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DEPARTMENT OF THE TREASURY

Alcohol and Tobacco Tax and Trade
Bureau

27 CFR Parts 7 and 25
[TTB T.D.-21; Re: TTB Notice No. 4]
RIN 1513-AA12

Flavored Malt Beverage and Related
Regulatory Amendments (2002R-044P)

AGENCY: Alcohol and Tobacco Tax and
Trade Bureau, Treasury.

ACTION: Final rule; Treasury decision.

SUMMARY: The Department of the
Treasury and its Alcohol and Tobacco
Tax and Trade Bureau adopt as a final
rule certain proposed changes to the
regulations concerning the production,
taxation, composition, labeling, and
advertising of beer and malt beverages.

This final rule permits the addition of
flavors and other nonbeverage materials
containing alcohol to beers and malt
beverages, but, in general, limits the
alcohol contribution from such flavors
and other nonbeverage materials to not
more than 49% of the alcohol content of
the product. However, if a malt beverage
contains more than 6% alcohol by
volume, not more than 1.5% of the
volume of the finished product may
consist of alcohol derived from flavors
and other nonbeverage ingredients that
contain alcohol. This final rule also
amends the regulations relating to the
labeling and advertising of malt
beverages, and adopts a formula
requirement for beers.

We issue this final rule to clarify the
status of flavored malt beverages under
the provisions of the Internal Revenue
Code of 1986 and the Federal Alcohol
Administration Act related to the
production, composition, taxation,
labeling, and advertising of alcohol
beverages. This final rule also will
ensure that consumers are adequately
informed about the identity of flavored
malt beverages.

DATES: This rule is effective January 3,
2006.

FOR FURTHER INFORMATION CONTACT:
Charles N. Bacon, Alcohol and Tobacco
Tax and Trade Bureau, Regulations and
Procedures Division, P.O. Box 5056,
Beverly Farms, MA 01915; telephone
(978) 921-1840.
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Notes to Readers

A. ATF-TTB Transition

Effective January 24, 2003, section
1111 of the Homeland Security Act of
2002 (Public Law 107—-296, 116 Stat.
2135), divided the Bureau of Alcohol,
Tobacco and Firearms (ATF) into two
new agencies, the Alcohol and Tobacco
Tax and Trade Bureau (TTB) in the
Department of the Treasury, and the
Bureau of Alcohol, Tobacco, Firearms
and Explosives in the Department of
Justice. The regulation and taxation of
alcohol beverages remains a function of
the Department of the Treasury and is
the responsibility of TTB. References to
the former ATF and the new TTB in this
document reflect the time frame, before
or after January 24, 2003.

B. Use of Plain Language

EENTS

In this document, “we,” “our,” and
“us” refer to the Department of the
Treasury and/or the Alcohol and
Tobacco Tax and Trade Bureau (TTB).
“You,” “your,” and similar words refer
to members of the alcohol beverage
industry and others to whom TTB
regulations apply.

I. Background Information

Flavored malt beverages are brewery
products that differ from traditional
malt beverages such as beer, ale, lager,
porter, stout, or malt liquor in several
respects. Flavored malt beverages
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exhibit little or no traditional beer or
malt beverage character. Their flavor is
derived primarily from added flavors
rather than from malt and other
materials used in fermentation. At the
same time, flavored malt beverages are
marketed in traditional beer-type bottles
and cans and distributed to the alcohol
beverage market through beer and malt
beverage wholesalers, and their alcohol
content is similar to other malt
beverages—in the 4-6% alcohol by
volume range.

Although flavored malt beverages are
produced at breweries, their method of
production differs significantly from the
production of other malt beverages and
beer. In producing flavored malt
beverages, brewers brew a fermented
base of beer from malt and other
brewing materials. Brewers then treat
this base using a variety of processes in
order to remove malt beverage character
from the base. For example, they remove
the color, bitterness, and taste generally
associated with beer, ale, porter, stout,
and other malt beverages. This leaves a
base product to which brewers add
various flavors, which typically contain
distilled spirits, to achieve the desired
taste profile and alcohol level.

While the alcohol content of flavored
malt beverages is similar to that of most
traditional malt beverages, the alcohol
in many of them is derived primarily
from the distilled spirits component of
the added flavors rather than from
fermentation. A review of approved
formulas showed that more than 99% of
the alcohol in some flavored malt
beverages was derived from added
flavorings containing distilled spirits
instead of from fermentation at the
brewery.

Flavored malt beverages are sold
under many proprietary names and
include alcohol beverages such as
alcoholic lemonades, alcoholic colas,
cooler-type products, and other flavored
alcohol beverages. In recent years,
brewers have partnered with distilled
spirits producers in order to label
flavored malt beverages using
prominent distilled spirits brand names.

In ATF Ruling 96-1 (ATF Quarterly
Bulletin 1996-1, p. 49), our predecessor
agency announced its intention to
engage in rulemaking on the issue of
whether it should consider the
prohibition, restriction, or limitation of
the use of flavor materials containing
alcohol at any stage in the production of
malt beverages. Pending rulemaking, the
ruling held that for malt beverages with
an alcohol content in excess of 6%
alcohol by volume, a maximum of 1.5%
alcohol by volume could be derived
from alcohol flavoring materials. Six
years later, in ATF Ruling 2002-2, ATF

set forth guidance on the labeling and
advertising of flavored malt beverages
and again reiterated its intention to
engage in rulemaking on the use of
alcohol flavoring materials in the
production of malt beverages.

In the interim, State regulatory and
taxation agencies started to express
concerns about the status of flavored
malt beverages, and these agencies
requested that ATF or TTB take action
to clarify the status of these products as
either malt beverages or distilled spirits.

In 2002, ATF examined the
formulation of 114 alcohol beverage
products labeled and marketed as
flavored malt beverages. ATF undertook
this study to find out how these
products were produced, what
ingredients were used, and from where
the alcohol in them was derived. This
study did not examine malt beverages
labeled and marketed as flavored beers,
flavored ales, and so forth (such as
“cherry beer” or ‘““pumpkin ale”) since
these types of malt beverages typically
have the character of malt beverages and
their alcohol is derived primarily from
fermentation. The major results of the
study are set forth in the tables below:

TABLE 1.—ALCOHOL DERIVED FROM
ADDED ALCOHOL FLAVORING MATE-
RIALS

Number of
Alcohol percentage derived flavored
from added alcohol favors malt
beverages
4
0
<5
105
Maximum alcohol derived from
added alcohol flavors:
99.98%. Total: 114

TABLE 2.—VOLUME OF BEER BASE
PRESENT IN FLAVORED MALT BEV-
ERAGES

Volume of flavored malt bev- N#;Ugfédm
erage derived from fermented malt
beer base beverages
0-25% eveeeerenieere e 95
26-50% ... 4
51-75% ... 1
76-100% 14

ATF concluded that the great majority
of the alcohol in most flavored malt
beverages was not derived from
fermentation of malt and grain. Instead,
most of the alcohol in these products
was derived from distilled spirits
contained in added alcohol flavors. ATF
found that over 75% of the alcohol in

most of the flavored malt beverages
studied was derived from alcohol
flavoring materials and that in some
cases this figure rose to more than 99%.
In contrast, the alcohol derived from
flavors constituted 50% or less of the
overall alcohol in only 4 of the 114
products studied.

Based on the study’s results, ATF also
concluded that most flavored malt
beverages contained very little actual
beer base. Only 15 out of the 114
flavored malt beverages studied
contained 51% or more by volume
fermented beer; the remaining volume
of those 15 products consisted of
flavors, water, and other ingredients.
Two of the flavored malt beverages
studied contained only 1% fermented
beer by volume.

II. TTB Notice No. 4

On March 24, 2003, we proposed a
number of regulatory changes
concerning beer and malt beverages in
TTB Notice No. 4 (published in the
Federal Register at 68 FR 14292;
corrected at 68 FR 15119). Among other
things, Notice No. 4 solicited comments
on whether certain products marketed
as flavored malt beverages should be
classified as malt beverages or distilled
spirits products under the Federal
Alcohol Administration Act (FAA Act)
and the Internal Revenue Code of 1986
(IRC). We recognized that the answer to
this question would affect the rate of tax
applicable to these products, the
premises on which they may be
produced, and the way that the products
are labeled, advertised and marketed.
Furthermore, their classification as malt
beverages or as distilled spirits under
Federal law could affect State oversight
and control of these products, since
many States follow the Federal
classification of alcohol beverages.

Notice No. 4 included a proposal to
limit the quantity of alcohol derived
from added flavors or other ingredients
containing alcohol to less than 0.5%
alcohol by volume. The notice also
requested comments on an alternative
standard requiring that a malt beverage
derive a minimum of 51% of its alcohol
content from fermentation at the
brewery, thus allowing no more than
49% of the alcohol content to be derived
from added flavors containing alcohol.

As discussed below, Notice No. 4 also
included proposed amendments to the
regulations involving the filing of
formulas, and the labeling and
advertising of malt beverages.
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III. Discussion of Specific Proposals in
TTB Notice No. 4

A. Standard for Added Alcohol and
Alcohol From Fermentation

In Notice No. 4, we proposed to
delineate how much of the alcohol
content of a beer or malt beverage must
be derived from fermentation at the
brewery, and how much of the product’s
alcohol content may be derived from
alcohol added through the use of flavors
and other ingredients containing
alcohol.

Neither the IRC nor the FAA Act
provides specific limits on the quantity
of flavors that may be added to beer or
malt beverages; nor does either statute
set forth how much of the alcohol
content of those products must result
from fermentation at the brewery. While
neither statute expressly sanctions the
direct addition of distilled spirits or
other alcohol to beer or malt beverages,
TTB and its predecessor agencies, as set
forth in ATF Rulings 96—1 and 2002-2,
have historically allowed flavors,
including flavors containing alcohol, to
be added to these products.

In Notice No. 4, TTB suggested that
the definition of “beer” in the IRC,
which refers to beer, ale, porter, stout,
and “other similar fermented
beverages,” requires that a product
derive a substantial portion of its
alcohol from fermentation at a brewery
since the definition does not
contemplate a product that derives most
of its alcohol content from distilled
spirits. As the ATF study referred to
above demonstrated, few products
marketed as flavored malt beverages
derive a substantial portion, or even a
bare majority, of their alcohol content
from fermentation.

We also stated that a similar standard
should apply to the definition of a “malt
beverage” under the FAA Act. The FAA
Act defines a malt beverage as a product
made from the fermentation of malted
barley with the addition of hops. While
the definition in the FAA Act allows for
the addition to malt beverages of “other
wholesome food products” such as
flavors, we stated that we do not believe
that Congress intended for these added
materials to represent the dominant
source of a product’s alcohol content.

B. Proposed 0.5% Added Alcohol by
Volume Standard for “Beer” Under the
IRC

In Notice No. 4, TTB proposed adding
to the regulations a new § 25.15 (27 CFR
25.15) that would have the effect of
treating as a distilled spirits product any
fermented product that contains 0.5% or
more alcohol by volume derived from
flavors, taxpaid wine, or other

ingredients containing alcohol. As a
consequence of the proposed new
section, those products would be taxed
and classified as distilled spirits. This
proposed section also would allow the
use of barley malt, malted grains other
than barley, unmalted grains, sugars,
syrups, molasses, honey, fruit, fruit
juice, fruit concentrate, herbs, spices
and other food materials in the
production of a beer. It did not provide
any standards for the use of these
ingredients.

In Notice No. 4, TTB noted that this
0.5% alcohol standard had long been
used to determine whether a beverage is
considered an alcohol beverage. For
example, many beverages, including
juice, soft drinks, and soda, contain a
small amount of alcohol derived from
the use of flavoring materials containing
distilled spirits. As long as the overall
alcohol content of the product is below
0.5% alcohol by volume, these products
are not considered alcohol beverages,
and are not taxed as such. If the alcohol
content of the a product reaches 0.5%
alcohol by volume, the product would
be subject to the tax imposed on
distilled spirits products, since it would
fall within the statutory definition of a
distilled spirits product.

C. Proposed 0.5% Added Alcohol by
Volume Standard for Malt Beverages
Under the FAA Act

In Notice No. 4, TTB proposed adding
to the regulations a new § 7.11 (27 CFR
7.11) that would classify a fermented
product as a malt beverage only if it
contains less than 0.5% alcohol by
volume derived from flavors or other
ingredients containing alcohol. This
proposed section would also have
explicitly permitted filtration or other
processing to remove color, taste, aroma,
bitterness, or other characteristics
derived from fermentation. We
specifically solicited comments on this
proposed standard and on any other
standard that might be consistent with
the FAA Act definition of a malt
beverage.

Notice No. 4 noted that the FAA Act’s
definition of “malt beverage” was
intended to cover all products made by
brewers at the time of the enactment of
that Act in 1935. As already noted
above, this definition requires that a
malt beverage be made from the
fermentation of malted barley with
hops, with or without the addition of
“other wholesome food products.” For
years, brewers have used many
substances, including starches, sugars,
honey, fruits, flavors (including those
containing alcohol), colors, and adjuncts
to aid in fermentation, clarification, and
preservation of malt beverages. TTB and

its predecessor agencies have allowed
these ingredients in malt beverage
products.

TTB and its predecessor agencies
have rarely examined the question of
what constitutes “‘wholesome food
products” under the FAA Act, other
than to state that the ingredients added
to malt beverages must be recognized as
safe for food use by the Food and Drug
Administration and must have some
intended purpose in malt beverage
production. We and our predecessor
agencies have considered flavorings
containing distilled spirits to be
wholesome food products and have
allowed their use in producing malt
beverages.

The use of flavors containing distilled
spirits can introduce a significant
amount of distilled spirits into a malt
beverage. Adding alcohol or distilled
spirits in this fashion reduces the need
to use fermented malt in the production
of a malt beverage in order to attain
alcohol content. When carried to
extremes, this practice results in a
product in which most of the alcohol
content is derived from added flavors
rather than from fermentation at a
brewery.

Based on the above considerations,
we stated in Notice No. 4 our belief that
the definition of a malt beverage in the
FAA Act supports limiting the amount
of alcohol that is not “made by the
alcoholic fermentation * * * of malted
barley with hops.” Further, we stated
our belief that labeling a beverage that
derives most of its alcohol content from
added alcohol flavors as a malt beverage
is inherently misleading since
consumers expect that malt beverages
derive a significant portion of their
alcohol content from fermentation of
barley malt and other ingredients at the
brewery.

D. Alternative 51/49 (Majority) Alcohol
Standard

Although Notice No. 4 stated that
both the IRC and the FAA Act would
support a 0.5% added alcohol standard,
it also stated that the IRC would support
the issuance of a regulation requiring
that a beer or malt beverage product
must derive a majority of its alcohol
content from fermentation at the
brewery. Accordingly, TTB sought
comments on both the 0.5% standard
and a 51/49 standard, which would
allow up to 49% of the alcohol in a beer
or malt beverage to be derived from
flavors or other materials containing
alcohol.
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E. Proposed Alcohol Content Labeling
Statement for Flavored Malt Beverages

In Notice No. 4, TTB suggested that,
due to the unique character of these new
types of flavored malt beverages, many
consumers have limited experience with
them. At the same time, due to their
label appearance and the use of the
brand names of well-known distilled
spirits products, TTB believed that
consumers are likely to be confused as
to the actual alcohol content of the
products. TTB suggested that consumers
are likely to assume that some flavored
malt beverages are high in alcohol
content like the distilled spirits
products whose brand names they bear.
Likewise, while other brands of flavored
malt beverages are not labeled with
distilled spirits brand names, their
labeling or packaging, which often
resembles that of nonalcoholic
beverages such as juices, sodas, bottled
water, and energy drinks, is likely to
confuse consumers as to their identity
as alcohol beverages.

To avoid consumer confusion over the
alcohol content in flavored malt
beverages, we proposed the addition of
a new paragraph (a)(5) in § 7.22, (27 CFR
7.22), setting forth a mandatory
requirement to state on the brand label
the alcohol content of any malt beverage
that contains any alcohol derived from
added flavors or other ingredients
containing alcohol. We suggested that
this requirement would help consumers
identify these products as alcohol
beverages and would help consumers to
understand that their alcohol content is
similar to that of traditional malt
beverages. This alcohol content labeling
would also draw attention to any
flavored malt beverages that might lie
outside the customary 4 to 6% alcohol
by volume range for malt beverages. For
example, if a flavored malt beverage
contained 10% alcohol by volume,
alcohol content labeling would inform
consumers about this important fact.

Since there is no provision in the TTB
regulations that uniquely identifies
flavored malt beverages, we proposed
that the mandatory alcohol content
labeling apply to any malt beverage that
contains alcohol from a source other
than fermentation at the brewery. For
example, if a brewer adds a flavoring
containing alcohol to a malt beverage,
whether it is labeled as a flavored malt
beverage, as a flavored beer or ale, or as
a specialty malt beverage product, the
requirement to display alcohol content
on the brand label would apply. We
proposed no changes to the form of the
alcohol content statement, to the
tolerances provided in 27 CFR 7.71, or

to the type size requirements in 27 CFR
7.28.

F. Use of Distilled Spirits Terms in Malt
Beverage Labeling and Advertising

Notice No. 4 pointed out that some
newer flavored malt beverages use the
names of well-known brands of distilled
spirits as part of their own brand names.
The labels of these flavored malt
beverage brands are often designed to
resemble the labels of the distilled
spirits brand used in their names. In
addition, when first introduced, some of
these flavored malt beverages bore label
statements referring to the class and
type of distilled spirits used in
producing the nonbeverage-flavoring
component. For these reasons, a number
of State regulatory and taxing
authorities questioned the classification
of flavored malt beverages and
requested that we take action to clarify
their status as either malt beverages or
distilled spirits.

As previously noted, ATF Ruling
2002-2 clarified permissible labeling
and advertising practices for flavored
malt beverages, and gave brewers and
importers labeling guidelines to prevent
the misleading impression that flavored
malt beverages are distilled spirits or
contain distilled spirits. Notice No. 4
proposed to incorporate the holdings of
the ruling in a new 27 CFR 7.29(a)(7) for
labeling purposes and a new 27 CFR
7.54(a)(8) for advertising purposes.
These proposed provisions would add
to the malt beverage regulations
language similar to that found in the
FAA Act wine regulations regarding
distilled spirits statements. The
proposed language would prohibit
labeling and advertising statements that
imply that malt beverages are similar to
distilled spirits or that malt beverage
products are made with, or contain,
distilled spirits.

The two new provisions in question
would allow the use of a brand name of
a distilled spirits product as the brand
name of a malt beverage. However, the
proposed provisions would have the
effect of prohibiting the use of a
distilled spirits brand name in any other
malt beverage labeling or advertising
context. The use of a cocktail name as
a brand name or fanciful name would be
permitted if the malt beverage’s overall
formulation, label, or advertisement did
not present a misleading impression
about the identity of the product.

G. Filing Formulas for Fermented
Beverages

Notice No. 4 noted that the TTB
regulations at 27 CFR 25.62 and 25.67
require brewers to file a statement of
process with TTB’s National Revenue

Center in Cincinnati, Ohio, as part of the
Brewer’s Notice for any fermented
beverage that the brewer intends to
market under a name other than ‘“beer,”
“lager,” “ale,” “porter,” “stout,” or
“malt liquor.” Under 27 CFR 25.76, a
brewer must file an amended Brewer’s
Notice if there are changes to an
approved statement of process. When a
brewer files a statement of process with
the National Revenue Center, a
specialist at TTB’s Advertising, Labeling
and Formulation Division in
Washington, DC, examines the proposed
statement of process to ensure that
authorized materials will be used, to
determine the correct class and type,
and to ensure that the fermented
product may be made at a brewery.

Notice No. 4 proposed significant
changes to the filing requirements
described above. These changes
included the removal of §§ 25.62(a)(7),
25.67 and 25.76 and the addition of new
§§ 25.55 through 25.58 (27 CFR 25.55
through 25.58). These changes would:

¢ Replace the statement of process
requirements found at §§ 25.62(a)(7) and
25.67 with a formula requirement;

¢ Describe more clearly the fermented
products for which a formula is
necessary;

¢ Require brewers to provide specific
information about ingredients,
processes, and alcohol content in
formulas;

o Allow brewers to file formulas
directly with the Advertising, Labeling
and Formulation Division in
Washington, DC;

e Permit brewers to produce certain
fermented beverages solely for research
and product development purposes
without having to receive formula
approval;

¢ Allow brewers to file formulas to
cover production at multiple breweries;
and

¢ Allow brewers to file superseding
formulas.

Proposed § 25.55 would require the
filing of a formula with TTB for
specified products made at a brewery,
including saké, flavored saké, and
sparkling saké. A formula also would be
required for products to which any
coloring or natural or artificial flavors
are added, or for any product to which
fruits, herbs, spices or honey are added.
This new section also would require the
filing of a formula for any fermented
product that undergoes special
processing or filtration, or undergoes
any other process not used in traditional
brewing. The proposed § 25.55 text
included examples of processes that
would require the filing of a formula,
including reverse osmosis, ion exchange
treatments, filtration that changes the
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character of beer or removes material
from beer, concentration or
reconstitution of beer, and freezing or
superchilling of beer. However, the
proposed Notice No. 4 text would not
require filing a formula for traditional
brewing processes such as
pasteurization, filtration prior to
bottling, filtration in lieu of
pasteurization, centrifuging (for
clarification), lagering, carbonation and
the like.

Notice No. 4 also proposed more
specific requirements for the
information required in formulas,
especially in the realm of flavoring
materials and special processes.
Proposed § 25.57 spelled out in more
detail the information required in
formulas, and included requirements
found in ATF Rulings 94-3 (which
concerned the production of ice beer),
96—1, and 2002-2. In keeping with the
current practice of listing ranges of
ingredients in statements of process,
proposed § 25.57(a)(1) would permit
brewers to indicate a “‘reasonable range”
of ingredients used in formulas.
However, in order to establish a useful
limit, Notice No. 4 requested comments
on how to define a “reasonable range”
for the quantity of ingredients used in
making fermented products. Also in
keeping with current policy that permits
using special processes in making
fermented products, the proposed
§ 25.57 text specifically permitted such
special processes, but required brewers
to describe them in detail in their
formulas.

As noted in Notice No. 4, § 25.67
requires brewers to file a statement of
process prior to producing any
fermented product at the brewery that is
not to be marketed under a traditional
designation. This regulation does not
provide any exception permitting
research or development of fermented
products without a statement of process.
With the removal of § 25.67, a brewer
could produce certain fermented
beverages for research and development
purposes under proposed § 25.55(c)(2)
without receiving formula approval;
however, a brewer could not sell or
market such products until receiving
formula approval.

Proposed § 25.55(e) stated that
previously approved statements of
process would remain valid after
adoption of the new regulation,
provided that the finished product is in
compliance with any new requirements
relating to the definition of beer.

The proposed formula regulations did
not specify any Government form to be
used for their filing. TTB also solicited
comments on whether the proposed
regulations on the preparation and filing

of formulas would be easier and less
confusing than the present statement of
process requirement.

H. Samples; Formulas and Samples for
Imported Malt Beverages

Notice No. 4 also included a proposed
new section, §25.53 (27 CFR 25.53),
specifically authorizing a TTB officer at
any time to require the submission of
samples. This section recognized TTB’s
authority to require a brewer to submit
a sample of a beer or a material used in
producing a beer. For example, we
occasionally examine samples of beer or
ingredients in connection with our
review of statements of process or
formulas and in order to determine the
proper tax classification of fermented
products.

Finally, Notice No. 4 also included a
proposed amendment to § 7.31 (27 CFR
7.31) to reflect TTB’s statutory authority
to require an importer to submit a
formula for a malt beverage, or a sample
of a malt beverage or materials used in
producing a malt beverage, in
connection with the filing of a
certificate of label approval on TTB
Form 5100.31. This proposal recognized
the fact that, occasionally, TTB has had
to examine a statement of process or
analyze samples of a malt beverage in
order to determine the proper
classification of a product, whether a
particular product is a malt beverage, or
whether a product is correctly labeled
under the part 7 regulations.

I. Other Issues Raised in Notice No. 4

In addition to the very specific
proposals made by Notice No. 4, TTB
requested comments and information on
a number of general topics relating to
the production and labeling of flavored
malt beverages.

TTB requested comments on the
proposed 0.5% added alcohol standard
for beer. Specifically, we solicited
information regarding any studies,
laboratory trials, or other empirical data
that may have existed for added alcohol
in flavored malt beverages. We also
sought comments on how adoption of
the proposed standard would affect the
taste, shelf life, stability, or other
characteristics of flavored malt
beverages. In addition, we sought
comments on whether production
practices are available to produce
flavored malt beverages with the desired
product profile that would comply with
the proposed standard. We also solicited
comments relating to the effect of the
proposed regulation on the viability of
products currently on the market.
Notice No. 4 further stated that we were
particularly interested in comments
addressing whether products on the

market could be made under the
proposed 0.5% added alcohol standard.

Finally, as previously noted, TTB
requested comments on whether
another standard, such as a standard
requiring that a minimum of 51% of the
alcohol in a malt beverage be derived
from fermentation at the brewery (in
other words, setting a maximum limit of
49% for the alcohol content derived
from added flavors or other materials),
would be more appropriate than the
proposed 0.5% added alcohol standard.
We asked for supporting data, facts, or
studies to back up any suggestions or
comments for different added alcohol
standards. Since we recognized that any
new standard would constitute a
substantial change from existing
regulations and policy, we also sought
comments on the amount of time
needed to comply with any new rule
limiting the amount of alcohol that may
be added to products taxed as beer.
Notice No. 4 encouraged comments on
the amount of time necessary to develop
and implement new formulas for these
products and the possible costs
involved.

IV. Rulemaking History

Notice No. 4 provided for the
submission of comments through June
23, 2003. At the request of the E. & J.
Gallo Winery, on June 2, 2003, we
published Notice No. 10 (68 FR 32698)
to extend the period for the submission
of comments for an additional 120 days,
until October 21, 2003.

In Notice No. 4 we stated our
intention to place all comments on the
TTB Web site on the Internet. We stated
that the names of commenters would be
included in the posting of comments on
our Web site, but that street addresses,
telephone numbers, or e-mail addresses
would be deleted on these postings. We
did state that this information would
appear on copies of comments available
in the TTB reference library in
Washington, DC.

Due to the large number of comments,
we were unable to redact street address,
telephone number, or e-mail address
information from the comments we
posted on our Web site. Redacting this
information from the large number of
comments received would have
prevented us from posting comments on
the Web site in a timely manner.
Therefore, we issued TTB Notice No. 23
on December 2, 2003 (68 FR 67388).
This notice advised the public of our
inability to redact the information from
comments posted on the Web site and
provided an opportunity for
commenters to request that we redact
this information from their individual
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comments if we received their request to
do so by December 23, 2003.

V. Comments Received in Response to
Notice No. 4

A. General Discussion of Comments

Before the close of the comment
period, TTB received over 15,000
comments in response to Notice No. 4.
Of these, over 14,000 consisted of
variations on several form letters, which
were submitted by mail, facsimile
transmission, or e-mail.

In addition, we received over 1,000
comments after the close of the
comment period. Due to the large
volume of comments received in
response to Notice No. 4, and because
of the need to provide expeditious
guidance to State regulatory agencies,
the industry, and consumers on this
issue, we determined that it was not
practical to consider the late-filed
comments.

Most of the comments focused on the
proposed 0.5% standard or the 51/49
standard for beer and malt beverages. In
particular, the “form letter’” comments,
which made up the vast majority of the
comments, generally commented for or
against the proposed rule, and either
explicitly or implicitly commented on
the standard for added alcohol. The
hundreds of comments received from
State legislators also focused primarily
on this issue. While Notice No. 4
solicited comments on whether there
was a different standard that would be
appropriate, only a few comments
addressed this question.

Furthermore, only a small percentage
of the total comments focused on issues
such as alcohol content statements or
formula requirements. Accordingly, the
following breakdown of comments
focuses on the commenters’ position on
the proposed 0.5% standard.

B. Overview of Comments

In the following comment discussion,
the abbreviations “FMB” and FMBs” are
used in place of “flavored malt
beverage(s).”

1. Form Letters

Of the over 14,000 form letter
submissions referred to above, over
8,000 supported adoption of the
proposed 0.5 percent standard and over
5,000 opposed adoption of that
standard. The submissions in support of
the proposed rule (or specifically in
support of the 0.5 percent standard)
break down as follows:

e Over 5,000 e-mail comments came
from individuals who identified
themselves as employees of one major
U.S. brewer and its subsidiaries. These

commenters stated that the proposed
standard is the best way to maintain
clear distinctions between beer and
liquor (distilled spirits) and to preserve
the flavored malt beverage category.

e Over 2,000 comments were received
from beer distributors across the United
States. Many of these commenters stated
that the proposed rule is consistent with
the historical interpretation of what
constitutes beer and other malt
beverages. They suggested that beer is a
unique product that has been regulated
and taxed differently from other alcohol
beverages throughout our Nation’s
history. The commenters advocated
adopting the proposed 0.5% standard in
order to ensure the integrity of beer and
the brewing process. They also stated
that the proposed rule would help
maintain an orderly marketplace and
avoid costly and confusing disruptions
in State licensing, taxation, and
distribution policies, any of which
would deal a blow to beer wholesalers.

¢ Approximately 900 comments were
received from individuals who
identified themselves as employees of
another major brewer. These comments
supported the proposed rule as a
clarification that will ensure that if
FMBs were sold as malt beverages, they
would be made according to traditional
brewing methods and practices. The
commenters suggested that without the
proposed rule, retailers and wholesalers
would face a patchwork of individual
State laws and regulations.

e Over 170 submissions came from
beer consumers located primarily in two
States. Many of these commenters stated
that the proposed rule would provide a
clear understanding to legislators, State
and Federal regulators, and beer
consumers as to what beer is and what
beer is not.

e More than 50 employees of a
domestic subsidiary of a foreign brewer
expressed their support for the proposed
rule. They suggested that the proposed
rule would maintain an orderly
marketplace, meet consumer
expectations for consistent products,
and help sustain the long-term
development of the product category.
These commenters suggested that the
reformulated products would be
consistent with State tax, license, and
distribution laws, allowing wholesalers
and retailers to continue their
operations. Furthermore, they stated
that without a standard, individual
States would adopt their own
regulations and create a patchwork of
different standards.

The submissions in opposition to the
0.5 percent standard break down as
follows:

e Over 4,000 e-mail submissions
came from consumers of FMBs. These
comments opposed the proposed rule
and suggested that there was no need to
amend the regulations. Many of the
commenters stated that they like FMBs
just the way they are and that the
proposed changes will be expensive and
will result in increased costs to
consumers.

e Over 600 comments came from
employees of a large producer of FMBs.
These commenters opposed the
proposed rule and suggested TTB
instead adopt the “51% compromise.”
The commenters suggested that
compliance with the proposed standard
would cost millions of dollars in new
equipment purchases, reformulation of
products, and development of new
processes. They urged TTB to adopt
regulations that promote fair
competition and provide a level playing
field, and they suggested the proposed
rule would mark a dramatic change in
how these products have been
produced, marketed, and sold for 30
years. Finally, the commenters stated
that the proposed rule could regulate
FMBs out of the marketplace, depriving
consumers of a drink they enjoy, costing
millions in tax revenue, and resulting in
the loss of thousands of jobs.

e Over 400 small retailers located
across the United States expressed their
opposition to the ‘“new regulations’”” and
“rule changes.” Many of these retailers
asked TTB to reach a “compromise”
that would allow FMBs to remain in
existence. The commenters suggested
that the regulatory changes would raise
the price of FMBs, sabotage this
category of products by making it
impossible or costly to sell them, and
adversely impact small businesses.

e More than 40 comments were
received from employees of FMB
distributors. These commenters opposed
the 0.5 percent standard and urged TTB
to adopt a “more reasonable’” majority
standard instead. The commenters
focused on the potential impact of the
proposed rule on the future of FMB
producers and the businesses that rely
on the viability of these products.

2. Other Comments

FMB Producers. We received
comments from several major producers
of FMBs. The Beer Institute submitted a
comment in support of the proposed
0.5% standard, on behalf of Anheuser-
Busch, Miller Brewing Company
(“Miller”), and Coors Brewing Company
(““Coors”’). The Beer Institute stated that
these three senior and sustaining
members produce or import well over
75% of the beer and other malt
beverages sold in the United States,
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including many successful FMB brands.
In addition, these three brewers each
submitted individual comments in
support of the proposed 0.5% standard.

These commenters argued that the
proposed 0.5% standard is consistent
with TTB’s statutory authority and will
preserve the integrity of the products
known as beer or as malt beverages.
More importantly, these commenters
suggested that only a 0.5% standard
would maintain an orderly marketplace
and foreclose actions by individual
States, which could adopt their own
potentially differing and conflicting
standards. Anheuser-Busch and Miller
stated that they could take steps to
reformulate their products within the
0.5% standard and, in fact, have
produced FMBs that achieve the same
taste and appearance as existing
products.

The Flavored Malt Beverage Coalition
(FMBC) submitted a comment on behalf
of its members: City Brewing Company;
Diageo North America, Inc.; High Falls
Brewing Company; Mark Anthony
Brands, Inc.; Pernod Ricard USA;
Todhunter International; and United
States Beverage LLC. The FMBC stated
that, together, its members marketed
and/or produced approximately 56% of
the FMBs sold in the United States in
2002. The FMBC also stated that its
members, as companies that collectively
spent hundreds of millions of dollars to
develop products now threatened by a
change in Federal policy, have a
particular interest in the outcome of the
rulemaking.

The FMBC, and several of its
individual members, questioned TTB’s
statutory authority to impose
restrictions on the current practice but
also stated that, as a matter of policy,
they would support a final rule that
adopts the 51/49 standard. Furthermore,
these commenters raised a number of
legal challenges to the basis for the
proposed rule, and they argued that the
proposed 0.5% standard was not
supported by either the consumer
protection rationale or the need to take
action before the States do so.

Several of these commenters stressed
the economic impact of the proposed
rule. Many FMB producers suggested
that the proposed 0.5% standard would
require reformulation of popular FMB
products, with a potentially adverse
impact on consumer acceptance of those
products. The FMBC submitted an
economic study indicating that adoption
of the proposed rule would have an
adverse impact on the FMB industry,
amounting to over $600 million over the
next 4 years. Comments from a few
small brewers that produce and bottle
FMB products indicated that their

survival would be in jeopardy under the
proposed rule.

Brown-Forman Corporation (‘“Brown-
Forman”), the producer of an FMB
known as Jack Daniel’s Country
Cocktails, also commented in favor of
the 51/49 standard. Finally, E. & J. Gallo
Winery (Gallo), which produces 13 FMB
products, submitted a comment in
which it took no position on whether it
preferred the 0.5% standard or the 51/
49 standard.

Other Comments from the Beer
Industry. The National Beer Wholesalers
Association (NBWA) and the Brewer’s
Association of America (BAA) both
commented in favor of the proposed
0.5% standard. TTB also received many
comments from craft brewers, beer
wholesalers, employees of the major
brewers, and others in the beer industry
supporting the proposed rule. Many of
these comments suggested that FMBs
are not beer or malt beverages as
consumers understand these terms and
that the proposed rule would preserve
the integrity of the malt beverage
category. Some brewers suggested that
competition from FMB producers is
hurting the beer industry.

Consumer/Taxpayer Groups. The
Center for Science in the Public Interest
(CSPI), the Pacific Institute for Research
and Evaluation, and several other
associations commented in favor of the
proposed rule. CSPI stated that the use
of popular, well-known distilled spirits
brand names in the advertising and
labeling of malt beverage products
misleads consumers. CSPI also
suggested that these “alcopops” are
extremely popular with underage
drinkers, and that since most “alcopop”
products currently do not comply with
the 0.5% standard, classifying and
taxing them as distilled spirits products
would help reduce youth access to such
products by placing them in liquor
stores in many States rather than in
grocery and convenience stores.

The National Consumers League
(NCL) commented against the 0.5%
standard, stating that it opposed the
perpetuation of policies that
differentiate malt-based alcohol
beverages from distilled alcohol
beverages, and suggesting that ethyl
alcohol is the same, regardless of
whether it is in beer, wine, or distilled
spirits. NCL agreed, however, that
requiring compliance with a “majority”
standard will ensure that an FMB
actually contains malt, and in a
significant concentration. While NCL
questioned whether source of alcohol is
in any way material to consumer choice,
it concluded that FMB compliance with
the majority rule would ensure that

consumers are not deceived as to
product content.

TTB also received comments
opposing the proposed rule from
taxpayer and citizen organizations.
These commenters suggested that the
proposed rule would limit consumer
choice, decrease competition, and waste
taxpayer dollars. The commenters stated
that the Government should
accommodate legitimate consumer,
industry, and employment needs. They
suggested that the majority standard
would achieve these goals better than
the proposed 0.5% standard.

State Regulatory Agencies and
Lawmakers. TTB received comments
from 31 State regulatory or tax agencies
and one county liquor commission.
Most of these comments specifically
supported the proposed rule. The
remaining comments generally
supported the concept of a uniform
standard for FMBs, without specifically
supporting the proposed 0.5% standard.
Two States simply provided information
about their State laws, without taking a
position on the standard. We also
received comments in support of the
proposed rule from three Governors, one
Lieutenant Governor, and over 200 State
legislators. A smaller number of State
legislators commented in favor of the
51/49 standard.

Some comments that specifically
favored the proposed rule suggested
that, in many States, malt beverages
containing distilled spirits would be
classified as spirits rather than malt
beverages. Several States indicated that
if TTB does not take expeditious action
on this issue, they would go ahead and
issue their own standards. Other States,
however, simply stressed the need for a
uniform standard and urged TTB to take
expeditious action to create a standard
for FMBs.

Members of Congress. We received
comments in favor of the proposed rule
from nine members of the United States
House of Representatives. We received
comments in favor of the 51/49 (or
majority) standard from 28 members of
the House of Representatives and eight
United States Senators.

Many of the members of Congress
who commented in favor of the 51/49
standard expressed concern about the
negative economic impact that the
proposed rule would have on employers
and jobs within their districts or States.
Many of these comments noted that
existing FMB products were formulated
in reliance on the longstanding policies
of our predecessor agency.

Miscellaneous comments. We
received a comment from the Flavor and
Extract Manufacturers Association of
the U.S. (FEMA), the national trade
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association of companies that create and
manufacture flavors for use in a wide
variety of products, including FMBs.
FEMA urged TTB to reconsider the
proposed 0.5% standard, stating that it
would significantly restrict the amount
of alcohol contributed to the finished
product from flavors and thus make it
technically impossible for flavor
chemists to satisfy the consumer desire
for the distinctive, fresh, fruity malt
beverages currently being sold.

We received a few comments
suggesting revisions to the system of
taxing alcohol beverages as a way to
take care of the classification issue
posed by FMBs. These comments could
not be adopted without legislative
amendments to the IRC. Since the rest
of the comments focused primarily on
the two standards that we aired in
Notice No. 4, the 0.5% standard and the
51/49 standard, our discussion of the
comments will focus on those two
standards.

A small number of commenters
focused on the remaining issues raised
for comment in Notice 4. While we
received several comments from States
and consumer groups in support of the
proposed mandatory alcohol content
labeling for FMBs, many comments
from industry members suggested that
FMBs were being unfairly singled out,
and that any such requirement should
apply to all malt beverages or to none.
We also received a few comments in
opposition to the proposed limitations
on the use of distilled spirits terms in
malt beverage labeling and advertising.
Some of these commenters claimed that
the proposed restrictions violated the
First Amendment.

Finally, we received a small number
of comments from brewers and brewery
trade associations regarding the
proposed new formula filing
requirements. These commenters
generally favored the new requirements,
but they expressed concerns regarding
certain aspects of the proposal and
requested that TTB clarify some of the
proposed formula requirements.

C. Summary of TTB Final Rule
Decisions

After carefully analyzing the
comments, which are discussed in
greater detail below, we are adopting the
proposals set forth in Notice No. 4 with
certain important modifications. The
final rule adopts the less stringent “51/
49 standard” (allowing up to 49% of the
alcohol content to come from flavors
and other nonbeverage ingredients) for
beers and malt beverages. We are
providing affected industry members
one year to reformulate their FMB
products or otherwise conform to the

standards adopted in the final rule. In
reaching these decisions, we note that
Executive Order 12866 provides that,
when an agency determines that a
regulation is the best available method
of achieving an objective, it shall design
its regulation in the most cost-effective
manner to achieve that objective.

The comments on Notice No. 4 have
persuaded us that implementation of the
proposed 0.5% standard might impose
economic burdens on a sector of the
FMB industry and have adverse effects
on the viability of small brewers who
produce FMBs, as well as their ability
to compete within the malt beverage
industry.

We believe that adoption of the
alternative ““51/49 standard” for beers
and malt beverages would achieve the
important regulatory goals of protecting
the revenue, ensuring that consumers
have adequate information about the
identity of FMB products, and
establishing a Federal standard for such
products, while at the same time
reducing the compliance costs to the
FMB industry. It is noteworthy that,
with the exception of one producer that
remained neutral on this issue,
comments from the producers of FMBs
all supported either the more restrictive
0.5% standard or the more liberal 51/49
standard. Thus, most of the FMB
industry expressed support for creating
some type of standard for FMBs that
would set a limit on the alcohol derived
from added flavors.

The final rule also adopts the other
proposals aired in Notice 4, with certain
modifications in response to the
comments. We are adopting the
proposed mandatory alcohol content
labeling requirements, as we have
concluded that this requirement will
provide consumers important
information about these FMBs. Since we
specifically stated in Notice No. 4 that
we were not proposing mandatory
alcohol content labeling for all malt
beverage products, comments
advocating such a position were
considered to be outside the scope of
the current rulemaking. We may
consider such a proposal in the future.

We are also adopting the labeling and
advertising proposals, with
modifications to respond to the First
Amendment concerns raised by several
commenters. As modified, the
regulation will prohibit the use of
labeling or advertising statements,
designs, devices, or representations that
tend to create a false or misleading
impression that the malt beverage
contains distilled spirits or is a distilled
spirits product. These modifications
clarify that we are only prohibiting

labeling and advertising statements that
are false or tend to mislead consumers.

Finally, we have modified the
language of the formula regulations in
response to several comments about
whether the proposed requirements
were overly burdensome. For example,
we are no longer requiring formulas to
disclose the alcohol content of the
product at each interim stage of
production. We have also clarified the
language of these provisions in response
to several technical comments.

VI. Comments on Whether the
Rulemaking Is Necessary and Fair

In this section, we discuss some of the
general issues raised by commenters
regarding the need for engaging in
rulemaking and the fairness of the
proposed change in agency policy.

A. Is There a Need To Engage in
Rulemaking on This Issue?

The first issue presented is whether
there is a need to engage in rulemaking
at all. Many commenters suggested that
TTB should not amend its regulations in
any manner, but should instead allow
the continued production of FMBs
according to current policy. Other
commenters supported the idea of
rulemaking on FMBs.

1. Comments Opposed to Rulemaking

As indicated above in the comment
overview, TTB received over 4,000 e-
mail comments that questioned the need
for rulemaking on FMBs. These
comments came from consumers who
stated that they enjoyed drinking FMBs,
and that they opposed the proposed
regulation, which would mandate
changes in the way those products were
made. The commenters stated that they
liked FMBs the way they are, that the
changes would be expensive, and that
consumers will end up paying more
under the proposed rule.

Many of these commenters suggested
that the Federal Government should not
waste tax dollars on “trivial” issues
such as how FMBs are made, and that
companies should make changes that
consumers want, not what the
Government demands. Finally, many of
these comments suggested that the
Government should focus on bigger
issues, such as job creation, improving
the economy, and fighting terrorism.
These comments did not directly
address the 51/49 standard.

A few comments were also received
from organizations representing
taxpayer and citizen groups, including
Americans for Tax Reform, the National
Taxpayers Union, and Citizens Against
Government Waste. One of these
commenters stated that the proposed
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rule would limit consumer choice,
decrease competition, and waste
taxpayer dollars. This commenter
suggested that the Government should
accommodate legitimate consumer,
industry, and employment needs before
engaging in rulemaking. Another
commenter expressed concerns that the
0.5% standard would force either a
significant tax increase and/or a change
in the production process for FMBs. It
should be noted that while these
comments generally criticized the
proposed rule, they expressed a
preference for either the 51/49 standard
or some compromise over the 0.5%
standard.

2. Comments Supporting Rulemaking

TTB also received approximately
11,000 comments urging that TTB set a
limit on the quantity of alcohol derived
from added flavors in malt beverages.
While these comments were divided
over whether the limit should be set at
the 51/49 standard or the proposed
0.5% standard, these commenters
believed that it was important that TTB
set a standard and clarify the
classification of these products as malt
beverages or distilled spirits. It should
be noted that we received comments in
support of setting a standard from the
beer industry, producers of flavored
malt beverages, consumers, members of
Congress and other elected officials, and
State regulatory agencies.

These commenters supported the
setting of a uniform Federal standard for
a variety of reasons. Some commenters
expressed concern that current labels
mislead consumers. Many consumers
and brewers suggested that the Federal
government has the responsibility to
maintain a distinction between
traditional beer products and distilled
spirits, and that the line between these
two well-established categories should
not be blurred by allowing the
production of malt beverages that derive
most of their alcohol content from the
distilled spirits components of added
flavors.

Many commenters expressed concern
that, in the absence of a Federal
standard, the States would each set their
own standards, leaving members of the
beer industry facing a confusing
patchwork of regulatory standards.
Finally, of the FMB producers who
commented on this issue, almost all
supported action to set a standard to
limit the quantity of alcohol derived
from added flavors. While one major
FMB producer expressed neutrality on
the issue, the rest favored either the
proposed 0.5% standard or the 51/49
standard.

3. TTB Response

We acknowledge that FMBs are a
popular category of alcohol beverage
and that many consumers enjoy
drinking these products. We recognize
the concerns of many consumers that
proposed regulatory changes may
increase the cost of these beverages, and
we have given serious consideration to
cost issues in drafting this final rule. We
have also given serious consideration to
the issues of decreased competition and
consumer choice.

Nonetheless, after reviewing the
thousands of comments received in
response to this notice, we believe more
strongly than ever that rulemaking on
this issue is necessary. The
overwhelming majority of the State
regulatory agencies that commented on
FMBs urged TTB to adopt a Federal
standard for these products in order to
avoid a patchwork of inconsistent State
requirements. In addition, comments
from the beer industry overwhelmingly
favored the adoption of a Federal
standard, including many commenters
who pointed to the importance of
maintaining a distinction between malt
beverages, in which alcohol is derived
from fermentation, and distilled spirits,
in which alcohol is derived from
distillation.

Treasury and TTB believe it is
important, in order to protect both the
revenue and the consumer, to set a limit
on the use in FMBs of alcohol not
derived from fermentation at the
brewery and prevent the unlimited use
of alcohol derived from distilled spirits
in FMB production. Thus, we do not
adopt the views of those commenters
who urged that TTB take no action on
this matter.

B. Fairness and Notice Issues

1. Comments Received

Many commenters argued that it is
unfair for TTB to change a policy upon
which brewers and importers have
relied for several decades. These
commenters made the following
arguments:

¢ Since the 1950s, TTB and its
predecessor agencies have required the
review and approval of a statement of
process (SOP) for any beer produced
with flavors. By reviewing and
approving SOPs for the various FMBs
on the market today, TTB has accepted
them as beer and malt beverages, and
has endorsed the use of nonbeverage
flavors up to the quantities indicated in
the SOPs.

e Our predecessor agencies have
officially recognized the use of flavoring
materials in the production of malt
beverages since the Internal Revenue

Service issued Revenue Procedure 71—
26 over 30 years ago.

e In 1980, ATF issued Industry
Circular 80-3, which advised brewers
that adjunct materials listed in the beer
industry’s Adjunct Report (later referred
to as the Adjunct Reference Manual
(ARM)), were suitable for use in beer
and cereal beverages when used in
accordance with the conditions
described in the report. That Adjunct
Report, as well as all subsequent
editions of the ARM, lists ethyl alcohol
as a permitted additive for use in
flavoring beer, without any limitations.

Several commenters stated that they
have relied on these policies to create
beverages that consumers enjoy and that
they have invested millions of dollars
promoting those brands.

Some commenters argued that the
industry had ample warning that TTB’s
predecessor agency was contemplating a
limitation on the use of flavors
containing alcohol in the production of
beer and malt beverages. These
commenters noted that in 1996 ATF
notified the industry, through ATF
Ruling 96-1, that rulemaking limiting
the alcohol contribution from flavors in
FMBs under 6% alc/vol was
forthcoming. This ruling clearly stated
that TTB would initiate future
rulemaking to consider the prohibition,
restriction, or limitation on alcohol
derived from the distilled spirits
components of added flavors, a
statement that was reiterated in ATF
Ruling 2002-2.

However, commenters who opposed
the proposed 0.5% standard suggested
that ATF’s actions after 1996 sent mixed
signals to the industry. For example, a
U.S. Senator stated that although the
Bureau in 1996 suggested that
rulemaking “in the near future” might
limit the use of flavors in such products,
it abandoned that rulemaking project
and did not even mention it in the
unified regulatory agenda that every
Federal agency must publish on a semi-
annual basis. Another U.S. Senator
noted that although the 1996 ruling
mentioned rulemaking, no such
rulemaking proposal appeared until
2003. The Senator suggested that:

In the intervening 7-year time period,
manufacturers have relied on the existing law
and the Bureau’s formula approvals to invest
hundreds of millions of dollars in the
formulation and marketing of new products.
These investments have created hundreds of
jobs and a vibrant fast-growing U.S. market
sector in which tens of millions of cases of
FMBs have already been sold. Without a
reasonable public health or safety rationale,
it does not seem prudent or fair to revise
these rules dramatically at this stage of the
game.
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Accordingly, the Senator urged TTB to
adopt the 51/49 standard, as it would
“accomplish the same goals and have a
lesser impact on these products and the
industry that produces them.”

Other members of Congress made
similar comments. A letter signed by 26
members of the House of
Representatives supported the
“majority” standard, stating that over
the past 5 years, “hundreds of millions
of dollars have been invested in the
development of the FMB category.
These investments, and the thousands
of jobs created, were all made on the
reliance of long-standing federal policy
and rules.” The letter suggested that
Notice No. 4 intends to “change the
established rules mid-stream on those
who have successfully created the
category. This is especially troubling in
that it threatens to stifle the only growth
sector in the brewing industry over the
last several years.”

Diageo stated that, in the summer of
2000, company officials met with ATF
representatives and revealed Diageo’s
plans to enter the FMB market in the
near future in reliance on existing
policy. Diageo stated that company
officials advised ATF that it would
reconsider these plans if ATF planned
to place new limits on the use of flavors
in FMBs containing not more than 6%
alc/vol. Diageo also stated that, after the
meeting, ATF officials indicated that the
agency did not plan to change existing
policy towards FMB formulation.
Diageo claims that, in reliance on those
assurances, Diageo introduced Smirnoff
Ice in December 2000.

The FMBC also stated that a number
of its members had received assurances
from ATF, in the summer of 2000, that
ATF planned no change in policy
towards the addition of alcohol to FMBs
containing 6% alcohol by volume or
less. The FMBC stated that it sought
these assurances after an ATF official
sent a letter indicating that the Bureau
was considering rulemaking, which
might limit the alcohol from added
flavors to no more than 25% of the total
alcohol content of the product.

A commenter pointed out that
although ATF Ruling 96-1 stated that
ATF would undertake rulemaking to
limit alcohol from flavors in beer and
malt beverages, ATF labeling and
formula specialists never qualified
approvals of statements of process or
labels by stating that the approval was
conditioned on future rulemaking.
Instead, these commenters claimed that
ATF continued to approve statements of
process and labels without qualification.
Another commenter stated that ATF
personnel did not immediately
implement the provisions in ATF

Ruling 96-1 that require explicit
ingredient listing and alcohol content
information in statements of process,
but instead delayed enforcement of
these provisions until the issuance of
ATF Ruling 2002-2 in 2002.

2. TTB Response

TTB agrees with the commenters who
note that for many years ATF and its
predecessors allowed brewers to use
alcohol-flavoring ingredients, without
limitation, when producing malt
beverages. Our predecessor agencies
approved statements of process and
certificates of label approval for these
products and, before 1996, never
suggested that there was any limit on
the use of flavoring materials in FMBs.
Accordingly, we acknowledge that the
FMB industry relied on existing policies
in formulating these products.

It is important to note, however, that
we know of no evidence that would
suggest that producers of FMBs in the
1970s or 1980s were using nonbeverage
flavors in their products at the high
levels disclosed in the 2002 ATF study.
To the best of our knowledge, the
production of FMBs that derived the
majority (and in some cases, up to 99%)
of their alcohol content from added
flavors is a trend that began in the
1990s. As the trend accelerated, ATF
concluded that it was necessary to
reevaluate the prior policy and consider
the need for placing limits on the
quantity of alcohol derived from added
flavors. Furthermore, many State
regulatory agencies began requesting
that ATF create a Federal standard for
the production of FMBs because of the
confusion caused by the marketing and
labeling of these products.

Agencies may change policies, as long
as the agency follows the appropriate
procedures under the Administrative
Procedure Act. The Supreme Court has
recognized that “[r]egulatory agencies
do not establish rules of conduct to last
forever.” (See American Trucking
Assns., Inc. v. Atchison, T. & S. F. R.
Co., 387 U.S. 397, 416 (1967).) The
Court has also stated that agencies must
be given ample latitude to “adapt their
rules and policies to the demands of
changing circumstances.” (See Permian
Basin Area Rate Cases, 390 U.S. 747,
784 (1968).) Furthermore, the Court has
recognized that “[aln agency’s view of
what is in the public interest may
change, either with or without a change
in circumstances. But an agency
changing its course must supply a
reasoned analysis * * *.” (See Motor
Vehicle Mfrs. Ass’n v. State Farm Mut.
Auto. Ins. Co., 463 U.S. 29, 57 (1983),
quoting Greater Boston Television Corp.
v. FCC, 143 U. S. App. D. C. 383, 394,

444 F.2d 841, 852 (1970) (footnote
omitted), cert. denied, 403 U.S. 923
(1971).)

New manufacturing processes and
marketing trends created a need for TTB
and our predecessor agency to
reevaluate longstanding policies on the
use of flavors containing alcohol in the
production of beer and malt beverages.
As the above-cited cases demonstrate,
an agency may make changes in policy,
as long as the interpretation of the
applicable statutes and the rest of the
administrative record reflects reasoned
deliberation.

Finally, even if the agency in the two
rulings referred to by the commenter
had not given notice of its intention to
engage in rulemaking on this issue, and
even if the agency sent mixed signals on
this issue prior to 2002, an agency is not
precluded from engaging in rulemaking
simply because it would change even a
longstanding policy. By publishing a
notice of proposed rulemaking and
soliciting comments on this issue, we
have clearly met the notice and
comment requirements of the
Administrative Procedure Act (APA).
Notice No. 4 provided specific notice of
the proposed changes to the industry
and the public, and we provided the
industry and the public almost 7
months to submit comments on those
proposed changes.

As reflected in this discussion of
comments, we have carefully
considered the comments from all
interested parties, and we have given
full consideration to options that would
minimize any adverse economic impact
flowing from the rule and that would
afford industry members an adequate
period of time to reformulate their
products, if necessary. In crafting a
standard on the use of flavors
containing alcohol in the production of
FMBs, we have also taken into
consideration past and current agency
policy. Accordingly, we have taken
fairness and equity into consideration in
drafting the final rule.

VII. Regulatory Burden and Cost-
Related Issues

One of the most important issues
raised in the comments is the difference
in regulatory burdens and costs
associated with the proposed 0.5%
standard and the 51/49 standard.
Opponents of the proposed 0.5%
standard gave more weight to this issue
than did supporters of that standard.
However, many commenters who would
be directly impacted by the proposed
0.5% standard urged TTB to adopt the
51/49 standard instead because it would
be less costly and because it would not
distort competition in the FMB market.
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The major issues raised by commenters
on both sides of this question are
summarized below.

A. Costs of Complying With the
Proposed 0.5% Standard

1. Comments in Support of the 0.5%
Standard

Many industry members who
commented in support of the 0.5%
standard downplayed the importance of
economic issues. For example, the Beer
Institute stated that the economic well
being of certain sectors of the economy
should not be a consideration in
straightforward application of properly
enacted Federal statutes. It also
suggested that some of the comments
were based on erroneous information
that was provided to retailers, notably
the false threat that FMBs will disappear
from the marketplace if the proposed
TTB standard is finally adopted.
Instead, the Beer Institute suggested that
these products would continue either as
distilled spirits products or as
reformulated FMBs.

Some individual FMB producers also
suggested that the economic issues were
not significant. Anheuser-Busch
acknowledged that, as with any new
process, there may be associated
transition costs, and it stated that even
the 51/49 standard would require
process changes and associated
transition costs for most producers.
Anheuser-Busch commented that it
expected the total cost impact across the
company’s system to be minimal,
ranging between a small investment in
capital and a net cost savings due to
process and material changes. In either
case, the brewer did not anticipate that
the slight change in cost would impact
FMB prices for its wholesalers, retailers
Or consumers.

Miller commented that there are costs
that have been, and will be, incurred as
a result of the proposed new standard;
however, it accepted those costs as a
part of doing business in a regulated
industry. Neither brewer submitted an
estimate of the costs they expected to
incur; nor did they explain precisely
how they would reformulate their
products to minimize the cost of
compliance.

Some supporters of the 0.5 percent
standard commented that the standard
would not adversely affect wholesalers
or retailers, and that in fact, the
standard will bring clarity to the
marketplace and preserve the FMB
category for wholesalers and retailers.
Without a clear standard, these
commenters believe that the States
would take action and may ultimately
classify these products as distilled

spirits. Such reclassification would
negatively affect wholesalers and
retailers because in certain States they
would no longer be able to sell these
products.

2. Comments Opposed to the 0.5%
Standard

Opponents of the proposed 0.5%
standard submitted a great deal of data
about the estimated economic impact of
the proposed rule. The FMBC submitted
an economic study indicating that
adoption of the proposed rule would
have an adverse impact on the FMB
industry amounting to over $600
million over the next 4 years. Other
commenters argued that the proposed
0.5% standard would have negative cost
implications for the industry, the
public, and the Federal Government, as
set forth below.

Consumer Prices. Many commenters
expressed concerns that the cost of FMB
products would rise if the proposed rule
were adopted. As previously noted,
several thousand consumers commented
against the proposed rule on various
grounds, including the concern
expressed by many that the 0.5%
standard would result in higher prices
for consumers.

Disruption to Existing Businesses. The
FMBC commented that the proposed
0.5% standard would profoundly
threaten the FMB business of its
members. It stated that these companies
had relied on longstanding Federal
policies to create beverages that
consumers enjoy and had invested
millions of dollars in promoting these
brands. The FMBC suggested that any
change would disrupt and possibly
damage the business of its members;
however, they were willing to adjust to
a majority standard. The FMBC argued
that the proposed 0.5% standard
presented a much more dire threat to
the business investment of its members,
without a sound policy justification
behind it.

Research and Development Costs.
Many commenters suggested that
compliance with a new standard would
force brewers to incur extensive upfront
manufacturing costs for research and
development to create new formulations
for existing products. According to these
commenters, the 0.5 percent standard
would require most manufacturers to
reformulate their existing products.
They stated that reformulation would be
quite costly in that it would require
large amounts of capital to purchase
new equipment, investment in
expensive technologies and treatment
processes, and to advertise the newly
reformulated products.

Loss of Sales Due To Reformulation.
Several FMB producers commented that
even if they can reformulate their
products to comply with the 0.5 percent
standard, they believe they may not be
able to achieve the same taste profile as
their existing products. They indicate
that this would cause them to lose
customers, thereby reducing their sales
and revenue.

ECS Study. The FMBC contracted
with Economic Consulting Services,
LLC (ECS) to conduct an economic
assessment of the impact that both the
0.5 percent standard and the majority
standard would have on the domestic
industry. The ECS assessment relied on
information available to the public as
well as information it obtained by
surveying the FMBC’s members. Sales
by the members of the FMBC comprise
approximately 56 percent of the FMB
market.

The ECS found that, for various
reasons, the FMBC’s members
unanimously responded that they
would choose to reformulate their
products to comply with either standard
rather than sell them as distilled spirits
specialty products. They expected
substantial costs associated with
reformulating current products to
comply with either standard. ECS
estimated losses based on expected loss
in volume, expected upfront capital
costs, expected upfront research and
development and test marketing costs,
expected losses in operating income,
and expected capital losses. ECS then
extrapolated the data they obtained from
FMBC members to the entire FMB
industry based on market share data.

Specifically, the ECS estimated the
cost to comply over the next four years
to be:

CosTs To COMPLY (IN MILLIONS)
OVER 4 YEARS

Majority 0.5%
Costs to standard | Standard
FMBC Members ....... 186.2 340.5
Entire FMB Industry .. 3325 608.1
Federal Taxes Fore-
gONE ..oviirieeieeene 139.1 291.8

ECS indicated that the 0.5 percent
standard imposes significantly higher
costs because it ‘“‘would drive several of
the products off retailer shelves
completely, denying the producers,
distributors and retailers a source of
business and profits and denying
customers a product they have come to
enjoy.”

Indirect Costs. Several commenters
focused on the indirect costs associated
with the proposed rule. For example,
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some commenters suggested that
Federal Government’s revenue
collections would suffer because the
0.5% standard would cause sales of
FMB products to decline. Several FMB
wholesale distributors and other
commenters expressed concern that the
0.5 percent standard would cause
existing FMBs to be reclassified as
distilled spirits, with the result that
wholesale distributors would no longer
be permitted to distribute them in
certain States. These commenters also
noted that this reclassification would
affect retailers because, in many States,
only State stores can sell distilled
spirits.

Effect on Small Businesses. Many
commenters suggested that the proposed
0.5% standard would have adverse
effects on small businesses. Some of
these commenters suggested that the
costs of complying with any new
standard would hurt small companies
the most since larger companies possess
economy of scale advantages.

TTB received a few comments from
companies that identified themselves as
small brewers that would be adversely
impacted by the proposed rule. It
should be noted that, pursuant to the
regulations issued by the Small
Business Administration, a small brewer
is one that has no more than 500
employees. (See 13 CFR 121.201). These
commenters urged TTB to adopt the 51/
49 standard. They suggested that the
proposed rule would have a
disproportionately large impact on
small businesses because they are less
able to adapt to the new technology
necessary to comply with the proposed
0.5% standard.

Mark Anthony Brands (MAB), a
member of the FMBC, is the national
distributor and marketer of several
popular FMB products. MAB and its
production affiliate, Mark Anthony
Brewing, Inc., contract with four U.S.
co-packing facilities to produce its FMB
products. [In this document, references
to “co-packing” cover situations where
one brewer produces and bottles for
another brewer pursuant to a contract or
where a brewer uses another brewer’s
premises under an alternating proprietor
arrangement.] MAB suggested that TTB
should abandon the 0.5% proposal in
favor of the majority standard because
the latter did not threaten the
competitive viability of small
companies like MAB and its co-packers.
MAB suggested that the 0.5% standard
would threaten the viability of the few
regional breweries that currently co-
pack FMB products for MAB and others.

City Brewing Company stated that it
owns and operates a 5-million barrel
capacity brewery in La Crosse,

Wisconsin, which employs 350 people.
The brewery was closed in 1999, but
resumed operations in 2000 capitalized
with funds contributed by employees
and local investors. It adopted a
contract-brewing business strategy
because the beer brands formerly
produced by the brewery were
purchased and are now controlled by a
major brewery. City Brewing Company
stated that the consolidation of U.S.
breweries had virtually eliminated all
excess brewing capacity for beer
marketers other than the largest U.S.
brewers. The brewery stated that it has
been profitable since resuming
operation, but it expressed concerns that
the proposed rule might result in a loss
of business for FMB producers, which
would have a significant negative
impact on the brewery.

A small brewery in North Carolina,
Carolina Beer & Beverage Company,
stated that adoption of the 0.5%
standard would have a “profound
adverse impact” on both this brewery
and similar small brewers. The brewery
urged adoption of the majority standard
instead. Carolina Beer & Beverage stated
that 70% of its revenues are derived
from FMBs, and it noted that it had
invested significant amounts of capital
and resources in order to produce FMBs
that comply with longstanding Federal
policies. This brewery suggested that if
TTB adopted the 0.5% standard, it was
unlikely that it could to maintain its
competitiveness in the FMB industry
and that such a standard could even
threaten the company’s ability to stay in
business.

In addition, many distributors
commented on the adverse impact of the
0.5% standard. For example, United
States Beverage, a small distributor
located in Connecticut, commented that
it employs 85 people and that FMB
products support over 70% of its
revenues. This commenter stated that
the proposed 0.5% standard would have
“devastating” effects on the industry.
United States Beverage also suggested
that while reformulation might be only
an inconvenience to the largest brewers,
it would be an “operational
impossibility” for a smaller brewer.

B. Effect on Current Products and New
Product Development

In Notice No. 4, TTB sought
comments relating to the effect of the
proposed regulations on the viability of
products currently on the market. We
stated we were particularly interested in
comments addressing whether products
on the market could be made under the
proposed standard. Additionally, we
sought comments on how the adoption
of the 0.5% added alcohol standard

would affect taste, shelf life, stability, or
other characteristics of these products.
We also sought comments on whether
production practices are available to
produce FMBs with the desired product
profile and still comply with the
proposed standard. Finally, we sought
comments as to whether another
standard, such as the 51/49 standard,
would be more appropriate for these
products.

1. Comments Supporting the 0.5%
Standard

Anheuser-Busch commented that it is
capable of producing FMBs under the
0.5% standard and is preparing to do so.
The brewer stated that its brew masters
have already developed reformulated
products that will be indistinguishable
from the current FMB products they
produce and sell. Anheuser-Busch
indicated that these reformulated
products would have the same clarity,
aroma, and taste profile of their current
products. Anheuser-Busch further stated
that reformulation could be done and
that no FMB producer should lead TTB
to believe otherwise.

Miller also commented that its
products could be produced under the
proposed standard without
compromising their taste or their high
quality standards. Furthermore, the
brewer indicated that it has successfully
produced prototype products that
comply with the 0.5% standard and has
tested the acceptability of these
products with expert tasters and others.
These tests confirm that the
reformulated product satisfies the taste
profile of the original product.

Miller further stated that shelf life and
product stability are not expected to be
barriers to complying with the new
standards. Miller stated that:

Shelf life will be reduced to that of a
traditional beer, i.e., approximately four
months which is a significant reduction from
the six to 12 month shelf life currently
applicable to Flavored Malt Beverages
produced today. Because it will be consistent
with traditional beers, however, we do not
anticipate shelf life or product stability to be
an insurmountable problem with the
reformulated products.

Other commenters stated that since
certain brewers have already
demonstrated their ability to produce
FMBs in accordance with the 0.5%
standard, they believe that these
products will be available to
wholesalers and retailers in all States
with no interruption and no discernable
taste differences.

Coors commented that the 0.5%
standard ““is also fair because it does not
prohibit any current product. Just
because many of the current ‘flavored
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malt beverages’ may need to be
reclassified as distilled spirits does not
mean that the TTB proposed regulation
will ‘kill the category,” as some might
claim.” Coors suggested that under the
proposed rule, products containing
0.5% or more alcohol from the distilled
spirits components of added flavors
could continue to be produced, but
would be regulated as distilled spirits
products.

2. Comments Supporting the 51/49
Standard

While the major brewers claimed that
product reformulation under the 0.5%
standard would not be a problem, as
previously noted in this preamble, other
FMB producers suggested that this
would have a significant impact on their
businesses, resulting in higher costs for
research and development, new
equipment, and marketing, and the
possibility of reduced sales due to
consumer rejection of reformulated
products.

Furthermore, several members of
Congress expressed concerns about the
costs of reformulation and the possible
risks posed by such reformulations to
the FMB industry. For example, one
U.S. Senator stated:

If the new formulation standards increase
the costs of producing FMBs, and alter their
taste such that consumers are reluctant to
purchase them, the FMB market will decline.
This decline in profitability will surely drive
some FMB manufacturers out of the market,
and reduce competition in the marketplace.

This Senator urged adoption of the
51/49 standard. Another Senator
suggested that the proposed standard
“would likely change the taste and
character of FMBs—products which
have attained broad consumer loyalty.
There is no doubt that this outcome
would provide FMB’s rivals with a
distinct competitive advantage.”

Numerous State lawmakers opposed
to the 0.5% standard commented that if
TTB establishes the 0.5% standard, it
would force FMB brewers to make
costly changes to their current
production processes. They indicated
that TTB’s adoption of the 0.5%
standard would force FMB brewers to
increase the amount of malted barley
and other traditional ingredients used in
an FMB, probably resulting in very
differently tasting products.

As indicated earlier in this comment
discussion, the Flavor and Extract
Manufacturers Association of the United
States (FEMA) urged TTB to reconsider
the proposed 0.5% standard because it
would significantly restrict the amount
of alcohol contributed to the finished
product from flavors, thus making it
impossible for flavor chemists to satisfy

the consumer desire for the distinctive
FMBs currently sold.

FEMA noted that flavors contain ethyl
alcohol because it is a safe, economical,
and effective extraction medium for
fruits, nuts, and botanicals, as well as a
diluent for polar and non-polar flavor
chemicals. FEMA also stated that fruit
essences and distillates, which are used
extensively in the creation of natural
fruit flavors, contain an appreciable
amount (up to 20-25%) of naturally
occurring ethyl alcohol.

FEMA stated that, because of their
composition, alcohol beverages require
higher flavor loads to deliver pleasing
characterizing flavors. It stated that
while many non-alcoholic beverages use
emulsions to deliver flavor systems, this
is not possible in alcohol beverages
because the destabilizing effect of the
ethyl alcohol will produce precipitation
and oil separation in the final beverage.
According to FEMA, this means that the
higher flavor level and the dependence
on ethyl alcohol as the only reliable
solvent makes it necessary to exceed the
0.5% limitation to manufacture
acceptable and stable products.

FEMA noted that the ATF study
referenced in Notice No. 4 found that
most FMBs formulated their products in
accordance with ATF Ruling 96-1.
FEMA stated this has resulted in the
evolution of beverages that deliver to
the consumer a clean, pleasant flavor
and that have a reasonable shelf life.
FEMA further stated that producers
have used various treatments to reduce
the inherent bitterness and off-flavor
characteristics associated with
fermented malt beverages. FEMA
suggested that if TTB limits the
contribution of alcohol from flavors to
less than 0.5%, that restriction would
negatively impact the taste of FMBs and
limit the shelf life of these products.

FEMA noted that malt-based
beverages require a higher percentage of
flavor addition than other alcohol
beverages due to the more pronounced
organoleptic properties of the malt base
itself. Malt-based products have an
aftertaste that is difficult to overcome.
The aftertaste and malty off-characters
tend to accentuate with increased
exposure to heat. Limiting the amount
of alcohol derived from flavor severely
limits the opportunity to use vanilla,
cocoa, coffee, and other botanical
extracts that often require usage levels
of 3% or higher in the finished
products.

In conclusion, FEMA stated that
limiting the contribution of alcohol
content by flavors to less than 0.5%
would change the overall taste profile of
these products, and the consumer will
ultimately receive a different tasting,

less acceptable beverage. The change in
flavor will be caused by a combination
of increased malt base percentages and
off-flavor contributed by the malt.
FEMA stated that limiting either the
ingredients that may be used in flavors
or the alcohol contributions from flavors
would make it impossible for
manufacturers to continue producing
many of the malt beverages being sold
today and would severely limit the
flavor industry’s opportunity for new
product development.

3. Neutral Comment

Finally, Gallo stated that it had
conducted a study involving the aging
of reformulated products under normal
conditions to determine the impact of
the proposed changes to the alcohol
source standards on FMBs. Gallo
studied two of its 13 FMB products,
comparing their current formulation
with both standards aired in Notice No.
4. Due to the limited time available,
Gallo noted that it was only able to
evaluate these products as they would
age under normal shipping and storage
conditions 3%z months after production.

After evaluating the results, Gallo
determined that the study was
inconclusive. According to Gallo, it
appeared that the change in malt
percentage impacted each product
differently. Gallo concluded that “[t]he
indication is that all of our products
must be studied individually to
understand the full impact of the
proposed change. There was no time to
explore this issue in time for these
comments.” Gallo stated that, in light of
the inconclusive results from the study,
it took no position on the proposed
definitions for beer and malt beverages.

Gallo did indicate that it plans to
continue to produce and market FMBs
under either of the standards aired for
comment in Notice No. 4. However, it
pointed out that either new standard
would require Gallo to invest in new
equipment to produce additional
volumes of malt base. Either standard
would also force Gallo to develop new
malt fermentation techniques and
production techniques to provide a malt
base that results in products with a
flavor and taste profile that meets
current consumer expectations. This,
Gallo noted, might require development
of new technology and different
equipment.

C. Effect on Competition

1. Comments in Support of the 0.5%
Standard

Many small craft brewers expressed
support for the 0.5% standard based on
their view that the arrival of FMBs in
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the marketplace has had a negative
effect on sales of traditional malt
beverage products. Some commenters
suggested that TTB should adopt the
0.5% standard for added alcohol
because this action would benefit small
brewers who generally do not produce
FMBs.

Many small brewers and their
employees expressed their concern that
the arrival of FMBs during the past
years has weakened the brewing
industry. They explained that over the
past 25 years there has been a major
revitalization of the brewing industry,
with smaller brewers and brewpubs
now found in every State and
metropolitan area and in many small
towns. They indicated that the number
of microbreweries closing since the
arrival of the newer FMBs has exceeded
the number of microbreweries
opening—reversing the trend and
weakening the industry.

One small brewer stated that he
expects to compete with other quality
small brewers in the region, but would
not like to see huge corporations with
unlimited legal and marketing funds
compete against him with products that
are not real beer. Another small brewer
commented that if he can make a
wonderful tasting product with this
standard, then the larger competitors
could do it also. A third brewer
indicated that the manner of FMB
production explained in Notice No. 4
avoids many of the costs associated with
the volume demands of beer production
and storage. He indicated that he
believes this results in an unfair
competitive advantage over traditional
and craft brewers.

2. Comments in Support of the 51/49
Standard

Many opponents of the 0.5% standard
suggested that adoption of the standard
would have an anti-competitive effect.
For example, the FMBC suggested that
support for the 0.5% standard appeared
to come from the many industry
members who, for competitive reasons,
would benefit from the complete demise
of the FMB category or would derive a
competitive advantage from a 0.5% rule.
The FMBC stated that the 0.5%
standard, if adopted, would give a
competitive advantage to some FMB
producers at the expense of others. In
support of this claim, the FMBC pointed
out that America’s largest brewer
claimed that it could already produce
FMBs meeting the 0.5% standard
without compromising product taste or
availability. The FMBC stated that this
illustrates that, if adopted, the standard
would adversely affect competition by
forcing competitors to acquire

technologies and capabilities similar to
those apparently possessed today by the
largest brewers. The FMBC added that
the marketplace, not the Government,
should determine the industry’s
winners and losers. The FMBC urged
TTB to avoid crafting a rule that hands
a competitive advantage to some FMB
producers at the expense of others.

Mark Anthony Brands (MAB) stated
that:

[Flederal policies favoring competition
demand that TTB consider anticipated anti-
competitive effects in choosing between
policy alternatives and seek to adopt that
alternative which promotes competitive
outcomes. The 0.5% standard would favor
larger companies, particularly America’s (and
the world’s) largest brewers, and would
therefore decrease competition in the FMB
market segment. MAB accordingly urges TTB
to reject the proposed 0.5% standard in favor
of one that allows FMB producers to compete
on a level playing field and supports future
competition.

MAB suggested that Federal policy
strongly favors marketplace competition
and discourages the unhealthy
concentration of market power in the
hands of a few dominant players. MAB
also argued that ensuring competition in
the alcohol beverage industry played an
important role in motivating Congress to
enact the FAA Act, and it cited a
provision of the legislative history of the
FAA Act, which indicated that its
promoters wanted to “enable small
units to get into the liquor industry.”
MAB also noted that the burdens of
regulation fall disproportionately on
small companies, citing a provision of
the legislative history of the Regulatory
Flexibility Act which recognized that
even if actual regulatory costs are equal
between competing large and small
firms, small firms have fewer units of
output over which to spread such costs
and are thus unable to take advantage of
the economies of scale.

As noted earlier in this comment
discussion, MAB argued that TTB
should abandon the 0.5% proposal in
favor of the majority standard. MAB
stated that the past two decades have
seen the concentration of brewing
capacity in the United States into a very
small number of hands and that while
America is home to over 1,400
breweries, the three largest brewers own
the facilities responsible for producing
over 90% of domestic beer and malt
beverages. Noting that most other
brewers are small “micro” and “regional
specialty” operations that produce their
own products, the commenter argued
that these small brewers would not have
the capacity to produce a successful
new brand. MAB suggested that because
of the costs of a new brewery, combined

with the high failure rate of new
products, production capacity presents
a formidable barrier to entry to the U.S.
beer market.

Accordingly, MAB stated that the
“few remaining ‘old regional’ brewers
today represent the only realistic way to
quickly access significant production
capacity in the U.S.” MAB argued that
the demise of America’s ““second-tier”
brewers over the past 10 years has taken
vast amounts of brewing capacity off-
line, and that a few old regional
breweries, which currently co-pack
FMB products for MAB and others, own
the remaining excess U.S. brewing
capacity. MAB concluded that a decline
in FMB sales would “likely” cause these
brewers to close their doors altogether
and that this resulting loss of
production capacity in the United States
would add costs and drive jobs
overseas.

MAB also suggested that the 0.5%
standard represented a “win-win”’
scenario for the largest brewers if they
indeed possess the technology to
produce FMBs under that standard that
achieve the same taste profile as existing
products. MAB stated that this
technology would allow them to
dominate the FMB category with their
products. On the other hand, if
consumers reject FMBs produced under
the 0.5% standard, MAB stated that ““the
largest brewers will benefit because the
elimination of the FMB category will
protect their extensive investments in
the production and distribution of
traditional beer and malt beverage
products.”

Several members of Congress
indicated that the 0.5% standard seems
designed to distort the existing market
by providing an artificial competitive
advantage for companies that currently
dominate the domestic beer industry but
that have introduced under-performing
and less popular FMB products.

We also received a comment from the
British Embassy suggesting that the
proposed rule would place an unfair
competitive disadvantage on companies
based in the United Kingdom (U.K.),
including the U.S. market leader,
threatening jobs in the U.K. and the
United States, as well as thousands of
dollars in investment.

D. Effect on the Retail Licensing System
and Overall Marketplace

1. Comments in Support of the 0.5%
Standard

Many commenters stated that the
0.5% standard would ensure product
integrity, preserve long standing
distinctions imposed on beer, wine, and
spirits, and provide a uniform and
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consistent classification system on
which States, wholesalers, retailers, and
consumers can rely. They stated that, if
adopted, the standard would help to
maintain an orderly marketplace, meet
consumer expectations for consistent
products, and help sustain the long-term
development of the FMB category.

According to several commenters,
implementation of the 0.5% standard
would avoid costly and confusing
disruptions in State licensing, taxation,
and distribution policies. Several
retailers and wholesalers feared that any
other standard could have significant
consequences for the industry and for
thousands of alcohol beverage licensees,
most of which are small businesses.
Without a clear standard, some
commenters believed that the States
would take action and may ultimately
classify these products as distilled
spirits. Such reclassification would
negatively affect beer wholesalers and
retailers because in certain States they
would no longer be able to sell these
products.

2. Comments in Support of the 51/49
Standard

In opposition to the 0.5% standard,
several FMB wholesalers expressed
concern that the standard would cause
TTB to reclassify existing FMBs as
distilled spirits. Some commenters
expressed a fear that if TTB reclassifies
these products, certain States will no
longer permit beer wholesalers to
distribute them. Some commenters
pointed out that this reclassification
would also affect retailers because in
many States only State-operated stores
can sell distilled spirits.

Many commenters, chiefly
wholesalers and their employees, as
well as employees of FMB producers,
expressed the fear that they will lose
their jobs if TTB approves the 0.5%
standard. One industry association
cautioned that approval of this standard
would cost jobs in production facilities
all across the country. Another
commenter pointed out that thousands
of businesses rely on sales of FMBs for
revenue, from the product itself and
from secondary sales. The commenter
indicated that, if implemented, Notice
No. 4 would threaten sales and put
further pressure on small businesses
already pushed to the brink.

Diageo explained that its products
have generated numerous jobs
throughout the country. Diageo noted
that it not only employs numerous
production and sales employees, but
also generates work for numerous
suppliers in areas such as glassware and
packaging materials. Diageo stated that
two of its facilities are involved in the

production of FMBs and contract
production has occurred at five non-
Diageo facilities during the past three
years.

A U.S. Senator commented that FMB
bottling facilities provide jobs and
millions in dollars to local economies
through wages, taxes, services
purchased, and other means. He stated
that any regulation that threatens the
market position of these products puts
those jobs at risk. Other U.S. Senators
commented that this proposal could
have a profound and devastating impact
on employees in their States and across
the nation. Two U.S. Senators indicated
that FMBs constitute a booming
industry that has brought a direct
benefit to their State, and they do not
wish to see its growth and associated
jobs curtailed in such an unnecessary
fashion.

A wholesaler expressed concern over
some small brewers’ claims that the
0.5% standard will not harm America’s
small brewers. This commenter asserted
that these small brewers have never
produced an FMB product and have no
intention of competing in the FMB
category in the future. Since these small
brewers have no stake in the outcome of
this proposed rulemaking, their claims
should not be considered as
authoritative. Other commenters
pointed out that it is not the job of TTB
to favor one industry over another.

E. TTB Response

1. Regulatory Burdens and Costs
Imposed by the Proposed Rule

When we issued Notice No. 4, we
certified that the proposed rule would
not have a significant impact on a
substantial number of entities. We
stated our belief that 10 or fewer
qualified small breweries manufacture
FMBs subject to the rule. We asked any
small brewery that believed it would be
significantly affected by this rule to let
us know and tell us how it would affect
them. We also certified that the
proposed rule was not a significant
regulatory action, as defined by
Executive Order 12866, because it
would not have an annual effect of $100
million or more on the United States
economy.

After reviewing the comments, we
have not changed our position on these
matters. We do not believe that the
proposed rule would have had a
significant economic impact on small
businesses, within the meaning of the
Regulatory Flexibility Act. While we
received many comments suggesting
that there would be numerous indirect
effects on wholesalers and retailers of
FMBs, we received only a few

comments from brewers that identified
themselves as small businesses
producing FMBs that would be
adversely impacted by the proposed
0.5% standard.

Nor do we believe that the proposed
rule would have been a significant
regulatory action within the meaning of
Executive Order 12866, notwithstanding
the suggestion to the contrary in the ECS
Study. The primary data for the analysis
in that study comes from FMBC
members. Because much of the
economic data submitted by FMBC
members is proprietary and
confidential, TTB cannot verify the
accuracy of the figures.

Furthermore, we are concerned that
certain parameter assumptions and
calculations in the ECS study are
questionable and could lead to an
overstatement of loss. For example,
since the study separately included
estimates of declines in Federal
corporate tax revenue, it should have
presented its estimates of declines in
profits net of taxes. Under the 0.5%
standard, ECS calculated that Federal
corporate tax revenue would decline by
$94 million in present value due to
reduced profits for FMBC firms over the
period 2004-2007. Accordingly, the
expected after-tax decline in profits for
FMBC firms would be $247 million
rather than the $341 million decline in
profits listed in the study. The study’s
use of discount rates of 20 and 30
percent to account for the increased
uncertainty of future income appears to
assume a large risk-premium. The
treatment of capital expenditures is
unclear, and the measurement of capital
stock and capital losses is questionable.

Furthermore, there is a
methodological flaw in deriving private
and public loss totals because the ECS
study looked at FMB operations in
isolation, without accounting for the
potential for increased sales of other
types of alcohol beverages. For example,
we do not agree that either the proposed
0.5% standard or the 51/49 standard
would result in significant losses of
Federal tax revenues as a result of
lowered sales of FMBs. Even if the
reformulation of popular FMB products
results in lowered sales for these
products, it does not necessarily follow
that the Federal Government would lose
tax revenues as a result. Because of
changes in consumer preference and
other factors, the relative market share
of specific products often fluctuates.
However, it is logical to assume that
most of the FMB consumers who might
abandon their favorite products as a
result of changes in taste profile would
substitute other alcohol beverages for
them.
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Thus, it is unlikely that any changes
in the relative market share of FMB
products would result in a significant
net loss of the Federal excise taxes
collected on alcohol beverages.
Furthermore, because many FMB
producers also manufacture other types
of alcohol beverages, losses in sales of
FMB products may be offset by
increased sales of other types of alcohol
beverages.

Finally, we do not believe that the
economic impact on FMBC members
can necessarily be extrapolated to the
rest of the FMB industry based simply
on market share. In fact, the FMBC, as
well as other commenters opposed to
the proposed 0.5% standard, have
argued in this rulemaking proceeding
that the 0.5% standard would benefit
America’s largest brewers at the expense
of their competitors. The comments
show that the expected costs of
compliance vary from producer to
producer. For example, as previously
noted, Anheuser-Busch commented that
it expected the total cost impact to be
minimal and did not anticipate the
“slight change in cost” to impact FMB
prices for wholesalers, retailers, or
consumers. Opponents of the 0.5%
standard cannot argue with any
consistency that the standard would
unfairly benefit their competitors, while
still maintaining that those competitors
would suffer the same costs and losses
as they would.

Nonetheless, after carefully
considering all of the comments on this
issue, TTB is persuaded that
implementation of the proposed 0.5%
standard might impose economic
burdens on a sector of the FMB industry
and adversely affect the viability of
some small brewers who produce FMBs,
as well as their ability to compete
within the beer industry.

The comments indicated that while
some brewers would be able to
reformulate without incurring
significant costs, many producers of
FMBs believe that reformulation of their
products to comply with a 0.5%
standard would result in significant
costs. The FMB producers that
commented on this issue indicated that
they would reformulate their products
as FMBs rather than produce them as
distilled spirits products. Accordingly,
the costs associated with the 0.5%
standard are not connected with the
higher Federal excise tax imposed on
distilled spirits products. Instead, these
costs are brought about by the need to
conduct research and development, and
to invest in new equipment and
technology necessary to produce FMBs
that meet the 0.5% standard. Many FMB
producers indicated that the costs of

complying with a 51/49 standard would
be significantly lower. Those FMB
producers that commented in favor of
the 0.5% standard did not specifically
address the relative costs of the two
standards, although one brewer noted
that either standard would impose some
costs.

In addition to the costs associated
with producing new FMBs that met the
new standards, many FMB producers
expressed concerns that they would not
be able to achieve the same taste profile
under the proposed 0.5% standard, and
that the 51/49 standard would afford
them more flexibility in meeting the
expectations of consumers in this area.
These producers are concerned that if
they attempt to reformulate their
products in accordance with the 0.5%
standard, consumers will not accept the
reformulated products and product sales
will go down, possibly resulting in the
disappearance of some current FMB
products from the marketplace.

A comment from FEMA supported
this concern, noting that the 0.5%
standard would make it impossible for
manufacturers to continue producing
many of the malt beverages being sold
today and would severely limit the
flavor industry’s opportunity for new
product development. We also find
persuasive the comment from Gallo,
which did not take a position on the
0.5% or 51/49 standard, but which
noted the difficulty of predicting the
impact of either standard on the taste
profile and shelf life of FMB products.

Although the number of small
brewers affected by this rule is not large,
we note that several commenters
indicated that there are fewer regional
brewers with excess production
capacity in the United States today than
in the past. Many commenters indicated
that the proposed 0.5% standard could
have a significant impact on those
regional brewers that co-pack FMBs for
other companies. In particular, we are
concerned that the economic impact of
the proposed rule may be
disproportionately borne by those small
brewers who lack the economies of scale
possessed by their larger competitors,
and who would be less able to absorb
the costs associated with reformulation
of products in accordance with the more
stringent 0.5% standard.

As arelated matter, TTB is concerned
that the proposed 0.5% rule might affect
the ability of some small brewers to
compete within the brewing industry. It
should be noted that we do not agree
with those comments that suggested that
one of the purposes of the proposed rule
was to protect either large or small
brewers from competition with
producers of FMBs. It is not TTB’s

intention in this rulemaking action to
favor any one segment of the FMB or
beer industry over another, to remove
competition in the marketplace, or to
destroy a particular category of malt
beverages simply because it is preferred
by many consumers over more
traditional brewery products. Our
statutory mission under the FAA Act is
to promote fair competition within the
malt beverage industry, not to favor one
segment of the industry over another.
Accordingly, the purpose of the final
rule is to treat all segments of the beer
and FMB industries in a fair and even
fashion.

2. Options To Reduce Regulatory
Burdens and Costs

Even if a rule is not a significant
regulatory action, Executive Order
12866 requires us to design the
regulation in the most cost-effective
manner to achieve the regulatory
objective.

We have considered several options to
reduce the regulatory burdens and
economic costs imposed by the
proposed rule. One of those options is
to exempt small businesses from the
requirements of the rule. However, this
option is not viable for several reasons.
First, one of the primary purposes of the
rule is to enhance consumer protection;
this purpose would be defeated by an
exemption for small businesses.
Furthermore, some small brewers who
produce FMBs do so under contract
with larger companies, and allowing an
exemption for these companies would
raise significant fairness issues. Finally,
and most important, since the IRC does
not authorize such a difference in tax
treatment for small producers of FMBs,
we do not believe we have statutory
authority to implement such an
exemption by regulation.

A second option we considered was
the delay of the effective date of the
final rule in order to provide adequate
time for the industry to make the
necessary changes to product
formulation. As discussed in more
detail later in this document, we have
delayed the implementation of the final
rule for one year. We believe this one-
year delayed effective date will provide
ample time for the FMB industry to
conform to the requirements of the final
rule.

The final option we considered was
adoption of the 51/49 standard instead
of the 0.5% standard. Based on the
information in the rulemaking record,
we have concluded that compliance
with the 51/49 standard will be
significantly less burdensome and costly
than compliance with the 0.5%
standard. Furthermore, based on the
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comments, it appears that adoption of
the 51/49 standard would not adversely
affect the ability of small brewers to
compete in the FMB marketplace and
would reduce the impact of the changes
needed to reformulate existing products
to comply with the final rule.

As we considered the comments and
weighed the relative merits of the 0.5%
standard and the 51/49 standard, we
also considered the issues of costs and
other regulatory burdens. As shown in
the remainder of this document, we
have tried to address these issues at
each step, so that our final rule will
achieve the goals of this rulemaking
process—protecting the revenue,
ensuring that FMB labels provide the
consumer with adequate information
about the identity of the product and do
not mislead consumers, and setting a
Federal standard for the use of added
alcohol flavors in malt beverage
products—while minimizing
unnecessary costs and other regulatory
burdens on the affected industry.

For these and other reasons set forth
later in this document, we have
concluded that we should adopt the 51/
49 standard for beers under the IRC and
for malt beverages under the FAA Act.
TTB believes that by allowing FMBs to
comply with the less stringent 51/49
standard rather than the proposed 0.5%
standard, we meet the goals of this
rulemaking proceeding and, at the same
time, lessen the potential economic
costs and other regulatory burdens
imposed on members of the FMB
industry. The other reasons for adopting
the 51/49 standard are set forth
elsewhere in this preamble.

VIII. The 0.5% Standard vs. the 51/49
Standard—Other Issues

A. Comments in Favor of the 0.5%
Standard

1. Consistency With the IRC and the
FAA Act

Many commenters found support for
the proposed 0.5% standard in the IRC
provisions establishing 0.5% as a
dividing point between products subject
to tax under the IRC and those that are
not subject to tax. For example, the Beer
Institute noted that the IRC “clearly
provides the Secretary with broad
authority to issue and enforce
regulations, to classify products for tax
purposes, and to establish a workable
administrative system to collect taxes.”
The Beer Institute stated that classifying
intoxicating liquors based on the 0.5%
cutoff has a long history, dating back to
1902 and continuing through
Prohibition. Miller commented that the
“use of what could be characterized as
a de minimis threshold such as 0.5% is

a common sense approach to the
regulation of alcohol beverages
considering that small amounts of
alcohol are present in many other
beverage products such as juice, soft
drinks, soda, and non-alcoholic beers
made by brewers.”

Several commenters noted that the
IRC and FAA Act definitions of “beer”
and “malt beverage,” respectively,
contemplate that the alcohol content in
those products must be derived from
fermentation, not from added distilled
spirits. Coors argued that while some
may argue that there is a difference
between combining distilled spirits
“directly” with a malt base and doing so
“indirectly” through the addition of
flavors, it believed that ‘“this is a
distinction without a difference.
Congress clearly intended to classify
any alcoholic beverage that contains a
mixture or dilution of distilled spirits as
‘distilled spirits.””

Several brewers commented that
neither law nor good policy supported
the 51/49 standard. Coors suggested that
while the proposed 0.5% standard
allowed the addition of a de minimis
amount of flavors, a 51/49 rule went
beyond the allowance of a de minimis
quantity of flavors. Anheuser-Busch
stated that neither the FAA Act nor the
IRC provided a basis for TTB to adopt
the 51/49 standard, arguing that “[t]he
difference of only a couple of drops
between a product that is ‘mostly’ a beer
versus ‘mostly’ a distilled spirit would
make a mockery of the law, public
policy and the many years of distinction
between malt beverages and distilled
spirits.”

2. Consumer Deception or Confusion

Many commenters supported the
proposed 0.5% standard based on the
premise that it would reduce consumer
confusion. These commenters included
consumers, State senators and
representatives, beer distributors,
merchandisers, Members of Congress,
State governors, State ABC
commissions, breweries, national
associations, State licensing and taxing
authorities, State coalitions, and
industry members.

As indicated in the comment
overview, several thousand commenters
stated that the establishment of a 0.5
percent standard would eliminate
consumer confusion, preserve the
integrity of the beer category, or provide
beer consumers with a clear
understanding of the product. Many
commenters suggested that it was
important to define the difference
between beer and other alcohol
beverages, such as distilled spirits. For
example, we received thousands of

comments suggesting that the proposed
0.5% standard was the best way to
maintain ‘“‘clear distinctions between
beer and liquor.”

Many commenters agreed that TTB
has a responsibility to protect
consumers through accurate labeling, to
ensure that products labeled as
“flavored malt beverages” are truly
products that have alcohol obtained by
the fermentation of malt. Others
believed the proposed rule would
promote consistency in consumer
expectations, clarify Federal public
policy, and end any confusion that may
linger from the past or that may arise
from alternative proposals.

Several commenters suggested that, in
the absence of a national standard,
States would enact differing standards
under which the same product may be
sold as a “beer” in one State and as a
“distilled spirits”” product in another
State. The commenters suggested that
these inconsistent standards would
confuse consumers.

Many commenters focused on
industry and consumer understanding
of the terms “beer” and “malt
beverage.” For example, the Brewers’
Association of America (BAA), a 62-
year-old trade association representing
the interests of more than 1,400 small
American breweries, submitted a
comment in support of the 0.5%
standard. The BAA stated:

The perception of the general public is that
beer is a beverage with malt flavor and hop
bitterness, flavor and aroma. Many small
brewers currently produce flavored malt
beverages that have these characteristics. The
products currently classified as FMBs and
recently analyzed by TTB display none of
these characteristics, and should not be
considered or taxed as beer.

Many commenters stated that many
FMBs do not meet the traditional
definition of beer or ale and thus blur
the line between spirits-ba