
However, by far, the more significant benefit is consumer choice. As I stated in re-
sponse to one of your questions during the hearing, wineries in the Finger Lakes
of New York State, which are making world-class wines, cannot find distributors to
sell their products in New York City. Fortunately, New York permits in-state
wineries to ship their products on an intrastate basis, so that consumers in Manhat-
tan can still obtain these wonderful products. That authority has existed since the
1970s, without any incidence of underage access, and that experience is being re-
peated all over the country, as more states enact laws to regulate the interstate
shipment of wine.
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Mail-order wine is catching on. The distribution giants
don't like that, and states are reacting.

Felonious
shopping

By Tim W. Ferguson with James Samuelron

Sir A noTEE of wine {or becr or
spirits} intn Kentucky oureside the offi-
cial channvls and you'll gee s wamning,
“Ihe sccond time it's a fclony. That's
the new law come this summer, the
farese and loudese alvo from shsee
regulstors around the nation whao are
using powers dating back to the end
ot Prohibition to cork an nlarming
mend=~the empowemntent of retail
cuRtoONers.

Siner the cardy 1980r, afker the
demise of “Hifr rade™ saantees and
the rise of bowrique producers, dircyt
marketing of premium wine las blos-

to approach. by one estimarte,
51 billon, That comparcs with S6
bitlion in wholesale wine tmde
chrough the mraditional discribution
sestemy. Leading the woy have been
discount wine shops chat make their
warcs avallable across the counmy via
catalogs and {soon) through the In-
remet. “Clubs™ that send our selex-
gons to subscribers are also involved.
Small winerics, tao, rely on such sshes
when they cannot crack inareasingly
consalidated distriburion lats. .

Ar frelpht chianges of 525 o S40 2
12-borle case for our-ofstare deliv-
ery, ir's not necessarily cheaper to buy
from a catalog as oppoxed to a stan.
dard wine reraiter, but you mav got
Mo variery-—cspecially from among
small vineners—and vonvenicnce.

MHeowover, nose states forbid wine
to enter excepr via officially sanc-
rioncd chiannels, which can be cithee
fﬁ\‘:m distriburars or a government
iquor aushority. The contraband's
bheen getting in nevertheless, and the
offlimits states are cracking dvwn,
wirh hawsuirs, scizores or, in Kearucky®s
case, the threar of jail.

In Florida, the authoritics are try-
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ing to make a (ederal (lirerally,
through ‘a suir filed injUS, diserict
cattrt) out of shipmains by Zachys
_Winc & Liguor of § w NLYL.
and six orher discounters or clubs,

Culverhouse I, is anton

g dhiose wha
have fired off a Jetrer g0 Governor
Lawton Chiles dmmndl{l'g that Hori-
da't regularars, not the shippers,
cease and desist, Noronly is his supply
of rarc vinrsges threarened, bur Cul-
verhause's Esmily is a facjee supplier of
Hodda juice oranges (0 Tropicana
and fears e sort of retaliavion from
California’s legislatwre] He wyote,
“All thar the Californik agricubure
Industry nevds is an exeuwse, and the

Statc Aleoholic Rew Ceormis-
sion s giving them m&lf

When-as with Zachys and the
athers avensed in Florigainterstare
shipments of nmoxicants bypass the
3 cer-listriba-
tor-rerailer) thar is statdand in the
slcoholic-beverage industey, gavern-
ments may it our on sales and
excite tases (according ro Chicago
h\\?:er Morton Sicpeld who wirks
with fiquor agencics, as huch as S250
miflion a year i lost). (The labyein-

[
i



thine srare Jyws are set up to snag both
foot and undeeage libation} if they're
hreached, sonie politicians arguc, kids
mat ger their hands an the swill
Hut rable wine is fightly axed by,
liquor standards anyway, and vou
don’e find roo many roenajers bing-
ing on 530 botrles of cabierner twuvig-
noty. Nosides, e seliers sap whey’d
whadly pay the fevies and puflcc 1 at
pickup, So rhe lepal wave that’s cas.
ing the stir would seem 1o have same
ulterior motive. “The feal pumpose of
this {Kenmcky] hill,” editorslized
the Lexington Hernid Leader, ““was o
ciraare that every slp o shoholie bev-
eragx consumed fn thittaie put ston.
ey iy the bank for the mm\(:{\nhnic
Jdistribaranhips that control xiles
rhrowghout Kenmcky ™
Thoae  cnrreiched  alisiribiton
vhannels e politival cdlout in buth
partics, Kentucky Govenor Paul Par-
(o, 3 Demoerat, signed the faw—
fe's the guy whio proctainsed his nar
row victory Tast Neovember s repudia-
doa of Nowt Giagrich and the tors
Conrct With America, g scizuns
have taken place fately in New Jorey,
Maryland and Masschusctrs. 3 mized
bag. llc'!mlﬂb:mﬁkiwmt Giean
Iaraki of New York recently vetood &
hill that wonh! have vased Empi
Starc restrictions om direer wine
ments, Bur Governor Geprge W
Dush of Tuxns nixed legijation o
vighien limirs theae, .
Most ubservers say direet belfing of
wine ammins ro S350 million to $750
willion a vear, bue Rich Cargiere, edi-
tor of Wine Nugnes Pabligpeims in
Sonona, who covers the suljecr ke
nobady clscpinsisrs S idilliopisoon:

servative. It can be s converr] nobody

knowse. “Some of thase shops pre fabl-
inje the dases ‘glassvane’ so Federal
Expresewun's know {the atrbome car-
ticrs arc nervaus abaur the laws], and
purting their mother's hause as a o
rurn adudress,” Cartiere savs.

Ronakl Loutherback, swaer of the
three-store Wine Club chain in Call-
Jornia, anc of thase sucd by the State
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of Florida, 15 scnding a ketrer 1o cana
log rerailers and wineries asking for
contributions to tight the case 10 ap-
pellace courts if ie comes ro shac. The
pincering Loutherback, who's buile
his ten~year-old business beyand $21
million (neardy alt in-stare) in ycarly
sales by charging only 8% ro 12%
above cost, sis 3 stand wecds to be
raken, “or chey'll do it again nost year

; in somc other seatc.”

Who iz “they™? “Evervone Lealk to
doven there thinks this is the work of
the major distritwitors,™ says Lowth-
erback, and in Florida thar tngers
giant Southern Wine & Spirits.

Make no mistake: The fiquor dis-
tribwrors exercise sway with their ecg-
whwors. The srate-nestare distribu-
rion industry, which inchades heer
and spirits as well, {5 2 547.5 billion
franchise natlonwide. rs mast power-
ful plavers are survivors of 2 grucling
vonwlidation process brought ahoue

Wige lover Hugh
Culverhonse Jr. of
Florida fears for his
eollar snd his oranges.
—

by squcrzed manging at the hands of
divunters, lagge {as in Price/
ConCo) and small, Calilornia, for
vxample, had more than 20 distribue
vars 15 vears agn: coday, only 2 major
plaes remain: $2.1 billion (reve-
once) Southern amd S1 biflien
Young's Market Co. of Ornge
Counry,

Rig and small winericx alike need
these middlomen to carry their hrands
and to navigare 52 ditferent federat
and state paxedures for markedng
vheir pradusers. Some wineries would
fike altermative delivery ‘channels, A
fow are cmbangoing Kenoucky in pro-
test of it new kv, bur mvost of them
aren’s inclined to antagonize their
hivtribvuiors an 2 core polirical issoe,
Looks like there's scoype here fong some
pro~ciommimcr deregulation, -
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state excise and sales taxes,

In muon to providing minors easy access to alcohol, co?sumer—dlre:t shipment of alcohal mreatens

This is crudal as states are increasingly dependent on
. having jumped nearly 40 percent In the last

1995 Public Revenue from Alcohol Beverages P

STATE

Alsbama
Alaska
-Arizona
Arikansas
California
Coloraio
Connecticut
Dejaware

District of Columbia
Florida

Georgla

Hawgit

Kiaho
inals
Indiana
fowa
Kansas
Kentucky
Louigiana

South Carolina
South Dakots
Tennessee
Texas

tah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

TOTAL STATE &

LOCAL REVENUE
$ 245,703,000
19,138,000
153,101,000
53,988,000
692,683,000
134,718,000
108,002,000
12,350,000
£2,841,000
1,146,844,000
374,842,000

370,604,000
99,088,000
83,948,000
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nues generated by alcohiol, with revenues
de, nearly 20 percent since 1990.

At Risk By Illegal Direct Shipping

SOURCE

AL ABC Board

AK Dept, of Revenue
AZ Dept. of Liquor Licenses 8 Control, A2 Dept. of Revenue
AR Dept, of Finance & Admin.

Dept. 5t ABC

CO Dept. of Ravenue
€T Yax Dapt., Dept. of Liuor Controf
DE ABC Comm,
DC Dept. of Financs & Révenue

FL Dept. of Business Reg., Div. of Alsoholic Beverages & Tobaseo
GA Dept of Revenue
Hl Dept. of Texation
D State Liquor Dispensaty, iD State Tax Comm.
ii. Dept. of Revenue, iL Liquor Contrai Comm.
IN Dept. of Revenue
{A Beer & Liquor Control Dept.

K8 Uept. of Revenue, ABC Div., Div. of Taxation
KY Oept of ABC
LA DEpt. of Revenue & Taxation, Office of ABC
ME Bureau of
MD Treasury Dept.
MA O=pt. of Revenue, MA ABC Comm.
Mi Liguor Control Comm

MN Dapt. of Revenue
MS State Tax Comin., Tybaeco, Beer, Severances & Mise, Tax Div,, ABC Div.
MO Dept, of Public Ssfaty, Div. of Liguer Contral

MT Dapt. of Revenue, Liduor Div,

NE Liguor Control Comm
NV Dept. of Taxation, Liquor Dept.
AH State Liquor Comm.
U Dept. of Treasury, Div. of Texation, M.t Dep& of law & Publie Safety
NM Taxation & Ry Dept., Tex

NY Dept of Tuxation & Rirance, Bureay of Tn Statistics, NY Div. of ABC
m Dept. of Revenuo

e Tex Div,, NO Li

QOH Dept. of Taxetion, Dept, of Liguor Control
QK Tax Comm,, Beverage Div., OK ABC Board
QR Liguor Controt Copnm,
PA Liquor Contro! Board
Rt Dept, of Business quuhﬁon, Liquor Controi Div.
SC ABC Comm., SC Tax
80 Dept. of Ravenue, Ah:ahoﬁc Beverage Tax Section
R Dept. oi Revanue, h’A :n Tax Div.

(0

ur Ltquur Contrat Commn., UT State Tax Comm,
VT Liquor Contral Board

VA Dept. of ABC, VA Debt. of Taxation
WA State Liquor Confrol [Board

VWV ABC Comm,, WV Beer Comm.

Wi Dept. af R ge & Clg;
WY State Liquor Cornm,

g Dept.

O

Tax Section

Compiled by The Distitied Spirits Councll of th United States, Decembar 1996
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UNITED $TATES OF AMERICA

FEDERAL TRADE COMMISSION
WASHINGTON, D.C, 20580

Office of Palicy Planming

Todd J. Zywicki
Dircetor

Dircet Dial
{202) 326-3683

The Honorable John D. Dingeli
Ranking Member

Comumittee on Energy and Commerce
U.S. House of Representatives
Washington, D.C. 20515-6115

December 4, 2003
Dear Representative Dingell:

I very much appreciated the opportunity to present the Commission’s testimony at the
October 30, 2003 hearing before the Sub ittee on Ci ce, Trade, and Consumer
Protection regarding “E-Commerce: The Case of Online Wine Sales and Direct Shipment.”
Enclosed please find my written responses to the follow-up questions submitted by
Representative Towns.

Please let me know if I can be of further assistance.

Sincerely, »

Todd J. Zywicki
Director
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Questions for Mr, Todd Zywicki
from the Honorable Edolphus Towns
Subcommittee on Commerce, Trade, and Consumer Protection
regarding the October 30, 2003, hearing entitled
“E-Commerce: The Case of Online Wine Sales and Direct Shipment™

1. With respect to the Federal Trade Commission (FTC) staff report that included a study
of market conditions in McLean, Virginia:

a. How does that study provide guidance for the rest of the
United States with regard to the price and variety of wines
available to consumers?

Answer: Prior to the study of market conditions in McLean (“McLean study”), there was
little empirical information on how access to out-of-state wine sellers through the Internet
affected prices and varieties of wines available to consumers. To address this void, the study
analyzed the prices and wine selections offered by stores that identified themselves as wine
retailers in the greater McLean, Virginia area for a pre-identified bundle of wines. Mcl.ean was
chosen as the relevant retail area for several reasons. First, at the time the study was condusted,
Virginia banned direct sales from out-of-state suppliers. Second, given the socio-economic
status of many residents in McLean (and northern Virginia, generaily), it seerned likely that
several bricks-and-mortar outlets could be found locally that catered to the needs of a
sophisticated wine drinking population. As a result, an estimate of the effect on variety was
likely to be conservative and conld not be dismissed as driven by the choice of a location where
few fine wines would likely be available. McLean is just one market; smaller or less affluent
markets likely have somewhat less vanety than McLean, and larger or more affluent markets
likely have somewhat more variety,

The McLean study found that consumers can purchase many wines online that are not
available in nearby bricks-and-mortar stores. The study found that 15% of a sample of popular
wines available online were not available from retail wine stores within ten miles of McLean.
The study also found that, depending on the wine’s price, the quantity purchased, and the method
of delivery, consumers can save money by purchasing wine online. Because shipping costs do
not vary with the wine's price, consumers can save more money on more expensive wines, while
less expensive wines may be cheaper in bricks-and-mortar stores. The McLean study suggests
that, if consumers use the least expensive shipping method, they could save an average of 8-13%
on wines costing more than $20 per bottle, and an average of 20-21% on wines costing more than
840 per bottle. These results should be interpreted as an indicator of the potential for direct
shipment to offer price and variety benefits to consumers, rather than a quantitative prediction of
the size of these benefits if a direct shipment ban was lifted.

b. Doesn't the FTC testimony to the Committee contradict
testimony received by the FTC at the FTC Workshop clearly
demonstrating that wineries sell wine directly to consumers at
retail prices, and when shipping costs are included, the cost to
consumers is actuslly more expensive than purchasing the
same products through the three-tier system?

Answer: The McLean study found that, including shipping costs, consumers can save
more money on more expensive wines (as detailed in the previous answer), while less expensive
wines may be cheaper in bricks-and-mortar stores. At the FTC Workshop, witnesses provided a
variety of largely anecdotal views as to the prices available online. Systematic data analysis,
however, generally provides more accurate and reliable evidence regarding prices than anecdotes.
The McLean study was conducted by economists trained in methods of empirical analysis and
reviewed by Ph.D. economists.



59

2. The FTC press release regarding the FTC report claimed the report did net address the
issue of lost taxes, yet at the Subcommittee hearing, the FTC claimed knowledge of the tax
ramifications of direct shipping.

a. Has new information with regard to the tax collection
ramifications of direct shipping been made available to the
FIC?

b. How were you able to explain the tax collection ramifications
of direct shipping to the Subcommittee if the FTC report did
not address this issue?

Answer: The Report focuses ou the competition and consumner protection issues,
although the Report does discuss the tax issue. The press release identifies the scope of the tax
discussion: “The report also does not focus on the merits of the tax debate, other than to note that
states attempting to collect taxes generally report few or no problems with collecting them.” See
Federal Trade Commission, POSSIBLE ANTICOMPETITIVE BARRIERS TO E-COMMERCE: WINE
(2003) (“Report™), at hitp://www.fic. gov/os/2003/07/winereport? pdf. Accordingly, while the
Report does not “focus™ on the tax issue, the Report does discuss information that state officials
provided to FTC staff. For example, FTC staff asked officials from many different states the
following questions: “Do you try to collect sales or excise taxes on shipments of wine into your
state, and if so how effective have you been? Have you had any problems collecting taxes from
out-of-state shippers?” The Report reprints the state officials’ answers in an appendix, and also
discusses their answers. In general, several states that allow interstate direct shipping also collect
taxes from those shipments. By requiring out-of-state suppliers to obtain permits, states such as
New Hampshire have sought to achieve voluntary compliance with their tax laws. Most of these
states report few, if any, problems with tax collection.

3. The 21st Amendment to the Constitution of the United States gives individual states the
right to regulate the distribution of alcohol.

& Althoungh admittedly not addressed in the FTC report, doesn't
the 21" amendment give states the right to regulate the
distribution of alcohol?

Answer: Yes. Section 2 of the Twenty-First Amendment states as follows: “The
transportation or importation into any state, territory, or possession of the United States for
delivery or use therein of intoxicating liquors, in violation of the laws thereof, is hereby
prohibited.”

b. ‘What constitutional or statutory authority gives the Federal
Trade Commission the right to invalve itself in alcohol
importation or distribution?

Answer: The Federal Trade Commission is charged by statute with preventing unfair
methods of competition and unfair or deceptive acts or practices in or affecting commerce.
Federal Trade Commission Act, 15 U.S.C. § 46. This statute gives the Commission the authority
to “gather and compile information concerning, and to investigate from time to time the
organization, business, conduct, practices, and mauagement of any person, partnership, or
corporation engaged in or whose business affects commerce.” Under this statutory mandate, the
Commission seeks to identify business practices that impede competition or increase costs
without offering countervailing benefits to consumers. See 15 U.S.C. § 46(b). As outlined in the
written testimony, Commission staff have often assessed the competitive impact of regulations
and business practices affecting e-commerce in a variety of industries, including real estate,
contact lenses, and funeral goods. Such assessments can inform the decisions of both state and
federal policymakers.
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c. ‘What autharity allows the Federal Trade Commission to
supersede the authority of the Constitution of the United States
and the 21* Amendment?

Answer: The Federal Trade Commission does not have the authority to supersede the
authority of the Constitution of the United States or the 21* Amendment.

4, What logical process has the FTC used to extrapolate from a report declaring that a
state did not conduct any compliance checks or stings with regard to sales to minors, and
conclude from that lack of information that there is not a problem with sales of alcohol to
minors associated with direct shipping?

Answer: To gather information on the actual experiences of states that allow interstate
direct shipping, FTC staff contacted officials from numerous reciprocity and limited importation
states and asked them a variety of questions, including whether they had experienced problems
with interstate direct shipping to minors. Most of the surveyed states provided written responses.
Staff also reviewed testimony from a California alcohol regulator who had testified before
California’s legislature.

In general, these state officials report that they have experienced few, if any, problems
with interstate direct shipment of wine to minors. Most of them do not believe that interstate
direct shipment of wine to minors is currently a serious problem, although several of them
believe that it is possible for minors to buy wine online. None of them report more than isolated
instances of minors buying or even attempting to buy wine online. Some of them, such as
California, have monitored the issue of alcobol delivery to minors for years or even decades.

Notably, New Hampshire has conducted stings against out-of-state shippers. In a letter to
FTC staff, New Hampshire reported that, “The NH Liquor Commission Bureau of Enforcement
has in the past done compliance stings against out-of-state shipper [sic] who do not hold permits
and against shippers who do hold permits.” New Hampshire then reported that, “We suspect
there may be some instances where this is occurring but we have very little evidence in this area
and do not believe this is a serious problem at this time.”

As your question suggests, the fact that states have recejved few complaints about direct
shipments to minors does not establish that minors are not purchasing wine online. As noted by
a Michigan Assistant Attorney General, minors who buy wine online are untikely to report their
purchases to the authorities, and neither the package delivery company nor the supplier may
know or care that they are delivering wine to aminor. The FTC cannot rule out the possibility
that minors are buying wine online undetected by state officials. Nevertheless, states that allow
interstate direct shipping generally say that direct shipping to minors currently is not a serious
problem, and that they have received few or no complaints about direct shipping to minors.
States can receive information in ways besides stings. For example, if online wine sales to
minors wexre a serious problem, one would expect that at least some parents would complain to
the relevant state officials, particularly because parents likely would see the wine orders charged
to their credit cards. In other words, the fact that states have received few such complaints is
itself important information about the scope of the problem.

a. = How do you reconcile the FT'C's finding of “no problem” with
respect to sales to minors in light of testimony given to the FTC
by the Michigan Attorney General's office, media reports, and
information provided by witnesses at the Subcommittee
hearing?

Answer: FTC staff carefully evaluated all of the information received at the workshop.
FYC staff also gathered additional information from studies, media reports, and officisls from
many different states, including New Hampshire, lllinois, California, Michigan, and others. The
Report did not find that there was “no problem” with respect to sales to minors. As discussed in
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the Report, in states that allow interstate direct shipping, the state officials generally report that
they have experienced few, if any, problems with shipments to minors. As the Report also notes,
there is evidence, largely anecdotal, that minors have been able to buy wine online in some
instances, See Report, pp. 26-27. Nevertheless, FTC staff found or received no systematic
studies assessing whether direct shipping causes an increase in alcohol consumption by minors.
The principal sources of information — data from state compliance checks and one empirical
study on home alcohol delivery - are inconclusive on this point. In regard to Michigan and other
states that ban interstate direct shipping, it is not clear whether their experiences are comparable
to the experiences of states that allow direct shipping, because those states may have different
ordering and distribution practices, such as different levels of training for couriers in those states.
In any event, the evidence from the McLean study suggests that an interstate shipping ban
primarily deprives consumers of access to lower-cost sources of high-end, expensive wines. FTC
staff has seen no evidence indicating whether higher prices for these types of fine wines would
curtail consumption significantly either among the general populace, minors, or problem
drinkers. :

b. ‘What evidence does the FTC pussess that the “safegnards”
noted by proponents of direct shipping actually work? How do
you reconcile that lack of evidence, with the evidence given at
the FT'C Workshop and by WSWA at the Subcommittee
hearing that shows the safegnards do not work?

Answer: Unfortunately, there is no systematic empirical data revealing how often
couriers obtain a valid adult signature. Both UPS and FedEx, however, have adepted policies
that require their couriers to obtain adult signatures. As several federal courts have discussed,
states can develop penalty and enforcement systems to provide incentives for both out-of-state
suppliers and package delivery companies to comply with the law.

If online wine sales to minors were occurring frequently, one would expect that parents
would complain to the relevant state officials, particularly because parents likely would see the
wine orders charged to their credit cards. FTC staff contacted officials from numerous reciprocity
and limited importation states and asked them a variety of questions, but those state officials
generally report that they have experienced few, if any, problems with interstate direct shipment
of wine to minors. Most of those states require an adult signature at the point of delivery and
similar safeguards discussed in the Report. In addition, FTC staff is aware of no evidence that
states that allow intrastate direct shipping have experienced problems with direct shipments to
minors. See Report, pp. 27-29. Finally, as noted earlier, it is not clear whether the experiences of
states that ban interstate direct shipping are comparable to those of states that allow such
shipping, because ordering and distribution practices, such as the extent of training for couriers,
may differ.

¢ Why does the FIC on its Internet site have information

warning about Internet gambling and its negative effect on
children?

Answer: The FTC Internet site contains two pages regarding Internet gambling. These
sites are characteristic of the FTC's broad consumer sducation program, which provides
consumers with information about issues of concern. The sites warn parents that many Internet
game operators operate from servers outside the U.S. — beyond the jurisdiction of state or federal
regulations. The sites warn that minors who gamble online can lose money, ruin a good credit
rating, and become addicted. They further warmn that gambling sites do not pay out to minors.
See FTC website, http://www ftc. gov/bep/conline/pubs/alerts/olgamble. him;

ttp:/fwww, ov/opa/2002/06/onlinegambling htm.

d. In light of the fact that the FTC feels Internet gambling is
dangerous for children, why dees the FTC believe that Internet
sales of alcobol to minors is not dangerous to children? Isn't
alcohol a greater real danger to children than gambling?
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Answer: The FTC has consistently reported that alcohol consumption poses significant
dangers to minors. As discussed in the Report,

Much of the public debate surrounding online sales focuses on the problem of
underage drinking. In 2002, approximately 20% of eighth graders, 35% of tenth
graders, and 49% of twelfth graders reported that they had used alcohol one or
more times within the previous thirty days. . . . Alcohol use imposes significant
costs, in both human and economic terms. Although the numbers are very
difficult to quantify, one study estimated that, in 1996, the total cost of underage
drinking ~ including traffic crashes, violent crime, burns, drowning, suicide
attempts, fetal alcohol syndrome, alcohol poisoning, and treatment — was $52.8
billion,

See Report at 15. See also FTC, ALCOHOL MARKETING AND ADVERTISING (2003) at 1.

There are meaningful differences between online gambling and online wine sales. In the
case of Internet gambling, the entire transaction occurs online, the injury is completed without
the intervention of any gatekeeper, and the activity often falls outside the effective jurisdiction of
state and federal operators. In contrast, online alcohol sales are not completed until the product
is delivered to the home, and the delivery company thus plays a role analogous to the retail clerk,
serving as a gatekeeper to ensure that an adult receives delivery. Moreover, operators of alcohol
Internet sites are licensed entities subject to federal and state law enforcement penalties in the
event of illegal conduct. There are, therefore, important protections and effective avenues of
enforcement should viclations accur.

Finally, the available evidence suggests that retail sales to minors of all alcohols pose 2
much greater problem than online sales of wine. Several state officials opined that minors are
more interested in beer and spirits than wine. New Hampshire concluded that minors are less
likely to purchase wine online because of the extra expense of ordering over the Internet, These
conclisions correspond with the McLean study, which found that when transportation costs are
included, lower-end wines are more expensive when purchased over the Intemnet than through the
three-tier system. Minors would have to pay a hefty premium, from 33-83%, to purchase a bottle
of wine costing less than $20 online and have it delivered to them via 2™ Day Air.

Similarly, several state officials commented that, based on their experience, minors were
much raore likely to buy aleohol through offline sources than over the Internet. As discussed in
the written testimony, in a 2002 survey, large percentages of high school students, from 68-95%,
said that it is “fairly easy” or “very casy” to get alcohol. In examining offlinc and online stings,
there are not enough data from which to conclude that minors can buy wine more easily or less
easily online than offline (among other reasons, there is far more sting data about offline sales).
Theoretically, either channel could be more accessible to minors. In the absence of empirical
information, it is difficult to ascertain whether online wine sellers are, or would be, a significant
source of alcohol for miners.

e. In light of the information reported in media and other sting
operations clearly demonstrating that common carriers often
do not properly ascertain that the recipient of packages
containing alcchol is of legal age; and that carriers sometimes
leave packages containing alcohol at the doorstep of mailing
addresses without any attempt to obtain proper identification,
why does the FTC believe that common carriers can be relied
upon to carry out the function of properly delivering alcchol
by checking the identification of the package recipients?

Answer: Although there is some anecdotal information, there is no systernatic empirical
data revealing how often couriers obtain a valid adult signature. Both UPS and FedEx, however,
have adopted policies that require their couriers to abtain adult signatures. Courts have
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suggested that states could develop statutory systems that would impose similar requiremnents on
package delivery companies as on retail stores. One court concluded that “[t}here is no practicel
difference from requiring such a procedure and that required of store clerks or bartenders who
regularly check custorners for valid identification to verify age before allowing the sale of
aleoholic beverages.” For instance, Michigan requires that retailers make 2 “diligent inquiry” to
verify a customer’s age, such as by examining a picture identification. States could impose
similar requirements on delivery personnel, including training requirements, along with
appropriate penalties, In Illinois, for example, package delivery companics “may face business
or criminal offenses for failure to report {alcohol shipments] to the {Illinois Department of
Revenue).” Many states go beyond verification and require that package delivery companies
obtain an adult signature at the point of delivery. Moreover, in New Hampshire, the carrier “is
required to forward to the NH Liquor Commission on a monthly basis signature information.”
For these reasons, package delivery companies have legal incentives to check the identification
of package recipients. The Report recornmends that states develop penalty and enforcement
systems to provide incentives for both out-of-state suppliers and package delivery companies to
comply with the law. Such systems would be less restrictive than an outright ban on interstate
direct shipping. See Report, pp. 29, 40.

f In light of the fact that the Tax and Trade Bureau has never
taken a single license away from a winery [in the face of
voluminous evidence of violations from the Michigan Atiorney
General's office, for example], why does the FTC believe that
the Tax and Trade Bureau can be relied upon as a caution to
those shipping alcohol illegally?

Answer: TTB, which has the authority to revoke a winery’s basic permit, has stated that
it will assist states in combating significant violations of state law:

ATF [now TTB] could under appropriate circumstances take administrative action
against a basic permit where a basic permittee ships alcohol beverage products
into a state in violation of the laws of that state. . . . ATF will respond to an
official state request for assistance only where a written determination has been
made by the chief administrative officer of the stats liquor enforcement agency or
the State Attorney General that the conduct violates state law and ATF has
independently determined that the state law violation has some pronounced
impact on the regulatory and/or criminal enforcement scheme of the state in
question. That is, ATF will evaluate the conduct in question in relation to the
proper exercise of its Federal authority over matters that necessitate Federal
intervention.

See Report, pp. 30-31, FTC staff is not aware of whether the circumstances for TTB's
involvement, as outlined by TTB, have ever been met, i.e., whether any state has ever made an
“official state request for assistance,” whether there has ever been a “written determination . . . by
the chief administrative officer of the state liquor enforcement agency or the State Attorney
General that the conduct violates state law,” or whether TTB has ever “independently determined
that the state law violation has some pronounced impact on the regulatory and/or criminal
enforcement scheme of the state in question.” Indeed, Michigan officials told FTC staff that they
have never attempted to use the Twenty-First Amendment Enforcement Act against out-of-state
shippers. See Report, p. 39 n.170. Some states may not turn to TTB; for example, New
Hampshire works with out-of-state suppliers that may be violating the law:

[The State of New Hampshire Liquor Commission cellects an 8% fee on all
shipments into the State of New Hampshire, When the NH Liguor Commission
discovers an improper shipment we contact the company and inform them of the
laws in NH. Once the company learns of NH laws they normally get a permit or
stop shipping into NH. The NH Liquor Commission is working with out-of-state
supplier{s] and encouraging them to obtain a permit.

See Report, p. 38.
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5. What wonld be the response of the FTC to a mother of a teen who ordered wine over the
Iaternet, who had the wine delivered to his door or didn't have his ID checked, and ended
up getting hurt in a dronk driving accident? How would the FTC characterize the alleged
safeguards in place in this circamstance?

Answer: The FTC has consistently reported that aloohol consumption poses significant
dangers to minors. See Report at 15; FTC, ALCOHOL MARKETING AND ADVERTISING (2003) at 1.
Unfortunately, safeguards sometimes fail for both online and offline sales. For example, bricks-
and-mortar stings typically find that minors are able to buy alcohol between 15-30% of the time.
In Michigan, minors were able to buy aleohol 55% of the time after showing 2 valid Michigan
License that identified the customer as a ruinor. See Report, p. 35.

6. How would the safeguards against minors' access to alcohol espoused by the FTC have
prevented deliveries of alcohel from being made in the following cases:

a. The teen in the alcohol rehabilitation facility in Michigan who
successfully ordered 2 separate cases of bourbon, and had
them delivered to him in the rehabilitation facility?

b. The teen that successfully ordered a bottle of wine delivered to
bim in the South Dakota state capitol?

<. A 15-year-old who used his own credit card fo seccessfully
ordered bottles of tequila, and had the package left on his
doorstep [no L.D. check] in a state that prohibits such
shipments regardiess of consumer age?

d. An 11-year-ald boy whe successfully accepted delivery from s
commeon carrier of a bottle of wine in a box clearly marked
“wine” and labeled to require an adult signature?

€. The sale and delivery of beer to a 17-year-old in Alabama from
a company in Iinois?

f. The shipment of beer to minor in the Missouri Attorney
General’s office?

Answer: Some states have applied the same types of safeguards to online sales that
already apply to bricks-and-mortar retailers, such as requirements that package delivery
companies obtain an adult signature at the time of delivery. Some states also have developed
penalty and enforcement systems to provide incentives for both out-of-state suppliers and
package delivery companies to comply with the law. These states generally report few or no
problems with shipments to minors, although no safeguards are foolproof.

7. What system of safeguards is the FT'C aware of that wonld prevent the foregoing
incidents listed in Question 6 a-f from happening in the future?

Answer: As an alternative to banning intérstate direct shipment of wine, some states have
adopted less restrictive means to satisfy their regulatory objectives. For example, some states
register out-of-state suppliers and impose various civil and criminal penalties against violators,
Several states, including Nebraska, New Hampshire, and Wyoming, require out-of-state suppliers
to register and obtain permits (a permit can be conditioned on the out-of-state supplier’s consent
to submit to the state’s jurisdiction). None of these states reported problems with interstate direct
shipping to minors. In addition, many states require an adult signature at the point of delivery,
and several federal courts have suggested that labeling requirements could be effective regulatory
tools. See Report, pp. 27-31, :
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November 24, 2003

The Honorable George Radanovich
House of Representatives

438 Cannon Office Building
Washington, D.C. 20005

Dear Mr. Radanovich:

Thank you for the opportunity to respond to the written questions of the
Subcommittee on Commerce, Trade & Consumer Protection following the October 30,
2003 hearing.

It was my pleasure to present testimony to the Members of the Subcommittee
concerning direct shipment sales and the resulting threat to the controlled distribution of
alcohol. 1am also pleased to be able to articulate further the concerns of the Wine and
Spirits Wholesalers of America, Inc. (WSWA) in the attached response to the
Subcommittee’s follow-up questions.

Thank you again for allowing me to address the Subcommittee on this important
issue.

Sincerely,

President and CEO

Attachment

JDD/mas
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Response by
CEO Juanita D. Duggan
Wine and Spirits Wholesalers of America, Inc. (WSWA)

Subcommittee on Commerce, Trade, & Consumer Protection Committee on
Energy & Commerce U.S. House of Representatives Follow-up Questions to

October 30, 2003 Hearing

No. However, WSWA members are very concerned about the effects that
direct shipment of wine—as well as beer and liquor—will ultimately have on
the ability of a state to control the sale of alcohol within its borders as
provided for in the 21* Amendment to the Constitution.

Wine is unarguably intoxicating liquor, as are beer and distilled spirits.
Once regulations are relaxed such that one type of intoxicating liquor can be
direct shipped, what argument can the state make to the producers of other
intoxicating liquors who want the same access to the market?

As historical partners with the states in controlling the distribution of
intoxicating liquor, wholesalers are concerned about the deregulation of
alcohol and the loss of local control that will result if the direct shipment of
alcohol is “freely allowed.” Under deregulation: states may or may not know
who is delivering alcohol into their state; states may nor may not know who is
buying alcohol in their state; states may or may not be receiving sales and
alcohol taxes on direct shipped alcohol; states may or may not be able to
verify the product purity of alcohol being direct shipped into the state; and
states may or may not be able to punish effectively those who violate state
alcohol laws.

Alcohol deregulation will turn a controlled situation into chaos.

First, there is absolutely no credible evidence that the issue of tax collection
has been totally resolved in any jurisdiction. The Federal Trade Commission
(FTC) reports that in New Hampshire the taxes due on legal direct alcohol
sales are collected to the satisfaction of the state. However, this assumes that
the state knows about all the shipments of alcohol crossing its borders. In
reality, New Hampshire has no idea the volume of illegal alcohol being
shipped into the state, as it has not conducted—to our knowledge—any
enforcement actions/stings to investigate the problem.

The state of Michigan, on the other hand, has conducted stings, and its
findings should not be considered unique. In testimony before the FTC on
QOctober 8, 2002, the state reported that enforcement actions in mid-1999
netted 174 illegal shipments of alcohol to its residents. The shipments seized
came from 89 different shippers (65% of whom were retailers, not wineries)
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in 16 states, South Africa and Australia. Not surprisingly, not one of these
shippers contacted the state to report voluntarily their illegal activities or pay
the sales and excise taxes due.

As former Michigan Assistant Attorney General Irene Mead testified to the
Federal Trade Commission, those who direct ship alcohol illegally do not
volunteer to pay taxes on the honor system, “...because these shipments are
outside the ordinary stream of commerce, not going through licensed retailers,
the shipments are not recorded or tracked by the state or its licensees. Little
incentive or disincentive would exist for voluntary tax payment, and to expect
that it would happen is naively optimistic.”

It stands to reason that if enforcement actions in Michigan have uncovered
illegal shipments and lost tax revenue, then enforcement actions in New
Hampshire and other states are likely to net similar results.

It also should be noted that in a recent lawsuit challenging the state of New
York’s right to regulate alcohol, winery plaintiffs invoked their 5®
Amendment rights when asked to provide documents related to any illegal
shipments of alcohol they may have exported into the state. While within
their right to avoid self-incrimination, it is unfortunate they were not
forthcoming with information that could potentially put to rest the tax evasion
concern.

As to minors’ access to direct shipped alcohol, there is no way resolve the
underage drinking issue to “everyone’s satisfaction.” As a key link in the
licensed, accountable three-tier system for controlling the distribution of
alcohol, wholesalers are committed to the position that that no level of
underage access is satisfactory.

In fact, the wholesale tier stands firm that more, not less, should be done to
combat underage access. Moreover, we condemn the “kids are getting alcohol
anyway” approach being taken by advocates of direct shipping, as evidenced
in the testimony of WineAmerica President David Sloane before the
Subcommittee in its October 30, 2003 hearing.

We do not believe it is possible to stop underage access through direct
shipment. Where authorities have made the effort to conduct enforcement
actions, both clearly marked and permitted shipments of alcohol, as well as
illegal shipments of alcohol in plain brown boxes, are left on doorsteps
routinely and are even delivered to minors directly. My testimony to the
Subcommittee in the same October 30, 2003 hearing highlights several such
instances.

Most recently (airdate: November 12, 2003), WBIR-TV, the NBC affiliate in
Knoxville, Tennessee, spotlighted a project by a group of concerned
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University of Tennessee graduate students that confirms beyond a shadow of a
doubt that minors can and do get alcohol illegally through direct shipment. In

fact, the project was so compelling that the local sheriff is investigating.

When asked if kids getting alcohol online is a problem, a sheriff’s department

spokesman told NBC, “It’s an ongoing problem, it's a serious problem and we
take it seriously.”

The members of WSWA, as part of the licensed three-tier system for the
controlled distribution of alcohol, believe that any underage access is too
much. Sadly, it seems that direct shipping advocates are ignoring the safety of
minors in favor of maximizing profit by adopting a “they’re going to get it
anyway” attitude on underage access to alcohol,

However, do not just take our word for it. The National Academy of Sciences
(NAS), on page 176 of its recently published study “Reducing Underage
Drinking ~ A Collective Responsibility,” found that minors are obtaining
alcobol through the Internet or home delivery currently and that the increasing
use of the Internet will exacerbate the problem. In fact, “an argument can
certainly be made for banning Internet and home delivery sales altogether in
light of the likelihood that these methods will be used by underage
purchasers,” according to the NAS.

The point here is that if underage access to online alcohol is a problem today,
it will be an even bigger problem tomorrow. While direct shipping certainly
only represents one of many ways in which minors get alcohol, we agree with
the NAS that it is our collective responsibility as an industry and a society to
work toward reduce the ways by which kids can get alcohol ~ not expand
them.

In an affidavit, opposing any change to the current system of alcohol
distribution in New York, noted public health researcher Henry Wechsler,
principal investigator for the Harvard School of Public Health Collect Alcohol
Study, echoed this concern. He said, “In my expert opinion, changing the
system of sales in New York by greatly increasing the number and type of
suppliers who can sell alcohol products directly to New York consumers is
likely to lead to a breakdown of controls over underage drinking.”

This breakdown in control is occurring already, as documented by graduate
students at the University of Tennessee who are now working with the local
sheriff’s office to investigate their findings of how easy it was for minors to
get alcohol online (as referenced in more detail in question #2).

Another point to consider is that most states (unlike Michigan, as referenced
in question #2), are not conducting investigations/stings of online alcohol

sales. While states exercise such enforcement actions with traditional brick
and mortar establishments, the same is not true for virtual vendors. In these
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instances, the state has no idea how much alcohol is being shipped illegally;
they simply cannot know what they do not know. That is the problem with
illegal direct shipments: they occur in the shadows, outside the view of the
regulators.

As detailed in the response provided to your first question, the primary
concern of wholesalers with respect to direct alcohol sales is the potential for
the loss of state control over the sale of alcohol. As the state of Michigan
made clear in its presentation to the FTC, “Invalidating state laws governing
who may sell alcohol and the methods by which it is sold and delivered would
eviscerate the state’s alcohol licensing, sale and delivery systems. No
effective control can be exercised over out-of-state sellers able to sell and ship
alcohol to residents outside of the state’s regulatory structure. This result
requires a determination that the regulation of alcohol is no longer considered
to be necessary.”

The state of Michigan goes on to say, “Alcohol is different from most other
products because of the damage that results from its overuse and abuse. The
costs to society from alcohol-related deaths and injuries have long been
recognized, and as a result, alcohol trafficking has a lengthy history of
extensive regulation and control.”

As partners with the states in the responsible and accountable three-tier
system, we recognize the special nature of the product we sell and are
concerned deeply about the creation of a climate in which the regulation of
alcohol is no longer considered to be necessary.

It would be more appropriate for a carrier to respond to this question.
However, according to Michigan’s testimony to the FTC, the first actions in
the illegal shipment and underage access stings in that state were taken against
United Parcel Service. To settle the case, UPS became a partner of the state in
identifying subsequent illegal alcohol shipments. In this case, it would seem
that UPS was quite concerned about having completed illegal deliveries to
underage recipients and sought to become part of the solution.

As part of his affidavit in the New York case, Henry Wechsler (principal
investigator for the Harvard School of Public Health Collect Alcohol Study)
writes, “Allowing delivery services to check ages of persons obtaining alcohol
will increase the number of persons and sites involved in the control system,
and consequently increase the chance of unintentional or intentional errors.
Removing the possibility of face to face ID checks by trained personnel is at
best a risky practice.”

The WineShopper.com model was a completely licensed system. All orders
of alcohol were processed through the three-tier system of wholesalers and
retailers licensed by the home state of the consumer. The model ensured the
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quality and safety of the product, that all taxes due were collected and that a
local retailer completed the transaction. Under that proposed system, any
retailer breaking the law would have lost its alcohol license. Alcohol
shipments from producer directly to a consumer occur outside the state’s
ability to control it, and fly in face of the 21* Amendment’s intent to provide
protective barrier between producers of alcohol and consumers.

WSWA members have offered representation repeatedly to small wineries,
including an open letter from a large multi-state wholesaler that appeared in
numerous trade publications, but not one winery has responded positively to
date.

Additionally, when I spoke at last year’s VinExpo (one of the largest
international gatherings of wine producers and others in the industry), I
announced to the assembled wineries that if they cannot get representation,
they should call me personally for assistance. I even gave out my office
phone number from the dais. 1 received two phone calls but neither winery
sent follow up information.

Finally, WSWA regularly targets thousands of small, domestic wineries to
attend WSWA’s annual convention. This gathering of wholesalers from all 50
states affords wineries the opportunity to promote themselves and identify
wholesalers to sell their products. If domestic wineries were interested in
competing within the regulated marketplace, they would avail themselves of
the opportunities our convention provides. Numerous foreign wineries and
distilled spirit companies seek and find distributor representation at our
convention each year.

According to Impact Magazine, the sales volume of the ten largest wine and
spirits wholesalers represents approximately 52.4% of the U.S. market. Those
ten wholesalers are part of a distribution tier that stocks a marketplace with an
immense variety of wine and spirits. Impact Magazine further reports more
than 6,500 brands representing over 39,000 distinct wine products are
available through current distribution systems in the United States. In fact, in
the New York metro area alone, consumers have access to 19,756 different
kinds of wine and 3,036 types of spirits. No other consumer product—not
cheese, nor televisions, nor even automobiles—can boast anywhere near such
an immense variety.

In actuality, the selection available to consumers is so great that a Wirthlin
Worldwide survey found that fully 85% of Americans who consume alcohol
are satisfied with the selection of products currently available in their locality.

Therefore, it seems clear that the problem is not the concentration of
wholesalers, but rather the proliferation of wineries in numbers that the
marketplace will not support. The number of wineries increased 500% in the
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last 30 years, and as David Sloane pointed out in his recent testimony, there
are now wineries in operation in all 50 states. According to direct alcohol
sales proponents Free the Grapes, More than 10,000 new wines are produced
by U.S. wineries alone each year. Add to that the abundance of reasonably
priced foreign-produced wines in the American market, it becomes painfully
clear that the number of wholesalers is not the problem—rather the glut of
wine competing for finite consumer demand.

The bottom line is no other type of consumer goods manufacturer expects the
extraordinary special treatment from the free market system that wine
producers do. Nonetheless, the reality is that the American marketplace is
driven by demand. Wineries who cannot or do not want to compete according
to this simple rule have instead decided to try to undo state laws and the 21
Amendment, both of which are intended to protect consumers.

The FTC testimony is suspect at best and certainly does not reflect the reality
of a broader sampling of prices available to consumers. The FTC based its
conclusions on price data drawn from a sampling in McLean, Virginia.
McLean is not reflective of even the broader Washington, D.C. metropolitan
area, much less the county as a whole. The cost of living in McLean is about
twice the national average and the median annual household income in Fairfax
County (which includes McLean) is $85,310, as compared to $43,057
nationally.

To prove this point, WSWA undertook its own sampling of prices for the 11
wines listed by the FTC at three D.C.-area retailers (small, medium and
large}, and on each winery’s website. We found that all but one of the 11, the
Duckhorn Merlot Three Palms, which is actually sold only in limited
allotments to high-end restaurants, were available at retailers within 10 miles
of McLean, Virginia. In fact, two of the wines—the Cakebread Cabernet,
Napa Valley and the La Crema (KJ) Pinot Noir that the FTC reported being
unable to find at any local retailers—were found to be available at area retail
stores despite the FTC findings to the contrary. Our sampling also found that
nine of the remaining 10 wines are available at a price lower than that being
charged online at least one of the three retail outlets—and this is before any
shipping charges were factored in. On average, these 10 wines were $1.29
less expensive in area retail outlets, excluding shipping charges. When
factoring in posted shipping charges, the 10 wines are an average of $16.43
more expensive when purchased online than McLean residents could purchase
them within 10-miles of their home.

However, aside from the degree to which the FTC study was inaccurate, these
findings are really no surprise. Even some of strongest proponents of direct
alcohol sales have admitted that they themselves do not believe consumers
save money by purchasing wine online. In a letter to the Progressive Policy
Institute (Feb. 22, 2001), David Sloane (now president of WineAmerica
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though he then worked for WSWA), wrote “unlike other areas of e-commerce,
the sale of wine over the Internet does not yield any savings to the consumer.
As a general matter, whether sales occur in the tasting room or over the
Internet, vintners charge the full retail price for their products, capturing both
the wholesale and retail margin. On top of this, shipping and handling charges
must be added.” Rest assured, the facts presented then have not changed just
because Mr. Sloane’s employer has.

As stated previously, WSWA’s members believe that any level of underage
access is unacceptable and believe that we should be constantly in search of
ways to make the system more effective in combating the ability of minors to
access alcohol. We certainly do not believe that, as proponents of direct
shipping have asserted before the committee, just because minors are finding
ways to get alcohol now that it is okay to provide them with new opportunities
to do so. We believe that the only responsible thing to do is explore
aggressively ways to close traditional access points, not create newer, high
tech ones. While the system is not perfect, to open the market to direct
shipping from out-of-state sources will inevitably lead to increased underage
consumption.

After the September 1 1" attacks, the federal government and the commercial
aviation industry immediately began an intense effort to evaluate the
effectiveness of the airport security system with an emphasis on making
certain that such an attack could never happen again. Tough new restrictions
were put on passengers and stringent new requirements on airlines. Recent
news accounts have highlighted some glitches in the system. Items have been
found aboard planes that should not have been there. However, no one has
suggested that because the rules and regulations are not working perfectly that
the FAA should relax the rules to make it easier for these prohibited items to
find their way onto airplanes. We find it remarkable that the proponents of
direct alcohol sales are suggesting just that when it comes to controlling
underage access to alcohol.

No. We still believe that a WineShopper.com model of direct shipment
through the three-tier system (including through a licensed retailer) is
workable. It is important to point out that WineShopper.com failed to prosper
not because of its fulfillment model, but rather a business plan which assumed
there was a demand among consumers for hard to get, higher-priced select
wines that were otherwise unavailable in their local area. That assumption
proved to be faulty—ryet it is the exact same claim direct alcohol sales
proponents make today. While in operation, WineShopper.com found the
reverse to be true. The vast majority of the orders it received were for readily
available, lower price point wines that could not be delivered to the consumer
cheaper than they were already available at local licensed retailers.
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In fact, then-New Hampshire Liquor Administrator John Byrne confirmed this
at the FTC workshop. Commissioner Orson Swindle asked Byrne to comment
on the nature of wines ordered in the state of New Hampshire (a control state)
pursuant to its direct shipping law. He noted that 95% of the wine ordered
and shipped direct was available on the shelves of local retail establishments.

No, because in the case of intrastate direct shipment, the supplier shipper has
been granted its primary license allowing it to do business by the same state in
which it is engaged in shipping. There is a measure of accountability that
simply does not exist with interstate direct shipment. If the intrastate shipper
is found to have shipped product to a minor, then the state can take immediate
action by revoking its basic license to do business and/or even physically
closing its place of business.

In the case of interstate direct shipments, one state cannot revoke the basic
license of, or physically close, a business based in another state. Other than
seek redress though the 21% Amendment Enforcement Act (likely to be
expensive and lengthy), the best a state can do is revoke a permit to ship
within its borders, if one has even been issued. Nevertheless, there is no way
to verify that the illegal shipments have stopped. Thus, while a state may be
able to stop shipments into its state, the violating company is free to continue
their illegal and dangerous shipping practices into other states.

The 21* Amendment clearly gives them that right. We believe any alcohol
shipments that move outside the established system of checks and balances —
either interstate or intrastate, are a bad idea. However, beyond that we believe
that it is each individual state’s decision to make.

It is the position of WSWA that all licensees have a responsibility and a role
to play in combating underage access. Wholesalers play important roles in
educating retail staff in many states. We also partner with states to make
certain that retailers whose licenses have been suspended or revoked do not
receive alcohol products.

Once again, WSWAs concerns about direct shipping are related to the
regulatory ramifications of taking steps to lessen local control and toward the
deregulation of alcohol.

We do find, however, the expressed views of one prominent direct shipping
advocate interesting with respect to the finding of the FTC concerning market
access. Ms. Juanita Swedenburg, owner of Swedenburg Estate Vineyard in
Middleburg, Virginia and the plaintiff in a lawsuit challenging the state’s right
to regulate alcohol sales, on her website (http:/www.swedenburgwines.com)
seems to contradict the findings of the FTC. The opening page clearly states,
“This is one Virginia Winery that easily sells out of each vintage it produces.
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We no longer widely distribute our wines — 95% of sales are now at the
Winery.”

It seems that direct shipping may truly be a debate about economics, sales and
profits, but for the “small” wineries——not the wholesalers.

Actually, even some of the strongest proponents of direct shipping concede
this is an elitist issue. In refreshing candor, direct shipping advocate Daniel
McFadden, a Nobel prize-winning economist and grape grower himself,
admitted before the Federal Trade Commission that the subject of direct sales
is an “elitist” issue that caters to only a tiny percentage of the consuming
public.

This view of elitism is bolstered by a Wirthlin Worldwide survey that found
that 85% of those who consume alcohol in this country are satisfied with the
selection currently available to them locally; 82% are satisfied with current
convenience; and 77% of all Americans oppose allowing the sale of alcohol
directly to consumers over the Internet or through the mail.

In other words, a handful of alcohol producers and their powerful supporters
want to deregulate alcohol despite widespread public opposition; they want to
dictate to people in other states how and where alcohol is sold in their focal
communities; and they want to be able to ignore the laws of those other states
in the process. It is no stretch to say such views are elitist and out of step with
the mainstream.

Yes. However, as articulated in the answer to question 13, we believe that the
21" Amendment certainly gives states the right to make that decision for
themselves. Moreover, as discussed in the response to question 12, in the case
of intrastate direct shipping the state has sufficient contact with the shipper or,
as presented in this question, the licensed courier to enforce its regulations and
protect its system of alcohol controls. Should a minor receive an intrastate
shipment of alcohol, the state may readily pursue remedy with either the
shipper or the courier based upon a finding of liability.

No. Children in New Hampshire—as in other states—can easily get alcohol
direct shipped to their door with no questions asked.

Just last week, in fact, an online merchant delivered through common carrier a
bottle of whiskey and a bottle of tequila to Londonderry, New Hampshire.
The shipper in question is not listed on the New Hampshire State Liquor
Commission’s website as being entitled to direct ship legally into the state.
Moreover, the liquor came in a plain brown box (return address simply listed
the shipping company as “Dave”). The delivery truck driver left it unattended
in the garage, without obtaining an adult signature. Lack of proper labeling
and lack of adult signature clearly violates New Hampshire’s direct shipping
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laws. The liquor was left unattended, with no questions asked. Without a
doubt, this order could just as easily been placed and received by a minor.
And it is clear no taxes were collected by New Hampshire (as the state likely
has no knowledge the sale happened). If New Hampshire is the “model” state
for direct shipping, then the model is fatally flawed.

This national problem is not limited to a single state. For example, as detailed
in my testimony before the Subcommittee on October 30, 2003, whether in a
clearly marked container delivered by a lax courier or in an intentionally
deceptive plain brown box-——alcohol is being direct shipped into the hands of
minors across the country.

America’s family distributors of wine and spirits remain committed—
regardless of the attitude on the part of pro-direct shipping advocates that if
kids are getting it anyway, why worry about one more way that they can do
so—to working with our partners in the states to tighten control over the
distribution of alcohol in an effort to end underage consumption.
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Federal Trade Commission Workshop,
October 8, 2002

Possible Anti-Competitive Efforts to Restrict Competition
on the internet

State of Michigan's Remarks
By Assistant Attorney General irene M. Mead

Across the United States, 8 cases have been filed challenging state laws
that do not permit direct shipping of alcohol as part of the state's alcohol
regulatory structure. As in the case of the other states sued, the laws of the
State of Michigan prohibit unlicensed and unregulated out-of-state aicohol
producers and retailers from selling and delivering alcoholic beverages
directly to the state's residents. All sales and deliveries of alcoholic
beverages must be made in accordance with the statutorily prescribed
regulatory structure,

In these cases, individual and winery plaintiffs have challenged the states'
Twenty-first Amendment authority to regulate alcohol trafficking within their
borders, suggesting that requirements of licensing and accountability
violate the Commerce Clause. The District Court's decision in Michigan's
favor is on appeal to the Sixth Circuit, waiting the scheduling of oral
argument. Heald, et al v. Engler, et al, (6th Cir. No. 01-2720).

In challenging direct shipping laws, direct shipping advocates contend that
enforcement and regulation of out-of-state entities can be accomplished as
readily as with in-state entities. The direct shipping advocates suggest that
direct shippers will voluntarily pay appropriate taxes. They assert that
adequate protection against sales to minors can be accomplished by
placing responsibility for verifying age on the delivery personnel for
common carriers such as United Parcel Service. They contend that the
direct shipping issue is limited to "fine" wineries that want to ship and wine
"connoisseurs" who want such wines delivered to their doorsteps. They
provide no support, however, for these contentions.

However, these contentions are not borne out by Michigan's actual direct
enforcement experience.

Relevant law

First, a brief discussion of the law in this area, which unlike commerce in
other products, is derived from the Constitution.

Section 2 of the Twenty-first Amendment provides for state control over
alcohol trafficking within state borders:
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The transportation or importation into any State, Territory,
or possession of the United States for delivery or use
therein of intoxicating liquors, in violation of the laws
thereof, is hereby prohibited. [U.S. Const. amend. XX, § 2]

Pursuant to this authority, most states, including Michigan, enacted laws
establishing a three-tier system of alcohol distribution within their borders,
which require that purchases by consumers be from in-state licensed
retailers. Licensed in-state wineries and breweries may make limited retail
sales of their products only. Licensed retailers, wineries and microbreweries
may also deliver the alcohol product they are authorized to seli to
purchasers within the state.

The term "direct shipping" refers to the practice of an unlicensed and
unauthorized out-of-state producer or retailer of wine, spirits, or beer,
shipping alcoholic products directly to residents at their homes. Michigan's
systems of licensure and regulation preclude the practice, as do most other
states. NOT A SINGLE STATE permits unlimited, unregulated direct
shipping of alcohol to its residents.’

Michigan and other states have created no impediment to sales of
beverage alcohol products from other states. Rather, they have specified a
regulatory structure for alcohol sales that ensures seller accountability for
injuries resulting from such sales and violations of liquor laws, prohibits the
sale of alcohol to minors or intoxicated persons, promotes an orderly
market, and provides a verifiable method of tax coliection.

Although certain producers of wine have chosen, for financial, marketing, or
ather reasons, to not sell their products in Michigan through the established
regulatory framework, this private choice does not mean that the state has
prohibited the sale of wines from that source.

The choice to not sell alcohol in a particular state within its regulatory
system because it may be more costly to do so than to sell directly (and
illegally) to individuals, does not render the regulatory system
unconstitutional. No one has a constitutional right to compel a state to
permit sales of alcohol in a manner that would maximize an aicohol
producer’s profits or provide self-appointed wine "connoisseurs” with
access to any alcoholic product produced anywhere in the world.

Michigan's Experience
Because of concerns about the ability of minors to order and receive
alcoho! from Internet sites, in mid-1999, the Michigan Attorney General and
Liquor Control Commission conducted a series of "stings”, in which a minor
with a valid credit card altempted to purchase various alcohol products for
direct delivery. The results of these stings revealed that most alcohol sellers
were far more concerned about the validity of the credit card number than
the age of the purchaser. Virtually none of the sellers were concerned
about Michigan laws precluding such shipmentis. The alcoholic beverage
products available for sale ranged from fine wines to 194 proof grain
alcohol, a substance so dangerous that in Michigan, it can only be used in
industrial applications and must be shipped and transported as a
hazardous, highly flammable material.
About one in three websites confacted during these stings agreed to sell
alcohol to the minor purchaser with no more age verification than a "click” of
the mouse. The United Parcel Service personnel who delivered the parcels
containing alcohol purchased under these stings did not properly verify the
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age of the minor recipient.

Although these stings confirmed the problem, they were costly and time-
consuming to conduct. Proceeding against all of the thousands of alcohol
sellers and shippers through the use of stings was considered to be an
impossible task.? Accordingly, the first action was taken against the
common carrier used for the deliveries, United Parcel Service. The resulting
settlement required that UPS cooperate with the state to identify illegal
alcohol shipments.

Since that settlement, 174 out-of-state shipments of alcohol have been
intercepted and seized on their way to Michigan residents. These contained
beer, various kinds of spirits, and wine, both cheap and expensive. In some
cases, packages deliberately were disguised or mis-identified to avoid
detection of the alcoholic beverage contents.

These shipments of alcohol to Michigan residents included 318 bottles of
beer, as well as 20 bottles of various "hard" spirits. Although some of the
1,062 bottles of wine that were intercepted could be classified as high-end,
the shipments contained many cheap wines as well, including a number of
wines made from fruits not normally used in "fine” winemaking -
blackberries, cranberries, currants, elderberries, chokecherries, apricots,
raspberries, and plums, as well as six bottles of a wine labeled "Eye of
Newt", of unknown content .

The shipments came from 89 different shippers in 16 states, South Africa
and Australia. Fewer than 10% of the shipments were from individuals to
Michigan residents. Of the remaining commercially sent shipments, 65%
were from out-of-state retailers. 25% of the shipments were from out-of-
state wineries.

Thus, although wineries and "wine connoisseurs” are the loudest voices
lamenting the inability to direct ship, the greatest impact will be shipments
from alcohol retailers, who are primarily seeking to avoid state taxes and
regulations for accountability.

Not a single shipper contacted the state to pay sales or alcohol excise
taxes voluntarily prior to seizure of the product. All tax payments have
resulted from threatened legal action and negotiated settlements.

Based on Michigan’s real world experience, several conclusions may be
drawn.

A. Access by minors to alcohol from out-of-state sources is a real
issue.

Advocates of direct shipping contend that the states' concerns about
access by minors to alcohol from out-of-state is pretense, insufficient to
justify direct shipping prohibitions. in support of this, they assert that 1) no
evidence exists that minors are buying from direct shippers, 2) minors are
unlikely to buy costly, upscale wines, 3) minors want their alcohol purchase
immediately, and will not purchase from a source for later delivery, and 4)
training of common carrier delivery people can eliminate any access by
minors.

1. Access by Minors

The results of the stings in Michigan showed that one in three internet
alcohol sites contacted sold to the decoy minor. Advocates for direct
shipping of alcohol argue that only the minors who are participating in the
stings are purchasing alcohol, that no evidence of such purchases exists
outside of stings. This argument is virfually identical to the argument made
by bricks and mortar retailers when in-state minor stings were intensified.
The fundamental flaw in this argument is that neither retailers nor minors
voluntarily turn themselves in for prosecution following a sale. Absent decoy
stings, sales to minors are only identified when the minor is arrested for
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evidence of sales to minors outside of stings is very limited. The best
evidence that minors have easy access to alcohol from remote sellers
continues to be the results of decoy stings.

The internet sellers who sold to the Michigan decoy did not know that the
purchaser was a minor participating in a law enforcement sting. They
simply sold to whomever could provide them with a valid credit card. That a
greater percentage of remote sellers would sell to minors than the
percentage of state retailers is to be expected, for two reasons.

First, a remote sale does not involve a face-to-face transaction. In-state
retailers approached by a minor to purchase alcohol have an opportunity to
observe the purchaser directly, to assess nervousness and other
mannerisms that indicate the person may not be of legal age o purchase,
and to closely scrutinize a government-issued picture identification.
Michigan requires "diligent inquiry" to verify age, which is defined as, "at
least an examination of an official Michigan's operator's or chauffeur's
license, an official Michigan personal identification card, or any other bona
fide picture identification." MCL 436.1701(7)}(b). This requirement simply
cannot be met by a "click” of the mouse or a faxed (and easily altered) copy
of a license.

Second, in-state licensed retailers risk their state liquor license - their very
livelihood - if they sell to minors. Out-of-state unlicensed retailers have
nothing to lose, since, in the rare event that the sale is identified, they have
no license at risk and out-of-state prosecutions are exceptionaily difficult
and costly to pursue.

2. Type of Product Sold

Advocates for direct shipping suggest that minors won't buy costly upscale
wines. This premise presumes that minors have little discretionary money
and limited knowledge of, or palate for, fine wines. However, no support is
supplied for either presumption.

The discretionary income of minors is not perceived as minimal by those
who market to this demographic. Studies by Teen Research Unlimited
(TRU) , a market-research firm that focuses on the teen market, estimated
that teens in the United States from ages 12 to 19 spent $155 billion in
2000, and $172 billion in 2001, despite slowdowns in the general economy.
The second presumption, that minors have no palate, knowledge, or
interest in wines is not true. 35% of all wine coclers sold in the United
States are consumed by junior high, middle schoo!, and high school
students . Moreover, current teen interest in expensive wines is irrelevant to
this analysis. Although this issue continues to be characterized as limited to
wine connoisseurs and enthusiasts seeking rare fine wines, however those
are defined, in faci, the statutes sought to be invalidated apply much more
broadly. The alcohol controiled by the states’ three-tiered systems includes
wine coolers, beer, rums, tequilas, flavored vodkas, and other similar
products heavily marketed to young drinkers.

The alcohol industry may contend otherwise, but the marketing "intended"
to reach those in the 21 - 25 age group has been, unfortunately, very
effective at also selling to the under -21 crowd. One research study
reported that 56% of students in grades 5 to 12 said that alcohol advertising
encourages them to drink. One of the first studies to explore Internet
marketing of alcohol and tobacco to minors was conducted by the Center
for Media Education (CME):

The study found that alcoho! and tobacco companies are
using the online media to advertise and promote their
products. throuah a varietv of marketing techniques that
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young people.

In December 1998, the CME published an update to the original study. This
study examined 77 beer, wine and spirits Internet sites, and concluded that
62% of the sites included elements appealing to youth. The study
discussed the marketing techniques:

The sites that appear to appeal to youth often strive to
create a community of brand-loyal enthusiasts, a place
where lonely teens can talk, find peers and support for risky
activities like binge drinking. Known among marketers as
relational advertising, this effort to build a relationship
between the user and the product is the dominant trend in
marketing on the Web and is already heavily exploited by
the alcohol industry.

The wineries you will hear from today contend that they do not market to
youthful drinkers. Again, this is not about wineries, exclusively. The statutes
in question regulate beer and spirits sales as well. Moreover, even if the
case were limited to wine, many wine sites either are directed at youth, or
contain links to youth oriented wine sites. Sites such as Wine X Wired , with
regular features "Wine Bitch" and "X-Rated Wines", and Winebrats" with its
"Vino-versity" and "WineRave Tour", clearly are aimed toward youth.

And all types of alcohol are being offered by remote sellers.

The first purchase made by the minor in the Michigan stings from one
Hinois retailer was a $6.85 bottle of blackberry wine. Even after the retailer
was notified of the sale and charged with a misdemeanor sale to a minor,
he sent a follow-up email to the minor, inquiring whether he wanted to
purchase again. The minor then purchased a $6.66 bottle of wine, which
again was delivered directly to his residence. This retailer, who pled guilty
to misdemeanor sale of alcohol to a minor, claimed that his targeted
customers were upscale wine connoisseurs. However, in addition to
webpages devoted to beer, tequila, and vodka, at the time of the
purchases, his website, www.internetwines.com, devoted an entire
webpage to 192+ proof grain alcohol, being sold as a beverage alcohol. As
of this writing, this website continues to sell grain alcohol.

3. Immediate Possession of Purchase

Another contention is that minors want immediate access to alcohol, and
won't wait for shipment from a remote seller. The Wirthland Worldwide
study of college students, conducted for Americans for Responsible Access
for Alcohol , suggests otherwise, finding that 17,600 students in the survey
reported having purchased beer, wine or liquor over the Internet, by toll-free
phone order or by mail-order catalog. Obviously, the delay in receiving the
alcohol did not stop these sales. The Wirthland Worldwide study also found
that 80% of the students surveyed said their peers are likely to purchase
alcohol online if no age verification is required.

Moreover, the delay between ordering and delivery of alcoholic products
can be minimal. Most alcohol sale sites offer a variety of delivery options,
ranging from UPS Ground to FedEx Preferred Overnight, the latter of which
guarantees delivery by 10:30 a.m. the morning following the order.

Thus, a minor wishing to purchase a case of grain alcohol from Randall's
Wines and Spirits (www.internetwines.com) for a Friday "party punch” could
order it on the preceding Monday for regular delivery, or he could wait to
order it until late Thursday, and still have it arrive on Friday morning by
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adding only $20 more to the shipment cost.

4. Common carrier delivery personnel training.

Direct shipping advocates also contend that delivery personnel can be
trained to properly validate age. The results of Michigan's stings showed
that common carrier delivery personnel were not effective at verifying that
the recipients of packages containing alcoho! were at least 21 years old.
This was true even where the contents were clearly identified on the box as
aicoholic beverages, and a sticker stated that the package could only be
delivered to an adult.

The failure to properly verify age is not surprising. Common carrier delivery
personnel are trained to deliver packages - that is the business of and
source of revenue for the delivery company. Delivery personnel, whose
mission is to deliver as many packages in as short a time as possible, are
only hampered in achieving their goal by requirements of age verification.
Moreover, as a matter of policy, should delivery personnel be held to the
strict diligent inquiry standard for verifying age? The common carrier and its
personnel are not making money from selling alcohol. The responsibility
and liability for deliveries to minors should not be placed on delivery
personnel, with limited training in verifying age for alcohol purchases.

B. Enforcement efforts against out-of-state entities are prohibitively
difficult and costly.

This should be self-evident.

But, it has been asserted that, if direct shipping is allowed, the states simply
can subject out-of-state shippers to the same standards and enforce laws in
the same way as the state does with its in-state retailers. To understand
how simplistic and unreasonable this assertion is, one must have an
understanding of the obligations placed on licensed in-state retailers and
wineries and the extent of in-state enforcement efforts to ensure that these
sellers are accountable.

In-state retailers and wineries are subject to rigorous investigation in order
to become licensed, which requires, among other things, extensive
disclosure of financial documents, on-site inspections of proposed license
premises, and police background checks. Once licensed, they must comply
with a multitude of statutory requirements and rules designed to protect the
consuming public. Retailers bear the burden of ensuring that sales are not
made to minors or intoxicated persons, that sales are made only during
hours authorized by statute, that sales are not made in violation of local
option laws, that only state approved products are sold, that spirit sales are
made in accordance with state-mandated price controls, and that
appropriate taxes are collected and remitted to the state. Retailers are held
responsible for improper or illegal sales, with penalties ranging from fines to
suspension or revocation of their liquor ficenses. Dram-shop laws place
liability on retailers for injuries and deaths resulting from sales to minors or
intoxicated individuals.

These stringent requirements protect consumers from unlawful sales by
requiring that alcoholic beverages be sold and distributed to consumers
only by persons who are responsible and can be held accountable. In-state
retail licensees are accountable {0 and reachable by the State, because
non-compliance with the law may subject them to fines, suspension or
revocation of their liquor licenses, and even criminal prosecution.
Attempting to impose and enforce all of these obligations on out-of-state
wineries and retailers is virtually impossible, given the number of such
sellers, their locations, and the overwhelming costs involved. It is estimated
that approximately 2,200 wineries are operating in the United States.
Because wineries selling and shipping their own products are acting as
retailers for their wines, little distinction exists between these wineries and
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retailers who want to ship alcohol beverages produced by others . And
literally hundreds of thousands of alcohol retailers in the United States are
affected in the same way as the wineries by the direct shipping laws. Add to
these the wineries, breweries distilieries, and retailers from around the
world, and the numbers become mind-boggling.

In addition to several thousand investigations for in-state license
applications, Michigan issued 3,453 complaints against in-state licensees in
calendar year 2001, based on violations of the Liquor Code discovered by
state investigators and local law enforcement agencies. The 2000+
hearings that resulted were held all over the state, and required, at a
minimum, the attendance of a hearing commissioner, a court reporter, the
investigator or police officer, the licensee, and counsel. Eight Michigan
Assistant Attorneys General are dedicated nearly exclusively to this work.
The problems with attempting this level of oversight, investigation, and
enforcement with a virtually unlimited number of out-of-state alcohol sellers
are obvious. A decoy sting on an in-state retailer is simple: the minor
attempts to make a purchase with cash furnished by law enforcement, and
immediately is either sold to or turned away. A decoy team can make many
stops in a single outing.

A decoy sting on an out-of-state retailer is more costly and time-consuming:
the minor must have a credit card in his own name and must be present for
delivery. Following such a sale and delivery, the actual selter must be
identified for further enforcement effort.

Establishing the true identity of the seller from the Internet website name or
assumed name is frequently difficult. The seller's website often provides
few clues to the name of the seller or its location. Further, once located,
out-of-state sellers typically dispute jurisdiction, refuse service, or ignore
communications sent to them. There is no state-issued license to fine or
revoke; the seller assumes little risk by selling in a manner that would never
be permitted for in-state licensees.

Applying and enforcing the state's liquor laws "equally"” on in-state and out-
of-state wineries and retailers, so casually suggested as a panacea, is
based on a superficial, simplistic, and flawed understanding of liquor control
regulation and enforcement.

An understanding of the distinctions between licenses and why those
distinctions exist is critical to this case. Qut-of-state wineries and retailers
are simply not equivalent to in-state wineries and retailers, because of the
obligations imposed on them, the level of in-state enforcement efforts, the
risks of financial penalties and suspensions or revocations of the licenses,
and Dramshop liability where injuries or death result from improper sales.
Any resemblance with out-of-state wineries and retailers is superficial and
does not extend beyond the descriptive terms "winery" and “retailer”.
There is not a state in the union that could afford to fund regulation of the
hundreds of thousands of out-of-state refailers and wineries the same way
it regulates its in-state retailers and wineries.

In-state retailers and wineries may make deliveries within the state of
products they are authorized to sell, because they also are subject {o
intensive, ongoing scrutiny and regulation, and risk loss of their licenses
and their businesses if they fail to comply with state fiquor laws and rules.
Out-of-state retailers and wineries are prohibited from making such
deliveries because the necessary controls to ensure the same level of
accountability, responsibility and liability cannot be imposed within the
funds and resources available to the states.

C. Direct shipping of alcohol from out-of-state compromises control
over product quality.

States also maintain controls over the type of product to be sold as
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beverage alcohol as a protection to their residents. Alcoholic products from
unapproved sources, such as home breweries, wineries and stills, are not
permitted {o be sold. Some products from established commercial sources
are not permitted because of the concern that the product is dangerous,
such as grain alcohol and certain liqueurs that change alcohol proof in the
bottle over time. Products with obscene or offensive labels, or which have
labels targeting children, are prohibited, as are products in certain size
packaging.

These types of restrictions cannot be enforced if direct shipping from out-of-
state sellers is permitted. Grain alcohol, "Eye of Newl" wine, "Red Ass Ale",
"Bad Frog Beer" (the frog on the label is giving the "finger"), and other such
products will enter the states unrestricted. Although public safety requires
product review and approval, this in no way precludes out-of-state sellers
from bringing their legitimate products to market. To the contrary, the
regulatory structure is designed to do just this.

Out-of-state producers of spirits, wine and beer may sell their products to
Michigan consumers through other types of licensees, including
wholesalers and out-state sellers of wine and beer. These licensees
arrange for distribution of the product through licensed retailers in the state.
The system permits approved products to be sold while ensuring
accountability of the seller.

That the system works is apparent from the wide range and variety of
alcoholic products lining the shelves of the in-state retailers, the vast
majority of which is produced outside the state.

D. Unlicensed out-of-state sellers do not voluntarily pay sales or
excise taxes on alcohol shipments.

It has been suggested that state sales and alcohol excise taxes would be
paid voluntarily if only the direct shipping laws are struck down. The basis
for this particular fantasy is unknown.

Not a single out-of-state seller who shipped alcohol into Michigan in
violation of the direct shipping laws voluntarily paid Michigan's sales or
alcohol excise taxes. Not one.

What possible incentive is there for a shipper to proactively offer to pay
taxes on shipments that cannot be tracked, monitored, or taxed, if direct
shipping is allowed?

Because these shipments are outside the ordinary stream of commerce,
not going through licensed retailers, the shipments are not recorded or
tracked by the state or its licensees. Little incentive or disincentive would
exist for voluntary tax payment, and to expect that it would happen is
naively optimistic.

in Bridenbaugh v. Freeman-Wilson, 227 F.3d 848 (7th Cir. 2000), cert.
denfed, sub nom. Bridenbaugh v. Carter, 121 S.Ct. 1672 (2001), the Court
discussed the tax issue thus:

Laws forbidding purchases from sellers that lack Indiana
permits are devilishly difficult to enforce, however, for the
same reason states have insuperable problems collecting
their use taxes when people buy from out-of-state vendors
that do not collect sales taxes. Noncompliance is almost
impossible to detect, and rampant civil disobedience
ensures that a handful of prosecutions wouid not be
effective. Private gains from violating the laws vastly
exceed the anticipated legal penalties. Sales and alcohol
excise taxes are the lifeblood that funds state liquor control
enforcement efforts. Without such taxes, a state loses its
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ability to regulate the alcohol trade.

E. Alcohol regulation and control continues to be a necessary adjunct
to alcohol sale and distribution.

Invalidating state laws governing who may sell alcohol and the methods by
which it is sold and delivered would eviscerate the states' alcohol licensing,
sale and delivery systems. No effective control can be exercised over out-
of-state sellers able to sell and ship aicohol to residents outside of the
state’s reguiatory structure. This result requires a determination that the
regulation of alcohol is no longer considered to be necessary. Invalidating
the states’ importation laws would permit anyone with access {0 a credit
card, including a minor, to have alcoholic beverages delivered to their
doorstep, with the ease and anonymity of delivering products such as jeans
or books. There is indeed a distinction to be drawn between the sale of
other products that are generally not regulated, and the sale of alcohol, a
substance that is always potentially dangerous and traditionally has been
heavily regulated. Aicohol is different from most other products, because of
the damage that results from its overuse and abuse. The costs to society
from alcohol-related deaths and injuries have long been recognized, and as
a result, alcohol trafficking has a lengthy history of extensive regulation and
control.

In Crafg v. Boren, 428 U.S. 190, 205, 206 (1976) reh'g denied, 429 U.S,
1124 (1977) the Supreme Court provided a brief illuminating history:

The history of state regulation of alcoholic beverages dates
from long before adoption of the Eighteenth Amendment. In
the License Cases, 5 How. 504, 573, 12 L Ed. 256 (1847),
the Court recognized a broad authority in state
governments to regulate the irade of aicoholic beverages
within their borders free from implied restrictions under the
Commerce Clause. Late in the century, however, Leisy v.
Hardin, 135 U.S. 100, 10 S.Ct. 681, 34 L.Ed.128 (1890),
undercut the theoretical underpinnings of License Cases.
This led Congress, acting pursuant to its powers under the
Commerce Clause, to reinvigorate the State's regulatory
role through the passage of the Wilson and Webb-Kenyon
Acts. . . . With passage of the Eighteenth Amendment, the
uneasy tension between the Commerce Clause and the
state police power temporarily subsided.

The Twenty-first Amendment repealed the Eighteenth
Amendment in 1933. The wording of § 2 of the Twenty-first
Amendment closely follows the Webb-Kenyon and Wilson
Acts, expressing the framers' clear intention of
constitutionalizing the Commerce Clause framework
established under those statutes. This Court's decisions
since have confirmed that the Amendment primarily
created an exception to the normal operation of the
Commerce Clause. . . . {Omitting citations)

Section 2 of the Twenty-first Amendment provides:

The transportation or importation into any State, Territory,
or possession of the United States for delivery or use
therein of intoxicating liquors, in violation of the laws
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thereof, is hereby prohibited. [U.S. Const. amend. XXi, § 2}

The first purpose of the Twenty-first Amendment was to end Prohibition by
repealing the Eighteenth Amendment. The "noble experiment” had failed.
However, one of the reasons understood to have contributed to the failure
was that national regulation had not taken into account local conditions.
See, e.g., 76 Cong. Rec. 4146 (1933), statement of Senator Wagner ("The
real cause of the failure of the Eighteenth Amendment was that it attempted
to impose a single standard of conduct upon all the people of the United
States without regard to local sentiment and local habits.") Another concern
was that a state wishing to protect its residents from alcohol crossing the
border from other states might lack the power to do so. 76 Cong. Rec. 4141
(1933), statement of Senator Blaine.

An additional concern was the loss of tax revenue during Prohibition
because the trade in alcohol was illicit. Ses, e.g., Ratification of the Twenty-
first Amendment to the Constitution of the United States, 142 (Everett
Somerville Brown ed., 1938) ("It is both foolish and intolerable to go on
submitting to a fallacious system under which an illicit, outlaw liquor traffic
annually draws hundreds of millions of dollars of profits out of the nation's
capital . . . .") (Indiana ratification convention.) The purpose of § 2 was
summed up by Senator Blaine, "to restore to the States by constitutional
amendment absolute control in effect over interstate commerce affecting
intoxicating liquors which enter the confines of the States,” 76 Cong. Rec.
4143 (1933).

it is worth noting that a proposed, but unadopted, § 3 of the Amendment
would have given Congress concurrent power to regulate the sale of
alcohol for consumption on the premises. This section was dropped on the
basis that it was inconsistent with § 2 and "would take away from every
State in the Union the right to determine how it would regulate the liquor
traffic within its boundaries," statement of Senator Black, 76 Cong. Rec.
4177 (1933).

Finally, still another important, clearly stated purpose of the Twenty-first
Amendment was to moderate consumption of alcohol by separating
producers from consumers through a mandated distribution structure,
typically a three-tier system of manufacturers, wholesalers, and retailers.
Before Prohibition, "tied-houses," where alcohol producers controlled
retailers, were considered to have contributed to irresponsible sales and
increased consumption of aicohol. See, e.g., H.R. Rep. No. 1542, at 12
(1935) (Federal Alcohol Control Act). The regulatory statutes challenged
provide that all alcohol sales to consumers be through accountable
licensees. Like many other states, Michigan has established a three-tier
system of manufacturers, wholesalers, and retailers, who deal in alcohol to
be sold in the state.

Such three-tier systems have been upheld as legitimate under § 2. The 5th
Circuit Court of Appeals stated, with respect to a similar Texas structure:

To avoid the harmful effects of vertical integration in the
intoxicants industry, the state has effectively restricted
manufacturers, wholesalers, . . . and retailers to one level
of activity . . . the state of Texas is surely acting within its
discretion by placing reasonable restriction on the
intoxicants industry in order to prevent these evils.

S. A. Discount Liquor, Inc. v. Texas Alcoholic Beverage Comm'n, 709 F. 2d
291, 293 (5th Cir. 1983) See also, North Dakota v. United States, 495 U.S.
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423, 432 (1990). {Such three-tier systems are "unquestionably legitimate.")
1t would be wonderful to advise you that the historical problems of aicohot
abuse and misuse that led to Prohibition, the Wilson and Webb-Kenyon
Acts, the Federal Alcohol Administration Act, Sec. 2 of the Twenty-first
Amendment, and all of the myriad state laws regulating alcohol have been
eliminated. It would be pure joy to announce that sales to minors,
alcoholism, drunk driving deaths and injuries, drunken assaults and rapes,
and toxic alcohol poisoning deaths are all a thing of the past. Unfortunately,
these ills continue.

The National Council on Alcoholism and Drug Dependence tells us that
75% of ninth graders have tried alcohol, and that alcohol related deaths are
the leading cause of deaths among 15 to 20 year olds. A startling statistic
from the Council is that at least 11% of all alcohol consumed nationally is
purchased by underage drinkers. Students in junior highs, middie schools
and high schools consume an estimated 1.1 billion cans of beer each year.
The Wirthland Worldwide study found that 59% of college students under
the age of 21 admitted drinking alcohol.

Researchers estimate that alcohol use is implicated in one to two thirds of
sexual assault and acquaintance or "date" rape cases among teens and
college students. In 1999, it was estimated that the total cost of alcohol use
by youth - including traffic crashes, violent crime, burns, drowning, suicide
attempts, fetal alcohol syndrome, alcohol poisoning and treatment - was
more that $58 billion per year. Nine of Michigan's largest universities filed
an amicus brief in the Michigan case challenging direct shipping, on the
basis that eliminating the proscription against direct shipping would provide
greater access to alcohol by underage college students, most of whom are
quite tech-savvy. The Michigan Interfaith Council on Aicohol Problems also
filed an amicus brief, asking that the court not overturn the laws because
fack of regulation would lead to great public harm. it is sadly apparent that
the need for strong alcohol regulation and control continues. The state's
ability to regulate alcohol trafficking for the benefit of all of its citizens,
should not be eviscerated solely because a number of self-proclaimed wine
“connoisseurs” demand the right to have "exclusive” wines delivered to their

doorsteps.

Endnotes:

1. Direct shipping is completely prohibited in Alabama, Arizona, Arkansas, Conneclicut, Delaware,
Kansas, Maine, Massachusetts, Michigan, Mississippi, New Jersey, New York, Ohio, Pennsylvania,
Rhode island, South Carolina, South Dakota, Texas, Utah, Vermont, and North Carolina, with the
prohibition a felony offense in Florida, Indiana, Kentucky, Maryland, North Carolina, Okiahoma, and
Tennessee. So-calied "reciprocal” states permit shipments of wine only between each other, buton a
limited basis: California [2 cases/mo.], Colorado [2 cases/mo.* on-site sales only], Hawait {2
cases/year], ldaho [2 cases/mo.], Winois [2 casesfyear), lowa [2 cases/mo.], Minnesota [2
casesfyear], Missouri {2 cases/year], New Mexico [2 cases/mo.}, Oregon {2 cases/mo.), Washingion
{2 cases/year], West North Carolina {2 cases/mo.], and Wisconsin {1 case/year]. A few states permit
timited direct shipping without a reciprocal agreement: Alaska ["reasonable quantity”], District of
Columbia [1 bit./me.], Georgia, Louisiana [4 cases/year], Nebraska [1 case/mo ], Nevada [1
case/mo.], New Hampshire [5 cases/year], North Dakota [1 case/mo.]. and Wyoming [2 cases/year].
See, Duncan Baird Douglass, Constitutional Crossroads: Reconciling the Twenty-first Amendment
and the Commerce Clause {o Evaluate State Regulation of Interstate Commerce in Alcohotic
Beverages, 49 Duke L.J. 1618, nnt. 134-136.

2. There are at least 2,200 wineries nationwide, with the numbers rapidly increasing: Washington
State alone has added a new winery every 20 days since 1997. A Very Good Year for Vintners, Jerry
Shriver, USA Today, June 28, 2002,

3. This should not be construed as a commentary on the merits of any particular alcoholic beverage,
but rather, llustrative of the variety and extent of products shipped to Michigan.

4_A number of the shippers made muitiple shipments into Michigan - this is why the number of
shippers is much less than the number of shipments. BATF has indicated that a producer’s violation
of a state's importation laws may have a negative impact on the basic federal permit; however, this
does not affect retailers.

5.www.teenresearch.com

8. Office of the Inspector General, United States Depariment of Health and Human Services, Youth
and Alcohol, Law and Enforcement: Is the 21-year-old drinking age a myth?

7 Scholastic/lCNN Newsroom Survey on Student Atfitudes about Drug and Substance Abuse.



87

8. Afcohol and Tobacco on the Web: New Threats to Youth, March 1997.

9.Alcohol Advertising Targeted at Youth on the Internet: An Update, December 1898.

10. www.winexwired.com/toc.htm

11, www.winebrats.org

12.Randall's Wines & Spirits, a/k/a wwwiinternetwines.com

13.www.wirthlin.com

14. ARAA's members and supporters include, inter alia, the North Carclina Attorney General,
Students Against Destructive Decisions (SADD), the National Association of Governors' Highway
Safety Representatives, the American Academy of Pediatrics, the North Carolina Alcohol Control
Board, the American Council on Alcoholism, and the National Transportation Safety Board.

15. 8ee fn 2.

16.That out-of-state retailers have the same goal of direct delivery is evidenced by the fact that 65%
of illegal shipments seized in Michigan were from discount beverage shops, party stores, wine clubs,
beer clubs, and other refailers.

17 As with many states, Michigan is in a budget crisis, and is reducing the staff available to handle
liquor matters.

18.Cddly, the faws against direct shipping have been condemned as "econormic protectionism” for
wholesalers. The three-tier systems establishing wholesalers as a distinct tier were set up
immediately following the repeal of prohibition. There was no wholesale tier to "protect”. Certainly,
ficensed wholesalers have a long-standing financial investment in the three-tier system, which they
would not want to see jeopardized. If the three-tier system has accomplished what was intended, the
elimination of the harmful effects of vertical integration, why eliminate the value to the public from the
systemn simply because a cost is associated with providing that value?

19. www.ncadd.org/facts/youthalc htmi

20. Office of the Inspector General, United States Department of Health and Human Services, Youth
and Alcohol, Law and Enforcement: Is the 21-year-old drinking age a myth?

21.www.wirthlin.com

22. Office of the Inspector General, United States Depariment of Health and Human Services, Youth
and Alcohol, Dangerous and Deadly Consequences.

23.D. T. Levy, K. Stewart, et al, Costs of Underage Drinking {report prepared for the US Department
of Justice, Office of Juvenile Delinq



88

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

JUANITA SWEDENBURG, in her own capacity .
and as proprietor of SWEDENBURG WINERY, a .
Virginia partnership; DAVID LUCAS, in his own
capacity and as proprietor of THE LUCAS '
WINERY, a California sole proprietorship; :
PATRICK FITZGERALD; CORTES DeRUSSY; :
and ROBIN BROOKS, :

Plaintiffs,
-against-

EDWARD F. KELLY, Chairman, and
LAWRENCE J. GEDDA and JOSEPH :
ZARRIELLO, Commissioners, of the State Liquor :
Authority, Division of Alcoholic Beverage .
Control, State of New York, in their official
capacities,

Defendants,
-and-

CHARMER INDUSTRIES, INC., PEERLESS :
IMPORTERS INC., EBER BROTHERS WINE & .
LIQUOR CORP,, PREMIER BEVERAGE .
COMPANY LLC, METROPOLITAN PACKAGE *
STORE ASSOCIATION, INC., LOCAL2DOF
THE ALLIED FOOD AND COMMERCIAL
WORKERS INTERNATIONAL UNION, and

DR. CALVIN BUTTS,

Intervenor-Defendants.

STATE OF MASSACHUSETTS )

COUNTY OF NORFOLK )

Case No. 00 CV 778 (RMB)

AFFIDAVIT OF HENRY WECHSLER IN
SUPPORT OF DEFENDANTS' CROSS

MOTION FOR SUMMARY JUDGMENT
AND IN OPPOSITION TO PLAINTIFFS'
MOTION FOR SUMMARY JUDGMENT

HENRY WECHSLER, being duly sworn, deposes and says:
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1. I, Henry Wechsler of Quincy, Massachusetts, have been asked to provide expert
testimony on behalf of the Attorney General of New York State in this case. I am
testifying in opposition to changing the current system of alcohol distribution and sales in
New York so as to allow direct sales from out-of-state suppliers to New York residents
through mail, telephone, and Internet orders. I oppose this change because in my expert
opinion it would increase the access of underage youth to alcohol, weaken the current
system of controls over underage drinking, and increase underage drinking and the
resulting harms. This is the first time I am providing expert testimony despite numerous
requests to do so over the years. Iam doing so because this is such an important issue.

2. I'am a public health researcher specializing in studies of alcohol use and problems
among young people. My experience and scholarly work in this field are reflected in my
current curriculum vitae, which I have enclosed as exhibit A.

3f Ireceived my Ph.D. degree in social psychology from Harvard University and have
been on the faculty of the Harvard School of Public Health since 1966. Ihave regularly
taught courses there on “Alcohol Abuse and Alcoholism from a Public Health
Perspective” and “An Introduction to High Risk Behaviors: Epidemiology and
Prevention and Public Policy.” I have also held appointments as Adjunct Professor at the
Boston University School of Public Health and the Simmons College School of Social
Work. I was Research Director and Associate Executive Director of the Medical
Foundation Inc. in Boston.

4. I have published 17 books and monographs and more than 150 articles in professional
journals including the Journal of the American Medical Association, the New England

Journal of Medicine, the Journal of Studies on Alcohol, the American Journal of
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Preventive Medicine, the American Journal of Public Health, and the Journal of the
American College Association. | am a member of the National Institute on Alcoholism
and Alcohol Abuse Special Task Force on College Drinking, and I have consulted with a
number of colleges and state agencies about student alcohol issues. In Massachusetts
was a consultant to the Governor’s Alliance Against Drugs. I have been a keynote
speaker at a number of national and state organizations including the American Society
of Addictive Medicine, the New York State College Consortium in Alcohol and Other
Drugs, the National Conference of State Liguor Administrators New Jersey Summit, the
Mother’s Against Drunk Driving College Commission, the Association for Medical
Education and Research in Substance Abuse, the American Society of Addiction
Medicine, the National Association of Student Personnel Administrators, the National
Alcohol Beverage Control Association National Alcohol Education Symposium, and the
Association of American Colleges and University Program for Health and Higher
Education. I also lecture nationally to college administrators, college health personnel
and students about binge drinking and other forms of high risk behavior. Iam the
recipient of the American College Health Association’s Clifford B. Reifler Award for my
research contributions.

5. Ipublished my first study on the topic of alcohol use in 1969, and since then have
published over 50 research articles in professional journals on alcohol and substance
abuse. In the 1970s, when most attention was placed on marijuana and other illicit drug
use, my research pointed to the greater prevalence and harms resulting from alcohol

abuse.
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