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Cty Brew ng Conpany
925 South 3rd Street
La Crosse, W 54601

Cct ober 15, 2003

Chi ef, Regul ations and Procedures Division
Attn: ONotice No. 4

Al cohol & Tobacco Tax & Trade Bureau

P. O Box 50221

Washi ngt on, DC 20091

Dear Fri ends:

Cty Brew ng Conpany owns and operates a five mllion barrel capacity brewery in La Crosse,
W sconsin. The brewery was one of seven closed in 1999 as part of a massive consolidation of
the US brewing industry that foll owed acquisition of the Stroh Brewery Conpany’ s intangible
assets by MIler Brewi ng Conpany and Pabst Brew ng Conpany. As a result of that
consolidation, the three | argest US brewers now brew ninety-five percent (95% of all beer
produced in the United States.

Econom ¢ | npact

City Brewi ng Conpany resuned operations in 2000 capitalized with funds contri buted by

enpl oyees and | ocal investors. It adopted a contract-packi ng busi ness strategy because the beer
brands fornerly produced at the brewery were purchased and controlled through an excl usive

deal ing contract between MIler and Pabst. Another equally inportant reason that Cty Brew ng
Conpany adopted a contract-packing strategy was that the massive consolidation of US

breweries virtually elimnated all excess brewi ng capacity for beer marketers other than the

| argest US brewers. The contract-packing strategy has to date been successful for Cty Brew ng.
Conpany. The brewery has been profitable since resum ng operation and now enpl oys 350

people with an annual payroll of $10 million. In a small, mdwestern town that has | ost thousands
of jobs after three |large business closures in the last two years, Cty Brew ng Conpany has
added jobs to the | ocal econony.

City Brewi ng Conpany produces and packages a variety of alcoholic and non-al coholic products.

In the al coholic segnent of its business, Cty Brewing Conpany brews a variety of malt

beverages of which the largest single type is flavored malt beverages.. If reclassified as a distilled
spirit under the proposed rule, Cty Brewi ng Conpany would no | onger be permtted under

Federal and state |iquor control |aws to produce flavored malt beverages. Loss of this business

woul d have a significant negative inpact on the business and enploynent at City Brew ng

Conmpany. If City Brewi ng Conpany were to close as a result of these changes, it Wuld

elimnate a significant percentage of the remaining production capacity in the United States

brewi ng industry. In the process, the big three brewers would virtually control access to

production by beer marketers.

Fl avored Malt Beverages

Fl avored nalt beverages are brewed using standard nmalt beverage raw materials and processes,
filtered and then conbined with other ingredients to create a distinctive taste and color. . They
typically contain about the same anount of al cohol as beer (4% 6% by vol une) and are

packaged in standard brew ng industry containers. In short, flavored malt beverages start out |ike
any other beer ... the only difference occurs wwth the additional “flavoring” of the product.

The flavoring industry uses ethyl alcohol as an extraction nedium and solvent for its flavors. Fruit
essences, which are used extensively in creating natural fruit flavors, contain an appreciable



<< 0042572A >>
t

anount (up to 25% of naturally occurring ethyl alcohol. Flavors nust be used at a higher level in
mal t beverages than in other foods to overconme conpeting al cohol and malt taste characteristics.

I n previous comments on this issue, the Flavor and Extract Mnufacturers Association (FEMA)

stated that alcohol is the “preferred nediunt for use in flavorings and al so warned that restriction
on the anmount of al cohol contributed to the finished nalt beverage fromflavors woul d nmake it
technically inpossible for flavor chem sts to satisfy consuners’ taste expectations.

TTB Proposed Rul e

Tax and Trade Bureau Notice No. 4 proposes to reclassify flavored nmalt beverages from “beer” to
“distilled spirits” if nore than one-half of one percent (0.5% of the product’s finished al cohol
content is derived fromthe al cohol contained in flavoring ingredients. The Notice solicits
comments on ot her approaches, including one requiring that a magjority of a product’s al cohol be
derived fromfernentation at the brewery. The Notice al so seeks comments on the anmount of

time necessary to conply with the proposed standards.

If all types of alcoholic beverages were taxed and regul ated the same, there would be little
interest in this proposed rul e-nmaki ng. However, malt beverages enjoy significant advantages

over distilled spirits in taxation and regul ati on regardl ess of al cohol content. If flavored malt
beverages are reclassified as distilled spirits, they will be taxed by the Federal governnent at
rates al nost two and one-half tinmes greater than beer. Distilled spirits are taxed at rates
dependent upon al cohol content ($13.50 per gallon containing 50% al cohol by volune). Beer is
taxed at the sane rate regardl ess of al cohol content ($18 per 31 gallon barrel). Thus a flavored
al cohol i ¢ beverage contai ning 5% al cohol by volume would be taxed at the rate of $1.35 per

gallon if classified as a distilled spirit but only $0.58 per gallon if classified as a malt beverage.
The difference in Federal taxation translates to an increase of nore than a $1 per six-pack in
price to the consuner after applying typical whol esale and retail percentage markups on the
taxation differential. State tax differentials would only exacerbate the price increase.

Qut dat ed Definitions

Cty Brew ng Conpany acknow edges that TTB is handi capped in this rul e-making by the |ack of
attention paid to al coholic beverages by Congress. As noted in the proposed rule, definitions of
“beer, wine” and spirits” contained in the Internal Revenue Code were witten and have not

been updated since enactnment in 1862. The definitions thensel ves cross category lines. As
paraphrased in the Notice of proposed rul e-making, “Beer” is defined as ‘beer and other simlar
fermented beverages ... containing alcohol ... produced frommalt, wholly or in part, or from any
substitute therefore.” “Spirits” are defined as “ethyl alcohol, ethanol or spirits of wine in any
form” Therefore, by definition, beer nmust contain spirits.

The 0.5% St andar d

We question TTB' s contention at Page 18-19 in its Notice of Proposed Rul emaking (“What is the
Significance of 0.5% Al cohol by Vol une?”) that “the Treasury Departnent and its al cohol taxation
agenci es have historically used the 0.5% al cohol by volune threshold as a dividing |ine between
al cohol products subject to one type of taxation or another.” Instead, we contend that the 0.5%
“t hreshol d” has heretofore only been used as a |ine of demarcation between al coholic and non-

al cohol i c beverages and not as a line of denmarcation between types of alcoholic beverages. The
Adj unct Reference Manual has since 1980 all owed the addition of ethyl alcohol to beer w thout
[imtation. Mire recently in Ruling 96-1, ATF allowed flavoring to contribute 1.5% al cohol by
volunme to malt beverages having 6% or nore al cohol by volunme. In short, the 0.5% neasure

has not been used to distinguish between types of al coholic beverage. Instead, it has only been
used as a “tracing neasure” to distinguish between beverages with or w thout al cohol. As a
‘“tracing neasure,” it is not appropriate for distinguishing between beverages that normally w ||
contain at least 10 to as nuch as 100 (or nore) tines the anount of alcohol. In sum TTB should
adj ust the percentage of allowable al cohol contribution fromflavoring upward to a nore
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reasonable level. It should do so (i.) in light of the comments of FEMA, (ii.) consistent with TTB' s
(or its predecessor’s) previous guidance on this issue, (iii.) due to the inpracticality of using a
“trace measure to distinguish between beverages having considerably greater than a “trace” of

al cohol, and (iv.) to allow continuing flavor devel opnent and product innovation in malt

bever ages.

Beyond The Source of Al cohol

We al so question why TTB focuses exclusively on the source of alcohol in flavored malt

beverages in apparent disregard for the anmount of alcohol in the finished product. The *al cohol”
contributed by flavors or “spirits” in a 5%flavored nalt beverage sane “al cohol” obtained

t hrough fernentation of cereal grains or corn syrup in a 5% beer. Al cohol is alcohol ... it doesn’'t
and shouldn’'t matter where it cones from Wat should matter is the anount of al cohol in the
finished product. A leading brand of “ice beer” delivers over 50% nore al cohol per conparable
serving than the | eading brand of flavored malt beverage. So-called “extrene beers” deliver

500% nore al cohol than flavored malt beverages. Yet under TTB' s proposed rule, the |ower

al cohol product will be taxed alnpst two and one-half tines greater than the hi gher al cohol

product because its al cohol is derived from®“flavoring.” In addition, TTB's rule will only nandate
that the al cohol content of the | ower al cohol product be |abeled. What public policy is advanced
by such a rule?

Most of the | eading brands of beer produced in the United States use a significant percentage of

so-called “adjunct” material. In sonme cases, “fernented malt beverage” is a msnoner ... the

name shoul d be changed to “fernmented corn syrup beverage.” Indeed, there is no Federal

regul ation mandating that malt conprise a “mgjority” of the fernmentable material in beer. Mlt
usage can be as little as 25% and still satisfy Federal requirenents. lronically, the “beer” from

which spirits are distilled is probably as true a fernented nmalt beverage as many brands of *“beer.
Bur deni ng I nnnovati on and Conpetition

Common to nost highly concentrated industries, there has been little product innovation and
correspondingly no recent growh in the United States brew ng industry. The | eading brewers
conpete on the basis of pronotion and advertising rather than through product innovation. Many

| eadi ng beer brands are indistinguishable in taste. Not surprisingly, the only segnents of the US
beer market that have actually grown in recent years are flavored malt beverages and inported
beers, both of which offer significant variety in taste and both of which originated from outside the
concentration of the US brewi ng industry. Beer consuners have switched to flavored malt

beverages and inported beers as an alternative to the all too commopn taste of |ight, Anmerican

| ager beers. Wiether intentional or coincidental, the TTB shoul d be concerned about burdening

an innovative segnent of the beer business, growing in consuner preference, in favor of those
wth a vested interest in the no-growth status quo.

Al ternative Proposa

City Brewi ng Conpany suggests that a nore reasonable regulation would require that in order to
be classified as a fernented malt beverage, not |ess than 50% of the al cohol in any beverage
may be derived frommalt or other cereal grains fernented on a brewery prem ses. O her al cohol
additions would be limted to |l ess than 50% of the final alcohol content. In addition, any
mandatory | abeling regul ation should be uniformy applied to all malt beverages regardl ess of
flavoring.

If TTB is concerned about the absol ute anount of al cohol that m ght be added from sources other
than fernentation on a brewery prem ses, it mght consider reducing the percentage if the al cohol
content of the finished product exceeds those nornmally associated with beer (4-6% al cohol by

vol une).
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| mpl enent ati on | ssues

One of the challenges inposed by the proposed regulatory change is howto maintain the taste
t hat has caused consuners to enbrace flavored malt beverages. There have been and are
flavored malt beverages on the market that have not enjoyed consuner acceptance. To ensure

the right taste will require tinme and noney. Cty Brewi ng Conpany recommends a one-year
i npl emrentation period fromthe date any final regulation is adopted.

Very truly yours,

Cl TY BREW NG COMPANY

Randy Smth
Pr esi dent



