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August 24 , 2005

The Honorable Wesley Chesbro

California State Senate
State Capital , Room 5035
Sacramento , CA 90514

Re: Comment on Proposed Beer Franchise Act

Dear Senator Chesbro:

The staffs of the Federal Trade Commission s ("FTC" or "Commission ) Offce of
Policy Planing, Bureau of Economics , and Bureau of Competition are pleased to respond to
your invitation for comments on a proposal to put into place a beer franchise act in California.
The Proposed Franchise Act would govern the contractual relationships between beer
manufacturers and beer wholesalers. ' In your letter , you asked the FTC to analyze the
competitive impact" of the proposed franchise act.

The Proposed Franchise Act would reduce wholesalers ' incentives to lower wholesale
prices and to undertake efforts to increase the demand for brewers ' brands , and therefore is
likely to increase the costs of beer distribution and to reduce competition among wholesalers.
Further, the Proposal may reduce competition among certain brands of beer. Consequently, we
believe that , if enacted, the Proposed Franchise Act is likely to lead to higher beer prices for
California consumers, and may reduce the variety of beers from which California consumers can
choose.

Hereinafter referred to as "the Proposed Franchise Act" or "the Proposal." We understand that this bill is
likely to be offered as an amendment to California Assembly Bi11417.

This letter expresses the views of the Federal Trade Commission s Office of Policy Plannng, Bureau of
Competition, and Bureau of Economics. The letter does not necessarily represent the views of the Federal Trade



Interest and Experience of the FTC

Congress charged the FTC with enforcing laws prohibiting unfair methods of
competition and unfair or deceptive acts or practices in or affecting commerce.) Pursuant to this
statutory mandate, the Commission seeks to identify business practices and regulations that
impede competition without offering countervailing benefits to consumers. ' The Commission
and its staff have considerable experience in analyzing thc competitive impact of regulations
affecting the alcoholic beverage industry. For example, the FTC staff has commented in the past
on proposed restrictions on the vertical relationships between alcoholic beverage producers and
wholesalers Further, in 2003 , the Commission staff released a report on the competitive effects
of bans on direct shipments of wine: and in 2004 , the FTC staff commented on a proposed New
York bill involving direct shipment ofwine.

The Proposed Legislation

The Proposed Franchise Act would prohibit a brewer from terminating, refusing to
renew, or refusing to enter into an agreement with a beer wholesaler "except for good cause and
in good faith.'" The Proposal defines "good cause" as "failure of a beer wholesaler to comply
with the good faith requirements imposed upon (itJ by an agreement between the beer
manufacturer and the beer wholcsaler.'" Further, the Proposed Franchise Act expressly states
that "good cause shall not include. . . a beer wholesaler s failure to meet a sales goal or quota
that is not commercially reasonable under prevailing marketing conditions





The Proposed Franchise Act would make it more diffcult for a brewer to enforce
contractual arrangements designed to rcduce wholesale prices and to increase wholesaler
incentives to provide demand-enhancing services, and therefore is likely to raise brewers ' costs
of distribution and to injure competition among both wholesalers and brewers. Accordingly, if
enacted , the Proposed Franchise Act would likely lead to higher beer prices for California
consumers and may lead to less varety.

Reduction in Wholesaler Incentives to Take Actions that Increase Sales



they actually receive , and are thus unlike1y to purchase the supplier s product again." For
example, when a consumer does not enjoy a beer becausc it has not been stored at the correct



incentives to provide sales-generating effort" or exclusive dealing requirements to focus dealer
efforts on the supplier s - rather than a rival' s - product.26 As many economic studics have

found, such provisions tend to benefit consumers in the form of higher output, lower prices , and
improved services27 Further, the U.S. Supreme Court has noted on numerous occasions how
vcrtical contracts can intensify interbrand competition " which benefits consumers with lower



demand for their products. JI Indced, even in circumstances whcrc a wholcsaler brcached the
terms of its contract, the Proposed Franchise Act would likely cause a brewer to incur substantial
legal costs to switch wholesalers. J2 For example , a brewer that was displeased with a
wholesaler s performance and wanted to terminate (or not renew) its contract would have to
show that the wholesaler has violated some provision ofthcir agreement and that this provision
was "a good faith requirement." This , in turn, would require the brewer to show that the
provision conformed with "reasonablc commercial standards " and that by enforcing this
provision the brewer was engaged in "the fair and equitable" and "non-arbitrary" treatment of
beer wholesalers "who , based on objective measures , are similarly situated.

In this maner, the Proposed Franchise Act would increase the cost - and thus reduce the
threat - of terminating (or not renewing) a wholesaler. Absent a credible threat of termination
(or nonrenewal), wholesalers have less incentive to stimulate demand as their contracts require.
As discussed above, a reduction in the ability of brewers to control wholesalers ' activities is
likely to deprive California consumers ofthe lower prices , increased output, and better quality
that result from more intense competition among beer brands.

Mandating Exclusive Territories and Prohibiting Exclusive Dealing 
Likely to Increase Brewers ' Distribution Costs

The Proposed Franchise Act's mandated exclusive terrtories coupled with its termination
provisions also are likely to increase a brewer s cost of distribution. For thc reasons discussed
above, the Proposed Franchise Act wil1 make it diffcult to terminate a wholesaler that fails to
exert suffcient effort to promote a brewer s brand. At the same time , the Proposed Franchise
Act's exclusive terrtory requirement prevents a brewer from simply hiring another wholesaler in
the same terrtory to distribute its brand in competition with the non-performing incumbent
wholesaler. Further, exclusive terrtory requirements limit brewers ' freedom to respond to
changes in market conditions. For example, combining terrtories to achieve scale effciencies
would not qualify as "good cause" under the Proposal.34 A brewer s effort to divide an existing
terrtory where demand is growing between two wholesalers, moreover, may trigger a claim
from an existing wholesaler that it is being terminated without cause. More general1y, although
exclusive terrtory provisions can have procompetitive effects by better aligning brewer and

See James A. Brickley et 01. , The Economic Effects oj Franchise Termination Laws 34 1.1. & ECON. 101
113 (1991) (analysis of case law supports tbe premise that termination laws increase tbe cost of termation and

nonrenewal); see also Tracey A. Nicastro How the Cookie Crumbles: The Good Cause Requirementfor
Terminating a Franchise Agreement 28 VAl.. U. 1. REV. 785 , 796-98 (1994) (cataloging several courts
interpretations of "good cause" that limit a franchisor s ability to termnate franchisees).

Further, by preventing a brewer from including contractual terms that require arbitration of claims or
preclude a wholesaler from litigating a dispute in California state or federal courts, the Proposed Franchise Act is
likely to raise the cost of settling contractual disputes. See Proposed Franchise Act 3(c)(8)-(9).

In an extreme example of wholesaler non-performance , a wholesaler may refuse to supply retailers with the
brewer s product at all (i. park" the brand). In these situations , consumers in the wholesaler s territory are
deprived of the product altogether.

The Proposed Franchise Act states that a brewer call0t termnate (or refuse to renew) a distribution
contract based on "a national or regional policy of consolidation. " Proposed Franchise Act 2(a)(2)(E). Similarly,
the Proposed Franchise Act requires that compensation be paid to wholesalers that are termated as a result of a
merger between brewers. Jd at 3(b). This also is likely to make it more diffcult for merging brewers to realize
effciencies from consolidating distribution networks.



wholesaler incentives JS it is better to let private parties determine whether it is in their interests
to enter into contracts that contain exclusive territory provisions than to mandate such terms.
Because brewers have an incentive to minimize the cost and maximize the effectiveness of
distribution, they are likely to grant wholesalers exclusive territories only if such contracts are
likely to increase output.

The Proposed Franchise Act also prohibits exclusive dealing arangements, which, as
discussed above , supplicrs may use to promote wholesaler effort. This prohibition also is likely
to reduce demand-enhancing activities to the detriment of consumers.

Reduction in Competition Among Wholesalers

The Proposed Franchise Act is likely to reduce competition among wholcsalers for
brewers ' business. As discussed above , the Proposal would make it difficult - ifnot impossible
- for a brewer to terminate its current wholesale contract in order to switch to a competing
wholesalcr offering more attractive terms. Knowing this , new and existing wholesalers have
little incentive to compete to distribute a brewer s brands. Absent a threat of competition
incumbent wholesalers ' incentives to improve performance or to lower costs arc diminished
likely leading to higher wholesale beer prices , and ultimately higher retail beer prices in
California.

Reduction in Competition Among Brewers

The Proposed Franchise Act also may lessen competition among brewers. Its provisions
may affect smaller brewers to a greater extent than larger brewers , because larger brewers may
be in a better position to incur the legal costs of termination and thus have a greater ability to
exercise control over wholesalers. Established brands that advertise heavily, moreover, may not
rely as much on wholesaler effort. Consequently, the Proposed Franchise Act may lead to less
variety as smaller brewers find it more diffcult to market their product than larger brewers.
Further, to the extent that larger brewers have brands that compete with small brewers ' brands , if
the Proposcd Franchise Act raises small brewers ' distribution costs relatively more than it raises
large brewers ' distribution costs , it may have the effect of reducing the aggrcssiveness oflarge
brewers ' pricing for those brands that compete with small brewers ' brands , thus raising the price
that California consumers pay for those brands of beer.

Conclusion

The Proposed Franchise Act is likely to reduce wholesalers ' incentives to provide
important demand-enhancing services and is likely to reduce competition among wholesalers to
carr brewers ' brands. Further , the Proposal may disproportionately increase the distribution
costs of smaller brewers ' bra
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Respectfully submitted

'I 
It,

Maureen K. Ohlhauscn, Director
Offce of Policy Planning

Bureau of Economics

SA cfL
Susan A. Crcight , Director
Bureau of Competition


