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UILD A BETTER mousetrap,”
the old saying goes, “and the
world will beat a path to your
door.” Brew a better beer,
however, and regulators will
tie your door shut with red tape. Startups in the craft
brewing industry face formidable barriers to entry in
the form of federal, state, and local regulations. These
barriers limit competition and innovation, reducing
consumer welfare.

While customers and new entrants are harmed, these
regulations can be a privilege to incumbent firms and
industries. There are various political and historical
reasons for the persistence of these rules, despite the
fact that they lack economic justification. Policymak-
ers interested in economic development should elimi-
nate regulations to help firms overcome confusing and
unnecessary barriers to entry and to level the play-
ing field between established firms and their newer,
smaller rivals.

A SURVEY OF SELECTED REGULATORY BARRIERS
TO ENTRY

ALL ENTREPRENEURS FACE entry costs, regardless of
the industry they seek to enter. Some of these costs are
inherent to business, such as those related to developing
a business plan, raising capital, and bringing the prod-
uct to market. Other costs are the result of regulations
that—while imposed on all firms—tend to be more bur-
densome for newer and smaller operators.® A series of
regulations increase the cost of developing, producing,
and distributing new products in the brewing industry,
including the “three-tier system” and an assortment of
licensing and permitting laws.
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FIGURE 1: BARRIERS TO STARTING A CRAFT BREWERY IN VIRGINIA

Obtain a Brewer's
Notice from
the TTB

FEDERAL with the FDA

Obtain all required
state licenses*

File an application and

statement of intent fees

Post notice on the front door
of the business

Publish notice in the local
newspaper

Undergo a background
investigation

Undergo facility inspections

BARRIERS

Be aware of whole-
saler agreement
restrictions

Sales territory limitations

Restrictions on increasing
prices or canceling agreements

VIRGINIA
REQUIREMENTS

INTERSTATE

Obtain a self-distribution
license

Obtain a delivery permit

Register facilities

Pay state taxes
and fees

Pay state licensing costs and

Pay state taxes

Pay the state excise tax of
$0.26 per gallon

Be aware of other

VA limitations

Advertising limitations

Mandatory food inspections

REQUIREMENTS

Obtain a permit and pay $5
permit fee (for each shipment)

Obtain required
formula approvals
from the TTB

Obtain approval of
labels from the TTB

Adhere to all local
ordinances

Regulations or taxes on
alcoholic beverages

Regulations on the time
of sale

Adhere to mandated
trade practices

*REQUIRED STATE LICENSES
Brewery & Keg, <10,000 barrels
Brewery & Keg, >10,000 barrels
Brewery, <10,000 barrels
Brewery, >10,000 barrels
Retail off premises

Malt beverage registration
Self-distribution

Tasting license

Beer shipper

Delivery

Note: The combination of licenses required
depends upon the activities of the business.

DC MARYLAND

REQUIREMENTS

Obtain an import/export permit

Obtain the “shipping to
wholeslers license”

Sources: Alcohol and Tobacco Tax and Trade Bureau www.ttb.gov; Virginia ABC www.abc.virginia.gov; Virginia State Code leg1.state.va.us.

Following the repeal of prohibition in 1934, nearly every
state passed laws to mandate “three-tier” distribution
systems that persist today.2 But for certain limited excep-
tions, these systems require that suppliers, wholesalers,
and retailers (stores, restaurants, etc.) remain separate
entities according to their ownership and management.
Many of these state laws require that distributors be
granted exclusive territories, making a particular whole-
saler the exclusive source for a specific brand within a
defined area. Further, as of 2003, all but four states have
franchise laws that dictate how suppliers may contract
with distributors and on what terms a supplier may
choose to work with another distributor.? In a recent
survey of the empirical literature on laws that limit or
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constrain the relationship between buyers and sellersin a
supply chain, economists Francine Lafontaine and Mar-
garet Slade found that “when restraints are mandated by
the government, they systematically reduce consumer
welfare or at least do not improve it.**

As figure 1 demonstrates, there are a number of federal
and state permits and authorizations with which brew-
ers must comply before they can bring their product
to market. We find that an entrepreneur attempting to
enter the brewing market in Virginia must complete at
least five procedures at the federal level, five procedures
at the state level, and—depending on the locality—mul-
tiple procedures at the local level.®




An aspiring brewer must first obtain approval for a
Brewer’s Notice from the Alcohol and Tobacco Tax and
Trade Bureau (TTB), a division of the US Department
of the Treasury.® This process may include background
checks, field investigations, examination of equipment
and premises, and legal analysis of proposed opera-
tions.” She must then obtain a license (and potentially
other authorizations) from the alcoholic beverage regu-
lator in the state where she plans to operate her brewery
and sell her beers to wholesalers.® In Virginia, for exam-
ple, this license can be refused if the state believes the
brewer is “physically unable to carry on the business,” is
not a person of “good moral character and repute,” fails
to demonstrate the “financial responsibility sufficient
to meet the requirements of the business,” or is unable
to “speak, understand, read and write the English lan-
guage in a reasonably satisfactory manner.”® The state
may even refuse to grant a license if it feels that there are
enough brewers in the locality and an additional brewer
would be “detrimental to the interest, morals, safety or
welfare of the public.”*

Before her first bottle can be sold, the brewer must also
obtain approval for her beer label from the TTB and reg-
ister that same label in states where she plans to sell
it.* Depending on her ingredients and brewing meth-
ods, she may also need approval from the TTB for her
formula as well.?? Once she is in business, the brewer
must ensure that her ingredients and brewing methods
comply with regulations enforced by TTB, the Food and
Drug Administration, and—in the case of organic beers—
the US Department of Agriculture.’® In addition, how
the brewer, wholesaler, and retailer market beer is sub-
ject to federal and state regulation.

Throughout this process, the brewer will face wait times
and fees that add to the cost of entering and compet-
ing in the market. To obtain her Brewer’s Notice from
the TTB, she must wait approximately 100 days.'* To
receive approval for her formula, she could wait an addi-
tional 60 days. And to receive approval for her label,
she could wait another 17 days.'®* With regard to fees, the
state brewery license will cost $350 if she brews fewer
than 500 barrels of beer in one year, $2,150 if she brews
between 501 and 10,000 barrels in one year, or $4,300 if
she brews more than 10,001 barrels.'”

In aggregate, the number of regulatory procedures that
we identify (12), the wait times to complete many of
these procedures (in excess of 100 days), and the asso-
ciated costs (e.g., $2,150 for a single license) represent
formidable barriers to entry. All of these barriers are in

addition to the standard regulatory hurdles that all small
businesses must surmount (zoning ordinances, incorpo-
ration rules, and tax compliance costs). This means that
starting a microbrewery in the state of Virginia requires
as many procedures as starting a small business in China
or Venezuela, countries notorious for their excessive
barriers to entry.*®

A TRAGEDY OF THE ANTICOMMONS

A BREWER MUST comply with regulations enforced by
several regulators at each of several levels of govern-
ment. For example, at just the federal level, regulators
include the TTB, the FDA, and the USDA. With mul-
tiple regulators at each level of government possessing
the ability to restrict the entry of new business, the pat-
tern of regulation is characteristic of what has become
known as the “tragedy of the anticommons.”*

In the traditional “tragedy of the commons,” multiple
parties have the ability to access a common resource and,
if each party fails to account for the cost his use imposes
on the others, the resource tends to be overutilized.?° In
contrast, a “tragedy of the anticommons” arises when
multiple parties have the ability to exclude access to a
resource through taxation, regulation, or other means.?
This tends to lead to underutilization of the resource or
underdevelopment of the market.

While this concept is relatively novel, it helps explain old
problems. For example, trade along the Rhine River dur-
ing the Middle Ages was stifled due to an anticommons.
After the fall of the Holy Roman Empire, a series of local
barons began exacting tolls for the use of the Rhine River.
Each baron acted independently, failing to account for
the fact that his toll diminished the tax base on which
other barons levied their own tolls.?? As a result, eco-
nomic activity along the river declined, and everyone
suffered—including the barons.? In time, these overlap-
ping taxers came to be known as “robber barons.”

Like these robber barons, several overlapping entities
at the local, state, and federal level have the ability to
exclude access to the craft brewing market through
taxation and regulation. Further, the political interests
motivating the actions of each regulator are distinct
from one another, diminishing the likelihood that any
one regulator will account for the actions of the others.
For example, those who advocate for tighter local zon-
ing ordinances are typically not the same as those who
advocate for more exacting TTB brewing standards,
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and those that advocate for greater FDA restrictions
on food safety are rarely the same as those who advo-
cate for greater restrictions on the sale and distribution
of alcoholic beverages. With so many regulators, each
motivated by distinct interests, no one is incentivized to
account for the cumulative effect.

BOOTLEGGERS, BAPTISTS . . . AND BREWERS

EcoNOMIST BRUCE YANDLE offers another theory of
regulation which explains the existence and maintenance
of so many regulatory burdens in the brewing industry.
Known as the “Bootlegger and Baptist” theory of regula-
tion, it draws its name from states’ efforts to restrict the sale
of alcoholic beverages on Sundays.?* The Baptists, Yandle
asserts, endorsed Sunday sales bans on moral grounds and
provided vocal support for the promised public benefits
that would result from these restrictions. The bootleggers,
who offered financial and political support for these same
restrictions, supported them in an effort to reduce compe-
tition. The result was a coalition of two distinct groups that
supported these regulations for vastly different purposes.

Applying this theory to the three-tier system, the stated
intent was to limit the ability of producers to sell directly
to consumers and thus to prevent undue influence and
control of one market player over another, which many
blamed as a root cause for various social maladies of
the pre-Prohibition era.?> However, the practical effect
of these regulations has been to increase the market
power of wholesalers.? As a result, distributors are able
to claim a considerable share of the economic benefit
that would otherwise flow to the brewer or consumer.?
While initially justified on public interest grounds, the
three-tier system has created an entrenched interest
(distributors) that now has a financial stake in seeing
that these policies persist.

Limiting the ability of producers to both sell and pro-
mote alcohol directly to consumers was the historical
social justification for the current regulations, but now
there are also incumbents and more established firms
that gain financially from the maintenance of these reg-
ulations. Even though many of the regulations surveyed
above (licensing, permitting, prior agency approval for
formulas, etc.) raise costs on all firms regardless of their
size, the costs of compliance tend to be particularly bur-
densome for newer and smaller operators.?® That means
many large, established firms benefit from these rules
since they raise their rivals’ costs.?

SIMPLIFY, DON'T SUBSIDIZE

IN AN EFFORT to help small craft brewers overcome
these regulatory burdens, many politicians have pro-
posed targeted assistance for small or new craft brew-
ers. For example, New York has chosen to create a spe-
cial license for “farm breweries” that allows them to
operate with fewer regulatory restrictions.* Similarly,
policymakers in Illinois have created specific regulatory
exemptions targeted at smaller brewers.*! Other states,
such as North Carolina, provide subsidies and grants
to help brewers “compete” in the market.> These tar-
geted privileges, however, create their own set of ineq-
uities and inefficiencies, encouraging resource wastage
through rent-seeking and unproductive entrepreneur-
ship.** Moreover, they are policy solutions to a policy-
created problem.

Instead, policymakers should focus on more direct,
effective, and less problematic solutions to reduce the
tangle of regulatory burdens encountered by craft brew-
ers. Eliminating regulatory burdens for all firms would
allow brewers to succeed or fail on the basis of their
ability to provide the greatest value to consumers at the
lowest cost to society.
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