Craft brewers raise the bar in
the American beer industry

— BY JAMIE FEIK AND JOSEPH MENGEDOTH
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n many places across the country, it’s hard not to notice
the shift in product offerings at local bars and restaurants

and in the beer aisle of the grocery store. The colorful,
ornate tap handles of craft brewers have joined the classic
blue, red, and silver posts of the traditional powerhouses, and
bartenders play the role of consultant purveying the selections.
Shoppers who once stood in the beer aisle trying to decide
how many cans of beer to buy now stand in front of coolers
filled with different brands and styles of beer available in single
bottles, packs of four, six, or 12, and even on tap in a growing
number of stores. Many of them have been made at a brewery
down the street; according to the Brewer’s Association (BA),
the trade association that represents the craft beer industry,
approximately 75 percent of the drinking-age population in
the United States lives within 10 miles of a brewery.

In 2014, there were 615 new craft breweries that opened,
pushing the number in the United States to 3,418, more than
twice the number that existed just five years earlier. The BA
defines a craft brewery as one that produces fewer than 6
million barrels a year, is less than 25 percent controlled by
an alcoholic beverage industry member that is not itself a
craft brewer, and produces a beverage “whose flavor derives
from traditional or innovative brewing ingredients and
their fermentation.” The ownership restriction excludes
the craft-style subsidiaries — such as Shock Top, Goose
Island, Leinenkugel, and Blue Moon — of large brewers like
Anheuser-Busch InBev and MillerCoors (the two largest
brewers in the United States).

Although craft beer remains a relatively small segment
of the market, accounting for only 11 percent of the beer
produced in the United States in 2014, the segment is grow-
ing rapidly. Craft beer’s share of production has more than
doubled since 2010, when it was just § percent. In 2014, craft
beer sales volume increased nearly 18 percent, according to
the BA, versus just 0.5 percent for the overall beer industry.
The retail dollar value of craft beer grew 22 percent in 2014,
while the total U.S. beer market increased only 1.5 percent
in value.
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The growth of small breweries runs counter to the trend of
consolidation in the beverage industry that persisted through
much of the 20th century. Why are craft brewers thriving?

American Beer’s Backstory
The recent growth of craft brewing is only the latest chapter
in the centuries-old story of beer in America.

Americans have brewed and consumed beer for along time,
with production dating back to some of the first European set-
tlers in the mid-1600s. Before the Civil War, beer was mostly
British-style ales or malts that were brewed locally, stored in
a wooden keg, and consumed in the local tavern. In the years
following the Civil War, beer became an industrial product
that was mass produced and widely distributed.

This change resulted in part from the large inflow of
immigrants from beer-drinking countries such as Germany
and Ireland, who brought both new styles of beer and a
beer-drinking culture. Higher wages for some workers and
the technological advancements that accompanied industrial-
ization also helped fuel growth in aggregate beer consumption
and production. In 1863, 2,252 breweries supplied 3.7 million
barrels of beer annually to Americans, who consumed 3.4 gal-
lons per drinking-age adult. By 1910, a total of 1,568 breweries
produced 59.6 million barrels, and the consumption rate had
increased to 20 gallons per drinking-age adult.

The aggregate picture of the American beer industry
during this chapter hides crucial brewery-level decisions
that helped shaped the modern American beer industry. In
the late 19th century, for example, some breweries decided
to leverage the growing transportation network and new
technologies, such as pasteurization, bottling, and refrigera-
tion, to expand their product reach beyond what they could
sell from their own establishments. When Prohibition was
enacted in 1920, these firms were relatively less inclined to
sell off their assets and cease operations than their smaller
competitors. They decided that rather than divest from
the brewing business altogether, they could stay in business
by producing near-beer malt beverages, sodas, and syrups.
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While Prohibition was in effect, these firms were perfecting
beverage bottling and packaging processes, developing rela-
tionships with retailers, gaining marketing experience, and
improving manufacturing processes to achieve economies
of scale. By the time Prohibition was repealed in 1933, they
were much better situated to resume beer production than
their former competitors.

Prohibition changed the market in other ways as well.
Prior to Prohibition, most breweries sold their beer on draft
in saloons they either owned or controlled; temperance
advocates believed this system contributed to the overcon-
sumption that led to Prohibition. As a compromise reached
during the repeal, a three-tier system was adopted: Brewers
would now sell their beers to an independent wholesaler
who would then sell the beer to independent retailers. The
introduction of a middle-man to the market structure had
several effects. First, it protected retailers from pressure
from larger brewers to only sell certain products. Second, it
provided small brewers with better access to the consumer,
as the wholesaler would provide distribution equipment,
marketing, and sales expertise — costs that could be barriers
to entry for many small players. Finally, wholesalers made it
easier for the government to tax alcohol and monitor overall
alcohol consumption.

In the years immediately following the repeal, many
breweries attempted to resume operations; the number of
legal breweries rose to around 850 in 1941. But the three-
tiered system that helped small brewers in some respects
wasn’t enough to erase the advantage held by the firms that
rode out Prohibition making syrups and malts. In addition
to the experience they had gained, these firms did not have
to incur the fixed costs associated with opening a brewery.

After Prohibition, there was a huge unmet demand for
beer. According to economists Eric Clemons and Lorin Hitt
of the University of Pennsylvania and Guodong Gao of the
University of Maryland, this demand could best be met by
mass producing standardized products. As they wrote in a
2006 article, all the major producers of the time “followed
Anheuser-Busch {which was founded in 1862} in a race for
scale-based, quality production of largely undifferentiated
products.” Rather than creating truly differentiated prod-
ucts, large producers created barriers to their competitors
“through massive marketing and advertising investments
intended to create perceived differentiation for otherwise
similar products.”

As a result, advertising became a major cost component
in the production of beer and forced smaller brewers out of
the market. The American beer market consolidated from
the end of World War II to 1980. By that year, just ro1 firms
were producing 188.4 million barrels of mostly American-
style lager and drinking-age adults consumed an all-time high
of 23.1 gallons per year.

Craft Beer Comes to a Head

With domestic beer production heavily skewed toward
light lagers, other styles of beer that were no longer being
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produced domestically had to be imported. From 1950 to
1972, the quantity of beer imported annually by the United
States grew from less than 100,000 barrels to about 1
million barrels. Then, in October 1978, President Jimmy
Carter signed a bill that legalized home brewing and shortly
after, individual states began legalizing brewpubs — restau-
rant-breweries that sell 25 percent or more of their house-
made beer on premise. The craft brewing segment was born.

In the early 1980s, there were only eight craft brewers
in the country. They found a foothold in the market by
producing beer other than lagers and thus did not compete
directly with the non-craft brewers. From 1980 to 1994, the
number of craft breweries nationally rose to just over 500.
Then, the craft beer industry began its first major boom,
growing rapidly through the end of the decade; the number
of breweries nearly tripled to 1,509 in 2000. Many of these
breweries were very small, however, with annual production
levels of between 5,000 and 100,000 barrels, according
to economist Martin Stack of Rockhurst University. As a
result, the market was still highly concentrated, with the
three largest producers at the time (Anheuser-Busch, Miller,
and Coors) accounting for 81 percent of the domestic supply.
In the early 2000s, the number of craft brewers slowly but
steadily declined — perhaps as a result of “over-exuberance,”
as economists Victor Tremblay, Natsuko Iwasaki, and Carol
Tremblay of Oregon State University wrote in a 2004 paper.
In other words, the first entrants may have proved the viabil-
ity of the industry, which began a cycle of entry, success, and
further entry that exceeded the market’s capacity, leading to
the eventual exit of some players. But by 2008, craft beer was
again on the rise. The number of craft breweries nationally
reached 3,418 in 2014, more than double the number reached
during the previous expansion.

Looking Through the Glass as an Economist

The first boom in the craft brewing industry got the atten-
tion of a group of economists who worked to identify the
economic circumstances that allowed a small, specialist
submarket to grow within an existing, highly concentrated
market. This research explored two different explanations:
resource partitioning and niche market formation.

The resource partitioning model suggests that a decline
in organizational diversity leads to the entry of specialized
firms. As an industry becomes highly concentrated, the large
firms compete with each other for the largest segment of
demand, in this case, beer drinkers who prefer lagers. This
leaves room for small firms — the craft brewers — to create
a product that satisfies the demand in smaller segments
without directly competing with the large firms.

Research by economists Glenn Carroll of Stanford
University and Anand Swaminathan, now at Emory
University, looked at concentration ratios and the number
of small, specialist firms (microbreweries, brewpubs, and
contract brewers) entering and exiting the market. They
found that specialized segments of the market expand
as the overall market becomes more concentrated, thus
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supporting resource partitioning as an explanation for the
increase in craft breweries.

In a separate article, Swaminathan compared resource
partitioning to the theory of niche market formation.
According to the latter theory, a specialist submarket can
be created when some factor outside the control of the firm
takes root. This differs from resource partitioning in that
new entry is driven by factors external to the market, such
as a change in consumer preferences or technology, rather
than by internal factors, such as market consolidation.
Swaminathan found that changing consumer preferences
were the driving force in the entry decisions of potential
new brewers, lending weight to niche market formation as a
primary factor in the growth of small brewers.

So what do those consumers want? In a June 2014 survey
by the market research firm Mintel, craft beer drinkers said
“style” was the number-one factor for purchasing a particular
beer, and 44 percent of respondents said they were looking
for full-bodied flavor. Less than half of those surveyed said
brand was a factor in their choice, which suggests they are
willing to try different beers from a variety of companies,
including ones they’ve never heard of. Adam Worcester,
co-owner of Triple Crossing Brewing in Richmond, Va.,
describes the typical craft beer consumer as informed and
interested in trying new things; someone who is “a little pro-
miscuous with what they like to drink.”

The Microeconomics of Microbreweries
Craft brewing is a segment of an existing market, but it is
possible to analyze it as a distinct market itself. Craft brew-
ing exhibits many of the properties of a monopolistic com-
petitive market. This market classification is characterized
by low barriers to entry, a large number of firms, and some
ability for firms to set prices due to product differentiation.
Recently, according to Clemons, Hitt, and Gao, barriers
to entry have been lowered by the Internet, in particular
online review forums, which as “an alternative medium for
promotion and advertising...reduces the relative importance
of scale, creating new opportunities for market entry.”
Additionally, the three-tiered system established after
Prohibition is especially valuable to small brewers for getting
their products to consumers through already-established

distribution networks, according to an economic impact
analysis conducted at the University of Delaware for the
National Beer Wholesalers Association.

‘When Worcester and his co-owners were in the planning
stages of Triple Crossing Brewing, which opened in 2014, “we
weren’t going to distribute; we were going to serve right out
of our tasting room.” However, they were approached by a
distributor who offered to help get their product out to local
establishments. While their main business model s still to sell
out of the tasting room, Worcester says that distribution is a
valuable tool for building awareness of their brand.

With respect to product differentiation in the craft beer
market, the word differentiation may be an understatement.
In their paper, Clemons, Hitt, and Gao described the craft
beer industry as “hyperdifferentiated,” meaning firms have
the ability to “produce almost anything that any potential
customer might want.” This is because craft beer makers,
with their smaller-scale production, can more easily make
changes to their recipe to create new flavor profiles in
response to consumer demand, from stouts and porters to
brown and pale ales. During the first quarter of 2014, more
than 1,524 different India pale ales (IPA) were on sale nation-
ally, a 37 percent increase from the first quarter of 2013.

The craft brewing market is characterized by monopo-
listic competition, but there’s a lot of friendly competition
as well. Sometimes, breweries join forces to produce new
beers and share the profits of the resulting collaboration. For
example, Sierra Nevada, the third-largest craft brewery in
the United States by 2014 sales volume, partners with brew-
ers across the nation to create a variety 12 pack of collabo-
ration beers called “Beer Camp Across America.” Overall,
“craft brewers have a very congenial relationship. Even
though we compete against each other, we do help each
other out,” said Ken Grossman, who founded Sierra Nevada
in 1980, in a 2010 interview with Beverage Industry magazine.

“People ask me all the time if I’'m worried about these
other breweries opening up,” says Worcester. “But if all
the Richmond breweries could get people to buy more
Richmond beer, or more craft beer in general, that’s good
for everybody. We're all trying to make better beer to raise
the quality of the whole industry in Richmond. It’s like a big
fraternity of people that want to make great beer.” EF
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For recent developments in the craft beer industry in the Fifth District,
please see Web-exclusive material at http.//www.richmondfed.org
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