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BACKGROUND/ SUGGESTI ONS:

The Al cohol and Tobacco Tax and Trade Bureau (TTB -fornmerly the BATF) has proposed new
regul ati ons (Notice No.4) that woul d change the way that conpani es manufacture Fl avored

Malt Beverages (FMB). If enacted, these proposed regulations would Iimt the addition of

non-nmalt derived al cohol to | ess than 0.5% Al cohol By Volume (ABV). Do |I favor such a

drastic change that nost assuredly would greatly effect the marketability and taste of

such a large category - 0O000000D000000O0OCOO0O00CDOOOOCOOO0O0O0OCODO0OOOOOOOOODO0OOOOOOOOODOI
absol utely not!

As a flavor producer, we have had the privilege of working with many mal t/beer producers
around the world and have tried different malts from vari ous conpanies. Even with

additional treatment, the vast majority of the malt currently produced by some of the

| arger breweries is not the best tasting when fresh and the "skunky" taste/aroma, which
becane so popul ar during past advertising canpai gns becomes nore preval ent over tine.

Many fl avor conpani es can (and have) devel oped acceptable Flavored Malt Beverages within

the current TTB guidelines; however, the problemis that once the product gets over a few
mont hs ol d, that "skunky" aroma/taste starts to overpower the product. OO0000000O00000O0OOO

To be fair, there is a fairly neutral malt base currently being manufactured by a company
in The Netherlands. The problemw th this nmalt base and the reason that it is not used

extensively is because of cost. The technology is getting better; however it is still not
economically feasible to produce such a "neutral™ malt base -even in large volunes. It is
possible that within a few years the technology will be affordable and it woul d be

foolish for the TTB or anyone in favor of the proposed changes to cite the existence of
this product as justification for the change. If the TTB so drastically changes the
current regul ations as proposed in Notice Nunmber 4, they will surely kill the FMB market
and nobody will invest nonies into a technology for a category that no | onger exists. The
TTB must allow this category to grow and prosper so that companies and individuals wll

i nvest in new technol ogies that would truly revolutionize the segnent and eventually

al l ow breweries to manufacture neutral malt bases that are economical. Until such tineg,

t he changes | propose bel ow shoul d be seriously considered and when the technol ogy
becones economi cally feasible to manufacture a truly neutral tasting malt base, the TTB
shoul d re-address these regul ati ons and nake the necessary changes; however no such
change shoul d be considered until such time as the technology is truly affordable to al
breweries - large and small. Any drastic change, in ny opinion, would | eave only the

| arger breweries in business as they have the nonies necessary to invest in research for
a neutral malt base. Smaller breweries would be unable to conpete agai nst the | arger
breweries and | amsure that this is not the TTB' s prerogative What | O000000000000000OO0O

propose is a conplete re-witing of the regulations and to throw out the idea of the
proposed 0.5% rul e that has been openly discussed by the TTB (Noti ce Nunber 4) and
industry. O0000000000000OOO0OCOO0O00CDOO0O0O0COO0O0O0O0ODO0O0OOOO0OO00ODO0O0O0OOO0O0O00O0O0O000ODOO0O0ODOC



I am proposing two conpletely different types of regulation changes. One is simlar to

the current distilled spirits regulations regardi ng the devel opnent and manuf acture of
cordials/liquors and the other one is simlar to the current wine regulations inits

sinplicity. I amnot advocating one over the other; however, | strongly believe that the

TTB must consider alternatives to what they propose. O0OO0O0O000000O000O0O0O000DOOO0O0OOOOOOOOOC

Bef ore any new regul ations are to be considered, the TTB and the proponents of the new
regul ati ons must understand that there is a huge difference between a nmalt beverage and a
distilled spirit beverage. Malt is not a distilled spirit and does not taste nor have the
same characteristic as distilled spirits. It is not distilled to get rid of inpurities
-it is a fermented product that in its pure formis not "clean" tasting and we mnust
understand that to nmerely flavor a malt base and nmake it taste "good" is practically

i npossible. In addition, the justification the TTB gives for their 0.5%threshold should
be reevaluated. In Notice Number 4, Section N, Sub-Section C (Wat is the Significance of

0.5% Al cohol by Volune), The TTB states: "In sum the Treasury Department and its al coho
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.” [0O0OOO

This statenent should have read that any product (i.e. beverage) that contains |ess than
0.5% Al cohol By Volune is considered to be non-al coholic by current regulations and is
therefore not subject to any al cohol tax burden. The reason | feel this is inappropriate
for consideration in this matter is that the FMB is alcoholic and is being taxed under
current TTB regul ations. The 0.5%threshold is nerely used to deci de whether or not a

product is alcoholic or not and if it is considered alcoholic, it will be taxed
accordi ngly. Wether or not the FMB contains |ess than 0.5% ABV of distilled spirits is
irrelevant; it will be taxed as an al coholic beverage and there is precedent in the

current TTB regul ations to use other types of alcohol to develop a product in a different
category (e.g. the use of O her-Than-Standard (OTS) Wne in the manufacture of a
liquor/cordial). OO000000ODOO0OCOOO0O0ODO0OOCODOOOOODOOOODOOOOODOOOODOOOODOOOOODOOOOCO

Beer, Wne and Distilled Sprits, regardless of how they are produced (fernentation or
distillation), are all alcoholic products that have a different set of regul ations
pertaining to their use, manufacture and effective tax rate. Many conpanies in the beer
i ndustry do not want their products to be classified in the same manner as distilled
spirits and they are correct in stating that a flavored nalt beverage or a beer is
different froma distilled spirits beverage. The 0.5%threshold has absolutely no
validity in regards to the taxation rate for Distilled Spirits, Wne or Beer and should
not be used in the manner prescribed in Notice Nunmber 4. It is a value at bel ow which a
product (any product) can be considered non-al coholic and therefore subjected to no OOO

al cohol tax. Each product -Beer, Wne and Distilled Spirits -nust be treated and handl ed
differently to take into consideration what they are, how they are manufactured and how
they are consuned. O000000000000C00O0OCOO0O0O0CODO0O0O0OCOO0O0O0O0ODOO0OCODOOOOODOO0OODOOOOODOOL

The i ndustry manufacturing flavored malt beverages nust understand that the regul ations

are going to change and instead of totally opposing any change; the industry should

present realistic alternatives that would avoid the death of this segnent. A do-or-die

approach is counter-000000000000000000000000OO00O00O0O0O0O0CDOO0O0O0O0OO0O0O00ODOO0O0O0OOO0OOOODOOOOI
productive and we nust accept the idea that the regulations will change. It is our
responsibility to JO00000000000OCOO0000DO00OCDOOOOODOOOODOOOOODOOOOCODOO0OOODOOOOOODOOOOO
offer alternatives that are realistic and fair to all parties involved.

| propose regul ations that create a new class of malt beverages that, in the first

proposal, are treated simlarly to the manner in which cordials/liquors are handled in

the distilled spirits regulations and in the second proposal, they are categorized and

t axed based upon their malt content (simlar to current wi ne regul ati ons/breakdowns). To
understand the rational behind this, understand what the two parties (TTB and I ndustry)

want. OO00000000000C0O0O0O00C00O0O00OCOOO0O00ODO0O0O0CDOO0O0O00OO00O00000000O0O000000000DO0O0000O00O04dC

1. The TTB wants to clearly define what is a flavored malt beverage and what is a
distilled spirits beverage. In addition, they desire to get the appropriate tax revenue.
It is clearly unfair when the beer/malt industry is paying only $18.00/31- Gallon Barre
while the distilled spirits industry is paying $13.50/Proof Gallon (PG and in some

i nstances, the flavored malt beverages are nade using bl enders which are upwards of 180
Proof. Look at the tax difference if the industry would pay distilled spirits taxes on



such a product versus what they currently pay. OOO000000O0O0000O00O0000O0O0O00O0OO0O0O0O00ODOOOOOOO
5.5% ABV Beverage (11 Proof) in a 31-Gallon Barrel (3.41PQ

Descri ption Tax Rate Appl i cabl e Tax
($ Per Gallon)
1. FMB under current regul ations $ 18. 00/ Barrel $0. 581
0O000dobDooboobbooboboobooobobbobboobooboobooboobogbogbogbogboobooboobuobUuooog
2. Distilled Spirits under current regul ations $13. 50/ PG $1. 485

As can be noted fromthis chart, the government feels that it is |osing over $28.00 in

tax revenue per barrel sold. This is a great deal of nobney and when you take into account
the current econonmic climate, this is noney the governnent can easily collect with little

or no repercussions fromthe general public. The distilled spirits industry is paying a
premiumin taxes and i s conpeting against unfair, albeit legal, conpetition. OOO000O00O00OO0O

2. The vast majority of conpanies that manufacture FMB do not want any change, as they

are currently able to use Blenders (upwards of 178.06) that are basically made up of

Et hyl Al cohol and Citric Acid. By using very little malt, they are able to create a good

tasting product that has no discernable variation in taste over tinme -none of the
"skunki ness" of the Malt because it is used at very low levels. OOO00O0O000O00O0O00O0OCOOOOO

The solution is not easy. The TTB does not desire to kill a segnent that generates tax

revenue and supports many other industries (trucking, bottles, advertising, warehouse,

etc.,) and the producers of the FMB do not desire to lose mllions of dollars in sales.

VWhat ever is eventually put into law by the TTB nust be fair and equitable to all parties

i nvolved. This will not be an easy task considering the forces aligning both for and

agai nst the proposed regul ations. OOOO00OOO00O0000O0O000O00O0000O0O0O00O0O0O0O0O0O00O0OO0O0O0OO0OOOOC

Proposal No. 1:

Firstly, as a flavor supplier, we believe that a FMB that contains at |east 25% of the

al cohol fromMalt can still taste good in six to nine nonths. This is not the desired
shelf life that the industries desires (it wants at | east one year), but let's face

facts; if the product is not nmoving off of a shelf in six to nine nonths, then the brand
has problens and the | east of which is the taste it will have in six to nine nonths

These products should sell within three nonths (+), not nuch longer. If industry is
targeting a lifespan of over a year, then they better re-evaluate how nuch they are
produci ng and the marketing and devel opnent of their products. A good product will sell
whil e a poorly devel oped and marketed product will not! [OOO000OOO0OO0OO0O0O00OOOOOOOOO

Here are the new breakdowns/tax regul ati ons that should be witten:

1. A product cannot be considered a Flavored Malt Beverage if |ess than 25% of the
al cohol is derived fromMlt -to be considered a FMB, at |east 25% of the alcohol on a
Proof Gallon Basis (PG nust come fromMlt. O00000000000CO000CO00000DO0O00O0C0OOOOOODOOOOC

2. Malt producers should be allowed to:
a. Continue using blender's manufactured predom nantly fromdistilled spirits
in the OO00000O0O0O0OOO0O0ODOO0OCODOOOOOODOOOODOOOOODOOOOODOOOOOOO0OOODOO0OODOOOOOODOOODC
producti on of FMB
b. Use O her-Than-Standard (OIS) Wne in the production of FMB and OTS W nes
shoul d not constitute greater than 49% (on a PG basis) of the tota
al cohol content. OO0000000COO0000ODO00OCOOOO0CODOO0OCODOOOOCOODO0OO0OCODOOO0OOODOOOOODOOOOOOOO
c. Claima tax credit of 2.5%on "approved for drawback"” flavors and bl enders.
0O0000000O00000D0000DO00000D0000DO00c0bO0go0O00000OO00o0DO0d00OO000o0D0gooDOogooDoa.

These ideas are simlar to the regulations currently in place by the TTB in regards to

t he devel opnent of |iquors/cordials except that TTB approved for drawback

bl enders/flavors would be taxed at distilled spirits rates when used in flavored nalt
beverages. In addition, it should be noted that there is precedent by the TTB to all ow
the use of other classes of alcohols in the devel opnent of another class. For exanple:
OTS Wnes can be used in the devel opnent of a liquor/cordial and the use of bl enders and
the "flavor"” credit are also in the distilled spirits regulations. A creative product
devel opnment person could technically create a liquor/cordial where over 50% of the



al cohol would conme froman OIS Wne, Flavor or Blender. To be successful in the al coho
i ndustry, one must understand the regul ati ons and know how to use themto their
advantage. O00000000000000000DOOOOOOOOODODOOOOOOOOOOOO0O0O0O000000000000000000O0O00OOOOOC

1. The follow ng categories of malt products should be taxed at the current rate of
$18.00 per Barrel (31 Gallons): OOOOO0DO00O0OOOOO0CDOOOODODOOOOCDOOOODODOOOOODOOOOO

a. Beer

b. Flavored Beer

c. Flavored Malt Beverage where at |east 51% of the alcohol is derived from Malt
(51% o0on a Proof Gallon basis). O0OOOOOOOOODOODDDDDOOOOOOOOOOO00O00O0O0O0O0O0O0O0O0O0OO

2. Al other Flavored Malt Beverages would be taxed in the sane manner as

liquors/cordials and nmust have at |east 25% of their alcohol derived fromMlt. In other

words, we are creating a new category in the malt regul ati ons for beverages where 25%

-<51% (on a PG Basis) of the alcohol is derived fromMlt. O0000000000000000000O00C0O00O0O0OO0O

3. Regardl ess of what nethod is used, the mninumtax levy will be $18.00/barrel (31

gal l ons) when manufacturing a FMB up to 6% ABV. If a brewraster is creative and the tax

[ evy per barrel is |less than $18.00/barrel, the barrel would be taxed at $18. 00/ barrel

not the lower rate. The mninumtax |levy would remain at $18.00/barrel. O00000000OCOC0COOO0O

4. For FMB where 25% <51% (on a PG basis) of the al cohol is derived from Malt
a. OIS Wne will be taxed according to TTB regul ati ons. (See bel ow); however no
nore OO000000000O00COO0O0OCOOO0O00ODOO0O0OCOOO0OOODOO0OCODOOOOODO0O0O00ODOO0O0OC00O00000DO0O00DOOOOE
than 49% of the al cohol (on a PG basis) may conme froman OIS W ne.
b. TTB Approved Bl enders (manufactured using distilled spirits) will be taxed
accordingly 0O000000000C0D0O00O0ODOOO0OCDOOOCOOOOO0OCODOOOCOOOOO0OODOO0O0OCOOO0O0O0ODOO0OODOOOOOOC
at a TTB rate of $13.50/ PG This is new! No longer will TTB approved for
drawback O0O000000OO0O000C0OO00OCDOOO0O0OODOO0O0OCDOOOOOODOO0OCODOOOOODOOOCODOOOOOOOOOCDOOOCOI
bl enders be used wi thout any tax consequence in the devel opnent of a FMB. This
tax 0000000000O0000DOO00O0OO0OO000O00000OO0O0O000O00000OO0000DO00000000000O0000DO0000O0DO0O400
will only be inposed if the TTB Approved Bl ender is used at greater than 2.5%
(on a 0O000D0OOOCOOO0OOCDOOOCOOOOOOODOOOCODOOOOODOO0OCODOOOCOOO0O0O00DO0O0OC0OO0O0O00DO0O00ODOC
PG basis). Under 2.5% the tax credit would negate any tax due.
c. Milt will be taxed at a rate of $2.64/PG This ampbunt is being used because
sone mal t O000000000000D0000000000D0000000000000000000000000000000000000O0O0000C
producers fernent a malt up to 11% ABV (+). If we were to sell a barrel of such
a [00D0000DO0OoOO00oCOO0ooOO0do0OO00oO000o0DO0doOO0dooDO00oDO0gooDO0oooboogoooc
product, this would work out to approximately $2. 64/ PG This assigns a $/ PG tax
to O0000DO000ODOO0O00DOO0O0ODO0OO000O0O000DO0O0O000O0000DOO0000D0000000000DO0000DO0000DO0O40d
malt that | believe is fair and in many instances, it is close to the tax rate
of O0O0O00O000DOOOCOOOO0O0ODO0O0CDOOO0OODOO00ODOOOOODO000DO00C0OO000ODOO00COOOogooDOoooLo
$18. 00/ Barrel ($0 58/ WG).

The effective tax rates would be as fol |l ows:

Mal t . $2. 64/ PG

Wne (14% and under ABV) © $1. 07/ WG
Wne (14 to 21% ABV) : $1. 57/ WG
Wne (Over 21 to 24% ABV) : $3. 15/ WG

Distilled Spirits/Blenders (flavors) : $13.50/ P *)

This tax structure would only be used on FMB that have 25 to 51% of their al cohol (on a

PG basis) derived fromMalt and the only addition to Current TTB regulations is the Malt

Tax Rate of $2.64/PG and the tax inposed on TTB approved bl enders/flavors when used in

the manufacture of a FMB. 00000000000 O00OO0ODOO00OCOOOOOOODOOOOOOOOOODOO0OODOOOOOODOOOODOOO

(*) Distilled Spirits Blendersl Flavors would only be taxed at this rate if they are used
at greater than 2.5% (on a PG Basis) in the FMB. Up to 2.5% the tax credit woul d negate



any tax consequence. UJUOOOO0O00DODO0OO0ODDOOOOOODDDOO0OODODOO0OOODODOO0OODDDOOOODDOOOOODOOC

Yes, the tax levy will be nore than $18.00/barrel in sone instances; however if they

desire a cl eaner tasting product, they will have to pay for that privilege and the

additional tax cost is not insurmountable. For exanple, if a beverage were devel oped

where 25% of the al cohol (PG basis) canme from Malt and the renai nder cane from a bl ender

the tax liability would be al nost double what it currently is ($35.63/barrel vs.

$18. 00/ barrel); however the additional cost per 12-ounce bottle would be an extra $0. 054
($1.30/case). | cannot imagi ne that the consumer would not pay an additional $0.06/bottle

for a better tasting product that has a longer shelf life. If the brewery considers this

to be too large an additional tax burden, they have the flexibility to re-fornulate the

FMB to their liking. OO0000000O0O0ODO0O0CODOOOOCOO0OO0OCODO0OOCOOOOOOODOO0OCOOOOOOODOOOODOOO

The only true concern | have is how the individual states tax flavored malt beverages. An

addi tional $0.12/bottle tax. |evy would be a burden upon industry and this issue nust

al so be addressed. How wi Il any changes in TTB regul ations effect tax |levies by states?
0O0000000O0000D0000DO00000D0do0DO00000O0go0O00000OO00o0DO0d00OO000o0D0gooDOogooooa.

A brew master (so long as they pay for the appropriate license), may use OIS Wne (in the
same manner as devel opers of liquors/cordials) and al so continue to use bl enders. The
same regul ations that exist in creating a liquor/cordial would apply to flavored malt
beverages that have 25% <51% (on a PG basis) of their alcohol fromMalt. A flavored malt
beverage that has 51% (on a PG basis) of their alcohol frommlt may continue to use

bl enders/flavors to make up the other 49% [OOOOOO0OOOOO000OOO0OO0ODOOOO0OOOOOOOOO

The rational here is that to avoid paying additional tax. Mst brew masters would create
beverages where 51% of the al cohol comes fromthe Malt. For others who desire to have a

cl eaner tasting product, especially six nonths down the road, they have the freedomto
devel op such a product and pay the appropriate taxes. OOOOO000000O000D0OO00O00O0OOO0O0OOOOOOO

The reason | chose the 25%1limt is because | believe that a good tasting product could
be created containing this nuch Malt and if taxed in the sane manner as a |iquor/cordial,
the tax liability would be acceptable to both industry and the TTB. [OOO00O0000O0O00O0OOCOO0O

To hel p you understand the tax consequences better, | have put together charts show ng

the various tax levies at various percentages. Please feel free to look at this and send

me your comments. (see attachnents). In the exanple, | look at the creation of a flavored

malt beverage that is 5.5% al cohol by volume (11 Proof). | have attached a spreadsheet

showi ng various tax |evies depending on the raw materials (Malt, Al cohol Bl ender and OTS

W ne) used to manufacture a FMB. Pl ease review the attached spreadsheet and note that |

will be attaching this file to the TTB (as an Excel Spreadsheet) via e-mail so that they

can adjust the nunbers and see how the cal cul ations work. OO0O00000000000000C00O0000OO0O0O0OOOOO

The Charts (4) May Be Viewed in the ATF Reference Library

Proposal No. 2:

This proposal sinplifies the tax structure and is simlar to Proposal #1 in that it does

not allow the manufacturer of a FMB to have a Malt content of |ess than 25% ABV. The

reason this is offered as an option is because of its sinplicity. Current procedures

would remain in place with the only differences being the tax paid per barrel (this would

vary as per Malt content) and the 25% Malt threshold that woul d now be enforced. The

proposal is as follows: O0000000000000COO00O00DO0O0OCDOOOOCOODOOO0OCODOOOOCOOO0OO0OODOO0OODOOOOL

1. \Were Malt Content is 1-25% Al cohol by Vol urme (ABV), the product would not be
perm ssi bl e and could not be produced and/or marketed. OOOO00OO0O0O0O00O0O000OO0O0OO0OOOO0OO
2. Where the Malt Content is 25-<51 % ABV, the tax would be $26.00/barrel.
3. Were the Malt Content is Geater than 51 % the tax woul d be $18. 00/ barrel
4. FMB producers could continue use Bl enders to make up the remai nder of the
al cohol content of the FMB. (OIS Wnes use could not be used.)

Proposal No.2 is offered as an alternative to Proposal No.1 and is offered due to its



sinplicity. For producers who still desire to develop a product with as little Malt as
possi bl e, they coul d devel op a product where 25% of the al cohol conmes from Malt and
merely pay a higher tax rate. The option is theirs and they nmust nmake the decision as to
whet her or not they could market and sell a FMB with a higher tax levy. The option to do
so is still available to themand that is the purpose of my proposals - flexibility. 00O

CONCLUSI ON

As | read the Notice No.4 fromthe TTB, | was concerned that the TTB and industry were
headed down a dangerous path that could eventually lead to the death of this category.
For years, industry got away with nurder and it was now pay-back time. It was not ny
desire to please everyone involved in this decision maki ng process and nost assuredly, |
will not please everyone in the industry. The fact is the regulations will change and we
must except this; however we nust do our best to create fair and workabl e regul ations
that do not overly burden industry and create a fair and equitable tax revenue that is
acceptable to both industry and the TTB. Does that mean ny conments should be used as a
basis for generating new regul ati ons? Possi bly; however, they should be used to have open
and truthful discussion that will eventually lead to the fair and equitable regul ations
that we all desire. To accept what the TTB proposes would nost assuredly result in the
death of the FMB category. | ask the TTB to take into consideration their actions and to
work with the FMB industry in developing fair and equitable regulations. O0OO000000O0O

Any change will be frowned upon; however the changes | have outlined above are fair and
give industry a little flexibility and creativity that never existed before. OO0OO0O00OOOOO

If you have any questions or comments, please address themto ne at the address bel ow.
Sincerely Yours, O00000000C00000ODO00OC0OO0OO0ODOO0OCODOOOOOODOOO0OCODOO0OOODOOOOODOOOOOOOO

M. Robert B. Back
VP - (perations

Fl avormatic | ndustries, Inc.
Wappi ngers Falls, New York 12590

The Fl avored Malt Beverage Cal cul ati on Sheet May Be

Viewed in the ATF Reference Library



