Alcohol and Tobacco Tax and Trade Bureau

ANNUAL REPORT

FISCAL YEAR 2011




TTB 2011 ANNUAL REPORT

Table of Contents

Table of Contents. . ........c.cviiiiiii ittt i i s s s s s s s annas s s s sannnnns a
Introduction ............cciiiiiiiiiiii s s i
Message from the Administrator. . ......... ... ... ittt it ii
Vision, Mission, and Values. . .. ......ouvtiittiiin i iieerienn st rnnnsrennsrsnnnrsnnnrsnnnns v
TTB Strategic Goals and Objectives. . ..........cciiiiiii it ittt iesisa s rnnnnnnsennnnns vi
TTB Office Locations. . . .. ..vvvviiiiiii it i ia it s s san s nnaann s s ssnannnnssssnnnnns vii
Part I: Management’s Discussion and Analysis . .............ciiiiiiiiniiiiiiiiiinnnnnrrrrnnnnnns 1
Profile 0f @ BUIBAU . . . . oot 1
Performance SUMMaArY . ..o 28
Financial Summary. .. ... o 36

FY 2011 Bureau Budget . . . ... oo 38

Bureau Challenges . . . ... oo 39

Part Il: Program Performance Results. . . . ..............oiiiiiiiiiiiiiiiiiiiiiiiiannnnnnnnnnns 40
Performance OVEIVIEW. . . . ..o 40
Summary of Collect the Revenue Performance ........... ..., 41
Summary of Protect the Public Performance. ......... .o 45
Summary of Management and Organizational Excellence Performance .. ................... 48
Message from the Chief Financial Officer . .............ccviiiiiiiiii ittt i iia i eaas 57
Part llI: Financial Results, Position, Condition, and Auditors’ Reports .............ccoiviiiinninnnns 59
Budget Highlights by Fund Account .. ... .. o 59

Linking Budget and Program Spending .. ........ .. 60

Systems and ControlS . . ..o oot 64
Financial Statements, Accompanying Notes, and Supplemental Information ................. 68
Independent Auditors’ REpOrtS . .. ..ot e 69

Financial Statements. .. ... 77

Table of Contents
a



TTB 2011 ANNUAL REPORT

Notes to the Financial Statements . .......... ... . i 82

Required Supplementary Information (Unaudited) ............................ 102

Other Accompanying Information (Unaudited) .............. ... .. ... ... ...... 104

Part IV: Appendices .........ouiiiin it riinnnins i iannnas s 108
Principal Officers 0f TTB . ...ttt e e e e e 108

TTB Organization Chart. . . ... .. ot e e e e 109
Connecting the Treasury and TTB Strategic Plans. . ... ... ... it 110

Table of Contents
b



TTB 2011 ANNUAL REPORT

Introduction

Supporting the Nation’s economic prosperity is at the core of the work performed by the Alcohol and
Tobacco Tax and Trade Bureau (TTB). The Bureau’s role in permitting and regulating the alcohol and
tobacco industries ensures a fair marketplace, enhanced trade opportunities, and a level playing field in
the industries we regulate.

Even in these tough economic times, the market sectors TTB regulates have continued to expand,
specifically evidenced by growth in the beverage alcohol producer and wholesaler permit applications
received by TTB. Annual tax revenue from the alcohol, tobacco, firearms, and ammunition industries is
approaching $24 billion, making TTB the third largest tax collection agency in the Federal government.
The revenue that TTB collects on these products goes toward funding national priorities.

Across government, as the resources available to agencies to effect their mandates are contracting, it is
imperative that every dollar invested in government services produce a return or demonstrate a value.
Responsible government means holding one’s self accountable to the citizens of this country, which is why
TTB combines program performance and financial data within its FY 2011 Annual Report to demonstrate
how effectively the Bureau translates its program dollars into quality service, responsible management
practices, consumer protection, and increased tax revenue.

As part of the performance and budget cycle, this report grants the Bureau an opportunity to inform
stakeholders of its successes and explain any shortfalls. The report defines the Bureau’s mission, strategic
goals, and major programs, and summarizes its progress in meeting its objectives, as stated in the TTB
strategic plan. TTB also presents financial information that depicts how TTB expended its budget on its
major programs, and accounted for tax collections from the alcohol, tobacco, firearms, and ammunition
industries.

This report presents this information in four parts:

e Part I - Management’s Discussion and Analysis. This section provides an overview of the Bureau
including its mission and programs, highlights of program and financial operations, and a summary of
TTB'’s program performance.

e Part II - Program Performance Results. This section provides a summary of results achieved for
each performance measure related to the Collect the Revenue and Protect the Public strategic goals and
an overview of the Bureau’s accomplishments under its Management and Organizational Excellence
goal.

e Part III - Financial Results, Position, Condition and Auditors” Reports. In this section, TTB
presents audited balance sheets, statements of net cost, changes in net position, budgetary resources,
and custodial activity as of and for the years ending September 30, 2011, and September 30, 2010. Also
included is a report on the Bureau’s internal control over financial reporting and a report on TTB’s
compliance with laws and regulations. This report section also includes a discussion of budget activities
for each of the Bureau’s seven major programs, and supplemental information, such as a history of
Federal excise tax collections for the past decade.

e Part IV - Appendices. This section includes a listing of TTB principal officers, an organization chart,
and strategic plan information that demonstrates the relationship between TTB’s plan and the overall

Department of the Treasury’s mission and goals.

Introduction
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Message from the Administrator

Finding new and innovative ways to accomplish our respective
missions is a shared challenge across the Federal government. The fiscal
challenges the Nation faces just add a finer point to a responsibility
incumbent upon all public servants to effectively and efficiently
administer their jurisdiction. Building a business model that is lean

and sustainable, and structured to produce maximum results for the
dollars invested, has been a primary focus for TTB in the past fiscal year.
The results of our efforts, outlined in part in this annual report, should
provide greater assurances that TTB is successful in both its revenue and
trade roles.

Already, the TTB business model produces one of the best returns of
any tax collection agency, with the Bureau bringing in $468 for every $1
spent on tax collection. In FY 2011, TTB collections on alcohol, tobacco,
and firearms products totaled $23.5 billion.

Protecting this important Federal revenue stream requires a vigorous tax enforcement program that,
until this year, was handicapped by the lack of law enforcement support to address fraud and other
criminal activity in the trade of alcohol and tobacco products. With billions of dollars of tax revenue

at stake, TTB pursued an innovative method of using a $3 million earmark from Congress to procure
special agent services from the Internal Revenue Service to enforce TTB’s criminal jurisdiction. A novelty
in government, the agreement between TTB and the IRS embodies this Bureau’s longstanding business
approach of leveraging available resources before taking on costly and duplicative infrastructure.
Contracting for agent services also ensured that the investment made by Congress in this criminal
enforcement initiative was used to maximum effect.

The results from this arrangement have exceeded all expectations. In just eight months of active
investigations, TTB opened 21 criminal cases that identified more than $20 million in tax liabilities. By
outsourcing agent services, TTB expended minimal funding in conducting these cases, and estimates the
potential return on investment for this initiative at 10:1. We believe this figure is stunted, both because of
the limitations placed on our investigations by the two-year spending authority, and because it does not
account for the deterrent impact of our law enforcement presence. Though difficult to quantify, the value
of an enforcement presence unquestionably goes beyond any direct collections that may occur to fostering
overall tax compliance. The expiration of the two-year earmark ended the reimbursable agreement with
the IRS; however, TTB will continue to rely on the partnerships forged in FY 2011 to enforce its criminal
jurisdiction in the coming year.

The past year also involved significant progress in the realization of our long-term business vision

to move our core services into the online environment. Under tight budget constraints, two e-Gov
systems—DPermits Online and Formulas Online—were launched in FY 2011. Keeping development costs
low by investing in a commercial, Web-based product, TTB released the Permits Online electronic filing
solution for permit applications in February 2011. Prior to the system’s release, staffing losses and the
rising volume of applications had reached a critical point, with the average processing time for original
permit applications projected to reach 90 days by the close of FY 2011, an erosion in service of 40 percent

Message from the Administrator
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compared to just two years ago. Delays in permit processing would have placed TTB in an anti-business
posture at a time when small business growth is needed to fuel the economy. Since its release, TTB has
achieved a 15 percent reduction in processing times for the eligible application types, issuing original
permits to businesses in 48 days compared to 57 days for the same application types submitted on paper.
The customer response to Permits Online has been extremely positive, with nearly 60 percent of permit
applicants electing to file electronically.

Further, TTB released Formulas Online in January 2011, a Web-based system that members of the

alcohol industry can use to draft and submit alcohol product formulas for TTB approval. The review of
formulations is both critical in terms of applying the appropriate tax rate and in terms of properly labeling
an alcohol beverage product. This e-Gov system also met with customer approval, with more than 500
industry members registering to use Formulas Online within the first weeks of operation. Registrations
continue to rise and, to date, more than 30 percent of formulas are received electronically, saving both the
industry and TTB time and resources in fulfilling this regulatory requirement.

In addition to its tax and regulatory functions, TTB also plays an important role in the facilitation of the
global alcohol trade. The trade in alcohol beverages has never been more robust, with the export value of
wine and spirits totaling $2.15 billion in FY 2010, a 16 percent increase from 2007. In order to catalyze the
vast opportunity for domestic businesses in overseas markets, in FY 2011, TTB advanced our network of
regulators through international agreements with Italy, France, and Canada, among others. Targeting the
top U.S. trading partners for alcohol beverages supports the Administration’s trade policy goal of doubling
U.S. exports by the end of 2014.

Ensuring that the commercial trade of alcohol beverages is fair and open to all players is also essential in
this economy, and the responsibility for overseeing the integrity of the domestic marketplace falls to TTB.
In FY 2011, with a small cadre of investigators, TTB settled a landmark series of cases in which TTB alleged
that six major alcohol beverage suppliers were furnishing illegal inducements to a retail casino chain in
return for preferential shelf space for their products. Such acts threaten fair competition in the alcohol
beverage trade, especially for small companies that cannot afford to pay fees to retailers to do business.
TTB negotiated a $1.9 million settlement for these cases, the largest set of offers in compromise ever
accepted by TTB for trade practice violations. Looking ahead, vigorous enforcement of these provisions of
the Federal Alcohol Administration Act will continue so that all who operate in the alcohol beverage trade
have equal opportunity.

In meeting our mandates, we rely on the ingenuity and expertise of a workforce of just 500 employees. In
recent years, we have had to make difficult choices in our cost-cutting efforts, the effects of which are felt
most acutely by front line staff. The ramifications of reductions in staffing levels manifested in a drastic
decline in employee satisfaction in FY 2010, as measured by the Federal human capital survey. As human
capital is the backbone of every organization, the TTB leadership team committed extensive resources
and time in the last fiscal year to soliciting input from employees on ways to improve the workplace and
putting those suggestions into effect. Validation of these efforts came in the shift in TTB’s ranking among
the Federal government’s Best Places to Work, as issued annually by the Partnership for Public Service,
from 83 in FY 2010 to 34" in FY 2011.

Though external pressures are driving change across Federal agencies, TTB has always maintained a
focus on keeping a lean and efficient business model. In keeping with our adaptive and flexible work
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culture, we intend to meet the challenges of the future with continued automation of business processes,
increasingly sophisticated risk modeling to target limited enforcement resources, and the expanded
application of statistical sampling to extend our enforcement coverage and effectively manage workloads.
These strategies will assure that we make the best use of the taxpayer dollars entrusted to us.

The Bureau has validated the accuracy, completeness, and reliability of the performance data contained in

M;q;v@-&.

John J. Manfreda

Administrator

Message from the Administrator
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Vision, Mission, and Values

Vision

Our vision is to maintain an organization of people who value each other and who treat each other

and their customers with the respect that they deserve. We intend to uphold the laws, for which we

are responsible, in a fair, equitable, and appropriate manner, affording all an opportunity to have their
opinions heard without prejudice. We intend to carry out our mission without imposing inappropriate or
undue burden on those from which TTB collects taxes and those TTB regulates.

Mission
Collect the Federal excise taxes on alcohol, tobacco, firearms, and ammunition, and assure compliance

with Federal tobacco permitting and alcohol permitting, labeling, and marketing requirements to protect
consumers.

Values

We value each other and those we serve. This Bureau:

® Upholds the highest standards of excellence and integrity;
® Provides quality service and promotes strong external partnerships;
* Develops a diverse, innovative, and well-trained workforce in order to achieve our goals; and

¢ Embraces learning and change in order to meet the challenges of the future.

Vision, Mission, and Values
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TTB Strategic Goals and Objectives

Strategic Goal: Collect the Revenue

Industry remits the proper Federal tax on alcohol, tobacco, firearms, and ammunition
products

Tax Verification and Validation. Assure voluntary compliance in the timely and accurate remittance of
tax payments

Civil and Criminal Enforcement. Detect and address excise tax evasion and other criminal violations
of the Internal Revenue Code in the industries TTB regulates

Strategic Goal: Protect the Public

Alcohol and tobacco industry operators meet permit qualifications, and alcohol beverage
products comply with Federal production, labeling, and marketing requirements

Business Integrity. Assure that only qualified persons and business entities operate within the
industries TTB regulates

Product Integrity. Assure that alcohol beverage products comply with Federal production, labeling, and
advertising requirements

Market Integrity. Assure fair trade practices throughout the alcohol beverage marketplace

Strategic Goal: Management and Organizational Excellence

Effectively managed resources and human capital for maximum performance, efficiency, and
program results

Human Capital Management. Maintain a qualified, engaged, and satisfied workforce

Technology Solutions. Deliver effective, streamlined, and flexible IT solutions that add value and
support program performance

Finance and Performance Results. Facilitate strategic management and financial accountability
through the delivery of timely and reliable financial and performance information

TTB Strategic Goals and Objectives
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TTB Office Locations

3 L -t o w.....
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711

Tampa, FL:

San Juan, PR
-

TIB at a Glance Industry at a Glance

Employees 502 Total Industry Members 56,217

Office Locations * 20 Industry Members by Permit Type

Budget Authority $100.8 Million Alcohol | 96.6%

Revenue Collected $23.5 Billion Tobacco | 1.5%

Original and Amended Permits 25,679 Firearms | 1.9%

Processed

Industry Members Not Subject to Tax 44,024

Certificate of Label Approval 145,305

Applications Received Industry Members Subject to Tax 12,193
*TTB has some offices co-located in larger cities. Those Who Filed and Paid Taxes | 7,750

TTB Office Locations

Vii



TTB 2010 ANNUAL REPORT

Page left intentionally blank.

viii



TTB 2011 ANNUAL REPORT

Part I: Management’s Discussion and Analysis

Profile of a Bureau

The mission of the Alcohol and Tobacco Tax and Trade Bureau (TTB) is to collect the Federal taxes on
alcohol, tobacco, firearms, and ammunition products and to protect the consumer of alcohol beverages
from unsafe or improperly labeled products and from unfair competitive practices in the trade of alcohol.
The Bureau’s diverse mission, and its position as a bureau of the Department of the Treasury, means that
TTB must strike a balance between its tax and regulatory functions and its role in facilitating fair and
robust economic activity in the alcohol and tobacco trades.

TTB is staffed with approximately 500 employees, most of whom report to either the headquarters office in
Washington, D.C., or the National Revenue Center in Cincinnati, Ohio. For its auditors and investigators
to most effectively operate in the field, TIB also has 11 offices in cities across the U.S., as well as Puerto
Rico. Additionally, the Bureau has two laboratory facilities in Walnut Creek, California and Beltsville,
Maryland. See Part IV of this report for a chart outlining the TTB organization structure.

The Bureau was formed in January 2003, under the Homeland Security Act of 2002, but its history began
more than 200 years ago as one of the earliest Federal tax collection agencies. Today, TTB operates under
the authorities of the Internal Revenue Code of 1986 (IRC)' and the Federal Alcohol Administration Act
(FAA Act),? including the Alcoholic Beverage Labeling Act of 1988 (ABLA)® and the Webb-Kenyon Act. *
These laws put in place strict requirements and controls related to alcohol and tobacco products and place
restrictions on who can make, sell, and distribute these commodities.

In general terms, TTB administers its jurisdiction according to two core mission areas—*Collect the
Revenue”and“Protect the Public”—to produce identifiable outcomes in support of the Nation’s financial
and economic interests.

1  Chapters 51 and 52 of the IRC provide for excise taxation and authorize operations of alcohol and tobacco producers and related industries, and
IRC sections 4181 and 4182 provide for excise taxes for firearms and ammunition.

2 The FAA Act provides for regulation of those engaged in the alcohol beverage industry and for protection of consumers through certain
requirements regarding the labeling and advertising of alcohol beverages. The FAA Act also includes provisions to preclude unfair trade practices
that serve as barriers to competition and trade in the U.S. marketplace.

3 The ABLA mandates that a Government warning statement appear on all alcohol beverages offered for sale or distribution in the United States.

4 The Webb-Kenyon Act prohibits the shipment of alcohol beverages into a State in violation of the receiving State’s laws.

Part 1: Management’'s Discussion & Analysis
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Alcohol Industry Snapshot
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Collect the Revenue

TTB is the third largest tax collection agency in the U.S. Government, behind the Internal Revenue Service
(IRS) and U.S. Customs and Border Protection (CBP). TTB’s effective administration of its collections
duties ensures that the Federal government has the cash resources needed to fund the Nation’s priorities.

TTB collected $23.5 billion in taxes

in FY 2011—a decrease of 1 percent .
compared to FY 2010 when excise tax FY 2011 Total Tax Collections

collections on these trade goods reached by Commodit

an historic high. Prior to 2008, TTB and y y
its predecessor—the Bureau of Alcohol,
Tobacco and Firearms (ATF)—collected

between $14 - $15 billion in excise taxes Tobacco
annually. Now, for the third consecutive 67%
year, TTB tax collections have exceeded Alcohol

$23 billion. 31%

The increase in tax revenue is mostly
attributable to increased receipts from
the tobacco industry. With the passage
of the Children’s Health Insurance
Program Reauthorization Act (CHIPRA)
in February 2009, Congress imposed
significantly increased tax rates on
cigarettes and other tobacco products. This legislation provided for a tax increase on all tobacco products
(except large cigars), and cigarette papers and cigarette tubes, effective April 1, 2009. In FY 2011, TTB
tobacco excise tax collections reached $15.5 billion. In forecasting tobacco revenues, Federal collections
are expected to decline after peaking in FY 2010. Higher prices on tobacco products have historically
resulted in decreased consumption and increased illicit trade, which combined would indicate declining
tax revenues in the out years.

Firearms 2%

The alcohol beverage industry in the United States pays $7.6 billion in Federal excise taxes each year

and also provides a source of tax revenue for state and local governments. Economic forecasts predict
continued modest growth in the alcohol industry, and taxes collected on alcohol beverages are expected to
continue to rise throughout the period of FY 2011 — FY 2013. TTB expects that the increase in new alcohol
businesses will be most prominent in the number of wineries, craft breweries, and craft distilleries.

Firearms and ammunition excise taxes are remitted to the Fish and Wildlife Restoration Fund under
provisions of the Pittman-Robertson Act of 1937. The U.S. Fish and Wildlife Service, which oversees

the fund, apportions the money to state governments for wildlife restoration and research, and hunter
education programs. Federal excise tax collections on firearms and ammunition have increased from $193
million in FY 2003 to $344 million in FY 2011, an increase of $151 million over the past seven years, or a
78 percent growth in Federal FAET revenues. The increase in reported tax revenue can be attributed to
industry growth, effective outreach and collection initiatives at the Bureau, and the field presence of TTB's
auditors, which continues to promote voluntary taxpayer compliance.

Part 1: Management’'s Discussion & Analysis
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Civil Tax Enforcement

Tax Classification

The tax rate on alcohol and tobacco products varies according to various characteristics of the products
themselves and the production volume of the producers. Therefore, a critical first step in tax enforcement
is the assignment of a tax class to alcohol and tobacco products based on Federal regulatory standards.

For alcohol beverages, classification requires that the Bureau review the formula of certain products before
they enter the market. For example, if an examination of the formula were to disclose that an imported
sake, which is made from fermented rice and is classified and taxed as wine, contains added spirits, then
the product is then classified and taxed as a distilled spirit. This type of formula review, known as a pre-
import approval, can have significant tax implications, as wine is subject to a lower tax rate than spirits
products.

TTB also conducts post-market product evaluations to check for proper tax classification. As an example,
TTB evaluates samples of products marketed as large cigars to verify that the products are large cigars
rather than cigarettes or small cigars, as the tax rates differ markedly between these products. In
classifying such a product under the IRC, TTB evaluates the product’s wrapper, the type of tobacco used in
the filler the product’s packaging and labeling and its weight to verify that the product meets the statutory
criteria for a large cigar.

Non-Traditional Tobacco Products

TTB also must determine the tax classification of new forms of tobacco products. Some of these new
products are a result of market innovation while others are actually products common in other countries.
In FY 2011, TTB evaluated a range of non-traditional products, such as products marketed as”electronic”
cigars, cigarettes, or pipes, and products marketed as“tobacco free” tobacco product alternatives. One
important initial factor for evaluating these products is determining whether the products contain tobacco.
If the products do not contain tobacco, the tax would not apply. To do so, the TTB Tobacco Laboratory
developed a method to confirm the presence of tobacco in these unconventional products. The tobacco
verification determinations are also relevant to states, which defer to TTB for such determinations, and
other Federal agencies, such as the Food and Drug Administration (FDA).

Regulatory Standards for Tobacco Products

As a result of CHIPRA, the tax on small cigars and small cigarettes was made equivalent, at $50.33 per
1,000 sticks. While the tax issue was resolved by this parity, the need for appropriate classification of
these products remains, since other laws make a distinction between cigars and cigarettes, and impose
more stringent regulatory restrictions over cigarettes but not cigars. For example, the Jenkins Act, recently
amended by the Prevent All Cigarette Trafficking (PACT) Act, applies restrictions on delivery and Internet
sales of cigarettes and smokeless tobacco products and on mailing such products through the U.S. Postal
Service (USPS), but these restrictions do not apply to cigars. In this case, and in all instances where
cigarettes are more restrictively regulated than cigars, the incentive for industry to misclassify these
products remains.

Part 1: Management’'s Discussion & Analysis
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From an excise tax perspective, since the enactment of
CHIPRA issues relating to distinguishing between cigars and
cigarettes are less prominent because the tax on cigarettes and
small cigars is now the same, while issues relating to verifying
that a product is a large rather than a small cigar have become
more prominent.

The distinction between small cigars and large cigars is a
straightforward one based solely on weight, that is, large
cigars weigh over 3 pounds per 1,000 while small cigars
weigh 3 pounds per 1,000 sticks or less. However, the tax on
large cigars is based on the sale price (the price sold by the
manufacturer or importer) while the tax on small cigars is a
fixed per-unit tax ($50.33 per 1,000). As a result, the tax on
inexpensive large cigars may be quite a bit less than that on
small cigars. For manufacturers and importers of inexpensive
cigars that are relatively close to the 3-pound per 1,000
dividing line, the incentive is to ensure that these products
weigh just enough to meet the weight criteria of large cigars.
Hence, after the enactment of CHIPRA, TTB saw that a
number of the products that it had evaluated and determined
to be small cigars prior to CHIPRA were now just over 3
pounds per 1,000.

An even more significant issue since the enactment of
CHIPRA, and one of ongoing concern, is the shift in the pipe
tobacco and roll-your-own (RYO) tobacco products. Prior

to CHIPRA, the tax rates on pipe tobacco and RYO tobacco
were the same at just under $1.10 per pound. As a result of
CHIPRA, the tax on pipe tobacco was increased to just over
$2.83 per pound, while the tax on RYO tobacco was increased
to $24.78 per pound. This significant tax difference resulted
in a dramatic shift in the volume of pipe tobacco and RYO
tobacco reported as removed by domestic manufacturers from
their manufacturing premises for sale in the United States. In
short, the amount of pipe tobacco removed greatly increased
while the amount of RYO tobacco removed declined.

Under the IRC, pipe tobacco is any tobacco which, because

of its appearance, type, packaging, or labeling, is suitable for
use and likely to be offered to, or purchased by, consumers as
tobacco to be smoked in a pipe. RYO tobacco is defined as
any tobacco which, because of its appearance, type, packaging,
or labeling, is suitable for use and likely to be offered to, or
purchased by, consumers as tobacco for making cigarettes or
cigars, or for use as wrappers of cigars or cigarettes.

Because of the lack of clear standards in the tax code to
differentiate pipe tobacco from RYO tobacco, and the
consequent potential for misclassification and erroneous tax
payment on these products, TTB published a notice in the
Federal Register (75 FR 42659) seeking comment on the types

Effect of CHIPRA on Taxable
Removals of Tobacco Products

The taxes imposed on tobacco products are
determined at the time the product is removed for
sale from the manufacturing premises. Since the
enactment of CHIPRA, significant shifts in the

tobacco products industry have surfaced, particularly

in the markets for small and large cigars and RYO
and pipe tobacco. The revenue losses just from

the shift in RYO and pipe tobacco removals,
assuming the market shift is attributable to the
tax rate increase, exceed $1 billion since the
enactment of CHIPRA.

Pre-CHIPRA Reported Removals of
Small and Large Cigars

Large Cigars

48% Small Cigars

52%

Total Removals between April 1, 2008 - March 31, 2009

Post-CHIPRA Reported Removals of
Small and Large Cigars
Small Cigars 11%

Large Cigars 89%

Total Removals between April 1, 2009 - March 31, 2010

Pre-CHIPRA Reported Removals of Pipe
and Roll-Your-Own Tobacco

Pipe
14%

RYO 86%

Total Removals of 23.5 Million Pounds in Calendar Year 2008

Post-CHIPRA Reported Removals of
Pipe and Roll-Your-Own Tobacco

RYO 21%

Total Removals of 28.2 Million Pounds in Calendar Year 2010

Part 1: Management’'s Discussion & Analysis
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of objective standards that would provide a basis for differentiating between these two products for tax
purposes. The comment period was reopened to address comments received after the public comment
period ended and the extended period closed on October 24, 2011. At the same time, the TTB Tobacco
Laboratory has been evaluating proposed methods and standards, and undertaking research to develop
methods and standards, in support of this rulemaking. The goal is to set forth a set of objective criteria,
based on physical characteristics of the products, that distinguish between pipe tobacco and RYO for tax
purposes. TTB intends to publish subsequent rulemaking in this area.

Tax Verification

In effecting its revenue mission, TTB uses a coordinated enforcement approach to verify that industry
members remit the excise taxes due on the alcohol, tobacco, firearms, and ammunition products sold to
U.S. consumers. The Bureau’s auditors, investigators, chemists, and tax and regulatory specialists work
in concert to verify and validate that industry members pay the proper amount of tax on these strictly
regulated commodities.

The strategic risk-based approach used to deploy limited staff resources enables TTB to leverage its field
presence to cover a wide universe of taxpayers. TTB field personnel conduct targeted compliance audits
and investigations based on risk and random factors. Working on taxpayer premises, TTB auditors and
investigators review the production records and returns of industry members to ensure compliance with
Federal tax and regulatory requirements. In FY 2011, these combined efforts resulted in the identification
of $35 million in additional tax, penalties, and interest, and the collection of more than $15 million in
additional tax revenue.

Floor Stocks Tax Enforcement

In FY 2011, TTB continued to address the significant revenue exposure that remains from the floor stocks
tax (FST) levied on tobacco products under the CHIPRA legislation. An FST is a one-time excise tax
placed on a commodity undergoing a tax increase, and was imposed on all tobacco products held for
sale as of April 1, 2009. The FST is equal to the difference between the new tax rate and the previous
rate. AsTTB has no regulatory authority over tobacco wholesalers and retailers, the FST represented

an enforcement challenge by adding approximately 400,000 new taxpayers to TTB’s enforcement
responsibility. In two years, TTB has identified $16.3 million in underpaid FST, and collected $8.5 million
in additional FST collections.

Since its enactment, TTB has continued its FST enforcement efforts based, in part, on findings that many
wholesalers and retailers failed to report or underreported their tobacco inventory and associated tax
payments. Field examinations of the largest FST taxpayers have been initiated, and on-site examinations
will continue into FY 2012; however, the number of FST non-filers is so great that existing enforcement
resources cannot conduct on-site examinations of the entire population of high-risk taxpayers. In FY 2011,
TTB developed a procedure to pursue tax liabilities at companies where targeting analysis indicates FST
liabilities exist, but where it is not cost effective or otherwise practical to conduct an on-site examination.

The procedure combines field analytics with a risk-based assessment approach to identify tobacco
wholesalers and retailers that sourced tobacco product during the month of March 2009, but either did
not file an FST return or filed an FST return declaring zero FST liability. TTB auditors use Federal and state
databases, as well as third-party commercial data, to target non-filers, and the National Revenue Center
uses a“substitute-for-return” process to issue assessments on the estimated tax liabilities en masse. The
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IRC permits TTB to create a tax return for a taxpayer where no return has been filed, or the return that
was filed is considered false. TTB may use the information collected in the course of FST enforcement, if
sufficiently detailed, to create a tax return, in what is commonly called a“substitute-for-return” process.
Initial estimates based on this procedure indicate that the FST revenue risk is more than $25 million.

Targeted Tax Enforcement

In FY 2011, TTB used current intelligence on potential vulnerabilities in the distribution chains for tobacco
to enhance its risk models and better target its enforcement efforts to protect Federal revenues.

Due to the known revenue risk in the import and export trade in tobacco products, and as the Federal
permitting authority for tobacco importers, TTB developed a tobacco importer risk model to identify the
highest risk tobacco importers in TTB’s portfolio. In FY 2011, the Bureau’s audits of these businesses
resulted in the identification of more than $10 million in additional excise tax liability. TTB referred these
cases to CBP, the authority for collecting the Federal excise tax on imported products.

Additionally, as required by the CHIPRA legislation, tobacco processors now report to TTB on the removal,
transfer, or sale of processed tobacco. As processed tobacco is untaxed, there is significant revenue

risk if this product is diverted outside the lawful distribution chain for use in the illegal manufacture

of tobacco products. In FY 2011, TTB initiated a pilot project, driven by a newly developed risk model,
which indicated that processed tobacco was being distributed to non-permitted manufacturers who did
not report or file Federal excise taxes. There are 30 domestic tobacco processors and 179 importers of
processed tobacco who distribute approximately 1.1 billion pounds of processed tobacco to a myriad of
brokers, manufacturers, and other tobacco processors. The TTB risk model developed for the pilot project
indicated that many of these businesses warranted a joint investigation/audit to determine compliance
with TTB laws and regulations and to validate the amounts of processed tobacco reported in their filings.

TTB conducted field examinations of these manufacturers and importers of processed tobacco, and
conducted subsequent audits and forward traces of processed tobacco removals outside of the permitted
system. As of the close of FY 2011, this work had identified the potential for approximately $9 million

in additional Federal excise tax due on illegally manufactured tobacco products. To date, through its
efforts to trace processed tobacco from manufacturers and importers to various points in the distribution
system, TTB has collected $1 million from a tobacco importer. Additionally, these efforts found that large
quantities of processed tobacco were being reported as shipped to two warehouses that either didn't exist
or never received the product. The potential tax liability for these processed tobacco shipments (if made
into cigarettes) exceeds $5 million. In terms of criminal activity, this initiative identified several illegal
manufacturers, to date, and one criminal case referral to a United States Attorney’s office; that office is
currently investigating the case for potential prosecution. This pilot project will be rolled out nationwide
in FY 2012.

Criminal Enforcement

TTB is the sole agency with jurisdiction over Federal excise tax evasion in relation to alcohol and tobacco
products. Under its criminal authority, TTB is charged with identifying any gaps in tax payment from
entities and individuals operating outside of the lawful distribution system for alcohol and tobacco
products. Using leads from referrals, government databases, and other external sources, as well as internal
data, TTB is able to identify trends and schemes used to facilitate tax fraud and diversion.
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Tax fraud in the alcohol and tobacco industries, whether through unlawful product diversion or other
means, poses a high risk to Federal revenue collection as well as a lucrative funding source for criminal or
terrorist organizations.> Diversion activity also undermines Federal and state tax interests in promoting
fair competition within interstate commerce. Further, the illicit trade of alcohol and tobacco products

also undermines public health policy by allowing the introduction of illegally manufactured or distributed
products into the marketplace at reduced prices, thereby making them more accessible or affordable, thus
directly contravening tax policies aimed at reducing consumption. Consequently, non-taxpaid alcohol and
tobacco products offer a cheap alternative to price-sensitive consumers who might otherwise abstain from
use.

The recent increases in the Federal and state taxes ® on tobacco products establish a compelling motivation
for unlawful operators to use diversion as a means to achieve enormous profits with relative ease.” In
addition to Treasury Department estimates regarding the range of potential revenue loss from Federal
excise tax on tobacco®, a September 2009 Department of Justice Inspector General report cites estimates
that the diversion of tobacco products costs Federal and state governments over $5 billion in lost tax
revenues annually. Diversion of tax is not limited to the tobacco trade. Though TTB has no similar
estimates of revenue losses from the diversion of alcohol, criminal case work in FY 2011 indicates that
fraud in the alcohol beverage trade poses a serious revenue threat.

Establishment of a TTB Criminal Enforcement Program

Until FY 2011, addressing criminal activity in the alcohol and tobacco industries required that TTB
coordinate with other law enforcement agencies to effect the Bureau’s criminal jurisdiction. Recognizing
the Bureau'’s lack of resources to hire special agents and its inability to enforce its criminal jurisdiction
without its own agents, Congress granted TTB special funding under the Consolidated Appropriations Act
of 2010 “for the hiring, training, and equipping of special agents.” With this funding, TTB negotiated an
agreement with IRS Criminal Investigation (IRS CI) to provide criminal investigative services, effectively
allowing TTB to contract out agents to enforce its laws under TTB’s own authority. This arrangement
allowed TTB to engage in operations quickly and to bypass operational costs associated with standing up
a law enforcement arm, both of which were critical considerations given the expiration of the two-year
funding at the close of FY 2011. The agreement, which took effect October 1, 2010, provided for both
infrastructural support, such as training, vehicles, weapons, and medical testing, and for the provision of
special agents themselves.

5  Department of Justice, Office of the Inspector General Report Number I-2009-005,“The Bureau of Alcohol, Tobacco, Firearms and Explosives”
Efforts to Prevent the Diversion of Tobacco,” September 2009.

6  Between 2005 and 2009, 32 states and the District of Columbia have raised cigarette excise taxes a combined total of 51 times.

7 Toillustrate the potential profit margin for those engaged in the illicit tobacco trade, a product that is introduced into New York City without
payment of any federal or state taxes or applicable fees presents an illegal profit of $58.60 per carton, based upon the evasion of taxes and fees. This
translates into $3,516 per case, or approximately $3.2 million per truckload.

8  A2010 U.S.Treasury Department report (based on tax rates in effect prior to the enactment of CHIPRA) estimated that for the year 2007, the
diversion of tobacco products may have cost the Federal government in the range of $500 million to $1.5 billion, depending on a correction factor
applied. Applying the new tax rate, Federal losses could range between $1.5 billion and $4.5 billion.
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Pursuant to this agreement, a Special Agent in Charge (SAC) and five special agents were assigned full-
time to TTB. The SAC and the special agents were chosen based on their experience with conducting
criminal tax fraud investigations and were assigned to geographic areas that had known alcohol and
tobacco criminal and diversion related activity. Further, recognizing the expertise required to work these
cases effectively, TTB established permanent fraud teams within its audit and investigator workforce; these
fraud teams coordinate with TTB’s tobacco laboratory, to successfully support special agents in making
criminal diversion cases. The complexity of diversion cases requires leveraging all of TTB’s enforcement
resources to identify, develop, and successfully prosecute offenders.

Criminal Enforcement Program Results

In its one year of operations, the criminal enforcement program at TTB produced significant results.

With only six TTB special agents, a total of 21 cases were opened within just eight months, with a total
estimated tax liability of over $20 million. These cases were selected, in part, based upon likelihood of
completion within the period of the contract authorized under TTB’s appropriations. TTB referred 19 of
these cases to an Assistant United States Attorney (AUSA), each of which were accepted and are currently
under investigation. This unprecedented acceptance rate on criminal referrals demonstrates not only

the magnitude of the cases but also the strength of the case on the merits. This success rate reflects the
synergy that results from experienced civil fraud auditors and investigators who know the industry and its
trade channels working with skilled agents to develop the criminal case.

The types of investigations developed during the short amount of time that the criminal enforcement
program was underway were wide ranging and are representative of the extensive type of tax fraud and
criminal activity surrounding illegal alcohol and tobacco activities. The schemes employed to evade excise
tax payment include:

* Manufacturing of tobacco products without payment of Federal excise tax
¢ (igarette distributors evading tobacco FST

® (igarette distributors selling”exported” cigarettes in the U.S. without payment of Federal
excise tax

* (igarettes smuggled into the U.S. without payment of Federal excise tax

e Failure to pay Federal excise tax on distilled spirits produced

® Importation of misclassified distilled spirits to evade Federal excise tax

® Operating without a permit/wholesaling violations

® Importing alcohol without a permit

¢ False wine labeling and sales of counterfeit wine
Significantly, though criminal cases often are multi-year endeavors, TTB forwarded for prosecution two
criminal investigations in FY 2011 that resulted in guilty pleas by the respective defendants. The first
investigation forwarded for prosecution involved an imported distilled spirits product, known as Soju,
which was intentionally misclassified as wine upon importation. By falsifying import documentation,

the defendant avoided paying the Federal excise tax due on these shipments. The case resulted in a plea
agreement of nearly $102,000. The second case referred for prosecution involved a criminal case related
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to the evasion of FST on cigarettes. TTB special agents and other field staff conducted mass interviews of
persons who were falsely reported to be customers of the subject tobacco distributor. This coordinated
effort lead to the verification that the subject was evading approximately $92,000 in FST. The subject
recently signed a guilty plea.

TTB also continued joint investigations with its partner law enforcement agencies in FY 2011, and reached
an historic settlement with a Native American tribe involved in the manufacturing of cigarettes without

a Federal permit or payment of excise taxes. Enforcement of Federal excise tax laws on Native American
reservations involves the application of Federal revenue laws to activities that occur on tribal lands, and
associated issues involving claims of tribal sovereignty in some instances, particularly on the St. Regis
Mohawk Indian Reservation in New York. These matters are extremely sensitive and have presented
difficult enforcement issues based upon existing law establishing that Federal excise tax laws apply on
Native American lands. Over the last several years, TTB has made substantial progress in resolving

these cases by working with the Bureau of Alcohol, Tobacco, Firearms and Explosives (ATF) to achieve
settlement agreements with the four largest manufacturers on the St. Regis Mohawk reservation. Under
these agreements, the parties have resolved past non-compliance issues and agreed to comply with
Federal tobacco tax laws in the future. During 2011, TTB, working with ATF, resolved the last of the four
largest illegal manufacturing cases there. In this last case, TTB and ATF accepted a $1.25 million forfeiture,
paid to ATE, from the unlicensed cigarette manufacturer for prior violations of the IRC, as well as the
Contraband Cigarette Trafficking Act (CCTA).° The illicit manufacturer agreed to come into compliance
with all applicable Federal statutes and regulations, pay all Federal taxes due under the IRC, and cease its
operation of a cigarette sales Internet site, which violates the Prevent All Cigarette Trafficking Act. As part
of the settlement, TTB agreed to issue a permit to this company to manufacture tobacco products.

Several unlicensed cigarette manufacturers continue to operate on the St. Regis Mohawk reservation,
which straddles the border between the United States and Canada. In FY 2012, TTB will continue to work
with the various businesses on the reservation, ATFE, and the U.S. Attorney’s Office, to either bring all of
the illegal operations into compliance or cease their operations.

Protect the Public

The TTB Protect the Public strategic goal has broad meaning and is inclusive of activities that directly
impact American consumers, such as product safety testing and the verification of labeling claims so that
products are safe and are what their labels and advertisements claim them to be, as well as work that
directly impacts the U.S. economy by facilitating vigorous trade and fair competition within the alcohol
beverage trade. Consumer confidence, both domestically and abroad, in the alcohol beverage products
manufactured in the U.S and a fair playing field within the marketplace, are critical to fueling the economy
and promoting job growth.

9  The CCTA, 18 U.S.C. chapter 114, prohibits the introduction of cigarettes into a state without the required reporting and payment of that state’s
taxes. The CCTA makes it a Federal felony for certain persons to traffic in contraband tobacco products or make false representations in records
required by the Act.
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Alcohol Industry Permit Activity
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The number of wineries and breweries in the U.S. continues
to trend up even during a period of recession in the global
economy. Both the number of wineries and breweries has
grown approximately 40 percent since FY 2007. Market
data indicates that growth is strong in the craft brewer
segment, which includes microbreweries and brewpubs.
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The number of U.S. distilleries has increased by 79
percent since 2007. Over the last five years, there has
been explosive growth in the number of craft distillers,
defined as beverage distilled spirits plants that taxpaid less
than 100,000 proof gallons annually. This segment has
increased by more than 130 percent since FY 2007.

TTB’s work in this mission area aligns under four
programs: 1) Permits and Business Assurance; 2)
Trade Facilitation; 3) Advertising, Labeling, and
Product Safety; and 4) Outreach and Voluntary
Compliance. Taken together, these programs ensure
the integrity of the businesses that produce and
distribute alcohol and tobacco products, the integrity
of the products themselves, and the integrity of the
market in which these businesses operate.

Business Integrity

The FAA Act includes provisions to require a permit
for those who engage in the business as a producer,
importer, or wholesaler of alcohol beverages. The IRC
includes similar permitting requirements for tobacco
manufacturers, importers, and export warehouses, as
well as some alcohol industry members.

Under its FAA Act authority, TTB conducts a multi-
tiered background evaluation prior to issuing a permit
to ensure that only qualified persons obtain a permit
to operate within the regulated industries. Through
this process, and other activities under its Permits
and Business Assurance Program, TTB prevents
prohibited persons from commencing operations
and potentially diverting products from legitimate
commercial channels in order to fund illicit activity.
Given the substantial tax revenue associated with
the commodities TTB regulates, and the distribution
controls associated with them, the incentive to
operate under color of law for illegal purpose

and illegal profit is substantial and, therefore, an
important area of the Bureau’s focus.

Given shrinking resources, TTB has to effectively
target its regulatory enforcement efforts to ensure
results. In reviewing permit applications, certain
applications are referred to TTB investigators for a
field inspection, based upon various risk factors.

TTB investigators also perform field investigations

on a statistically random sample of applicants who
received a permit to ensure that the proprietor is
eligible to operate within the TTB regulated industries
and to verify that the business’ operations comply
with Federal law. IfTTB determines that a business is
violating the conditions of its Federal permit, TTB may
suspend or revoke its permit to operate.
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Efficiency in permit processing is equally critical to the Department of the Treasury’s goal of improved
economic opportunity. In addition to ensuring a lawful marketplace by preventing diversion, improving
turnaround time for permit application processing enables those who are qualified to hold a permit in the
alcohol and tobacco industries to begin operating businesses sooner, facilitating U.S. economic growth in
a fair marketplace.

TTB facilitates growth in the U.S. economy by enabling qualified applicants to enter business as an alcohol
producer, wholesaler or importer, or as a tobacco products manufacturer, importer or exporter. The
number of applicants filing for an original permit or registration with TTB has grown 11 percent between
FY 2007 and FY 2011. Today, the Bureau regulates 56,217 industry members, an increase of 27 percent
over the 44,138 permit holders in FY 2007.

Importing Tobacco Products without a Permit

In support of the Bureau’s business integrity objectives, TTB monitors compliance with Federal permit
requirements among tobacco product importers by comparing the import records in U.S. Customs and
Border Protection’s International Trade Data System to the permit records on file in the TTB Integrated
Revenue Information System (IRIS)—the Bureau’s integrated tax and permit database. In FY 2011, TTB
intelligence analysts were able to identify 47 entities (14 percent of active tobacco importers in FY 2011)
importing product illegally through this comparison, and responded by issuing cease and desist letters
to the culpable individuals. These efforts to address compliance violations have proven effective, as all
of the importer entities notified by TTB have come into compliance or ceased operations, and the overall
rate of non-compliance has declined since FY 2008, based upon this comparison activity. CBP is the
Federal agency responsible for collecting taxes and duties due on these imported products. The tax value
of these imports as declared to CBP is $375,000. It is important to point out that, while this activity is vital
to detect declared importations of tobacco, the fundamental nature of illicit activity is to evade detection.
Therefore, while this program addresses non-compliance by known entities, TTB relies upon and is
developing other methods to detect undeclared importations and the substantial potential tax value that
they entail.

Since the Bureau began this enforcement strategy, the rate of non-permitted tobacco importers that have
declared entries of tobacco products to U.S. Customs has declined. Since FY 2008, the level of illegal
importers fell from 22 percent to 14 percent in FY 2011. However, as tobacco products are often smuggled
into the U.S. through undeclared importations, TTB must continue to supplement these data mining
efforts and to monitor importer activity through audits, investigations, and other intelligence efforts in
order to truly address the issue of illegal importations and the persons who trade in the illicit market.

Improvements to Permit Application Processing

TTB currently processes application packets for more than 20 types of permits or registrations for the
alcohol, tobacco, firearms, and ammunition industries. New or existing alcohol and tobacco industry
members file these packets to request permission to commence a new regulated industry operation, or
to update critical permit information such as a change in location or partnership changes for an existing
business.

Over the past several years, the number of permit applications that TTB receives has increased drastically.
The increase in workload volume combined with stagnant resources has made it difficult for the Bureau to
maintain service levels. Since 2003, TTB’s permit processing workload has increased 56 percent. Between
FY 2010 and FY 2011, TTB’s permit processing activity has increased 7 percent. Without intervening
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action, TTB projections estimated reaching 90-day turnaround times for original permit applications at the
close of FY 2011, compared to 65 days in FY 2010.

In FY 2011, TTB acted to address these service delivery issues through its successful release of a new
electronic permit application processing system, Permits Online. With the first two releases, in February
and April 2011, Permits Online currently allows certain industry members—alcohol wholesalers, alcohol
importers, wineries, specially denatured alcohol users or dealers, and tax-free alcohol users—to complete
and submit permit applications online. These application types account for more than 70 percent of the
total number of original permit applications TTB receives. Future phases will allow all types of industry
members to submit applications electronically through Permits Online.

Significant system features include online self-registration, self-monitoring of an application’s status,
and electronically guided assistance through the application process. The built-in prompts and self-
help instructions at each step of the application process also assure that the applications that reach TTB
specialists are completed correctly and contain all the required documentation.

Permits Online also has created workflow efficiencies that allow TTB to process electronic applications
nine days faster than paper applications that the Bureau receives at the same time. Industry members
who use Permits Online also save approximately six days on mailing delays from the time they submit
their applications to the time they receive their approval documents.

The impact of Permits Online has been substantial. Prior to the system release, projections for average
annual processing times for FY 2011 were 90 days, an increase of nearly 40 percent compared to the prior
year, given the increase in applications received and the staffing reductions as part of government-wide
efficiency efforts. TTB expects the Permits Online system to enable TTB to exceed this projected processing
time, and target an average of 75 days to process an original permit application.

The strategic investment that TTB made in the Permits Online system was critical to improving business
results for this TTB program, which has real value in terms of supporting the Nation’s economic recovery.
Not acting on delays in permit issuance would have placed TTB in an anti-business posture at a time
when job creation and United States competitiveness abroad are national priorities. The new businesses
permitted by TTB are predominantly small businesses, and contribute to job opportunities locally and to
America’s competitiveness in the global market.

Market Integrity

TTB is charged with assuring that the alcohol marketplace is free from practices that would stifle
competition and act as a barrier to trade. TTB, under its Trade Facilitation program, meets this mandate
through a variety of activities, ranging from investigations of the commercial trade of alcohol beverages
to liasing with foreign counterpart agencies to keep the channels of commerce open and operating in
compliance with U.S. and international laws.

TTB works with industry, foreign and state governments, and other interested parties to maintain the
appropriate level of industry and market oversight to ensure compliance with Federal product and trade
requirements. An effective Trade Facilitation program keeps the domestic market operating on a level
playing field, opens new markets to domestic alcohol producers, and positively influences the balance of
trade with respect to alcohol beverages.
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TTB’s work in this area has direct influence on the Nation’s economic recovery. A 2007 industry trade
association report shows that the alcohol beverage industry contributes directly or indirectly to the U.S.
economy by providing nearly 4 million jobs and roughly $400 billion in economic activity. Overseas
demand for the products TTB regulates continues to grow, with U.S. exports of all alcohol beverages
totaling $2.3 billion in 2010. The majority of these exports are spirits and wine products. In just examining
the wine sector, 81 percent of world wine consumption is outside of the U.S., indicating that these
industries may contribute significantly to the U.S. trade policy goal to double all exports in 5 years, as
stated in the President’s National Export Initiative.

Promoting Fair Competition in the U.S. Marketplace

As part of its Trade Facilitation Program, TTB has reinvigorated FAA Act trade practices activities to
investigate acts that violate Federal law relating to alcohol beverage marketing practices. The FAA Act
provisions that TTB enforces require TTB to ensure fair competition in the alcohol beverage trade by
ensuring that persons who engage in the trade are qualified to do so within the meaning of the statute
and by regulating the trade practices, labeling, and advertising concerning the sale of alcohol beverages.
Regulated trade practices entail restrictions involving exclusive outlets, tied house arrangements,
commercial bribery, and consignment sales. Unlawful trade practices threaten fair competition because
such practices undermine equal access to the marketplace, precluding healthy small business activity, and
limit consumer choices by allowing influential producers to unlawfully interfere with the supply chain.

In FY 2011, TTB concluded a nationwide trade practice investigation of some of the largest alcohol
beverage suppliers in the United States. The suppliers were alleged to have violated the tied house
“slotting fee” provisions of the FAA Act by offering inducements to a large casino chain in order to receive
preferred shelf and warehouse space. TTB accepted offers in compromise totaling approximately $1.9
million from six companies—Diageo North America, Inc.; Period Ricardo USA, LLC; Moet Hennessey
USA, Inc.; Bacardi USA; Future Brands; and E. & J. Gallo Winery. This case marked the largest set of offers
in compromise ever accepted by TTB for trade practice violations.

The allegations of tied house violations stem from the companies’participation in the 2008-2009 Harrah’s
Nationwide Beverage Program. The TTB investigation, which focused on activities in the Las Vegas area,
alleges that the companies collectively furnished nearly $2 million in inducements through a third party
to Harrah’s Entertainment’s hotel and casino subsidiary corporations during the two year period of the
program. TTB alleges that the purpose of these inducements was to obtain preferential product display
and shelf space (also known as slotting fees) at Harrah’s Hotels and Casinos

Payment of slotting fees by an alcohol beverage supplier to an alcohol beverage retailer is an unlawful
marketing inducement which creates an artificial barrier to open and fair competition especially for small
to medium-sized companies that cannot afford to pay such fees, and to other companies that refuse to pay
them.
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Facilitating U.S. Penetration into Foreign Markets

TTB has been actively engaged in program activity to promote fair and open trade supports the Nation’s
economic recovery. U.S. exports of alcohol beverages totaled $2.3 billion in 2010. As the technical expert
in these commodities, TTB seeks to promote U.S. exports by facilitating industry compliance with foreign
requirements and by working with foreign regulators to address barriers that block market access for
U.S. products. Through its international outreach, TTB has arranged for the elimination or reduction of
certification requirements for wine exported to the European Union, Argentina, Australia, Canada, Chile,
Georgia, New Zealand, and South Africa.

Trends in the Import and Export of Alcohol Beverages
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The value of the commodities that TTB regulates has
increased, particularly in regard to wine products.

In 2010, for example, global exports of LLS. wine
totaled more than $1 billion, which represents a 23
percent increase from 2009. With the exception of the
2009 calendar year, exports of wine (by value) have
increased each year since 2006. Distilled spirits exports
reflect a similar trend, though at a more moderate
level. Global exports of ULS. spirits totaled more than
$1.15 billion, representing a 12 percent increase over
the same period in 2010. Malt beverage exports also
indicate a positive trend, with a consistent increase in
exports since 2006.

Imports of beverage alcohol products (by value) in
2010 increased from previous years. From 2009 to
2010, there was a 9 percent increase in wine, a 13
percent increase in distilled spirits, and a 2 percent
increase in malt beverages. Statistics indicate a slight
decrease in imports from 2008 to 2009, which was
also a trend with exports. Aside from distilled spirits
imports, which totaled more than $5.18 billion in
2010, no other commodities have reached their 2008
peaks.
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Trade Certificate Processing
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In FY 2011, TTB issued almost 9,000 export
certificates for wine and distilled spirits
products. Without these certificates, U.S.
alcohol beverage producers and exporters
cannot register or sell their products in many
key markets abroad, such as China, the
European Union (EU), and Japan. TTB's
workload in processing export certificates
increased by 45 percent between FY 2007 and
FY 2010, reflecting both an increase in exports
— wine and spirits exports in 2010 totaled
$2.15 billion, a 16 percent increase from
2007 — as well as the establishment of new
certification requirements in emerging markets
such as Brazil.

These developments have emphasized the
importance of working with trading partners
to eliminate unnecessary or burdensome
certification requirements. In recent years,
through its international efforts, TTB has
arranged for the elimination or reduction of
certification requirements for wine exported
to the 27 countries of the EU, as well as to
members of the World Wine Trade Group
(Argentina, Australia, Canada, Chile, Georgia,
New Zealand, and South Africa). Export
certifications as a whole declined 8 percent
between FY 2010 and FY 2011, principally
in the VI1 forms required for wine exported to
the EU.

For those countries that maintain a certification
requirement, in FY 2011, TTB issued nearly 9,000 export
certificates for beer, wine, and distilled spirits. Without these
certificates, which are only issued by TTB, U.S. producers

of alcohol beverages cannot sell their products in major
markets abroad. TTB must process certificates for U.S.
producers in order for the producers to be able to make
export sales, because many foreign countries require that
an appropriate authority from the exporting government
certify exports of alcohol beverages to that country. This
activity furthers TTB’s goal of ensuring product integrity

of domestically produced alcohol beverages, but more
importantly facilitates the export trade in alcohol beverages,
which in turn creates jobs and helps economic growth.

In calendar year 2010, TTB’s certification of export
documents allowed almost $275,000,000 worth of domestic
alcohol beverages to be sold to foreign customers. TTB
expects FY 2011 figures, once available, to be similar. In FY
2012, TTB will continue certifying documents required for
U.S. exports, and will track the dollar value of the program
in terms of U.S. exports.

Preventing and Addressing Barriers to Trade

The TTB Trade Facilitation Program also involves
identifying and addressing barriers to trade in the
international marketplace. TTB is the principal advisor

and technical expert for the Office of the United States
Trade Representative (USTR) and other Federal agencies

in the administration of U.S. alcohol laws, regulations, and
policies, and coordinates with these agencies as appropriate
in responding to alcohol beverage and tobacco trade issues.
TTB provides expert reviews of foreign regulatory proposals
impacting the alcohol and tobacco trade to identify and
assess the impact of potential trade barriers for U.S. alcohol
and tobacco exporters. The USTR estimates that between
10 percent and 20 percent of new barriers to trade relate to
alcohol beverages, and TTB plays a crucial role in the early
identification and resolution of these issues.

TTB also works to address barriers in the international
marketplace by participating with other Federal agencies

in the negotiation of international trade agreements

related to alcohol and tobacco products on behalf of the
U.S. Government. In FY 2011, TTB took an active role in

an interagency project with the USTR, the USDA-Foreign
Agricultural Service, the U.S. Department of Commerce, and
the U.S. Department of State to establish an Asia-Pacific
Economic Cooperation (APEC) Wine Regulatory Forum
(WREF) in support of expanding markets for U.S. exports.
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Co-sponsored by Australia, New Zealand, and the United States, the WRF provides a forum to support
open and free trade and eliminate technical barriers to trade issues.

APEC is the premier forum for facilitating economic growth, cooperation, trade, and investment in the
Asia-Pacific region. It is the only inter-governmental grouping in the world operating on the basis of
non-binding commitments and open dialogue. Unlike the World Trade Organization (WTO) or other
multilateral trade bodies, APEC has no treaty obligations required of its participants. Decisions are
reached by consensus and commitments are undertaken on a voluntary basis. The 21 APEC members
include: Australia, Brunei Darussalam, Canada, Chile, the People’s Republic of China, Hong Kong,
Indonesia, Japan, the Republic of Korea, Malaysia, Mexico, New Zealand, Papua New Guinea, Peru, the
Republic of the Philippines, Russia, Singapore, Chinese Taipei, the United States, Thailand, and Vietnam.
Many of the APEC member economies are emerging export markets for the U.S. wine industry.

The WREF, which took place in September 2011, focused on differences and similarities in the countries
various wine regulatory structures and examined options to simplify, harmonize, or institute mutual
acceptance of wine regulations across the APEC region. Eighteen of the 21 APEC member economies
sent representatives to this inaugural session. Moving forward, TTB will continue to work with APEC
members to help those economies develop reasonable and responsible regulatory activity that does not
impede trade in alcohol beverages because, currently, emerging markets are creating increasing numbers
of technical barriers to trade in alcohol beverages.

Coordinating with Foreign Counterparts to Extend Regulatory Controls

The global trade in alcohol beverages is active and increasing and, to be an effective regulator, TTB must
seek innovative and efficient ways to achieve its consumer protection and revenue collection mission.
One principle strategy to assure that U.S. businesses remain competitive on a global scale is through
improved communication with our trading partners. TTB’s expansion of international agreements has
fostered a global network of regulators in the alcohol and tobacco industries that ensure markets remain
open and that illegal activity in the global trade is addressed promptly.

In FY 2011, TTB made significant progress on international agreements with multiple counterpart agencies
in Canada, Italy, France, the People’s Republic of China, Australia, and the Republic of Georgia. Each

of these agreements facilitate trade by increasing mutual understanding of each country’s alcohol and
tobacco production, labeling, and licensing requirements, and by providing a process for the exchange

of regulatory information that has the potential to impact trade, compliance, and product safety. TTB,
working with its trade partners in the World Wine Trade Group (WWTG), also established an agreement
regarding certification requirements on wine products to assure the WWTG parties do not encounter
compositional certification requirements from other member countries in the export trade of their
products that would obstruct free flowing trade.

Canada

Canada is among the top five exporters of malt beverages, wine, or distilled spirits to the United States.
Canada also shares a long border with the United States across which alcohol and tobacco products and
counterfeit products might be smuggled or otherwise diverted, resulting in a loss of Federal excise tax
revenue. Accordingly, a cooperative relationship with the appropriate Canadian authorities is necessary to
reduce the impact of diversion activities on the Federal revenue.
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In FY 2011, TTB met with officials from the Canadian Border Services Agency (CBSA) to discuss several
issues of mutual interest, including ongoing collaboration on the analysis of tobacco products. On March
23,2011, TTB’s Scientific Services Division and CBSA’s Laboratory and Scientific Services Directorate
signed a memorandum of understanding (MOU) that lays the groundwork for technical collaboration and
partnership on methodology, such as a DNA technique for tobacco analysis necessary to appropriately
classify tobacco products for tax purposes. As part of the MOU, CBSA scientists will visit TTB to give a
seminar on their applications of the DNA technique for tobacco analysis and receive training on
nonbeverage product evaluation.

On March 23,2011, TTB
Assistant Administrator for
Headquarters Operations,
Bill Foster, signed an MOU
between the TTB Scientific
Services Division and the
Laboratory and Scientific
Services Directorate of the
CBSA in Ottawa, Canada.

France

France, along with Italy, is typically the largest or second-largest source of imported wine in the United
States, and in 2010, large quantities of French wine were sold to U.S. importers by French merchants as
pinot noir while the wine was not entitled to that varietal designation. As a result, it is important that
TTB develop effective partnerships with the French authorities that have jurisdiction over the production,
sale, and labeling of wine so that U.S. businesses and consumers are not affected by cases of fraud that
originate in France. In FY 2011, TTB negotiated the text of an MOU with France’s General Directorate for
Competition Policy, Consumer Affairs, and Fraud Control (DGCCREF), which TTB signed on September 1,
2011.

China

The People’s Republic of China is an important emerging market for U.S. alcohol beverage exporters and
represents the single largest destination country for export certifications that TTB processes. China is also
a potential source of counterfeit goods in the global marketplace. Thus, the MOU that TTB established
with China’s General Administration of Quality Supervision, Inspection and Quarantine (AQSIQ) in
2007 is an important tool by which TTB can help ensure a stable export market for U.S. alcohol beverages
and a U.S. market that is free of counterfeit goods. In FY 2011, TTB continued its cooperation with its
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Chinese counterpart and, in January 2011, TTB met with Minister Baoquing Zhao, of the Embassy of the
People’s Republic of China, to discuss several issues, including counterfeit wine in China and potential
partnering between TTB and Chinese laboratories. TTB invited AQSIQ laboratories to participate as
partners in collaborative projects, initiated by TTB, for the multi-laboratory validation of a number of
analytical methods that TTB uses for regulatory compliance of beverage alcohol products. TTB also
began a coordinated effort with the AQSIQ regarding proposed changes to China’s Ministry of Health'’s
regulations related to approved additives for alcohol beverage products.

Russia

Russia is an important emerging market for U.S. exporters, but is not a member of the WTO and,
therefore, is not subject to WTO rules, which means that U.S. exports may experience exceptional
difficulties in exporting to Russia. A functional relationship between TTB and Russia’s regulatory
authorities on alcohol can prevent or mitigate a number of potential trade problems.

In August 2011, TTB joined the United States Department of Agriculture’s Foreign Agriculture Service
(FAS) in Moscow to meet with representatives of Russia’s Federal Service for Alcohol Market Regulation
(FSR) to discuss the FSR’s draft technical regulation on alcohol product safety. If finalized, the FSR
regulations would create significant barriers to trade for U.S. alcohol beverage exports entering the
Russian market. TTB alerted the FSR to several issues in the draft technical regulation pertaining to
labeling, certification, standards of identity, wine additives and processing aids, geographic indicators,
and traceability. FSR informed TTB that it would consider the
United States’ concerns and publish a new draft of the technical
regulations for comment in September 2011. In addition, FSR
expressed interest in developing a close, regulator-to-regulator
relationship with TTB within the framework of an MOU. TTB
plans to pursue an MOU in FY 2012 in order to promote effective
regulation of the alcohol market and facilitate compliant trade in
alcohol between the United States and Russia.

Italy

Italy is currently the largest source of imported wine in the
United States. Consequently, effective relationships with Italian
government authorities with jurisdiction over the production
and labeling of wine are important to ensuring that all imported
alcohol beverages are properly labeled and classified. In
furtherance of this objective, in April 2011, TTB signed an MOU
with the Central Inspectorate for Food Quality and Fraud
Repression (ICQRF) of the Italian Ministry of Agriculture and
Forestry. The ICQRF regulates the production of wine and

malt beverages and has authority to conduct investigations into
improper production.

The ICQREF played a significant role in a recent investigation of
Brunello di Montalcino producers who illegally blended grapes
other than Sangiovese into the wine. TTB met with a Guardia
di Finanza official from the Embassy of Italy in October 2010, to

. . . . e e . TTB Deputy Administrator Mary Ryan signs
discuss the resolution of the Italian court cases against individuals 1517 with 1cORF

involved in the mislabeling of Brunello di Montalcino wine. TTB
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received confirmation that the court cases have concluded and that the culpable individuals, including
officials of the Brunello di Montalcino producers’ consortium, have paid the imposed fines.

To ensure that mislabeled product is not exported to the United States, TTB has asked the ICQRF to
continue to certify each vintage of Brunello di Montalcino, which is aged for 5 years before being bottled,
annually through the release of the 2008 vintage.

The MOU between TTB and the ICQRF establishes a consistent channel for cooperation and exchange of
information for the purpose of combating fraud in the production of and trade in alcohol beverages;
establishes a consistent point of contact on issues of mutual interest in the regulation of wine, distilled
spirits, and malt beverages issues; and provides a cooperative framework for working together to resolve
future issues before they negatively impact either party’s market.

In FY 2011, TTB solidified its
cooperation with its Italian
counterparts by signing an
MOU on April 12,2011,
with the ICQRF of the Italian
Ministry of Agriculture and
Forestry.

Pictured at left is the TTB and
ICQREF team responsible for
negotiating the MOUL

The Republic of Georgia

TTB established an MOU with the Ministry of Agriculture’s Department of Vine and Wine (SAMTREST)
of Georgia in June 2009. Georgia has a long history of wine production, but has only been expanding its
export market in recent years. TTB’s cooperation with Georgia helps ensure that Georgian wine imported
into the United States complies with U.S. laws and regulations.

This cooperative relationship has helped assure the integrity of products offered to consumers, with
TTB investigating products sold in the U.S. that SAMTREST had identified to TTB as falsely labeled as
Georgian.

In addition, in November 2010, TTB met with the Georgian Minister of Agriculture to discuss wine issues
within the framework of TTB’s MOU with SAMTREST. In particular, TTB welcomed Georgia’s becoming a
full participant of the WWTG in October 2010. TTB is also working with SAMTREST on the recognition of
Georgia’s 18 viticultural appellations of origin.
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World Wine Trade Group

The United States is a participant in the WWTG, an informal grouping of government and industry
representatives from the wine-producing countries of Argentina, Australia, Canada, Chile, Georgia, New
Zealand, the United States, and South Africa.

The WWTG, founded in 1998, aims to share information and collaborate on a variety of international
issues and endeavors to create new opportunities for wine trade. Since its inception, the WWTG has
completed a mutual acceptance agreement on oenological practices and an agreement on labeling
practices for wine, both of which seek to minimize trade barriers, and thereby facilitate international trade.

In calendar year 2010, trade in wine and wine products between the United States and other WWTG
countries totaled $1.7 billion, including $300 million in U.S. exports and $1.4 billion in U.S. imports. That
same year, wine produced by WWTG countries increased its share of the global wine export market from
15 percent in 2000 to 30 percent in 2010. On average, each year, the wine industry contributes $121.8
billion in U.S. economic impact and supports 820,000 American jobs.

Early in FY 2011, TTB participated in the WWTG Annual Meeting in Mendoza, Argentina. The meeting
included discussion of ways forward in concluding a second stage labeling agreement, including the
possibility of pursuing mutual acceptance of countries’ requirements for vintage date, variety, and
appellation of origin labeling; sustainability and carbon footprint labeling; regulatory developments of
non-members like the European Union and Brazil that create significant trade barriers for countries
exporting wine to those non-member countries; efforts to establish a seminar on key issues relating to
wine, which would target representatives from countries that are members of the Asia-Pacific Economic
Cooperation forum; and an MOU on Certification Requirements, which facilitate trade in wine by
eliminating the requirement for routine certification of wine composition, certificates of free sale, or
analytical reports on wine constituents for imported wine.

In October 2011, the United States, along with representatives from Argentina, Australia, Chile, Georgia,
and New Zealand, signed an MOU on Certification Requirements, which aims to reduce barriers to
international wine trade and support exporters of wine in each participating country by encouraging the
elimination of burdensome requirements and routine certifications of wine products and ingredients. A
key goal of the WWTG is to gain the participation of Asian economies in this MOU in order to reduce the
burden of exporting wine to those countries.

In FY 2012, TTB and its WWTG trade partners will continue its outreach to other wine producing
countries, such as Brazil, Uruguay, and China, to facilitate import and export markets for the wine trade.

Product Integrity

Consumer confidence is essential to ensuring that U.S. and world economies perform at their full
economic potential. TTB is the Federal agency responsible for carrying out provisions of the FAA Act that
ensure that labeling and advertising of alcohol beverages provide adequate information to the consumer
concerning the identity and quality of the product and to prevent misleading labeling or advertising that
may result in consumer deception regarding the product.

This consumer protection function falls under TTB’s Advertising, Labeling, and Product Safety Program.
Before an alcohol beverage product can be sold in the United States, TTB completes a review of the
product label to ensure the label contains all mandatory information and does not mislead the consumer.
In addition, labels are reviewed for compliance with the Alcohol Beverage Labeling Act, the Federal law

Part 1: Management’'s Discussion & Analysis
21



TTB 2011 ANNUAL REPORT

which mandates that a Government health warning statement appear on all alcohol beverages offered for
sale and distribution in the United States. The approved label application is called a Certificate of Label
Approval (COLA).

TTB also conducts post-market sampling of alcohol beverages after they enter the marketplace for
container content and label compliance through its Alcohol Beverage Sampling Program (ABSP). This
involves examining a statistical sample of domestic and imported wine, spirits, and malt beverage
products to determine if the labels meet Federal requirements, and the contents of the bottle match

the label description. This process also includes a chemical analysis of selected products by the TTB
Laboratory for identification and product safety purposes. TTB also reviews advertisements for alcohol
beverage products from television, radio, the Internet, and other ad sources for compliance with Federal
regulations.

As part of the Bureau’s Advertising, Label