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T
he ratification of the 21st 
Amendment to the US 
Constitution in 1933 ended 
Prohibition almost 14 years 
after its inception. The 
Amendment placed the 

regulation of the distribution and sale of 
alcoholic beverages under state jurisdic-
tion. In response, individual states have 
generally implemented some form of 
the “three-tier system” for the distribu-
tion of alcoholic beverages. The three-tier 
system explicitly separates manufacturers 
(suppliers) from ultimate consumers and 
retailers by requiring suppliers to sell prod-
ucts through distributors, who are often 
exclusive distributors of individual brands. 
Only distributors are allowed to sell prod-
ucts to retailers and to ‘on-premise’ 
consumption sites such as bars and hotels. 

These arrangements arose, in part, out 
of concern that “the control exercised by 
brewers over saloons” contributed to the 
purported excesses of the pre-Prohibi-
tion era, as seen in the 1936 Oregon case 
of Alberts Products Co v Oregon Liquor 
Control Commission.

It was alleged, for instance, that direct 
interaction allowed suppliers to control 
saloons and encourage drinking through 
the provision of equipment and the 

extension of credit. Policymakers alleged 
that allowing suppliers to sell directly to 
retailers and even final customers encour-
aged excessive consumption of alcohol. 
Nevertheless, some states have allowed 
limited exceptions to the general rules of 
the three-tier system. Craft beers and wine, 
for example, are often sold to the public by 
manufacturers. 

Alcoholic beverage sales have reached 
about USD 200 billion annually in the US, 
about half of which is beer. Wine makes up 
about 15% of total sales, with the remaining 
35% made up of spirits sales, according to 
data presented at a recent industry confer-
ence. According to 2014 US government 
data, about 45% of the sales of alcoholic 
beverages are in stores, with the rest at bars 
and hotels.

The three-tier system puts the whole-
saler-distributor in a pivotal position, 
allowing states to use distribution compa-
nies to assist in exercising the state’s 
regulatory authority and to collect taxes. 
To further facilitate such control, some 
states have implemented residency require-
ments, requirements that suppliers sell 
their brands through only one distrib-
utor and also put limitations on the 
ability of a supplier to change distributors. 
While a state may have an interest in the 
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maintenance of such arrangements and 
rules, these measures have come under 
some criticism. 

To some extent these criticisms arise out 
of the changing structure of the alcohol 
industry, as suppliers attempt to increase 
market share with product innovations 
(such as flavoured spirits) and changed 
marketing strategies. Efforts to change 
some of the features of the three-tier system 
include legislative and judicial challenges. 

In early 2013, the largest distributor of 
alcoholic beverages in Missouri was Major 
Brands. The largest supplier of spirits in 
the US is Diageo, which supplies some 
of the best-known labels in the industry, 
including Baileys, Bushmills, Captain 
Morgan, Crown Royal, Seagram’s 7 Crown 
and Smirnoff. 

Major Brands was the exclusive distrib-
utor of these and other Diageo brands. 
In March of 2013, Diageo gave notice to 
Major Brands that it would be terminating 
their right to distribute most of the Diageo 
products. Diageo also announced that it 
would transfer the distribution of many 
of its brands to a competing distributor, 
Glazer’s. 

Such a termination would have a serious 
impact on Major Brands because of both 
Diageo’s size and the prominence of 

many of its brands. Major Brands sought 
an injunction in Missouri state court to 
prevent the termination. It claimed, among 
other things, that Diageo had violated 
certain Missouri laws governing the rela-
tionship between a supplier and distributor 
of alcoholic beverages. The court found 
that Major Brands had shown that it had 
established a probability of succeeding in 
its claims but denied the petition, indi-
cating that an award of damages would be a 
more appropriate remedy. 

Subsequently, Major Brands filed a 
lawsuit in a Missouri state court, seeking 
damages for the alleged wrongful termi-
nation of longstanding agreements with 
Diageo. In its filing against Diageo, Major 
Brands also petitioned for relief from 
Glazer’s tortious interference.

A jury was selected and evidence was 
presented beginning in mid-September 
of 2014. The case was covered by the local 
business press which reported that Major 
Brands estimated that it had lost USD 
200 million as a result of the termination. 
Less than a week into the trial, before the 
plaintiff had concluded making their case, 
Major Brands announced that it had settled 
with Glazer’s and Diageo for terms that 
included a “substantial payment made to 
Major Brands”. 
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Calculation of harm in  
a breach of contract matter
As in many breach of contract matters,  
suitable compensation to Major Brands for 
the termination of its distributor relation-
ship is the expected total amount of the 
profits lost as a result of the termination. 
The lost profit damages are the amount that 
must be paid to Major Brands to return the 
distributor to the same position but for the 
wrongful termination.

Mathematically, the lost profits damages 
arising out of the termination are simply 
stated as RD – COGSD – ∆VC, where RD is the 
present value of the expected revenue lost 
from not being able to sell Diageo’s brands. 
COGSD is the present value of the expected 
direct costs that Major Brands would have 
paid Diageo for the terminated brands. 

The variable ΔVC is the present value of 
the change in the other expected costs that 
result from no longer carrying the brands 
that Diageo terminated. (This calculation 
does not, of course, take into account other 
important sources of damages, such as 
damage to reputation.)

As is often the case in litigation, a great 
deal of the difficulty in calculating damages 
rests in determining which costs actually 
vary with changes in sales of the products 
at issue in the case. As indicated above, the 
smaller the amount of ΔVC (those other 
costs that vary with sales) the larger the size 
of the calculated damages are likely to be. 

As in many distribution businesses, other 
costs that typically vary with the volume  
of product and the number of brands 
might include the costs of personnel to 
fulfil orders. Costs that often do not vary 
with sales may be the cost of renting or 
owning a warehouse, since warehouse 
space may not be rented or owned in 
appropriate increments. In any case, ware-
house costs generally cannot be changed at  
short notice.

An additional complication is that 
changes in some cost items may be caused 
by different factors. Some cost items, 
for instance, vary directly with revenue. 
Examples of costs that tend to vary with 
revenue include the cost of purchasing 
product from a supplier and sales commis-
sions. Other costs vary proportionally 
to volume. The cost of processing an 
order will tend to vary with volume since 

it costs the same amount to move and  
process a crate whether it contains expen-
sive or low-priced alcoholic drinks. 

The need for detailed analysis
Such considerations require a detailed 
analysis of the distribution process to iden-
tify the incremental costs associated with 
a company’s output. Determining which 
costs vary with output and the strength of 
that relationship can often be carried out by 
undertaking a statistical analysis of data on 
past sales and costs. 

Another issue in these sorts of matters 
is how far into the future it is appro-
priate to forecast ‘but-for’ sales had the 
alleged breach of contract not occurred. In  
industries experiencing profound changes, 
such as that experienced in recent years in 
the distribution and selling of books, fore-
casts can be highly uncertain. In that case, 
several forecast scenarios and horizons may 
be used to capture the range of potential 
outcomes and their expected probabilities. 
In the drinks distribution industry, on the 
other hand, many relationships between 
suppliers and distributors have lasted a long 
time, in part because of the regulatory over-
sight of the sort described above. 

In this particular case, Major Brands had 
been selling brands supplied by Diageo for 
decades. If the conditions that produced 
such long and stable relationships are 
expected to continue in the future, then 
fewer and longer-term forecasts can be 
appropriate. Offsetting such considerations 
are potential future legislative and judicial 
efforts that might alter the industry’s legal 
environment.

An additional consideration in fore-
casting in this industry is a continuing 
change in consumer tastes. Spirits has 
been taking market share from beer as 
suppliers introduce more varieties of 
flavoured spirits (such as caramel rum, 
toffee vodka) and making other innova-
tions. Demographic trends also appear 
to favour continued growth in the 
market share of spirits, reflecting the  
preferences of older drinkers as the average 
age rises. 

While industry forecasts will often 
be available that take these considera-
tions into account, it may also be possible 
to statistically analyse historical data on 
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consumption as a function of population age, employment levels, 
marketing activity and other relevant variables.

Another important factor in determining the damages suffered 
by a plaintiff in a breach-of-contract matter is the appropriate 
discount rate. The appropriate risk-adjusted discount rate is affected 
by both the relative stability of expected profit over the years, its 
expected correlation with business cycles, and the potential insta-
bility of profits due to the chance that the regulatory structure may 
change. While the relative stability of the drinks industry indicates 
a low discount rate, some consideration of the pressures for regula-
tory change may be appropriate. The uncertainty in the future sales 
of spirits and the impact of possibly changing tastes can also be 
addressed by increasing the discount rate.

In calculating the harm suffered by Major Brands, incremental 
cost savings were calculated as a percentage of lost revenue. Lost 
revenue, that would have been achieved had there been no termi-
nation, was compiled from industry data. The valuable brands, the 
size of the loss in distribution rights and the proportion of costs that 
were fixed, resulted in a significant loss of profits to Major Brands. 

Additional evidence
In litigation, it is often prudent, where possible, to identify other 
evidence that can be used to support the estimates of lost profits 
derived from forecasts of future income. For instance, it may be 
possible to utilise another method of asset valuation [emphasis 
supplied] to see if the result is consistent with the forecast-based 
valuation described above. Such a forecast-based valuation is an 
example of the implementation of the ‘income method’ of valuation. 
The results of the income method should be consistent with a valu-
ation based upon ‘comparable transactions’ or the ‘market method’ 
of valuation. The market method establishes the value of an asset 
on the basis of the price paid in the sale of a similar asset. When 
an asset is sold, its price should be consistent with the discounted 
present value of the profits that such an asset is expected to earn 
over its lifetime. 

Different transactions will have different characteristics associ-
ated with them, such as the allocation of risk to the different parties 
and the characteristics of the asset being sold. Such different char-
acteristics render prices for market transactions incompletely 
comparable to the valuation of interest. Nevertheless, these metrics 
can be used, with appropriate caveats, as a basis for valuation. In 
addition, valuations performed close to the period of interest can 
also be informative indicators of value, as can offers to buy or sell  
a company. 

Indicators of comparable transactions were available in the 
Major Brands matter. To put the analysis on equivalent bases, 
the implied values of proposed transactions can be converted 
to price-earnings ratios. The price-earnings ratio can be multi-
plied by the estimate of the annual expected lost profits that 
result from the breach of contract such as those suffered by 
Major Brands as a result of the Diageo termination. The resulting 
product is an estimate of the amount that an investor would  
be willing to pay to receive the profits on the brands that Diageo 
withdrew from Major Brands. 

Conclusion
Breaches of actual or implied contracts can have serious conse-
quences for the target of such a breach. The apparent successful 
outcome for Major Brands in this case demonstrates that a thorough 
and rigorous economic analysis can assist in providing a strong case 
for significant compensation. n
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