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Background:

Anheuser-Busch (A-B) distributed its beer in llimofrom 1980 to 2005 through a
forerunner of City Beverage. In the Chicago areawever, A-B historically and
currently runs second behind its arch rival, Mileors. Reyes Holdings L.L.C., the
Rosemont, lllinois-based, $11.75-billion food andvérage distributor owned by J.
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Christopher and M. Jude Reyes, runs Chicago Beeesggtem L.L.C., the city's largest
beer distributor. Chicago Beverage sells Miller@oproducts, and reportedly has made
Chicago the top market for MillerCoors in the emtiinited States.

As more Miller and Coors wholesale distributors tame in the wake of SABMiller and
Molson Coors’ MillerCoors joint venture, A-B’s difiutors are beginning to face more
efficient competitors. Some beer industry obser\eve suggested that A-B’s effort to
acquire its own wholesale distributorship in Chizagignals a broader move by the
nation’s largest brewer to bring more of its distition in-house and encourage greater
consolidation among A-B owned or affiliated wholess; greater consolidation
presumably would further boost the efficiency of avhhas been recognized for
generations as the best coordinated beer diswibutwork in the United States.

In 2005, A-B set up an affiliate to invest in a néeer distribution company — City
Beverage-lllinois LLC. The A-B affiliate held a 3fercent equity interest in City
Beverage-lllinois; the other 70 percent of the campwas owned by Soave Enterprises
Inc. ("Soave”), a joint venture comprised of twdiges, neither of which was owned nor
controlled by A-B. From 2005 to 2010, the lllinolsquor Control Commission
(“ILCC") repeatedly issued an lllinois Distributer’License to City Beverage-lllinois
LLC, even though the company’s owners also heldGti€sued Importing Distributor’s
Licenses at the same tirfe.

In early 2010, word began spreading that A-B waagon the offensive in Chicago, and
would buy the 70 percent interest it did not algead/n in City Beverage-lllinois from
Soave. Extrapolating from recent sales data, @gverage currently distributes
approximately 19 million cases of beer per yeathie Chicago area. The proposed
acquisition, with an estimated price of $150 milliand $200 million, would have given
A-B greater control over sales in one of the nasidargest urban markets, and one of the
few places where its brands are not dominant.

The A-B-Soave deal was scheduled to close on Fgprl@ 2010. However, at the
behest of several small lllinois brewers, alonghwtillerCoors, the ILCC wrote to A-B
on February 14, the day before the scheduled closing, threatemingevoke City
Beverage-lllinois’ license to distribute beer in i€Ggo if the acquisition was
consummated. Opponents of the proposed acquisitidio ultimately included the
Association of Beer Distributors of lllinois (“ABD), and the lllinois Craft Brewers
Guild, Ltd. (“Guild”), petitioned the ILCC to blockhe sale on grounds that lllinois’
alcohol beverage laws prohibit an out-of-state lemwor any entity licensed as an
Importing Distributor from owning and controllingh an-state beer wholesale distributor
holding an lllinois Distributor’s License.

2 At oral argument, counsel for Defendants candictiaracterized the ILCC'’s prior treatment of the
licensing of those companies as a “mistake” thablved “some sort of de facto grandfathering in"tloé
situation that existed prior to the 1982 amendmdhiring the litigation before the federal coult,cd the
parties agreed that prior “mistakes,” were not s#ue; rather, the correctness of the ILCC’s current
interpretation of the lllinois Liquor Control Actas the issue to be reviewed by the court.



A-B countered its critics, arguing that any efftmy alcohol regulators to block the
proposed purchase would be wrong both as a mdttawoand policy. In terms of law,
A-B argued that The lllinois Liquor Control Act aetly does not prohibit brewer
ownership of a distributor, as it does for distdl@nd winemakers. A-B challenged the
ILCC’s reliance on a "general rule” against thectice without citing any specific
statutory authority, and noted that City Beverd{jedis had received renewals of its
lllinois Distributors License consistently since0%0

As for policy, A-B argued that it's ownership oftZiBeverage would not threaten the
three-tier system of regulation, noting that fetlémsv and 24 states allow brewers to
have an ownership interest in a distributor. RatAeB argued, its proposed acquisition
would support increased competition in a market reh&-B was not the dominant
competitor.

After a vigorously argued hearing on March 2, 2ah@,ILCC concluded that the lllinois
Liquor Control Act prohibits an lllinois-licensed oN-Resident Dealer (such as A-B)
from possessing an ownership interest in a licendi@dis distributor. In an opinion
signed by all its commissioners, the ILCC ruledt tbacause A-B’s parent, Anheuser-
Busch InBev, is based outside the state and inilBelgt was barred by lllinois law from
owning and controlling a beer distributor in Illisd

The regulators also justified their actions by ekghg that they were obligated to
protect the three-tier distribution system thatuisgs beer to be sold to a distributor
before reaching a store or bar. According to th&Gts March 18' Order, the three-tier
system $upports state interests in liquor tax collectitine maintenance of an orderly
market, and the protection of the public againssafe alcoholic liquof. The ILCC
further declared that preserving the three-tiertesyswas vital to preventvértical
monopolies and economies of scale that would ledde introduction of cheap alcoholic
liquor into the marketplacgé,and that its ruling necessarilypfomotes temperance and
assists in the control and limitation of the irresigible consumption of alcoholic liqubdr
A copy of the lllinois Liquor Control CommissionMarch 10, 2010 ruling is attached in
PDF format.

A-B immediately filed a complaint in the U.S. DistrCourt of the Northern District of
lllinois, contending that the ILCC’s decision vitdd the dormant Commerce Clause of
the U.S. Constitution because it was allowing loitlalois-based brewers to obtain a
license to distribute but not out-of-state brewers.

® The ILCC’s March 18 ruling permitted A-B to retain its current mingrinterest in City Beverage due to
the “history and facts surrounding this case.” Heelaratory ruling added that the Commission would
“renew said CITY Beverage distributors licenses upeir expiration and as currently owned absent any
other license disqualifying factors. This factuatermination is limited solely to the history aratts
surrounding this case and will have no bearing anurfe legal declarations or rulings from the
[Commission].” On April 1, 2010, the Commissionussl its annual renewal of CITY Bloomington’s
Distributor’s and Importing Distributor’s Licenses.

* Only two in-state brewers hold licenses both wdpce and distribute beer in Illinois. Neitherwbee has
held its distributors’ license for an extensivedinBig Muddy Brewing was licensed in June of 200Bile



The lawsuit sought an injunction against the ILG@ asked the federal court to grant A-
B the right to distribute beer in the state. ikiag for injunctive relief, A-B and Soave
argued thatAnheuser-Busch has held a 30-year unbroken striimtistributor's licenses

in the state of lllinois speaks volumes. Couplé #ith the fact that there is no
prohibition of a brewer holding such licenses ie thinois liquor law’

Opponents of the transaction argued that if A-Benslowed to distribute, it could lead

large wine and liquor makers to do the same, unohémmthe overall competitiveness of
the existing three-tier system in lllinois.

The District Court’s Decision:

US Dist Court judge issued 38-page ruling on Fridalabor Day weekend that granted
partial summary judgment to AB. Law allowing seiéttibution for only in-state brewers
violates Commerce Clause of US Constitution, sdgguHowever, he also ruled that to
“remedy" unconstitutionality of lllinois system ljlowing out-of-state brewers to also
self-distribute "would be more disruptive" than thdrawing the self-distribution
privilege from in-state brewers." Court stays eoémnent of its ruling until Mar 31, 2011
and asks the legislature to act to fix the "constinal defect” in the law.

Everything stays in limbo for now. AB can't close lsuying out 70% of City Bev it
doesn't own, but doesn't have to get rid of 308lods. Soave Enterprises, looking for
liquidity, cannot get its money out of City Bev.dR8 tiny craft brewers who self-
distribute (Argus and Big Muddy) can go on doinglsat only for the next 8 mos unless
law changes. Indeed, all of this is subject to @mgnges that might or might not happen
in state legislature. This is a "favorable rulifggadlined e-mail from Associated Beer
Distributors of lllinois. Meanwhile, AB legal vedpary Rutledge said: "We are pleased
that the court found unlawful discrimination by ttate but disappointed with the court's
decision to further delay the answer to this qoeshiy waiting for the lllinois General
Assembly to possibly act.”

US District Court thoroughly rejected various argums of both defendants and amici
contending that AB didn't have standing to suehat tllinois' in-state discrimination not
subject to "per se invalidity" rule in Commerce @a challenges. "This law explicitly
discriminates against out-of-state brewers" ancefoee it is per se invalid. Tho in-state
brewers who can self distribute are tiny, "theraagdde minmis exception.... A law that
mandates discriminatory treatment by its own teismnsvalid even if there are no in-state
businesses that currently benefited from the 1&4ill, a local law could potentially be
discriminatory and survive Commerce Clause cha#léhg served a "legitimate local
purpose” that "cannot be served by reasonable somainatory alternatives.” But Judge
ruled that's not case here: "In sum, defendents havarticulated a legitimate local

Argus Brewery obtained its license in February 6l@2 In both instances, the lllinois brewers self-
distribute only their own products. A third in-&abrewer, Goose Island Beer Company, holds a
distributor’s license but currently does not sedtiibute. A-B has an ownership interest in Goadand.



purpose.”

Even with that victory for AB, judge still ruled Xeension" of self distribution to
AB/others would be more disruptive than "nullificat” of benefit for 2 tiny craft
brewers. Court "recognizes" that this ruling "manpose financial hardships on lllinois
brewers" and does "not materially advance" AB'sithdte goal in this litigation-clearing
the path to closing on the City Beverage transactiBut "court is not empowered to
decide which alternative represents better puldicy..... The legislative process offers
more flexibility for solving the constitutional defency than is available judicially" and
"a legislative solution, if one is forthcoming, mibg preferable to a judicially crafted
one." So it's back to the drawing board.

Local Wineries vs. Local Breweries: When Is A Thre-Tier
Exception Legitimate?

Like many states across America, lllinois histdhchas taken a schizophrenic approach
to alcohol regulation when it comes to small farmewries. For more than a generation,
the state required conventional grape wines --dbimercial wines sold in package
stores and grocery stores as well as restauradtbas throughout the states and across
the country -- to pass through the traditional ¢htier system of regulation before
reaching an lllinois consumer. However, lllinoisnaltaneously allowed farm wines
produced by local, small-operation farmers to dd daectly to consumers and retailers,
as well as distributed by wholesalers through taditional three-tier system.

The “native farm winery” exception to the traditarthree-tier system, which became
popular throughout America during the latter hdifttoe 20" Century, makes no sense
when viewed solely in the context of alcohol regjola Alcohol that is sold outside the
traditional three-tier system lacks the “orderlyrked” protections afforded by:

* multiple levels of licensee oversight and control;

» the efficient collection of taxes by a single trlicensees, subject to direct and
in-person inspection by state auditors and regrdato

» the in-person purchaser verifications by licenstbas reduce the risk of illegal
sales to minors; and

* the proximate accountability between the retail degnand the consumer
community that can support responsible retail vegdiehaviors, while deterring
irresponsible retail vending behaviors that prodocal secondary affects.

Why, then, have so many states compromised thegeitier systems with these native
farm winery exceptions?

The decision to allow small farm wineries to “sdi$tribute” reflects a common political
compromise harmonizing the competing interestslashel regulation and agricultural
promotion. Almost every state in America with agrieultural population of any



cognizable size, including Massachusetts, has geohfor such an exceptiénFarming
has never been easy, and in th& E@ntury smaller family farms found it increasingly
difficult to operate profitably. Legislators deetn¢ghese farm winery exceptions as
necessary tools to support and encourage smalefarmho generate farm income, either
as their primary crop or as supplementary revetiueugh the production and sale of
limited quantities of farm wine.

Litigation over these farm winery exceptions staitethe late-1990s, after California-led
efforts to promote “reciprocal shipping” laws hathrtheir course with limited success.

The Internet allowed winery and wine-consumer ad@x to join forces and strategize
on ways to use lawsuits to overcome state lawsfthatrated interstate sales of wine.
These Direct Shipping Lawsuits targeted state favimery laws that discriminated

against out-of-state producers by extending theilpge of selling outside the state’s
three-tier system only to in-state producers. r@fés argued that such discrimination
violated the dormant Commerce Clause of the U.&s@ation.

The Direct Shipping Lawsuits initially culminated 2005, with the U.S. Supreme
Court’s decision irGranholm v. Heald  In that decision, the justices held by a thi 5
majority that the Commerce Clause prohibits sthtas passing laws which on their face
discriminate against out-of-state wineries relatigein-state wineries. Although the
Court acknowledged that the traditional three-$ystem of alcohol regulation employed
by states across America was “unquestionably fegie,” it also ruled that the 21
Amendment would not immunize blatant discriminatidimat unquestionably and
materially burdened interstate commerce.

As a result of thé&ranholmdecision, many states revised their farm winergepxion
laws. One group of states “leveled up” so thatajtgtate wineries received the same

> As a random sampling to demonstrate the geogragtope of the native farm winery exception to
traditional alcohol regulatiorsee, e.g§ 28-6-1,et seq Ala. Code (codifying The Alabama Native Farm
Winery Act of 1979 that was in place for over 2@sgebefore being repealed); §561.221(1)(b), Hiat.S
(creating the Florida Farm Winery permit); §53-10&b. Rev. Stat. (Creating farm winery provision in
Nebraska Liquor Code for producers based in thee stdno use local agricultural products to produce
wine); 833:1-10, N.J. Code (creating the New Jefsmyn Winery license for producers operating urader
50,000 gallonage cap); 8§60-6A-11, N.M. Stat. (éneptNew Mexico’s farm winery exception for
producers who use local agricultural products t&eret least 50% of annual wine output); 88 60-16®Ra,
3-25, W. Va. Code (establishing the West Virgina® winery exception for in-state wineries that mak
products from at least 75% local ingredients té-distribute).

® Initially, winery interests seeking to overcontats laws prohibiting direct wine sales and shigpin
sought legislative solutions by lobbying for theoption of reciprocal shipping lawsi-e. laws that allowed
wineries in a state to sell and ship directly t;mmsumers in any other state that afforded reciprocal
privileges. These reciprocal law campaigns begdh @alifornia in 1985, and over the ensuing decade
successfully produced the adoption of reciproocaklan 12 additional states. However, when lobbyfimg

a legislative solution produced no additional reciial states, tactics changed and legislative egjies
were replaced with litigation strategies. Thus weesera of the Direct Shipping Lawsuits begun.

" 544 U.S. 460, 489 (2005).



privileges as their in-state counterparté. second group of states “leveled down” so that
nobody, in or outside the state, could sell ang siicohol in that state outside its
established three-tier systém.

A third group of states followed a more complicafgth. These states had multiple
objectives,.e.. (a) to continue allowing small farm wineries ®&fdistribute their farm
wines, while (b) complying with the Supreme Courigtates inGranholm,and (c)
ensuring that the public received the benefitsadfitng the vast majority of wine sold and
consumed within the state pass through that stdieeg-tier system. This third group of
states extended direct sales and shipping righ#dl wineries, in-state and out-of-state,
but only based on qualifications. The two most cwn qualifications for direct
shipping rights in these states were face-to-femestaction requirements and maximum
production gallonage cap$.

What The District Court Said:

The First Circuit’sopinion was a home run for the plaintiffs. The appelledert ruled
that the Massachusetts wine law violated the Cormen@lause, finding that both the
intent and the effect of the law were to protectsbachusetts wineries to the detriment of
out-of-state wineries. More importantly, the Fi@Gircuit created a new precedent for
construing the 21 Amendment, extending the previously doctrines eiaiad by the
U.S. Supreme Court iBranholmas well as its own prior precedentBaldaccito further
erode the states’ rights to regulate alcohol.

In summarizing its decision for the plaintiffs Family Winemakers of California v.
Jenking the First Circuit stated:

We hold that § 19F violates the Commerce Clause because the effect of
its particular gallonage cap is to change the competitive balance
between in-state and out-of-state wineries in a way that benefits
Massachusetts's wineries and significantly burdens out-of-state
competitors. Massachusetts has used its 30,000 gallon grape wine cap
to expand the distribution options available to "small" wineries, including
all Massachusetts wineries, but not to similarly situated "large" wineries,

8 States that legislatively liberalized access teirthmarkets for out-of-state wineries following the
Granholm decision include: Connecticut, Indiana, Kansaschigian, New York, Ohio, Rhode Island,
Texas and Vermont.

° States that prohibit any direct shipment of htddo consumers outside the traditional threedietem
regardless of the supplier’s location include: Aata, Delaware, Maine, Maryland, Mississippi, Moata
New Jersey, Oklahoma, South Dakota, Tennessed,)t@d

19 Examples of states in this third group includeizéna (adopting a 30,000 gallonage cap plus a tiace-
face transaction requirement to qualify for dirskipping privileges); Indiana (leveling up but réig a
face-to-face transaction); Kansas (requiring a -taeface transaction); Kentucky (adopting a 50,000
gallonage cap); Massachusetts (adopting a 30,000ngge cap); Ohio (adopting a 250,000 gallonage
cap); Rhode Island (requiring a face-to-face tratisa).



all of which are outside Massachusetts. The advantages afforded to
"small" wineries by these expanded distribution options bear little
relation to the market challenges caused by the relative sizes of the
wineries. Section 19F's statutory context, legislative history, and other
factors also yield the unavoidable conclusion that this discrimination was
purposeful. Nor does § 19F serve any legitimate local purpose that
cannot be furthered by a non-discriminatory alternative.

We further hold that the Twenty-first Amendment cannot save § 19F
from invalidation under the Commerce Clause. Section 2 of the Twenty-
first Amendment does not exempt or otherwise immunize facially neutral
but discriminatory state alcohol laws like § 19F from scrutiny under the
Commerce Clause. We affirm the grant of injunctive relief.

The true significance of the decision lies bendhth summary and within the depths of
the opinion where several legal conclusions angpguudential observations appear to
recalibrate the balance between the alcohol inggsttommercial rights to access
markets free from parochial discrimination, and skeges’ rights to regulate alcohol in a
manner that adequately achieves legitimate pubifpgses. Absent further appeal to the
U.S. Supreme Courtramily Winemakers of California v. Jenkimsll provide great
comfort for industry members seeking to overcomatestobstacles to a national
marketplace for wine, and impose significantly geeaevidentiary burdens on state
alcohol regulators to demonstrate the legitimactheir laws.

What's So Significant About This Court Decision?

There are four key components to the appellatet'sadecision inFamily Winemakers of
California v. Jenkinghat are worthy of special scrutiny. They cansbhenmarized as
follows:

1. Even if a state alcohol law does not discriminaggwveen in-state and out-of-state
industry members on its face, it still can impesibf/ burden interstate
commerce if its intent and effect are shown to imgee ability of some (not all)
out-of-state interests to compete against in-statepetitors while leaving all the
in-state industry members free to compete withautlén. Stated another way,
gallonage caps that discriminate only between snaaltl large wineries,
regardless of location, nevertheless can violagedibrmant Commerce Clause if
the plaintiff can show through competent eviderie:t(a) all wineries, big and
small, are competing in the same product markgtdbe of the in-state wineries
are negatively affected by the caps, but (c) thes as applied have the effect of
imposing burdens that impede some of the out-déstaneries (the large ones)
from competing on a level playing field with theirstate competitors.

2. The government cannot sustain its discriminatorwslawithout producing
competent evidence demonstrating that legitimajecatibes are being achieved
in the least-intrusive or restrictive way possibl8tated another way, once the



plaintiff shows that a state alcohol law -- evere dhat is location-neutral on its
face -- has a discriminatory impact on interstaimmerce, the state carries the
burden of proving that its law: (a) is directed ahieving legitimate public
purposes, (b) achieves those stated purposes, @ndperates in the least
restrictive way possible.

3. Inruling that the plaintiffs met their burden abpf, the First Circuit accepted the
assumption that “large” and “small” wineries congat the same market. The
First Circuit either did not hear or was not pedrdh by arguments that were
based on: (a) policies that have motivated alcobgulators at the federal and
state levels to treat smaller licensees differeftyn their larger competitors
since the repeal of Prohibition, and (b) an ecomomnd common sense
perception that conventional grape wines are cormialezed differently, and
represent a different product market, from smatnfavines.

4. The balancing of evidentiary burdens articulatedH®yFirst Circuit goes beyond
the decision inGranholm v. Heald and restates alcohol law under the*21
Amendment. Specifically, th&amily Winemakers of California v. Jenkins
decision by the First Circuit is a precedent tteat be argued for the following:

a. Granholmdealt with a wine law that discriminated against-ofustate
wineries in favor of local wineries on its facehelFirst Circuit takes this
one step further, dealing with a wine law that doetsdiscriminate based
on location, but nevertheless produces an impaat Hifects some
outsiders while protecting all insiders. Accordtagthe First Circuit, the
21° Amendment does not exempt facially neutral stitehml laws with
discriminatory effects from the non-discriminatiarle of the Commerce
Clause; nor are such laws exempt when they alsoigiisiate by design to
promote local economic protectionism.

b. The Twenty-first Amendment does not lessen theotngs” degree of
Commerce Clause scrutiny for facially neutral bigcdminatory state
alcohol laws to mere rational basis review. Acawgdto established
Supreme Court standards, including a precederd byethe First Circuit,
an ordinance that discriminates on its face agamststate commerce and
in favor of local businesses is per se invalidyésa a narrow class of
cases in which the municipality can demonstrateleamigorous scrutiny,
that it has no other means to advance a legitinoa® interest!* The
Supreme Court also has held that if an ordinane®tsliscriminatory on
its face, a balancing test must then be perfornedddtermine its
constitutionality®> Viewed in this less intense light, the faciallgutral
ordinance will stand unless the burden that it gdacipon interstate

1 C&A Carbone, Inc. v. Town of Clarkstowsil1 U.S. 383, 392 (1994).

123ee idat 390.



commerce is¢learly excessive in relation to the putative lobahefits'?
Moreover, the U.S. Supreme CourtRike v. Bruce Church, In¢* stated
that “[w]here the statute regulates even-handemlffectuate a legitimate
local public interest, and its effects on intestabmmerce are only
incidental, it will be upheld unless the burden asged on such commerce
is clearly excessive in relation to the putativealobenefits. . . . If a
legitimate local purpose is found, then the questieecomes one of
degree. And the extent of the burden that will dderaited will of course
depend on the nature of the local interest invgleed on whether it could
be promoted as well with a lesser impact on indestactivities.*®
The First Circuit expands on this Supreme Courtritte to declare that if
a plaintiff carries its burden of proving that ecitdly neutral law is
discriminatory in effect, then "[tlhe state beahe tourden of showing
legitimate local purposes and the lack of non-disicratory alternatives,
and discriminatory state laws rarely satisfy thisasting standard.”
Beyond that, the First Circuit also concludes tbate discriminatory
impact is established, then no further balancisty s@derPike is required
relative to legitimate public purposes served legyldw: “Because we hold
that 8 19F discriminates against interstate comejetrds unnecessary for
us to decide whether 8 19F would also violate tben@erce Clause under
Pike”

c. Arguments based on the “core powers of thé Zmendment,”i.e.
"promoting temperance, ensuring orderly market @@, and raising
revenue” to uphold a state alcohol law despitdigsriminatory effect and
design may no longer be cognizable, much lesscserffiti to outweigh the
Commerce Clause principles that would otherwiseffended.

Bad Facts Can Make Bad Law:

A core component of the First Circuit's decisiontlie appellate court’s finding that:
“Section 19F's statutory context, legislative higtoand other factors also yield the
unavoidable conclusion that this discrimination wasposeful.” Admittedly, the record
before the appellate court was pretty bad -- rephgth evidence that the Massachusetts
Legislature intentionally passed its gallonage tocgprotect local farm wineries.

Prior to 2005, Section 19B of Chapter 138 of thesSéehusetts General Laws, which
codified the commonwealth’s farmer-winery licenslag. On its face, that law allowed

only in-state wineries to obtain licenses to corabigistribution methods through

wholesalers, retailers, and direct shipping to norers'® Five months afteGranholm v.

31d. (quotingPike v. Bruce Church, Inc397 U.S. 137, 142 (1970).
14397 U.S. 137, 142 (1970).
51d. (citation omitted).

6 Mass. Gen. Laws ch. 138, § 19B (2002).
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Heald"’” invalidated similar facially discriminatory statews from Michigan and
New York, a federal court in Massachusetts founcti8e 19B to be invalid under the
Commerce Claus¥. In 2006, the Massachusetts legislature enactedioBe&9F to

replace its unconstitutional predecessor.

Section 19F does not distinguish on its face betweestate and out-of-state wineries in
terms of eligibility for a Massachusetts-issuededir shipping license. Instead, the
exception to Massachusetts’ three-tier systemmdjatshes between "small” or "large”
wineries based on a 30,000 gallonage cap for cdioreat grape wine production; wine
or wine product fermented from other than grapesas counted towards the 30,000
gallon figure.

Under the new Section 19F, a “small” winery basegwdere in America is allowed to
sell its grape and orchard fruit farm wines diréot Massachusetts retailers and
consumers while also using in-state wholesale ibigors to build a Massachusetts
market for its products. A “large” winery, in coast, may sell wine directly to
Massachusetts consumers only ifhe% not contracted with or has not been represented
by a wholesaler licensed under section 18 for tree@ding 6 months™® Thus, large
wineries, regardless of their geographic locatfane a Devil's choice when it comes to
making alcohol sales in Massachusetts: either ooatto use Massachusetts wholesalers
and forego direct shipping to Massachusetts conssyme engage in direct shipping to
consumers but forego sales to wholesaler distrisudpretailers.

The critical fact from the First Circuit's view wabat at all times relevant to the

litigation there were no “large” wineries in Maskasetts that produce over 30,000
gallons per year of grape wine. Thus. althoughti®ecl9F applied equally to large

wineries regardless of their location, the uncaetbseality was and apparently remains
that there are no “large” Massachusetts wineries.

Section 19F's large winery/small winery structurpparently was based on the
Massachusetts legislature’s desire to balance alcoegulation with agricultural

promotion. According to statistics presented dyiitigation over the new law, ninety-
eight percent (98%) of the conventional grape wso&l in America is produced by
wineries that Section 19F defines as “large.” hdep to bolster small farmers who
produce farm wines while continuing to keep the angj of conventional grape wine
sold in Massachusetts flowing through the commoiwaa three-tier system, the
Massachusetts legislature concluded that produnaksng more than 30,000 gallons of
grape wine per year had to be limited legislativielytheir ability to direct ship their

products to Massachusetts residents.

544 U.S. 460, 489 (2005).

18 Stonington Vineyards v. Jenkiéo. 05-10982-JLT, slip op. at 1-2 (D. Mass. @GGt2005).
19 Mass. Gen. Laws ch. 138, §19F (a).
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By allowing “large” wineries either to direct shgr wholesale distribute, but not both,

Section 19F sought to steer the vast majority afenpurchases (over 90% according to
the First Circuit) into its traditional three-tisystem, while still allowing the producer to

make the decision on which distribution channekétect. The expectation that large
wineries would stick with state distributors wasasional one for two reasons: first, in

2006 when Section 19F was enacted, grape wines thenmation’s 30 largest wineries

accounted for ninety-two percent (92%) of the tat@es sold in America, and those

wines were distributed by wholesalers; second,i@ed9F limited any large winery that

opted for direct shipping to consumer sales onlganing that the winery would lose the
ability to sell to wholesale distributors and lised retail vendors (restrictions not
imposed on any small wineries).

Perhaps what also should have been rationally ¢egppegas a second lawsuit against
Massachusetts’ direct shipping laws, this time ainaé Section 19F. Apparently, the
Massachusetts Legislature had no such expectatitow else would anyone explain a
legislative record with prejudicial statements litteés on-the-record quote from State
Senator Morrisey, which was recited in thamily Winemakers of California v. Jenkins
trial court’s decision:

Senator Morrissey concluded the discussion by noting: “But everybody
can do business here now. And ironically, with the limitations that we are
suggesting in the legislation, we are really still giving an inherent
advantage indirectly to the local wineries."20

Not surprisingly, these and other statements mgde tandful of legislators during the
legislative process that produced Section 19F veerentral pillar of the plaintiffs’
lawsuit, as well as the district and appellate tdecisions that ruled in their favor. As
the First Circuit noted in its decision:

During floor debates, § 19F's sponsor summed up § 19F as follows:
"[W]ith the limitations that we are suggesting in the legislation, we are
really still giving an inherent advantage indirectly to the local wineries."
Likewise, the state senator whose district included Massachusetts's
then-largest winery explained his qualified support for § 19F by stating
that "the agricultural industry here in Massachusetts is really strong and
should be preserved. And we do this . . . because we produce these
specialty goods, pick-your-own orchards and wineries." The senator had
another concern--that the winery in question, which primarily produced
fruit wine, "comes close to the 30,000 [gallon] production limit" for
"small" wineries and would likely soon exceed it because "it's a winery
that is growing . . . and certainly uses wholesalers in other states." The
senator urged modifications to § 19F because "we should be promoting
this kind of industry and not adopting regulations, however inadvertently,
that might take away the advantage that the winery would have." The

2 Family Winemakers of Cal. v. Jenkifdo. 1:06-cv-11682-RWZ at 13 (D. Mass. Nov. 19080
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draft of § 19F was amended shortly thereafter to exempt non-grape fruit
wine production from the 30,000 gallon cap, and that version was
enacted.

Unfortunately, a bad record can lead to a bad oecisIn past precedents, the First
Circuit was willing to uphold state laws that wdeeially neutral, on the theory that
legitimate state interests justified incidental aopon interstate commerce. For example,
in 2007 the First Circuit upheld Rhode Island’sitation on franchise and chain stores’
ability to sell alcohol beverages as retail liceasse Ruling against a Commerce Clause
challenge to the Rhode Island law that clearly wdended to protect Mom & Pop
retailers against large chain competitors, the kgtpecourt ruled inWine and Spirits
Retailers, Inc. v. Rhode Islartiat:

[T]he most that the plaintiffs have shown is that the neutral, evenhanded
requirements that we have been discussing incidentally burden
interstate commerce by precluding various methods of distribution in the
retail liquor market. That is not enough. In order to invalidate the
requirements, any such burden would have to be "clearly excessive in
relation to the putative local benefits." Pike, 397 U.S. at 142, 90 S.Ct.
844.

Here, the hoped-for local benefits consist primarily of regulating and
safeguarding against anticompetitive behavior in the retail liquor market.
See R.I. Gen. Laws § 3-5-11.1; see also Heald, 544 U.S. at 488-89, 125
S.Ct. 1885; Wine & Spirits, 418 F.3d at 51, 54. The corresponding
burdens on interstate commerce are minimal. Again leaving to one side
the residency requirements, see supra Part Ill(A), the plaintiffs have
identified only two conceivable burdens: a loss of flexibility in arranging
business affairs and a less-than-optimally-efficient distribution system for
alcoholic beverages that have traveled through interstate commerce.
Even accepting that these are real burdens, the plaintiffs have the
obligation of proving excessiveness, see Pharm. Care Mgmt. Ass'n, 429
F.3d at 313--and they have not come close to showing that the burdens
they envision are excessive in relation to the statutory scheme's
legitimate goals.

We need not tarry. The Supreme Court previously has rejected the
notion that the dormant commerce clause protects particular business
structures or methods of operation in retail markets. See Exxon, 437
U.S. at 127, 98 S.Ct. 2207. The plaintiffs' argument that consumers
would be advantaged by unregulated competition in retail liquor sales,
like the argument rejected in Exxon, "relates to the wisdom of the
statute, not to its burden on commerce." Id. at 128, 98 S.Ct. 2207. It is,
therefore, of litttle moment. The bottom line is that the plaintiffs have
failed to prove a violation of the dormant commerce clause.?’

ZLWine and Spirits Retailers, Inc. v. Rhode Isla#®il F.3d 1, 15-16 f1Cir. 2007).
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Why the sea change in approach to measuring th@aamgf alcohol regulations on
interstate commerce? The significant attentiad pg both the trial and appellate courts
to the machinations of Section 19F'’s legislativetdny suggests that there was too much
funny business to ignore. Whether justified or,nibtat sentiment permeates both
decisions, and may account at least in part for Miagsachusetts came up short in this
case.

Getting the Burden of Proof Right:

In Granholm v. Healdthe U.S. Supreme Court ruled that thé Zmendment does not
immunize an alcohol regulation that discriminatesits face against out-of-state parties
and unduly burdens interstate commerce. The aipeatburt inFamily Winemakers of
California v. Jenkindas taken that concept one step further:

We further hold that the Twenty-first Amendment cannot save § 19F
from invalidation under the Commerce Clause. Section of the Twenty-
first Amendment does not exempt or otherwise immunize facially neutral
but discriminatory state alcohol laws like § 19F from scrutiny under the
Commerce Clause. (Emphasis added).

In this case, the First Circuit found that Sectib® was neutral on its face, but
discriminatory in its effect. The appellate coaexpressly relied on the following legal
maxim: “A state law is discriminatory in effect when, inagtice, it affects similarly
situated entities in a market by imposing disprajomate burdens on out-of-state
interests and conferring advantages upon in-staterests.

It is important to note, that in assessing thellggaf state regulations that are facially
neutral but allegedly discriminatory in effect, therden is on the plaintiff challenging
the law. Specifically, in legal challenges whdre taw is on its face non-discriminatory
and serves legitimate regulatory objectives, itl Wi adjudicated invalid only if the
challenger first shows through competent evidehe¢ (a) the state law actually harms
interstate commerce in a material way, and (b) shhiah harm is out of proportion to the
purported local benefft Viewed in this less rigorous level of scrutinpietfacially
neutral ordinance generally will stand unless tiedbn that it places upon interstate
commerce is "clearly excessive in relation to th&afive local benefits®®

As the U.S. Supreme Court statedPike v. Bruce Church, Inc

Where the statute regulates even-handedly to effectuate a legitimate
local public interest, and its effects on interstate commerce are only

225ee C&A Carbone, Inc. v. Town of Clarkstowhl U.S. at 390.

% d. (quotingPike v. Bruce Church, Inc397 U.S. 137, 142 (1970).
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incidental, it will be upheld unless the burden imposed on such
commerce is clearly excessive in relation to the putative local benefits. . .

If a legitimate local purpose is found, then the question becomes one of
degree. And the extent of the burden that will be tolerated will of course
depend on the nature of the local interest involved, and on whether it
could be promoted as well with a lesser impact on interstate activities. 2*

Moreover, as the First Circuit itself has ruledaiprior precedent:

Applying the Pike balancing test to the Maine Act, we consider: (1) the
nature of the putative local benefits advanced by the statute; (2) the
burden the statute places on interstate commerce; and (3) whether the
burden is "clearly excessive" as compared to the putative local benefits.
See Pike, 397 U.S. at 142, 90 S.Ct. 844.%5

That requirement of competent evidence cannot keuwgtive, and cannot rest just on
lawyer talk. As another federal appellate couasmed when reviewing a challenge to
Indiana’s direct shipping laws:

Any balancing approach, of which Pike is an example, requires
evidence. See Minnesota v. Clover Leaf Creamery Co., 449 U.S. 456
(1981). It is impossible to tell whether a burden on interstate commerce
is “clearly excessive in relation to the putative local benefits” without
understanding the magnitude of both burdens and benefits. See Cherry
Hill Vineyard, LLC v. Baldacci, 505 F.3d 28 (1st Cir. 2007). Exact figures
are not essential (no more than estimates may be possible) and the
evidence need not be in the record if it is subject to judicial notice, but it
takes more than lawyers’ talk to condemn a statute under Pike.

According to the First Circuit, the plaintiffs migteir initial burden because Section 19F
subjected large wineries located outside Massatisus®e disproportionate burdens not
imposed on small wineries located in Massachuséftgopically and out-of-context, that

may be so. But looking at the history and functafrboth alcohol regulation and the
Commerce Clause, it is difficult to understand hbw First Circuit ever got beyond the
maxim’s first criterionj.e. that those affected are “similarly situated eesiti

Where's The Proof?

Much of the opinion irfFamily Winemakers of California v. Jenkiftcuses on what is
purported to be an economic analysis demonstréti@egxistence and impact of Section
19F's discriminatory affect on out-of-state winerigelative to in-state wineries.
Massachusetts’ argument that the law was not discatory because it did not grant any

24397 U.S. 137, 142 (1970).

% pharmaceutical Research and Mfrs. of America v.d@onon 249 F.3d 66, 83-84 (1st Cir. 2001).
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special privilege to Massachusetts' wineries wasyflrejected. According to the First
Circuit “the wine market is a single although diffetiated market, and 8 19F's two
provisions operate on that market together.”

The specific evidence or “proof” for such a conabasis not well referenced by the
Family Winemakers of California v. Jenkimkecision. The First Circuit's decision
describes certain concepts regarding competitiamméls of distribution and the relative
benefits of access to several channels versus pwefis channel. However, governing
case law makes clear that proof of discriminatdfgat should be clearly demonstrated
by evidence, not lawyer’s arguments, and that thmiff bears the burden of presenting
that proof.

According to the First Circuit's own precedents fharty claiming discrimination has the
burden to put on evidence of a discriminatory dffat commerce that is “significantly
probative, not merely colorablé® That party must show “both how local economic
actors are favored by the legislation, and howaddstate-actors are burdened.”Not
every benefit or burden will suffice-only one tHalters the competitive balance between
in-state and out-of-state firms™

It is instructive to see how the presentation aflence led to opposite results in two
recent wine law cases, one of which was decidedthgy First Circuit and cited
extensively by the appellate court in tRamily Winemakers of California v. Jenkins
decision. Cherry Hill Vineyards v. Baldact andCherry Hill Vineyards, LLC v. Lilly°
both involved challenges to state laws regulatiingodl sales by wineries to consumers.

% Alliance of Auto. Mfrs. v. Gwadosk430 F.3d 30, 40 (1st Cir.2005) (internal quotatisarks omitted).

27 Cherry Hill Vineyards, LLC v. Lilly553 F.3d 423, 432 (6th Cir.2008) (internal quiotamarks omitted).
See alsKleinsmith v. Shurtleff571 F.3d 1033, 1040-41"{TCir. 2009) (Party claiming discrimination
under dormant Commerce Clause has burden to pevidence of discriminatory effect on commerce that
is significantly probative, not merely colorabldiatienger must show both how local economic acioes
favored by legislation, and how out-of-state actres burdened).

28 Cherry Hill Vineyard, LLC v. Baldaccb05 F.3d 28, 36 {fCir. 2007);see West Lynn Creamery, Inc. v.
Healy, 512 U.S. 186, 196 (1994) (a state law that “cplidecal goods to constitute a larger share, and
goods with an out-of-state source to constituteneller share, of the total sales in the market” is
unconstitutional “because it, like a tariff, nelizas advantages belonging to the place of oridimréckets
and internal quotation marks omittedR;& M Qil & Supply, Inc. v. Saunder807 F.3d 731, 734-35 (8th
Cir.2002) (lllinois-based propane seller failedpt@sent sufficient evidence that Missouri stateguiring
sellers to have in-state propane-storage facility ipat competitive disadvantagejee also Cloverland-
Green Spring Dairies, Inc. v. Pa. Milk Mktg. Bdl62 F.3d 249, 260-70 (3d Cir.2006) (out-of-state
challenger failed to show that Pennsylvania milicipg scheme negated its competitive advantagfe);
Granholm 544 U.S. at 473-74 (holding discriminatory a lnat required out-of-state wine, but not in-state
wine, to pass through an in-state wholesaler atailee before reaching consumers, adding “two extra
layers of overhead” and thus a “cost differentialthat] can effectively bar small [out-of-state]neries
from the Michigan market.”).

29 505 F.3d 28 (LCir. 2007).

%0 553 F.3d 423 (6th Cir. 2008).
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The Maine law challenged Baldacciallowed a small “farm winery” to sell its products
directly to consumers (bypassing the otherwise ratmgl distribution chain through a
licensed wholesaler and a licensed retailer) iretaeface transactions on its premises
and at up to two off-site locations establishedthy winery within Main€! A farm-
winery license was available on equal terms to Baind out-of-state wineries. The out-
of-state wineries claimed that the Maine statutscriininated against interstate
commerce by preventing them from selling their widéectly to Maine consumets.

The First Circuit rejected the challengers' clainder the dormant Commerce Clause
because they had “proffered no evidence that pgngitarm wineries to sell only face to
face, either on premises or at approved in-statatilons, discriminates against interstate
commerce.®® They had not produced evidence that “Maine latg & protect Maine
vineyards or that Maine consumers substitute wipeschased directly from Maine
vineyards for wines that they otherwise would hgwerchased from out-of-state
producers”; that “any wines at all are purchasedcbgisumers directly from Maine
vineyards”; or that the law “somehow alters the petitive balance between in-state and
out-of-state firms.” The First Circuit continued:

[P]laintiffs have adduced no evidence that would in any way undermine
the plausible impression that Maine consumers (like imbibers
everywhere) view trips to a winery as a distinct experience
incommensurate with-and, therefore, unlikely to be replaced by-a trip to
either a mailbox or a retail liquor store. Nor have they offered evidence
to impeach the suggestion, made in one of the cases on which they rely,
that bottles of wine are unique and, thus, unlikely to be perceived by
consumers as interchangeable.3

In Lilly, by contrast, the challengers (one of whom haal laéeen a plaintiff irBaldacci)
made an evidentiary showing of the discriminatoifeat of Kentucky's law permitting
licensed small wineries, whether in-state or ous$tate, to ship wine directly to
consumers (thus bypassing wholesalers and refailatonly if the consumer purchased
the wine in person at the winefy. The evidence showed that in Oregon, the home of
Cherry Hill Vineyards, only 13 of the 300 wineriegrketed their wine in Kentucky, and
most of the 300 were smafi. Because it is not economical for a wholesaleraay the
products of a small winery, many were “foreclosemhf the Kentucky market altogether

#1505 F.3d at 30-31.

% 1d. at 31-32.

% 1d. at 36.

3 1d. at 37 (citation and footnote omitted).
%553 F.3d at 427-28.

% 1d. at 432.
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unless they [could] take orders directly from Kexkiyi residents and ship wind” In
particular, “Cherry Hills aver[red] that in ordeo tdistribute their wine through a
wholesaler, they and other wineries pay up to 50%heir profits to the wholesaler,
which can result in a profit differential of $10-p8&r bottle of wine ¥

Moreover, some Kentucky residents stated that ‘theyld buy wines directly from out-
of-state wineries but for the in-purchase requinetyieBased on this record of testimony,
the Sixth Circuit concluded that “Plaintiffs haveepented specific evidence that meets
the[ir] burden.... Plaintiffs have demonstratedt ttiee challenged statutes discriminate
against interstate commerce in practical effett.”

Unlike the challengers iBaldacci,the challengers ihilly presented evidence that could
satisfy the plaintiff's burden to establish a disgnatory effect of the state law under
review. Did the Family Winemakers of California edéheir evidentiary burden?

Presumably, the plaintiffs were speaking for thealden “large” wineries when they

argued that Section 19F impaired the competitiver@sthese out-of-state wineries.
Even if they had made a competent showing of tinseries’ economic loss attributable
to the law (and based on the arguments reviewedealtbat is not entirely clear), the
plaintiffs still would need to show a discriminagoeffect upon interstate commerce in
the interstate wine market as a whole. That eviddikewise seems scant in the First
Circuit's opinion.

The U.S. Supreme Court's precedentBrxon Corp. v. Governor of Marylaffdis
instructive. In that case, the Supreme Court cmred a dormant Commerce Clause
challenge to a Maryland statute that prohibiteddpoers and refiners of petroleum
products from operating retail service stationshwitthe state. Among the challengers
were out-of-state refiners who sold their gasolm&aryland only through stations that
they owned. The challengers pointed to evideneg ttie statute would cause them to
discontinue selling in Marylantt. However, the Supreme Court was not persuaded
because the fate of a single interstate businessjem a class of such businesses, was not
dispositive. The Court said:

Some refiners may choose to withdraw entirely from the Maryland
market, but there is no reason to assume that their share of the entire
supply will not be promptly replaced by other interstate refiners. The
source of the consumers' supply may switch from company-operated

71d. at 433.

B1d.

d.

40437 U.S. 117 (1978).

“11d. at 127
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stations to independent dealers, but interstate commerce is not
subjected to an impermissible burden simply because an otherwise valid
regulation causes some business to shift from one interstate supplier to
another.42

In language that seems applicable to the situatidvlassachusetts, the Supreme Court in
Exxonexplained: “We cannot ... accept appellants' uydeglinotion that the Commerce
Clause protects the particular structure or metlodagperation in a retail market.... [T]he
Clause protects the interstate market, not padicuiterstate firms, from prohibitive or
burdensome regulation§®”

In light of Exxon, Family Winemakers of California at least shouldvéngroduced
specific evidence that sales of conventional grajpes sold on the interstate market by
small “large” producers outside of Massachusettsews fact being usurped by
Massachusetts small wineries selling farm wineserh&s they did; however, that
evidence is missing from the First Circuit's opimio

Farm Wines & The “Interstate Wine Market.”

If the First Circuit’'s fundamental conclusion thsliassachusetts small farm wineries
compete in the same market as large wineries wegesen, this issue of sufficient
evidence might be a non-issue. However, the piisgilthat the market for
Massachusetts farm wines is different from the eoional “interstate wine market”
deserves more consideration that was receivedceipdiges of thEamily Winemakers of
California v. Jenkin®pinion.

After all, a violation of the Commerce Clause regsidiscrimination that burdens
interstate commerce by favoring local economicragts to the disadvantage of out-of-
state competitors. Is that really what Section @i2? To put the salient question more
directly: Are “large” wineries that sell conventmlnwines in the “interstate wine

market,” regardless of their location, really cornpg with small wineries that sell farm

wines solely within their respective states?

At one point in its analysis, the First Circuit pts to Section 19F’s focus on grape wine,
and its exclusion of other fruit wines from theadlis of the 30,000 gallonage cap, as
proof of the Massachusetts Legislature’s discrimanaintent. The appellate court cited
legislative history revealing a state senator’sedhittempt to shield a local winery that
also made orchard fruit wines from Section 19F'dogage cap. According to the
appellate court:

The senator had another concern--that the winery in question, which
primarily produced fruit wine, "comes close to the 30,000 [gallon]

42 d.

3 1d. at 127-28See Brown & Williamson Tobacco Co. v. Pat&@d0 F.3d 200, 212-13 (2d Cir.2003).
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production limit" for "small" wineries and would likely soon exceed it
because -11-"it's a winery that is growing . . . and certainly uses
wholesalers in other states." The senator urged modifications to § 19F
because "we should be promoting this kind of industry and not adopting
regulations, however inadvertently, that might take away the advantage
that the winery would have." The draft of § 19F was amended shortly
thereafter to exempt non-grape fruit wine production from the 30,000
gallon cap, and that version was enacted. (Footnote omitted).

From this evidence, the First Circuit then conchlitsat:

The fact that this gallonage cap excludes wines made from fruits other
than grapes, no matter how many gallons a winery produces per year, is
particularly probative. In past years, Massachusetts's largest winery
produced more than 30,000 gallons of wine annually because between
half and three-quarters of its production came from apple wines. The
main effect of the fruit wine exception was to guarantee that this winery,
like all other Massachusetts wineries, could take advantage of § 19F(b)'s
beneficial distribution rules for "small" wineries. Massachusetts has
offered no other explanation for the fruit wine exception, and there is no
obvious reason why it would serve § 19F's ostensible purposes. This
exception, like similar, facially neutral statutory exemptions apparently
motivated by a desire to shield in-state interests, "weaken[s] the
presumption in favor of the validity of the [general provision], because [it]
undermine[s] the assumption that the State's own political processes will
act as a check on local regulations that unduly burden interstate
commerce." (Citation omitted).

While the legislative record is undeniable, the dprate for finding actionable
discrimination under the Commerce Clause is lesarcl Two flaws in the appellate
court’s reasoning merit consideration.

First: Is it true, either in terms of economics orcommon sense, that orchard fruit
farm wines (e.g. apple wine, peach wine, blueberry wineetc) compete in the same
product market as conventional wines sold across Aemica? If economic analysis is
the correct yardstick for measuring this issue sater the contrasting data. 304 million
cases of conventional grape wines were sold inUhged States in 2007 (the year
following Section 19F's enactment). Estimated aolalues for that conventional
“market” exceed $100 billion at the retail level.

On the other hand, the numbers for sales of othérfines such as those excluded from
consideration by Section 19F amounted to . . .,wdtlo knows? Both the quantity and
dollar values for orchard fruit wines are so snralhtive to grape wine that the two
“markets” seem arguably incomparable.

Likewise, the infrastructure for organizing orchamdnemakers and marketing their
products is equally stark. At the producer lexanventional grape winemakers are
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represented by trade associations such as the geipeeand influentialVine Institute
Orchard fruit wineries apparently have no comparalyganization to promote sales or
advocate on their behalf.

Similarly, at the retail level, chain package (adcery stores, where allowed by state
law) invariably devote significant shelf space étling conventional grape wines. Few if
any of these licensed off-premises retailers ctiyesell orchard fruit wines. The
“market” for these farm wines is neither large, esilie, established nor readily defined.

Given these material dissimilarities between lasgel small wine producers, it is
reasonable to question a finding of commercial rdisoatory effect on a premise that
large conventional grape wine producers who sedinnnterstate market and small farm
wineries who appear to sell only to local consumsmpete in the same economic
market. Large and small wineries both may sellirthespective products in

Massachusetts, but it is unclear from the evidaweterenced by the First Circuit that
both groups compete for the same consumers iratihe snarket.

Indeed, the First Circuit tacitly recognized thetenial distinction between large and
small wineries, albeit for a very different purpode rebutting Massachusetts’ argument
that Section 19F did not discriminate against ste commerce because 4713 wineries
across the country qualified as small wineries unide law, the appellate court noted in
footnote 12 of its opinion:

It is true, as Massachusetts argues, that in 2006, 4,713 wineries
qualified as "small" under § 19F(b). But more than a third of these
wineries produced less than a gallon of wine a year and cannot really be
considered part of the interstate wine market. Moreover, many "small"
out-of-state wineries likely distribute virtually all of their wine through in-
person sales or to their home-state markets.

This begs a simple but pertinent question: if sroattof-state wineries can be dismissed
from the interstate commerce analysis because teajy do not participate in the

interstate wine market, why does the same not lld for Massachusetts’ small

wineries? Did the plaintiffs present any evidenicat Massachusetts wines are sold
anywhere other than Massachusetts? Such evideagenave been presented, but it is
not referenced in the First Circuit’s opinion, ahdt’s important. If the plaintiffs did not

present evidence that local Massachusetts farm swomenpete in the same product
market as the conventional “interstate wine maftkibien where is the impermissible

burden imposed by Section 19F?

Likewise, did the litigants address evidence thmaals wineries outside Massachusetts
did, in fact, seek a direct shipping license un8ection 19F to sell their products in the
commonwealth.  The First Circuit's decision ackienges that “Twenty-seven of
Massachusetts's thirty-one wineries have obtaisadall” winery licenses; in contrast,
only twenty-six of the 2,933 out-of-state "smallin@ries producing more than a gallon
per year have done so.” Using the type of econ@nadysis favored throughout the rest
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of the First Circuit’'s opinion, though, raises thisanswered questiorDoesn’t the
arrival of 26 new “small” winery competitors from wside Massachusetts, selling
alongside the 31 existing Massachusetts small wiegy demonstrate that Section 19F
in fact promotes, rather than impedes, interstatampetition?

Similarly, if Massachusetts ever is fortunate erotm have a winery that does produce
more than 30,000 gallons of grape wine so thanteffectively compete in the interstate
wine market, where is the evidence to suggestithabuld still enjoy protection under
Section 19F? The language of the law makes clear any winery breaching the
gallonage cap, no matter where it exists, mustdesnéd a “large” winery and governed
accordingly.

Second: Given the quantifiable differences betweemhe mature and successful
interstate grape wine market versus the relativelyundeveloped and decidedly
parochial grape and orchard fruit farm wine market, why can’t a state harmonize
its dual interests in alcohol regulation and agricttural support by crafting a facially
neutral law that fosters small farmers and farm wires while pushing the vast
majority of the interstate wine market's products (.e. conventional grape wines)
through the traditional three-tier system? Ciritics of this concept might point to the
inconsistencies of “alcohol regulation” that exemptchard fruit wines which possess
the same alcohol levels as grape wines. The matcurate, but misplaced.

If alcohol regulation alone were the absolute Italesf the analysis, then no direct
shipping of any kind would be tolerated. “Tempe&eihwould dictate that all alcohol
products flow through the “unquestionably legitiefathree-tier system, an@ranholm

v. Heald never would have come to court. However, we dblive in a world of
absolutes.

States’ Rights and Deference in the Balancing of tarests.

State laws that are location-neutral on their fagilarly pass th@ike balancing test!
because the U.S. Supreme Court has made cleaittisatwary of second guessing
legislatures under the aegis of the Commerce Cf8usedeed, the First Circuit

*  See, e.g. Department of Revenue of Kentucky v.sD&2B S. Ct. 1801, 1808-09 (U.S. 2008);
Pharmaceutical Research and Mfrs. of America v.c@onon 249 F.3d 66 (1st Cir. 2001) (Maine statute
creating program which allows enrollees to purcha@sescription drugs from participating Maine
pharmacies at a discounted price, with the discoeimbursed by the state with the money raised from
"rebate payments" collected from participating dmgnufacturers, and under which a drug manufactured
by a nonparticipating manufacturer may not be dispd to a Medicaid beneficiary without the apprafal
the State Medicaid administrator, is not facialyalid under the dormant Commerce Clause, appliieg
Pike balancing test; when measuring manufacturers' pleskiss of profits against the increased access to
prescription drugs for Maine citizens, the burdem ioterstate commerce is not clearly excessive as
compared to the local benefits.).

5 For recent cases holding tHaike tolerates state laws of dubious benefite, e.gWine and Spirits
Retailers, Inc. v. Rhode Island81 F.3d 1, 15-16 {1Cir. 2007) (upholding Rhode Island’s restrictiams
the ability of chain and franchise retailers tol sdtohol beveragesPoran v. Massachusetts Turnpike
Authority, 348 F.3d 315, 322 {iCir. 2003) (Massachusetts toll booth program gjuiiscounts to program
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recognized that when it rejected a Commerce Clabhaienge by interstate retailers to
Rhode Island’s restrictions on the ability of chaind franchise stores to sell alcohol
beverages at retail:

The plaintiffs' argument that consumers would be advantaged by
unregulated competition in retail liquor sales, like the argument rejected
in Exxon, ‘“relates to the wisdom of the statute, not to its burden on
commerce.” Id. at 128, 98 S.Ct. 2207. It is, therefore, of little moment.
The bottom line is that the plaintiffs have failed to prove a violation of the
dormant commerce clause.*6

Nevertheless, the First Circuit Family Winemakers of California v. Jenkirefused to
engage in such deference. Why?

In its opinion, the appellate court repeatedly dotkat Massachusetts had failed to
explain the relevance of its restrictions on dirgleipping in today’s market place, and
why less restrictive means could not have achidliedgovernment’s stated regulatory
objectives. What is unclear from the opinion isywlobody seems to have argued what
surely was (or should have been) the core objeaivstate alcohol regulators.e.
allowing small farm wineries to access the Masssetis market with products that
otherwise likely would be unmarketable, while sitankeously preserving a regulatory
system that continues to push the largest majofigpnventional alcohol in the interstate
marketplace through the traditional three-tier sysbf oversight. That seems to be the
800 pound elephant in the room that nobody wantssttuss.

Critics of the gallonage caps argue that nobodi/discuss this hybrid objective because
it concedes that the law discriminates againselaviperies. Maybe, but so what?

Does size matter? The Commerce Clause does necptarge against small; it protects
out-of-state competitors against discriminationgermded to unfairly protect local
economic interests. Nothing in the Constituticstest that large industry members have
the right to compete on even terms with small ilgusembers where their products and
markets are distinguishable.

Indeed, a careful review of the history of alcoreyulation in America following the
repeal of Prohibition, at both the state and fddkneels, demonstrates numerous and
repeated efforts built into the system for the #pepurpose of protecting the smaller
“Mom & Pops” of the alcohol industry against largempetitors and industry members.
Trade practices that shelter smaller retailers, tates that are lower for smaller
producers, mandatory non-discrimination laws mandathe sale of products to all

subscribers but not to subscribers of comparabildces offered in other states, did not violatendant
Commerce Clause where commonwealth had legitinoei@ interest in collecting tolls on facially nealtr
basis for public highway maintenancege also Cavel International, Inc. v. Madigars00 F.3d 551 (7
Cir. 2007);National Paint & Coatings Ass’n v. Chicag#b F.3d 1124 (7Cir. 1995).

“°Wine and Spirits Retailers, Inc. v. Rhode Isla#®il F.3d 1, 15-16 f1Cir. 2007).
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licensees at the same price, regardless of thiéer&tasize or purchasing capacity — these
and similarly protective laws demonstrate a 75 ygattern and practice of regulating
alcohol in a way that legally and legitimately assu effective oversight while
recognizing the public interest in preserving thability of smaller industry members.

If this concept was argued effectively to either Bistrict Court’ or the First Circuit, the

judges clearly missed the point. Instead, bothrtsomacked the legislative history of
Section 19F as reflecting nothing but a segue foom@ discrimination (local vs. out-of-
state) to another (large vs. small):

Before 2005, § 19B, Massachusetts's farmer-winery licensing law, on its
face allowed only in-state wineries to obtain licenses to combine
distribution methods through wholesalers, retailers, and direct shipping
to consumers. Mass. Gen. Laws ch. 138, § 19B (2002). Five months
after Granholm invalidated similar facially discriminatory state laws,
§19B was held to be invalid under the Commerce Clause. Stonington
Vineyards v. Jenkins, No. 05-10982-JLT, slip op. at 1-2 (D. Mass. Oct. 5,
2005). In 2006, the Massachusetts legislature enacted § 19F over then-
Governor Romney's veto. Section 19F does not distinguish on its face
between in-state and out-of-state wineries' eligibility for direct shipping
licenses, but instead distinguishes between "small" or "large" wineries
through the 30,000 gallon cap.

The appellate court’s decision made skeptical esfez to the notion that the government
had a very real and certainly legitimate interesstriking a reasonable balance between
protecting smaller industry members while contiiguia assure that the vast majority of
alcohol continues to pass through the “unquestignédygitimate” three-tier system.
Indeed, when recapping the arguments advanced bgsadhusetts to support the
intended purposes of Section 19F, the First Circoitld not resist linking the legitimate
with the illegitimate:

*"In the District Court’s ruling, U.S. District JudgZobel dismissed the legitimate purpose of thee'sta
regulation: 1n any event, even if § 19F were not discriminatorpurpose or effect, it would still fail the
Pike test, under which a statute is upheld onitgiburden on interstate commerce is not “cleantgessive

in relation to the putative local benefits.” Pikg97 U.S. at 142.19 “If a legitimate local purposefound,
then the question becomes one of degree. And taetef the burden that will be tolerated will afurse
depend upon the nature of the local interest ined)\and on whether it could be promoted as wek wit
lesser impact on interstate activities.” Id. Und&rl9F, “large” wineries are permitted, as a praciic
matter, to sell only to wholesalers, with the résodl unnecessary burdens on interstate commerce, as
discussed_supraHowever, there are no putative local benefits saetvly § 19F's two-tier system.
Moreover, even if one accepts the Commonwealth’'sesion that the purpose of 8§ 19F is to allow
“small” wineries nationwide to direct ship becaus# the difficulties they face in retaining wholesai
representation, this goal would not be undercut bjlowing “large” wineries the same privileges
(Emphasis added). What the District Judge failedgtasp was the local benefit gained not by local
producers, but by local consumers, in assuring that bulk of the wine sold and consumed in
Massachusetts passed through the unquestionabltimae three-tier system. Effective alcohol
regulation, not market economics, is the point @tpaitely addressed by both the District Court dued t
First Circuit.
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The gap between Massachusetts's professed neutrality and § 19F's
practical effects also underscores the conclusion of discriminatory
purpose. See Hunt, 432 U.S. at 352 (observing that the disparity
between a law's asserted ends and its means was "somewhat suspect"
and evidenced a likely discriminatory purpose). Massachusetts has
asserted various purposes behind § 19F: to facilitate direct shipment, to
further the three-tier system, to make all small wineries, irrespective of
their location, better able to compete, and to thereby provide
Massachusetts consumers with greater choice. The 30,000 gallon cap
and the fruit wine exception, Massachusetts claimed at oral argument,
reflected the legislature's rational assessment of the kind of wineries that
needed special assistance because they were suffering from the
limitations of the three-tier system. But these general aims stand in stark
contrast to § 19F's specific and highly irregular features.

After running through its analysis of why the apaiel judges determined that Section
19F was discriminatory in purpose and effect, thistEircuit turned to whether the law
could nonetheless be saved as a proper exercisetef regulatory authority under the
21% Amendment. According to the appellate court, #iate bore the burden of
demonstrating by “concrete record evidence” thag tthallenged regulation was
necessary to achieve asserted legitimate objectives

Massachusetts apparently failed to prepare a reettid any such evidence, or even
submit any written legal arguments on the issuavladit legitimate objectives justified
Section 19F. According to the First Circuit:

The state did not brief this point. It was only in response to questioning
at oral argument that Massachusetts characterized § 19F as the only
feasible means the state has to serve the local purposes of benefitting
small wineries, supporting the three-tier system, and increasing
consumer choice. This argument is untimely and likely waived. It is also
not supported by anything in the record. Several amici try to fill the gap,
but amici may not make up for waiver by a party. See United States v.
Sturm, Ruger & Co., Inc., 84 F.3d 1, 6 (1st Cir. 1996).

Absent from the First Circuit’'s decision was theklaf respect for state discretion, as
well as the lack of respect for relevant precediatn other federal courts that
specifically have adjudicated the constitutionabfywine gallonage caps in state direct
shipping laws.

With regard to state discretion, the®2Amendment and alcohol’s unique nature at least
should afford state regulators some state powedeiine standards such as “large
winery” and “small winery” without having to bow dm to differing federal or industry
standards. Yet, ikamily Wineries of California v. Jenkinthe First Circuit seemed to
dismiss such a concept. After acknowledging thittes have some level of
independence in this area, the appellate court ohatedy rejected the Massachusetts
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standards found in Section 19F because they fadefibe with federal and industry
definitions:

The wine industry and federal law have developed definitions of "small,"
"medium," and "large" wineries in order to describe the way the industry
produces and distributes wines and, in the case of federal law, to offer
"small" wineries regulatory benefits. These definitions do not, of course,
bind states to particular regulatory choices. But their lack of correlation
to § 19F belies Massachusetts's claim that § 19F's features reflected an
objective choice to remedy the purported competitive disadvantage
faced uniquely by wineries producing 30,000 gallons or less of grape
wine.

There seemed to be no dispute that large wineoiegeting in the interstate wine market
account for the vast majority of the wine sold imérica today. As the First Circuit
noted in its decision:

Almost all of the country's wine production and sales come from a small
number of wineries. In 2006, the five largest wineries in the U.S.
produced approximately 70 percent of the country's wine. The country's
thirty largest wineries comprised approximately 92 percent of the market,
and each produced between 680,000 and 150 million gallons per year.

The appellate court also noted that together, lwgé wineries that produce more than
30,000 gallons of grape wine account for ninetyaeercent (98%) of all wines sold in
America.”

But do those facts alone tell the whole story? Fhamily Wineries of America argued,

and the First Circuit accepted, the concept thasddehusetts’ gallonage cap was
discriminatory_in impact because there are no lavgeries in Massachusetts. While
true, that fact out of context is misleading to accurate assessment of the law’s
constitutionality. As noted above, only five wiresr out of all the wineries in the entire
United States of America account for approximaf®ypercent of all the wine sold in

this country. Only 30 wineries account for overg&2cent of that wine.

Here’s the rub: Even if every state had one of é¢hdsp Thirty wineries within its
borders, there still would be 20 states withouhsaievinery. Would that mean that those
unlucky 20 states without a “big winery” are prets#d from passing a law similar to
Section 19F that seeks to allow smaller producersompete effectively within their
state’s markets while still assuring that over @8cpnt of the wine flowing through the
state passes through the protective oversighteofuhquestionably legitimate” three-tier
system?®

“8 The First Circuit also emphasizes that the restrifhinatory impact of Section 19F falls on tho€¥ 6
“large” wineries who produce more than 30,000 galper year but less than 680,000 gallons, andhwhic
account for six percent (6%) of the nation’s wimeduction market. While 607 is significantly larghan
30, the First Circuit's decision makes no referet@wany evidence regarding what market activityséhe

26



Supporters of the recent decision by the Firstuinmight argue that Massachusetts got
it wrong by drawing the gallonage cap too low. yhkke the First Circuit, might
embrace the data suggesting that 537 “large wisiefadl below the largest 100 wineries
in America that produce over 90 percent of theamési wines, but are forced to make the
same Devil's choice for selling their products irad8achusetts e. opting either for
wholesaler distribution only, or direct sales tmsomers only.

It is unclear, however, that the Commerce Clauabyrerotects those 537 large wineries
and their nationally-marketed conventional grapeesi As noted above, the interstate
wine market arguably is not the same market asattme wine market that Massachusetts
farm wineries inhabit. Certainly, no member winarfy the Family Winemakers of
California sells only to Massachusetts residentt, gid the plaintiffs produce any
evidence in their litigation that Massachusettsdpied farm wines are sold anywhere
other than in Massachusetts?

Likewise, where is the harm to interstate commdrgea law that extends distribution
privileges to thousands of small wineries across Wnited States on an equal footing
with the 31 small wineries located in Massachu8etishe First Circuit's decision does
not reflect any argument on this point, but it doeference evidence that 26 out-of-state
small wineries availed themselves of the opporjupiesented by Section 19. Wouldn't
this datum alone suggest that competition amongllsmiaeries in Massachusetts
increased? After all, 31 in-state small wineriad 26 out-of-state small wineries means
Section 19F effectively grew the number of licensed-of-state small wineries to 46
percent of all the licensed small wineries doingibess in the commonwealth.

Perhaps most significantly, where is the deferdacéhe government’s reasonable effort
to achieve legitimate public purposes? That lackederence, no doubt resulting from
the unappealing record of Section 19F's legislatistory, makesamily Winemakers of
California v. Jenkingspecially noteworthy.

The balance between the Commerce Clause and th&@&ndment has undergone a
great deal of scrutiny since the onslaught of thee’ct Shipping” lawsuits starting in the
early 1990s. What seems to be missing from th& KEiircuit’s ruling is an appreciation
for the unique nature of alcohol regulation, anduaderstanding that Commerce Clause
discrimination is predicated on assuring that imappate parochial interests do not
create an undue burden on interstate commercee tNetemphasis on these adjectives:

“unique,” “inappropriate” and “undue.”

wineries have in Massachusetts. Nor does the apiréference any evidence to show from what states
these wineries operate (other than to note theynatebased in Massachusetts). If most are based in
California, Washington, Oregon and New York, thesajuestion is beggediould that mean that those
unlucky 46 states without a small “large” wineryeaprecluded from passing a law similar to Sectidf 1
that seeks to allow truly smaller producers to cetapeffectively within their state’s markets wrstél
assuring that over 90 percent of the wine flowimgptigh the state passes through the protectivesigter

of the “unquestionably legitimate” three-tier sysi@
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As is clear from over two-hundred years of jurigfgnce, alcohol is a very unique
consumer commodity, and it is recognized as sucleuthe law. While local economic

protectionism is anathema to an open market aneval playing field, alcohol is so

different that states and communities possessetegnized right to completely prohibit

the production and sale of the product within thespective jurisdictions. With this

predicate in mind, it is fair to question how Senti 19F is unconstitutionally

discriminatory when it treats the 4,713 small wiesrlocated in Massachusetts and
across the rest of the United States equally.

That states have balanced the public’s need farhalcregulation against the public’s
desire to promote small farm wineries does not eetide former invalid. It is axiomatic
that a legal system need not be 100% effectiveoolpfoof in order to provide public
benefit and be sustainable as a legitimate exmesyilegislative will. As the Seventh
Circuit noted inBaude v. Heathwhen addressing arguments that the Indiana law
requiring face-to-face wine sales for direct shigppurposes was not a foolproof method
of preventing alcohol sales to minors:

As we observed in National Paint, a legal system need not be foolproof
in order to have benefits. The face-to-face requirement makes it harder
for minors to get wine. Anything that raises the cost of an activity will
diminish the quantity — not to zero, but no law is or need be fully
effective.4?

In its decision, the First Circuit argued that S®ctl9F was unconstitutional because the
state had a less restrictive option to achieve whmatcourt construed as the purposes of
the law, i.e. helping small wineries level the phayfield. According to the appellate
judges:

The record shows that at least one viable nondiscriminatory alternative
existed when § 19F was under consideration: the Model Direct Shipment
Bill, which the National Conference of State Legislatures adopted in
1997. The Model Bill does not define "small* or "large" wineries or
regulate access to licenses depending on winery size. As an alternative
to § 19F, then-Governor Romney proposed a version of the Model Bill
which would have allowed all wineries to ship directly to consumers, sell
to retailers, and distribute through wholesalers. But the state legislature
rejected this proposal and overrode his veto. Plaintiffs argue that this
alternative would have helped small wineries without undercutting the
three-tier system because it included limitations on the total volume
wineries could ship to consumers. Whatever the merits of this proposal,
Massachusetts has never claimed it would be unworkable. Under similar
circumstances, the Supreme Court has, as a rule, struck down the
discriminatory state law in question. (Citations omitted).

“9Baude v. Heath538 F.3d 608, 614 {7Cir. 2008).
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Conspicuously absent from the court’s analysis as$chusetts’ view of whether the
“Model Direct Shipment Billin fact allows the state to achieve its legitimabjectives.

Had that argument been submitted by the defenda@tappellate court would/should
have heard that the Model Direct Shipment in facteerates the three-tier system. Yes,
it contains “limitations on the total volume winesicould ship to consumers” as noted by
the appellate court. However, those generousdiioins amount to allowing each winery
to sell and ship 24 cases of wine per year pemoperdt is doubtful that any resident of
Massachusetts or anywhere else drinks two caséiseosame wine per month, which
averages out to almost a bottle a day.

In reality, the Model Direct Shipping Bill does haig to ensure that the vast majority of

alcohol furnished to Massachusetts residents isreddyy processing through the three-
tier system. Unfortunately, these concerns at@addressed by the First Circuit.

Creating A Conflict Among Courts:

What of the other federal courts that have uphleéd 30,000 gallonage cap in Arizona
and Kentucky, respectively? The First Circuit amkiedged those cases in a lowly
footnote, dismissing them as unpersuasive withgpla@ation:

n. 14 Nor do we find the reasoning of the two district court cases that
have upheld other states' gallonage caps to be persuasive. See Black
Star Farms, LLC v. Oliver, 544 F. Supp. 2d 913 (D. Ariz. 2008); Cherry
Hill Vineyards, LLC v. Hudgins, 488 F. Supp. 2d 601 (W.D. Ky. 2006).

Beyond this simple footnote lies a greater conficjurisprudence.

Four states have imposed limits on the number dbrm that wineries can produce
annually to be eligible to direct ship wines to somers in their respective states.
Gallonage limits, also known as “capacity caps,Vehdeen adopted to define the
population of wineries eligible to engage in dirgbipping and sales in the following
states:

1. Arizona 20,000 gallon¥

2. Kentucky 50,000 gallon¥:

3. Massachusetts 30,000 gallosind

4. Ohio 250,000 gallon¥®

50 gections 4-203.04 and 4-205.04, Ariz. Rev. Stat.
1 Ky. Rev. Stat., s. 243.155.

52 Mass. Gen Laws, ch. 138, s. 19F.
3 Ohio Rev. Code, s. 4303.232.
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Lawsuits were filed to challenge the constituticiyalof these gallonage limits in
Kentucky and Arizona, as well as Massachusetts. gdlenage limits in Arizona and
Kentucky have been held to be constitutional byfatcourts in each of those states.

In Cherry Hill Vineyards LLC v. Hudging? the out-of-state winery that challenged that
Kentucky’'s 50,000 gallon production limit arguedthhe limit was protective of local
industry and discriminated against out-of-state engs because all of the in-state
wineries annually produced less than the stateldrgade limit. The federal court held
that Kentucky’s gallonage limit did not discrimieahgainst out-of-state state producers
and did not violateGranholm v. Healdbecause the law provides similar licensing
opportunities to in-state and out-of-state winerigscause the law was facially neutral,
the court stated that the restriction on direcésand shipping does not give Kentucky
wineries a competitive advantage over similarlyatied out-of-state wineries.

In the Arizona caseBlack Star Farms, L.L.C. v. Olivér an out-of-state winery also
argued that the state’s 20,000 gallon productiomt Idiscriminated against out-of-state
wineries. The federal court in that case rejechedpiaintiff’'s argument and held that the
limit was facially neutral. The court noted thas, @ 2004, more than half of the 2000
wineries in the United States were able to qualifigler the Arizona gallonage cap. It
noted that the number of wineries producing less tB0,000 gallons of wine a year
“dwarfed the number of in-state wineries” that walde to qualify for Arizona’s direct
shipment license. ThBlack Star Farms, L.L.Ccourt also stated thatte simple fact that
there are more out-of-state wineries than in-stat@eries that produce more than
20,000 gallons of wine per year and are thus reggiito adhere to the three-tiered
distribution system in order to gain access to éma&'s wine market does not by itself
establish patent discrimination in effect agaimserstate commerce®

The District Court that initially decideldamily Winemakers of California v. Jenkidsl
not address either theéherry Hill Vineyards LLC v, Hudginer theBlack Star Farms
L.L.C. v. Oliver federal court decisions. The First Circuit in tast expressly
acknowledged both decisions, but dismissed themmsarity and without explanation.

A New Construction for The 2T Amendment:

According to the First Circuit:

Whether the Twenty-first Amendment granted states the authority to
enact even facially neutral but discriminatory alcohol laws that would
otherwise violate the Commerce Clause was not decided by Granholm
and the answer is not readily apparent from the text of the Amendment.
Granholm holds the interpretation of this amendment instead turns on

4 488 F.S. Supp.2d 601 (W.D. Ky. 2006).
5 544 F.Supp.2d 913 (D. Ariz. 2008).

% |d. at 925-926.
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historical context. Section 2 of the Twenty-first Amendment granted the
states the authority to regulate liquor only to the extent that they had
done so before Prohibition under two federal laws: the Wilson Act of
189024 and the Webb-Kenyon Act of 1913.25 See Granholm, 544 U.S.
at 484.

The Supreme Court held in Granholm that through these Acts,
Congress gave the states newfound powers to regulate alcohol that
came within their borders, even if it had traveled in interstate
commerce. The Wilson Act did this by allowing states to restrict or
prohibit the sale of out-of-state alcohol "to the same extent and in the
same manner" as alcohol that was produced in-state. 544 U.S. at 478
(quoting 27 U.S.C. § 121) (internal quotation marks omitted). The Webb-
Kenyon Act expanded states' regulatory authority by expressly
authorizing states to regulate alcohol that traveled in interstate
commerce even if it was being shipped solely for consumers' personal
use. Id. at 481-84. These Acts did not, however, exempt states from the
Commerce Clause's existing prohibitions on state laws that
discriminated against out-of-state goods and favored local interests. Id.
at 484-85.

The precise question in Granholm was what effect, if any, the Twenty-
first Amendment has upon facially discriminatory state alcohol laws that
would otherwise be subject to invalidation under the Commerce Clause.
544 U.S. at 471. The question of whether the Twenty-first Amendment
protects facially neutral laws like § 19F was not before the Court.
(Emphasis added; citations omitted).

From this starting point, the First Circuit beg&énstab at making jurisprudential history.
According to the appellate coufamily Wineries of California v. Jenkingquired an
exploration of legal territory beyon@ranholm because the law in question was not
facially discriminatory.

Section 19F was discriminatory in purpose (remeantbese parochial Massachusetts
legislators) and effect (recall those 537 out-atestwineries referenced by the appellate
court that were so large that they exceeded th@0B0gallonage cap, but not big enough
to go unhurt by having to pick between direct shigpr wholesale distributing of their
wines). Once that discrimination was establismadhing presented in the record could
save the law from unconstitutionality.

Had Section 19F had less dubious origins, if thstRTircuit had focused more on the
true nature of the economic markets in questiod, ifiMassachusetts had laid greater
emphasis on the legitimate public purposes serye@dxtion 19F, the appellate court
might have offered a different assessment of gafiercaps as a tool for effective alcohol
regulation.
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Why Legitimately Crafted Gallonage Caps Are Leqgal:

Gallonage limitations were not at issueGnanholm Since then, several courts have
directly addressed the constitutionality of theaps; and upheld them. However, the
First Circuit gave these decisions only passinghaskedgment irfFamily Winemakers of
California v. Jenkins. In its footnote 14, the First Circuit's decisionatgts rather
dismissively:

Nor do we find the reasoning of the two district court cases that have
upheld other states' gallonage caps to be persuasive. See Black Star
Farms, LLC v. Oliver, 544 F. Supp. 2d 913 (D. Ariz. 2008); Cherry Hill
Vineyards, LLC v. Hudgins, 488 F.Supp. 2d 601 (W.D. Ky. 2006).

Both cases, however, warrant closer examination.

Cherry Hill Vineyards v. HudginsOn December 26, 2006, the federal district court in
Cherry Hill Vineyards v. Hudginsipheld a licensing provision under the Kentucky
statutes which permitted both in-state and outtaties"small farm wineries" to apply for
a small farm winery license. The statute defingahdll farm winery" as one producing
wines not exceeding 50,000 gallons per yéarThe plaintiffs challenged the statute
because its 50,000 gallon limit afforded a licetwsall Kentucky wineries (because none
produced more than 50,000 gallons per year) buludgd many out-of-state wineries
with no apparent purpose.

The Cherry Hill court noted that there was no facial discriminatgainst out-of-
state wineries, as the 50,000 gallon limit applezfually to in-state and out-of-state
wineries. Moreover, the Court found that the lidid not run afoul ofGranholmbecause
there was no showing that the limit burdened otdtafe producers or shippers simply to
give a competitive edge to in-state businessese Qdurt found that Kentucky did not

" Other states that have passed gallonage limistlmve generally done so in amounts lower than

50,000. Massachusetts, of course, permitted te-stiad out-of-state wineries with total annual piithn
less than 30,000 gallons to obtain a "small wirgrpment license" that authorizes them to sell sinig
wine "at retail directly to consumers" and at wisale in certain circumstances. Mass. Gen. Law4 28,
8§ 19F(b). Arizona permits in-state and out-ofestatneries with total annual production less th&0DQ0
gallons to make sales and deliveries of wine tailexs and "to consumers off of the licensed premind
that is ordered by telephone, mail, fax or catadggbrough the internet or by other means.” A.R.8-
205.04(C)(7) &. (9). In-state and out-of-state @vies with total annual production greater tharDQO,
gallons cannot ship wine directly to retailers andsumers (although they apparently can take ofdmrs
Arizona residents via the Internet, mail order &gléphone, and then deliver the wine through Arigen
three-tier system, i.e., deliver the wine to a®ed Arizona wholesaler, who then delivers it {wensed
Arizona retailer, who delivers it to the consumeA.R.S. § 4-203.04(E), (G) & (H). The same istifor
Ohio, which uses a gallonage cap of 250,000 to ifyuatineries for direct shipping privileges.
84301.10(A)(8)(c), Ohio Rev. Code.

Gallonage caps have not invariably been challendédine, for example, does not allow either in-stat
out-of-state wineries to ship wine directly to liesidents, but permits in-state and out-of-stateeviés to
obtain a license that allows them to sell wine oangises located in Maine. 28-A M.R.S.A. § 1355(3).
The necessary license to conduct on-premises dad@sgver, is only available to wineries that prasluc
wine "in an amount not to exceed 50,000 gallonsa.y 28-A M.R.S.A. 8§ 1355(3}(A).
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need to justify the amount of the limit, becaus@ave no competitive advantage to
similarly-situated (i.e. 50,000 gallons or les)qurcers.

Black Star Farms, LLC v. Oliver.On February 26, 2008, the U.S. District Court in
Arizona upheld the state’s 20,000 gallon annualdpction cap exception for direct
shipping. The court also upheld Arizona’s in-pers@nsaction exception, allowing all
wineries—in-state or out—to directly ship two casglswine per year to Arizona
residents so long as the consumer was physicadlsept at the winery when the purchase
occurred, finding that neither law violated the Goemce Clause or otherwise was
unconstitutional. InBlack Star Farms v. Oliver,the federal judge issued an order
stating:

Plaintiffs essentially argue[d] that a state has only two options, either to
apply the three-tiered distribution system to all wineries, or to completely
abolish the three-tiered distribution system. However, those results are not
dictated by Granholm and the anti-discrimination norm of the Dormant
Commerce Clause.

The court determined that both the 20,000 gallasdpction cap and the face-to-face
transaction exceptions were facially neutral, drat the plaintiffs had failed to show that
Arizona’s statutory scheme for regulating alcohehegrally and wine in particular was
discriminatory in effect. In its opinion, the costated that “Granholm is not the panacea
that plaintiffs make it out to be; and apart froopital similarity, its practical import to
the instant case is limited.”

The Arizona-based federal court distinguish@tanholm by reasoning that the
U.S. Supreme Court invalidated discriminatory bager laws from two states that
allowed all in-state, but no out-of-state, wineries bypass the existing three-tiered
distribution system and ship wine directly to iatstconsumers. In contrast to the laws
of Michigan and New York, Arizona’s statutes in gtien apply equally to both in-state
and out-of-state wineries. According to the fedexlrt: “Three-tiered systems such as
this are considered ‘unquestionably legitimategomstitutional exercise of State power
under the Twenty-First Amendment for the purposecaftrolling the distribution of
alcoholic beverages, promoting temperance, anditédtig means of collecting excise
taxes.”

In addition to the two decisions referenced by First Circuit, a third federal court has
issued a decision that contains analysis favorabigallonage caps, although it did not
address the issue directly. Action Wholesale Liquors v. Oklahortfathe court held
that Oklahoma's direct shipping law (which did montain a gallonage cap) violated
Granholmbecause it permitted Oklahoma wineries, but ndtobstate wineries, to sell
and ship wine directly to in-state retailers. tideessing potential legislative revisions,
the federal court said:

8 No. CIV-06-0239-F, 2006 WL 3324732 (W.D. Okla.\Nd5, 2006).
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Nothing in Granholm removes small wineries from favorable -
even discriminatory - legislative consideration, as long as in-state
and out-of-state small wineries receive essentially identical
legislative treatment. Legislative discrimination on the basis of
the size of commercial enterprises (i.e., more favorable treatment
for small wineries, in-state or out-of-state) does not implicate
interests that have enjoyed exacting judicial review. . . . The
court's decision today should not, therefore, be understood to cast
doubt upon the authority of the State of Oklahoma to enact
provisions which nurture Oklahoma's nascent small winery
enterprises, as long as the classification applies substantially
equally to small wineries both within and outside of Oklahoma.>®

Even-handed gallonage cap laws are precisely ttteobdegislation that the Oklahoma
court opined would raise no constitutional issieytcreate classifications based on the
size of wineries that apply equally to in-state antiof-state wineries.

So, where’s the problem? On first examinationlogelge caps that apply equally to in-
state and out-of-state wineries arguably do notlicage the dormant Commerce Clause
or Granholm at all. The dormant Commerce Clause is concersel@ly with
discrimination against interstate commerce, suadtigisictions between in-state and out-
of-state businesses, and does not speak to othes of legislative classifications among
businesses. Accordingly, so long as gallonage aapg$acially neutral and apply even-
handedly to in-state and out-of-state wineries thasArizona and Kentucky caps do -
they arguably raise no issue under the dormant GangenClause ofranholm Of
course, gallonage caps that draw distinctions batwe-state and out-of-state wineries
(for example, by permitting only in-state winerieslow a cap to ship directly, or by
applying different gallonage caps to in-state antiad-state wineries) could raise issues
under the dormant Commerce Clause.

Nor do the gallonage caps raise any colorable issaler the Equal Protection Clause,
although the First Circuit iframily Winemakers of California v. Jenkisgggests in its
footnote 15 that such a challenge might have baecessful against Massachusetts. The
Equal Protection Clause is concerned with all maohéegislative classifications and the
unequal treatment that they might complain of ise dw an express legislative
classification (based on the size or productiomna of the wineries).

It is not surprising that none of the plaintiffstire gallonage cap lawsuits has pursued an
Equal Protection Clause claim. Legislative clasatfons that do not involve a suspect
class (such as race or gender) or a fundamentsl (8gch as voting) are only subject to
very limited judicial scrutiny to determine whethéey have a rational basisand the
gallonage caps easily would survive such review.

%9 |d. at 11 n.8 (emphasis in original).

0 See, e.gwilliamson v. Lee Optical Ca348 U.S. 483 (1955).
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Although the First Circuit repeatedly criticized 84achusetts for failing to adequately do
so, states generally can overcome Equal Proteclimms against gallonage caps by
proffering any number of rational public policy fifisations for allowing smaller but not
larger wineries to ship directly, such as the dweieation that small, but not large,
wineries often have difficulty finding in-state wleealers to distribute their wine.
Indeed, the First Circuit expressly recognized isssie in the context of determining that
Massachusetts’ 30,000 gallonage cap defined ag€'lavineries over 600 out-of-state
producers who -- in the view of the appellate ceudeserved to be classified as small
wineries because they too had problems securing les@le distribution in
Massachusetts.

States also could rebut an Equal Protection claichjastify the differential treatment of
large and small wineries based on a desire to pnhmurism by facilitating the
development of small, local wineries and wine-p@dg regions, or to preserve their
wine making heritag& The current jurisprudence on Equal Protection igwsuch that
state law classifications based on the size ofnassi entities routinely are upheld under
the Equal Protection Clau&e.

Equal Protection, however, is not the greater lepallenge facing state legislators and
regulators. As the First Circuit just demonstratdee dormant Commerce Clause is
where the action is.

The Family Winemakers of California claimed thate tfacial even-handedness of
Massachusetts’ Section 19F was just a pretext,tlaadthe gallonage caps in fact had
both “a discriminatory purpose and a discriminateffect.”®® But do the claims of
"discriminatory effect" really hold up?

®1 See, e.gFitzgerald v. Racing Association of Central Iqu&89 U.S. 103, 109 (2003) (rejecting equal
protection challenge to lowa law that imposed loteer on riverboat slot machines than on racetrdatk s
machines because the State rationally "may havéedan encourage the economic development or river
communities or to promote river boat history").

62 See, e.g.Fox v. Standard Oil Co. of New Jersé@@4 U.S. 87, 100 (1935) (rejecting equal protecti
challenge to state chain store license tax thafet] the large chains more heavily than the smads");
Miller v. Strahl 239 U.S. 426, 434 (1915) (rejecting equal prad@cthallenge to exception in state statute
requiring hotel keepers to take certain fire préioas for hotels with less than 50 room&ngel v.
O'Malley, 219 U.S. 128, 137-38 (1911) (rejecting equal gutidn challenge to state licensing requirement
for private banking businesses that did not applytisinesses in which the average sum received for
safekeeping or transmission was more than $308) York, N.H. & HR. Co. v. People of the Statde#
York 165 U.S. 628, 633-34 (1897) (rejecting equal gutidbn challenge to exception in state statute
regulating the heating systems of railroad passecaes for railroads less than 50 miles in leng8hell

QOil Co. v. New York State Tax Commissidb8 N.Y.S.2d 938, 943 (N.Y. A.D. 1983) (rejectiagual
protection challenge to exemption for small refieglin tax on petroleum companies). See Msoey v.
Doud 354 U.S. 457, 465 (1957) ("That the Equal PrawecClause does not require that every state
regulatory statute apply to all in the same busiries truism. For example, where size is an irideke
evil at which the law is directed, discriminatiomstween the large and the small are permissibtéting
Strahl, O'Malley, and people of the State of Nevk)Yo

% See Bacchus Imports, Ltd. v. Di@68 U.S. 263, 270 (1984) (state laws are prateidi if they have
either a "discriminatory purpose" or a "discrimigteffect").
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As noted previously, iranholm the U.S. Supreme Court held that state laws laave
discriminatory effect if they "burden out-of-stgieoducers or shippers simply to give a
competitive advantage to in-state businesses." eMa@-handed gallonage caps do not
mandate any differential treatment of in-state antdof-state wineries. To the contrary,
the gallonage caps accord identical treatment teobatate wineries and their in-state
peers of comparable si2&.Both out-of-state wineries that fall below thg @nd in-state
wineries that fall below the cap can ship direttlyn-state consumers. Correspondingly,
both out-of-state wineries that produce in excdsthe cap and in-state wineries that
produce in excess of the cap all must chose thenmel of distribution —+.e. either
licensed wholesalers or direct to consumers.

The First Circuit concluded that Massachusettslogalge caps imposed a burden on
interstate commerce and/or erected a barrier agaade in out-of-state wine. But did
they? Could Massachusetts not have argued jusessiasively that its gallonage cap
scheme had the effect of increasing the flow oérstate commerce in wine? As the
Supreme Court noted, small wineries - which indiaply are by far the majority of total
operating wineries nationwide and are increasingumber - have had difficulty gaining
meaningful access (or access at all) to state Hieesystems because it is not always
economically feasible for wholesalers to deal inaBnguantities. Massachusetts’
gallonage cap law represented a pro-competitivisitye response to this recognized
problem: the law increased access to the farm miakket in Massachusetts (witness the
licensure of 26 new out-of-state farm wineries dm jthe commonwealth’s 31 existing
small farm wineries), but did so in a way that veassistent with, and preserved the
integrity of, constitutionally the commonwealth’'srmissible three-tier system.

While some large wineries operating in the intéestaonventional wine market may not
be optimally served by the gallonage cap, theynatediscriminated against relative to
similarly-situated competitors. Large wineries naague that having to use the three-tier
system places them at a competitive disadvantaga-vis wineries that can ship directly
(due to the additional overhead and cost diffeattiiat the Supreme Court recognized in
Granholnj, but this argument has little force because thectishipment privileges are
being granted to remedy the fact that small wirseeifectively have been excluded from
the three-tier systems. More importantly, the éaogit-of-wineries suffer this ostensible
disadvantage vis-a-vis both in-state wineries dred hultitude of out-of-state wineries
that fall below the caps. Again, because the galje cap law draws a size distinction,
and does not draw an in-state/out-of-state distinctany disadvantage suffered by the
large, out-of-state wineries is not due to thesidency status.

The fact that all of Massachusetts’ in-state wieerfell below Section 19F's 30,000
gallonage cap should not in and of itself havettethe legal conclusion that the cap has
a discriminatory effect on interstate commerce. afsinitial matter, even if no in-state

% SeeGeneral Motors Corp. v. Tragy19 U.S. 278, 298 (1997) (“Conceptually, of ceymny notion of
discrimination [under the dormant Commerce Clauwsgdumes a comparison of substantially similar
entities");Ford Motor Co. v. Texas Department of Transportati®64 F.3d 493, 500 (5th Cir. 2001) ("The
[Supreme] Court's jurisprudence finds discriminationly when a State discriminates among similarly
situated in-state and out-of-state interests").
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winery falls above a cap when the cap is enachenletis of course the possibility - if not
the expectation - that some in-state wineries gvitiwv and exceed the cap in the future.
In that event, the successful in-state winerie$ lvéltreated the same as their large, out-
of-state peers: they will lose their direct shigpiprivileges or will be subject to
whatever restrictions on these privileges the statposes on wineries that are of
comparable size.

Moreover, any analysis of the interstate effeajafonage caps that grant direct shipping
privileges to all or most in-state wineries mustsider the undisputable fact that the caps
also necessarily grant direct shipping privileges imuch larger number of small out-of-
state wineries. The geographic reality is thatirdurthe pendency of th&amily
Winemakers of California v. Jenkihiigation, Massachusetts had only 31 wineriegl an
none of those produced over 30,000 gallons of wiBet there are by the First Circuit’s
own acknowledgment 4,713 small wineries locatedbughout the United States.
Moreover, the overwhelming majority of large wiresrias well as the small wineries are
located in just a few statese. California, Oregon New York and Washington. As a
result, under the gallonage cap laws, wineries iasddchusetts can face substantial
competition from small out-of-state wineri®s.Given these circumstances, therefore, do
the gallonage cap laws really "protect” the devielgpvine industry in Massachusetts
from out-of-state competition?

In this regard, the fact that the gallonage capeefiea significant subset of out-of-state
wine producers - small producers — runs counteéhéoappellate court’s conclusion that
the gallonage caps burden or discriminate againtdrstate commerce. The U.S.
Supreme Court unequivocally has held that "[t]het fthat the burden of a state
regulation falls on some interstate companies duads by itself, establish a claim of
discrimination against interstate commerce" becatge dormant Commerce Clause
protects the interstate market, not particular rgtege firms, from prohibitive or
burdensome regulation&" The First Circuit itself has endorsed this samepgsition
repeatedly®’

Accordingly, "interstate commerce is not subjedtedan impermissible burden simply
because an otherwise valid regulation causes sasiedss to shift from one interstate

% Family Winemakers of California is a trade asstion that claims a membership of 740 Wineries,

"dominated by small producers and vineyards. Aemdy as 2007, Family Winemakers stated on its
website that more than 90% of its membership preddess than 10,000 cases annually, meaning at leas
670 of its members during the pendency of the Masssetts litigation (if not all of them) had volusne
below Section 19F's 30,000 gallon cap, and theestmuld obtain the same direct shipping privileges
the 31 existing Massachusetts wineries.

Seehttp://www.familywinemakers.org/whoWeAre/whoWeAr&c

% Exxon Corp. v. Maryland437 U.S. 117, 126-28 (1978) (emphasis added).

7 E.g. Wine and Spirits Retailers, Inc. v. Rhodenglat81 F.3d 1, 15-16 {1Cir. 2007);Pharmaceutical
Research and Manufacturers of America v. Concan@48 F.3d 66, 84 (1st Cir. 2001) (the fact thétva
may have "effects on the profits of . . . indivilumaanufacturers” does not raise a dormant Commerce
Clause Issue), aff'd sub. noRharmaceutical Research and Manufacturers of AraeridWalsh538 U.S.
644 (2003).

37



supplier to another’® Here, the concern seems to be that Massachugettshage cap
law will "shift business” from large out-of-stateéng producers (who on a quantity basis
have had full access to Massachusetts wine consutmaugh three-tier system) to small
wine producers (the majority of whom have not). t Buat market change, which is
attributable to legitimate public policy choicestbé state legislatures, arguably raises no
issue under the dormant Commerce Clddse.

Finally, opponents of the gallonage caps also magatn that even if the caps are not
discriminatory in either purpose or effect, theye amnconstitutional because they
indirectly affect interstate commerce and the tasylburden on interstate commerce
clearly exceeds the local benefits. As noted abeween a "statute regulates even-
handedly to effectuate a legitimate local publiterast, and its effects on interstate
commerce are only incidental, it will be upheld asd the burden imposed on such
commerce is clearly excessive in relation to thagte local benefits’®

A properly created legislative gallonage cap egsédgses this test. States can effectuate
legitimate local public interests by granting dirsbipping privileges to small, but not
large, wineries. When done properly, such limitexceptions to their three-tier
distribution systems can be justified in order nsu@we meaningful access to in-state wine
markets for wineries that have been excluded, yéfpseserve the integrity and related
public benefits of the three-tier system for thestvenajority of alcohol flowing to
consumers.

Moreover, properly created gallonage caps can aboidlening interstate commerce
altogether. If markets are properly defined, aagsclogically set, they can actually
facilitate and expand interstate commerce. Unfately, that point does not necessarily
come through so clearly in ti@alifornia Winemakers of California v. Jenkins

Conclusion.

Make no mistake -Family Winemakers of California v. Jenkiissa complicated case,

and the appellate judges had to grapple with maffigudt issues. How do you measure
a burden on interstate commerce? What is the pradginition of the interstate wine

market? Whose comments best reflect the “intehta gtatute or law? Where is the
appropriate middle ground between the governmergasonable efforts to secure
legitimate public purposes, and the industry’s trighinsist on less intrusive methods for
the achievement of those purposes?

The First Circuit has now answered those questiang, in doing so arguably has
recalibrated the balance between the alcohol imgastommercial rights to access
markets free from parochial discrimination, and steges’ rights to regulate alcohol in a
manner that adequately achieves legitimate publipgses. As for the Twenty-first

®8 Exxon 437 U.S. at 127.
%91d. (the dormant Commerce Clause does not proteetgainticular structure or methods of operation” in
a market).

O Pike 397 U.S. at 142.
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Amendment, it appears on the stage but with norappaole, amounting to little more
than a passive observer in the adjudication process

Absent further appeal to the U.S. Supreme Cdtamily Winemakers of California v.
Jenkinswill provide great comfort for industry membersekmg to overcome state
obstacles to a national marketplace for wine, amgbse significantly greater evidentiary
burdens on state alcohol regulators to demondtratiegitimacy of their laws.
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