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WASHINGTON (Reuter) - Leading U.S. public
health advocates overwhelmingly rejected a key
part of the proposed tobacco deal, calling any
restrictions on the Food and Drug
Administration's ability to regulate nicotine
"unacceptable."

The recommendations of the nation's leading
public health organizations are not binding, but
are expected to carry great weight as Congress
considers complex legislation that would be
necessary to enact the proposed $368 billion
tobacco deal.

The panel of public health care groups was
formed at the behest of some anti-tobacco
lawmakers and is headed by former FDA
commissioner David Kessler and former Surgeon
General C. Everett Koop.

It is reviewing the main points of the 68-page
deal and has not yet ruled on the overall package.
But the panel was vehement on demanding that
the FDA "continue to have immediate and explicit
authority to regulate" nicotine, members said.

The agreement between the cigarette
companies and some state attorney generals set
conditions on FDA authority which, the health
advocates argue, would effectively allow the
tobacco industry to fend off regulation.

"It is absolutely unacceptable," Dudley Hafner,
head of the American Heart Association, told
reporters.@B»

home | companies | hot stories | contents | search | stock quotes | help

Copyright 1997 Reuters. All rights reserved. This material may not be published,
broadcast, rewritten, or redistributed.

Copyright © 1997 Cable News Network, Inc.
ALL RIGHTS RESERVED.

http://cnnfn.com/hotstories/companies/wires/9706/25/tobacco_health_wg/

06/25/97 15:40:38
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’ i’hilip Morris Companies Inc. Snapshot http://www.hoovers.com/cgi-bin/brand_fool_mlist.cgi?symbol=mo&mode=full

napsh
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Click here for more information

120 Park Ave.
Philip Morris Companies Inc. New York, NY 10017
NYSE: MO | Ph: 212-880-5000

Fx: 212-878-2167

Philip Morris's operations include the world's largest tobacco business; it controls almost half of
the US tobacco market and owns Marlboro, one of the world's 2 most valuable brands
(Coca-Cola is the other). In addition to Marlboro, the world's best-selling cigarette, the
company makes such brands as Virginia Slims. Philip Morris gets almost half of its revenue (but
only 1/3 of its profits) from food and beer subsidiaries that include Kraft (the US's largest food
company and marketer of such leading brands as Jell-O, Oscar Mayer, and Post cereals) and
Miller Brewing (ranked #2 among beer makers, after Anheuser-Busch). The company also
operates financial services and real estate investment businesses.

Source: Hoover's, Inc.

0 See Hoover's Company Profile of Philip Morris. (Find out how you can subscribe).

Philip Morris Message Boards

lof3 06/23/97 09:51:26
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Historical Performance Market Data
PHILIP MORRIS (l10) Jun 20, 1997 ... 45 1/2 Market Closed
. - 45 5/8
Day Change
52 Week High 48 1/8)|
52 Week Low 28 1/2
Volume
Div $ 1.60
Yield 35%
PE Ratio 17.2
BASELINE Financial Services. Inc. provides Price Action graphs for Source: Hoover's. Inc. /
approximately 7,400 public companies. A Price Action graph is available for most uree. 200 -
' [North American Quotations,
Company Snapshots. Inc -

. QTR1] QTR4] OQTR3| QIR2
Trailing 12 Month Data||  Totaljy C ool o o6 Sep. 96/ June 96

Sales ($ mil) 1 69,930 18217 16,790 17,414 17,509

[Operating Income ($ mil.) I 12106 3266 2,755 3,071 3,014

|Operating Margin (%) I 173%]]  17.9%] 16.4%| 17.6%| 17.2%]

[Net Income ($ mil.) I st 1773 1471] 1646 1,621

IProfit Margin (%) 93y 97%J| 8.8%|  9.5%|  9.3%

|Earnings per Share (§) j[ 2. 6JL JL 0.60" O(ﬂr O.6ﬂ
|2

[Shares Outstanding (in thousands)  ][2,433,781][2,421,561][2,433,781][2,448,781][2,463,733|

l Source: Mcdia General Financial Services, Inc.

06/23/97 09:51:28
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,-Phil.ip‘ Morris Compam'les Inc. Snapshot htp://www.hoovers.com/cgi-bin/brand_fool_mlist.cgi?symbol=mo& mode=full

Balance Sheet Data
Mar. 97
[Cash ($ mil ) | 3219
ICurrent Assets ($ mil.) || 15,826.0]
[Equity ($ mil.) Il 13,817.0]
Igurrent Liabilities ($ mil.) |[ l4,233.0]
[Long Term Debt ($ mil.) [ 13,979.0]
5 | Source: Media General Financial Services Inc.|

] See Historical Financials for Philip Morris. (Find out how you can subscribe).

|

QTR QTR FY FY
EPS Forecast June 97|  Sept.97|  Dec. 97 Dec. 98
[Earnings per Share ($): | 076 0.78)| 297 3.47
I Source: First Call Corporation ]

What can I do with these numbers?

See another Snapshot
Enter ticker symbol:

OR Company Name:
Recent SEC Filings May 14 97 March 11 97
[Forth Type: N 10-Q 10-K405|
[ Sear',ch EDGAR Online for more SEC filings from Philip Morris. j

Click here for more information

About The Fool Snapshot

Hoover's Company Information, Copyright © 1997, Hoover's, Inc., Austin, Texas

“Legal Disclaimer | FoolMart | Who Are We? | Suggestions

3of3 06/23/97 09:51:28
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Yahoo! - Philip Morris to make $6.5 bln case payment http://biz.yahoo.com/finance/97/06/25/1tr_mo_m_1.html

FREE TRIAL

[ Yahoo | Write Us | Search | Headlines | Info ]

[ Business - Company - Industry - Finance - PR Newswire - Business Wire - Quotes ]

Wednesday June 25 1:44 AM EDT

Philip Morris to make $6.5 bln case payment

NEW YORK, June 25 (Reuter) - Philip Morris Cos Inc is expected to pick up about $6.5 billion of the
initial $10 billion payment called for under the recent settlement struck with cigarette makers, the New
York Times said.

In Wednesday's edition, the newspaper said the payment is part of a formula agreed upon by the five
tobacco companies participating in the proposal, with the first payment to be determined based on the
stock market value of each company.

The total settlement is about $368.5 billion. Subsequent annual payments outlined under the settlement
will be divided based on each company's share of the cigarette market in the United States.

Earlier this year, Philip Morris carved out about 50 percent of the market, while RJR Nabisco Holdings
Corp (rN) held about 25 percent.

RJR, the parent company of R.J. Reynolds Tobacco Co, said on Tuesday its initial payment would be
about $600 million.

The projected payments were contained in documents filed with the Securities and Exchange
Commission.

The Times said that based on Tuesday's closing stock prices, B.A.T Industries Plc's (BATS.L) Brown &
Williamson would contribute $1.7 billion; UST Inc's (usT) U.S. Tobacco would pay $324 million; R.J.
Reynolds would contribute $571 million; and Loews Corp's (LTR) Lorillard would pay $720 million.

More news for referenced ticker symbols: LTR, MO, RN, UST, and related categories and industries:
food/beverages, tobacco, international.

1of2 06/25/97 15:44:54
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exchange rate.

An aide later said that Mr. Hashimoto’s
remarks had been misinterpreted. And
yesterday, Japan’s Finance Minister, Hiro-
shi Mitsuzuka, said his Government had no
such plans. :

Meanwhile, a chorus of prominent Wall
Street analysts argued that the sharp sell-
off was unjustified.

“It was a question of shooting first and
asking - questions later,” said Byron R.
Wien, the United States investment strat-
egist at Morgan Stanley & Company. “But
then when the news cleared, the eternal
optimism returned. So we’re back to go.”

Go is nearly 7,800 points on the Dow — a
20 percent gain this year — and nearly 900
on the Standard & Poor’s 500-stock index.
Yesterday, the S.& P. 500 rose 17.72 points,
also a jump of 2.02 percent, to 896.34.
~ Such returns have Wall Street in a bull-
ish mood this year, and despite occasional
jitters, investors are riding a wave of opti-
mism based on strong earnings, low infla-
tion and stable interest rates.

Yesterday, addressing a conference in
New York, Abby Joseph Cohen, the Gold-
man Sachs strategist, said that the econ-

The Dow Jones index
of 30 industrials

~ Close:
7.758.06

i

Source. Bridge information Systems  The New York Times

omy had been going in the right direction

. since 1991 and that she did not see the

course altering any time soon.

There has been a ‘“‘magic’’ about this
economic expansion, she said, partly be-
cause the economy has grown at a moder-
ate pace, and the cycle has lasted so long.

She called the apparent elasticity of this
economic expansion the “Silly Putty cy-
cle” and said that the biggest threat was

Continued on Page 8

P(hilip Morris
To Pay Most

Of First Bill

Tobacco Plan Payment
Based on Market Value

By BARRY MEIER

The Philip Morris Companies, the giant
of the cigarette industry, will provide the
majority of an initial $10 billion payment

_under the $368.5 billion tobacco settlement

‘proposal reached last week, industry offi-
cials said yesterday.

Under a formula agreed to by the five
tobacco companies taking part in the pro-
posal, the first $10 billion payment will be
divided based on their stock market value.
Under the plan, which was a heated topic of
discussion among companies during the
talks, Philip Morris will pay $6.5 billion of
the initial payment and maybe more, peo-
ple inside and outside the company said.

The subsequent annual payments under
the settlement, which will start at $8.5
billion and grow to.$15 billion, will be
divided based on each company’s share of
the cigarette market in the United States.
At the beginning of this year, Philip Morris
had about 50 percent, and its closest com-
petitor, the RJR Nabisco Holdings Corpo-
ration, the parent company of the R.J.
Reynolds Tobacco Company, had about 25
percent. .

‘RJR Nabisco’s part of the initial $10

‘billion payment will be about $600 million,

the company said yesterday in a filing with
the Securities and Exchange Commission.
That payment is significantly less than the
initial payment of the third-leading ciga-
rette marketer in the United States, B.A.T.
Industries P.L.C., and reflects RJR Nabis-
co's weaker financial position, said Martin
Feldman, a tobacco industry analyst with
Smith Barney.

The payment disclosures came yester-
day as tobacco producers filed documents
with the S.E.C. that discussed the possible
effect of a tobacco settlement on their
future earnings.

In its filing, Philip Morris said that it
expected a settlement ‘“‘would materially

. adversely affect” the company’s financial
" position in its first year and potentially

afterward. RJR Nabisco said in its filing
that a settlement *“‘could have a significant
negative effect’” on its tobacco subsidiary
and on the financial health of the parent
company.

While several analysts said that they

Continued on Page 6
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Philip Morris
To Pay Most
Of the First
Tobacco Bill

Continued From First Business Page

expected that RJR Nabisco, which is
struggling to maintain a healthy
credit rating, might feel some finan-
cial effect from the settlement, they
said that Philip Morris would absorb
the costs of the proposal quickly.

“I think the impact on them will be
negligible,” said Gary Black, a to-
bacco industry analyst with Sanford
C. Bernstein. “It’s in their best inter-
ests not to tout the deal too highly."”

Along with B.A.T Industries, which
is the parent company of the Brown
& Williamson Tobacco Corporation,
other tobacco producers participat-
ing in the proposed settlement in-
clude the Loews Corporation, the
parent company of Lorillard Inc,
and UST Inc., the parent of the Unit-
ed States Tobacco Company. :

While a spokesman for Philip Mor-
ris said that the company’s share
would be about $6.5 billion, Mr. Feld-
man, the analyst, said he estimated
that it could reach $7 billion to $7.5
billion. Joe Helewicz, a spokesman
for Brown & Williamson, said that
B.A.T Industries, which has about 15
percent of the United States ciga-
rette market, would pay $1.7 billion
of the initial $10 billion payment.

The remainder of the initial pay-
ment will be paid by Loews, UST and
other chewing tobacco companies
that join the settlement, Mr. Feld-
man said.

Several people close to the talks

Dividing the Ante
Philip Morris said yesterday
that it expected to contribute
about $6.5 billion to the
tobacco industry’s first pay-
ment of $10 billion under last
week's settlement agreement,
with the cost to each compa-
ny determined by its market
capitalization. If yesterday's
closing prices are used, here
is how the $10 billion would
be divided among the five.
tobacco companies.

Brown & Williamson (B.AT)
$1.7 billion

U.S. Tobacco (UST)
$324 million

Lorillard (Loews)
$720 mitlion -

R.J. Reynolds (RJR Nabisco)
$571 million

Source: Bloomberg Financial Markets

The New York Times

said that companies involved in the
talks clashed over matters such as
how to divide the initial payment
because RJR Nabisco and other
companies feared that Philip Morris
would use its greater financial
strength to gain a competitive ad-
vantage from the settlement.

Attorneys General Defend
Landmark Tobacco Pact

By JAMES BROOKE

GRAND TETON NATIONAL
PARK, Wyo., June 24 — With a land-
mark tobacco settlement coming un-
der increasing criticism as too le-
nient on cigarette companies, state
attorneys general today offered a
spirited defense of the pact they

“You've got to keep this thing in
perspective,” continued Mr. Woods,
a member of the negotiating team.
‘“This is the biggest public health and
corporate settlement in the history of
this country.”

Although the 68-page tobacco pact
would impose restraints and penal-
ties on the tobacco industry that
would have been unimaginable only

A vtnar aan e~ritice have avnreceed

THE NEW YORK TIMES, WEDNESDAY,

New Chairman Nam

By REED ABELSON

Edmund L. Jenkins, a retired man-
aging partner for Arthur Andersen,

was named yesterday as chairman -
- of the Financial Accounting Stand-

ards Board, the seven-member
group responsible for establishing
the nation’s accounting rules.

As head of the F.A.S.B,, which has
come under increasingly sharp at-
tack from the business community,
Mr. Jenkins, 62, will have the oppor-
tunity to weigh in on a number of key
issues. The new chairman, whose
five-year term begins July 1, will not
only grapple with a series of narrow
but highly controversial accounting
matters but will also lead the board's
efforts in examining its role in the
larger context of financial reporting
and international standards.

“Ithink it's a very challenging job,
without question, one that has not
been easy for prior chairs to handle,”
Mr. Jenkins said in a telephone inter-
view from his office in Chicago. It's
a job that needs doing. Keeping
standard setting in the private sector
is very important.”

Mr. Jenkins's selection came after

months of delit
tees of the F
Foundation, w
oversees the F..
ment, which v
only about a we
chairman, De
leaves after sei
10 years in the

Best known :
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*Her nving life was very strong,
and her fight here showed that en-
durance,” Ms. Shabazz said, stand-
ing with her sisters. ‘‘We are a fam-
ily of daughters who got to learn a lot
more about our mother, as have a lot
of people around the globe.”

As many of the dignitaries and

Continued on Page A22

William H. Gates, the software en-
trepreneur sometimes criticized for
being slow to give away his billions,
is creating a foundation to spend $200
million to bring computers and the
Internet into public libraries. It is the
largest charitable effort by Mr.
Gates, the chairman of Microsoft.

Business Day, page D1.

tery, abuse, abandonment, a lengthy
marital separation or imprisonment
on a felony.

On the final day of the legislative
session, the bill, which would take
effect on Aug. 15, passed the House
by a vote of 98 to 0 and the Senate by

a vote of 37 to 1. Gov. Mike Foster, a

Republican, is expected to sign it,
said Marsanne Golsby, the Gover-

Fenced In at Home, Marlboro Man Looks Abroad

U.S. AND
CANADA

LATIN
AMERICA

Perceritage change in sales of cigarettes for each region, from 1990 to 1995.

WESTERN
EUROPE

-1.7%

EASTERN
EUROPE

+5.6%

0.1%

AFRICA

MIDDLE ASIA/
EAST PACIFIC
+17.7% +8.0%

By JANE PERLEZ

VIENNA, June 22 — On the wall of
Andre Calantzopoulos’s office in
Warsaw hangs a glass cabinet dis-
playing dozens of the more than 300
brands of foreign cigarettes, includ-
ing seductively packaged “his’ and
‘“hers” brands, that the tobacco gi-
ants are churning out to entice Polish
smokers. :

Mr. Calantzopoulos, an executive
of the Philip Morris Companies for a
dozen years, has worked in some of

.the world’s heaviest-smoking coun-

tries. But of Poland, where he is the
company's managing director, he
said: “I've never seen anything like
it in my life. People go to the kiosk
and say: ‘Do you have any new ciga-
rettes for me to try?’ "

If there is a heaven for belea-
guered cigarette manufacturers
from the West, it is the developing

- markets of Eastern Europe, Asia

and the Middle East, half a world
away from trial lawyers, assertive
regulators. and a proposed billion-

. dollar fund to compensate smokers

who are ill.
With cigarette sales in the United

States stagnating, companies like

Philip Morris and the R.J. Reynolds
Tobacco Company view those re-

gions as a frontier with bountiful -

opportunities for growth and profit.
And the tobacco compensation settle-
ment reached on Friday in the Unit-
ed States does nothing to limit manu-
facturers’ aggressive moves to prof-
it from foreigners’ growing appetite
for smoking and their general disre-
gard for its effects on their health.
Anti-smoking forces fear that as

‘the regulatory grip tightens in the

United States, foreign markets will
increasingly feel the marketing mus-
cle of the Marlboro Man and the

The New York Times

allure of Joe Camel, and in some
countries - they are pressing the
health authorities to sue the industry
to recover the cost of treating smok-
ing-related illnesses. —

Already, Philip Morris, the world's

biggest tobacco company, has in-- |-

creased sales of cigarettes abroad-by
nearly 80 percent since 1990, to 662.2.
billion cigarettes last year. In Amer-
ica, by contrast, sales have nudged

up a mere 4.7 percent during the -

same period. .

Although Asia is the largest mar-

ket, Eastern Europe is a profitable, if
distant, No. 2. And Poland is emblem-
atic of how American tobacco com-

panies, faced with a weak market in

the United States, have aggressively
moved to capture a developing and
potentially lucrative foreign market.
But even in Poland, the cigarette

Continued on Page Al6
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Fenced In at Home, Marlboro Man Eyes East Europe

Continued From Page Al

makers are confronted with tax in-

] curbs on advertising and a
dgling anti ki

that recently pushed through a taw

banning smoking on the job and is

proposing a ban on smaking while

driving.

Last year, consumption dropped
7.3 percent, and experts predict a
further decline this year.

Still, the Pollsh market and East-
ern Europe would seem to hold a lot
of promise. Smoking is seen every-
where in the region. About half the
adults smoke, compared with about
25 percent in the United States, and
the running joke in Poland IS that
people enjoy tobacco so much that
they smoke in their sleep.

When Vaclav Havel, President of
the neighboring Czech Republic, was
about to have surgery (or lung can-
cer, he was photographed smoking a
cigarette with the Mlnister of Health.
In Hungary, there Is a perception

the primary cause ¢f lung can-.

cer is air pollution, not smoking.
Western tobacco companies have
more than $3 billion in the last
«ix years buying dozens of often de-
crepit but potentially lucrative state-
owned cigarette factorles — from
Hungary to Kazakstan — and turn-
ing them into efficient cigarette sup-
pliers.

With increased advertising and
bigger sales forces, cigarette compa-
nies have relentlessly promoted

brands, and sales and profits
have steadily risen.

“This is where the American to-
bacco companies are making money
hand over (ist,” sald Martin Feld-

OVERVIEW

1 East
For Growth

As the American market
dwindles, demand for
cigareftes in Asia and
Eastern Europe is booming.
Industrywide figures for 1995
are the latest available

World Sales
Billions of cigareltes sold in 1995

Alnca Middie Easl
. 181

Eastern Europe 689

American Sales Overseas ..

Volume of cigareltes sold
outside the United States

by Philip Morris, the largest
American maker, 70
nbilkons,. T

1996

1990 1992 1994

| Sowrces Worid Tonacco Fiie
'L company raports

The New York Times

man, a tobacco analyst at Smith Bar-
ney In New York.

In particular, he sald, Philip Mor-
ris has made astounding lnroads into
the growing market of higher-priced
American clgarettes, where the mar-
gins are higher than with the raw,
unfiltered cigarettes that ‘are popu-
lar in Eastern Europe's smoke-filled
bars and restaurants.

Four years ago, for example, when
American companies started to have
serious influence in the former Sovi-
et bloc, Philip Morris had a 51 per-
cent share of the 59 billion American
cigarettes sold. By last year, that
share had grown to 70 percent of 177
billion clgarettes, Mr. Feldman sald,
and the company had 12,000 employ-
ees in the reglon. In 1991, it had only
135. .

The strategy Iin Poland for Philip
Morris and its Western rivals is to
improve the quality of cheaper ciga-
rettes, and as incomes grow, encour-
age customers to buy more expen-
sive American brands.

‘1 can do much more about switch-
ing of brand"" than whether a perso
smokes or not, Mr. Calant i

international tobacco companies
with the way he saunters lnto the

factory in Nova Huta, the Commu-
nist-era industrial area just outside

chamber of the Polish Par 0
talk to his friends among the legisla-
tors, played a major role in getting
legislation passed requiring that by
December, health warnings caver 30
percent of the space on cigarette
packages, compared with 4 to 8 per-
cent In Western Europe and 20 per-
cent of the space on billboards that
advertise tobacco.

Under the proposed industry set-
tlement in the United States, warning
labels on cigarette packages would
grow to 25 percent of the front of the
package, compared with a small la-
bel on the side now.

“The tobacco industry was
shocked at how fast we were able to
get these laws,” Dr. Zatonski said.
The principal law on health warnings
and the smoking ban in the work-
place was signed last year by Presi-
dent Aleksander Kwasnlewski, who
overturned a veto by his predeces-
sor, Lech Walesa.

But despite these successes by the
anti-smoking activists, , the tobacco

sald. “Competition in the market-
place is the biggest problem.”

To deal with this, Phllip Morris
increased its sales force last year to
200, trom 38.

In smart Warsaw discothéques, at-
tractive Phllip Morris salespeople
approach smokers, take away thelr
cigarettes on the table and replace
them with a Phillp Morris brand, a
technique called “‘switch selling.”

The biggest brand switch over the
last three years has been to the Brit-
ish-American Tobacco Company's
Sobieskl cigarettes.

The goal was straightforward: at-
tack the leader in the market seg-
ment, a cigarette called Mars pro-
duced for years by a Polish Govern-
ment factory.

“Research’ showed if we could
bring a better-quality cigarette —
more consistent in quality and at the
same price ‘and with distribution
muscle — it would work,” sald Louis
Hughes, the chairman of British-
American Tobacco in Poland.

In addition to making cigareltes
better — Polish cigarette quality
made under state management was
notoriously poor — British-American
Tobacco also chose an extraordinari-
ly successful brand name. It called
its new cigarette Sobieski, tapping
into Polish pride about a 17th-centu-
ry warrior king. )

“*Part of the success was the prod-
uct,”” Mr. Hughes said. “‘Part of the
magic was the name."”

British-American Tobacco, a unit
of B.A.T. Industries P.L.C., manufac-
tures Sobieskl at a plant it bought
from the Government at Augustow in
northeast Poland.

Still, the Polish market declined
last year. It has fallen and bounced
back before, but this time the manu-
facturers blame a new excise tax.
The tax was a deterrent, the anti-
smoking groups say, but so was thelr
effort to ecucsat., people about tobac-
cu's’ =i effects.

Eastern Europe and the

Men
former Saviet Union have the highest
death rates in the world from smok-
ing, according to the Epidemiologi-
cal Studies Unit at Oxford University
tn Britain, headed by Dr. Richard
Peto, one of the leading anti-smoking
campaigners. He says that 40 per-
cent of all male deaths In middle age
are related to tobacco.

In Poland, one of Dr. Peto’s allies
is an eloquent and highly visible can-
cer specialist, Dr. Witold Zatonski.
Dr. Zatonski has bolstered his influ-
ence with numerous lectures about
the health hazards of cigarettes and
the high incidence of lung cancer In
Poland. He has used his connections
in the political and religious spheres
of Polish life to fight the tobacco
companies.

Dr. Zatonski, who infuriates the

Tobacco Company Lawyer Says
Pact Might Lead to Bankruptcy

8y JOSEPH B. TREASTER

A lawyer for the Liggett Group
Inc., the tirst cigarette maker to ne-
wotiate a deal with soarmmane off1.

conspiracy of slience and deceit.
Under the agreement in March,

Mr. Kasowitz said, Liggett agreed to

pav 2% percent af it nratay nenfire

ies still have huge potential

markets. And, as they da in the Unit- -

ed States and Western Europe, the

panies have comp d for the
advertising restrictions with give-
aways and promotions at sports
events. -

After years of negotiations, Philip
Morris completed its deal for the
Polish Government's biggest tobac-
co factory early last year. The com-
pany pald $227 million for a 32 per-
cent iInterest in the factory and
agreed to invest $145 million more
for the acquisition of an additional 33
percent over the next three years.
Since taking over m of the

the medieval city of Cracow, Philip
Morris has had its work cut out for it.

With 4,100 workers, the plant (s
vastly overstaffed, yet Philip Morrls
agreed to keep all the workers for
three years. It also agreed to a 30
percent wage increase for the work-
ers and an additional bonus.

Bertrand Butticaz, a Philip Morris
manager who has revamped fac-
tories all over the world, Inmediate-
ly started to modernize machinery
and management. A new hall with
the latest German machines that
make 8,000 cigarettes a minute
boasts high ceiltngs, air-conditioning,
smooth flooring and pleasant light. It
sets the standard for what the rest of
the plant will eventually look like,
Mr. Butticaz said. Under the Com-
munists, poorly paid workers used to
haul 110 pounds of tobacco on their
backs at the plant.

For Mr. Butticaz, the main goal in
the first year was something basic:
how to stop the slide in sales in the
increasingly fickle market of the lo-
cal brand, known as Klubowe. Ciga-
rettes made from domestic tobacco,
measuring 2.75 Inches or less, stiil
make up 50 percent of the Palish
market, with Klubowe the most pop-
ular brand, but with slightly falling
sales.

Packaglng the cigarettes in boxes
Instead of soft packages, and “‘up-
grading” the taste of Klubowe, a
process that included refusing to buy
the inferior fire-cured tobacco from
Polish farmers, has helped stop the
slide, Mr. Butticaz sald.

Back at the headquarters in War-
saw, the long-term goal for Mr. Ca-

los getting more Palish

An Albanian man waited to sell firewood
Western cigarettes near Tirana, the Alba

-

L& M.

An Albanian man wai
Western cigarettes ne.

smokers to switch to Marlboro or

“'Of course, we're working in that
direction,” he said.
difficult to tell a Klubowe smoker to
smoke Marlboro. It doesn’t taste like

“But it's very

to do.”

{

iigh efficien
al timer, 4-:
ep Setting”,
o clean filter

) Associated Press
ted to sell firewood under a billboard advertising l
ar Tirana, the Albanian capital.

m?ything he knows. The conventional
wisdom is that the international
companies are going to kill the do-
mestic brands and introduce the in-
ternational brands. Easy to say, not

!
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PHILIP MORRIS COMPANIES INC.

The tobacco industry has been under fire re-
cently. but when the smoke clears #1 cigarette
maker Philip Morris may still be in good
shape. The New York City-based conglomerate
now gets half its revenue from food and beer.
Its subsidiaries include Kraft, the US’s largest
food company; Miller Brewing. ranked #2
among beer makers (after Anheuser-Busch);

" and Philip Morris Inc., which makes Marlboro,
the world's best-selling cigarette. Other com-
pany subsidiaries are involved in financial ser-
vices and real estate investment.

Krart — whose brands include Oscar Mayer,
Jell-0. and Post cereals — has combined Kraft
and General Foods and realigned its interna-
tional operations in an effort to ofiset weak
demand in some markets and speed its expan-
SION INto new ones.

Miller has debuted several brands, including
Southpaw Light, and is enjoying increased
sales among its premium beers, such as
Lowenbrau, Miller, and Red Dog.

Meanwhile back at the Marlboro ranch, legal
and governmental actions against Philip Mor-
ris, as well as other top tobacco companies, are
escalating, with consumers. the media, federal
and state governments. and tobacco industry
players battling over issues of intent and liabil-
ity. The firm is challenging antismoking legis-
lation and lobbying for smokers’ rights. The
controversy has heated up as new witnesses for
the opposition — including several former
Philip Morris employees — and documents
damaging to the industry have surfaced.

Philip Morris opened his London tobacco
store in 1847 and by 1854 was making his own
cigarestes. Morris died in 1873. and his heirs
sold the company to William Thomson around
1900, in 1902 Thomson introduced his com-
pany’s Cigarettes to the US. American investors
bough: the rights to leading Philip Morris
brands in 1919 and 10 vears later began mak-
ing cigarettes in Richmond, Virginia.

When the original members of the old
Tobacco Trust (broken up by the Tederal gov-
ernment in 1911} raised their prices in 1930,
Philip Morris countered by introducing inex-
pensive cigarettes popular with Depression-
wean consumers. A popular ad campaign in
1933 reatured beilhop Johnny Roventini chant-
ing the slogan “Call for Philip Morris.”

The company acquired Benson & Hedges
and itz president, Joseph Culiman I, in 1954.
Cullman enlisted advertiser Leo Burnett, who
created the hugely successful Marlboro Man.
Under Cullman. Philip Morris experienced
tremendous overseas expansion.

In 1970 Philip Morris purchased Miller
Brewing Company (formed in 1835 bv Frederic
Milleri and with aggressive marketing vaulted
to #2 among the world’s beer makers by 1980.

Philip Morris paid $5.6 billion in 1985 for
food and coffee giant General Foods. General
Foods traces its roots back to acquisitions
mad? by C.W. Post’s cereal company, including
Jell-0 (1925} and Maxwell House Coffee
(1928}, The Post company acquired the Gen-
eral Foods Company from frozen ioods pioneer
Clarence Birdseye (and changed its own name
to General Foods) in 1929,

In 1988 Philip Morris purchased Kraft,
which had been created in 1930 when
Thomas Mclnnerney's National Dairy Prod-
ucts bought Kraft-Phenix (formed in 1903 by
cheese wholesaler James Rraft).

The company acquired RJR Nabisco's cold
cereal operations in 1993. 1t also bought 20%
of Molson (Canada's largest brewer) and
100% of Molson's US breweries. That year it
sold Bird's Eve frozen foods to Dean Foods.

Also in 1993 Philip Morris cut Marlboro cig-
arette prices by 40 cents a pack to fend off low-
priced competitors. The cut almost halved
domestic tobacco profits but boosted market
share in the US for Philip Morris brands. Amid
price pressures and political attacks, CEO
Michael Miles stepped down in 1994, shortly
after the board rejected a proposal to split
Philip Morris into separate tobacco and food
companies.

New CEO Geoffrey Bible led challenges in
1995 to the EPA's findings on 2nd-hand
smoke as well as to antismoking regulations.
The company also settled a $10 billion libel
suit it had filed against Capital Cities/ABC
over an ABC news story. Later it spent $100
million to recall more than 7 billion ciga-
rettes contaminated with an irritant.

In 1996 Philip Morris bought a controlling
interest in Poland's largest tobacco operation.
ZPT Krakow. That year Miller introduced a
new premium beer, calied Miller. In a replay of
its 1993 cigarette marketing strategy, the com-
pany cut its breakfast cereal prices by 20% in
hopes of gaining market share.
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Chairman and CEQ: Geoffrey C. Bible, age 58,
$2.475,000 pay

EVP Worldwide Food: James M. Kilts, age 48,
$1.340,000 pay

EVP External Affairs and General Counsel:
Murray H. Bring, age 61, $1,300,000 pay

EVP and CFO: Louis C. Camilleri, age 41

Chairman and CEOQ, Kraft: Robert S. Morrisor

Chairman and CEQ, Miller: John N. MacDono
age 52

President and CEQ, Philip Morris Internation
William H. Webb, age 56, $1.175.000 pay

President and CEQ, Philip Morris Inc.:
James J. Morgan, age 53

President and CEO, Kraft Foods Internationa
lohn Bowlin. age 45

SVP Worldwide Operations and Technology:
Marc S. Goldberg. age 52

SVP Corporate Affairs: Steven C. Parrish, age

SVP Human Resources and Administration:
Lawrence A. Gates, age 58

Auditors: Coopers & Lybrand L.L.P.

HQ: 120 Park-Ave., New York. NY 10017
Phone: 212-880-5000  Fax: 212-878-2167

1995 Sales

L _ _Smil_
us 32479
Europe 23.076
Other reqions 10516
Total 66,071

T
e | 1sms [ v
Sales (S mil.) 3215 5.409] 2
Netincome (S mil.) 15.7= 1 1,478
Income as % of sales — 5.8%
Earnings per share (§) 17.3% 1.55
Stock price - high ($) — 19.50
Stock price - low ($) — 11.00
Stock price - close {$) 19.6% 17.97
P/t - high — 13
P/E - low — 7
Dividends per share ($) 232~ 0.56
Book value per share ($) 123% 5.94
Emplovees 3.5% 11,0000 1
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Chairman and CEQ: Geoifrey C. Bible, age 58,

$2.475.000 pay

EVP Worldwide Food: James M. Kilts, age 48,

$1.340,000 pay

EVP External Affairs and General Counsel:

Murray H. Bring, age 61. $1.300.000 pay
EVP and CFO: Louis C. Camilleri, age 41
Chairman and CEQ, Kraft: Robert S. Morrison, age 53
Chairman and CEQ, Miller: John N. MacDonough,

age 52

President and CEQ, Philip Morris International Inc.:
William H. Webb, age 36. $1.175.000 pay
President and CEQ, Philip Morris Inc.:

James J. Morgan. age 33

President and CEQ, Kraft Foods International:

John Bowlin, age 45

SVP Worldwide Operations and Technology:

Marc S. Goldberg, age 32

SVP Corporate Affairs: Steven C. Parrish, age 45

SVP Human Resources and Administration:
Lawrence A. Gates, age 38

Auditors: Coopers & Lybrand L.L.P.

WHERE

HQ: 120 Park Ave., New York. NY 10017
Fax: 212-878-2167

Phone: 212-880-5000
1995 Sales

us
Europe
Other regions

Total

S mil.
32,479
23,076
10,516

66,071

B %of total

1995 Sales & Operating Income

who ______________________[WHAT -

Sales * Operating Income
- $ mil. % of total $mil. % of total
Tobacco 32,316 49 7177 65
Food 29,074 44 3188 29
Beer 4304 6 444 4
Other 3 1 164 2
Adjustments - — (447) —
Total 66,071 100 10,526 100
Selected Products — I
Kraft Foods Maxwell House Foster’s
Claussen pickles cofiee Lowenbrau
Dream Whip Oscar Mayer Miller
. topping meats Molson
Grape Nuts Raisin Bran Red Dog
cereal cereal Sharp’s
lell-() desserts Shredded Wheat Philip Morri
Kool-Aid drink cereal '.l‘p Homs
) . . Basic
mix Tang drink mix Bris
nistol

Kratt foods

L.og Cabin syrups

Velveeta cheese
product

Chesterfield.

m Marlhoro
Louis Rich Miller Brewing  Parliament
turkey Asahi Virginia Slims
products ’ & )
OMP
Adolph Coors - Campbell Soup Heinz
Allied Domecq Carisherg Hormel
American Home  Conagdra Kellogg
Products cpe Kirin
Anheuser-Busch  Danone Nestle
Bass General Mills PepsiCo
BAT Grand Quaker Oats
Borden Metropolitan RJR Nabisco
Cadbury Guinness Sara Lee
Schweppes Heineken Stroh

_ , r - |
e ymbal: MO | o | 1986 | 1987 | 1988 : 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995
Sales (S mil.} I'32.1% [ 5,409{ 27.695 31,742i 14,759 51,169 56,458 39.1317 60,901 65,125] 66071
Netincome (5 mil.) 5.7% | 1,478 1842 2337 2946| 3540| 39720 4939 3568( 4725 5478
Income as % of sales — 58%| 6.7%| 74%( 6.6%( 69%| 70%( 84%| S5.9%(| 73%! 83%
Earnings per share ($) | 11.3% 1.55 1.94) 251 318 383 424) 545 406 S545( 551
Stock price - high ($) — 1950 3113 25501 45.50( S2.00f{ 8175 86.63 77.63] 64.50| 9438
Stock price - low ($) “ — 1100y 17.25] 20137 2500 36.00( 41.75{ 69.50] 4500 47.25| 3575
Stock price — close ($) 19.6% 17971 2134 2547 ; 41631 5175 80.25( 77.3 55.63( 57.50f 90.25
P/E - high —_ 13 16 101 14 14 19 16 19 12 14
P/E~low - 7 9 8i 8 gl w0 0w n 9 9
Dividends per share ($) 3.0% 0.56 0.75 09! 1.9 1.46 1.82 2.23 2.60 2.86 165
Book value per share {5} 12.3% 5.94 mm 8317 1031{ 1290 13.60) 1407 13.26{ 14991 16.83
Employees 3.5% [ 111,000 113,000 155,000 | 157,000 | 168,000 | 166,000 161,000 | 173,000} 165,000 | 151.000
100 g
-
E | Debt ratio: 50.7%
80 STOCK F Return on equity: 40.9%
7 PRICE ; Cash (mil.): $1.138
60 Current ratio: 1.04
50 - HISTORY J'- ~ r : Long-term debt (mil.): $12.324
il H i No. of shares (mil.): 831
:_ l(;c}:(/)lé(éW/ 1 ! Dividends
L r . Yield: 4.0%
20 — | Payout: 56.1%
10  Market value (tmil.}: $75.013
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[ Yahoo | Write Us | Search | Headlines | Info ]

[ Business - Company - Industry - Finance - PR Newswire - Business Wire - Quotes ]

Monday June 23 10:07 AM EDT

RESEARCH ALERT - Oppenheimer on tobacco companies

NEW YORK, June 23 (Reuter) - Oppenheimer & Co said it raised price targets and trimmed fiscal year
1998 earnings estimates for tobacco companies.

O said raised the price target on Philip Morris Cos Inc (Mo) to $64 from $46, raised RJR Nabisco
Holdings Corp (rN) to $48 from $39 and increased B.A.T Industries Plc (BT1) to $29 from $19.

O assuming the $368.5 billion settlement reached last week is approved in its current form and
assuming the $0.20 per pack federal excise tax rise on cigarettes is passed, said trimmed earnings
estimates for fiscal 1998.

O based on those two assumptions, said cut Philip Morris' fiscal 1998 earnings estimate by $0.33 a
share to $3.19 a share, cut RJR Nabisco's by $0.79 a share to $2.68 a share, cut UST Inc (usT) by
$0.47 a share to $2.28 a share. Also cut 1998 estimate for B'A.T Industries by $0.15 per ADR to
$1.78 per ADR.

O On Friday, tobacco companies reached a settlement with 40 states suing the industry and the public
health community.

More news for referenced ticker symbols: BT1, Mo, RN, UST, and related categories and industries:
food/beverages, household, insurance, tobacco, stock capsules, options.

Help

Copyright © 1997 Reuters Limited. All rights reserved. Republication or redistribution of Reuters content is expressly
prohibited without the prior written consent of Reuters. Reuters shall not be liable for any errors or delays in the content, or
for any actions taken in reliance thereon
Important Disclaimers and Legal Information
Questions or Comments?

1ofl 06/23/97 16:44:17
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ZFool Snapshot

Click here for more information

. . 1301 Avenue of the Americas
RJR Nabisco Holdings Corp. New Yok NY 10019

NYSE: RN . ‘ Ph: 212-258-5600
http://www.rjrnabisco.com Fx: 212-969-9173

RJR Nabisco Holdings Corp. is the parent of separately traded subsidiary Nabisco, Inc., a -
leading US food company. RJR is also the #2 cigarette maker (after Philip Morris) in the US.
Product lines include cigarettes (Camel, Winston, Salem); candy, gum, and nuts (Breath Savers,
Care*Free, Planters); cookies, crackers, and cereals (Nilla Wafers, Cheese Nips, Cream of
Wheat); and a myriad of other brands (A.1. steak sauce, Blue Bonnet margarine, and Ortega
Mexican food products). Almost 3/4 of RJR's revenues come from domestic operations; sales
are split almost evenly between food products and tobacco products.

Source: Hoover's, Inc.

&1 See Hoover's Company Profile of RJR Nabisco. (Find out how you can subscribe).

RJR Nabisco Message Boards

lnltp://Ww.hoovcrs.com/cgi-bimbrand_fool_mlist.cgi?symbol=m&modc=full

Market Data
;;m 20. 1957 ... Market Closed

. E P S ast 34 1/2
E s Day Change

High

Low

52 Week High 38 7/8

52 Week Low 251/8

Volume

Div $2.05

Sep Nov Jan Mar May Jul Sep Nov Jan Mar May Yield l 99
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#{Ji'Nabisco Holdings Corp. Snapshot

BASELINE Financial Services, Inc. provides Price Action graphs for
pproximately 7,400 public companies. A Price Action graph is available for most

Company Snapshots.

http://www hoovers com/cgi-bin/brand_fool _mlist.cgi?symbol=mé&mode=full

[PE Ratio | 191

Source: Hoover's, Inc. /
INorth American Quotations,
Inc. '

L CVERY PLAYCR wg{dg oo

Trailing 12 Month Data | Total yi230 57l pee. 56| Sep. 96| June 96
[Sales ($ mil.) 1 16956 3,779 4,625 4349 4,203]
[Operating Income (8 mil.) I 2,693 653 692| 683[ 665)|
[Operating Margin (%) L 1so%ll 173%| 15.0%) 15.7%)  15.8%)
[Net Income ($ mil.) |l 6260 2130 2150 2250] (27.0)
[Profit Margin (%) | 3.7%|  56%| 46%| 52%| -]
[Earnings per Share (8) | 180 062 063 o066 (0.11)

[Shares Outstanding (in thousands)

{273,574

273,913 273,574|| 269,923 272,108]

[ Source: Media General Financial Services, Inc.

|

Balance Sheet Data
Mar. 97
[Cash ($ mil.) | 2180
[Currem Assets ($ mil.) " 4,949.&
[Equity ($ mil.) I 9,609.0]
|Current Liabilities ($ mil.) I 3,873.0]
rLong Term Debt ($ mil.) ]F,GS&&

[Source: Media General Financial Services, Inc.l

] See Historical Financials for RJR Nabisco. (Find out how you can subscribe).

QTR QTR FY FY

EPS Forecast June 97|  Sept. 97|  Dec. 97 Dec. 98
[Earnings per Share ($): JI 0.71|r 0.78]ﬁ 2.99Jl 3.41]
@urce: First Call Corporation 1

What can I do with these numbers?

See another Snapshot
Enter ticker symbol:
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OR Company Name:
Recent SEC Filings May 1397 May 13 97 March 14 97
[Form Type: I 10-Q 10-Q 10-K405|
I Search EDGAR Online for more SEC filings from RJR Nabisco. J

Click here for more information

About The Fool Snapshot

Hoover's Company Information, Copyright © 1997, Hoover's, Inc., Austin, Texas

Legal Disclaimer | FoolMart | Who Are We? | Suggestions
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BUSINESS | U.S. MKTS | MOTLEY FOOL | IPO | INTL MKTS | BY INDUSTRY | QUOTES

More Info: Current Quote | Chart | News | Profile

Recent Filings: Nov 96 (Quarterly Report)
More filings for RN available from EDGAR Online

May 13, 1997

RJR NABISCO HOLDINGS CORP (RN)
Quarterly Report (SEC form 10-Q)

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion and analysis of RJRN Holdings' financial condition and results of operations
should be read in conjunction with the historical financial information included in the Consolidated
Condensed Financial Statements.

RESULTS OF OPERATIONS

Summarized financial data for RJRN Holdings is as follows:

THREE MONTHS

ENDED
MARCH 31,
1997 1996 % C
PR T IR [ORL L S RO WO SR W NP OB U Y S WY ] "“‘_'_ﬁﬁﬁguo‘fﬁﬁk§%§;;ﬁi,LIoNS)— N
NET SALES:
2 S 1,076 $ 1,057
Reynolds International............ioivivne., 798 839
Total TOLACCO. vttt i it ittt ittt st e e s e anens 1,874 1,896

lof?7 06/25/97 15:51:53
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NabisCo BisSCULIt .. vttt it iiienenn 801 871
U.S. FOOdS GEOUP vt vttt v vt taetnnnannnoeenennnas 527 563
Domestic FOOd GroUP . . ittt teenetnonnnenenes 1,328 1,434
International Food GroOUP. ...t vvveeeeettnennnns 577 556
Total FoOod. v v iir it ineeieeenteaenenennennnas 1,905 1,990
$ 3,779 $ 3,886
OPERATING COMPANY CONTRIBUTION(1):
2 $ 380 $ 380
Reynolds International..............ciivvinn, 195 197
Total ToObACCO. vttt ittt ittt onens 575 577
Nabisco Biscuit......iuiiiiniiiiiininnnnnnn, 134 125
U.S. Foods GIOUD. ...ttt ittt iennnnanasennns 65 63
Domestic FOOd GIrOUP . .t v vt iit ettt oenannns 199 188
International Food Group............c.. i 54 50 .-
Total Food. .ottt ittt ttreennanans 253 _ 238
Headquarters. ... ..ottt ittt iennnaaneenas (17) (17)
$ 811 $ 798
OPERATING INCOME:
22 $ 289 $ 289
Reynolds International........... oot evvinnnn 185 187
Total TobaCCO. . i ittt ittt aanss 474 476
Domestic Food GrOUPD. .« ittt v et netrtnaronanans 148 137
International Food Group........ociveveeninnnn 48 44
Total Food..v vttt iiinieioneonarorennonnnnas 196 181
Headquarters. .. ...ttt ernnonannesas (17) (17
$ 653 $ 640

(1) Operating company contribution represents operating income before amortization of trademarks and
goodwill.

TOBACCO

The tobacco line of business is conducted by RJRT and R.J. Reynolds International ("Reynolds
International").

RJRT's net sales for the first quarter of 1997 was $1.1 billion, an increase of $19 million or 2% over the
comparable period in 1996. The increase is primarily attributable to pricing ($62 million), partially offset
by lower overall volume ($51 million). Volume of 26.7 billion units decreased by 1.4 billion units or 5%
from 1996 with full price volume decreasing 4% and savings brand volume decreasing 6%. Volume for

06/25/97 15:51:53
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the quarter was impacted by one less shipping day.

Industry volume decreased approximately 3% and continued its shift toward full price brands which
increased to 72% from 71%. RJRT's overall market share decreased to 25.56% in the 1997 March
quarter from 26.46% for 1996. The company's full price volume as a percentage of total volume
increased to 63% for the quarter compared to 62% for 1996. Savings brands comprised 37% and 38% of
total volume for the respective periods.

By brand, Camel's volume increased 8% led by its Red Kamel line extension and the introduction of
Camel Menthol. Doral strengthened its position as the industry's leading savings brand with a 3% volume
gain. Offsetting these increases were declines in Winston, Salem and low margin savings brands. The
company continues its program of ceding market share of low margin brands. RJRT continues to study
Eclipse, a cigarette featuring 90% reduced second-hand smoke, along with the Moonlight Tobacco
Company brands that feature innovative packaging and product concepts. Additionally, RJRT is test
marketing a repositioning of Winston in Florida emphasizing a no additive blend using the "No Bull"
theme.

RIRT's operating contribution of $380 million for the quarter was even with 1996, despite lower volume,
primarily due to pricing and operating efficiencies. Operating income was $289 million, also flat with
1996.

On March 25, 1997, RJRT followed the industry as Philip Morris announced a $2.50 per thousand price
increase effective with shipments on March 24th. It is higher than the previously announced increase of
$2.00 per thousand or 4% average price increase, which RJRT lead on March 6, 1997

Reynolds International's net sales decreased 5% to $798 million for the March quarter, primarily due to
volume ($67 million) and foreign currency translation ($31 million), partly offset by pricing ($58 million).
Overall volume of 41.5 billion units decreased 11% from 1996 primarily due to volume shortfalls in the
former Soviet Union. Excluding the former Soviet Union, volume increased 2% over 1996. The volume
decrease in the former Soviet Union resulted from uncertainty surrounding the government tax policies
that forced importers to delay purchases of higher margin products. The company expects volume to
return to normal levels as the tax issues have been resolved. In other regions, volume in Asia increased
6% primarily in Japan where volume increased 38%. Reynolds International continues to be the
fastest-growing international tobacco company in Japan. Volume in Central Europe increased 36% due to
strong performance in Turkey and Romania. Offsetting these increases were declines in Western Europe,
particularly Spain and France, related to recent excise tax increases.

By brand, the Camel family continues to perform strongly worldwide, fueled by several line extensions.
Camel Medium, introduced in Holland, Belgium and Germany, is receiving favorable response. Plans are
to roll out the product in other markets through 1997. Camel Lights, introduced in late 1996, continues
to perform well in all its markets. Winston reported solid growth in Greece, Turkey, the Adriatic region
and Japan. New Winston Lights and super-lights were launched in Switzerland in March as part of the
company's plans to expand participation of its largest-selling international brand in the growing
worldwide lights segment. Salem continues its strong performance across Asia led by the continued
success of Salem Pianissimo in Japan, which drove Salem's volume more than 20% higher.

Operating company contribution of $195 million decreased 1% from 1996, primarily driven by the
volume declines and unfavorable foreign currency, partially offset by pricing. Operating income decreased
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1% to $185 million as a result of the decrease in operating company contribution. Reynolds International
has commenced a European distribution rationalization program to improve productivity and reduce costs
that will not have a material impact on the financial statements. The program includes mventory
realignment as well as the sale and closure of certain facilities.

GOVERNMENTAL ACTIVITY

In August 1996, the U.S. Food and Drug Administration (the "FDA") asserted jurisdiction over cigarettes
and certain other tobacco products by declaring such products to be medical devices and adopting
regulations, first proposed in 1995, on the advertising, promotion and sale of cigarettes. The regulations
include a phased in schedule of effectiveness over a two year period. The first phase began February 28,
1997, when regulations relating to the sale of cigarettes to minors became effective. Among other things,
the regulations would prohibit or impose stringent limits on a broad range of sales and marketing
practices, including bans on sampling, sponsorship by brand name, and distribution of non-tobacco items
carrying brand names. The FDA's rules also limit advertising in print and on billboards to black and white
text and impose new labeling language.

The purported purpose of the FDA's assertion of jurisdiction was to curb the use of tobacco products by
underage youth. RJRT believes, however, that the assertion of jurisdiction and the scope of the proposed
rules would materially restrict the availability of cigarettes and RJRT's ability to market its cigarette
products to adult smokers. RJRT, together with the four other major domestic cigarette manufacturers
and an advertising agency, filed suit on the day of the initial proposal in 1995 in the U.S. District Court
for the Middle District of North Carolina seeking to enjoin the FDA's assertion of jurisdiction (Coyne
Beahm v. United States Food & Drug Administration). On the day the final regulations were announced,
the plaintiffs filed an amended complaint challenging the regulations. Similar suits have been filed in the
same court by manufacturers of smokeless tobacco products, by operators of retail stores and by
advertising interests. On April 26, 1997, the court ruled on a motion for summary judgment, that based
on the facts alleged by the FDA, that agency was not barred from asserting jurisdiction over tobacco but
lacked authority to issue certain of the regulations bearing on marketing and advertising. The court
immediately certified its decision for appeal to the Fourth Circuit court of appeals and stayed the
effectiveness of that portion of the regulations which had not yet been implemented pending appeal or
further court action. RJRT is unable to predict the ultimate outcome of this litigation seeking to find the
FDA's regulations to be unlawful. If the full regulations do go into effect, they could be expected to have
an adverse effect on cigarette sales and RIRT.

RJRT understands that the U.S. Federal Trade Commission is considering filing a complaint against
RJRT based on allegations regarding a purported connection between "Joe Camel" and youth smoking
decisions.

In March 1994, the U.S. Occupational Safety and Health Administration ("OSHA") announced proposed
regulations that would restrict smoking in the workplace to designated smoking rooms that are separately
exhausted to the outside. Although RJRT cannot predict the form or timing of any regulations that may
be finally adopted by OSHA, if the proposed regulations are adopted, RJIRT expects that many employers
who have not already done so would prohibit smoking in the workplace rather than make expenditures
necessary to establish designated smoking areas to accommodate smokers. RJIRT submitted comments on
the proposed regulations during the comment period which closed in February 1996, Because many
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employers currently do not permit smoking in the workplace, RIRT cannot predict the effect of any
regulations that may be adopted, but incremental restrictions on smokers could have an adverse effect on
cigarette sales and

RJRT.

In July 1996, Massachusetts enacted legislation that would require manufacturers of tobacco products
sold in Massachusetts to report yearly, beginning in 1997, the ingredients of each brand sold. RIRT
believes that the disclosure of trade secrets required by this law could damage the competitive position of
its brands. The statute requires the reporting of nicotine yield ratings in accordance with procedures to be
established. Together '

with other cigarette manufacturers, RJRT has filed suit in the U.S. District Court for the District of
Massachusetts seeking to have the statute declared null and void and to restrain Massachusetts officials
from enforcing it. A similar suit has been filed by manufacturers of smokeless tobacco products. The
Massachusetts district court denied the manufacturers' motton for summary judgment based on
preemption grounds, but certified the case for appeal of this issue to the First Circuit which will hear oral
argument in June 1997. RJRT is unable to predict the outcome of this litigation. ~

A number of foreign countries have also taken steps to discourage cigarette smoking, to restrict or
prohibit cigarette advertising and promotion and to increase taxes on cigarettes. Such restrictions are, in
some cases, more onerous than restrictions imposed in the United States. In June 1988, Canada enacted a
ban on cigarette advertising, which was struck down on grounds of constitutionality by the Supreme
Court of Canada in 1995. A new law of similar impact was recently enacted by the Canadian parliament
and became effective immediately. It is being challenged as to constitutionality in a Toronto court.

Senators Kennedy and Hatch have introduced legislation into the U.S. Congress expanding
Medicaid/Medicare coverage of children. The bill includes an increase of $.43 per pack of cigarettes to
finance the expanded coverage and to reduce the federal budget deficit. It is not possible to determine
what additional federal, state, local or foreign legislation or regulations relating to smoking or cigarettes
will be enacted or to predict any resulting effect thereof on RJRT, Reynolds International or the cigarette
industry generally, but such legislation or regulations could have an adverse effect on RJRT, Reynolds
International or the cigarette industry generally.

For a description of certain litigation affecting RJRT and its affiliates, see Note 3 to the Consolidated
Condensed Financial Statements.

FOOD

The food line of business is conducted through the operating subsidiaries of Nabisco Holdings Corp.
("Nabisco Holdings"). Nabisco Holdings' businesses in the United States are comprised of the Nabisco
Biscuit company and the U.S. Foods Group (collectively, the "Domestic Food Group"). The U.S. Foods
Group is comprised of the Specialty Products, LifeSavers, Planters, Tablespreads and Food Service
companies. Nabisco Holdings' businesses outside the United States are conducted by Nabisco Ltd and
Nabisco International, Inc. (collectively, the "International Food Group").

Nabisco Holdings reported net sales of $1.91 billion in the first quarter of 1997, a decrease of 4% from
the first quarter 1996 level of $1.99 billion, with the Domestic Food Group down 7% and the
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International Food Group up 4%. Within the Domestic Food Group, Nabisco Biscuit sales declined 8%,
principally due to the impact of reorganizing the sales force and volume declines caused by three fewer
selling days in the 1997 first quarter versus the 1996 first quarter. The U.S. Foods Group net sales
decline of 6% was attributable to lower sales volume for tablespreads and condiments, partially offset by
higher sales volume for nuts, candy and gum. The International Food Group's sales increase-was primarily
driven by business acquisitions during the second half of 1996, and improved results in Argentina, Mexico
and Iberia, mainly due to volume gains. Partially offsetting these gains were volume declines in Brazil,
due to a change in trade practices which reduced distributor purchases, and South Africa.

Nabisco Holdings' operating company contribution was $253 million in the first quarter of 1997, an
increase of 6% from the first quarter 1996 level of $238 million, with the Domestic Food Group up 6%
and the International Food Group up 8%. The Domestic Food Group's operating company contribution
increase for the first quarter of 1997 was primarily due to improved operating results at Nabisco Biscuit,
resulting largely from restructuring driven margin improvements. The U.S. Food Group's increase in
operating company contribution was primarily attributable to restructuring efficiencies. The International
Food Group's increase in operating company contribution for the first quarter of 1997 was principally due
to the i

1996 business acquisitions, the profit impact of increased sales volumes in Argentina, Mexico and Iberia,
and productivity initiatives in Canada.

Nabisco Holdings' operating income was $196 million in the first quarter of 1997, an increase of 8% from
the first quarter of 1996 level of $181 million, as a result of the increase in operating company
contribution discussed above.

LIQUIDITY AND FINANCIAL CONDITION

Net cash flows from operating activities resulted in an outflow of $171 million in 1997, a decrease of
$301 million compared to net cash flows provided from operating activities in 1996 of $130 million. The
decrease in net cash flows from operating activities primarily reflects higher inventory levels,
restructuring and restructuring related payments and income tax payments.

Free cash flow, another measure used by management to evaluate liquidity and financial condition, is
essentially net cash flow from operating activities and investing activities per the Consolidated Statement
of Cash Flows, adjusted for acquisitions and divestitures of businesses, less preferred dividends. It
represents cash available for the repayment of debt and certain other corporate purposes such as common
stock dividends, stock repurchases and acquisitions. Free cash flow resulted in an outflow of $305 million
'in 1997 and an outflow of $16 million in 1996. The higher outflow of free cash flow in 1997 primarily
reflects the higher inventory levels, restructuring and restructuring related payments and income tax
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Management of RJRN Holdings and its subsidiaries are continuing to review various strategic
transactions, including but not limited to, acquisitions, divestitures, mergers and joint ventures. No
assurance may be given that any such transactions will be announced or completed.

Capital expenditures were $131 million for the first three months of 1997. Management expects that the
current level of capital expenditures planned for 1997 to be in the range of approximately $800 million to
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$850 million (approximately 53% Food and 47% Tobacco), which will be funded primarily by cash flows
from operating activities. The current planned level of capital expenditures for 1997 is higher than the
1996 amount of $741 million primarily due to the increased capital investments for Reynolds International
(notably in the former Soviet Union). Management also expects its capital expenditures program will
continue at a level sufficient to support the strategic and operating needs of RIRN Holdings'-operating
subsidiaries.

The foregoing discussion in "Management's Discussion and Analysis of Financial Condition and Results
of Operations" contains forward-looking statements which reflect management's current views with
respect to future events and financial performance. These forward-looking statements are subject to
certain risks and uncertainties, including, but not limited to, the effect on financial performance and future
events of competitive pricing for products, success of new product innovations and acquisitions, local
economic conditions and the effects of currency fluctuations in countries in which RIRN Holdings and its
subsidiaries do business, the effects of domestic and foreign government regulation, ratings of RIRN
Holdings' or its subsidiaries' securities and, in the case of the tobacco business, litigation. Due to such
uncertainties and risks, readers are cautioned not to place undue reliance on such forward-looking
statements, which speak only as of the date hereof.

Recent Filings: Nov 96 (Quarterly Report)
More filings for RN available from EDGAR Online

Copyright © 1997 Yahoo! Inc. All Rights Reserved.
See our Important Disclaimers and Legal Information.
All Rights Reserved.
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RJR NABISCO HOLDINGS CORP.

RJR Nabisco knows how to satisfv an oral
fixation. The New York City-based company
comprises R.J. Revnolds, the US's 2nd largest
cigarette maker (after Philip Morris) with
about 30% of the market. and Nabisco. the
leading maker of cookies and crackers. Each
unit sports a shopping cart full of well-known
brands. including Camel. Salem. and Winston
cigarettes. and edibles such as Chips Ahoy!
cookies, Ritz crackers, Care*Free gum. and
Planters nuts.

The company has recently survived assault
from within. Stockholder Bennet LeBow at-
tempted a takeover and pushed for RJR

Nabisco to spin off its food operations. The
Nabisco spinoff is favored by the current board,
but onlv when certain favorable financial con-
ditions are met. The company is still battling
attacks from outside as antismoking sentiment
and tobacco litigation grow.

Now RJR Nabisco is looking overseas for re-
lief. Nabisco, which aiready has regional
brands in Asia, Europe. and Latin America, will
introduce US brands into those areas.

Revnolds is jousting with Philip Morris in the
fast-growing "American blend” segment of the
international tobacco marketl.

R. J. Revnolds formed the R.J. Revnolds To-
bacco Company in 1875 in Winston. North
Carolina. to produce chewing tobacco. In the
late 1890s James Duke of the American To-
bacco trust ferced Revnolds to sell out to him
for $3 millior.. Revnolds regained control in
1911 after Duke's trust was dismantied by the
government. i, 14913 the company introduced
Camel. its hesi-selling cigarette. After
Revnolds diec in 1918, leadership passed to
Bowman Gra:. whose family ran the company
for the next 5 vears.

With the success of Camel, R.J. Revnolds be-
came the largest domestic cigarette company.
During the 193us and 1940s, Camel and Lucky
Strike (American Tobacco Company vied for
the #1 cigarette position. In response to grow-
ing health concerns in the 1950s. the company
introduced its riltered Winston (19341 and
Salem (1956 brands.

Growing antismoking sentiment led to di-
versification in the 1960s and 1970s. Acquisi-
tions included Chun King (1966: sold 1989),
Patio Foods 1 1467), American Independent Oil
(1970: sold 19341, and Del Monte (14979: sold
1990). In 197 the company became R.J.
Reynolds Industries; it acquired Heublein in
1982. Heublein's Kentucky Fried Chicken
chain was sold to PepsiCo in 1986 and its
liquor business to Grand Metropolitan in 1987,

In 1985 the company bought Nabisco
Brands for $4.9 billion and renamed itself RJR
Nabisco. The National Biscuit Company had
been formed by the 1898 consolidation of sev-
eral baking companies by Adolphus Green.
Nabisco’s first president. Products included Fig
Newtons. Oreo. and Premium Saltines.
Nabisco acquired Shredded Wheat (1929),
Milk-Bone (14931}, Dromedary (1954). Cream
of Wheat (19611 James Welch (candy, 1963),

and Standard Brands (Planters nuts. Blue Bon-
net margarine, beer. wine: 19811, Standard
Brands's CEQ, Ross Johnson, became CEQ of
Nabisca and then of RIR Nabisco.

When Johnson attempted an LBO. Kohlberg
Kravis Roberts outbid him. acquiring the com-
pany tor $24.6 billion in 1989, an Louis Ger-
stner hecame CEQ. To reduce the LBQ debt.
the company sold Nabisco's European tood
business 11489).

Antismokers’ attacks on Revnoids increased
when an American Medical Assoqiation report
determined that the company’s popular ad
campaign featuring cartoon character Joe
Camel appealed to children. impiving that the
ad encouraged children to smoke.

In 1993 RJR sold its cold cereal business to
Kraft and brought new tobacco processing
plants on line in Poland and Turkev. In a series
of transactions in late 1994 and early 1995,
KKR exchanged approximately 3 4 of its 35%
stake in RIR Nabisco to acquire 1004, of Bor-
den. then sold off its remaining 8,.

RIR Nabisco separated its 2 companies by
selling 19.5% of Nabisco to the public in early
1995. Late that vear investors Carl lcahn and
Bennett LeBow bought a 4.8% stake in the
company. In 1996 the pair launched a proxy
fight to win control of the company. saving
thev would boost RJR’s performance with new
management and would spin ofi Nabisco. The
takeover attempt failed. in part because to-
bacco investors disliked LeBow's plans to settle
cigarette lawsuits. Also in 1996 the company
began consumer testing of its Echpse ciga-
rettes. which are said to reduce secondhand
smoke by 90% (seen by some as an admission
of the dangers of secondhand smoke).
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Chairman, President, and CEQ: Steven F. Goldstone,
age 50, $1.372.821 pay (prior to promotion)
Chairman and CEO, Nabisco Holdings, Inc.:
H. John Greeniaus, age 51, $1.530.500 pay
President and CEOQ, R.J. Reynolds Tobacco:
Andrew J. Schindler, age 51, $829,481 pay
President and CEO, R.J. Reynolds International:

Pierre de Labouchere, age 41

SVP and CFO: Robert S. Roath, age 53, $776.750 pay
SVP and General Counsel: Robert F. Sharpe Jr., age 43
SVP and Treasurer: John J. Delucca, age 52

SVP and Controller: Richard G. Russell, age 30

SVP Human Resources and Administration:

Gerald I. Angowitz, age 46
Auditors: Deloitte & Touche LLP

HQ: 1301 Avenue of the Americas.
New York. NY 10019-6013
Phone: 212-238-3600

Fax: 212-969-9173

Web site: http: www.triadonline.comvrjrt

RJR Nabisco seils its products in more
around the world.

than 17 markets

1995 Sales & Operating Income

Sales _O;;Qra(inq income

~_Smil._ % of total $mil. % of total

Food 8.294 52 902 38
Tobacco 7714 48 1.500 62
Adjustments — — (64: —
Total 16,008 100 2,338 100

Selected Product Names
Cigarettes Cookies, Other
Best Value Crackers, and  A.1. Steak Sauce
Camel Cereals Blue Bonnet
Century Barnum’s Animal College Inn
Doral Crackers Fleischmann's
Magna Better Cheddars  Grey Poupon
More Cheese Nips Rnox
NOwW Chicken in a Milk-Bone
Salem Biskit Move Over Butter
Sterling Chips Ahoy! My-T-Fine
Vantage Cream of Wheat  Regina
Winston Harvest Crisps Royal

Nabisco Honey Vermont Maid

Candy, Gum, and
Nuts

Breath Savers

Bubble Yum

Care*Free

Gummi Savers

Life Savers

Now & Later

Planters

Maid Grahams

KEY COMPETITORS.

Allied Domecq
American Brands
American Home
Products
BAT
Borden
Campbell Suup
Colgate-
Palmolive
ConAgra
Danone

Newtons

Nilla Wafers

Nutter Butter

Oreo

Premium

Ritz

SnackWell's

Triscuit

Wheat Thins

Dole Mars

General Mills PepsiCo

Grand Philip Morris
Metropolitan Procter &
Hanson Gamble
Heinz uaker Qats
Hershey Richemont
Imasco lara Lee
Inflo Holdings Unilever
Kellogg rigley
Loews

e aymba R oreusl 11986 | 1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1993 1994 | 1995

Sales (S mil.) 0.0% | 15978| 15.766| 16,9561 12,764| 13.879| 14,989 15,734| 15.104: 15,366( 16,008
Netincome !S mut.} (7.0%) 9621 11791 1378] (976)| (429) 195 268| (211 388 501
Income as % of sales — 6.0%| 75%) 8.1% - —| 13%| 17% — 25%| 31%
Earnings per share (S) 9.5% — — — — —( 110} 100} (003 125] 158
Stock price - Righ {5} — — - — — —] 6438| S8.75| 50001 4063 3338
Stock price - iow {$) — — — - — —| 28.13[ 39.38| 21381 2656 25.00
Stock price - cose ($) (13.0%) — — — — — | 5375( 43.13( 3387 27.50( 3075
P/E - high — — — — — — 59 59 —_ 33 )]
P/E - low — — — — — — 26 39 — 21 16
Dividends per snare(S) | — — — — — — 0.00 0.00 0001 0.00 1.50
Book value per share () (1.1%) — — —_ — —| 3755] 3690 3361 3455 3587
Employees (5.3%) [ 124,617 120,334} 116,881] 48,000 55.000( 56,000 63,000 66.5001 70,600| 76,000

STOCX

Debt ratio: 43.3%
Return on equity: 4.7%

371 PRICE

Cash (mil.): §234
Current rauo: 1.11

« < HISTORY

Long-term dett {mil.): $9.429
No. of shares tmil.): 273

HIGH/OW/
CLOSE

-

Dividends

Yield: 4.9%
Payout: 94.9%

Market value 1mil.): $8,389
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UST Inc. Snapshot hnp://www.hoovers.com/cgi.-bin/brand_fool_mlist.cgi?symbol=ust&mode=fu|]

SPARTAN

R e CACTIVE TRADERS CLICK HERE
Click here for more information

100 W. Putnam Ave.

UST Inc. Greenwich, CT 06830
NYSE: UST Ph: 203-661-1100
http://www.shareholder.com/ust/ Fx: 203-622-3626 .

UST is a holding company with 4 wholly owned subsidiaries. Its primary business is United:,
States Tobacco, the world's leading producer of snuff and chewing tobacco, with its best-selling
Copenhagen and Skoal brand snuff and other smokeless tobacco products. International Wine &
Spirits produces 2 Napa Valley wines as well as premium and sparkling wines from
Washington's Columbia Valley. UST Enterprises distributes videos such as Larry McMurtry's
Streets of Laredo and sells premium cigars (Don Tomas, Astral) and smoking accessories (pipes,
pipe cleaners). Subsidiary UST International sells the company's products outside the US,
primarily in Canada.

Source: Hoover's, Inc.

{1 See Hoover's Company Profile of UST. (Find out how you can subscribe).

Motley Fool Message Boards
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Historical Performance Market Data
UST INC A dun 2D, 1EET 2 |>06/23/1997 10:20:00 EST
G T -

i Last 29 §
y Change 0 UH
S T " . 29
» ,ﬁ}\------*;ﬂ._ R L i " 3 28 5/8
g S L SR
S R SR 2 Week High 353/8
| 2 Week Low 25 1/
60,300
$ 1.62 .
5.6 %
PE Ratio 12.0
BASELINE Financial Services, Inc. provides Price Action graphs for Sonrce. Hoover's. Inc. /
approximately 7,400 public companies. A Price Action graph is available for most North American Quotations.
Inc.

Trailing 12 Month Data | Total] yroroh'on| Dec 56| Sep.56) June o6
[Sales ($ mil.) ) 14005 3405 3525 366.0] 3505
[Operating Income ($ mil.) | 7405 164.6] 180.5 200.1| 195.3]
[Operating Margin (%) [ 52.5%| 483%| s1.2%| 54.7%| 55.7%
[Net Income ($ mil.) N asss|| 1012 1148 1237 119
[Profit Margin (%) | 325%| 29.7%| 32.5%| 33.8%| 34.0%
ﬁiarnings per Share (%) JL 2.43 Oﬂ“ O.6ﬂr 0.6ﬂ 0.62]
Shares Outstanding (in thousands) || 183,856] 183,636] 183,856] 186,184] 187,909
rSourcc: Media General Financial Services, Inc. 1
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Balance Sheet Data
Mar. 97
[Cash ($ mil) 169
|Current Assets ($ mil.) | 4532
|Equity ($ mil.) || 298.3]
[Current Liabilities ($ mil.) Il 300.6|
' [Long Term Debt (§ mil.) [ 100.0]
| Source; Media General Financial Services Inc.|

G] See Historical Financials for UST. (Find out how you can subscribe).

' QTR QTR FY FY

EPS Forecast June97]  Sept.97|  Dec. 97 Dec. 98
|Earnings per Share ($): | 0.64| 0.65 245 _ 2.65|
| Source: First Call Corporation ' |

What can I do with these numbers?

See another Snapshot
Enter ticker symbol:

OR Company Name:
Recent SEC Filings May 9 97 March 17 97
[Form Type: JL lO-ﬂz r 10-K|
rSearch EDGAR Online for more SEC filings from UST. ]

Click here for more information

About The Fool Snapshot

Hoover's Company Information, Copyright © 1997, Hoover's, Inc., Austin, Texas

Legal Disclaimer | FoolMart | Who Are We? | Suggestions
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Whenever a smoker turns to smokeless to-
bacco, it's good news for United States To-
bacco — the world's leading producer of snuff
and chewing tobacco — and UST, its parent
company. Greenwich, Connecticut-based UST
is a holding company for 4 wholly owned sub-
sidiaries. US Tobacco is UST's most profitable
unit. with its best-selling Copenhagen and
Skoal brand snuff and other smokeless to-
bacco products. International Wine & Spirits
produces 2 Napa Valley wines as well as pre-
mium and sparkling wines from Washington's
Columbia Valley. The company also distrib-
utes videos such as The Little Rascals series
through Cabin Fever Entertainment and sells

UST dates back to the 1911 founding of the
Wevman-Bruton Co.; the small snuff manufac-
turer was chartered after a Supreme Court rul-
ing dissolved the American Tobacco Trusl
(finding 12 1n violation of the Sherman Act) but
allowed members of the trust to reorganize in-
dependentiy. Copenhagen. the company's flag-
ship tobacco brand. had been introduced to
American consumers in 1822,

Wevmuzn-Bruton was renamed United States
Tobacco Company in 1922, United States To-
bacco introduced wintergreen-flavored Skoal
in 1934. The company diversified in 1958 by
acquiring candy and nut products maker Cir-
cus Foods. but it was edged out of the market
by the dominant Planters nut label. A brief
stint as the marketer of Cadillac dog fvod had
similar results, and by the 1960s the company
had focused solely on tobacco.

In 1965 United States Tobacco purchased
the W. H. Snvder & Sons cigar company. It
later merged the subsidiary into Woli Brothers
Cigar. then renamed it House of Windsor in
1981 betore selling 1t to employees in 1987,
The company entered the pipe business with
the 1969 purchase of Henry. Leonard &
Thomas. Inc., makers of the Dr. Grabow brand
of presmoked pipes. In 1974 the company
added other pipe makers, including Master-
craft Pipes. and bought its first winery (now
called Chateau Ste. Michelle).

Under Louis Bantle, who became chairman
in 1973. sales of the company’s snuff climbed
— 10% annually between 1974 and 1979. Ban-
tle expanded sales beyond snuff’s traditional
northern markets into the Southeast and
Southwest using rodeo and sports personali-
ties to promote the products. In 1983 UST in-
troduced Skoal Bandits, a tea-bag-like,

smoking accessories (pipes. pipe cleaners).
Subsidiary UST International sells the
company's products outside the US, pri-
marily in Canada. .

UST continues to rack up record sales and
earnings. But all has not been wine and Skoal
for the company, which has had its share of
bad news as well. Recent research indicates
that a can of smokeless tobacco has 3 times
more cancer-causing chemicals than a pack of
cigarettes. In addition, for the first time. a jury
has sided with a former smoker instead of the
tobacco industry. just as more than a dozen
states have filed suit against tobacco compa-
nies. UST included.

premeasured “dip” aimed at beginning con-
sumers, although the company has vehe-
mently denied pitching its productsto
minors. UST beefed up its wine segment in
1486 by acquiring the Villa Mt. Eden and
Conn Creek wineries.

The company's good fortune began to sour
in the late 1980s. Although previousiv ex-
cluded from the regulations imposed on ciga-
rette makers. a $147 million case filed against
UST in 1986 (Betty Ann Marsee claimed her
son died of oral cancer caused by dipping
Copenhagen) led to restrictions on smokeless
tobacco. The suit was concluded in UST's favor
in 1989, but the negative publicity it generated
led to mandatory warning notices on packag-
ing. a ban on radio and T\  advertising. and the
imposition of-an excise tax.

Despite the controversy. smokeless tobacco
was the only growing segment of the US to-
bacco industry tn the early 1990s, and UST had
more than 80Y% of the market. The company
introduced both Skoal Long Cut cherry and
spearmint in 1993. Public health questions
persisted. however. Allegations of nicotine ma-
nipulation in its products had UST testifving
before Congress in 1994, and the company was
again sued the next vear by snuffl users claim-
ing injury and addiction. In 1996 new federal
regulations were proposed that would curtail
advertising and athletic sponsorships by to-
bacco companies. UST has joined with Marl-
boro maker Philip Morris in offering to accept
many of the conditions if the FDA is kept out
of tobacco regulation.
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BA.T‘-Indt.Jstrics PLC Snapshot http://www.hoovers.com/cgi-bin/brand_fool _mlist.cgi?symbol=bti&mode=full

hot

P Tenven ok

dFool Snaps

" A Product of Hoover’s, Inc.,

Getone """ every month before it takes off.

Click here for more information

Windsor House, 50 Victoria St.

B.A.T Industries PLC London SWIH ONL, UK
AMEX: BTI [ADR] Ph: +44-171-222-7979
http.//www.batindustries.com Fx: +44-171-222-0122

B.A.T Industries is a diversified company with tobacco, financial services, and insurance
operations. B.A.T is the world's #2 cigarette maker, behind Philip Morris. The company's
Brown & Williamson tobacco segment makes and markets such US cigarette brands as Lucky
Strike, Pall Mall, Kent, Kool, Benson & Hedges, and Viceroy. International cigarette brands
include Sobieski, Hollywood, Sopianae, and State Express 555. Financial services include
mortgage lending, asset management, and brokerage services through subsidiaries Threadneedle
and Allied Dunbar. B.A.T also provides life, home, automobile, and travel insurance through
Farmers Insurance Group and Eagle Star.

Source: Hoover's, Inc.

Gl See Hoover's Company Profile of B.A.T.. (Find out how you can subscribe).

Motley Fool Message Boards
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BASELINE Financial Services, Inc. provides Price Action graphs for
approximately 7,400 public companies. A Price Action graph is available for most

Market Data
06/23/1997 10:20:11 EST
'— Est 19516 9
ay Change -5/8
19 5/16
19 3/16
52 Week High 20 1/8
52 Week Low " 13 1/8
Volume 27,300
Div $0.97
Yield A%
PE Ratio 122
Source: Hoover's, Inc. /
North American Quotations,
[nc.

Trailing 12 Month Data

Total

QTR 1/ QTR 4| QTR 3
March 97|l Dec. 96|| Sep. 96

QTR 2
June 96

|Sales ($ mil.) | [

44 019|

9,550|

11,390 13,134 9,946

1l

IOperating Income ($ mil.)

=

[
al
[
[

[Operating Margin (%) ] A -
INet Income ($ mil.) I 25679 6511 s351) 6917 690.0]
Profit Margin (%) |l 5.8%| 5.7%|  4.1%|| 7.0%||  7.2%]
hiarnings per Share (3) ” 1.7ﬂ 0.42]r 0.41" O.4i|r 0.45]

lShares Outstanding (in thousands)

][ 1,936,250]

10,338] 10,338 10,338] 10,338

LSource: Media General Financial Services, Inc.
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Balance Sheet Data

Mar. 97
|Cash ($ mil.) 02,3924
[Current Assets ($ mil.) || 82184
[Equity (§ mil.) |l 9,295.5]

|Current Liabilities ($ mil) || 12,047.4)
[Long Term Debt ($ mil.) | 1,3512]

| Source: Media General Financial Services Inc.l

{81 See Historical Financials for B.A.T.. (Find out how you can subscribe).

QTR QTR FY| FY]

EPS Forecast March 97|  June97| Dec.97|  Dec. 98
Eamings per Share ($): " ' OTS“ Otglr 1.69J[ 1.82]
Igurce: First Call Corporation |

What can I do with these numbers?

See another Snapshot
Enter ticker symbol:

OR Company Name:

Click here for more information

About The Fool Snapshot

Hoover's Company Information, Copyright © 1997, Hoover's, Inc., Austin, Texas

Legal Disclaimer | FoolMart | Who Are We? | Suggestions
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j OVERVIEW .

B.A.T Industries’ smoke signals are easy to
read — it wants to reclaim the position of
being the world's #1 cigarette manufacturer (it
is still several puffs away from overtaking
Philip Morris and RJR Nabisco). London-based
B.A.T — which sells cigarettes in nearly every
country in the world — is trying to best its ri-
vals through the aggressive marketing of its
global brands and by acquiring strong regional
brands. Its giobal brands include Benson &
Hedges, Kent. Lucky Strike, and State Express
555. Regional brands include HB (Germany),
Otaman (Russia), and Jan 111 Sobieski

(Poland). BA.T is the parent of US cigarette
maker Brown & Williamson (Carlton, GPC,
Kool, Misty).

The company’s secondary businesses are in-
surance and financial services through Allied
Dunbar (life assurance and pensions) and
Eagle Star (life and general insurance) in the
UK and Farmers Group (property and casualty
insurance) in the US.

B.A.T also owns a minority stake in Canada's
Imasco. whose businesses include Imperial
Tobacco (Canada’s #1 cigarette maker) and
Hardee's. a US-based fast-food chain.

The British-American Tobacco Company
was created in 1902 to end a cigarette price
war in Britain between Imperial Tobacco (UK)
and American Tobacco. James Buchanan
Duke, creator of American Tobacco and owner
of exclusive rights to the best cigarette manu-
facturing technology available. had set his
sights on the British market after attaining a
909% share in the US. After a year of vicious
price-cutting in Britain, Imperial counterat-
tacked in America. The companies called a
truce and created a cartel in 1902, The deal
granted Imperial the British market, Ameri-
can the US market, and jointly owned British-
"American the rest of the world, with rights to
the brand names of its founders.

With Duke in control, British-American
began spreading throughout the world. Duke
had his greatest early success in China, where
a massive billboard campaign in 1907 and the
distribution of millions of free samples in 1909
generated annual sales of 25 billion cigarettes
by 1920. When the Communist revolution
ended British-American’s operations in China,
the company lost over 25% of its sales (al-
though China later reemerged as an important
export market for the company's cigarettes).

A 1911 US antitrust action forced American
to sell its interest in British-American and
opened the US market to the company. It pur-
chased an American cigarette manufacturer,
Brown & Williamson, in 1927 and continued to
grow through geographical expansion until the

1960s. Modest diversification efforts in the

1960s included packaging, paper. and cosmetics.

The 1902 agreement between British-
American and Imperial was terminated in
Britain in 1972, with the advent of the EC, and
the 2 companies regained control of their own
brands. Imperial sold its remaining shares in
B.A.T in 1980.

As public concern over smoking mounted,
British-American acquired more nontobacco

~ businesses and changed its name to BA.T In-

dustries in 1976. The company bought food re-
tailers in the early 1970s but sold them in the
1980s. The acquisitions of retailers Saks
(1973). Argos (UK, 1979), Marshall Field
(1982). and numerous others significantly di-
versified the company's sales base. B.A.T then
developed a taste for insurance firms. buyving
Eagle Star (UK, 1984), Allied Dunbar (UK.
1985). and Farmers Group (US. 1988).

Responding to a 1989 hostile takeover bid
from Sir James Goldsmith, B.A.T restructured.
It sold its retail and paper operations, leaving
the company with tobacco and rinancial ser-
vices. In 1990 B.A.T sold Marshal! Field to
Davton Hudson for just over $1 billion and sold
Saks to Investcorp, an Arabian partnership, for
$1.5 billion. Also that year B.A.T spun off its
Wiggins Teape Appleton paper operations.

In 1992 Eagie Star sold its Australian Eagle
life and general insurance subsidiary. The fol-
lowing vear B.A.T and American Brands
swapped brands in some European markets.

The company acquired its onetime parent,
American Tobacco, for $1 billion in 1994. The
move brought B.A.T a number of well-known
brand names, like Carlton and Kool. Jeffrev
Wigand, a former Brown & Williamson VP of
research and development, turned whistle-
blower in 1995, going public with claims that
the company hushed up the dangers of smok-
ing decades earlier. Brown & Williamson in
1996 became only the 2nd tobacco company to
lose a US case involving a damage award to a
smoker when it was ordered to pay $750.000
after a trial in Jacksonville, Florida.
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Chairman: Lord Caimns. age 56, $103,520 pay

Deputy Chairman and Group CEQ; Managing Director,
Financial Services: Martin F. Broughton, age 48.
$1.147,177 pay

Managing Director. Tobacco: Ulrich G. Herter, age 34,
$1.255,517 pay

Group Finance Director: David P. Allvey, age 50.
$737,774 pay

Chairman and CEO. Brown & Williamson Tobacco
(US): Nick G. Brookes

EVP and CFO, Brown & Williamson Tobacco (US):
Carl L. Schoenbachler ’

VP Law, Human Resources, and Public Affairs. Brown
& Williamson Tobacco (US): M. J. MCGraw

Auditors: Coopers & Lybrand L.L.P.

T dd Pt aLTEe

HQ: Windsor House. 30 Victoria St..
London SW1H ONL, UK
Phone: »44-171.222.7979 Fax: +44-171-222..:122
US HQ: Brown & Williamson Tobacco Corp..
401 S. Fourth St.. Louisviile, KY 40202
US Phone: 502-568-7000 US Fax: 502-368-7107
Web site: http/Anww.batindustries.com

1995 Sales

$ mil. *p oi total

Commercial activities 23,108 54

Revenue from associates 4,507 12

General financral services 4438 12

Life insurance 4203 12

Total 36,256 100
i 27
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Selected Cigarette Brands

B.A.T. Brands Brown & Williamson
Benson & Hedges Brands
Derby Barclay

Free Belair

HB Capri
Hollywood GPC Approved
Jan III Sobieski Kool

John Player Gold Leafl Raleigh

Kent Richland
Lucky Strike Savannah
Otaman Viceroy

Pall Mall

Plaza

State Express 333
Major Subsidiaries and Affiliates

Allied Dunbar tinsurance)  Eagle Star unsurance)
BA.T Cigaretteniabriken Farmers Group. Inc.
(tobacco, Germany) (insurance. U'S)
British-American Tobacco  Imasco Ltd. iminority
Co. Ltd. stake; financial services,
Brown & Williamson restaurants. rewiling,
Tobacco Corp. iIUS) and tobacco: Canada!
Canada Trust (financial Investors Guaranty Life

services) Insurance Co.:US)

Allianz Rothmans Intemational
Brooke Group SEITA

CIGNA Standard Commercial
GEICO State Farm

Loews Tokio Marine znd Fire
Met Life Universal Corp.

Philip Morris UST Inc.

RJR Nabisco

Stock price — FY low (5) — 419 669: 675
Stock price - FY close 1S} 11.7% 6.81 825. 3.06

_
e e cowun | 1986 | 1987 1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995
Sales ($ mil.) 8.4% | 17519) 20485: :0,100) 23,176| 34493} 30809| 28314} 30725| 33.078| 36.256
Netincome (S mil ) 76% | 1076| 14851 176 193] 685|770 1316 1691 1.386| 2283
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Earnings per share () 7.2% 0.80] 071, 088 1.04] 036, 044 1.04 114 1220 149
Stock price — FY high () — 7001 11356, 881 1500f{ 13.88| 13.56| 15.63| 17.25( 17.00| 1838

800 956 1044 1050 1213 11381 1288
1331 10.94] 1150 1475 1625 13.30[ 1838

\ \ : Payout: 53.7%

Market value (mil.): $28.393

P/E - high 9 6 10 14 39 3 15 15 14 2
P/E - low - 5 9 8 8 27 2 10 1 ? 9
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Loews Corporation Snapshot ’ http://www.hoovers.com/cgi-binvbrand_fool_mlist.cgi?symbol=ltr&mode=full

667 Madison Ave.
Loews Corporation New York, NY 10021-8087
NYSE: LTR Ph: 212-545-2000

Fx: 212-545-2525

Insurance forms Loews' main business, and after acquiring Continental Corp. and Alexsis, -
Loews is one of the 10 largest insurance providers in the US. Insurance subsidiaries also include
CNA Financial, Continental Assurance, and Continental Casualty. Loews's wholly owned
subsidiary Lorillard makes Kent, Newport, and True cigarettes. The holding company for
brothers Larry and Bob Tisch, Loews also owns Loews Hotels, which operates in markets such
as New York City and Monte Carlo; watchmaker Bulova; and oil-drilling subsidiary Diamond
Offshore Drilling. The company also owns stakes in a crude oil transportation company,
Hellespont.

Source: Hoover's, Inc.

{1 See Hoover's Company Profile of Loews. (Find out hiow vou can subscribe).

Loews Message Boards
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Loews Corporation Snapshot : http//www.hoovers.com/cgi-bin/brand _fool _mlist.cgi?symbol=ltr&mode=full

|| Historical Performance | Market Data
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_ PE Ratio 8.7

BASE!,INE Financial Sewices, Inc: provide§ Price'Action grgphs fpr Source: Hoover's. Inc. /

approximately 7,400 public companies. A Price Action graph is av_axlable for most North American Quotations
Company Snapshots. Inc. :

VALUING STOCKS IN AN INDUSYT CLICK HERE

Trailing 12 Month Data Totaq Ma?cThI;; 1%1:‘92 s(géz Jﬂgé
|Sales (8 mil.) | 20337 4939 5137 5.216] 5,045
@erating Income ($ mil.) ]r 2,486|| 498|| 539 722| 728
|Operating Margin (%) 1222 10.1%|| 10.5%|| 13.8%] 14.4%
INet Income ($ mil.) | 12544  2393| 2478 3886 3787
[Profit Margin (%) | 620  48%| 48% 7.4%|| 7.5%
[Earnings per Share (8) | 1o8s]] 208 215 337 3.2
Shares Outstanding (in thousands) | 115,000][  115,000] 115,000]| 115,000| 115,040)
’iource: Media General Financial Services, Inc. : j :
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Loews Corporation Snapshot http://www.hoovers.com/cgi-bin/brand_fool mlist.cgi?symbol=Itr&mode=full

Balance Sheet Data
Mar. 97 -
|Cash (8 mil ) 1 -]
ICurrent Assets ($ mil.) jl --]
[Equity ($ mil.) 8,615.1|
|Current Liabilities (§ mil ) -
{Long Term Debt ($ mil.) 1 4,491.7]
I Source: Media General Financial Services In_cl

1 See Historical Financials for Loews. (Find out how you can subscribe).

QTR QTR FY FY
EPS Forecast June 97|  Sept.97|  Dec. 97 Dec. 98
[Earnings per Share ($): ) 2.45|, 2.53| 9.53] 10.6]
I Source: First Call Corporation |
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Wednesday June 25 11:06 AM EDT

Loews sees tobacco pact impact

WASHINGTON, June 25 (Reuter) - Loews Corp (LTR), which owns Lorillard Tobacco Co, said a
proposed litigation settlement reached between the tobacco industry and state attorney generals last week
would have a material impact on its financial position if enacted.

"'The company believes that implementation of the proposal would materially adversely affect 1ts
consolidated results of operations and financial position," Loews said in a Securities and Exchange
Commission filing made Tuesday.

Loews' latest disclosure comes as RJIR Nabisco Holdings (rRN), which owns R.J. Reynolds Tobacco Co,
said in an SEC filing that it expects its initial payment under a recently reached tobacco accord will be
$600 million, surprising analysts who thought the number would be much higher.

Philip Morris Cos. Inc. also filed with the SEC but did not estimate what its portion of the payment
would be. Analyst estimates of its share range from $6.7 billion to $7 billion.

Britain's B.A.T Industries Plc, the parent of the No. 3 U.S. cigarette maker, Brown & Williamson
Tobacco Corp., will pay an estimated $1.7 billion, leaving the balance of the $10 billion to come from
Loews and UST Inc.

The agreement would require cigarette companies to pay $368.5 billion over 25 years to compensate
states and smokers and to fund programs to help people quit smoking.

Rl havetaFREt Srial iR Tt finducial ingition if endcted |, -
Of that total, tobacco companie'é would be required to make an initial $10 billion payment under the

agreement and multibillion-dollar annual payments thereafter.

The deal also sets goals of reducing teen smoking by 42 percent in five years, 58 percent in seven years
and 67 percent in 10 years or cigarette companies would be penalized by as much as $2 billion a year.

O More news for referenced ticker symbols: LTR, RN, and related categories and industries:

1of2 . WBUld: bEBATAIYSUTS @O its share fange from $6.7 billion t8 $7 billiontees. . . .. 06/25/97 15:44:04
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LOEWS CORPORATION

Where will two savvy vulture capitalists
loaded with money circle and land? Billionaire
brothers Larn and Robert Tisch, each 16%
owners of New York City-based holding com-
pany Loews Corporation, control a balance
sheet fat from the proceeds of the company’s
sale of its stake in CBS to Westinghouse (pre-
tax profit: almost 3600 million). The Tisch
brothers assembled Loews’s eclectic holdings
— which include majority stakes in insurer
CNA Financial. Diamond Offshore Drilling,
and watch maker Bulova, as well as wholly
owned subsidiaries Loews Hotels, and the Lo-
rillard Tobacco Company — by buving cheap
and imposing disciplined management.

Besides the CBS deal, Loews is selling its
interests in paper titan Champion Interna-
tional and has sold 30% of its Diamond Off-
shore drilling company through an initial
public offering.

On the buy side, Loews's CNA Financial has
become the largest US commercial insurer
thanks to its $1.1 billion purchase of Conti-
nental Corporation, where the new owners
have already cut 2,000 jobs. CNA also offers
professional liability and specialty coverages.
as well as group life and health and workers’
compensation. CNA's investments were tended
for vears by James Tisch, the apparent leader of
the boomer generation of Tisches. Another
Loews cash cow is Lorillard, producer of the
Kent. Newport, and True cigarette brands.

Larny Tisch declines to discuss plans for the
CBS money. but one answer may li¢ in family
histony: his and brother Robert's first venture
was the purchase of a hotel. Loews plans a
joint effort with MCA (which operates the Uni-
versal Studios Florida theme park: 1o build 2
hotels in Walt Disney's Orlando backvard.

In 1946 Larn Tisch, who had received an
NYU business degree at age 18, dropped out of
Harvard Law and with his vounger brother
Bob bought a4 Lakewood. New Jersey, resort
hotel. with heip irom their parents. Tisch Ho-
tels, the new entitv. bought Atlantic City’'s
Traymore and Ambassador Hotels in the early
1950s and acquired 10 others by 1955, In the
early 1960s the brothers erected 6 hotels si-
multaneousiv in New York City.

Moving bevond hotels. the brothers bought
money-losing companies saddled with poor
management. Discarding the management
along with underperforming divisions. they
quickly tightened operational control and elimi-
nated frills such as fancy offices. company
planes, and even memos.

In 1960 Tisch Hotels gained control of
MGM's ailing Loew's Theaters division and sold
the real estate underneath many of the elegant
one-screen theaters to developers. The company
name became Loews in 1971 it sold its remain-
ing theater operations in 1985.

In 1968 the company bought Lorillard. shed
pet food and candy operations, and regained its
slipping tobacco market share by introducing
low-tar brands (Rent 11, True). CNA Financial
(bought in 1974) was next: the Tisch method
turned losses of S208 million in 1974 to $110
million in profits the next year.

Bulova Watch tacquired in 1979), guided by
Larry's son Andrew. combatted a nagging image
problem with sleek new watch styles — prof-
itability returned in 1984,

In 1985 Loews helped CBS fend off &
takeover attempt by Ted Turner and ended up
with almost 25% of the company. Lzrry be-
came president of CBS.

Loews’s deep pockets allowed the rurchase
of 6 used tankers for $5.5 million apiece (aver-
age construction cost: $60 million: during a
period of depressed supertanker prices in the
early 19805, In 1990 Loews sold 3 o7 the
tankers to Hellespont for $133 miliier and ex-
changed the other 3 for 49% interes: in that
company. Loews bought offshore dnliing rig
operator Diamond M in 1989.

Loews's caution during the hotel over expan-
sion of the 1980s later enabled the company to
purchase some bargains (e.g.. Loews Giorgio.
Denver; 1959). In 1989 Loews also entered a
joint venture with Covia, a United Airiines affili-
ate. to create a new computer reservation
service for hotels. Diamond M bough: Odeco
Drilling for $372 million in 1992. CNA Finan-
cial increased its reserves for ashestos claims to
$1.5 billion in 1993, in part to cover ciaims as-
sociated with asbestos producer Fireboard,
which CNA insured from 1957 to 145% Also in
1993 CNA's drilling activities were grouped as
Diamond Ofshore Drilling. In 1994.5 US to-
bacco companies, including Lorillard. were hit
with a $5 billion lawsuit.

In 1995 Bulova sold its industrial and de-
fense products segment (36% of 1994 rev-
enues) for about $21 million, and Loews sold "
its interest in CBS and almost all its interest
in Champion International.
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rtics say proposed deal

paves bad taste in mouth

Doug Levy
\ TODAY >bA s:ep 42 1A
acKkwar
he tobacco industry’s land-
i $368.5 illon proposed set > At stake: 3B
. with state attorneys gen-
1 already is facing stiff > naﬂy deal? 1c
osition that could derail it in e ————————
gress. )
ut for millions of Americans
) 1e tobacco -companies for misleading

m about the heaith risks of cigarettes and
ykeless tobacco, Friday's settlement marks

lmportant turning point.

or the first time, all of the nation’s tobacco

panies are prepared to admit what health

erts have shouted since 1964: cigarettes
1t disease and lung cancer.

"he complex agreement signed Friday has no

ct until passed into law by Congress and

take action.

those who blame tobacco mak-
ers for death and illness say
they're satisfied.

“I'm ecstatic,” says Dianne Cas-
tano of New Orleans, whose law-
suit against the tobacco industry
in 1994 started a wave of 17 class-
action lawsuits alleging fraud and
other misconduct. She calls the
settlement “real bittersweet” be-

cause it was her husband Peter’s death from lung -
cancer in 1993 at age 47 that prompted her to

The coalition of 64 law ﬂrms that bankrolled

the class-action lawsuits agreed to settle in. ex-
change for billions of dollars to fund smoking-ces-
sation programs and perhaps medical care for

lifelong smokers, as well as prescription medi-

1ed by the President, steps that could take at

<t three months and likely much longer. But

cine for people with smoking-related dlsem
Also part of the landmark deal:

Please see COVER STORY next page »

By Tom Lowry
USA TODAY -

NEW YORK — Don't count.

tobacco companies and their
stocks out by any means.

The industry faces a stagger-

Ing 25-year payout of $368.5 bil-

lion from the landmark settle-

ment proposed Friday. But
analysts say profits for tobacco
companies, especially from
overseas, should more than off-
set any future liabilities. :
While the locming settle-

|.: ment has cooled investors’ ar-

dor for tobacco stocks recently,

- that should change as they re- - .
g 81 1 billion Yachtman Fund
‘holds more than $100 million

allze what the industry gains.
“Why shouldn’t investors be

happy? This is what they've

wanted and that's why the (to-

| bacco) CEOs did it,” says Mer-

rill Lynch analyst Allan Ka-
plan. “The market has been

- overdiscounting these stocks

for years with this liugation
hanglng overhead.” .

Early reaction: : Newso or__'

Fnday's proposed deal hurt
several stocks. Philip Morris

§ lost 2 to $4514; RIR Nabisco, %
) :to $35; and Loews, 314 to
- $1033. Still, “a huge cloud has

By Bob Laird, USA TODAY

been lifted,” says Martin Feld-

) -'man,aSmit.hBameyanalysL

. “The unquantifiable llability

- the industry faces (from law-
suits) will likely disappear.” . .~

Feldman predicts profit
"growth at Philip Morris, which
controls nearly half the US. to-
bacco market, will dip in 1998
to 6% to 7% from previous esti-
mates of 17%, due to an up-
front payout. But for 1999 and
beyond, profit growth will re-
bound to 15% a year, he says.

Some stipulations by the
states actually could add to

companies’ bottorn lines. Phil-.

ip Morris, for example, will

- save about $175 million in pro- -

motional costs a year because

of the ban on outdoor advems- -
_ing, says Feldman.

More bullish now: Big
tobacco investors say tobacco
stocks are even more attrac-
tive now. “This clears the
smoke away,” says Marvin-
Roffman 'of Roffman Miller,
with nearly 10% of the $75 mil-
lion he manages in-tobacco
stocks. . “These stocks, which
are cheap now, should sellata -
premium to the market.”

Donald Yachtman, whose -

in tobacoe stocks, says “the pol-
iticians can wrap themselves in
the flag all they want.” He says
sales of cigarettes will slow ini-
tiaily, but the companies will -
remain highly profitable. “The
settlement is a back-door tax

. that will get passed on to con- .

sumers,” he says.

I.Ingarlnq doubts:
Some large pension funds still
are considering their next

~move. H. Carl McCall, New

York  Comptroller who over-

_sees the state’s  investments,
.says he'll study the deal. “At

this point, I will continue my

. policy of not purchasing addi-
tional (tobacco) shares.” -

Others find Wall Street’s pos-
itive outlook on the settlement
repugnant. “The majority of in-
vestors are closing their eyes to

‘the moral issues” saysMil -

kee priest Michael Crosby, to-
bacco coordinator for the In-

" terfaith Center on. Corporate
- Responsibility.” “It shows the

business of doing business

. nothing to do with the conse-
" quences, only the bottom line.”

- o -]
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|- then closed down 2, or 4.2%; at 45'. RJR

Tobacco Accord Worrles Some but N ot

Profit- Takmg*
Severity of Pact

Cited for Slump

HEARD
ON THE
STREET

By E.S. BROWNING
Staff Reporter of TIIE WALL STREET JOURNAL
Analysts agree the tobacco settlement
should be good news for cigarette stocks. It
takes a few worst-case scenarios off the
table, such as’ unlimited: legalliability or

] devastatmg regulatlon So. how come’so- :

many investors are dumpmg the stocks?

Philip Morris, the world’s premler cig:
arette maker, gained for about 20 minutes
following Friday’s: announcement, but

Nabisco -Holdings lost % at::35. Loews,
which owns the Lonllard brand inaddition
ities, fi ll3‘/. to

. D g.
ik others. said- they were shrprlsed at the
" severity of some settlement valsxons or

worried about possible trouble; getting
needed congressional approval.:-

Rex Wardlaw, who manages money for
Wells Fargo Bank’'s asset-management
unit, still holds a lot of Philip Morris. But
he says he has been taking some profits in
the stock, which 10oks a lot less cheap than
it did a few weeks ago. In anticipation of
the settlement and because of some court
victories, Philip Morris has gained a hefty
60% from its low of the past 52 weeks even
counting Friday's drop.

- Wells Fargo is advnsmg clients to cut
bd.Ck to the standard 2% weighting dictated
by Philip Morris’s size in the Standard &
Poor's 500 index, after previously urging
them to take an ‘‘overweight’ position in
the stock.

PaineWebber analyst Emanuel Gold-
man says he was surprised the companies

_in for volatility. R

Bissell,

Setilement talks | Senlemenl announced] ;
Lonrme! conllrmed under way p

Big
Fail t
Smol

— s&P 500
s Tobacco stocks

LLLLLLLLLL

agreed to pay $368.5 billion over 25 years.

. Money manager Ben Fischer of NFJ In-

vestment Group in Dallas notes that they
still could be subject to some lawsuits and
.that nicotine could be banned entirely in

e “Messrs. -Wardlaw, Goldman and Fi-
scher all expect the stocks to gain in the

longer run. Mr, Fischer says he will hang.
-on to his group s_more  than one mllllon_

shares of RJR, but't

“What gets me"is
end — this is only thexbe nmng ' Mr.
Fischer says.“You haveto #4K: is this
really a panacea? And then¥ !U_rappe ,
if Congress takes this for a ye! %d-bﬁe £
on it?"" He worries that the stocﬁeould e

n-t buying more:;

Sen. Trent Lott, the Republican Tialg)

ity leader, has said it will be September or

October at the earliest before Congress ca
consider the issue. In the meantime, oppo-
nents will scrutinize the proposal for de
fects and mount their attack. ‘‘There‘isa:
risk of negative news now,” notes'Robert
“chief investment officer at the
Wells Fargo asset management unit:

All the same, tobacco analysts includ-
ing Mr. Goldman of PainéWebber, David
Adelman of Morgan Stanley and Gary
Black of Sanford C. Bernstein all say they
expect Congress to approve the deal, prob-
ably by year-end. *Too many ‘powerful
parties, from politicians and lawyers to
investors and health -care providers, stand
to benefit.

But passage ls rar from a sure thmg

tthis ish't the:

. to smokep20

Mr. Black, one of the leading advocates of
‘a settlement on Wall Street,. puts the
chances at only 60% to 65% that Congress
will enact the deal by year-end.

Can the cigarette companies make the
huge settlement payments and'cintinue to
profit? Mr. Black notes that ¢fgarsttes are

.~a rare case of a still-legal alid (elatlvely

heap item that people can use {6 lax and
eligve stress. He thinks’ demand’will con-

Bl
tluue'} even lf prices rise and“@ds are
ted.

'How'do you know people will still want

atmanj ai the Bernstein analyst says.

I stlll smoking

“arnount, compared to 19 times for stocks:i

the Standard & Poor’s 500; liability worries --

-mean investors today won’t pay as muc

for a tobacco stock as for other consumer

stocks.

_ To finance the settlement the Bern-
stein analyst expects cigarette makers to
raise prices about 50 cents a pack whole-
sale (more at retail), which he figures will
cut consumption by about 11% and knock 15
cents off Philip Morris per-share earnings.

. Interest costs of financing settlement pay-

ments will knock .off another 10. cents,
Please Turn to Page- cz Column 3
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“We've had 17 consecutive" quartels
where companies have reported signifi-
cantly _more positive than negative sur-
pnsv savs Sdndlp A. Bhagat, chief
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Hllnger couldn’t be reached for comment.
. Btjt providing guidance to investors has
its pitfalls, too. Last March when Access

Health said it ‘would fall well short of
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Investors Dump Tobacco Stocks on Surprlse
At Settlement’s Severlty and Profit-Taking -

HEARD
ON THE
STREET

Continued From Page CI -
leaving $3.20 in 1998 earnings, he figures.

If wholesale prices rise by 70 cents a -

pack to reflect a further 20-cent increase in

the federal cigarette tax adopted late last

week by a Senate committee, Mr. Black
believes that could push the consumptlon
decline to 15%, cutting 1998 earnings an:
other 10 cents.

- But he expects the settlement to calm
investor worries and make people more
-willing to buy tobacco stocks. Given Philip
Morris’s dominant market position and its
strong international growth, he thinks

investors one day might compare it to -

Coca-Cola and Gillette, which enjoy P/E
ratios of twice the market rate. Merely ata
market-average P/E of 17, Philip Mofris
stock could hit 60 next year even with

~ slower earnings growth—a 30% gain.

There’s another kicker. Suppose all the
restrictions on ads mean cigarette compa-
nies spend 20% less than their current
annual $6 billion in marketing costs. Mr.
Black says they saved 20% when TV
ads were outlawed.  For Philip Morris,
which alone spends $3 billion on cigarette
marketing, that ¢ould mean 15 cents a-
share in'added earnings, he figures.

For RJR Nabisco, whose stock price
and earnings have been held down by its

debt, the marketing-cost savings under -

some scenarios could nearly offset the
earnings hit caused by the settlement, he
figures. And some believe that Reynolds
stock could benefit more because it has
trailed so far.

Most tobacco analysts are recommend-
ing purchase of atleast one of the tobacco
stocks today. Mr. Adelman of Morgan
Stanley says the stocks haven’t gained as
much as he expected and don't yet look
expensive. Mr. Goldman says that if the
stocks face any declines over the summer,
it would mark a significant buying-oppor-
tunity.

- Long-time Philip Morris bull -Nancy
Tengler, who manages money for UBS
Asset Management, and Mr. Black ‘both
find the settlement less onerous than they
expected. They think other investors will
come around to that view after studying
the terms.

Mr. Black says the tobacco companies’
initial payments are lower than he ex-
pected. And the fact that nicotine can’t be
banned before 2003 looks to him like good
news for. tobacco companies; he says it
\\;lould be very hard to justify a ban even
then

Many investors expect to seb tobacco
companies split up into tobacco and nonto-
bacco pieces after Congress acts, possibly
boosting shareholder value. Others think
smaller tobacco concerns, such as Brooke
Group, which owns Liggett, or Loews,
which owns Lorillard, would be under
special pressure to sell tobhacco holdmgs.
also unlocking value.

 David Dreman, chairman of Dreman

Value -Advisors in New York and another |

significant Philip Morris holder, is opti-
mistic. It appears that companies can pay
settlement costs in pretax dollars, mean-
ing that Uncle Sam will help foot the bill,

And if.Congress indeed removes major _

litigation risk, he says, “I think it.is

reasonably positive for tobacco compa- |-

nies—reasonably to very positive.”” |

Not everyone agrees. True, the Ameri-
can Medical Association is having trouble
with its campaign to get money managers
to swear off tobacco investing officially:
Professional investors don’t like to tie their
hands, or to leave themselves open to
criticism for using nonfiduciary invest-
ment criteria. But more and more are

. quietly dumping tobacco stocks.

New York money manager Seth Glick-
enhaus used to buy tobacco stocks as a way
of getting strong earnings at beaten-down
prices. But he's stopped doing it, he says,
because too many clients have asked him
not to. .

In his personal portfoho. he adds, “I
would buy the devil at a price with the idea
of making a profit and using the money for
good purposes. But I think that the indus-
try is a dying industry. I think that eventu-
ally the public pressure against smoking is
going to reduce the stocks’ popularity.”

* * *

Goldman Sachs' famously bullish chief
stock strategist, Abby Joseph Cohen, has
raised her stock-market targets. Her 12
month target for the S&P 500 index has
risen to 950, up 5.7% from Friday's close of
898.7. Her 12-month target range last
month was 875 to 900.

Ms. Cohen said the targets are meant
for direction, not precision. Earlier this
year, Ms. Cohen had told clients to expect
a volatile trading range for stocks given
uncertainty over the Federal Reserve's
move to contain inflation pressure. ‘“We
seem to have moved into a new [trading
range],” she said.

" Stocks have climbed in the last several
weeks because inflation is proving lower
than many expected and confidence in
economic and profit growth has risen, she
said. She kept her recommended asset
allocation at 60% stocks, 25% bonds, 10%
cash and 5% commodities.

—Greg Ip

MidlandBkunC-
AmHeritgLf
MidlandBkunA

MaterlS 510,

CrawirdB %,

*Common stocksof $5a share-
65 trading daysof al least$.0
a-hastraded fewer than &3 d:

BREAKDOWN OF T:
BYMARKET
New York 652.725.
CBOE : 11,

Pacific 12.211.:

NASD 52,804.

Phila 6.226.7
Boston 10770
Cincinnati 6,371.2
Composite 756.402.6

NYSE first crossing 64.500 sha.

v-Four-duy toial. -NYSE or A:




D

TOURN/

ES

Nasdaqg Stocks

NYSE Highs & Lows

Mutual Funds..........
‘New. Listings (stocks) .
" New Offerings .........
New Securitles Issues.
NYSE/Amex Bonds ...

Cohensl

0dd-Lot Trading ..
Overseas Bond Index .

Q

)

INTERACTIVE EDITION ON THE WORLD WIDE WEB.

FOR uh:qoun USPEDEAYEDENEWS STOCK QUOTES, COMPANY BACKGROUND INFORMATION

WALL STREET JOURNAL

http: //wsj. com

d Worrles Some but Not Funds

Settiement talks Sememem announced
Lonfmet conllrmad under way
T\ M

Big Investors
Fail to Jettison "
Smoking Issues

: = S&P 500
' sams Tobacco stocks

ITISTTTTIN TSIt AR LA TIIT Tt ST TENSVITILITERTTITINIIIITCIIONIT,

ay $368.5 billion over 25 years.

nager Ben Fischer of NFJ In-

iroup in Dallas notes that they
le subject to some lawsuits and
1e could be banned entirely in

Wardlaw, Goldman and Fi-
kpect the stocks to gain in the

Mr. Fischer says he will hang .

Toup's -fiore: than one mitlion
JR, but he:fsn’t buying more. :
gets me ‘is that this isn't the
i is only the’ begiriping,” Mr.
ys.“You have::
acea? And theni, What happens,
takes this for.a yeap.and chews-
worries that the stocks eould bej
lity.

nt Lott, the Republxcan major:- '-‘41 Mr.h

has said it will be September or
he earliest before Congress can
e jssue. In the meantime, op'po-
scrutinize the proposal for de-

ount their. attack. ““There is a-

itive news now,”’ notes Robert
ef investment officer at the
) asset management unit.

;ame, tobacco analysts includ-
ldman of PaineWebber, David
f Morgan Stanley and Gary
nford C. Bernstein all say they
Tess to approve the deal, prob-
rar-end. Too many powerful
m politicians and lawyers to
1d health-care providers, stand

;age is far from a sure thing.

is this

Mr. Black, one of the leading advocates of
‘a settlement on Wall Street, puts the
- chances at only 60% to 65% that Congress
will enact the deal by year-end.
Can the cigarette companies,make the

" huge settlement payments and’ d}ntmue to

profit? Mr. Black notes that ¢lgargttes are

".a rare case of a still-legal and: telatively -

cheap item that people can use 6 ferax and
elieve stress. He thinks demand’wijl con-
tinue:- even if prices rise and” ads are
restricted.

" “How do you know people will still want
to smokem'.go years? Well, I say, just look

R0 ‘ther legal nor advertised,
. ALe sttll smoking

per -share earnings for Phlllp Morri
83, 45 Based on Friday's close, the
"pany's stock trades at 13 times “tha
armount, compared to 19 times for sfocks’in
the Standard & Poor's 500; liability worries’
mean investors today won't pay as much
for a tobacco stock'as for other consumer
stocks.

To finance the settlement the Bern-
stein analyst expects cigarette makers to
raise prices about 50 cents a pack whole-
sale (more at retail), which he figures will
cut consumption by about 11% and knock 15
_cents off Philip Morris per-share earnings.
Interest costs of financing settlement pay-
ments will knock off another 10. cents,
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FUND
TRACK

. By KAREN DAMATU )
Staff Reporter of THE WALL STREET JOURNAL
While lots of Americans profess to be
anti-tobacco, they have shown little inter-
est so far in posting **no smoking*’ stgns in
their mutual-fund portfolios. h
A year after the American Medical
Association called on investors to dump
funds with tobacco holdings, there hasn't
perceptible shift of money into
ly conscious™ funds, those that
.:the securities of companies selling
Jobiceo, alcoholic beverages -and other-
fatentially harmful products.

Such funds account for.a mmuscule
0.17%of the assets in diversified U.S. stock
funds, an\lt'the same level as in 1995 and
lower than' five* ‘years ago, accordmg to
fund résearchers Morningstar Inc. in Chl-

cago.

And responding to the low demand
among investors, few fund companies have
accepted the AMA's invitation to swear off
tobacco and win some free publicity for

. their no-smoking funds as members of

he ‘:AMA Coalition for Tobacco-Free In-
estments.”’ After sending written invita-
ions to.thousands.of funds, the AMA has
';COme up with 4 list” of ‘jiist: 53 coalition
+ fands. of a-universe ofabout 7,000
ks most._all of the 53 funds are
socially tonsciguss funds that have shunned
tobacco stocks and bonds for years.

““Public sentlment is mcreasmgly turn-
ing against the’‘tobacto” industry, but
whether-that translatealnto conscxousness-
among investors remains to be seen," says
Doug Cogait, who tracks tobacco-investing

. issues for:the nonprom Investor Responsi-
- Please’ Wm to. Page C21, Column 1
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 Few Mutual F Funds Dump Tobacco 'Stocks

Continued From Page cr’

bility Research Center in Washington.

‘Dr. Randolph Smoak Jr., the AMA's
secretary-treasurer, acknowledges -that
there hasn't been a. *landslide™ of funds
shunning tobacco this past year, but he
says, ‘‘we didn’t fool ourselves into think-
ing that would occur either."”

The AMA and other tobacco foes have
seen more tangible gains among state pen-
sion plans, a number of which have acted

to limit or divest tobacco holdings. Mean- .
while, Dr. Smoak says a key goal of the -

‘AMA’s mutual-fund campaign has been
simply to “‘sensitize’ investors to thinking
about possible tobacco exposure in their
funds and -to make them aware that to-
bacco-frée options exist. . :

Some advocates of tobacco-free fund in-
.vesting say they've seen a glimmer of
progress lately. For instance, Smith Bar-
ney in March became the first big broker-,

age firm to offer a socially screened fund, -

when it obtained investor approval to re-
make an existing fund as Smith Barney
Concert Social Awareness Fund.

Many investment proféssionals say it
isn’t wise for investors to employ social -

‘'screens’’ to limit the stocks or-bonds they
will own. “The more restrictions that are
put on the investment manager, the more
difficult it is to get the best rates of re-
turn,” says Donald Yacktman, whose
Yacktman Fund has over 9% of its assets in
Phlllp Morris Cos. stock.

. Avoiding Philip Morris shares won't get
people to stop smoking, Mr. Yacktman
says. He adds that if selling by soc1ally mo-
livated investors depresses the price of a

stock, and the company’s financial outlook .

is solid, other bargain-hunting investors
will rush in.’

©  Fund industry giants Fidelity Invest-
ments and Vanguard Group are among the
fund companies that have so far chosen not

extensive lineups. Fidelity managers.are
trying to achieve the highest possible re-
turns and “‘the concerns of special-interest
groups are not part of that,” says Fidelity
spokesman Scott Beyeri. Vanguard
spokesman Brian Mattes observes that
there are large variations in the types of
securities considered acceptable and unac-
ceptable by the various socially conscious
funds.

The small universe of socially conscious
funds have been *‘a mixed bag'’ in terms of
performance, says Mr. Cogan. That is con-
firmed by Momingstar data. Dreyfus
Third Century Fund, the largest socially
conscious fund with $650 million in assets,
ranked in the top 22% of .“large growth”

stock funds over the past three years, ac--

cording to Morningstar. But the second-
largest fund, Calvert Social Investment
Fund Managed Growth Portfolio, trailed
more than 70% of the funds in Morn-
ingstar’s ‘‘domestic hybrid" category.

At the same time, a couple of well-
known fund groups, the Pioneer funds and
Franklin Resources’ Templeton funds,
have been quietly shunning tobacco, alco-
hol ‘and gambling securities for many
years while not explicitly labeling them-
selves as socially active funds. -

The policy at Templeton *‘goes back to
our founder, Sir John [Templeton], who
didn’t invest in those stocks,” says Don
Reed, chairman of the portfolio manage-

ment committee of the Templeton funds. -

“We don't think it necessarily has made

any difference in our performance,” he .

says, and some investors may not even
know about this unwritten policy.

. Neither Templeton nor Pioneer has put
its .social investing policy into fund
prospectuses nor signed its funds up for the
AMA coalition. Franklin Resources isn't
inclined to do so either, says a company
spokeswoman, because it doesn’t want to
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difficult to say the funds “never’” invest in
certain areas, she explains, because a
portfolio company might make an acquisi-
tion or earn a small portion of its revenues
from one of those areas. (Other Franklin
Resources funds do make investments in
tobacco and other controversial stocks.)

Socially conscious funds rarely show up
as options in company 401(k) retirement
plans. Calvert Group, a Baltimore com-
pany that manages several socially con-
scious funds, is hoping to change that by
encouraging interested individuals to send
petitions on the matter to their company
benefits managers. ’

At a few companies that do offer such
choices, though, only a small percentage of
money ends up in the socially screened
fund. At Morningstar, for instance, only
-1.5% of the 401(k) assets invested in funds
are invested in Domini Social Equity Fund.
At Gap Inc., 4% of assets are in a Calvert
fund, says benefits director Sally Brew-
ster, although one quarter of participants
are directing at least some dollars there.

. * » * .

.HIRING VETERAN AWAY: Neuberger
& Berman LLC hired veteran stock fund

‘manager Jennifer Silver from rival Put-

nam Investments Inc., both firms con-
firmed Friday. Ms. Silver will manage
Neuberger & Berman’s $600 million Man-
hattan Fund. But she is also taking over
controls at two of the worst-performing
-funds that Neuberger & Berman managed
within a variety of variable annuities of-
fered by a number of companies.

Ms. Silver, 40 years old, worked at
Boston-based Putnam for 16 years, where
she most recently was involved in co-man-
aging the company’s $4.9 billion Vista mid-
cap growth fund. Starting July 1, she will
head a new investment group at Neuberger
& Berman, at newly created offices in
Boston.

to include socially conscious funds in their  be locked into a particular posxtion It is —Ellen Schultz
— —
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‘Amerléan Sales Oversea

Volume of cigarettes sold
outside the United States

by Phitip Morris, the largest
American maker, 70
in billions.

1990 1992 1994 1996

Sources: World Tobacco File;
company reports

The New York Times
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The tax was a deterrent, the anti-
smoking groups say, but so was their
effort to educate people about tobac-
co's health effects:

Men in Eastern Europe and the
former Soviet Union have the highest
death rates in the world from smok-
ing, according to the Epidemiologi-
cal Studies Unit at Oxford University
in Britain, headed by Dr. Richard

"Peto, one of the leading anti-smoking

campaigners. He says that 40 per-
cent of all male deaths in middle age
are related to tobacco.

In Poland, one of Dr. Peto’s allies
is an eloquent and highly visible can-
cer specialist, Dr. Witold Zatonski.
Dr. Zatonski has bolstered his influ-
ence with numerous lectures about
the health hazards of cigarettes and
the high incidence of lung cancer in
Poland. He has used his connections
in the political and religious spheres
of Polish life to fight the tobacco
companies.

Dr. Zatonski, who infuriates the

Tobacco Company Lawyer Says
Pact Might Lead to Bankruptcy

By JOSEPH B. TREASTER

A lawyer for the Liggett Group

Inc,, the first cigarette maker to ne-
gotiate a deal with government offi-
cials, said yesterday that the historic
$368 billion product liability settle-
ment reached with other leading to-
bacco companies last week could
force it into bankruptcy.

Marc Kasowitz, who represents
Liggett’'s parent company, the
Brooke Group Ltd., said that Liggett
had been assured by the state attor-
neys general and plaintiffs’ lawyers
negotiating with the industry that the
much smaller settlement Liggett
had reached in March would be pre-

served. But, Mr. Kasowitz said, that -

provision was not included in the
agreement announced last Friday.

He said Liggett, the maker of
Chesterfield and™ Lark cigarettes,
was mounting a campaign to have its
March contract with the state attor-
neys general honored.

In March, seeking to settle law-
suits filed by 22 states accusing the
industry of hiding knowledge of the
adverse health effects from tobacco,
Liggett acknowledged that tobacco
was addictive and caused cancer and
that the industry had for decades
consciously marketed its products to
children as young as 14.

The company also agreed to turn
over thousands of pages of internal
documents that the attorneys gen-
eral said would prove that the indus-
try had for decades carried out a

conspiracy of silence and deceit.
Under the agreement in March,
Mr. Kasowitz said, Liggett agreed to
pay 25 percent of its pretax profits
for the next 25 years into a settle-
ment fund for the states. |
The attorneys general said at the

time of the pact that they would |

make their ‘“best efforts” to insure
that the liabilities for Liggett and its
parent would not increase under a
future agreement that proved to be,
as expected, much more expensive.

Mr. Kasowitz said that Liggett,
which is the smallest of the major
cigarette companies with about 2
percent of the market, had been as-
sured that the earlier agreement
would remain in effect. '

““You have a really unfair and out-
rageous situation here,”” Mr.
Kasowitz said. ““The one company
that had the courage and took the
steps of breaking with the entire
industry is now in a position where
its going to be bankrupt if the settle-
ment is enacted into legislation.”

Mr. Kasowitz contended that if
Liggett were bound by the industry
agreement reached on Friday, it
would end up paying even more, in
proportion to its size, than the com-
panies that signed the agreement.
Payments for the companies are to
be allocated by their market share,
he said. But any company that did
not sign the agreement, he said, like
Liggett, would have to ‘‘pay 50 per-

cent more” than the others.
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August 28, 1996
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Health and Human
Services

Food and Drug Administration

21 CFR Part 801, et al.

Regulations Restricting the Sale and
Distribution of Cigarettes and Smokeless
Tobacco to Protect Children and
Adolescents; Final Rule
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DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Food and Drug Administration

21 CFR Parts 801, 803, 804, 807, 820,
and 897

[Docket No. 95N—-0253]

RIN 0910-AA48

Regulations Restricting the Sale and
Distribution of Cigarettes and

Smokeless Tobacco to Protect
Children and Adolescents

AGENCY: Food and Drug Administration,
HHS.
ACTION: Final rule.

SUMMARY: The Food and Drug
Administration (FDA) is issuing
regulations governing access to and
promotion of nicotine-containing
cigarettes and smokeless tobacco to
children and adolescents.

The regulations prohibit the sale of
nicotine-containing cigarettes and
smokeless tobacco to individuals under
the age of 18; require manufacturers,
distributors, and retailers to comply
with certain conditions regarding the
sale and distribution of these products;
require retailers to verify a purchaser’s
age by photographic identification;
prohibit all free samples and prohibit
the sale of these products through
vending machines and self-service
displays except in facilities where
individuals under the age of 18 are not
present or permitted at any time; limit
the advertising and labeling to which
children and adolescents are exposed to
a black-and-white, text-only format;
prohibit the sale or distribution of
brand-identified promotional
nontobacco items such as hats and tee
shirts; prohibit sponsorship of sporting
and other events, teams, and entries in
a brand name of a tobacco product, but
permit such sponsorship in a corporate
name; and require manufacturers to
provide intended use information on all
cigarette and smoksless tobacco product
labels and in cigarette advertising.

These regulations will address the

" serious public health problems caused

by cigarettes and smokeless tobacco
products. They will reduce children’s
and adolescents’ easy access to
cigarettes and smokeless tobacco and
will significantly decrease the amount
of positive imagery that makes these

- products_so appealing to that age group.

The regulations are predicated on the
agency's assertion of jurisdiction under
the Federal Food, Drug, and Cosmetic
Act over cigarettes and smokeless

tobacco as delivery devices for nicotine,
incorporated as part of the regulations
for purposes of, and to facilitate,
congressional review under the Small
Business Regulatory Enforcement
Fairness Act of 1996.

DATES: Effective date. The regulation is
effective August 28, 1997, except that
§897.14(a) and (b) are effective February
28, 1997 and § 897.34(c) is effective
February 28, 1998.

Compliance dates. Manufacturers and
distributors are required to comply with
the requirements of 21 CFR parts 803
and 804 August 28, 1997; manufacturers
are required to comply with the
requirements of 21 CFR parts 807 and
820 February 28, 1998.

ADDRESSES: References listed in the
footnotes of this document have been
placed on public display at the Dockets
Management Branch (HFA-305), Food
and Drug Administration, 12420
Parklawn Dr., rm. 1-23, Rockville, MD
20857, and may be seen by interested
persons between 9 a.m. and 4 p.m.,
Monday through Friday.

FOR FURTHER INFORMATION CONTACT:
Nancy Yeates, Office of Policy (HF-26),
Food and Drug Administration, 5600
Fishers Lane, Rockville, MD 20857,
301-827-0867.

SUPPLEMENTARY INFORMATION:
Preamble Outline
L. Introduction
A. Purpose and Overview of the Rule
B. Background
C. Provisions of the Rule
11. Legal Authority
A. Legal Principles Applicable to
Combination Drug/Device Products

1. The SMDA Recognized Combination
Products for the First Time .

2. The SMDA Leaves to FDA’s Discretion
the Determination of Which Regulatory
Authorities to Apply to Particular
Combination Products

3. Interpreting the SMDA to Allow the
Agency to Determine Which Regulatory
Scheme Best Serves the Public Health is
Consistent With 50 Years of Case Law

4. The Implementing Regulations and the
Delegations of Authority Reflect FDA’s
Interpretation That Section 503(g) of the Act
Authorizes the Agency to Determine the -
Appropriate Regulatory Authorities

5. The Intercenter Agreements and
Administrative Precedent Recognize That
FDA May Determine Which Regulatory
Authority to Apply to a Particular Product

B. Cigarettes and Smokeless Tobacco Have
Both a Drug and a Device Component and
Are Therefore Combination Products

C. FDA’s Choice of Legal Authorities

1. FDA Will Regulate Cigarettes and
Smokeless Tobacco Under the Act's Device
Authorities

2. Cigarettes and Smokeless Tobacco
Will be Subject to the Full Range of Device
Authorities

3. The Restricted Device Provision
Authorizes FDA to Establish Access and
Advertising Restrictions

4. Application of Other Device
Authorities

5. FDA Will Classify Cigarettes and
Smokeless Tobacco Under Section 513 of the
Act

D. The Fact That the Act’s Drug Authorities
Authorize the Imposition of Similar
Restrictions Supports the Reasonableness of
the Restrictions That the Agency Has
Imposed

E. Constitutional Issues Regarding
Authority

1. Separation of Powers

2. Nondelegation Doctrine
M. Overview of Comments, Smoking
Prevalence Rates Among Minors, Scope,
Purpose, and Definitions

A. Overview of Comments

B. Smoking Prevalence Rates Among
Minors

C. Scope

D. Purpose (§ 897.2)

E. Definitions (§ 897.3)

IV. Access

A. General Comments

B. General Responsibilities of
Manufacturers, Distributors, and Retailers
(§897.10)

C. Additional Responsibilities of
Manufacturers (§ 897.12)

1. Removal of Manufacturer-Supplied or
Manufacturer-Owned Items That Do Not
Comply With the Regulations

2. Visual Inspections by a Manufacturer's
Representative at Each Point of Sale

- D. Additional Responsibilities of Retailers
(§897.14)

1. Use of Photographic Identification to
Verify Age

2. Minimum Age

3. Restrictions Against “Impersonal"’
Modes of Sale

4. Restrictions Against the Sale of
Individual Cigarettes

5. Additional Comments

E. Conditions of Manufacture, Sale, and
Distribution (§ 897.16)

1. Restrictions on Nontobacco Trade
Names on Tobacco Products

2. Minimum Package Size

3. Maximum Package Size

4. Impersonal Modes of Sale
V. Label

A. Established Name (§ 887.24)

B. Package Design

C. Ingredient Labeling

D. Labeling for Intended Use

E. Adequate Directions for Use and
Warnings Against Use (Section 502(f) of the
act)

F. Package Inserts
VL. Adveitising

A. Subpart D—Restrictions on Advertising
and Labeling of Tobacco Products

B. The Need for Advertising Restrictions

1. Advertising and Young People

2. Advertising and Adults

C. The Regulations Under the First
Amendment

1. Introduction
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2. The Central Hudson Test

3. Is Cigarette and Smokeless Tobacco
Advertising Misleading, or Does It Relate to
Unlawful Activity?

4. Is the Asserted Government Interest
Substantial?

D. Evidence Supporting FDA's Advertising
Restrictions

1. Introduction

2. Do the Regulations Directly Advance
the Governmental Interest Asserted?

3. Is There Harm? Does Advertising
Affect the Decision by Young People to Use
Tobacco Products?

4. Why Young People Use Tobacco and
the Role of Advertising in That Process

5. Has The Agency Met Its Burden?

6. The Efficacy of the Restrictions;
Empirical Evidence Concerning Advertising
Restrictions

E. Provisions of the Final Rule

1. Are FDA's Regulations Narrowly
Drawn? :

2. Section 897.30(a)}—Permissible Forms
of Labeling and Advertising

3. Section 897.30(b)—Billboards

4. Section 897.32(a)}—Text-Only Format

5. Section 897.32(a)—Definition of
*Adult Publication"

6. Advertising—§ 897.32 Requirements
for Disclosure of Important Information

7. Section 897.34(a) and (b)—
Promotions, Nontobacco Items, and Contests
and Games of Chance

8. Section 897.34(c}—Sponsorship of
Events

9. Proposed § 897.36—False or
Misleading Statements

F. Additional First Amendment Issues
VII. Education Campaign
VIII. Additional Regulatory Requirements
IX. Implementation Dates
X. Relationship Between the Rule and Other
Federal and State Laws

A. The Federal Cigarette Labeling and
Advertising Act

B. The Comprehensive Smokeless Tobacco
Health Education Act

C. Conflict with Congressional Purpose
Behind Current Regulatory Scheme for
Tobacco Products

1. The Cigarette Act end the Smokeless
Act

2. The PHS Act

D. Occupation of the Field

E. Preemption of State and Local
Requirements Under Section 521(a) of the
Act

F. Preemption of State Product Liability
Claims Under Section 521(a) of the Act:
XI. Miscallaneous Constitutional Issues

A. Takings Under the Fifth Amendment

1. The Interests at Issue

2. The Takings Analysis

3. The Character of the Governmental
Action

4. The Economic Impact of the
Governmental Action

5. Interference with Reasonable
[nvestment-backed Expectations

6. Summary

B. Substantive Due Process, Equal
Protection, and Restrictions on Use of Trade
Names

C. Procedural Due Process Under the Fifth
Amendment
XII. Procedural Issues
A Introduction
B. Adequacy of the Record
1. The Administrative Record
2. The Agency's Use of Confidential
Documents
3. The Claim that FDA Relied on .
“Unknown" Undisclosed Data
4. The Claim that FDA Failed to Include
in the Record New Drug Application (NDA)
Data on Which it Relied
5. The Agency's Reliance in the Final
Rulemaking on New Materials
C. Adequacy of the Notice

1. The Agency Provided Adequate Notice

of the Key Legal and Factusl Issues
2. The Agency Provided a “Reasoned
Explanation” for its Current Position
D. Adequacy of the Comment Period
E. Conclusion
XIIL Executive Orders
A. Executive Order 12606: The Family
B. Executive Order 12612: Federalism
C. Executive Order 12630: Governmental
Actions and Interference with
Constitutionally Protected Property Rights
XIV. Environmental Impact
XV. Analysis of Impacts
A. Introduction and Summary
B. Statement of Need for Action
C. Regulatory Benefits
1. Prevalence-Based Studies
2. FDA’s Methodology
3. Reduced Incidence of New Young
Smokers
4. Reduced Number of Adult Smokers
5. Lives Saved
6. Life-Years Saved
7. Monetized Benefits of Reduced
Tobacco Use
8. Reduced Medical Costs
9. Reduced Morbidity Costs
10. Benefits of Reduced Mortality Rates
11. Reduced Fire Costs
12. Smokeless Tobacco
13. Summary of Benefits
D. Regulatory Costs
1. Number of Affected Retail
Establishments
2. Removing Self-Service and Other
Prohibited Retail Displays
3. Label Changes
4. Educational Program
5. Restricted Advertising and
Promotional Actlivities
6. Training
7. Access Restrictions
8. L.D. Checks
9. Vending Machines
10. Readership Surveys
11. Records and Reports
12. Government Enforcement
13. Comparison of Benefits to Cost
E. Distributional Effects
1. Tobacco Manufacturers and
Distributors
2. Tobacco Growers
3. Vending Machine Operators
4. Advertising Sector
5. Retail Sector
6. Other Private Sectors

7. Excise Tax Revenues

F. Small Business Impacts

G. Other Alternatives

H. Unfunded Mandates Reform Act of 1995
XVI. Paperwork Reduction Act of 1995

A. Comments on the Paperwork Reduction-
Act Statement

B. Information Collection Provisions in the
Final Rule
XVII Congressional Review
Codified Language

I Introduction
A. Purpose and Overview of the Rule

This rule establishes regulations
restricting the sele and distribution of
cigarettes and smokeless tobacco to
children and adolescents, implementing
FDA's determination that it has
jurisdiction over these products under
the Federal Food, Drug, and Cosmetic
Act (the act). As described in “Nicotine
in Cigarettes and Smokeless Tobacco Is
a Drug and These Products Are Nicotine
Delivery Devices Under the Federal
Food, Drug, and Cosmetic Act:
Jurisdictional Determination" (the 1996
Jurisdictional Determination), annexed
hereto, FDA has determined that
cigarettes and smokeless tobacco are
intended to affect the structure or
function of the body, within the
meaning of the act’s definitions of
“drug” and *“device.” The nicotine in
cigarettes and smokeless tobacco is a
“drug,” which produces significant
pharmacological effects in consumers,
including satisfaction of addiction,
stimulation, sedation, and weight
control. Cigarettes and smokeless
tobacco are combination products
consisting of the drug nicotine and
device components intended to deliver
nicotine to the body.

FDA has chosen to regulate cigarettes
and smokeless tobacco under the act’s
device authorities. This rule allows the
continued marketing of these products,
while employing measures to prevent
future generations of Americans from
becoming addicted to them. As
discussed in section L.B. of this
document, most people who use
cigarettes and smokeless tobacco begin
their use before the age of 18 and,
therefore, before they fully understand
the addictive nature and serious health
risks of these products. Even though the
sale of tobacco products to minors is
illegal in 50 States, the tobacco industry
has adopted extensive marketing
campaigns which appeal to children
and adolescents. Therefore, the rule
effects measures that would both
complement the existing State
restrictions on access and prevent
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operations which injuriously affect the
value of or destroy property—for
example, restrictions upon the height or
character of buildings, destruction of

" diseased cattle, trees, etc., to prevent

contagion—but for which no remedy is
afforded. Contracts in this respect do
not differ from other kinds of property’y,
(Id. at pp. 508 through 509). The Court
reviewed earlier decisions and stated
that:

The conclusion to be drawn * * * is, that
for consequential loss or injury resulting
from lawful governmental action, the law
affords no remedy. The character of the
power exercised is not material. * * *If,
under any power, a contract or other property
is taken for public use, the Government is

- liable; but, if injured or destroyed by lawful

action, without a taking, the Government is
not liable.

(Id. at p. 510)

The Court held that while the
Government took the steel, it did not
take the contract itself and that
“[firustration and appropriation are
essentially different things” (Id. at p.
513). (See also Louisville & Nashville
R.R. Co. v. Mottley, 219 U.S. 467, 484
(1911); NL Industries, Inc. v. United
States, 839 F.2d 1578, 1579 (Fed. Cir.),
cert. denied, 488 U.S. 820 (1988)
(*'frustration of a business by loss of a
customer was not a taking"); Carruth,
627 F.2d at 1081 (“(IIn cases where
there has been no direct appropriation
of property by governmental agencies,
consequential damages resulting from
the exercise of lawful regulations are not
compensable takings within the
purview of the Fifth Amendment").)

Thus, FDA disagrees with the
comments suggesting that the rule will
result in a taking of jobs or future
revenues associated with sponsored
events.

(9) Several comments said that the
1995 proposed rule’s restrictions on the
use of trade names constitute a taking of
trade names or the goodwill associated
with a tradename or asserted that one
has a “right"" to use e*brafid name in any
manner.

As discussed in section XI. of this
document, the agency disagrees that any
provision in this rule effects a taking of
trademarks and goodwill.

XIV. Environmental Impact

In the Federal Register of August 11,
1995 (60 FR 41314), the preamble to the
proposed rule stated that FDA had
determined under § 25.24(a)(8), (a)(11),
and (e)(6) that the proposed action was
of a type that does not individually or
cumulatively have a significant impact
on the human environment. No new
information or comments have been

received that would affect the agency’s
previous determination that this action
has no significant impact on the human
environment, and that neither an
environmental assessment nor an
environmental impact statement is
required.

<

A. Introduction and Summary

XV. Analysis of Impacts

The Food and Drug Administration
(FDA) has examined the impacts of the
final rule under Executive Order 12866,
under the Regulatory Flexibility Act (5
U.S.C. 601-612), and under the
Unfunded Mandates Reform Act of 1995
(Pub. L. 104—4). Executive Order 12866
directs agencies to assess all costs and
benefits of available regulatory
alternatives and, when regulation is
necessary, to select regulatory
approaches that maximize net benefits
(including potential economic,
environmental, public health and safety,
and other advantages; and distributive
impacts and equity). If a rule has a
significant economic impact on a
substantial number of small entities, the
Regulatory Flexibility Act requires
agencies to analyze regulatory options
that would minimize any significant
impact of such rule on small entities.
Section 202 of the Unfunded Mandates
Reform Act requires that agencies
prepare an assessment of anticipated
costs and benefits before proposing any
rule that may result in an expenditure
by State, local and tribal governments,
in the aggregate, or by the private sector,

.of $100,000,000 (adjusted annually for

inflation) in any year. Section 205 of the
Unfunded Mandates Reform Act also
requires that the agency identify and
consider a reasonable number of
regulatory alternatives and from those
alternatives select the least costly, most
cost-effective, or least burdensome
alternative that achieves the objective of
the rule. The following analysis, in
conjunction with the remainder of this
preamble, demonstrates that this rule is
consistent with the principles set forth
in the Executive Order and in these two
statutes.

FDA published its preliminary
economic analysis in the preamble to its
1995 proposed regulation. In response,
the agency received thousands of
comments raising economic issues or
concerns. Representatives of affected
industry sectors emphasized burdens in
excess of those estimated in the
preliminary economic analysis. Other
comments stressed the considerable
economic value of the expected public
health benefits. Although few comments
provided quantifiable data on projected

economic impacts, whether benefits or
burdens, a report prepared by the
Barents Group and presented as Volume
11 of the Tobacco Institute submission
provided a comprehensive critique of
the methodology, assumptions, and cost
estimates presented in FDA’s
preliminary economic analysis and
developed alternative estimates of
regulatory costs. Other comments
addressed selected economic issues.
FDA carefully examined and evaluated
the reasoning and data presented in
these comments, accepted those that
were persuasive, and presents this
revised analysis of the final rule.

In its preliminary analysis, FDA based
the benefits of the 1995 proposed rule
on a finding that compliance could help
to achieve the Department’s *“Healthy
People 2000” goal of reducing underage
tobacco use by one-half. Comments
received in response to the proposal
have reinforced the agency’s conviction
that this goal can be realized, although
it will require the active support and
participation of State and local
governments and civic and community
organizations, as well as manufacturers
and retail dispensers of tobacco
products. In the Federal Register of
January 19, 1996 (61 FR 1492), the
Substance Abuse and Mental Health
Services Administration (SAMHSA)
issued a regulation governing a program

-of State-operated enforcement activities

to restrict the sale or distribution of
tobacco products to individuals under
the age of 18. SAMHSA predicted that
its rule would cut the rate of underage
tobacco consumption by between one-
tenth and one-third. FDA can not
separately quantify the incremental
benefits of the respective agency
programs, due to the substantial
interdependencies and uncertainties
regarding future compliance with these
rules; but finds that its final rule and the
SAMHSA regulation are fully
complementary and, working together,
will produce results that would more
than equal the sum of their independent
efforts.

Each year, an estimated 1 million
adolescents under the age of 18 begin to
smoke cigarettes. The Centers for
Disease Control and Prevention (CDC)
estimate that approximately one in three
of these adolescents will die of smoking-
related diseases, and FDA has
concluded that this projection provides
the best estimate of the excess fatality
rate. FDA finds that even overly
conservative projections indicate that
achieving the “Healthy People 2000"
goal of reducing underage tobacco use
by one-half would prevent well over
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60,000 early deaths, gaining over
900,000 future life-years for each year's
cohort of teenagers who would
otherwise begin to smoke. The monetary
value of these health benefits (at a 3
percent discount rate) is estimated to
total $28 to $43 billion per year and
includes $2.6 billion in medical cost
savings, $900 million in productivity
gains from reduced morbidity, and
$24.6 to $39.7 billion per year in

willingness-to-pay values for averting
premature fatalities. (Because of the
long periods involved, a 7 percent
discount rate reduces the total benefits.
to about $9.2 to $10.4 billion per year).
If the agency’s goal were exceeded,
these benefits would be even larger.
Moreover, if even a fraction of the goal
were achieved, the benefits would
substantially outweigh the costs of the
rule. As shown in Table 1c, halting the

onset of smoking for only 1/20 of the 1
million adolescents who become new
smokers each year would provide
annual benefits valued at from $2.8 to
$4.3 billion a year. In addition, although
FDA has not quantified the benefits of -
reducing the number of serious illnesses
attributable to the use of smokeless -
tobacco by youngsters under the age of
18, the agency is convinced that these
benefits also will be substantial.

TABLE 1c.—ANNUAL ILLNESS-RELATED BENEFITS OF ALTERNATIVE EFFECTIVENESS RATES
(UNDISCOUNTED LIVES AND LIFE-YEARS; 3% DISCOUNT RATE FOR MONETARY VALUES)!

Mortality-Related Will- Total Benefits

Fewer Teen-

: Morbldity-Re- ingness-to-Pa

Fraction of Teenage ag“erssmwt'\(o sla';‘:ak'{)‘g F;:‘; Life-Years gaevcfcal fated Pr'cy>duo- 9 _ Y

Cahort Deterr e Adutss | A ned"& Saved (No) | VeNra® | tivity Savings | Life-Yrs. | "Deaths Low High
% No) ve 0. (Solls.) Sbils.) Saved | Averted | (sbis) | (sbils)
- (3bils.) | (Sbils.) .

122 250,000 60,200 905,300 2.6 0.9 246 39.7 28.1 432

1 167,000 40,100 603,600 1.8 0.6 16.4 26.4 187 28.8

115 100,000 24,100 362,100 1.1 0.4 9.8 159 1.2 173

1110 50,000 12,000 181,100 0.5 0.2 49 79 5.6 8.6

1120 25,000 6,000 - £0,500 0.3 0.1 25 40 2.8 43

1 Totals may not add due to rounding.
2Estimate used in analysis.

3 Assumes 50% of adolescents who are deterred from smoking continue to refrain as adults.

In its evaluation of the economic
impact on industry, FDA also includes
those costs that might be attributable to
the SAMHSA program, as the rules of
both agencies work collectively to
reduce youth access to tobacco
products. As a result, the overall
estimated compliance costs of the rules
range from $174 million to $187 million
in one-time costs and from $149 million
to $185 million in annual operating

costs (see Table 2). Manufacturers of
tobacco products will incur one-time
costs ranging from $78 million to $91
million, primarily for removing .
prohibited point-of-sale promotional
items and self-service displays, and for
changing package labels. As the
responsibility for removing the
prohibited point-of-sale promotional
and display items resides with the
owner, manufacturers and retailers may

ultimately share the costs of removal
and replacement. FDA's cost estimates
assume that manufacturers will pay for
most removal and installation activities
and retailers will pay for most
replacement items. (If, in fact, retailers
assume most removal responsibilities,
the estimated manufacturer costs fall by
about $47 million).
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TABLE 2.—COSTS OF FDA AND SAMHSA REGULATIONS ($ mils.)!

Requirements By Seclor One-Time Costs Annuat Operating Costs
Tobacco Manufacturers ' 78-91 2
Point-of-Sale Advertising 30
Self-Service Ban 40
Label Changes 4-17
Paperwork Requirements 1.2
Training 1.5 0.2
Readership Surveys 2 1
Retail Establishments 96 78
Training 34 20
I.D. Checks 43
Self-Service Ban 57 1
Point-of-Sale Advertising 5
Vending Machines 3.5
Consumers 41-60
1.D. Checks 41-50
Government 28-55
States (SAMHSA) 25-50
FDA 35
TOTAL 174-187 149-185

' Assumes manufacturers remove prohibited retail di
and retailer one-time costs rise by about $17 million. A

term resource dislocation and educational programs.

Retail establishments will incur an
estimated $96 million in one-time costs.
About $57 million of these costs are due
to the self-service restriction, primarily
for replacing display cases and other
functional promotional items. (If
retailers rather than manufacturers
remove the prohibited point-of-sale
advertising and display items, the
estimated retailer costs rise by about $17
million). The retail sector will also incur
about $78 million in annual costs. In
addition to new labor costs attributable
to the self-service restrictions, both the
FDA and SAMHSA rules impose costs
for training employees to verify
customer ages, for routinely checking
1.D.'s of young purchasers, and for
foregoing profits due to reduced
vending machine sales. Consumers will
bear costs of up to $50 million annually
for incurring some delay in checkout
lines. Finally, enforcement of these
rules may cost the FDA from $3 million
to $5 million per year and State
governments from $25 million to $50
million per year for administering
various SAMHSA enforcement
programs.

FDA could not, however, quantify
every regulatory cost. For example, the
agency may require certain tobacco
manufacturers to broadcast educational
messages under the agency’s

‘notification process. Cost estimates for

these activities will be developed in
parallel with the program elements. In

addition, a number of commercial
sectors will experience costs for short-
term dislocations of current business
activities. Neither FDA nor any of the
industry comments on the agency's
proposal projected the magnitude of
these costs, but they would be mitigated
for those businesses that anticipate the
adjustments in long-term business
plans.

In addition to the costs described
previously, the rule will create
significant distributional and
transitional effects. Some industry
comments asserted that FDA had
neglected the cost of lost sales revenues
in its preliminary economic analysis’
and one industry study estimated these
“Nlustrative Costs" at from $1.3 billion
to $3.3 billion per year. In fact, FDA had
considered these sector-specific revenue
reductions, but described the impacts as
distributional effects, rather than as net
societal costs. For example, any lost
sales experienced by suppliers of
advertising were considered
distributional impacts, because dollars
not spent on advertising will not be lost
to the U.S. economy, but will be spent
on other goods and services. As
acknowledged by the authors of one of
the economic impact analyses
commissioned by the tobacco
manufacturing industry:

* * * when tobacco product
manufacturers decrease their advertising
expenditures, the money not spent translates
into increased profits for the industry. The

ay. If retailers bear full burden, manufacturer one-time costs fall by about $47 million
ertising restrictions are considered under distributional effects. Excludes costs of short-

increased profits ultimately end up in the
hands of the companies’ owners
(shareholders) either as direct payouts or as
investments on their behalf in other lines of
business. In general, these profits are
ultimately recycled into increased
consumption and investment by the owners
of the companies.

Similarly, the anticipated slow but
persistent decline in tobacco product
sales revenues are not societal costs,
because the dollars not spent on
tobacco-related items will be spent on

- other goods or services.

Nevertheless, FDA is aware that many
tobacco-related industry sectors will be
adversely affected by this rule. Tobacco
manufacturers and suppliers will face
increasingly smaller sales, because
reduced tobacco consumption by youth
will lead, over time, to reduced tobacco
consumption by adults. The impact of
this trend on industry revenues,
however, will be extremely gradual,
requiring over a decade to reach an
annual decrease of even 4 percent. Also,
if State and Federal excise tax rates on
tobacco products remain at current
levels, tax revenues would decrease
slowly over time, falling by about $231
million and $196 million, respectively,
by the 10th year following compliance
with the regulation.

Tobacco manufacturers spent $6.2
billion on advertising, promotional, and
marketing programs in 1993, and about
30 percent may be substantially altered
to reflect the various “text only"

T
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restrictions or other prohibitions. If
tobacco companies choose to reduce
advertising and promotional activities
due to the FDA restrictions, the sectors
affected would include advertising
agencies and communications media,
owners of retail and outdoor advertising
space, and recipients of corporate
brand-name sponsorships (especially
auto racing). These businesses would
need to attract new revenues to
maintain current levels of profitability.
Similarly, vending machine operators
will need to find substitute products to
replace up to 3 percent of their sales
revenues.

In summary, FDA finds that
compliance with this rule will bring
significant health benefits to the U.S.
population. The rule will also exact
long-term revenue losses on the tobacco
industry and short-term costs on various
affiliated industry sectors. With regard
to small businesses, many near-term
impacts will be small or transitory, but
some business will be adversely
affected. For a small retail convenience
store not currently complying with this
rule, the additional first year costs could
average $400. For those convenience
stores that already check customer
identification, these costs average $137,
largely to relocate tobacco product
displays. Moreover, the rule will not
produce significant economic problems
at the national level, as the long-term
displacement within tobacco-related
sectors will be offset by increased
output in other areas. Thus, under the
Unfunded Mandates Act, FDA
concludes that the substantial benefits
of this regulation will greatly exceed the
compliance costs that it imposes on the
U.S. economy. In addition, the agency
has considered other alternatives and
determined that the current rule is the
least burdensome and most cost-
effective alternative that would meet the
objectives of this rule.

B. Statement of Need for Action

The need for action stems from the
agency's determination to ameliorate the
enormous toll on the public health that
is directly attributable to the
consumption by adolescents of
cigarettes and smokeless tobacco.
According to the nation’s most
knowledgeable health experts, tobacco
use is the most important preventable
cause of morbidity and premature
mortality in the United States,
accounting each year for over 400,000
deaths (approximately 20 percent of all
deaths). Moreover, these morbidity and
mortality burdens do not spare middle
aged adults—with the average smoking-

related death responsible for the loss of
up to 15 life-years. 268

In its guidelines for the preparation of
Economic Impact Analyses, OMB asks
that Federal regulatory agencies
determine whether a market failure
exists and if so, whether that market
failure could be resolved by measures

other than Federal regulation. The basis -

for this request derives from standard
economic welfare theory, which by
assuming that each individual is the
best judge of his/her own welfare,
concludes that perfectly competitive
private markets provide the most
efficient use of societal resources.
Accordingly, the lack of perfectly
competitive private markets (market
failure) is frequently used to justify the
need for Government intervention.
Common causes of such market failures
include monopoly power, inadequate
information, and market externalities or
spillover effects.

While FDA agrees that various
elements of market failure are relevant
to the problem of teenage use and
tobacco addiction, the agency also
believes that this regulatory action
would be justified even in the absence
of a traditional market failure. As noted
previously, the implications of the
market failure logic are rooted in a basic
premise of the standard economic
welfare model—that each individual is
the best judge of his/her own welfare.
FDA, however, is convinced that this
principle does not apply to children and
adolescents. Even steadfast defenders of
individual choice acknowledge the
difficulty of applying the “market
failure” criterion to non adults.
Littlechild, for example, adds a footnote
to the title of his chapter on “Smoking
and Market Failure” 26° to note that
“[t]he economic analysis of market
failure deals with choice by adults.”
Although both Beales 27° and Viscusi
find that young persons balance risks
and rewards in making decisions on
whether or not to smoke, Viscusi
explains that:

[n}evertheless, there are some classes of
choices-that have major consequences, and
for that reason society may wish to reserve
the privilege of making these choices until a

268 Statement of Clyde Behney and Maria Hewitt
on Smoking-Related Deaths and Financial Costs:
Office of Technology Assessment Estimates for 1990
Before the Senate Finance Committee, pp. 1-2,
April 28, 1994.

299 Littlechild, S. ., “Smoking and Market
Failure,” in “Smoking and Society: Toward a More
Balanced Assessment,” edited by R. D. Tollison,
Lexington Books, p. 271, 1986.

170 Beales 111, . Howard, “Advertising and the
Determinants of Teenage Smoking Behavior.” p. 44,
1993.

particular age is reached. These limits
should, however, be set according to the age
at which individuals are believed to be
capable of making reasonable long-term
decisions regarding their welfare, rather than
some arbitrary date independent of the
choice context. The emerging consensuis of
smoking restriction policies has focused age
18 as the minimum age for the purchase of
cigarettes. 271

FDA concludes, therefors, that even if
some children do make rational choices,
the agency’s regulatory determinations
must reflect the societal conviction that
children under the age of legal consent
cannot be assumed to act in their own
best interest. 272 -

In particular, FDA finds that the
pervasiveness and imagery used in
industry advertising and promotional
programs often obscure adolescent
perceptions of the significance of the
associated health risks and the strength
of the addictive power of tobacco
products. Section V1. of this document
describes numerous studies on the
shortcomings of the risk perceptions
held by children. Health economist
Victor R. Fuchs describes the typical
sequence:

There is considerable evidence that the
[time discount] rate falls as children mature.
Infants and young children tend to live very
much for the present; the prospect of
something only a week in the future usually
has little influence over their behavior. As
children get older their time horizons
lengthen, but once adult status is reached
there seems to be little correlation between
time discount and age. 273
Thus, although most youngsters
acknowledge the existence of tobacco-
related health risks, the agency finds
that the abridged time horizons of youth
make them exceptionally vulnerable to
the powerful imagery advanced through
targeted industry advertising and
promotional campaigns. In effect, these
conditions constitute an implicit market
failure not adequately remedied by
existing government action.

Moreover, the agency does not view
these results as inconsistent with the
growing economic literature based on
the Becker and Murphy models of
“rational addiction.” 274 Although
several empirical studies have

171 Viscusi, W. K, “Smoking: Making the Risky
Decision,” Oxford University Press, New Yeérk, p.
149, 1992,

2712 Goadin, R. E., “No Smoking: The Ethical
Issues,” University of Chicago Press, pp. 30-32,
1989.

273 Fuchs, V. R, “How We Live,” Harvard
University Press, Cambridge, MA, pp. 228-229,
1983.+

274 Backer. G. S., and K. M. Murphy, “A Theory
of Rational Addiction,” Journal of Political
Economy. vol. 96, No. 4, pp. 675-700, 1988.
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demonstrated that, for the general
population, cigarette consumption is
“rationally addictive’ in the sense that
current consumption is affected by both
past and future consumption, 275
Chaloupka notes that this “rationality”
does not hold for younger or less
educated persons, for whom past but
not future consumption maintains a
significant effect on current
consumption. He concludes, “{t]he
strong effects of past consumption and
weak effects of future consumption
among younger or less educated
individuals support the a priori
expectation that these groups behave
myopically.” 276

FDA's justification of this regulation
relies on the total costs associated with
childhood addiction to tobacco, rather
than on the external or spillover costs to
nonusers. Nevertheless, a further market
failure would exist if the use of tobacco
imposed such costs on nonusers. Many
studies have attempted to calculate the
societal costs of smoking, but few have
addressed these externalities. The most
detailed research on the issue of
whether smokers pay their own way is
the 1991 study by Manning, et al., 277
which develops estimates of the present
value of the lifetime external costs
attributable to smoking. This study
examines differences in costs of
collectively financed programs for
smokers and nonsmokers, while
simultaneously controlling for other
personal characteristics that could affect
these costs (e.g., age, sex, income,
education, and other health habits, etc.).
The authors found that nonsmokers
subsidize smokers’ medical care, but
smokers (who die at earlier ages)
subsidize nonsmokers’ pensions. On
balance, they calculated that, before
accounting for excise taxes, smoking
creates net external costs of about $0.15
per pack of cigarettes in 1986 dollars
{$0.33 per pack adjusted to 1995 dollars
by the medical services price index).
While acknowledging that these

273 Bocker, G. S., M. Grossman, and K. M.
Murphy, “An Empirical Analysis of Cigarette
Addiction,” The American Economic Review, vol.
84, No. 3, pp. 306—418, June 1994; Chaloupka, F.,
“Rational Addictive Behavior and Cigarstte
Smoking,” Journal of Political Economy, vol. 89,
No. 4, pp. 722-742, 1991; Keeler, T. E., T. W. Hu,
P. G. Barnett, and W. G. MannIng, “*Taxation,
Regulation, and Addiction: A Demand Function for
Cigarettes Based on Time-Series Evidence,” Journal
of Health Economics, vol. 12, pp. 1-18, 1993.

276 Chaloupka, F., “‘Rational Addictive Behavior
and Cigarette Smoking,” Journal of Political
Economy, vol. 99, No. 4, p. 740, 1991.

277 Manning, W. G., E. B. Keeler, |. P. Newhouse,
E. M. Sloss, and ). Wasserman, “The Costs of Poor
Health Habits, A RAND Study.” Harvard University
Press, Cambridge, MA, 1991,

estimates ignored external costs
associated with lives lost due to passive
smoking, perinatal deaths due to
smoking during pregnancy, and deaths
and injuries caused by smoking-related
fires, the authors concluded that there is
no net externality, because the sum of
all smoking-related externalities is
probably less than the added payments
imposed on smokers through current
Federal and State cigarette excise taxes.
A Congressional Research Service
Report to Congress concurred with the
study’s conclusion, 278 although many
uncertainties remain regarding the
potential magnitude of the omitted cost
elements.

C. Regulatory Benefits

1. Prevalence-Based Studies

The benefits of the regulation include
the costs that would be avoided by
reducing the adverse health effects
associated with the consumption of
tobacco products. Most research on the
costs of smoking-related illness has
concentrated on the medical costs and
productivity losses associated with the
prevalence of death and illness in &
given year. These prevalence-based
studies typically measure three
components: (1) The contribution of
smoking to annual levels of illness and
death, (2) the direct costs of providing
extra medical care, and (3) the indirect
costs, or earnings foregone due to
smoking-related illness or death. 279
- In a recent statement, the former U.S.
Office of Technology Assessment (OTA)
declared that “the greatest "costs’ of
smoking are immeasurable insofar as
they are related to dying prematurely
and living with debilitating smoking-
related chronic illness with attendant
poor-quality of life.” Nonetheless, OTA
calculated that in 1990 the national cost
of smoking-related illness and death
amounted to $68 billion and included
$20.8 billion in direct health care costs,
$6.9 billion in indirect morbidity costs,
and $40.3 billion in lost future earnings
from premature death. 280 More recently,

378Gravelle, ]. G., and D. Zimmerman, “CRS
Raport for Congress: Cigarette Taxes to Fund Health
Care Reform: An Economic Analysis,”
Congressional Research Service, p. 1, March 8,
1994.

279 See “Smoking and Health in the Americas: A
1892 Report of the Surgeon General In collaboration
with the Pan American Health Organization,”
Department of Health and Human Services (DHHS),
Public Health Service (PHS), CDC, National Center
for Chronic Disease Prevention and Health
Promotion (NCCDPHP), Office on Smoking and
Health (OSH). pp. 105-112, 1992, (hereinalter
referred to as 1992 SGR") for a full summary of
these methodologies and findings.

280 Statemnent of Clyde Behney and Maria Hewitt
on Smoking-Related Deaths and Financial Costs:

the CDC estimated the 1993 smoking-
attributable costs for medical care,
alone, at $50 billion. 28* Unfortunately,
these prevalence-based studies do not
answer many of the most important
questions related to changes in
regulatory policy, because they present
the aggregate cost of smoking-related
illness in a single year, rather than the
lifetime cost of illness for an individual
smoker. As noted in the 1992 Report of
the Surgeon General, most prevalence-
based studies fail to consider issues
concerning “‘the economic impact of
decreased prevalence of cigarette
smoking, the length of time before
economic effects are realized, the
economic benefits of not smoking, and
a comparison of the lifetime illness
costs of smokers with those of
nonsmokers.” 282 In effect, although
these studies are designed to measure
the smoking-related draw on societal
resources, they are not well-suited for
analyzing the consequences of
regulation-induced changes in smoking
behavior.

2. FDA's Methodology

An alternative methodology, termed
incidence-based research, compares the
lifetime survival probabilities and
expenditure patterns for smokers and
nonsmokers. As this approach models
the individual life-cycle consequences
of tobacco consumption, FDA relied on
these incidence-based studies for its
original analysis of the proposed rule to
value the beneficial effects of the rule
over the lifetime of each new cohort of
potential smokers. The methodology
incorporates the following steps:

» A projection of the extent to which the
rule will reduce the incidence, or the
annual number, of new adolescent users
of tobacco products;

* A projection of the extent to which the
reduced rates of adolescent tobacco
consumption will translate to reduced
rates of lifetime tobacco consumption;

* A projection of the extent to which the
reduced rates of lifetime tobacco
consumption will decrease the number
of premature deaths and lost life-years;
and

» An exploration of various means of
estimating the monetary value of the
expected health improvements.

Office of Technology Assessment Estimates for 1990
Before the Senate Finance Committee, p. 2, April
28, 1994.

281 ““Medical-Care Expenditures Attributable to
Cigarette Smoking—United States, 1993, in
Morbidity and Mortalily Weekly Reports (MMWR),
CDC, DHHS, vol. 43, No. 26, pp. 469472, July 8,
1994.

2821992 SGR, p. 111.
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The annual benefits of the 1995
proposed rule were measured as the
present value of the lifetime benefits
gained by those youngsters, who in the
absence of the proposed regulation,
would have become new smokers. Upon
review of the public comments, FDA
found none that would persuade the
agency to revise its projections. In
general, the relevant comments
expressed no objection to the basic
methodology or model, but some
disputed the accuracy of the specific
data estimates. The following
paragraphs describe the FDA
assumptions that underlie these benefit
estimates and present the agency’s
response to the applicable public
comments.

3. Reduced Incidence of New Young
Smokers

FDA's preliminary analysis assumed
that 1 million youngsters become new
smokers each year. One trade
association comment questioned this
figure, asserting that the relevant studies
included individuals over the age of 18.
However, the 1985 National Health
Interview Survey reported 1.08 million
20-year old smokers, and the Combined
National Health Interview Surveys for
1987-1988 found that 92 percent of 20-
year old smokers had started smoking
by age 18. Taking 92 percent of 1.08
million yields 993,600 new underage
smokers per year. This figure is
supported by parallel estimates of the
SAMHSA. Based on data from the 1994
National Household Survey on Drug
Abuse, SAMHSA estimated that 1.29
million persons under age 20 became
daily smokers in 1993, and that 1.1
million of these persons were under the
age of 18. As a result, FDA retains
confidence in its original estimate of 1
million new smokers per year.

The regulation targets youngsters by
restricting youth access to tobacco
products and by limiting advertising
activities that affect adolescents. Several
communities have demonstrated that
access restrictions are extremely
effective when vigorously applied at the
local level. Woodridge, IL, for example,
achieved a compliance rate of over 85
percent. Moreover, 2 years after that law
was enacted, a survey of 12- to 14-year-
old students indicated that overall
smoking rates were down by over 50
percent (over 2/3 for regular
smokers). 283

83 Jason, L. A..P. Y. Ji. M. D. Anes. and S. H.
Birkhead, Active Enforcement of Cigarette Control
Laws in tho Prevention of Cigarette Sales to
Minacs." The Journal of the Amercian Medical

Advertising and promotional
restrictions will augment these efforts to
limit the attractiveness of tobacco
products to underage consumers. As
discussed in detail in section VI. of this
document, no one study has definitively
quantified the precise impact of
advertising or of advertising restrictions.
Nevertheless, much of the relevant
research indicates that advertising
restrictions will reduce consumer
demand. For example, according to the
1989 report of the Surgeon General,
“The most comprehensive review of
both the direct and indirect mechanisms
concluded that the collective empirical,
experiential, and logical evidence makes
it more likely than not that advertising
and promotional activities do stimulate
cigarette consumption." 284 Similarly,
after a careful examination of available
studies, Clive Smee, Chief Economic
Adviser to the United Kingdom
Department of Health determined that,
“the balance of evidence thus supports
the conclusion that advertising does
have a positive effect on
consumption.’' 285 A detailed evaluation
of the effects of advertising on youth

. consumption of tobacco products is

provided in section VI. of this
document.

In Northern California, 24 cities and
unincorporated areas in 5 counties
adopted local youth tobacco access
ordinances that prohibit self-service
merchandising and point-of-sale tobacco
promotional products in retail stores.
Survey measures of the impact of these
ordinances by the Stop Tobacco Access
for Minor Project (STAMP) found that,
on average, tobacco sales to minors
dropped by 40 to 80 percent. 286

In its analysis of the 1995 proposed
rule, FDA argued that, while
quantitative estimates of the
effectiveness of its regulation cannot be
made with certainty, comprehensive

Association (JAMA), vol. 266, No. 22, p. 3159,
December 11, 1991.

284 DHHS, “Reducing the Health Consequences of
Smoking: 25 Years of Progress,” A Report of the
Surgeon General, U.S. Department of Health and
Human Services, Public Health Service, Centers for
Disease Control, National Center for Chronic
Disease Prevention and Health Promotion, Office on
Smoking and Health, DHHS publication No. (CDC)
898411, p. 517, 1989 {the 1989 SGR).

83 Lganey, K., “Effect of Tobacco Advertising on
Tobacco Consumption: A Discussion Document
Reviewing the Evidence,” Economics and
Operational Research Division, Department of
Hoalth, London, p. 22, October 1992.

288 Kropp, R., A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Self-Service
Morchandising and Requiring only Vendor-Assisted
Tobacco Sales,” North Bay Health Resources
Center, Stop Tobacco Access to Minors Program
(STAMP), Petaluma. CA. p. 4. November 3, 1994,

programs designed to discourage
youthful tobacco consumption could
reasonably achieve the “Healthy People
2000 goal of halting the onset of
smoking for at least half, or 500,000, of
the 1,000,000 youngsters who presently
start to smoke each year. In the Federal
Register of January 19, 1996 (61 FR
1492) SAMHSA published a regulation
governing a program of State-operated
enforcement activities that would
restrict the sale or distribution of
tobacco products to individuals under
18 years of age. SAMHSA had originally
estimated that its program would reduce
tobacco consumption by youth and
children by from gne-third to two-
thirds, but subsequently determined
that reductions of between one-tenth
and one-third would be *“‘more realistic
given the uncertainties implicit in
varying levels of State enforcement and
the absence of meaningful controls on
tobacco advertising and promotion.” 287
While strongly supporting the objectives
of the SAMHSA program, FDA finds
that achieving the “Healthy People
2000" goal will demand a full arsenal of
controls to complement and fortify the
new State inspectional programs,
including restrictions on industry
advertising and promotions and quite
possibly educational messages to
counter the influence of ongoing
marketing activities.

Numerous public comments to the
1995 proposal addressed the issue of the
effectiveness of the regulation. Many
argued that tobacco advertising does not
increase tobacco use, or that the
enforcement of existing or forthcoming
State laws, alone, could accomplish
reasonable goals. In contrast, many
others supported a comprehensive
regulation, contending that only
vigorous enforcement of new
restrictions would bring significant
results. As outlined earlier in the
preamble in this document, FDA has
determined, based on a full examination
of the evidence, that the combined effect
of the regulations (restricting advertising
and promotion, prohibiting self-service
sales, providing new labeling
information, and imposing age
verification obligations) and educational
programs will significantly diminish the
allure as well as the access to tobacco
products by youth. The agency
acknowledges the imposing size of the
required effort, but is confident that its
goals are reasonable and presents
regulatory benefits based on the
presumption that the “Healthy People
2000 goals will be met.

8761 FR 1502, January 19, 1996.
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FDA agrees, however, that these
projections are uncertain and therefore
also presents estimates of benefits at
effectiveness levels that are
considerably smaller. The agency
conducted this exercise not because its
estimates are excessively speculative or
arbitrary, as suggested by one comment,
but because sensitivity analyses are part
of generally accepted "best practice” for
the conduct of cost-benefit analysis and
are recommended by OMB guidance.
These results demonstrate that even if
the rule were only modestly effective in
reducing tobacco use, it yields
justifiable benefits.

One comment urged the agency to
demonstrate the effectiveness of tobacco
marketing restrictions over and above
those for access restrictions or public
information campaigns. FDA is unable
to forecast the independent results of
each regulatory provision, due to the
high degree of interdependence among
the various requirements, but notes that
SAMHSA concluded that its access
restrictions, alone, would reduce
underage tobacco consumption by one-
tenth to one-third. If so, accomplishing
the “Healthy People 2000" goal implies
that the FDA rule would generate
incremental tobacco use reductions of

between 17 and 40 percent for
youngsters under 18 years of age.

4. Reduced Number of Adult Smokers

The major beneficiaries of the rule are
those individuals who would otherwise
begin using tobacco early in life and
who, accordingly, are unlikely to start
using tobacco products as an adult.
Evidence suggests that this percentage
will be high, as over half of adult
smokers had become daily cigarette
smokers before the age of 18. Moreover,
the 1994 Surgeon General's Report
indicates that 82 percent of persons
(aged 30 to 39) who ever smoked daily
began to smoke before the age of 18.
That report concludes that *if
adolescents can be kept tobacco-free,
most will never start using tobacco.’ 288
Although some comments disagreed
with that conclusion, FDA believes that
the Surgeon General’s Report is correct.
Nonetheless, to account for the
possibility that some would-be smokers
who are prevented from smoking until
they are age 18 may eventually start
smoking as adults, FDA uses the more
conservative assumption that these rules
will lead to a tobacco free adult life for
only one-half of the estimated 500,000
youngsters who will be deterred from
starting to smoke each year.

Accordingly, FDA calculates the annual
benefits from the lifetime health gains
associated with preventing 250,000
adolescents from ever smoking as an
adult. Further, in response to comments
that challenge this estimate, FDA
presents sensitivity analysis showing
results using a wide range of alternative
rates.

5. Lives Saved

Based largely on data from Peto, et al.,
who found that about half of all
adolescents who continue to smoke
regularly throughout their lives will
eventually die from a smoking-related
disease, 28° CDC estimates that about
one in three adolescent smokers will die
prematurely. 290 Although the CDC
projection provides the best estimate of
this excess fatality rate, it does not
provide a distribution of the smoking-
related fatalities over time.
Consequently, FDA derived this
distribution by comparing age-specific
differences in the probability of survival
for smokers and nonsmokers. The
probability of survival data for the
agency's estimate are derived from the
American Cancer Society's Cancer
Prevention Study II, as shown in Table
3.

TABLE 3.—PROBABILITY OF SURVIVAL BY AGE, SEX, AND SMOKING STATUS
{Probabilities of a 17-year-old surviving to age shown)

Age (Years) Male Neversmokers Male All Smokers | Female Neversmokers ng:(eeé"
35 1 1 1 1
45 0.986 0.966 0.988 0.984
55 0.951 0.893 0.962 0.939
65 0.867 0.733 0.901 0.831
75 0.689 0.466 0.760 0.630
85 0.336 0.159 0.453 0.289

Source: Thomas Hodgson, “Cigarette Smoking and Lifetime Medical Expenditures,” The Milbank Quarterly, vol. 70, No. 1, 1992, p. 91. Based
on data from the American Cancer Soclety's Cancer Prevention Study 1.

FDA initially multiplied differences
in the probabilities of death for smokers
versus nonsmokers within each 10-year
period by the number of smokers
remaining at the start of each 10-year
period. Assuming an equal number of
males and females, the excess deaths
among smokers in &ll age groups totaled
almost 28 percent of the 250,000 cohort.
FDA recognizes that this methodology
probably understates the current risk of

288 1994 SGR, pp. 5 and 65.

289 Pato, R.,'A. D. Lopez, ]. Boreham, M. Thun,
and C. Heath, Jr., ““Mortality from Smoking in
Developing Countries. 1950-2000," Oxford
University Pross, p. A10, 1994. Indirect estimates
from national vital statistics.

smoking, because it arbitrarily assumes
that the smoking-related risks for
females will continue to be smaller than
for males, even though female smoking
patterns are presently comparable to
those of males. Nevertheless, FDA used
this model to support its proposed
regulation and maintains the calculation
to demonstrate the robustness of the
results. Moreover, because some
comments suggested that these data may

290 Memorandum from Michael P. Eriksen (CDC)
to Catherine Lorraine (FDA) August 7, 1995 and
CDC Fact Sheet; citing Pierce, ]. P., M. C. Fiore, T.
E. Novotny, E. |. Hatziandreu, and R. M. Davis,
“Trends in Cigarette Smoking in the United States:
Projections to the Year 2000.” JAMA, vol. 261, pp.
61-65, 1989; Unpublished data from the 1986

not account for all potentially
confounding variables, such as alcohol
consumption or other lifestyle
differences, FDA further adjusted the
mortality estimate to 24 percent to
reflect findings by Manning et al., that
such nontobacco versus tobacco lifestyle
factors may account for 13 percent of
excess medical care expenditures. Thus,
the benefits projections presented below
conservatively rely on the probabilities

National Mortality Followback Survey, CDC, OSH;
Peto, R., A. D). Lopez, |. Boreham, M. Thun, and C.
Heath, "Mortality from Smoking in Developed
Countries, 1950-2000: Indirect Estimates from
national Vital Statistics,” Oxford University Press,
Oxford, 1994.
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shown in Table 3, corrected by the 13
percent lifestyle influence adjustment.
In sum, they indicate that achieving the
“Healthy People 2000"* performance
goal will preverit about 60,200 smoking-
related fatalities among each year's
cohort of potential new smokers.

The economic assessment of health-
related variables requires discounting
the value of future events to make them
commensurate with the value of present
events. For this analysis, a 3 percent
discount rate is used to calculate the
present value of the projections. (This
rate was recommended by the Panel on
Cost-Effectiveness in Health and
Medicine, a nonfederal
multidisciplinary group of experts in
cost-effectiveness analysis, convened by
the Office of the Assistant Secretary for
Health in 1993. 291 Since the Office of
Management and Budget (OMB)
Circular A—94 recommends the use of 7
percent as a base case, FDA presents
summary estimates below for discount
rates of both 3 percent and 7 percent.)
On the assumption that it would be
roughly 20 years for each year's cohort
of new adults to reach the midpoint of
the 35 to 45 age bracket and 60 years to
reach the 75 to 85 age bracket, these
calculations indicate that the present
value of these benefits equate to 15,863
lives per year.

6. Life-Years Saved

The number of life-years that will be
saved by preventing each year’s cohort
of 250,000 adolescents from acquiring a
smoking addiction was calculated from
the same age-specific survival
differences between smokers and
nonsmokers. In each 10-year life span,
the number of years lived for each
cohort of persons who would have been
smokers but who were deterred was
compared to the number of years that
would have been lived by that same
cohort if they had been smokers. The
difference between these two measures
is the life-years saved for that 10-year
period. 292 Deducting the 13-percent
lifestyle adjustment indicates that, over
the full lifetime of each cohort, the
regulations will gain an estimated
905,000 life-years, which translates to
almost 4 years per smoker and 15 years

191 Gold, M. R,, J. E. Siegel, L. B. Russell, and M.
C. Weinstein, “Cost-effectiveness in Health and
Medicine,” Oxford University Press, p. 232, 1996.

292 For each 10-year age interval, the number of
life-years is calculated as the number of people in
each cahort (250,000) times the probability of
surviving until the end of that age interval times 10
years of life, plus the number expected to die in that
interval times an assumed 5 years of life.

per life saved. 293 The present value of
these additional life-years equates to
211,391 life-years annually.

7. Monetized Benefits of Reduced
Tobacco Use

There is no fully appropriate means of
assigning a dollar figure to represent the
attendant benefits of averting thousands

" of tobacco-induced illnesses and

fatalities. However, to quantify
important components of the expected
economic gains, FDA developed
estimates of the value of the reduced
medical costs and the increased worker
productivity that will result from fewer
tobacco-related illnesses. In addition,
since productivity measures do not
adequately address the avoidance of
premature death, FDA adopted a
willingness-to-pay approach to value
the benefits of reduced tobacco-related
fatalities.

8. Reduced Medical Costs

On average, at any given age, smokers
incur higher medical costs than
nonsmokers. However, nonsmokers live
longer and therefore continue to incur
medical costs over more years. Several
analysts have reported conflicting
estimates of the net outcome of these
factors, but the most recent research is
the incidence-based study by
Hodgson, 224 who found that lifetime
medical costs for male smokers were 32
percent higher than for male
neversmokers and lifetime medical costs
for female smokers were 24 percent
higher than for female neversmokers.
Hodgson determined that the present
value of the lifetime excess costs were
about $9,400 in 1990 dollars (future
costs discounted at 3 percent). 295 As
noted earlier, the incidence-based study
by Manning, et al., implies that about 13
percent of the excess medical costs were
attributable to factors other than
smoking. Accounting for this reduction
and adjusting by the consumer price .
index for medical care raises the present
value of Hodgson’s excess medical cost

293 The calculation procedure probably
understates total life-years saved, because it misses
smoking related-fatalities that occur within the
same 10-year age interval. However, because more
of these misses involve fatalities that, If avolded,
would add few life-years, the resulting 15-year
average life-years saved may be high. FDA’s benefit
estimates, however, remain understated because
they are based on total life-years saved, not average
life-years saved.

294 Hodgson, T. A., “'Cigarette Smoking and
Lifetime Medical Expenditures,” The Milbank
Quarterly, vol. 70, No. 1, p. 97, 1992, (Based on data
from the American Cancer Society's Cancer
Prevention Study II}.

293[4, (Using the average of the male and female
totals).

per new smoker to $10,590 in 1994
dollars. Thus, those 1,000,000 young
people under the age of 18, who
currently become new smokers each
year, are responsible for excess lifetime
medical costs measured at a present
value of $10.6 billion (1,000,000 x
$10,590). Because FDA projects that
achieving the “Healthy People 2000”
goals will prevent 250,000 of these
individuals from smoking as adults, the
medical cost savings are estimated at
$2.6 billion per year.

9. Reduced Morbidity Costs

An important cost of tobacco-related
illness is the value of the economic
output that is lost while individuals are
unable to work. Thus, any future
reduction in such lost work days
contributes to the economic benefits of
the regulation. Several studies have
calculated prevalence-based estimates of
U.S. productivity losses due to smoking-
related morbidity, but FDA knows of no
incidence-based estimates. Hodgson,
however, has shown that, in certain
situations, incidence measures can be
derived from available prevalence

_measures. For example, he demonstrates

that in a steady-state model the only
difference between prevalence and
incidence-based costs is due to
discounting. 296 Accordingly, FDA has
adopted Hodgson's method to develop a
rough approximation of incidence-based
costs from an available prevalence-
based estimate of morbidity costs.

Rice, et al., 297 found that lost wages
due to tobacco-related work absences in
the United States amounted to $9.3
billion in 1984. This equates to $12.3
billion in 1994 dollars when adjusted by
the percentage change in average
employee earnings since 1984. Although
FDA does not have a precise estimate of
the life-cycle timing of these morbidity
effects, the relevant latency periods
would certainly be shorter than for
mortality effects. Thus, to account for
the deferred manifestation of smoking-
related morbidity effects, FDA assumed
that they would occur over a time
horizon equal to 80 percent of that
previously measured for mortality
effects. Although one comment
mistakenly assumed that FDA had made
no adjustment for lifestyle differentials
between smokers and nonsmokers, in
fact, these estimates were further

298 Hodgson. T. A., "'Annual Costs of Illness
Versus Lifetime Costs of Illness and Implications of
Structural Change.” Drug Information Journal, vol.
22, No. 3, p. 329, 1988.

297 Rjce, D. P.. ot al., “The Economic Costs of the
Health Effects of Smoking, 1984,” The Milbank
Quarterly, vol. 64, No. 4, p. 526, 1986.
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reduced by 13 percent to reflect the
Manning, et al., findings. Finally,
because the long-term decline in
smoking prevalence has exceeded the
growth in population, FDA reduced the
incidence-based costs by another 20
percent. At a 3 percent discount rate,
this methodology implies that the
incidence-based cost of smoking-related
morbidity, or the present value of the
.future costs to 1 year’s cohort of
1,000,000 new smokers, is about $3.5
billion. Thus, the estimated annual
morbidity-related savings associated
with preventing 250,000 new youths per
year from smoking as adults is estimated
at about $879 million.

10. Benefits of Reduced Mortality Rates

From a societal welfare perspective,
OMB guidance advises that the best
means of valuing benefits of reduced
fatalities is to measure the affected
group's willingness-to-pay to avoid fatal
risks. Unfortunately, the specific
willingness-to-pay of smokers is
unknown, because institutional
arrangements in the markets for medical
care obscure direct measurement
techniques. 298 Nevertheless, many
studies have examined the public’s
willingness-to-pay to avoid other kinds
of life-threatening risks, especially
workplace and transportation hazards.
An EPA-supported study 29¢ found that
most empirical results support a range
of $1.6 to $8.5 million (in 1986 dollars)
per statistical life saved, which
translates to $2.2 to $11.6 million in
1994 dollars. However, the uncertainty
surrounding such estimates is
substantial. Moreover, Viscusi has
shown that smokers, on average, may be
willing to accept greater risks than
nonsmokers. For example, smokers may
accept about one-half the average
compensation paid to face on-the-job-
injury risks. 300 FDA therefore has
conservatively used $2.5 million per
statistical life, which is towards the low
end of the research findings, to estimate
society's willingness-to-pay to avert a
fatal smoking-related illness. Thus, the
annual benefits of avoiding the
discounted number of 15,863 premature
fatalities would be $39.7 billion.

An alternative method of measuring
willingness-to-pay is to calculate a value
for each life-year saved. This approach

298 Schelling, T. C., “Economics and Cigarettes,”
. Preventive Medicine, vol. 15, pp. 549-560, 1986.
_ ¥ Fisher, A., L. G. Chestnut, and D. M. Violette,
“The Value of Reducing Risks of Death: A Note on
New Evidence,” Joumal of Policy Analysis and
Management, vol. 8, No. 1, pp. 88-100, 1989.
00 Viscusi, W. K., “Fatal Tradeoffs: Public and
Private Responsibilities for Risk,” Oxford
University Press, p. 24, 1992.

is intuitively appealing because it places
a greater value on the avoidance of
death at a younger than at an older age
and is the traditional means of assessing
the cost-effectiveness of medical
interventions. Nevertheless, there have
been few attempts to determine the
appropriate value of a life-year saved.
OMB suggests several methodologies,
including annualizing with an
appropriate discount rate the estimated
value of a statistical life over the average
expected life-years remaining. For
example, at & 3-percent discount rate, a
$2.5 million value per statistical life for
an individual with 35 years of
remaining life-expectancy converts to
about $116,500 per life year. Since
achieving the agency’s goals were
estimated to save 211,391 discounted
life-years annually, this calculation
yields annual benefits of $24.6 billion.

FDA notes that even these values
understate the full value of the health
impact, because they fail to quantify any
reduction in either the adverse effects
attributable to passive smoking or the
infant and child fatalities caused by
mothers’ smoking. Moreover, these
totals may not capture the heavy toll of
psychic loss to surviving family
members, or the corresponding
economic losses among family members
for the mental health care of grief- .
related depression and other conditions
that often foow the premature death of
middle aged adults. 301

11. Reduced Fire Costs

Every year lighted tobacco products
are responsible for starting fires which
cause millions of dollars in property
damage and thousands of casualties. In
1992, fires started by lighted tobacco
products caused 1,075 deaths and $318
million in direct property damage. 302 A
reduction in the number of smokers,
and the corresponding number of
cigarettes smoked, will result in a drop
in the number of future fires. In the
1995 proposal, FDA estimated that if the
number of fires falls by the same
percentage as the expected reduction in
cigarette sales, this implies present
value savings of $203 million for the
value of lives saved and $24 million for
the value of averted property damage,
totaling $227 million annually over a
40-year period.

%01 Harris, M., ““The Loss That is Foraver The
Lifelong Impact of the Early Death of a Mother or
Father,” Penguin Books, 1995.

302 Miller, A. L., “The U.S. Smoking-Material Fire
Problem Through 1992: The Role of Lighted
Tobacco Products in Fire."” National Fire Protection
Association, p. 2, 1994.

" residential fires caused by smoking and

One comment denied the existence of
any association between fires and
cigarette consumption. FDA
acknowledges that the relationship may
be nonlinear, but finds the asserted lack
of a positive correlation implausible.
This comment further stated that

deaths from residential fires caused by
smoking decreased from 1983 to 1992
by 39 percent and 40 percent,
respectively, or about 5.5 percent
annually. Accounting for this trend
would lower FDA's fire cost estimate to
a present value savings of $145 million
for the value of lives saved and $17
million for the value of averted property
damage, totaling $162 million annually
over a 40-year period. Even these
estimated savings significantly
underestimate the potential benefits,
however, because they exclude both
nonfatal injuries and the need for
temporary housing.

12. Smokeless Tobacco

The Smokeless Tobacco Council, Inc.,
remarked that FDA had not attempted to
measure the benefits that would result
from the decreased use of smokeless
tobacco products by underage youths.
The introduction to the 1995 proposed
regulation, however, explained that the
use of smokeless tobacco causes severe
health effects. While data are not
available on age-specific differences in
the probability of survival for smokeless
tobacco users as compared to nonusers,
the 1994 Surgeon General Report
indicates that the “primary health
consequences during adolescence
include leukoplakia, gum recession,
nicotine addiction, and increased risk of
becoming a cigarette smoker.
Leukoplakia and/or gum recession occur
in 40 to 60 percent of smokeless tobacco
users.” 393 Oral leukoplakias have a 5-
percent chance of becoming
malignancies in 5 years. 304 Cancers of
the nasal cavity, pharynx, larynx,
esophagus, stomach, urinary tract and
pancreas have also been linked to
smokeless tobacco use. 303 Other effects
include discoloration of teeth,
periodontal disease and excessive tooth
wear and decay. 3% One study of female
snuff users showed that it increased
one's risk of developing oral and

2031994 SGR, p.39.

04 [d,

303 Goolsby, M. J., "Smokeless Tobacco: The
Health Consequences of Snuff and Chewing
Tobacco”, Nurse Practitioner, vol. 17, No. 1, p. 31,
January 1992.
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Pharyngeal cancer between 1.5 to 4.2
times. 307

If the provisions pertaining to
smokeless tobacco are as effective as
those pertaining to cigarettes, the rule
will prevent about 36,500 youths from
becoming adult users of smokeless
tobacco. This projection assumes that
the number of underage users will
decrease by 50 percent and one-half of
those youths will remain nonusers after
reaching 18 years of age. The estimate
also assumes that the ratio of new
underage users to total underage users
parallels that of cigarette users (i.e.,
approximately one-third) and that about
440,000 youths under the age of 18 are
current users of smokeless tobacco

roducts. 308

Leukoplakia and/or gum recession are
estimated to occur in 40 to 60 percent
of smokeless users. 309 If even 50
percent of these cases were caused by
smokeless tobacco use, the previous
assumptions imply that these
regulations will prevent from 7,300 to
11,000 cases of leukoplakia and/or gum
recessions per year. Although FDA can
not estimate the number of oral or other
cancers prevented, the realized number
will be substantial.

13. Summary of Benefits

The discussion above demonstrates
the formidable magnitude of the
economic benefits available from
smoking reduction efforts. As described,
FDA forecasts annual net medical cost
savings of $2.6 billion and annual
morbidity-related productivity savings
of $900 million. From a willingness-to-
pay perspective, the annual benefits of
reduced smoking-related disease
mortality range from $24.6 to $39.7
billion. As a result, the value of the
annua} disease-related benefits of
achieving the “Healthy People 2000
goal is projected to range from $28.1 to
$43.2 billion. (Following Hodgson, this
analysis uses a 3-percent discount rate.
A 7-percent rate reduces these benefits
to a range of $9.2 to $10.4 billion).
These totals do not include the benefits
expected from fewer fires (over $160
million annually), reduced passive
smoking, or infant death and morbidity

37 Winn, D. M., W. J. Blot, C. M. Shy, L. W.
Pickle, A. Toledo, and J. F. Fraumeni, “Snull
Dipping and Oral Cancer Among Women in the
Southern United States,” The New England Journal
of Medicine, vol. 304, No. 13, pp. 745-749, Table
2, March 26, 1981,

068 Estimates of youth smokeless usage vary. This
projection relies on a conservative estimate of total
youth (ages 12-17) usage calculated from data in
the Statistical Abstract of the U.S. 1995, 115th
edition, Tables 16 and 218.

2091994 SGR, p.39.

associated with mothers’ smoking.
Moreover, while FDA believes these
effectiveness projections are plausible,
much lower rates still yield impressive
results. Table 1c of this section
summarizes the disease-related health
benefits and illustrates that youth
deterrence rates as small as 1/20, which
would prevent the adult addiction of at.
least 25,000 of each year’s cohort of
1,000,000 new adolescent smokers,
would provide annual benefit values
measured in the billions of dollars.
Moreover, the higher risk estimates
suggested by Peto, et al., could
significantly increase these values. In
addition, while FDA could not quantify
the benefits that will result from the
projected decline in the use of
smokelass tabacco, they would be
considerable.

D. Regulatory Costs

A recently issued guideline for
conducting economic analysis of
Federal regulations, prepared under the
auspices of OMB, states that:

[T)he preferred measure of cost is the
*“opportunity cost’" of the resources used or
the benefits foregone as a result of the
regulatory action. Opportunity costs include,
but are not limited to, private-sector
compliance costs and government
administrative costs. Opportunity costs also
include losses in consumers’ or producers’
surpluses, discomfort or inconvenience, and
loss of time * * *. An important, but
sometimes difficult, problem in cost
estimation is to distinguish between real
costs and transfer payments. Transfer
payments are not social costs but rather are
payments that reflect a redistribution of
wealth, While transfers should not be
included in the [Economic Analyses’]
estimates of the benefits and costs of a
regulation, they may be important for
describing the distributional effects of a
regulation. 310

Accordingly, FDA finds that the final
rule will impose new cost burdens on
manufacturers, retailers, consumers, and
Government regulators of tobacco
products. In addition, certain industry
sectors will experience lost sales and
employment, but these revenue losses
will be at least partly offset by gains to
other sectors, as discussed in the
“Distributional Effects” section of this
document. 311 While a number of
industry comments argued that the
agency's preliminary analysis was

310 Economic Analysis of Federal Regulations
Under Executive Order 12866, January 11, 1996.
Prepared by intoragency group convened by OMB
and co-chaired by a Member of the Council of
Economic Advisers.

311 This analysis evaluates the regulation
following the Kaldor-Hicks criteria for societal
welfare maximization,

deficient for not including these lost
revenues in its cost-benefit assessment,
FDA finds that the revenue losses
suggested by these comments do not
meet the previous definition of
*“‘opportunity cost;"’ because they fail to
provide the changes in net costs that are
necessary to estimate producer surplus,
conventionally defined as sales minus
variable costs. This rule will affect
producer surplus in several industries
and only net changes in these surplus’
are social costs. Calculating such
changes would require a multi-market
model of economic changes over many-
years. Such general equilibrium models
have not been used by Federal agencies
for regulatory analyses, are not
specifically recommended by the OMB
guidance, and would be impractical to
use, especially where major markets are
dominated by few firms.

The most comprehensive critique of
FDA'’s preliminary economic analysis
was prepared by the Barents Group,
economic consultants to the Tobacco
Institute. While the Barents Group
developed independent estimates of
economic costs, in many instances its
methodology was consistent with FDA’s
analysis of its 1995 proposal. Often,
however, the Barents Group had access
to more recent data, or to additional
data provided by the affected industries.
FDA'’s revised cost estimates rely
extensively on these new data, but as
described below, the agency’s final cost
estimates are far smaller than those
presented by the Barents Group.

1. Number of Affected Retail
Establishments

A critical variable underlying the
agency's cost estimates is the number of
retail outlets currently selling over-the-
counter (OTC) tobacco products. A
major confounding factor is that the U.S.
Census publishes product line data only
for establishments with payroll. For its
original estimate of the number of retail
establishments selling tobacco products,
FDA relied on 1987 Census data to
count the number of affected payroll
establishments and very conservatively
included every nonpayroll
establishment in those categories that
traditionally sell tobacco products
(general merchandise stores, grocery
stores, service stations, eating and
drinking places, drug stores, and liquor
stores). FDA estimated that the number
of establishments selling tobacco
products OTC included 275,000 payroll
establishments and 215,000 nonpayroll
establishments, for a total of 490,000
retail establishments. To account for all
other business categories that might sell
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OTC tobacco products, FDA estimated a
total upper bound range of 600,000
establishments. FDA did not know how
many locations currently served by
cigarette vending machines would
convert to OTC operations following
implementation of the regulation, but
estimated the number at 100,000, raising
the upper bound total to 700,000 future
establishments.

FDA still has no definitive estimate of
the number of retail outlets selling
tobacco products. For their economic
analysis, the Barents Group used 1992
U.S. Census estimates for the number of
affected retail establishments with
payroll, but adopted an alternative
methodology to estimate the number of
affected establishments without payroll.
The Barents Group subdivided retail
businesses into 10 categories: General
merchandise stores, supermarket/
grocery stores, convenience stores
without gas, convenience stores with
gas, gasoline service stations, eating
places, drinking places, drug and
proprietary stores, specialty tobacco
stores, and miscellaneous retail stores.
Within each category, the Barents Group
assumed that the percentage of
nonpayroll establishments selling
tobacco products would be the same as
the percentage of payroll establishments
selling tobacco products. As a result,
they concluded that the number of retail
payroll establishments selling tobacco
products OTC is approximately 283,000,
and the number of retail nonpayroll
establishments selling tobacco products
OTC is about 107,000, for a total of
390,000 retail outlets. The Barents
Group's subsequent calculations are less

clear and not documented in their
appendix on methodology. Noting that
FDA had estimated an upper bound of
600,000 establishments selling OTC
tobacco products, they assumed the
existence of an additional 100,000 to
200,000 nonretail establishments, such

as operations within manufacturing or

service businesses, that sell OTC
tobacco products. Finally, the Barents
Group accepted FDA'’s estimate that
about 100,000 current vending machine
locations would convert to OTC sales
for tobacco products and proposed total
lower and upper bound estimates of
from 500,000 to 700,000 establishments.

For this final economic analysis, FDA
adopts the apparent mid-point of the
Barents Group’s forecast of the number
of establishments that will sell tobacco
products, or about 500,000 current
establishments and a total of 600,000
future establishments. FDA estimates by
business category are displayed in Table
4 and follow closely the methodology
presented by the Barents Group, except
for slight adjustments to eliminate
nonstore outlets. Because Census data
on the number of establishments
without payroll were not reported
separately for convenience stores,
convenience stores with gas, or
specialty tobacco stores, these outlets
are counted with the higher level outlet
categories.

2. Removing Self-Service and Other
Prohibited Retail Displays

The 1995 proposed regulation
restricted all point of purchase
advertising to “text only” and banned
the use of all self-service displays by
requiring vendors to physically provide

the regulated tobacco product to
purchasers. In its original analysis, FDA
explained that the proposed ban on self-
service displays would affect many
retail stores selling tobacco products,
although shoplifting concerns had
already caused a large number of these
stores to place tobacco products in areas
not directly accessible to customers.
Those retailers that discontinued self-
service displays typically modified their
stores by either: (1) Placing tobacco
products behind or above store cashiers
or in locked cases located within close
reach of store cashiers, (2) placing
tobacco products behind only one or
two checkout lines, similar to the “cash
only” or “less than 10 items” lines
commonly found in supermarkets, (3)
dispensing tobacco products from a
controlled area of the store, where store
employees also conduct other
administrative or customer-service
tasks, or (4) installing a signaling
system, whereby assigned store clerks
bring requested tobacco products to
individual checkout stations. Each
store’s physical configuration dictates
the most cost-effective approach, but at
least one regional survey found that
retail outlets readily complied with
comparable local ordinances without
architectural remodeling or substantial
refitting of checkout counters or store
aisles. 312

312Kropp, R., “A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Sel{-Servica
Merchandising and Requiring only Vendor-Assisted
Tobacco Sales,” North Bay Health Resources
Center, Stop Tobacco Access for Minors Project
(STAMP), Petaluma, CA, p. 5, November 3, 1994.



TABLE 4.—ESTIMATED NUMBER OF ESTABLISHMENTS CURRENTLY SELLING TOBACCO PRODUCTS OVER-THE-COUNTER

Kind of Business

Number of Retail
Establishments with

Percentage of Retail
Establishments with
Payroll Selling Tobacco

Number of Retail
Establishments with
Payroll Selling Tobacco

Total Number of Retail
Establishments without

Estimated Number of
Retail Establishments
without Payoll Selling

Estimated Total of
Establishments Selling
Tobacco Products Over-

Payroll Products Products Payroll Tobacco Products® the-Counter®
(1 2 ()] 4 (5) (6

Retail Establishments:
General Merchandise 34,606 35.01% 12,117 28,010 9,807 21,924
Supermarket/Grocery 126,785 56.19% 71,240 97,061@ 54,538 125,778
Convenience Stores 30,748 95.62% 29,400 -m - 29,400

Convenience Stores
with Gas 57,033®™ 91.02% 51,913 -m - 51,913
Service Stations 71,336« 6321% 37,958 14,248 7.581 45,539
Eating Places 377,760 3.17% 11,992 96,538 3,065 15,057
Drinking Places 55,848 19.24% 10,745 27,733 5,336 16,081
Drug Stores 48,142 60.33% 29,046 3,031 1,829 30,875
Tobacco Stores 1,477 100.00% 1,477 -m - 1,477

Miscellaneous Retail
Stores 273,256 9.15% 24,995 490,633M 44,879 69,874
Other Establishments - - - - - 100,000
Total 1,076,991 280,883 757,254 127,035 507,918

(a) Category contains food stores (SIC 54) with payroll, excluding convenience food stores (SIC 541 pt) and convenience food/gasoline stores (SIC 541 pt).
(b) Category contains convenience food/gasoline stores (SIC 541 pt) and gasoline/convenience food stores (SIC 554 pt).
(c) Category excludes gasoline/convenience food stores (SIC 554 pt).
(d) Category contains eating and drinking places (SIC 58), excluding drinking places (SIC 5813).
(e) Category contains miscellaneous retail stores (SIC 59 ex. 591), excluding nonstore retailers (SIC 596) and tobacco stores and stands (SIC 5993).
() 1992 Nonemployer Statistics Series only provides data on variety and miscellaneous general merchandise establishments without payroll.

(9) 1992 Nonemployer Statistics Series only provides data on grocery stores, retail bakeries, and other food stores without payroll.
(h) 1992 Nonemployer Statistics Series does not provide data on establishments without payroll for these categories.

(i) Category contains miscellaneous retail stores (SIC 59 ex. 591), excluding nonstore retailers (SIC 596).
{j) Column (2) times Columnn (4).
(k) Column (3) plus Column (5).
Source: Columns (1)—(4) from U.S. Census of Retail Trade Merchandise Line Sales and Nonemployer Statistics Series; Columns (5) and (6) projections according to Barents Group LLC

Appendix | methodology.
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Because prevailing business practice
is for tobacco manufacturers to assist
and even pay for most product display
equipment, 313 FDA had assumed that
manufacturers would share with
retailers any expense of relocating
displays and that the majority of the
costs would be to relocate self-service
displays for cartons. FDA estimated one-
time costs of $22 million to be shared
by manufacturers and retailers and
additional annual operating costs of $14
million to be incurred by retailers (all in
1994 dollars). In stark contrast, the
Barents Group projected one-time costs
of from $558 to $780 million in 1996
dollars ($520 to $728 million in current
dollars), with 62 percent attributed to
the replacement of display items by
retailers and the remaining 38 percent to
manufacturers due to “time costs
involved in removing banned display
and promotional items, whether the
work would be performed directly by a
manufacturer’s employee or
subcontracted out to a display
distributor.” As explained below, FDA
finds that many aspects of the Barents
Group's estimates are seriously flawed.
Nevertheless, the agency has adopted
the basic framework of that analysis and
its revised estimates reflect the Barents
Group's methodology and data, unless
specifically modified as discussed
below.

a. The Barents Group's methodology.
The Barents Group’s cost projections
were based on estimates of an average
outlet cost for each of seven outlet
categories. Each average outlet cost was
multiplied by the total number of
outlets of that category in the United
States to produce national cost
estimates. The actual outlet cost data
were collected by A. T. Kearney, Inc.,
still another business consulting firm.
The Barents Group explained that:

[Olur estimates are based on a compliance
audit study conducted especially for this
purpose by A. T. Kearney, Inc. A. T. Kearney
performed an in-depth study of the actions
and efforts that would be required of tobacco
manufacturers’ representatives, of point-of-
sale display item distributors, and of tobacco
retailers {n order to bring stores into
compliance with the proposed regulations.
Detailed surveys were conducted of seven
categories of retail outlets in five U.S.
metropolitan areas, for a total of 88 retail
outlets. Surveyors performed a detailed
inventory of the many types of tobacco
product displays and promotional materials
which are currently found in stores. The
surveyors noted which items would need to
be modified or replaced.

A. T. Kearney reportedly completed a
comprehensive on site compliance

LIRS R

protocol checklist at 88 establishments
randomly selected in 5 general regions
of the United States. The individual
display items were grouped into 41
discrete item categories and a lengthy
discussion of the methodology and

- results are presented as a Technical

Appendix to the Barents Group's
comments,

b. The Barents Groups’s
miscalculations. To evaluate these
results, FDA carefully reviewed the A.
T. Kearney survey data and the Barents
Group's extrapolation procedures and
attempted to replicate the aggregate
estimates. In doing so, numerous
computational discrepancies were
identified. For example, in calculating
retailer time costs, the Barents Group
intended to use an estimated retail
employee wage of $9.51, but in fact used
the estimated wage for a manufacturer’s
sales representative of $25.70. (See
Appendix Table “Initial Compliance
Effort Costs per Retail Store."’) Also, the
Barents Group's calculations relied on
incorrectly transposed data for the
average number of disposable displays
per store and miscalculated compliance
effort costs for five of the seven types of
business. Further, A. T. Kearney
reported that only one-third of the
lighted signs and clocks would need to
be replaced by retailers, but the Barents
Group's calculations assumed that all
would be replaced. Finally, A. T.
Kearney reported that retailers would
not replace most promotional posters,
signs and displays, but the Barents
Group’s calculations assigned each $85
in replacement costs. Correcting these
errors reduces the Barents Group’s low
and high cost estimates by $77 and $108
million, respectively.

Even more important, in aggregating
the unit costs for “Compliance Activity
No. 19—Remove and replace interior
newsstands and shopping basket racks
and baskets and shopping carts,” A. T.
Keamey committed a major error that
dominates the aggregated cost totals. In
discussing the costs for this item, A. T.
Kearney focused on the need to replace
shopping basket racks, which “* * *
are free-standing units and contain
about 20 shopping baskets, that also
contain the name or logo of the cigarette
manufacturer.” Although it seems
probable that the logos or brand names
affixed to these items could be either
removed or obscured, the survey data
indicate that six supermarket/grocery
stores, three convenience stores, two
tobacco stores and one convenience
store with gas would replace shopping
basket racks. The detailed survey data
for supermarket/grocery stores,

however, reveal that one store
supposedly possessed 71 racks, two
stores 50 racks, and the remaining three
stores 41, 32, and 10 racks, respectively,
Even a casual review of these data
suggests that individual hand-held
shopping baskets rather than basket
racks were counted. Indeed, an FDA
contractor visited the five Washington,
DC area outlets in which A. T. Kearney
observed the largest number of racks
and found scores of plastic hand-held
baskets adorned with simple advertising
stickers, but only a few basket racks. 314

Although the advertising on these
plastic baskets could easily be removed
or covered, or new plastic baskets
purchased quite inexpensively, the
Barents Group's calculations
inadvertently assumed that a
distribution services contractor would
be hired to remove each plastic hand-
held shopping basket at a fee of $45
apiece and that a retailer would spend
30 minutes plus an additional $89
replacement fee for each plastic hand-
held shopping basket in its possession.
Thus, the estimated cost attributed to
each hand-held basket was $138 and the
cost for just the one outlet reporting 71
shopping baskets totaled $9,850.
Extrapolating to each outlet category,
the A. T. Kearney results implied that
removing and replacing plastic hand-
held baskets would cost, on average,
over $1,300 for each supermarket/
grocery store and $300 for each
convenience store in the United States.
Its projected costs for removing and
replacing the hand-held shopping
baskets in all supermarket/grocery
stores in the United States ranged from
$163 million to $229 million. For all
outlet types, costs for these hand-held
baskets were estimated at $194 to $271
million, or 43 percent of the national
point-of-sale costs estimated by the
Barents Group.

Based on site visits, FDA modified
Kearney'’s field data for the correct
number of shopping basket racks in the
Washington, DC area establishments.
Furthermore, FDA contractors
determined that the hand-held shopping
baskets could easily be modified by a
marketing representative, who would
take, at most, 5 minutes to affix new
stickers on each basket or rack. For a
rack of 20 baskets, this task was
estimated to take a total of 105 minutes,
plus about $42 for stickers. These
adjustments reduce the Barents Group's
estimated one-time costs by $180 to
$252 million.

M4 Buck. E., "Site Visit Report,” April 24, 1996.
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c. The Barents Group'’s extrapolation
procedure. The Barents Group
contributed still another bias by their
method of extrapolating these survey
results to the assumed range of 500,000
to 700,000 retail establishments. A. T.
Kearney surveyed stores in only seven
business categories: General
Merchandise, Supermarket/Grocery,
Tobacco Specialty, Convenience Store
without Gas, Convenience Store with
Gas, Service Station, and Drug Store. To
represent all affected outlets, the
Barents Group apportioned the full
upper and lower bounds for their
estimated number of establishments
(500,000 and 700,000) among 10
business categories “based on the
fractions they represent in the Census
sample of with-payroll retail stores
selling tobacco products.” (Eating
Places, Drinking Places, and
Miscellaneous Retailers were added for
this outlet allocation, but were assigned
no costs because they are not “* * * the
types of retail outlets where the vast
majority (more than 90 percent) of
tobacco product sales occur and where
promotional items are most prevalent.”
That is, the Barents Group used a
proportional adjustment to raise each
establishment category count so that the
lower and upper bound totals sum to
500,000 and 700,000, respectively. The
estimated number of establishments in
each category was then multiplied by
the average cost for each business
category using data from the A. T.
Keamey site visits.

The implications of these
inappropriate establishment number
extrapolations are considerable. For
example, A. T. Kearney surveyed a
sample of 10 outlets from its first
business category—General

Merchandise Stores. These 10 outlets,
which include three K-Mart and two
Wal-Mart stores, averaged over 84,000
square feet of space, with the smallest
store measuring 40,000 square feet. The
U.S. Census reports only 12,117 such
establishments with payroll. The
Barents Group's proportional
adjustment automatically expanded this-
outlet type count to between 21,299 and
29,818. (See Barents Group’s Appendix
Table.) Thus, to generate a national
estimate of costs, the Barents Group
applied the cost per establishment for
its sample of very large general
merchandise stores to roughly double
the number reported in the U.S. Census
for such establishments with payroll.
This methodology inappropriately bases
the per outlet cost for thousands of
small nonpayroll and nonretail outlets
on the per outlet cost reported for very
large general merchandise stores.

The identical problem holds for the
Barents Group's projection of the A. T.
Kearney survey sample of 27
Supermarket/Grocery stores. Although
this sample includes a few moderately
sized establishments (1 less than 1,000
square feet and 4 less than 5,000 square
feet), 21 of the establishments exceed
10,000 square feet and the average sized
facility is almost 35,000 square feet. .
Nevertheless, the Barents Group's
apportionment procedure inflates the
number of establishments in this
category from the U.S. Census estimate
of 71,240 with payroll to 125,222 and
175,311, on the dubious assumption
that thousands of small nonpayroll or
other nonretail establishments are best
represented by the A. T. Kearney sample
of mostly large supermarkets/grocery
stores.

FDA's fundamental concern is not
with the Barents Group's estimate of
500,000 to 700,000 affected
establishments (although the upper
bound of this estimate should be
600,000, because there would be no
display relocation costs for the
additional 100,000 outlets assumed to
be established at existing vending
machine locations), but with the
allocation of the small establishments
among the largest business categories
surveyed by A. T. Kearney. To offset
this bias, FDA reallocated the number of
establishments in the business
categories used to extrapolate the outlet
cost estimates. As shown, in Table 5,
FDA takes the number of establishments
in the first two business categories—
General Merchandise and Supermarket/
Grocery stores—directly from the U.S.
Census number of establishments with
payroll, because there would be very
few nonpayroll or nonretail
establishments equivalent to those
surveyed. For outlet extrapolation
purposes, FDA assigns its estimated
number of nonpayroll establishments in
these two business categories to the
Convenience Store category, on the
assumption that this category is most
representative of the small
establishments excluded from the
Census product line data. Although the
Barents Group omitted all costs for
Eating Places, Drinking Places, and
Miscellaneous Retail Stores, FDA
groups these outlets under Other
Establishments and assumes certain
minimal costs, as explained below. This
redistribution of the establishment
category groupings reduces the Barents
Group’s low cost estimate by $65
million and its high cost estimate by
$170 million.

TABLE 5.—ESTIMATED NUMBER OF ESTABLISHMENTS REMOVING SELF-SERVICE AND OTHER

PROHIBITED RETAIL DISPLAYS

Nurmber of Retall Estab- | Estimated Number of | gstimated Total Number
Kind of Business lishments with Payroll without Payroll Seliing of Establishments Sell-
Selling Tobacco Prod- ing Tobacco Products
ucts Over-the-Counter TobawtoheP_crgﬂ:gsr Over- Over-the-Counter
A. T. Kearney Categories:
General Merchandise 12,117 - 12,117
Supermarket/Grocery 71,240 - (8) 71,240
Convenience Stores 29,400 64,345 © 93,745
Convenience Stores with Gas 51,913 — (o) 51,913
Service Stations 37,958 7,581 45,539
Drug Stores 29,046 1,829 ' 30,875
Tobacco Stores 1,477 - (&) 1,477
Other Establishments - - 201,012 ®
Total 233,151 73,755 507,918

(A) Variety and miscellaneous general merchandise stores are tallied as convenience stores.
(B) Food stores are tallied as convenience stores.
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(C) This category includes food, variety, and miscellaneous general merchandise stores. The 1992 Nonemployer Statistics Series does not
provide information about convenience stores without payroll.

(D) The 1992 Nonemployer Stalistics Series does not provide information about establishments without payroll for this category.

(E) The 1992 Nonemployer Statistics Series does not provide information about establishments without payroll for this category.

(F) Includes retail establishments excluded from the Kearney field audit and other establishments selling tobacco products over-the-counter.

d. Further modifications. The Barents
Group faulted FDA for not including
costs for the removal of banned display
items or for the replacement of banned
point-of-sale promotional materials.
Their estimates assumed that
manufacturers alone would bear these
costs, since the proposed regulation
required that manufacturers remove all
prohibited advertising displays. The
final regulation, however, places this
responsibility on the owners of the
displays, which may frequently be the
retail establishments. FDA cannot
forecast the ultimate distribution of
display ownership, but in view of .
current business practices, assumes that
the manufacturer representatives will at
least participate in the removal process.
Nevertheless, this change in regulatory
responsibility is likely to shift a greater
share of the cost burden to retailers.

On the other hand, the Barents Group
assumed that retailers alone would
replace those promotional items having
a utilitarian function, including display
cases, signs, shopping carts or baskets,
newspaper racks, ash trays, and clocks.
FDA believes that this assumption is
unfounded, because many retailers will
modify rather than replace these items
and many manufacturers will share the
replacement burden with retailers. For
example, one report describing the
results of a local self-service ban
indicated that, “‘tobacco distributors and
tobacco company sales representatives
furnished behind-the-counter shelving
and locking cases for tobacco products
to retailers at no charge in order to assist
retailers comply with self-service/
vendor-assisted regulations.” 315 Again,
however, the future allocation of these
costs among manufacturers and retailers
is unknown. For its initial estimates,
except as explained below, FDA
maintains the Barents Group's
assumptions that removal costs are
primarily borne by the manufacturer
and replacement costs by the retailer. In
fact, both cost categories will be shared
and the implications of these
assumptions are illustrated below
through sensitivity analysis.

313 Kropp, R., A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Self-Service
Moerchandising and Requiring only Vendor-Assisted
Tobacco Sales,” North Bay Health Resources
Center, Stop Tobacco Access for Minors Project
(STAMP), Petaluma, CA, p. 5. November 3, 1994.

In February 1996, economic
consultants to FDA attempted to
replicate the A. T. Kearney field audit
in Boston (the Eastern Research Group,
Inc. (ERG),) 318 and in Washington, DC
(an independent contractor). While most
observations of the number of affected
display cases were reasonably
consistent with the A, T. Kearney
findings, the observed number of
exterior and interior promotional
materials deviated significantly from the
A. T. Kearney audit data. One
explanation may be that the seasonal
items available at the end of November
had been removed by the following
February. As a result, FDA has not
adjusted its calculations to account for
these discrepancies (except for the cost
of basket racks in the Washington, DC
stores), but used certain insights from
these visits to revise the Barents Group's
unit cost assumptions, as follows:

(i) The agency rejects the Barents
Group’s assumption that retailers rather
than manufacturers will bear the costs
of replacing promotional unattached
counter displays. Because many of these
items will be moved to visible locations
behind counters, it is far more likely
that manufacturers, not retailers, would
pay for replacements. For its revised
estimate, therefore, FDA assumes that
manufacturers will pay replacement
costs for unattached counter displays.
Although total costs are unchanged, this
assumption increases the costs for
manufacturers by $17 million and
decreases the costs for retailers by an
equal amount.

(if) A. T. Kearney and the Barents
Group contradict themselves on the cost
of removing disposable display cases. A.
T. Kearney describes these units as
temporary displays “frequently found in
association with promotional offerings,
sales, or seasonal themes,” but assumes
that retailers will replace them with
permanent self-standing retail pack
cases at $250 each. In contrast, the
Barents Group calculations imply that a
distribution services company will
remove each display for a fee of $150
and retailers will replace each item for
$50. FDA agrees with the Barents Group
that retailers will not replace temporary
units with permanent retail pack cases.

318 “ERG's Review of Docket Materials
Concerning FDA’s Proposed Regulations Covering
Tobacco Products: Final Site Visit Report,” Eastern
Research Group. April 22, 1996,

Moreover, if a marketing representative
can throw away free-standing ash trays
filled with sand, as noted by A. T.
Kearney, then a marketing
representative can also dismantle and
throw away disposable displays made of
cardboard and plastic. FDA estimates,
therefore, that instead of hiring a
distribution services company, the
manufacturer’s representative will take
no more than 15 minutes to remove
each disposable unit, install a new
unattached counter display and restock
any excess inventory in a nonself-
service area. This assumption decreases
the estimated one-time costs by $7
million.

(iii) The A. T. Kearney cost-estimating
methodology for the self-service ban
implies that store modifications take
place in a sequential pattern, with no
allowances for economies of scale. For
example, the outlet cost for hiring a
distribution services contractor to
relocate or replace display cases was
calculated as a fixed multiple of the
number of cases to be removed, even
though many establishments must
remove several display cases. This
approach overstates costs by ignoring
the significant scale economies
achievable by performing all
compliance activities at one time. Thus,
FDA modified A. T. Kearney's.
distribution services costs for the
removal, relocation and installation of
small attached, retail pack, and carton
self-service display cases by assuming
that the first display unit in an outlet
would be removed at a unit charge of
$90, $150, or $185, respectively, but that
each additional unit would be remaved
at one-half of these.costs. For those
stores with different sizes of display
cases, the first unit was assumed to be
the most expensive to remove (e.g., a
carton display would be considered the
first item when there is also a retail pack
display or a small attached display).
Adjusting for these scale economies
reduces the estimated total costs by $15
million.

(iv) A. T. Kearney assumed that many
promotional items, such as signs and
clocks, would be removed by a
distribution services company hired by
the manufacturer. FDA's consultants,
however, found that almost all of the
promotional material observed could be
easily removed or modified by retail
personnel or marketing representatives.
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For example, rather than needing a
contractor to remove the lighted sign in
one of the sampled outlets, ERG found
that the front panel was easily
removable and could be quickly
replaced by an acceptable panel.
Although a few signs may require
substantial time to dismantle, most of
these items will take just a few minutes
to remove. To account for this range,
FDA assumes that a manufacturer's
representative will take 15 minutes to
remove and dispose of the various
exterior signs, banners, clocks and news
stand displays, as well as the interior
lighted signs and clocks, lowering total
costs by $27 million.

(v) A. T. Kearney assumed that many
display cases located in nonself-service
areas would be removed and replaced,
because of improper advertising. They
assumed that the manufacturer would
pay for the removal of the old case and
the installation of the new case, but that
the retailer would purchase the new
display case. Contrary to this finding,
FDA consultants found no sites in the
Boston or Washington, DC regions
where it was necessary to replace
nonself-service displays. Because in
each instance, all visible advertising
could be altered or obscured, retailers
would almost always opt to cover
impermissible advertising rather than to
purchase new display cases costing up
to $300. Accordingly, FDA estimated
that it would take 15 minutes and $5
worth of stickers to cover each small
attached display; 25 minutes and $10
worth of stickers to cover each retail
pack display; and 35 minutes and $15
worth of stickers to cover each carton
display. This modification decreases
total costs by $20 million.

(vi) Even though the A. T. Kearney
audit identified a number of self-service
display cases that did not fit in the
nonself-service area but could be

retrofitted with locks, the Barents Group
did not include cost estimates for these
items. FDA estimates that it would take
30 minutes of retailer time and cost
about $10 for materials to add a lock to
these display cases, increasing the total
one-time costs by $1.5 million.

(vii) In its analysis of the 1995
proposed regulation, FDA
acknowledged that the required
reconfiguration of tobacco displays may
also impose added labor costs for some
purchase transactions, especially for
those stores that move inventory to
areas located away from employee work
stations. On the assumption that the ban
on self-service tobacco displays would
require 10 seconds of additional labor
time for 75 percent of all retail
transactions involving cartons, FDA had
estimated costs of about $14 million per
year. Although a few comments
indicated that the self-service ban
would increase labor costs, the Barents
Group did not include such costs in its
assessment. Nevertheless, FDA believes
that some establishments, particularly
those selling a substantial number of
cigarette cartons that could not be stored
within easy reach of a checkout station,
could experience increased annual labor
costs. Thus, FDA recalculated its
estimate based on the updated retail
employee compensation rate of $9.51
suggested by the Barents Group and the
new site visit data from the A. T.
Kearney study, which imply that only
about 40 percent of cigarette cartons are
purchased at establishments that sell
cigarette cartons from self-service areas.
These adjustments project additional
annual labor costs of about $10.9
million per year. 317

. 3 Derived from assumption that 10 percent of
carton transactions are for multiple (2) cartons, and
that cartons constitute 85 percent of tobacco sales
at supermarket/grocery stores, general merchandise
stores, drug stores, and tobacco stores, and 10

Except for those adjustments, FDA
used the information found in the A. T.
Kearney field audit to develop its
revised estimate. For comparison, the
original Barents Group estimates of the
number of establishments and one-time
point-of-sale costs (corrected for
miscalculations as described above) are
shown in Table 6 and FDA estimates of
one-time costs in Table 7. Detailed
summaries of the FDA one-time cost
estimates are presented in Table 8 and
Table 9 and indicate that costs related
to self-service display cases comprise 73
percent of the total, followed by 18
percent for promotional materials and 9
percent for nonselfeservice display
cases. As explained above, these
estimates assume that manufacturers
will bear the cost of removing all
promotional items and retailers will
bear the cost of replacing most
functional items. Because the regulation
places the removal responsibility on
owners of the materials, FDA does not
know how these obligations will be
divided. However, if retail outlets,
rather than manufacturers, must remove
these items, the overall cost to
manufacturers falls by about $47 million
and the cost to retailers increases by
about $17 million. (Retail compensation
rates are about one-third of
manufacturer rates, according to the
Barents Group data). The following
discussion describes specific
compliance costs for each outlet
category.

BILLING CODE 4160-01-F

percent of tobacco sales at other outlets. Tobacco

sales data from 1992 Census of Retail Trade, pp. 3—
31. Kearney site visits found that 80 percent of
goneral merchandise stores, 33 percent of
supermarket/grocery stores, 25 percent of
convenience stores, 17 percent of service stations,
30 percent of drug stores, 42 percent of tabacco
stores had self-service carton display cases. -



TABLE 6.—BARENTS GROUP LLC ESTIMATE OF ONE-TIME POINT-OF-SALE REGULATORY COSTS!

Estimated Number of Average Cost Estimated Point-of-Sale Costs (Lower) Estimated Point-of-Sale Costs (Upper)
Kind of Business Establishments er Facili
' P ) ty Retail Costs | Manufacturer | Total Costs Retail Costs | Manufacturer | Total Costs
Lower Upper (%) Costs (3) $) 3 Costs ($) ()
General Merchandise 21,299 29,818 1,067 13,268,172 9,449,404 22,717,576 18,575,066 13,228,900 31 .803.966
SupermarkeVGrocery 125,222 175,311 2,356 | 182,028,407 | 112,960,223 | 294,988,630 | 254,840,061 168,144,493 | 412,984,554
Convenience Stores 51,678 72,349 925 24,408,368 23,382,610 47,790,978 34,171,621 32,735,564 66,907,185
Convenience Stores with Gas 91,250 127,750 515 21,656,668 25,294,382 46,951,050 30,319,336 35,412,134 65,731,470
Service Stations _66,721 93,409 217 4,894,902 9,616,053 14,510,955 6,852,833 13,462,416 20,315,250
Drug Stores 51,056 71,478 167 4,472,540 4,054,323 8,526,863 6,261,520 5,676,020 11,937,541
Tobacco Stores 2,596 3,635 2,940 4,486,055 3,147,456 7,633,511 6,281,514 4,407,166 10,688,680
Total 409,822 573,750 255,215,112 187,904,451 | 443,119,563 | 357,301,952 | 263,066,694 | 620,368,645
! Totals may not add due to rounding.
TABLE 7.—FDA ESTIMATE OF ONE-TIME POINT-OF-SALE REGULATORY COSTS
- ) Estimated Number of | Average Cost Per Fagility Estimated Point-of-Sale Costs?
Kind of Business Establishments! )
Retail Costs ($) Manufacturer Costs ($) Total Costs ($)
General Merchandise 12,117 919 7,874,058 3,263,894 11,137,952
Supermarket/Grocery 71,240 810 32,655,560 25,067,316 67,722,876
Convenience Stores 93,745 364 12,271,061 21,879,370 34,150,431
Convenience Stores with Gas 51,913 213 1,397,066 9,644,359 11,041,425
Service Stations 45,539 122 2,560,164 2,974,000 5,534,164
Drug Stores 30,875 160 2,978,007 1,966,563 4,944,570
Tobacco Stores 1,477 2,175 2,165,591 1,046,163 3,211,753
Other Establishments 210,012 19 522,765 3,384,741 3,907,506
Total 507,918 62,424,273 69,226,404 131,650,677

1 Number of establishments from Table 5.

2 Totals may not add due to rounding.
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TABLE 8.--SUMMARY OF AVERAGE

COMPLIANCE COSTS BY KIND OF BUSINESS!

General Supermarket/ Convenience Convenience Service Drug Stores | Specialty Tobacco Other
Compliance Activities Merchandise Grocery Stores Stores with Stations Stores Establighments
Gas
Avg, 1 Avg. L [Avg. L (Avg. T JAvg. VjAvg. 1 Avg. L Avg.
Outlet Outlet Outlet Qutlet Outlet Outlet Outlet Outlet
Cost (%) Cost ($) Cost ($) Cost ($) Cost ($) Cost ($) Cost (%) Cost ($)
cmotional Materja
No. 3 Ext. Attached Signs . . 1.19 [ I . . . 1.07 1| LA . . .
No. 4 Ext. Movable Sign Board . . 0.95 0 6§.43 2 2.86 1 3.7% - . 8.57 0 . .
No. 5 Ext. Decal/Stickers . . 0.85 ] 6.03 2 2.82 1 0.85 1) d 4.02 [} . .
No. 6 Ext. Lighted Signs/Clocks . . 0.61 0 4.09 1 9.08 4 1.36 1] . 16.34 1 . .
No 7 Ext. Signs, Posters & Displays . . 0.318 [} 1.93 1 1.33 19 L . 1.4 [] . .
No. 8 Ext. Movable Window Signs . . 0.395 0 10.44 k] 2.14 1 1.61 1] . .54 0 . .
Ne 9 Ext. Open/Closed Signs . . 0.4) [} 2.20 1 . LA *! 0.59 0 0.98 [} 0.59 3
No. 10 Ext. Signs on Gas Pumps . . . LA . 0.24 0 0.14 ol . . . . .
No. 11 Ext. News Stand Displays . . 7.42 1| . . L ‘| L * ‘ .
No 12 Ext. Novelty Item Displays . . . LN . . LA bl . b * . s
No. 13} Ext. Banners . . . . 0.80 0 3.57 2 1.07 1fe . Q.54 "] . .
No. l4 Signs. Posters & Banners 0.34 0 1.14 ] 1.7 0 1.71 1 1.7 1] 0.17 [} 2.14 [ 0.17 1
No. 15 Lgted. Signs, Clocks/Mach. Dev. 19.61 2 10.29 1 18.39 5 16.34 8 8.17 7] 3.27 2 28.60 1 3.27 17

No. 16 Decals/Stickers 0.26 0 0.79 0 2.36 1 0.67 of 0.7 1{ 1.29 1 0.93 [ 1.29 7
No. 17 Shelf Marker w/Adv. 0.60 o 0.44 ] 2.14 1 1.49 1 1.83 2| 0.7 0 0.96 [} 0.37 2
No. 18 Shopper Aids 0.04 0 0.42 1] 0.19 [+] 0.11 0 0.02 0| 0.04 o 0.21 ] 0.04 0
No. 19 News Racks, Shop. Bask., Carts . . 83.75 10 43.49 12 9.66 5} b . 14.50 1 . .
No. 20 Fl. St. Ash Trays, Waste Basket . . 3.30 0 |* . 9.89 S |- el . 24.71 1 . .
No. 21 Merch. w/ Ref. to Tobacco Prod. . . . . 0.48 0 0.71 0 1.18 1] . 1.93 0 . .

Promotional Materials Subtotal: 20.85 2 112.92 14 [100.67 28 62.82 30 | 23.47 191 5.73 4 106.39 .5 5.73 29

e b v a a

Small, uUnattached
No. 12 Space Available, Ads Removed . . 0.32 0 1.34 0 2.38 1 0.71 1] 1.07 1 3.21 0 1.07 13
No. 23 Unit Must be Replaced 10.60 1 25.52 b] $3.00 15 | %3.00 25 8.83 1 . 141.33 § . .
Small. Attached .

-- Removal and Installation/Relocation 13.50 1 65.00 8 | * 1 10.00 5| *| 9.00 6 |[* . 9.00 46
No. 24 Unit Must be Replaced . 10,00 1 55.56 7" L L I e LI . ¢ *
No. 25 Space Available, Ads Removable . . . L L e |- o] * * . .

Packs

-- Removal sand Installation 67.50 ? 86.11 11 | ‘1 . 6.25 S 7.50 5 193.75 8
No. 26 Space Available, No Ads . . . LI ol . [ afs LI R . . .
No. 27 Space Available, Ada Removable 0.79 0 0.29 3 * 0.88 o |* el . - 0.66 [ . .
No. 28 Unit Must Be Replaced 200.00 22 222.22 27 |+ e . 20.83 17| 25.00 16 625.00 29 . *
No. 29 Unit Modified w/Locking Doors 1.48 0 3.28 0 |* e e * ] ‘1* _a Wil i :
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TABLE 8.--SUMMARY OF AVERAGE COMPLIANCE COSTS BY KIND OF BUSINESS-- (CONTINUED)

General Supermarket/ Convenience Convenience Service Drug Stores | Specialty Tobacco Other
Compliance Activities Merchandise Grocery Stores Stores with Stations Stores Bstablishments
Gas
Avg. Avg. % [Avyg. Y | Avg. S |avyg. S |Avg. 1 Avg. 1Y Avg. ]
Outlet Outlet Outlet Outlet Outlet Outlet Outlet Outlet
Cost ($) Cost ($) Cost {$) Cost ($) Cost ($) Cost ($) Cost ($) Cost {$)
Cartons
-- Removal and Installation 166.50 18 65.09 8 46.25 13 |- . 15.42 131 37.00 23 262.08 12
No. )0 Space Available, No Ads M . 0.26 0 ]* *1* LR Ml * | . - *
L] [] L2 . 1 . 19 0 * [ [) A K L) 1 N 59 [1] - .
No. )2 Unit Must Be Replaced 3%0.00 42 |155.56 19 112.50 311" . 25.00 21| 60.00 137 775.00 36 d .
No. 33 Unit Modified w/Locking Doors 35.41 4 j.a3 o b . 1.69 3 8.85 6 11.07 1 * .
No. 34 Disposable, Replaced . . 2.09 Q| ] . 4.70 49 . 37.62 . .
Self-Service Subtotal: 895.78 97 [685.12 85 214.28 59| 66.26 31 85.44 70|148.42 93 [2,051.30 94 10.07 52
N -Servj D aseg:
Small, Unattached .
No. 35 Advertising Removable . . 0.16 4] 2.41 1 6.43 k) 3.75 3 2.1¢ 1 0.89 0 2.14 11
No. 16 Unit Must be Replaced . A . 26.50 7| 47.11 22 |* bl . 13.25 1] A
Small, Attached
No. 37 Advertising Removable . . 1.27 0 3.15 1 4.52 2 2.86 2 1.50 1 2.14 [} 1.50 8
No. )8 Unit Must be Replaced . L . 8.57 2| . 0.95 1] A R .
Packe
No. )9 Advertising Removable * . 0.40 0 1.07 0 0.48 0 0.36 0 1.71 1 0.18 0 | .
No. 40 Unit Must be Replaced » . 2.30 0 |- «|e » e o] o | o | .
Cartons .
No. 41 Advertising Removable 2.57 ] 1.43 [ b b . 0.64 0 0.36 0. 1e .
No. 42 Unit Must be Replaced . . 6.66 1| o e o |e oo o |o o [ .
No. 43 Disposable. Replaced . .| . 7.05 2] 25.08 12 4.70 41 e 1 *
Non-Self-Service Subtotal: 2.57 0 12.22 2 49.35 14 83.61 39 12.61 10 6.00 4 16.82 1 3.64 19
TOTAL: $19.20 100 [810.26 100 364.29 100 {212.69 100 1121.5) 100|160.15 100 2,174.51 100 |19.44 100

Totals may not add due to rounding.
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TABLE 9.--SUMMARY OF TOTAL COSTS FOR COMPLIANCE ACTIVITIES BY KIND OF BUSINESS'
General Supermarket/ | Convenience )} Convenience Service Drug Specialty Others ALL ESTABLISHMENTS
Compliance Activities Merchandise Grocery Stores Stores with Stations Stores Tobacco
Gas Stores {5000} 1Y
($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000)
Propotional Katerjalas
No. 3 Ext. Attached Signs . as . . 49 . . . 134 0.1
No. 4 Ext, Movable Sign Board . 68 €02 148 171 . 13 . 1,002 0.8
No. 5 Ext. Decal/Stickers . 60 565 146 39 . 6 . 816 0.6
No. 6 Ext. Lighted Signa/Clocks . 43 383 41 62 . 24 . 984 0.7
No. 7 Ext. Signs, Posters & Displays . 27 181 (1] . . 2 . 27% 0.2
No. 8 Ext. Movable Window Signs . 68 979 111 n - 1 * 1,232 0.9
No. 9 Ext. Open/Closed Signs . 31 206 - . 18 1 118 375 0.3
No. 10 Ext. Signs on Gas Pumps . - . 12 7 . . A 19 [
No. 11 Ext. News Stand Displays . 529 . . . . . . 529 0.4
No. 12 Ext. Novelty Item Displays . . . . . . * . . .
No. 1) Ext. Banners . hd - 75 185 49 d 1 . 310 0.2
No. 14 Signs, Posters & Banners 4 81 161 89 78 S 3 34 456 0.3
No. 15 Lgted. Signs, Clocks/Mach. Dev. 238 733 1,724 848 172 101 42 657 4,715 3.6
No. 16 Decals/Stickers 3 57 221 35 33 40 1 258 647 0.5
No. 17 Shelf Marker w/Adv. 7 31 201 17 83 12 1 75 488 0.4
Ro. 18 Shopper Aids 1 30 18 16 1 1 0 9 75 0.1
No. 13 News Racks, Shop. Bask., Carts . 5,967 4,071 502 . . 21 . 10,566 ]
No. 20 P1. St. Ash Trays, Waste Basket . 235 . 513 . - 37 . 784 0.6
No. 21 Merch. w/ Ref. to Tobacco Prod. . . 45 317 54 - 3 . 139 0.1
Promotional Materials Subtotal: 253 8,044 9,437 3,261 1,06% 177 157 1,151 23,549 17.9
= oy CANSS .
Small, Unattached
No. 22 Space Available, Ads Removed . 23 125 124 kK 33 5 215 557 0.4
No. 23 Unit Must be Replaced 128 1,818 4,968 2,751 402 . 209 . 10,277 7.8
Saall, Attached h
-- Removal and Installation/Relocation 164 4,631 . 519 . 278 . 1,809 7,400 5.6
No. 24 Unit Must be Replaced 121 3,958 . - . . . . 4,079 3.
No. 25 Space Available, Ads Resovable . . . ] * . - . . .
Packs
-- Removal and Installation 818 6,135 . . 285 232 286 . 7.755 5.9
No. 26 Space Available, No Ads . . . . . . . . . .
No. 27 Space Available, Ads Removable 10 -1 . 46 . . 1 . 17 0.1
No. 28 Unit Must Be Replaced 2,423 15,831 * . 949 172 923 . 20,898 15.9
No. 29 Unit Modified w/Locking Doors 18 234 . . . - . . 251 9.2
Carcons
-- Removal and Installation 2,017 4,637 4.136 . 702 1,142 318? . 13,222 10
No. 30 Space Availabla, No Ads . 19 . . . . . . 19 4
No. )1 Space Available, Ads Removable . . 111 . . .. 2 - 114 0.1
No. 32 Unit Must Be Replaced 4,726 11,082 10,546 . 1,138 1,853 1,145 . 30,489 23.2
No, 13 Unit Modified w/Locking Doors 429 s . - 168 273 - 16 . 1,159 0.9
No. 34 Disposable, Replaced . 149 . . 214 e 56 . 419 0.3
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TABLE 9.--SUMMARY OF TOTAL COSTS FOR COMPLIANCE ACTIVITIES BY KIND OF BUSINESS-- (CONTINUED)

General Supermarket/ |Convenience | Convenience Service Drug Specialty | Others ALL ESTABLISHMENTS
Compliance Activities Merchandise Grocery Stores Stores with Stations Stores Tobacco
Gas Stores ($000) t
($000) ($000) {$000) ($000) ($000) ($000} ($000) ($000)
Self-Service Subtotal: 10,854 48,808 20,087 3,440 3,891 4,58) 3,030 2,024 96,717 73.5
Non-Sej{-Service Display Cages;
Small, Unattached
No. 35 Advertising Removable . 11 226 334 171 €6 1 431 1,239 0.9
No. 36 Unit Must be Replaced . . 2,484 2,446 . . 20 . 4,949 3.8
Small, Attached
No. )7 Advertising Removable . 90 is1 235 130 46 3 301 1,157 0.9
No. 38 Unit Must be Replaced . . 803 . 43 * . . 847 0.6
Packs
No. 39 Advertising Removable . 28 100 25 16 53 [} . 223 0.2
No. 40 Unit Must be Replaced . 164 . . . . . . 164 0.1
Cartons
No. 41 Advertising Removable n 102 . . . 20 1 . 153 0.1
No. 42 Unit Must be Replaced . 4715 . . . . . . 475 0.4
No. 43 Disposable, Replaced . . 661 1,302 214 * * * 2,177 1.7
Non-Self-Service Subtotal: 31 870 4,626 4,340 574 185 25 732 11,385 8.6
TOTAL : 11,138 57,723 34,150 11,041 5,534 4,945 3,212 3,908 131,651 100

Totals may not add due to rounding.
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e. General merchandise stores. None
of the general merchandise stores in the
A. T. Kearney.sample had exterior
promotional materials and only a few
had interior promotional materials.
Eighty percent of the stores had only
self-service displays, with carton
displays more numerous than pack
displays at these locations. The average
per facility one-time costs estimated by
FDA were $918. Overall, 97 percent of
the outlet costs related to the
replacement of self-service display
cases, although in some general
merchandise stores, tobacco products
were stocked on shelves rather than in
special display cases, which suggests
that the costs for this business category
may be overstated.

f. Supermarket/grocery. Unlike
general merchandise stores,
supermarkets had significant :
promotional materials. While both
packs and cartons were sold at most
locations, over 75 percent of the stores
already had nonself-service display
areas. FDA estimates per facility costs at
$810. Self-service display case removal
and replacement amount to 85 percent
of the total cost, whereas promotional
materials account for 14 percent.
Commenting on the feasibility of the -
proposed FDA self-service ban, the Food
Marketing Institute argued that most
retail food stores do not have adequate
space at checkout lines for tobacco
products and rejected the practicability
of alternative procedures, They
suggested that the only option available
to many food retailers would be to
remodel and set-up a controlled area for
the sale of tobacco products, costing up
to $50,000 per store. The A, T. Kearney
audit, however, found that a majority of
supermarket/grocery stores have already
installed nonself-service areas for
tobacco products and would not need to
reconfigure their stores. While some
establishments will incur costs above
the average, the A. T. Kearney site visit
data suggest that most stores could
comply by either moving inventory to
nonself-service areas or by purchasing
new displays that are compatible with
existing store configurations.

g. Convenience stores. Stores in this
category exhibited numerous interior
and exterior promotional items. All of
the convenience stores surveyed had
nonself-service display cases and 50
percent had carton displays. FDA
estimates per facility costs of $364.
Costs for removing and replacing self-
service display cases made up 59
percent of the total, while costs for
promotional materials and nonself-

service display cases were 28 percent
and 14 percent, respectively.

The National Association of
Convenience Stores (NACS) faulted
FDA on its assumption that the main
cost of the self-service ban would be to
relocate tobacco product inventory,
contending that their members would
incur thousands of dollars in '
reconfiguration costs. According to
NACS:

lilt is largely irrelevant that retailers
already keep packs behind the counter. Many
NACS members keep large quantities of
packs and cartons in self-service displays and
would have to reconfigure their stores to
comply with the ban on self-service sales.
Based on an estimate from one member
with a high volume of self-service
cigarette sales, NACS suggested it could
cost $4,320 and $10,120, respectively, to
reconfigure a newer and older
convenience store.

Based on other evidence, however,
FDA does not believe that a large
number of stores will be forced to
undergo extensive modifications and
finds that most convenience stores can
adequately adapt space either behind or
above checkout counters. As noted
earlier, one regional survey reported
that retail outlets readily complied with
local self-service restrictions without
architectural remodeling or substantial
refitting of checkout counters or store
aisles. 318 Space above counters is
typically available for display cases
either by suspending a case from the
ceiling or by supporting a case on beams
from the counter. In its survey, A. T.
Kearney found at least some tobacco
products sold from nonself-service
space in every convenience store.
Although it is possible that stores might
incur added inventory handling costs if
this space were smaller than optimal,
FDA concludes that major

 reconfiguration would rarely be

required and relies on the A. T. Kearney
survey data, as adjusted, to project
average costs for this sector.

h. Convenience stores with gas. Like
convenience stores without gas, these
establishments had numerous interior
and exterior promotional materials.’
About 89 percent of the stores surveyed
had nonself-service display cases. FDA
estimates per facility costs of $213.
Consistent with the findings of the
Barents Group, the average outlet cost

318 Kropp, R., “A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Self-Sorvice
Merchandising and Requiring Only Vendor-
Assisted Tobacco Sales,”” North Bay Health
Resourcos Conter, Stop Tobacco Access for Minors
Project (STAMP), Petaluma, CA, p. 5. November 3,
1994,

for this sector is about one-half that of
convenience stores without gas.

In comments to the 1995 propased
rule, the Society of Independent
Gasoline Marketers of America (SIGMA)
did not present specific data on the cost
to their members, but indicated that ’
many members would be required to
reconfigure their stores. They stated
that:

(m]any SIGMA members keep large
quantities of packs and cartons in self-service
displays and would have to reconfigure their
stores to comply with the ban on self-service
sales. At a minimum, these members would
have to install new cabinets to accommodate
tobacco products behind the counter. Many
members would hdVe to enlarge the counter
area to make room for the new cabinets.

In contrast, the A. T. Kearney field audit
found few convenience stores with gas
that have self-service displays, other
than unattached promotional counter
displays. Costs to remove or replace
promotional counter displays will be
borne primarily by manufacturers, not
retailers. In sum, the costs for self-
service display cases amount to about
31 percent of the total, promotional
material 30 percent, and nonself-service
display cases 39 percent.

i. Service stations. These
establishments had both interior and
exterior promotional material. Seventy-
five percent of the locations surveyed
had only nonself-service display cases
and one-fourth had carton displays.
FDA estimates the per facility cost at
$122.

j. Drug stores. Drug store outlets had
few exterior and interior promotional
materials. As in general merchandise
stores, tobacco products were stocked
on shelves in some locations. Ninety
percent of the stores surveyed by A. T.
Kearney already had nonself-service
displays and approximately 70 percent

. had carton displays. FDA estimated

$160 cost per facility for this category of
business. About 93 percent of the total
one-time costs are for replacement of
self-service display cases.

k. Tobacco stores. These stores had -
substantial promotional materials and
multiple display cases. FDA estimates
per facility costs of $2,175. About 94
percent of the costs are for self-service
display cases, with promotional
materials and nonself-service display
cases dividing the remaining 6 percent.
While not reflected in the cost totals,
these establishments may choose to
operate as “adult only" restricted areas
to avoid replacing self-service display
cases.

l. Other establishments. This category
includes eating/drinking establishments
and miscellaneous retail stores, which
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were excluded from the A. T. Kearney
audit, plus the estimated 100,000
nonretail establishments that sell
tobacco products OTC, such as hotels,
factories and sporting facilities. Due to
the low volume of tobacco product sales
at these establishments, FDA assumed
that only a small quantity of packs and
no cartons would be sold. Lacking
detailed data, FDA assigned costs of $19
per outlet, based on the costs of
removing promotional materials and
relocating and replacing small attached
display cases, as reported for drug
stores.

3. Label Changes

The final regulation requires that the
tobacco product package contain the
established name of the tobacco product
in a specified size. FDA estimated the
compliance costs for printing new labels
in its earlier analysis of the proposed
regulation and has received no
comments that improve those original
estimates.

Approximately 933 varieties of
cigarettes are currently produced in the
United States. 31° FDA does not have
information on the number of smokeless
tobacco varieties, but assumes that the
total number of cigarette and smokeless
tobacco varieties is roughly 1,000.
Because most varieties of cigarettes are
packaged in both single packs and
cartons, the total number of labels is
assumed to number about 2,000.

FDA used two approaches to estimate
the cost to industry of changing these
labels. The first approach relied on
information compiled by The Research
Triangle Institute (RT1) for its report to
FDA on the cost of changing food
labels. 320 RTI reported a cost of about
$700 for a 1-color change in a
lithographic printing process. FDA
multiplied this figure by 4 to account for
a 2-color change on the actual warning
labels and an additional 2 colors for
modifications to the existing label to
make room for the warning label. This
calculation yielded inctemental printing
costs of about $2,800 per label, or $5.6
million for all 2,000 varieties of affected
tobacco products. Adjusting this figure
downward by RTI's methodology to
account for the current frequency of
label redesign predicts that the total
one-time cost of completing these label
changes within a 1-year compliance

319 “Tar, Nicotine, and Carbon Monoxide of the

~ Smoke of 933 Varieties of Domestic Cigarettes,"

Federal Trade Commission, 1994.

310 French, M. T., D. M. Neighbars, L. K. Carswell,
K. B. Heller, and G. L. McDougal, "*Compliance
Costs of Food Labeling Regulations,” Final Report,
RTI Project Number 233U-3972-02 DFR, January
1991.

period would be approximately $4
million.

The second approach was to use cost
information provided in the regulatory
impact analysis of a roughly comparable
Canadian regulation. 321 The Canadian
Government estimated a cost of $30
million to change labels for about 300
cigarette varieties. Most Canadian
cigarettes are likewise sold in two sizes,
but about 20 percent are also sold in flip
top packages. 322 Canadian labels,
however, are typically printed using a
gravure method; which, according to
RTI, is about 3.5 times as expensive as
the lithography process used in the
United States. Adjusting the Canadian
estimate upward, to account for the
larger number of cigarette and
smokeless tobacco varieties in the
United States; and downward, for the
smaller number of packages per variety
and the smaller cost of the lithography
printing process, provides a $17 million
estimate for the total cost of these label
changes.

4. Educational Program

FDA may issue notification orders
under section 518(a) of the Federal
Food, Drug, and Cosmetic Act (the act)
(21 U.S.C.360h(a)) to require
manufacturers of cigarettes and
smokeless tobacco products to fund
consumer educational programs. While
the precise details of these orders are
still under development, these orders
may involve the achievement of specific
performance objectives by directing
manufacturers to initiate informational
programs designed to transmit messages
that will reach the majority of young
people. The 1995 proposed regulation
directed manufacturers to spend at least
$150 million annually on this program.
While industry comments were critical,
many other comments suggested that
this figure was too low. One comment
noted that $150 million is equivalent to
about one week of pro-tobacco
expenditures and another that the
industry gained $221 million in profits
from underage sales. Still another
pointed out that the current dollar value
of the informational advertising that was
conducted under the Fairness Doctrine
would amount to about $300 million per
year. One study appears to indicate that
75 percent of adolescents aged 12 to 17
could have been reached in 1985 to

311 Department of National Health and Wellare,
*“Tobacco Products Control Regulations,
amendment,” Canada Gazette, Part 1I, vol. 127, No.
16, pp. 3277-3294, August 11, 1993.

322 Kaiserman, M., Department of National Health
and Welfare, Canadian Government, personal
comimunication, February 1. 1995,

1986 with multiple messages at a cost of
about $17 million a year. 323 FDA is stil]
evaluating various types of
informational programs, with respect to
both effectiveness and practicality.
Before a final decision is reached, the
agency will determine the costs of
selected alternatives.

5. Restricted Advertising and
Promotional Activities

a. Tobacco industry. The
determination of the societal costs
attributable to the restrictions on
tobacco product advertising and
promotion is complex. While there is no
doubt that individual manufacturers
realize enhanced goodwill asset values
from advertising programs, the industry
has long held that advertising prompts
brand-switching, but does not increase
aggregate sales. Of course, if this were
true, advertising would be unprofitable
from the standpoint of the industry as
a whole and reduced levels would
increase rather than decrease aggregate
industry profits. In addition, if the
primary motivation for tobacco
advertising is to promote brand-
switching, then, as long as all firms are
equally restricted from advertising, the
above mentioned loss in goodwill value
will be substantially reduced.

In its comments, the tobacco industry
claimed that tobacco advertising and
promotion have virtually no effect on
youth consumption. Although FDA does
not accept this claim, the agency does
not consider the expected voluntary
reduction in the consumption of tobacco
products to be a societal cost. Although
industry sales will fall, they will reflect
new consumer preferences and
consumer dollars no longer used on
tobacco products will be redirected to
other more highly valued areas. Thus,
for the most part, the resulting reduction
in industry sales are not net costs and
the potential magnitude of this revenue
transfer is discussed below under the
heading of Distributional Effects.

. Moreover, as shown in that discussion,

any short-term frictional or relocation
impacts will be significantly moderated
by the gradual phase-in of the economic
effects.

b. Advertising industries. In its
original analysis, FDA argued that
advertising and promotional restrictions
will impose no long term net costs on
society. The Barents Group’s study
found that the various suppliers of

323 Bauman, K. E., J. D. Brown, E. S. Bryan, L. A.
Fisher, C. A. Padgett, and ]. M. Sweeney, “Three
Mass Media Campaigns to Prevent Adolescent
Cigarette Smoking,” Preventive Medicine, vol. 17,
pp. 510-530. 1988.
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industry advertising will incur
substantial regulatory costs. It estimated
that illustrative annual costs for this
sector could reach $722 million to $2.17
billion, or up to one-half of its estimate
of the total costs of the FDA proposal.

Upon review, FDA remains firmly
convinced that its original position was
correct. That is, from the standpoint of
assessing societal costs and benefits,
reduced revenues from tobacco
advertising and promotional activities
are not net costs and are appropriately
considered a distributional impact.
Indeed, FDA believes that a strong
argument can be made that, even
irrespective of health benefits, these
advertising restrictions will decrease net
societal costs by freeing productive
resources for alternative uses. This does
not imply that no individual business
entities will be negatively impacted.
Many of the companies that currently
benefit from tobacco promotions (e.g.,
advertising sgencies, publishers,
sporting event promoters) will suffer
lost revenues and those firms that
specialize in those activities may lose a
substantial part of their business.
Nevertheless, from a societal
perspective, these losses will be
counterbalanced by an increase in
demand for other consumption and
investment goods, so that nontobacco-
related entities will gain sales. Although
overlooked in most industry comments,
this result is acknowledged within the
comments submitted for the Tobacco
Institute by the Barents Gro:f;:

A key assumption in the simulations is
that, when tobacco product manufacturers
decrease their advertising expenditures, the
money not spent translates into increased
profits for the industry. The increased profits
ultimately end up in the hands of the
companies’ owners (shareholders) either as
direct payouts or as investments on their
behalf in other lines of business. In general,
these profits are ultimately recycled into
increased consumption and investment by
the owners of the companies.

That report also reveals the underlying
distributional nature of the impacts by
explaining that its modeling
incorporates the assumption that:

* * *in the long run economic losses in
one sactor of the economy will be
redistributed to other sectors of the economy,
i.e., winners and losers will generally balance
out for the economy as a whole.

Further discussion of the impact of
these revenue transfers is included
below under the section on
“Distributional Effects.”

c. Retail sector. In addition to the
previously estimated direct costs
associated with the removal of
prohibited point-of-purchase
advertising, promotional restrictions

will impact the retail sector because
they will lead to a long-term decline in
tobacco products sales and a potential
fall in promotional allowances (slotting
fees) from manufacturers. Once again,
these impacts are not net societal costs,
since reduced tobacco product sales will
be counterbalanced by increased sales
for other products or services; and
smaller promotional allowances, if they
occur, are gains to tobacco
manufacturers that would be used for
other purchases. Consequently, these
impacts also are examined below under
“Distributional Effects.”

d. Consumers. Advertising restrictions
may impose costs on society if they
disrupt the dissemination of relevant
information to consumers. Firms engage
in advertising to inform potential
customers about their product
(informative advertising) or to persuade
customers that a product is desirable
(persuasive advertising). According to
the FTC's Bureau of Economics, the
benefits of advertising derive from:

* * *jtsrole in increasing the flow and
reducing the cost of information to
consumers * * * First, advertising provides
information about product characteristics
that enables consumers to make better
choices among available goods * * *
Second, theoretical arguments and empirical
studies indicate that advertising increases
new entry and price competition and hence
reduces market power and prices in at least
some industries * * *. Third, advertising
facilitates the development of brand
reputations. A reputation, in turn, gives a
firm an incentive to provide products that are
of consistently high quality, that live up to
claims that are made for them, and that
satisfy consumers. 324

FDA has considered each of these
issues. First, while agreeing that many
forms of advertising offer substantial
benefits to consumers, the agency
nevertheless believes that consumers
will lose little utility from these
particular advertising restrictions. The
regulation does not prohibit factual,
written advertising. Thus, the rule will
not impede the dissemination of
important information to most
consumers. In its preliminary analysis,
the agency concluded that, “(w}hile
imagery and promotional activities may
be important determinants of consumer
perceptions and sales, they typically
provide little meaningful information on
essential distinctions among competing
tobacco products” (60 FR 41314 at
41368).

324 Recommendations of the Stalf of the Federal
Trade Commission, “Omnibus Petition lor
Regulation of Unfair and Deceptive Alcoholic
Beverage Advertising and Marketing Practices,”
Appendix A, pp. 3-4, March 1985.

One industry comment strongly
opposed this position, arguing that
advertising is important for product
improvement and that past restrictions
on the advertising of “low tar” products
retarded product innovation. The crux
of the argument is that color and/or
imagery are prerequisites for

. disseminating relevant quality

information and that, in its absence,
consumers could not be adequately
informed about the merits of new
products. FDA, however, is not
persuaded that manufacturers will be
unable to convey vital information. The
agency finds that true product
improvements in this industry are rare,
but where they exist, manufactyrers
could rely on traditional ads in adult-
oriented publications and on “‘text
only” advertising elsewhere. Moreover,
FDA and other public health agencies
would likely coordinate with companies
in disseminating truly important
consumer safety information.

The implications of FTC's second
point, which addresses the effect of
advertising restrictions on market power
and prices, are less certain, as various
empirical studies have reached
conflicting conclusions. One industry
comment insisted that FDA's regulation
will deprive consumers of the benefits
of competition, stating that,
“[ulndoubtedly the clearest measure of
consumer benefit is the effect of
advertising on price.” To support this
view, the comment references several
studies that demonstrate the ability of
advertising to reduce product prices.
The comment also contended that the
“{e]limination of advertising will
predictably consolidate the market as
marginal brands are abandoned and
fewer brands are introduced’ and that,
*“[o}ver time this can also reduce the
number of players, as companies with
dominant brands drive out others.”

FDA agrees that advertising can often
lead to decreased product prices, but
notes that the other industries
referenced (e.g., eyeglasses and
pharmaceuticals) are much more
competitive than tobacco products.
Moreover, economists have found that
advertising can also serve as a barrier to
entry in oligopolistic industries. One
author, for example, determined that
ready-to-eat breakfast foods companies
used advertising programs to support
brand proliferation strategies in order to
dominate retail shelf space. 325 These
programs helped to keep new firms out
and prices high without necessarily

323 Sutton, ., “Sunk Costs and Market Structure,”
The MIT Press, Cambridge, Massachusetts, pp. 229-
247, 1991.
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embodying improved quality. Thus, in
certain circumstances, oligopolistic
firms can use extensive advertising to
create barriers for suppressing
innovation and competition. FDA
cannot determine whether tobacco
advertising restrictions would
ultimately increase or decrease product
prices.

Finally, FTC’s third point, which
emphasizes the positive aspects of
advertising in supporting brand
reputations, is more relevant for long-
lived items, such as consumer durables,
where purchases are infrequent or
personal experience is inadequate.
Advertising is less likely to play a key
role in assuring high quality levels for
tobacco products, where consumer
search costs are low and a brand’s
reputation for quality is tested by
consumers every day. For these
products, high quality will remain a
prerequisite of commercial success
irrespective of advertising strategies.

Other analysts suggest still other
potential attributes of product
advertising. For example, according to
F. M. Scherer, author of a widely read
text on industrial organization:

Advertising is art, and some of it is good
art, with cultural or entertainment value in
its own right. In addition, it can be argued
that consumers derive pleasure from the
image advertising imparts to products, above
and beyond the satisfaction flowing in some
organic sense from the physical attributes of
the products. There is no simple case in logic
for distinguishing between the utility people
obtain from what they think they are getting
and what they actually receive. As Galbraith
observed, “The New York housewife who
was forced to do without Macy’s advertising

. would have a sense of loss second only to
that from doing without Macy’s.” 326

Similarly, Becker and Murphy have
argued that advertisements should be
considered “goods" if people are willing
to pay for them and as ‘‘bads” if people
must be paid to accept them. 327 They
explain that, in general, the more-easily
the advertisements cagy, be ignored, the
more likely it is that the ads themselves
provide utility to consumers.
Newspaper and magazine
advertisements, for example, must
provide positive consumer utility or
they would be ignored by readers. This
final rule allows such advertisements to
continue, some in their current form,
others in a text-only format. (In fact,
industry outlays for newspaper and

- magazine advertisements have dropped

328 Scherer, F. M., Industrial Market Structure
and Economic Performance, 2nd edition, Rand
McNally College Publishing Co., Chicago. IL. p. 380,
1980.

sharply in recent years and currently
constitute less than 5 percent of the
industry’s total advertising and
promotion budget). 328 Conversely, the
extraordinary growth in industry
advertising and promotion has occurred
in areas that are typically bundled with
other products, or placed in prominent
public settings that are difficult to
ignore. Thus, there is considerable
question about the contribution of these
programs to consumer utility.

6. Training

a. Retailers. The final regulation does
not explicitly require retail employees
who sell tobacco products to be trained
in checking customer I.D.’s. FDA
understands, however, that some
training is essential to effective
performance. In its analysis of the
proposed regulation, FDA estimated
total annual costs of $10 million for
employee training at retail outlets. This
estimate assumed that an average of 12
employees per store at 467,000 retail
stores (assuming 1/3 of 700,000 stores
already conducted training) would
receive 15 minutes of training at a
compensation rate of $7.41/hour. The
Barents Group commented that FDA's
analysis did not account for many
individual cost elements, resulting in a
significant underestimate of total
training costs. It estimated one-time
training costs of $184 to $257 million
and recurring annual training costs of
$48 to $67 million.

Specifically, the Barents Group stated
that FDA relied on outdated
compensation data. FDA had obtained
these data from a 1992 report prepared
by Price Waterhouse for the Tobacco
Institute, but agrees that more recent
data are available and employs the
suggested compensation rate of $9.51 for
its revised estimate. The Barents Group
also claimed that FDA failed to consider
recwrring training costs due to annual
employee turnover and annual
updating, focusing instead on one-time
training costs only. This criticism is not
valid. Table 2 of the original analysis
(60 FR 41314 at 41360) clearly lists
training costs for retail establishments
as an annual operating cost and the text
(60 FR 41314 at 41367) refers to a “per
year” cost. Because employees would be
trained when first hired, this estimate
implied a 100 percent employee
turnover rate.

227 Becker, G. S., and K. M. Murphy, A Simple
Theory of Advertising as a Good or Bad,” Quarterly
Joumnal of Economics. vol. 108, p. 941, November
1993.

—

To refine its analysis, however, FDA
has disaggregated the cost elements.
Although the Barents Group accepted
FDA's preliminary estimate of 12
employees per retail store, FDA now
believes that this figure is accurate only
for retail stores with payroll. Stores
without payroll constitute a significant
percentage of the stores selling tobacco
products and, on average, are much
smaller. As explained above, FDA
estimates that about 600,000
establishments will sell over-the-
counter tobacco products, including the
100,000 that replace those vending
machines that are removed. Table 10
presents the data that underlie FDA's
revised estimates of the number of
employees who will be trained. For
existing retail establishments with
payroll, FDA assumes that training will
be needed for all employees in the
affected outlets, except in General
Merchandise and Supermarket/Grocery
stores, where one-third of the employees
will be trained. For establishments
without payroll, nonretail
establishments, and new establishments
replacing vending machines, Census
data on the number of employees is not
available, but FDA assumes that an
average of six employees will be trained.
As shown in Table 10, these
calculations indicate that training will
be required for a total of 4.2 million
workers. '

The Barents Group further faulted
FDA for underestimating the training
time that would be required to educate
retail sales clerks about recognizing
proper forms of identification and
handling related customer service
problems. It assumed that 2 hours of
training would be necessary. FDA,
however, reviewed the time needed to
present the training materials from
several corporate entities and finds that
they need not exceed one hour. For
example, one large convenience store
corporation uses a 45 minute training
videotape that covers the sale of tobacco
products, but also covers the sale of
alcohol and possible inhalants,
including means for recognizing
inebriated or drugged individuals.
Moreover, many establishments,
especially small stores, will provide no
formal training, but will provide
instruction during the work day with
minimal lost time. Thus, FDA believes
that average costs are reasonably based

on a 1-hour training program.

328 Federal Trade Commission Report to Congress
for 1993: Pursuant to the Federal Cigarette Labeling
and Advertising Act, issued 1995.
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TABLE 10.—NUMBER OF EMPLOYEES TO BE TRAINED

Payroli Establishments Nonpayroli Establishments
: Total
. . . Establish-
Kind of Business Establishments No. of No. of Employees
: Employees Percent ments Sell- -
Selling Tobacco h E e0s | . Employees Trained
P ot Per Store Trained '{.ﬂf’nyed mgrmo:o Trained! !
General Merchandise 12,117 60.1 . 3% 242,593 9,807 58,842 301,435
Supermarket/Grocery 71,240 20.9 3% 497,253 54,538 327,228 824,481
Convenience Store/no gas 29,400 5.6 100% 164,718 — — 164,718
Convience Store/gas 51,913 6.8 100% 353,868 —_ — 353,868
Gas Station 37,958 6.0 100% 228,002 7,581 45,486 273,488
Eating Place 11,992 16.5 100% 198,212 3,065 18,390 216,602
Drinking Place 10,745 5.4 100% 58,498 5,336 32,016 90,514
Drug/Proprietary Store 29,046 122 100% 354,730 1,829 10,974 365,704
Specialty Tobacco 1,477 3.7 100% 5,530 — —_ 5,630
Misceltaneous 24,995 5.2 100% 130,253 44,879 269,274 399,627
Retall Subtotal 280,883 2,233,656 127,035 762,210 2,995,867
Nonretall2 600,000
Converted Vending Machines? 600,000
Total 4,195,867

1Assumes 6 employees per establishment.

2Assumes 100,000 outlets with 6 employees to be trained.

Sources: Table 4 for description of establishment data; 1992 Census of Retail Trade, Subject Series: Establishment and Firm Size (Table 1)
for employment data; FDA estimates for percent trained.

Adopting FDA's original estimate that
about one-third of all affected
establishments already provide
employee training (also assumed by the
Barents Group), implies one-time
employee training costs of $26.6 million
(4.2 million employees x 2/3 x $9.51).
The Barents Group suggested, however,
that even employees who currently
receive training would need 5 extra
minutes on the new regulations, which
adds about $1.0 million to the cost
estimate. Next, the Barents Group
included costs for time spent by
trainers, assuming that the training
would be provided by an outside
source. FDA believes that a more typical
approach would have a store supervisor
provide the training. Using $13.64 as the
compensation rate for a retail manager,
as suggested by the Barents Group, and
adjusting for the assumed one-third
current compliance rate in existing
establishments, yields a one-time cost
for trainer time of $6 million. Thus,
FDA projects total one-time training
costs of about $33.5 million.

In addition, FDA estimates that
employee turnover, using the Barents
Group suggested rate of 42 percent, will
add annually recurring training costs of
about $11.2 million. Also, new
employees will receive 1.D. check
training as part of their initial
orientation activities. Since stores may
provide this to several new employees
at once, using either written or video
training materials, FDA estimates that
retail managers, on average, would

spend about 1 additional hour per'year
providing this training. This adds $6.0
million to the annual training costs. The
Barents Group also recommended
annual reinforcement training. An
annual 10-minute reinforcement
training period for employees of those
establishments that do not already have
a training program will cost about $2.9
million. In sum, these annual recurring
training costs total about $20 million.
The Barents Group also assumed that
retail managers would need extensive
training to understand the new
regulations. FDA estimated in its 1995
proposal that manufacturers’
representatives would need about 8
hours of training on their new
responsibilities and the Barents Group
assumed that retail managers would
need a similar duration of training. FDA
rejects this estimate, however, as the
final provisions affecting retailers are
straight-forward and will be routinely

" communicated through traditional

industry channels.

b. Manufacturers representatives. In
its preliminary economic analysis, FDA
estimated that 7,300 manufacturer
representatives would be trained for 8
hours at a cost of $25.00 per hour. After
noting FDA’s “‘undocumented” cost
estimate, the Barents Group proceeded
to apply the identical number of
training hours to their “documented”
cost estimate of $25.70 per hour. They
also suggested a 15 percent labor
turnover premium, giving a total cost of
$1.5 million. As the final rule eliminates

the monitoring burden for these
employees, this training cost should be
correspondingly smaller. Nevertheless,
these manufacturer employees will still
need to determine the types of displays
that remain permissible. FDA therefore
accepts the $1.5 million cost estimate.

7. Access Restrictions

a. Manufacturers. Although voluntary
decreases in the sale of consumer
products do not impose long-term net
societal costs, mandatory restraints on
the access of consumers to desired
products may imply economic costs.
Economists typically measure producer-
related inefficiencies attributable to
product bans by calculating lost
“producers’ surplus,” which is a
technical term for describing the
difference between the amount a
producer is paid for each unit of a good
and the minimum amount the producer
would accept to supply each unit, or the
area between the price and supply
curve. Data derived from Cummings, et
al., indicate that youngsters under the
age of 18 consume 316 million packs of
cigarettes per year, leading to industry
profits of $118 million. 329 On the
assumption that the regulation would
reduce teenage smoking by one-half,
these profits would fall by about $59

329 Cummings, K. M., T. Pechacek, and D.
Shopland, “The Illegal Sale of Cigarettes to U.S.
Minors: Estimates by State,” American Journal of
Public Health, vol. 84, No. 2. p. 301, February 1894,
(derived by subtracting sales to 18-years-olds from
the reported 516 million packs consumed).




44594 Federal Register / Vol. 61, No. 168 / Wednesday, August 28, 1996 / Rules and Regulations

million. However, because most of this
profit stems from illegal sales to youths,
FDA has not counted this figure as a
societal cost.

b. Consumers. Consumer surplus is a
concept that represents the amount by
which the utility or enjoyment
associated with a product exceeds the
price charged for the product. Because
it reflects the difference between the
price the consumer is willing to pay and
the actual market price, it is used by
economists to measure consumer
welfare losses imposed by product bans.
However, FDA's rule imposes no access
restrictions on adults, who will be free
to consume tobacco products if they so
desire. Thus, FDA has not-included any
value for lost consumer surplus in its
estimate of the societal costs of these
access restrictions.

8. L.D. Checks

a. Retailers. For the 1995 proposed
regulation, FDA estimated that retail
establishments would bear annual
compliance costs of $28 million for
consumer identification checks. This
figure was derived by multiplying the
estimated retail employee compensation
rate by the extra time that might be
needed to complete purchase
transactions. The estimate measured the
cost to retailers for either increasing the
number of working hours of existing
staff or for hiring new staff to handle the
added workload. The Barents Group
commented on numerous aspects of this
compliance cost estimation, accepting
several key FDA assumptions, but
rejecting others in deriving its estimate
of $142 million per year.

In its preliminary analysis, FDA
estimated the number of tobacco
product transactions for the 18 to 26
year-old age group based on data that
reflected the tobacco consumption of
clgarette smokers 5 to 6 years after high
school 33° and the annual per capita
consumption of smokeless tobacco. 331
The Barents Group fatilted FDA for
limiting these transactions to 18 to 26
year-olds, asserting that the standard
practice for alcohol sales is to request
identification for anyone who appears to
be 30 years old or younger. The Barents
Group calculations actually estimated
compliance costs on the assumption
that customers up to age 34 would be
asked for identification, because some

320 1994 SGR, p. 85.

331 1).S. Department of Commerce, Statistical
Abstract of the United States 1993, 113th edition,
p. 137, 1993; DHHS, Office of Inspector General,
Spit Tobacco and Youth; Additional Analysis, June
1993.

older consumers would appear to be
only 30 years old.

FDA has not accepted this Barents
Group assumption for several reasons.
First, the legal age of purchase for
alcohol in all 50 States is 21 years,
whereas the rule for cigarettes and
smokeless tobacco sets 18 as the legal
age of purchase. This 3-year difference
implies that comparable cigarette and
smokeless identification checks would

.be expected only up through age 27.

Also, the current policy and practice of
many retail stores is to request
identification from tobacco consumers
only up to age 26. Requiring proof of age
for anyone who appears younger than
26 years of age was also recommended
by a working group of 26 State
Attorneys General. 332 Finally, the
Barents Group's use of age 34 to provide
a margin of safety for identifying those
under the age of 30 is illogical, since the
FDA rule requires retail stores to
identify consumers who are under the
age of 26, not 30.

The Barents Group accepted the FDA
assumption that an L.D. check would
take an average of 10 seconds, but
referenced a study by A. T. Kearney that
found that the actual time needed to
verify a photo L.D. for a tobacco product

.sale averaged 8.3 seconds. Because FDA

has no better data, the agency adopts 8.3
seconds as the average time needed to
conduct an LD. check. The Barents
Group further commented that FDA
used outdated employee compensation
data in its calculations. FDA's revised
totals use the Barents Group’s employee
compensation estimate of $9.51/hour
(1994 dollars) as the time value for retail
sales employees.

FDA originally assumed that only 75
percent of all retail transactions for the
18 to 26 year-old age group would be
extended due to I.D. checks. The
Barents Group argued that the correct
percentage should be 100 percent, as the
rule would apply to all sales to the
relevant age group. FDA continues to
believe that this assumption leads to an
over-estimate of the probable costs.
First, not every moment of a clerk's time
is effectively utilized and a few seconds
more per transaction will not always
result in lost labor productivity. Second,
many smokers patronize the same retail
store almost daily and are well-known
to clerks. L.D. checks for these customers
will take little extra time. Finally, many
customers will take less time to produce
an L.D., once they realize that

332'No Sale: Youth Tobacco and Responsible
Retailing,” Findings and Recommendations of
Working Group of State Attorneys General, p. 28,
Decomber 1994.

identification checks have become
routine. Nevertheless, FDA adopts the
Barents Group's 100-percent assumption
to assure a full accounting of the
relevant costs.

One comment claimed that FDA
failed to include the cost of hiring
additional sales clerks. As noted above,
the FDA calculation does reflect the cost
of the additional labor time that might
be needed. The Barents Group also
inexplicably asserts that FDA failed to
consider 1.D. checking costs as annual
costs, instead listing them as a one-time
cost. Table 2 of the original analysis (60
FR 41314 at 41360), clearly lists the $28
million identification check cost as an
annual operating cost and the
accompanying text (60 FR 41314 at
41367) refers to the figure as a “‘per
year” cost. The Barents Group further
faulted FDA for not taking into account
the cost of checking 1.D."s for those
youths under age 18, who will still
attempt to buy cigarettes. While a small
percentage of underage smokers may opt
for this course of action, few would
return to complying outlets. Thus, FDA
believes that any plausible estimate.of
the associated costs would be less than
$1 million annually.

FDA originally estimated the number
of tobacco product transactions for the
18 to 26 year-old age group at 2.2
billion, but has updated its estimate to
2.5 billion. 333 Also, the 80-percent
current noncompliance rate that had
been assumed for the 1995 proposal
may be too high, as the Surgeon General
estimated that minors are unable to
make an OTC purchase of tobacco
products about one-third of the time. 33+
Nevertheless, FDA retains this
assumption to calculate a cost to

333 1994 Population data for 18 to 26 year-olds
from 1995 Statistical Abstract, Table 16. Cigarettes:
Number of smokers for age group calculated from
Table 217 (1993 data). Average packs/yr. and total
pecks/yr. for smokers aged 18 to 26 calculated from
data in Table 20, 1994 SGR, p. 85. (Thosa smoking
1 to 5 cigarettes/day assumed to smoke 3, those

smoking 20+ cigarettes/day assumed to smoke 25).

The resulting number of packs smoked by 18 to 26
yr.-olds totals about 2.5 billion. If even 1 percent
of these transactions were for cartons, this number
falls to about 2.3 billion. Smokeless: Total units of
smokeless products sold calculated from data in
Spit Tobacco and Youth: Additional Analysis, Dept.
of Health and Human Services, June 1893, Excise
Tax calculations, Option 4; Units consumed by
youths from the Institute of Medicine Report (the
IOM Report) “Growing Up Tobacco Free:
Preventing Nicotine Addiction in Children and
Youths”, p. 8. 1994, Usage data and total units {cans
or pouches) consumed for age group for those aged
18 10 26 from “Use of Smokeless Tobacco Among
Adults-U.S., 1991" in "MMWR", CDC, DHHS.
volume 42, No. 14, p. 264, 1993. The number of
containers sold for 18 to 26 yr. old age group totals
about 0.2 billion.

33410M Report, p. 202.
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retailers for 1.D. checks of $43 million
per year (2.5 billion transactions x 8.3
seconds/transaction x $9.51/hour + 3600
seconds/hour x 80 percent
noncompliance rate). This revised
estimate exceeds FDA's original $28
million figure, but remains far below the
$142 million estimate of the Barents
Group.

b. Consumers. The Barents Group also
criticized FDA for not quantifying the
costs to consumers for the extra time
needed to undergo L.D. verifications.
They estimated this cost at $282 million
a year. FDA agrees that consumers
would incur time costs and, for its
revised estimates, adopts the analytical
framework suggested by the Barents
Group, which counts only the time lost
by young customers. (The Barents
Group suggests that older consumers
also would experience delays, but
FDA'’s estimates already account for the
cost of additional clerk time that would
offset longer checkout lines. Younger
customers, however, must wait while
their age is verified, even when
additional checkout clerks are
available.) To estimate the time cost,
FDA applies the same methodology that
was used to estimate the time cost for
retail employees. That is, 2.5 billion
transactions taking an extra 8.3 seconds
each for the 18 to 26 year-old age group,
adjusted for a 20 percent current -
compliance rate. The Barents Group
used an average hourly private sector
compensation rate ($15.13/hour) as the
basis of its consumer time cost estimate,
but FDA finds this average rate too high
for young consumers and estimates a
range of $9 to $11 per hour. 33 As a
result, FDA's estimate of the cost to
consumers for lost time cost amounts to
between $41 and $50 million per year.

9. Vending Machines

In its comments on the costs of FDA's
proposed vending machine ban, the
Barents Group reports that automatic
vending machine operators will lose
$403 million in annual revenues. They
then subtract an estimated $281 million
offset for future over-the-counter sales
(calculated by assuming an equal
number of future packs sold and an $.80

333Data from the 1995 Statistical Abstract of the
United States, Table 677 lists weekly earnings for
full time wage and salary workers for the group 16
to 24 year-olds” in 1994. Table 682 lists median
hourly earnings for workers paid hourly rates for
the same group in 1994. Assuming a 40 percent
increaso for benefits, tho compensation rates for
these two tables {or 16 to 24 year-olds are $9.98/
hour and $7.87/hour, respoctively.

Using these figures will result in a low estimato
for the 18 10 26 year-old group because 25 and 26
year-olds carn more than 16 and 17 year-olds.

price premium for vending machine
packs) to project a net $122 million of
regulatory costs to the retail sector.
Although not acknowledged, this
methodology implicitly assumes that a
redistribution of revenues (from vending
machine owners to over-the-counter
sellers) does not generate added societal
costs. Elsewhere, the Barents Group
includes distributional impacts in cost
totals. Nevertheless, even this $122
million estimate is far too high.

The fundamental problem is that
changes in revenues, as discussed above,
do not measure economic costs. The
relevant economic measure of regulatory
costs to an industry is the change in
producer surplus that a firm makes from
selling a good or service. Because
producer surplus’ are difficult to
measure, accounting profits are
sometimes used as a proxy. By
examining only lost revenues, the
Barents Group ignores the difference in
the operating costs of the alternative
sales channel, despite its recognition
that “{ijn general terms, the extra
margin at vending machines reflects the
costs to vending machine owners of
operating these machines, in addition to
a return on their labor effort and capital
investments.” In other words, the reason
that cigarettes purchased from a vending
machine are more expensive is that it
costs more to sell a pack of cigarettes by
vending machine. Consequently, if
cigarette sales shift from more
expensive-to-operate vending machines
to OTC, the loss of industry profits is
much smaller than the loss of industry
revenues.

An approximate assessment of the net
impact on retail profits requires a
comparison of the pretax profit margins
for vending machine operations as
compared to OTC sales. The Barents
Group cited survey results from the
National Automatic Merchandising
Association (NAMA) showing an
average pretax profit margin of 3.8
percent in 1993 and 2.0 percent in 1992,
for an average 2.9 percent for vending
machine operations. Because cigarette
vending machine sales have decreased
in recent years, current profit margins
might be even smaller. Coincidentally,

Conversely, using a benefits/wage ratio of 40
percent for 18 to 26 year-olds will overstate the
costs because lower paid workers (hourly and part-
time workers, college students) are more likely to
have less generous benefits packages (little or none
of the following: paid vacation, sick leave,
employer-paid health insurance). FDA increased
the estimated compensation rates to $9 to $11/hour
10 assure il does not underestimate the true
compensation rate.

338 Tobacco industry spending on magazine
advertising was calculated using tobacco

the Barents Group reports that the
estimated average industry profit margin
for convenience stores is also 2.9
percent. If this rate applies to cigarette
sales at convenience stores and if all lost
vending machine cigarette sales-were
transferred to convenience stores, the
net pretax cost to the industry would be
$3.5 million, not $122 million ($403
million to $281 million) x 2.9 percent).
Moreover, NAMA reports that over 50
percent of all vending machines are
located in bars and taverns and many
others in business establishments
frequented only by adults. The final rule
permits vending machines in those
places where the dwner can ensure that
no young people under age 18 are
present at any time. FDA does not know
how many vending machines will be
moved to restricted areas in compliance
with this rule, but the.number will
further reduce this annual cost.

10. Readership Surveys

The Barents Group reported that 101
leading national magazines had
advertisements for tobacco products in
1994. In addition, Barents obtained
youth and adult readership data for
1994 from MediaMark Research, Inc.

. (MediaMark), for 41 of these 101

magazines. Applying the regulatory
threshold of 2 million readers or 15
percent of total readership below the age
of 18, Barents projected that
advertisements in 32 of the 41
magazines (78 percent) would be
restricted to “text only” by the proposed
regulation. In comparison, FDA
examined copyrighted youth and adult
readership data from the Simmons
Marketing Bureau, Inc. (Simmons),
another major marketing research firm,
and found that only 13 of the 27
magazines with tobacco ads (48 percent)
bad youth readership over the
threshold. A comparison of youth
readership levels from MediaMark and
Simmons for magazines that had
tobacco advertisements in 1992 is
shown in Table 11. 336

advertising share data from Barents and advertising
revenues from Advertising Age. Advertising
revenue was unavailable for five small publications
that accounted for less than one percent of tobacco
magazine advertising spending in 1994. To estimate
tobacco advertising expenditures in these five
publications, FDA assumed total advertising
revenues for each publication equal to $14,388,
which is the lowest total revenue reported in
Advertising Age for 1994.
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TABLE 11.—AVAILABLE YOUTH READERSHIP DATA FOR PUBLICATIONS
WITH TOBACCO ADVERTISEMENTS IN 1994

Estimated Per- MediaMark Research Inc. (1994 read- Simmons Market Research Bureau,
: centage of 1994 ership data) Inc. (1994 readership data)
Publications with Zpug\ ?nd Adult Read- STob:dcco Indtﬁlry Nomber of Read- Number of Read-

ership Lata penaing on Mag- | Number of Rea Percent of Read- Percent of Read-

. azme’:e%:mse- ers l(Jora%ﬁr 18 ers Under 18 (%) ers tJorggr 18 ers Under 18 (%)

Sports lllustrated! 2 10.0 5,201 18.0 4,614 171
People!2 9.8 3,020 7.8 2,465 8.0
TV Guide!2 6.5 6,739 132 7,102 15.6
Time 4.1 1,972 7.7 na na
Parade? 3.7 na n/a 6,059 6.9
Cosmopolitan! 31 2,279 12.8 1,410 114
Woman's Day 3.0 1,202 4.8 n/a na
Entertainment Weekly?2 29 n/a n/a 674 153
Better Homes & Gardens! 24 2,042 55 785 34
Newsweok 24 1,911 8.0 na | na
Family Circle 2.1 1,210 42 646 3.5
Field & Stream 2.1 1,760 1.1 815 7.9
Glamour!2 2.0 2,216 171 1,540 17.4
Rolling Stone!2 2.0 1,869 18.5 1,506 20.1
Ladies’ Home Joumal 1.7 838 4.4 n/a na
McCall's 1.7 1,274 6.7 506 a7
Redbook 1.7 1,153 7.8 565 5.4
Car & Driver! 1.6 1,465 18.3 n/a na
Life! 1.6 2,665 12.9 na na
Popular Mechanics 1.5 1,617 14.5 744 10.3
Outdoor Life! 1.3 1,579 18.0| - 569 ) 8.8
Us 12 814 13.8 na na
New Woman 1.1 685 14.0 na wa
Road & Track! 1.1 1,234 20.6 n/a na
Soap Opera Digest 1.1 1,299 14.4 853 12.6
Mademoiselle!2 1.0 1,369 19.7 959 18.5
Vogue!2 1.0 2,237 18.0 : 1,300 17.4
Hot Rod! 0.8 2,295 28.0 na na
Ebony! 0.7 2,111 158 | - 1,046 9.4
'Gentlemen’s Quarterly! 0.7 1,037 15.1 na na
Motor Trend! 0.7 1,393 221 na wa
Premiere! 0.7 617 258 na na
Sportt2 0.7 2,274 33.8 1,132 24.0
Elle! 0.6 819 17.8 409 14.4
Essence!' 0.6 1,251 16.9 537 9.4
Sports Afield 0.6 n/a na 0 0.0
True Story 0.5 740 148 . nla na
Jet! 0.4 1,724 16.7 1,169 12.2
Popular Science!2 0.4 1,906 20.8 ‘ 874 16.1
Selft 0.4 786 16.2 na na
Harper's Bazaar! 0.3 718 18.2 na n/a
The Sporting News!2 0.3 1,394 27.8 666 15.7
Cable Guide! 02 3,358 26 na n/a
Skit2 0.0 - 827 26.4 584 . 249

MediaMark youth readership exceeds regulatory threshold.
2Simmons youth readership exceeds regulatory threshold.

Source: Barents Group LLC Tables IV-1 and A-2; Simmons Market Research Bureau, Inc.; R.

Age, June 19, 1995.

The final regulation requires that
specific youth and adult readership data
be available for any magazine that
displays a tobacco advertisement with
color or imagery. Simmons currently
conducts interviews with adults in

- approximately 20,000 households

annually and subsequently returns to
about 3,000 of these households to
interview their youth members. In
general, however, marketing research

firms collect data on youth readership
only for those magazines commonly
read by this age group. Thus, although
78 percent and 48 percent of the
magazines in the two youth readership
samples described above exceeded the
regulatory readership threshold, these
sample results likely overestimate the
percentage of magazines with current
tobacco ads that exceed the threshold.

Craig Endicott, “The Ad Age 300, Advertising

Simmons now collects adult
readership data for about 230 magazines
and youth readership for about 65
magazines. Because tobacco
manufacturers currently advertise in
about 100 magazines, the industry could
often add magazines that are currently
part of an ongoing adult readership
survey to a youth survey, saving
approximately 60 percent of the cost of
collecting both adult and youth data.
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Because FDA does not know how
tobacco manufacturers will adapt their
marketing strategies to the new
regulatory thresholds, it is difficult to
predict the number of new readership .
surveys that may be initiated. It seems
likely, however, that tobacco companies
will both increase the frequency of
advertising in “‘adult” magazines that
already carry tobacco advertisements
and find suitable “adult” magazines to
replace many of the other magazines.

One plausible scenario is that
approximately one-half, or 50, of the
magazines with current tobacco ads
would not qualify as “adult”
publications, because they exceed the
youth readership threshold; and that the
tobacco industry would choose to
advertise in 50 other “adult”
publications that do not currently carry
tobacco ads. To identify these 50
additional “adult” magazines, the
industry might need to collect new
youth readership data for up to 100
magazines. In addition, as noted above,
of the original 100 magazines with -
current tobacco advertising, youth
readership data is now available for at
least 40. Thus, the tobacco industry may
initially need to obtain new youth
readership data for the remaining 60
magazines. In total, therefore, the
tobacco industry might opt to obtain
youth readership data for an additional
160 publications in the first year that .
the rule becomes effective. In
subsequent years, this number might fall
to about 100 surveys, as the industry
would concentrate its survey efforts on
publications very likely to qualify.

If a marketing research firm collects
youth readership data, the cost may
depend on the particular characteristics
of the magazines being surveyed. The
tobacco industry could choose,
however, to hire a survey firmto
develop and administer a questionnaire
solely to gather readership data for
magazines with tobacco advertising.
While FDA is uncertain about which
approach the industry would take, the
agency estimates that such new surveys
might cost approximately $2 million in
one-time costs and $1 million in annual
costs, based on an average cost of about
$650 and $350 per sample household.

11. Records and Reports

Manufacturers will need to comply
with device regulations governing
submissions of representative labels and
advertising, medical device reporting
{MDR’s), establishment registration and
product listing, and current good
manufacturing practices (CGMP's).

a. Labels and advertising. The rule
requires that each manufacturer
annually submit to FDA copies of
representative samples of labels and
advertising. While the agency expects
about 1,000 product labels, FDA has no
direct evidence on the number of
advertisements that will be submitted.
An approximate estimate, however, can
be derived from the number of
advertising samples submitted by the
pharmaceutical industry. First, FDA
calculated that of the $6.1 billion in
advertising and promotional outlays
reported to the FTC by the tobacco
industry, only about $1.2 billion is
spent on printed advertisements.
{Derived by subtracting categories for
*“Coupons/Value Added,” “Promotional
Allowances,” “Specialties Items,” and
“Free Samples’ from the total $6.1
billion).

The pharmaceutical industry spends
an estimated 22.5 percent of sales on
marketing, of which about one-quarter
may be allocated to advertising ethical

‘pharmaceuticals. 337 The approximately

$50 million in annual sales of
pharmaceutical manufacturers,
therefore, implies a $2.5 billion ennual
advertising budget. FDA estimates that
it currently receives about 25,000 pieces
of pharmaceutical advertising per year.
As the pharmaceutical budget is roughly
twice the size of the $1.2 billion tobacco
industry figure derived above, the
agency might receive half as many
documents. Alternatively, reduced
promotional activities may prompt an
increase in the number of printed
advertisements prepared by tobacco.
companies, although the Barents Group
assumed this number would decline.
Therefore, FDA projects that it will
receive the same number of
advertisements for tobacco products as
it currently receives for pharmaceutical
products, or about 25,000 per year, plus
about 1,000 labels.

Estimates of the time burden of these
paperwork submissions ranged from 20
minutes (The Barents Group) to 1 hour,
and estimates of the hourly cost ranged
from $25.00 (Tobacco Institute) to
$45.26 (the Barents Group). Using the
high end of both ranges provides an
upper bound cost estimate of $1.2
million. This figure is significantly
lower than either the original FDA
estimate, or the Barents Group estimate
of $55 to $57 million, largely because
the final rule imposes no specific

337 .S. Congross, Office of Technology
Assessment, “Pharmaceutical R&D: Costs, Risks and
Rewards,” OTA-H-522 Washington, DC: U.S.
Gavernment Printing Office. pp. 303-304, February
1993.

paperwork requirements on retail
establishments.

b. MDR's. The final rule will require
MDR's for serious unexpected incidents.
FDA assumes that 31 manufacturing
companies 338 and 1,365 distributors 330
will bear total one-time costs of $21,000
and $231,000, respectively, for
establishing and documenting
procedures for MDR reporting. These
costs include 32 hours of effort per
manufacturing firm and 8 hours per
distributor. Based on estimates
previously developed for the Medical
Device User Facility and Manufacturer
Reporting Final Rule, these activities
were distributed over wage rates
averaging $21.17. Annua) costs for MDR,
reporting requirements are more
difficult to predict, because they depend
on the number of adverse event reports -
that will be submitted. FDA projects,
however, that followup investigation
and reporting of a single event takes
about 8 hours of labor and costs about
$218. Thus, if 50 adverse event reports
were filed annually, the annual cost
would be about $11,000. In addition, if
each manufacturing company submits a
single baseline report and annual
updates, these costs would be about
$2,100 annually, based on unit costs of
$54 and $14 per report, respectively.
Annual certification is necessary, but is
typically a formality in terms of data
collection and reporting and is
estimated to cost about $800 for all
manufacturers and $35,000 for all
distributors assuming 1 hour of
professional and clerical time at $25.80
per hour.

c. Registration and listing.
Registration and listing duties are
estimated to take 41 manufacturing
establishments 2 hours each to prepare
at a unit cost of $42, totaling about
$1,700 per year for the industry.

d. CGMP’s. The Tobacco Institute
asserted that cigarette manufacturers
would need substantial time to comply
with CGMP’s as the industry *“would
need to adopt major new systems * * *
[and] make major changes to their
procedures just to accommodate the

" recordkeeping required.” Conversely,

the economics study prepared by the
Barents Group for the Tobacco Institute
showed no additional costs for this
requirement. FDA agrees that these costs

3381992 U.S. Census of Manufactures, Industry
Series, Tobacco Products, Table 1a. A few U.S.
agents designated to represent foreign
manufacturers would also need to file forms, but
these costs should be minimal.

339 Special Census Tabulation prepared by U.S.
Bureau of Census for U.S. Small Business
Administration, Table 3—United States
{unpublished data).
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should be minimal for facilities with
good quality assurance programs. Its
CGMP's do not specify a specific format,
but encompass a wide variety of broad
requirements for documenting operating
procedures. Contrary to the Tobacco
Institute’s claim that “‘even a well-run
cigarette manufacturing facility would
need to adopt major new systems,"”
CGMP's are, in fact, based on the
activities of well-run operations.
Moreover, device CGMP's are currently
under revision to bring them even closer
to ISO 9001, the generally recognized
international standard for quality
assurance systems. Thus, while FDA has
little experience with day-to-day
tobacco manufacturing procedures, the
agency does not anticipate the need for
substantial quality system redesign.
Wholesalers and distributors also
submitted comments contending that
the CGMP’s would create added
paperwork burdens, but the agency has
exempted these sectors from the CGMP
requirements.

12. Government Enforcement

FDA estimates of internal costs for
administering and enforcing this
regulation are extremely uncertain, as
they will depend on the working
relationships to be established with
State tobacco control programs. As a
best estimate, however, FDA projects
that between 30 to 50 full-time
employees (FTE's) will be needed to
implement the rule. Fully loaded
employee costs vary with the type of
employee (e.g., field inspectors versus
administrative), but an average of
$100,000 per FTE places the dollar cost
at between $3 and $5 million per year.
SAMHSA has estimated that State

programs will need between $25 and
$50 million annually to administer and
enforce appropriate State operations.

13. Comparison of Benefits to Costs

FDA expects the net societal benefits
of the rule to far exceed the regulatory
costs. Based on the analysis presented
above, the estimated one-time costs of
the combined FDA and SAMHSA rules
are $174 to $187 million and the
estimated annual costs are $149 to $185
million. Taking the midpoint of the
ranges and annualizing the one-time
costs at 3 and 7 percent, respectively,
yields total annualized costs of $172
million and $180 million. In contrast,
the agency’s best estimate of the
monetized regulatory benefits that
would follow a 50 percent reduction in
underage tobacco use ranges from $28.1
to $43.2 billion at a 3 percent discount
rate and from $9.2 to $10.4 billion at a
7 percent discount rate. Thus, as shown
in Table 12, the net benefits (benefits
minus costs) of a total effectiveness rate
of 25 percent range from $27.9 to $43
billion at a 3 percent discount rate and
from $9.0 to $10.2 billion at a 7 percent
rate. Table 13 indicates that those
figures imply a cost per life-year saved
of from $800 to $4,700 and a cost per
death avoided of from $11,000 to
$52,000. As noted earlier, these benefits
are exclusive of the substantial health
improvements expected to result from
the reduced consumption of smokeless
tobacco.

The substantial differential between
these estimated costs and benefits
withstands rigorous sensitivity analysis
(see Table 12). For example, SAMHSA
estimated that its rule would reduce
underage tobacco use by from one-third

TABLE 12.—NET BENEFITS

to one-tenth. The approximate midpoint
of that estimate (20 percent) constitutes
about 40 percent of the regulatory
benefit of reducing underage tobacco
use by one-half. If, for illustrative
purposes, these results, as well as a
.proportional fraction of the relevant
costs, 340 are attributed to SAMHSA, the
incremental net benefits of the FDA rule
still range from $16.8 to $25.8 billion at
a 3 percent discount rate, and from $5.4
to $6.2 billion at a 7 percent discount
rate.

Moreover, FDA assumed that reaching
the *“Healthy People 2000 goal would
deter about one-quarter of the 1 million
youth under age 18 who currently begin
to smoke each year from ever smoking

- as an adult. Thus, this goal implies a 25

percent overall effectiveness rate. If,
however, these rules prevent smoking as
an adult for even 5 percent of the
teenagers who would otherwise become
adult smokers, they would produce
estimated annual net benefits of from
$5.4 billion to $8.5 billion at a 3 percent
discount rate and from $1.7 billion to
$1.9 billion at a 7 percent discount rate.
Even if this latter scenario attributed 40
percent of the benefits and relevant
costs to SAMHSA, the annual net
benefits of the FDA rule would still
range from $3.3 billion to $5.1 billion at
a 3 percent discount rate and from $1.0
billion to $1.2 billion at a 7-percent
discount rate. This last example implies
a cost per life-year saved of $3,500 to
$21,100 and a cost per death avoided of
$47,000 to $234,246. These figures are
well within the range of values for
health interventions typically ’
considered cost-effective.

($ Billions) -
Effectiveness Rates
Discount

Rate 25% 15% 10% 5% 25%

Low ~ High Low High Low High Low High Low High
3% 27.9 43.0 16.7 25.7 111 171 54 8.5 26 4.1
7% 9.0 10.2 5.3 6.1 35 40 1.7 1.9 0.74 0.86

Hustrative Incremental Net Benefits®

3% 16.8 25.8 10.0 . 155 6.7 103 33 51 1.6 25
7% 5.4 6.2 32 3.7 21 24 1.0 1.2 0.45 0.53

340 Costs includo 100 percent of SAMHSA's state
enforcement costs, plus 40 percent of retail training

1 Attributes 40% of benefits and associated costs to SAMHSA

costs, vending machine costs, and retail and
consumer I.D. check costs.




Federal Register / Vol. 61, No. 168 / Wednesday, August 28, 1996 / Rules and Regulations 44599

TABLE 13.—COST EFFECTIVENESS

Effectiveness Rates
Discount 25% 15% 10% 5% 2.5%
Rate Cost/Life- | Cost/Death | Cost/Life- | CosvDeath | Cost/Life- | Cost/Death | Cost/Life- | Cost/Death | Cost/Life- | Cost/Death
Year Avoided Year Avoided Year Avoided Year Avoided Year Avoided
Saved ($) ($) Saved ($) $) Saved ($) %) Saved ($) %) Saved ($) )
3% 815 10,862 1,358 18,103 2,038 27,155 4,075 54,310 8,151 108,621
7% 4,722 62,423 7,870 87,372 11,804 131,059 23,609 262,117 47,218 524,235
{llustrative Incremental Cost-effectiveness?
3% 706 9,413 1,177 15,689 1,766 23,533 3,632 47,067 7,064 94,134
7% 4,220 46,849 7,033 78,082 10,549 117,123 21,098 234,246 42,197 468,492

1 Attributes 40% of benefits and associated costs to SAMHSA

E. Distributional Effects

These regulations will impose a
variety of sector-specific distributional
effects. Those sectors affiliated with
tobacco and tobacco products will lose
sales revenues and these losses will
grow over time. Businesses engaged in
the provision of tobacco product
advertising may also face reduced
revenues. Simultaneously, nontobacco-
related industries will gain sales,
because dollars not spent for tobacco
products will be spent on other
commodities.

1. Tobacco Manufacturers and
Distributors

For its calculation of regulatory
benefits, FDA estimates that
implementation of the regulations may
reduce the cigarette consumption of
underage smokers by one-half within 7
years. As discussed earlier in this
section, based on data presented in
Cummings, et al., FDA finds that
teenage smokers under the age of 18
consumed about 316 million packs of
cigarettes in 1994. A 50-percent cut in
sales would drop the number of packs
sold by 158 million. Moreover, FDA has
assumed that at least one-half of those
500,000 teenagers who would be
deterred from starting to smoke each
year would refrain from smoking as
adults, decreasing the number of adult
smokers by 250,000 per year. Because
each adult smoker consumes about 500
packs per year, about 124 million fewer
packs would be sold per year.

Thus, achieving the agency's goal
would reduce cigarette consumption by
158 million packs in the first year
(while only teenagers are affected), 158
million plus 124 million packs in the
second year, 158 million plus 2 times
124 million packs in the third year, and
so on. Since 1994 cigarette shipments

totaled 36.3 billion packs, 34! cigarette
consumption would fall by about 0.4
percent in the first year, 1.8 percent in
the fifth year, and 3.5 percent in the
tenth year following implementation.
(In fact, these reductions may take even
longer, because it may be several years
before the 50-percent effectiveness level
is achieved, and because young adults
smoke fewer packs than older adults).

Hence, annual tobacco revenues will
decline slowly over time. The U.S.
Bureau of the Census estimates 1994
revenues for cigarstte and smokeless
tobacco manufacturers at about $25.9
billion. 242 Assuming comparable

" reductions in smokeless tobacco, these
calculations imply that tobacco
manu facturer revenues will fall by $128
million in the first year (0.5 percent),
$501 million in the fifth year (1.9
percent), and $966 million in the tenth
year (3.7 percent). While these
reductions are significant, the gradual
phasing of the impacts will significantly
dissipate any associated economic
disruption. .

In a 1992 report prepared for th
Tobacco Institute, Price Waterhouse
estimated that the tobacco
manufacturing, warehousing and
wholesale trade sectors employed about
107,000 full-time workers. 343 Thus, a
constant production-to-employment
ratio projects that a 3.7-percent
reduction in sales over a 10-year period

341 “Tobacco Situation and Outlook Report,”
U.S.D.A., Economic Research Service, p. 4. April
1995.

3421994 Annual Survey of Manufactures: Value
of Product Shipments,” U.S. Department of
Commerce , Bureau of the Census, Table 1, p. 210.
ASM does not repart data below the 5-digit SIC
Code Level. FDA assumed chewing tobacco
represented the same percentage of SIC Code 2131
(Chewing and Smoking Tobacco) in 1994 as it did
in 1992 when it was classified at a 6-digit SIC code
in the Census of Manufacturers.

343 The Economic Impact of the Tobacco
Industry on the United States in 1990," Price
Waterhouse, p. ES-3, October 1992,

would result in the displacement of
about 4,000 jobs, or 400 jobs annually
among manufacturers, warehousers, and
wholesalers. Alternatively, a University
of Virginia study concluded that “the
Price Waterhouse study for the Tobacco
Institute provides estimates of tobacco's
impact that are high compared to other
measures.” 344 That study referenced a
recent U.S. Department of Agriculture
analysis by Gale that found that
manufacturing and wholesale trade
activities employ only 83,000 full-time
equivalent workers. 345 If true, this
finding reduces these job loss estimates
to about 3,000 jobs, or 300 annually.

The smaller job loss estimate is
generally confirmed by a recent study
by Warner, et al., who applied a
computer simulation model to forecast
the regional impact of reductions in
tobacco use. 346 The authors used “a
state-of-the-art macroeconomic model to
simulate what would happen if
consumers reduced their tobacco
expenditures, with the samelevel of
spending redistributed to other goods
and services * * *." One scenario
assumed that tobacco control activities
would reduce the expected rate of
tobacco purchases by 2.06 percent per .
year, or roughly 5 times the estimated
effect of the FDA rule. While this
scenario does not present direct impacts
to the tobacco industry alone, it
forecasts job losses after 8 years of 6,401
for all U.S. wholesalers and 5,957 for
Southeast Tobacco Region

344 Knapp, J. L., “Tobacco in Virginia,” Weldon
Cooper Center for Public Service, University of
Virginia, p. 5, December 1995.

4sGale, F., “What Tobacco Farming Means to
Local Economies,” U.S. Department of Agriculture,
Economic Research Service, Agriculture Economic
Report Number 694, p. 5, September 1994,

346 Warner, K. E., G. A. Fulton, P. Nicolas, and D.
R. Grimes, “Employment Implications of Declining
Tobacco Product Sales for the Regional Economies
of the United States,” JAMA, pp. 1241-1246, April
24, 1996.
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manufacturers. Accounting for the
multiple of 5, comparable job losses
attributable to the FDA rule would total
about 2,600 after 8 years, or about 325
annually.

The Barents Group did not address
the long-term gradual decline in tobacco
use projected by FDA. Nevertheless, it
claimed that the agency underestimated
the economic impact on industry by
failing to account for the lost sales to
adults that would result from the
proposed ban on vending machines and
self-service displays and the required
checking of customer 1.D.’s. The Barents
Group argued that the added consumer
inconvenience imposed by these
provisions was tantamount to an
increase in the effective price of tobacco
products, which would rapidly decrease
the consumption of tobacco by adults.
Relying on “hypothetical scenarios”
that assume demand declines of § and
10 percent, the Barents Group forecast
that the tobacco manufacturing industry
would lose from 1,800 to 3,700 jobs due
to this increased consumer
inconvenience.

FDA believes these Barents
projections are substantially overstated.
. Impacts associated with cigarette
consumption declines of 5 to 10 percent
cannot possibly be attributed to the loss
of vending machines, because vending
machine purchases make up less than 1
percent of all cigarette purchases.
Further, according to NAMA, there are
only 141,000 cigarette vending
machines currently in use (and that
number is falling rapidly}, and the cost
analysis prepared by the Barents Group
predicted that 100,000 of these
machines would be replaced by new
OTC establishments. Thus, the Barents
Group’s own analysis eliminates any
added consumer inconvenience from
three-quarters of the existing inventory
of machines. Moreover, the near-term
impact on adult tobacco consumption
will be further moderated both because
the final nile allows vending machines
in “*adult” facilities, and because the
added inconvenience cost will be
partially offset by the lower price of the
OTC product. These factors together
make it extremely unlikely that fewer
vending machines will lead to a
substantial near-term fall in tobacco
industry sales revenues.

The likelihood that tobacco sales will
decline significantly due to
inconvenience imposed on adult
customers by the self-service restriction
is similarly remote. While some
purchasers would need more time to
complete a transaction, other purchasers
would save time by no longer having to

search and retrieve a desired product. In
the absence of empirical evidence, the
result is indeterminate; but FDA has
seen no convincing evidence or
arguments to demonstrate that any
delays caused by the self-service
restriction will significantly curtail
adult tobacco use.

Finally, although FDA calculated
above that increased delays due to 1.D.
checking could cost young adult
consumers under the age of 26 up to $50
million per year, even this cost would
not lead to significant consumption
declines. As described, the increased
checkout waiting time for young
purchasers was estimated to average
about 8.3 seconds, which translates to a
cost of about 2.3 cents per transaction,
or 1.35 percent of the cost of a pack of
cigarettes. According to the Barents
Group, representative estimates of
demand elasticities for cigarettes range
from -0.6 to -1.0. Young adults under
the age of 26, however, purchase only
about 10 percent of all tobacco products.
Thus, the fall in total tobacco sales
would be, at most, 0.1 percent, not the
5 to 10 percent assumed by the Barents
Group. Moreover, even the 0.1 percent
figure is an overestimate, because those
consumers irritated by the delay will
increase the volume of tobacco products
purchased per transaction. As a result,
the number of cartons sold will rise, but
the decline in tobacco product sales
revenues attributable to the
inconvenience effects of I.D. checks will
be negligible.

2. Tobacco Growers

As explained above, total cigarette
and chewing tobacco consumption is
expected to decrease by 0.5 percent in
the first year, 1.9 percent by the fifth
year, and 3.7 percent by the tenth year,
following compliance with the
regulation. Price Waterhouse estimated
that, on a full-time equivalent basis,
about 153,000 farmers grew tobacco in
1990. Based on these figures, constant
production-to-employment ratios imply
employment losses among tobacco
growers of about 5,700 after 10 years, or
about 570 annually. Alternatively, the
Gale study for the U.S. Department of
Agriculture (USDA) 347 estimated the
number of full-time equivalent tobacco
farmers to be only 65,400, which would
reduce the job loss estimate to about
2,500 by the tenth year, or 250 annually.

This latter figure also closely fits the
findings of Warner, et al., who, as

347 Gale, F., “What Tobacco Farming Means to
Local Economics,” USDA, Economic Research
Service, Agriculture Economic Report Number 64,
p. 5. September 1994.

described above, used a ‘'state-of-the-
art” macroeconomic simulation model
to project the employment effects of
declining tobacco consumption. 348
Assuming domestic tobacco
consumption decreases of 2.06 percent
per year, Warner, et al. predicted about
7,500 job losses within an 8-year period
for “Southeast Tobacco Region"”
farmers. As this fall in tobacco use is
roughly five times that projected by
FDA, the analogous job loss estimate
would be about 1,500 over the 8-year
period, or about 190 per year.

According to the USDA study by Gale,
“[flor most farms, tobacco growing isa -
part-time, seasonal enterprise, and
production per farm is usually small.
About two-thirds of tobacco farmers
work off-farm.” 349 Citing 1987 Census
of Agriculture data, Gale notes that only
65 percent of the farms growing tobacco
in the United States reported earning
more than half of their receipts from
tobacco, and of those farms,
approximately 80 percent had total farm
sales under $20,000. He explains that
the availability of alternative land uses
will dictate the economic results:

The key factor in adjustment to a smaller
tobacco industry is the alternative uses
available for land, labor, and capital used in
tobacco production * * * For the most part,
concern is focused on rural areas where
tobacco is grown because this stage of
production has the most specialized
resources with fewer attractive alternative
uses. In many areas, small farms that are
unviable without tobacco profits would cease
production and their land would be absorbed
into larger neighboring farms or converted to
other uses * * * In marginal farming areas
* * * much of the land devoted to tobacco
would be converted to residential,
commercial, industrial, or forestry uses, in
which case it would still generate income for
the local economy * * * This land is already
being converted to nonfarm uses in rapidly
growing areas like southern Maryland and
Raleigh-Durham, North Carolina. 350
FDA notes that the economic
consequences of these trends will be’
substantially mitigated by the very
moderate pace of the projected changes.

3. Vending Machine Operators

The final regulation prohibits all
vending machine sales of regulated
tobacco products except for those
machines located in a facility where

38 Warner, K. E., G. A. Fulton, and D. R. Grimes,
“Employment Implications of Declining Tobacco
Product Sales for the Regional Economies of the
United States,” JAMA, pp. 1241-1246, April 24,
1996.

349Gale, F_, *What Tobacco Farming Means to
Local Economies,” USDA, Economic Research
Service, Agriculture Economic Report Number 64,
p- 1, September 1994,

Bo 14 piii.
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persons under the age of 18 are not
present at any time. In recent years,
cigarette vending sales have dropped
precipitously, due to numerous
restrictive State and local ordinances.
According to the NAMA:

{t]he 1986 cigarette location survey
mirrored an industry with about 700,000
cigarette vending machines on location. In
1994, the vending industry was estimated to
have between 141,000 and 400,000 cigarette
machines. This represents a decline in the
number of cigarette vending machines on
location of between 43 percent and 80
percent.

The U.S. Department of Commerce 351
reports that 1992 sales of tobacco
products by automatic merchandising
machine operators were about $452
million, or 7.1 percent of that sector’s
total sales, but a NAMA fact sheet
shows this rate continuing to fall,
dropping from 8.5 percent in 1990 to 2.7
percent in 1994, One trade magazine
explains that, ““[c]igarette vending, once
an industry mainstay, is now a niche

business increasingly conducted by
specialized enterprises.” 352

Referring to 1992 Census data, NAMA
declared that over 3,000 vending
machine operators supply cigarettes, not
including the bars, restaurants, hotels,
and bowling alleys that own their own
machines. On average, these mostly
small firms receive 10 percent of their
revenues from cigarette sales, although
some firms are even more dependent.
While some vending machines can be
converted to sell other products, one
large cigarette machine manufacturer
maintained that more than 85 percent of
the existing machines can be converted
only for new products with packaging
similar in dimension and form to
cigarette packages.

While vending operators will need to
develop new markets to replace the
already dwindling sales revenues from
cigarette vending machines, the overall
economic impact will be mitigated
somewhat by FDA's decision to exempt
“adult only" locations from the ban.
According to a 1995 NAMA survey, 58

percent of cigarette vending machines
are located in bars and cocktail lounges,
11 percent in factory/plant locations,
and 3 percent in business offices. 353
Those locations that do not permit the
entry of youngsters under the age of 18
will be exempted from the cigarette
vending machine restriction.

4. Advertising Sector

In annual reports to FTC,
manufacturers of cigarettes and
smokeless tobacco reported 1993
advertising and promotional/marketing
expenditures of $6.0 billion and $119
million, respectively (see Table 14).
About $2.6 billion (43 percent) of these
outlays went to consumers as financial
incentives to induce further sales (e.g.,
coupons, cents-off, buy-one-get one free,
free samples), and $1.6 billion (26
percent) to retailers to enhance the sale
of their product. The remaining $1.9
billion (31 percent) were related to
consumer advertising activities that will
be significantly modified by the “text
only” restrictions.

TABLE 14—TOBACCO ADVERTISING/PROMOTIONAL EXPENDITURES

1993 (Millions of Dollars)!

Promotion Type Cigarettes | Smokeless Total

" Coupons/Value Added 2,559 32 2,591
Promotional Allowances 1,558 13 1,571
Point of Sale 401 13 414
Specialties ltems 756 4 760
Qutdoor 231 1 232
Magazines 235 7 242
Public Entertainment 84 23 107
Free Samples 40 16 56
Transit 39 0 39
Newspapers 36 1 37
Direct Mail 31 1 32
Endorsements 0 0 ]
All Others 64 7 7
Total 6,035 119 6,154

1 Totals may not add due to rounding.
Source: U.S. Federal Trade Commission

FDA cannot project the ultimate
industry response to these advertising
restrictions. On the one hand, the
effectiveness of many advertisements
will fall. On the other hand, many
alternative marketing promotional
activities will be prohibited or
constrained even more stringently,
raising the relative desirability of the
remaining advertising options.
Moreover, as described above, FDA may

3115 Department of Commerce, “Merchandise
Line Sales.”” 1992 Census of Retail Trade, RC92-5-
3RV, pp. 3-27,3-31.

382 Vending Times, Census of the Industry Issue,
p. 36-D, 1995

require new informational programs that
would generate a substantial increase in
advertising industry revenues.
Nevertheless, if tobacco outlays fall,
there will be short-term dislocations as
industry resources are redirected to
other uses. One firm that depends
heavily on tobacco advertising warned
of severe economic burdens, pointing to
income and job losses for many of its
employees and suppliers. Most

333 National Automatic Merchandising
Association, Cigarette Vending Machine Location
Study, conducted August 31, 1995,

advertising suppliers, however, are not
overly specialized with respect to
particular consumer products and
would redirect resources to other
advertising purchasers, albeit at some
revenue loss. While FDA is aware that
such demand shifts cause short-term
disruption, the U.S. economy creates
and discards thousands of products
each day. For most advertising media,
the ability to respond rapidly to
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changing markets is a mainstay of
econormic survival.

a. Print media. The final regulation
requires that advertising of cigarettes or
smokeless tobacce be restricted to black
text on a white background in those
publications where youthful readers
constitute more than 15 percent of total
readership or number more than 2
million. FDA cannot reasonably forecast
the future marketing strategies of
tobacco manufacturers, but foresees a
possible fall in the $242 million worth
of magazine advertising and the $37
million worth of newspaper advertising
that tobacco manufacturers reported to
the FTC in 1993. These advertising
revenues comprised about 1.1 percent
and 0.1 percent of the 1992 value of
shipments for periodicals and
newspapers, respectively. 354 The
Barents Group identified 32 leading
magazines with tobacco advertising in
1994 that have youth readership levels
exceeding the regulatory threshold and
found that these publications received,
on average, 7.3 percent of their total
advertising revenues from tobacco in
1994. They also predicted, based on the
sharp downward trend of these
advertising outlays, a 21-percent drop in
magazine advertising and a 45-percent
drop in newspaper advertising for
tobacco products by 1996, irrespective
of the FDA regulation.

The impact of these restrictions on the
various advertising media and agencies
is difficult to determine. The Barents -
Group contended that FDA had argued
in its original analysis that “regulations
for print media will have little or no
adverse impact.” In fact, FDA made no
such projection, although the agency
did present several historical examples
of advertising bans (e.g., the broadcast
ban on tobacco products) where
advertising revenues rebounded in spite
of new legal restrictions. The Barents
Group also faulted FDA for not
comparing actual revenues after the
broadcast ban to revenues “that would
have been expected in the absence of
the ban.” FDA, however, does not
believe that this *‘counter factual” logic
for estimating costs precludes the
agency from suggesting that income and
employment would not necessarily fall
in the wake of new advertising
restrictions.

Several comments declared that
advertising outlays would fall sharply
and subscription prices rise. According
to the Barents Group, imagery is a
prerequisite for effective promotion and,

334 Statistical Abstract of the United States, p.
750, 1995.

in its absence, magazine and newspaper
advertising revenues would fall by 25 to
75 percent. It also predicted that the
reduced revenues would, in turn, force
publication subscription prices to rise.

FDA agrees that there will be adverse
impacts on certain publications, but
notes that the tobacco industry is
currently shifting its advertising budget
away from print media and that only 6
of the 32 affected magazines identified
by the Barents Group received over 10
percent of their revenues from tobacco
products. Moreover, as noted earlier,
while FDA cannot project the tobacco
industry’s marketing strategies, the
agency suggests that restricted
promotion alternatives could reestablish
print advertising as a relatively
attractive option for conveying product
information to adult readers; thereby
slowing or even reversing the recent
slide in this type of tobacco advertising.
" The Barents Group also asserted that
the commercial printing industry, as
well as other industry sectors, would be
harmed by restrictions on coupons and
“retail value added"” promotions. These
expenditures, which account for $2.6
billion, or 42 percent of the total tobacco
advertising and promotional outlays
reported to FTC in 1993, include outlays
associated with cents-off coupons and
multiple pack promotions, such as “buy
one, get one free” or ‘‘buy two, get one
free;” as well as other give-away
promotions, such as “buy cigarettes and
get a free promotional item.” The former
activity will be permitted but the latter
prohibited under the final regulation.
Although a comment submitted by the
Tobacco Institute noted that,
“{a)nalytically, such spending is more
akin to a price cut than to
advertising,” 353 the Barents Group,
nonetheless, concluded that, *“[a]
considerable part of this spending
would likely be eliminated by the
proposed regulations.” FDA, however,
does not agree that the printing industry
will be significantly affected by changes
in “‘coupons and value added"” outlays.
Cents-off coupons and multiple pack
promotions are the principal
components of these promotions and
will continue to be available under the
final rule.

b. Advertising agencies and other
suppliers. Advertising agency revenues
are directly tied to the level of
advertising expenditures by product
manufacturers. If tobacco manufacturers
reduce advertising outlays, these
agencies will lose income. The Barents

353 Beales, J. H.. “Advertising and the
Determinants of Teenage Smoking Behavior,” vol.
44, p. 13, 1993.

Group found that, in 1993, tobacco
companies routed almost $1 billion
through ad agencies (less than 1 percent
of the reported $131.3 billion spent on
U.S. media advertising in 1992). 356
Assuming agency fees of 10 percent
(while overlooking the proposed $150
million educational campaign), it
suggested that advertising declines of 25
to 75 percent would decrease agency
annual revenues by $25 million to $77
million. Assuming a 50 percent drop
($140 million) in magazine and
newspaper advertising, the Barents
Group next applied a simulation model
to predict that supplier firms among
advertising agencies, government,
business and professional services, and
commercial printers businesses would
lose revenues of from $12 to $23
million. While acknowledging that,

“* * * there will be eventual offsetting
revenue gains in other industries not
shown * * *,” these other sectors were
not identified and the offsetting
revenues not explicitly quantified. The
Barents Group correctly noted that the
adjustments will involve short-term
costs to the affected sectors, but did not
estimate the expected magnitude of
these adjustment costs.

c. Outdoor advertising industry and
public transit authorities. The final rule
restricts tobacco billboards and public
transit advertising to black text on a
white background and bans all
stationary outdoor tobacco ads within a
1,000-foot radius of any school or public
playground. The Barents Group
predicted that almost all urban areas
would be covered by the ban and
expected almost no new outdoor
tobacco advertising “‘even in permitted
areas due to the relative ineffectiveness
of black-and-white text as an advertising
medium."” Further, explaining that the
$232 million spent on outdoor
advertising in 1993 accounts for about
14 percent of all outdoor advertising in
the United States, the Barents Group
found it unlikely that the industry could
find new means of maintaining its
current revenues.

In fact, the billboard industry and
public transit districts will have to find
replacements irrespective of this
regulation. According to the Barents
Group projections, spending on outdoor
advertising by tobacco companies will
fall by almost 40 percent between 1988
and 1996 (Appendix Table). One
billboard trade source notes that,
“almost 60 percent of the industry’s
1979 revenues were derived from

3¢ Endicott, R. C., “Top Advertisers Rebound,
Spending to §36 Billion.” Advertising Age, vol. 64,
No. 41, p. 1, September 29, 1993.
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tobacco and alcohol advertisers. Today
that number is down to 13 percent,
replaced by retail, business and
consumer services, entertainment, and
travel advertisers.” 357 Similarly, FDA’s
preliminary economic analysis had
recognized that Canada’s billboard
industry had rapidly adjusted to a
recently imposed advertising ban and
*‘quickly replaced $20 million in lost
cigarette revenues with ads for food,
soap, toothpaste and beer." 358

In 1993, tobacco industry spending on
public transit ads ($39.1 million)
contributed less than 1 percent to total
public transit revenues, having declined
by 35 percent from 1990 to 1993.
Acknowledging that these expenditures
would continue to fall, irrespective of
this rule, the Barents Group argued that
since relatively few transit authorities
accept tobacco ads, the impact of the
regulation would be significant for those
fow.

d. Specialty item suppliers. The
prohibition of nontabacco specialty
items bearing the name or logo of
tobacco products will affect a
substantial number of specialty
manufacturers. In earlier comments to
FTC, 359 the Specialty Advertising
Association International noted that it
“represents 4,400 firms that
manufacture or sell utilitarian objects
imprinted with advertising * * *
predominantly small businesses.” It is
likely that some of these firms would, at
least initially, lose part of this $760
million market and would experience
short-term costs while exploring other
business options.

The Barents Group projected that
manufacturer outlays for these
promotional items, in the absence of the
FDA rule, would triple between 1993
and 1996, rising from $760 million to
$2.2 billion, assumed that the rule
would cause revenue decreases of 25 to
75 percent, and modeled the impacts
among other affected industry sectors
{e.g., miscellaneous manufacturers
producing matches and matchbooks,
cigarette lighters, pens and pencils,
sporting goods, etc.). The revenue and
employment losses, therefore, were
measured from a baseline that assumed
a tripling of future industry revenues.
While these growth projections may be
optimistic, they demonstrate the rapid
swings that typify the market for many

337 Burns, K., “Driving Into the Future with New
Technology,” Qutdoor Advertising Magazine, p. 5,
January/February 1995.

338 Wolfson, A., ““Canada’s Ad Ban Puts Cigarottes
Out of Sight,” The Courier-Journal, pp. A1, A4,
August 1, 1994,

956 FR 11661 (March 20, 1991).

of these industries. Indeed, the Barents
Group's forecasts imply that even if the
FDA rule were to reduce the 1996 level
of tobacco industry advertising on
specialty items by 50 percent, these
outlays would still exceed the 1995
level.

In any case, FDA believes that the
Barents Group's forecasted impacts may
be overestimated, as they primarily -
reflect static outcomes, whereas firms
supplying such products are constantly
adjusting production in response to
rapidly shifting patterns of demand.
While these regulatory changes will
impose short-term dislocation costs,
these costs will be significantly
mitigated in view of the extensive lead
time provided. Again, the Barents Group
noted that FDA had not quantified these
transitory costs, but it also provided no
estimate,

e. Sponsorship recipients. According
to reports submitted to FTC, U.S.
tobacco companies spent $107 million

- on public entertainment, primarily

sporting events, in 1993.360 In
comparison, total spending on corporate
sponsorships for sports, arts, and other
entertainment by all North American
companies is estimated to reach $5.4
billion in 1996. 361 FDA received
numerous public comments asserting
that the loss of sponsorship revenues for
sporting events would increase ticket
prices and, in turn, reduce spectator
attendance. In particular, comments
pointed to the potential loss of jobs,
employee benefits, and business
revenues associated with race track
events.

The Barents Group contended that a
substantial part of the payments made
by tobacco manufacturers would be
eliminated by a ban on tobacco brand
sponsorships, because few sponsors
would agree to continue sponsorships
under corporate names. Acknowledging
the lack of reliable information on
economic impacts; it, nonetheless,
referenced several studies showing that
lost sponsorship dollars decrease
revenues and temporary jobs for local
economies. The Barents Group
predicted that, as tobacco companies
eliminate payments, other advertisers
would replace the major sponsorships,
but leave reduced or no funding for the
less popular events. On this basis, it

3% Federal Trade Commission Report to Congress
for 1993: Pursuant to the Federal Cigarette Labeling
and Advertising Act, p. 18, 1995; Federal Trade
Commission Report to Congress: Pursuant to the
Comprehensive Smokeless Tobacco Health
Education Act of 1986, p. 24, 1995.

381 EPM Communications, Inc. “Entertainment
Markoting Lotter,” February 1, 1996. Based on IEG
Sponsorship Report.

projected a 25 to 75 percent reduction
in sponsorship dollars, calculated to
result in revenue losses of $27 to $80
million.

Among the affected U.S. sporting
events, the auto racing industry receives
the greatest amount of tobacco
sponsorship revenues. The Barents
Group relied on various editions of the
IEG Intelligence Reports (IEG) to list
these sponsorships. In reviewing the
IEG data and other sources, FDA found
that about $29 million worth of 1995
tobacco sponsorship revenues were
designated for the National Association
for Stock Car Auto Racing
(NASCARY); 382 which amounted to
about 8.3 percent of estimated NASCAR
sponsorship revenues 363 and about 1.4
percent of estimated NASCAR total
revenues. 364 The IEG data listed Indy
Car tobacco sponsorships totaling only
about $13 million, although these data
did not cover all events.

As the majority of the NASCAR
tobacco sponsorship revenues were
directed to the Winston Cup or other
lead series, FDA agrees that a major
effect of the ban will be to decrease the
price of sponsorships, permitting
smaller sponsors to “trade up" to the
more prestigious sponsorships left
vacant by tobacco companies. Although
new company sponsors will be attracted
by the lower overall sponsorship costs,
this “ripple effect” will impose
shortfalls for some smaller or lower
profile events. This economic impact
will be somewhat mitigated, however,
by the rapid growth in nontobacco
sponsorships. According to IEG
estimates, over the past year, motorsport

‘sponsorship spending rose by about 17

percent 265 and total North American
corporate sponsorship spending by
about 15 percent. 368

362 1995 [EG Intelligence Report lists $26.7
million in tobacco sponsorships of NASCAR. Two
tobacco-sponsored events did not list the
sponsorship fees, which FDA estimates at about $1
million apiece. )

303 Koenig, B., “NASCAR takes Lead in Race for
Sponsors: Stock-car Racing Gains Corporate Funds
as CART and IRL Lag in Money and Ratings”, The
Indianapolis Star, March 8, 1896, Business p. FO1.;
MacCree, M., “Ricky Craven Collectibles Boost
Intensive Fan Intarest in Driver”, Bangor Daily
News, May 2, 1996.

a4 Qliver, S., A Fan-Friendly Sport,” Forbes, p.
70, July 3, 1995; Horovitz, B, "Fine-Tuning an
Image-New Sponsors Race to NASCAR," USA
Today, Final Edition, p. 1B, April 5, 1996.

163 MacCrae, M., "Ricky Craven Collectibles Boost
Intensive Fan Interest in Driver.” Bangor Daily
News, May 2, 1996.

388 [EG's Complete Guide to Sponsorship. p. 3,
1995.
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5. Retail Sector

In addition to incurring the economic
costs described earlier, certain segments
of the retail industry will experience
adverse distributional impacts to the
extent that they receive smaller
promotional allowances (slotting fees)
from manufacturers. In 1993, industry
promotional allowances totaled $1.6
billion dollars. According to FTC:

Promotional allowances are designed to
encourage wholesalers and retailers to stock
and promote a company’s products,
including such things as trade allowances
and slotting allowances. Trade allowances
provide deals to cigarette wholesalers,
dealers and merchants in the form of free
goods or price reductions in return for the
purchase of specific quantities of goods.
Slotting allowances include fees that the
cigarette manufacturers pay retailers to
encourage them to carry a new product or to
allocate premium shelf space to a product.
Trade contests and incentives, training
programs, and trade shows may also be
counted as promotional allowances.

One major convenience store
association, estimating that its members
currently receive about $5,000 per store,
remarked that convenience stores would
“bear a disproportionate burden should
such allowances be eliminated as a
result of the ban on self-service
displays.” Other retailers expressed
similar concerns over the prohibition of
self-service displays and promotional
“advertising, fearing it would lead to the
elimination of these revenues.

The Barents Group argued that there
were strong reasons to believe that
promotional allowances would fall
sharply as ‘‘tobacco products are
withdrawn to inaccessible areas of the
store, [and] the products taking their
place will offer lower allowances.”
While acknowledging that, ““[t}he
possibility of promotional payments
continuing may depend on whether the
proposed regulations would allow the
tobacco packages and cartons to be
displayed from behind the check-out
counter or from some other secured
location in the stores,” they nonetheless
presented *‘illustrative’ revenue
reductions of from 25 to 50 percent and
projected total revenue losses to the
retail sector of $556 to $1,112 million.
Using the higher percentage, their
analysis implies that pretax profit
margins would fall 12.4 percent for the
average sized convenience store and
even more for smaller stores. Moreover,
they predicted that about 2 percent of
currently profitable convenience stores
would thereafter incur losses.

FDA suspects that many of these
concerns are unwarranted as tobacco
manufacturers will continue to place

significant value on having their
products situated in highly visible
locations. Although desirable locations
behind counters or in locked display
cases will be more limited, there is little
reason to believe that manufacturers
would stop competing for the best
display space available. One comment
indicated that following a self-service
ban in a local area of Northern
California, some retailers:

* * * reported losses of tobacco industry-
paid slotting fees * * * because of the
removal of self-service promotional tobacco
displays, racks and kiosks; * * * other
retailers reported they did not loose [sic]
tobacco industry-paid slotting fees if tobacco
displays, racks or kiosks are relocated behind
the counter or if they are replaced by locking
cases * * * [There were] no reported losses
of other tobacco industry-paid advertising
fees, promotional allowances or other
financial incentives paid to retailers for
advertising, promoting and marketing
tobacco products in their stores. 367
Because of the regional aspects of this
ban, it was a “worst case” situation for
retail stores. If self-service displays were
a prerequisite for promotional
allowances, tobacco manufacturers

‘would have quickly transferred them to

other near-by localities, where self-
service was permitted. The fact that this
did not generally occur demonstrates
that factors other than self-service
displays can support manufacturer
promotional payments to retailers.
Another comment noted that, ““{iln at
least some areas, cigarette companies
have continued payments to retailers for
favored display space: For instance,
Philip Morris has provided clear, plastic
cases for the display of cigarette packs
and cartons in some stores. These cases
are placed on a checkout counter but
only accessed from the clerk’s side. This
arrangement permits prominent display
of cigarette packs to customers who are
thereby offered cigarettes at close range
while being unable to pick up packs or
cartons themselves.” In discussing the
effects of the Canadian advertising ban,
a Canadian study 268 suggested that,
“li]n the absence of advertising and
promotion outlets * * * the cigarette
industry may be expected to provide
greater incentives to retailers to provide

367 Kropp, R., “A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Self-Service
Merchandising and Requiring Only Vendor-
Assisted Tobacco Sales,” North Bay Health
Resources Center, Stop Tobacco Access for Minors
Program (STAMP), Petaluma, CA, pp. 2-3,
November 3, 1994.

368 “When Packages Can’t Speak: Possible
impacts of plain and generic packaging of 1obacco
products,” Expert Panel Report, Prepared at the
request of Health Canada, p. 140, March 1995,

more and better shelf space for their
brands in order to provide availability to
the buyer in the store.” Moreover,
because FDA has not banned all point-
of-purchase tobacco advertising, “text
only" advertising at retail stores will be
extremely important to tobacco product
marketers.

In addition, alternative opportunities
for point of purchase (POP) advertising
have climbed briskly, as POP experts
“cite in-store advertising as the fastest
growing segment of the media
industry.” 362 That same Northern
California study expressly noted the
“{r]eplacement of self-service tobacco
displays, racks and kiosks with * * *
non-tobacco products such as candy,
gum and soft drinks for which the
retailer receives slotting fees from the
manufacturers of these products.’ 370

In sum, FDA cannot predict with
certainty the direction of future
payments by product manufacturers to
retailers. The agency points out,
however, that this rule would affect
neither the trade allowances that are
commonly paid to both wholesalers and
retailers, nor the slotting allowances
paid to retailers to encourage them to
carry a new product or to assure the
availability of a particular brand in a
retail outlet. Further, while many
current promotional activities will be
prohibited, a substantial number will
remain available. As the competitive
pressures that drive promotional
allowances are unlikely to abate,
manufacturers will continue to compete

" vigorously through programs involving

both “text only” promotions and select
product placements.

6. Other Private Sectors

FDA is aware of several recent studies
that address the contribution of tobacco
to the U.S. economy; or alternatively,
the losses to the U.S. economy that
would follow a decline in tobacco-
related expenditures. The Tobacco
Institute’s Price Waterhouse report 372
purports to measure the induced effect
on the national economy of spending by
the tobacco core and supplier sector
employees and their families. That

369 P.Q-P Scores with Marketers,"” Advertising
Age, p. 2, September 26, 1994,

370Kropp, R., “A Position Paper on Reducing
Tobacco Sales to Minors by Prohibiting the Sale of
Tobacco Products by Means of Self-Service
Merchandising and Requiring Only Vendor-
Assisted Tobacco Sales,” North Bay Health
Resources Center, Stop Tobacco Access for Minors
Project (STAMP), Petalums, CA, pp. 2-3, November
3. 1994,

371 The Economic Impact of the Tobacco
Industry on the United States in 1990,” Price
Waterhouse, October 1992.
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report concluded that the induced or
multiplier effects support 2.4 jobs for
every 1 job in the core and supplier
sectors combined, and over $3 in
compensation for every $1 in the other
two sectors. However, a review of that
report, by Arthur Andersen Economic
Consulting, explained that such
multipliers lead to “‘massive and
unrealistic estimates." 372 That review
further emphasized that “money now
being spent on tobacco would not
disappear if demand for tobacco were to
fall,” though the Price Waterhouse
report implicitly made that assumption.
The Arthur Andersen review concluded
that these multipliers “provide no basis
by themselves for predicting how many
jobs would be lost by a reduction in
tobacco spending.” FDA strongly
supports this latter view.

The American Economics Group
(AEG), in a new study submitted by the
Tobacco Institute, employed a national
input-output model to project broad
sectoral and regional estimates of *‘the
induced impact of the FDA proposed
regulations nationwide.” Applying the
low and high illustrative costs estimated
by the Barents Group, AEG predicted
job losses of between 32,000 and 92,500.
In addition to the printing and
publishing industries, significant
employment cutbacks were found for
food, apparel and textiles, paper, metals,
motor vehicles, and other miscellaneous
manufacturers.

FDA is skeptical of the results of this
AEG study. First, the input-output
methodology employs an inherently
static approach for estimating economic
impacts. Indeed, the Barents Group, in
its second report for the Tobacco
Institute, explained that input-output
models will not capture changing
economic conditions, because they fail
to account for changing market prices.
Thus, “the input-output approach fails
to measure the effects of reallocating
displaced workers and resources to
other parts of the economy."”
Furthermore, the AEG study suffers
from the same fundamental problem as
the earlier Price Waterhouse analysis: It
assumes that all reduced industry
revenues are lost to the economy. This
methodology is simply inappropriate.
Finally, the AEG study is based upon
the illustrative cost estimates of the
Barents Group. As described in detail
above, these cost estimates are
unreasonably high. Although some

372*'A Review of the Price Waterhouse Economic
Impact Report and Tobacco Institute Estimates of
‘Economic Losses from Increasing the Federal
Excise Tax',”” Arthur Andersen Economic
Consulting, p. 93, October 6. 1993,

tobacco advertising may decrease, a
significant portion will be redirected
towards the remaining permissible
promotional activities. .

In a second report, the Barents Group
presented the results of using its own
cost estimates in a general equilibrium
model to simulate the impacts of the
estimated reductions in advertising and
promotional spending on revenue and
employment for 56 sectors of the U.S.
economy. This model predicted 21,000
to 44,000 U.S. job losses, largely among
wholesale and retail businesses, but also
within advertising, printing, apparel
and miscellaneous manufacturing
industries. FDA finds, however, that
this study also is subject to several
serious deficiencies. In particular, the
Barents Group relies on its own
illustrative cost estimates as model
inputs. As noted above, FDA believes
these estimates are far too high. Next,
the study focuses solely on those
industry sectors predicted to lose jobs,
while ignoring those sectors expected to
gain jobs. In fact, the study explicitly
acknowledges that the underlying
model assumes that:

the aggregate level of employment is not
changed in the long run as a result of
implementing the new regulations. In other
words, though particular jobs in particular
industries are expected to disappear
permanently, the number of man-hours
worked per year in the economy as a whole
is assumed not to change in the long run

The Barents Group selectively shows
changes in revenue and employment for
the losers only.

Other analysts concluded that such
models should not be used to assess
longer term national economic impacts,
because resources diverted from one use
would be reallocated to the production
of other goods and services. As one
economist explained “[i]f the focus is
longer term, involving a period of, say,
more than 2 years, then the induced
effect should not be included in the

" measure because money not spent in

one industry would find another outlet
with equal (undistinguishable) induced
effects.” 373

Some comments addressed regional
issues, pointing to the importance of
tobacco products to the economies of
several states. Comments noted, for
example, that about 177,000 North
Carolinians were employed by tobacco
and that Price Waterhouse estimated
that the economic activity of these

373 Gray, H. P., and 1. Walter, “The Economic
Contribution of the Tobacco Industry,” in Smoking
and Society: Toward a More Balanced Assessment,
edited by R. D. Tollison, Lexington Books, p. 248,
1986.

workers supported total State
employment of 260,000. FDA is aware
that tobacco growing states will
experience some adverse economic
effects. Nevertheless, as discussed
above, the agency finds that the income
and employment impacts associated
with reduced tobacco consumption will
be extremely gradual. Moreover,
reduced tobacco consumption will
minimally affect or even boost the
economies of nontobacco states. For
example, a recent economic simulation
of the regional impacts of spending on
tobacco products by Warner, et al.,
found that after 8 years, a 2 percent per
year fall in tobacco consumption (which
substantially exceeds the FDA forecast
for this regulation) would cause the loss
of 36,600 jobs for the Southeast Tobacco
region of the United States (0.2 percent
of regional employment); whereas the
nontaobacco regions of the United States
would gain 56,300 jobs. 374 That study
concluded that “(tJhe primary concern
about tobacco should be the enormity of
its toll on health and not its impact on
employment.”

7. Excise Tax Revenues

The rule will decrease State and
Federal tobacco tax revenues as fewer
youths will become addicted to tobacco
products. These excise tax losses will
increase as more youths become ’
nonsmoking adults. According to the
Tobacco Institute, State cigarette excise
taxes totaled $6.2 billion for the year
ending June 30, 1993. 375 As State excise
taxes on other tobacco products
(including smokeless tobacco) are
reported at $226 million, FDA assumes
that the value of all State excise taxes
affected by this regulation is about $6.4
billion annually. Federal excise taxes on
cigarettes totaled $5.5 billion for the
year ending June 30, 1993. Federal
excise taxes on smokeless tobacco are
expected to be about $27 million,
according to the Smokeless Tobacco
Council. As described above, FDA
estimates that compliance will reduce
tobacco product sales by a gradually
increasing rate over time; tobacco sales
will fall by 0.5 percent in the 1st year,
1.9 percent in the 5th year, and 3.7
percent in the 10th year. Thus, the rule
will decrease State excise taxes on
affected tobacco products by from $30
million in the 1st year to $231 million
in the 10th year and Federal tobacco

174 Warner, K. E.. G. A. Fulton, P. Nicolas, and D.
R Grimes, "Employment Implications of Declining
Tobacco Product Sales for the Regional Economies
of the United States,” JAMA, April 24, 1996.

373 The Tobacco Institute, “The Tax Burden on
Tobacco,” vol. 28, p. 4. 1993,
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taxes by from $25 million in the 1st year
to $196 million in the 10th year.

Since tobacco taxes represented less
than 1 percent of total revenues on both
the State and Federal level in 1992,376
even the estimated tenth year impact
measures only 0.03 percent of all State
tax revenues and less than 0.02 percent
of all Federal revenues. Nonetheless, if
necessary, governments could raise
tobacco product excise rates to offset
these revenue losses. A full evaluation
of the fiscal consequences, however,
would involve a variety of public health
ramifications. For example, State
Medicaid programs will benefit from
reduced tobacco-related medical care
expenditures, but will need to finance
additional nursing home expenditures
associated with increased life
expectancy. :

F. Small Business Impacts

The Regulatory Flexibility Act
requires agencies to prepare a final
regulatory flexibility analysis if a rule
will have a significant economic impact
on a substantial number of small
entities. Analyses in this section, as well
as in other sections of this preamble,
constitute the agency’s compliance with
this requirement. According to the
Regulatory Flexibility Act, the final
regulatory flexibility analysis must
contain “a succinct statement of the
need for, and objectives of, the rule.”
Section XV.B. of this document explains
that the need for action stems from the
enormous toll on the public health that
is directly attributable to the
consumption of tobacco by children and
adolescents under the age of 18. As
described, the primary objective of the
regulation is to achieve the **Healthy
People 2000” goal of reducing by one-
half the number of youngsters who use
tobacco.

The final regulatory flexibility
analysis must also provide “a summary
of the significant issues raised by the
public comments in response to the
initial regulatory flexdbility analysis, a

376 .S. Department of Commerce, Statistical
Abstract of the United States 1994, 114th edition,
No. 464, p."298, 1994.

377 Special Census Tabulation prepared by U.S.
Bureau of Census for U.S. Small Business
Administration, Table 3—United States p. 68.

378 {J.S. Small Business Administration, “Table of
Size Standards,” March 1, 1996.

summary of the assessment of the
agency of such issues, and a statement
of any changes made in the proposed
rule as a result of such comments.” The
analyses presented previously in this
section addressed the first two of these
elements.

With respect to the changes made in
the proposed rule as a result of public
comments, the agency has reconsidered
several of its earlier decisions, at least
partly due to their projected effect on
small businesses. The preamble above
describes these changes and presents
the agency’s rationale for each
modification. For example, the
proposed regulation banned all vending
machine sales of tobacco products. In
response to public comment, the final
regulation exempts from the ban those
vending machines in “adult only”
locations. FDA does not know how
many small businesses will be able to
take advantage of this exemption, but it
will maintain at least one line of sales
for small vending machine operators
without jeopardizing the protection of
young people.

In addition, the proposed regulation
prohibited direct mail-order sales of
tobacco products. The public comments,
however, indicated that many adults,
especially those who are elderly or who
have limited mobility, would be
substantially inconvenienced and
several small businesses would be
adversely affected by this ban. Even
more importantly, studies suggest that
teenagers purchase cigarettes from
vending machines or retail merchants
rather than from nonretail channels.
FDA took these considerations into
account and the final regulation does
not prohibit mail-order sales of
cigarettes.

The final regulatory flexibility
analysis must also include “a
description of and an estimate of the
number of small entities to which the
rule will apply or an explanation of why
no such estimate is available.” U.S.
Census data for 1993 indicate that most

379 Federal Trade Commission, “Cigarette
Importers and Small Manufacturers Plans Filed,
May 26, 1993-October 14, 1994."

380 Special Census Tabulation prepared by U.S.
Bureau of Census for U.S. Small Business
Administration, Table 3—United States p. 69.

3811992 Census of Agriculture, U.S., vol. 1,
excerpts from pp. 109-110, 125-126.

cigarette manufacturers are large
businesses, with only 4 employing
fewer than 500 employees. 377 The small
business size standard established by
the U.S. Small Business Administration
(SBA) for this industry is 1,000
employees. 378 The Federal Trade
Commission (FTC) provided a list of 52
cigarette importers and small cigarette
manufacturers filing plans with that
agency, but could not distinguish
manufacturers from importers. 379 The
1993 Census data show that 14 of the 20
firms manufacturing chewing and
smoking tobacco employ fewer than 500
employees, the SBA size standard for
this sector. 380 Also, most of the nation's
124,000 tobacco farms are small; almost
99 percent of the farms growing tobacco
in 1992 had total farm sales under the
SBA small business size standard of
$500,000, and almost 91 percent had
total farm sales under $50,000. 381
Further, 1993 Census data show that
1,332 of 1,365 tobacco wholesale trade
firms (98 percent) employ fewer than
the 100-employee threshold that
constitutes a small business according
to the SBA. 382 As noted above, the
effect of the regulation on tobacco
manufacturing, growing, and wholesale
trade operations will be very gradual,
taking over 10 years to reach a 4 percent
reduction.

The regulation will affect numerous
retail establishments, including food
stores, small general merchandise
stores, small tobacco stores and small
gasoline stations. Table 15 displays the
relative share of the tobacco market for
the major types of tobacco-dispensing
outlets with payroll in 1992. As shaown,
food stores and service stations received
about 75 percent of all tobacco sales
revenue and tobacco products
comprised 5 to 7 percent of the total
sales of many of these establishments.
Table 16 indicates that the great
majority of all retail outlets in these
sectors are small businesses.

382 Special Census Tabulation prepared by U. S.
Bureau of Census for U.S. Smal! Business
Administration, Table 3—United States.

]




w

Federal Register / Vol. 61, No. 168 / Wednesday, August 28, 1996 / Rules and Regulations 44607

TABLE 15.—SALES OF TOBACCO PRODUCTS AS A PERCENTAGE OF TOTAL SALES—1992
(Establishments with Payroll Only)

Tobacco Sales % of Total Sales
Establishment Type ! Em‘;:h- 1 All Estab-
(8 Mils) (%) | Handing | lishments -
Tobacco
All ‘ 30,559 100 45 29
Food Stores 16,132 52 4.5 4.4
Service Stations 7,136 23 7.1 53
Drug and Proprietary 2235 7 3.7 29
General Merchandise 3,182 10 2.4 1.3
Liquor Stores 1,045 3 8.0 5.1
-Eating and Drinking 219 1 3.0 0.1
Tobacco Stores & Stands 610 2 781 7841

Source: 1992 Census of Retall Trade, Merchandise Line Sales



TABLE 16.—NUMBER OF SMALL RETAIL BUSINESSES

Establishment Type

Firms With Payroll

Total

Small!

Establishments Without Payroli

All

Food Stores

Service Stations

Drug and Proprietary
General Merchandise
Liquor Stores

Eating and Drinking
Tobacco Stores & Stands

588,505
127,575
62,585
28,606
10,264
26,565
331,703
1,207

473,668
104,5412
53,288°
25,396
8,176
22,859
258,381
1,027

275,432
97,061
14,248

3,031
28,010
8,811
124,271
n.a.

' Assumes Smail Business Administration size standard of $20 million in annual sales for food stores, $6.5 million for service stations and $5 million for all others.
2Due to data limitations, includes firms with annual sales up to $25 million.
3Due to data limitations, includes firms with annual sales up to $10 million.

Source: 1992 Census of Retail Trade, Establishment and Firm Size, 1992 Census of Retail Trade, Summary.
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To illustrate the effects of this
proposal on a typical small retail store,
FDA separately utilized Census data to
estimate that the average-sized
convenience store sells 177 packages of
tobacco products daily, of which about
25 might be purchased by young adults
aged 18 to 26. 383 Based on the cost
assumptions described previously, the
outlet’s first year costs would total about
$400, with the largest single cost, $199,
the labor cost for checking
identification. For those stores that
already verify the age of young
customers of tobacco products, the
additional costs fall to $137.

This estimate does not account for the
possible reduction in promotional
allowances, as FDA believes that
competitive pressures will continue to
lead manufacturers to rely on
promotional allowances to compete for
the best shelf space available for their
products. Because FDA rejected the idea
of prohibiting any visible display of
tobacco products, retailers can retain
slotting fees by choosing to display
tobacco products either behind counters
or in transparent locked display cases.
Nevertheless, some small
establishments might experience
reduced promotional payments
following a ban on self-service
marketing.

Census data for 1992 indicate that
almost 4,000 of 4,800 merchandising
machine operator businesses (83
percent) reported annual receipts below
the SBA size standard of $5 million. 384
One trade association noted that almost
three quarters of all vending machine
operators had annual sales of less than
$1 million. 385 As explained earlier,
prohibiting all cigarette vending
machines would initially reduce the
revenues of vending machine operators
by an average of 2.8 percent. Because
only about one-half of the
merchandising machine establishments

382 Based on data form the 1994 SGR, p. 85, and
the “Tobacco Situation and Outlook Report™ April,
1995, p. 4, FDA estimates that smokers aged 18 to
26 account for about 10 percent of all cigarettes
smoked. Alternatively, data from the Statistical
Abstract, tables 16 and 218, show that smokers aged
18 to 26 comprise 18 percent of all smokers. FDA
used the midpoint of the 10 to 18 percent range to
avoid underestimating the cost to small retailers. [n
addition, data from the 1996 Census of Retail Trade,
Subject Series-Merchandise Line Sales, pp. 3-9 on
the number of convenience stores with payroll and
their total tobacco sales, and the average price per
pack, were used to estimate the average number of
packs sold daily at convenience stores to smokers
aged 18 to 26.

3841992 Census of Retail Trade, “Establishment
and Firm Size," Table 4 p. 1-99.

381°1993: [ndustry Posts Best Growth in Four
Years,” Automatic Merchandiser, p. A2, August
1994.

sell cigarettes, some businesses
specializing in cigarette sales would
experience greater revenue declines;
although this effect will be moderated to
the extent that cigarette vending
machines are placed in areas restricted
to adults, which would not be
prohibited by the final rule.

The rule would also affect the
distribution of specialty items showing
a tobacco product logo or name.
Industry comments do not provide
precise data on the size distribution of
these firms, but as noted above, the
Specialty Advertising Association
International indicates that 80 percent
of the manufacturers and 95 percent of
the distributors in this industry have
annual sales below $2 million. While
the marketplace in which these firms
traditionally compete demands a quick
response to shifting consumer trends,
this rule would have at least short-term
impact on some small firms.

FDA has received no data that would
allow it to estimate the number of small
firms that are currently involved with
some aspect of tobacco advertising or
the fraction of these firms that will be
affected. In 1992, 861 of 904 year-round
outdoor advertising firms (95 percent)
reported sales revenues of less than the
SBA size standard of $5 million. 386 The
impact of this rule, however, is difficult
to assess without knowing how the
tobacco industry will alter its
advertising strategies. Indeed, one of the
largest outdoor advertising firms
recently decided to reject all tobacco
business, potentially increasing sales to
the smaller firms. 387

The regulation restricts tobacco
advertising to “text only"” in magazines
with youth readership above the
regulatory threshold. Of the identified
101 magazines with tobacco ads in
1994, 79 were published by large firms
(over 500 employees). Less than 3
percent of the total revenue of the
remaining 22 publications (which
include, Inc., Rolling Stone and
Penthouse) was derived from tobacco
ads. 388 [t is likely, moreover, that many
of these magazines could avoid the “text
only" restriction for tobacco advertising
by demonstrating a low youth
readership.

The regulation will also affect a
substantial number of small race tracks,

288 1992 Census of Service Industries, pp. 1-145
and 1-195.

387 Collins, G., ““Major Advertising Company to
Bar Billboard Ads for Tobacco,”” New York Times,
A15, May 3, 1996,

383 1996 Directory of Corporate Affiliations U.S.
Private Companies, New Providence, NJ: Reed
Elsevier, Inc.: “Company Profiles” database,
Information Access Co., Foster City, CA.

although FDA does not know how many
small tracks currently receive significant
revenues from tobacco sponsors. As
discussed previously, some small
operations will likely lose promotional
revenues from tobacco companies, but
the sport is growing rapidly and other
product manufacturers should make up
a substantial part of the shortfall.

The final regulatory flexibility
analysis must include “a description of
the projected reporting, recordkeeping
and other compliance requirements of
the rule, including an estimate of the
classes of small entities which will be
subject to the requirement and the type
of professional skills necessary for
preparation of the report or record.” A
full description of the requirements and
classes of affected small entities has
been provided earlier in this section and
a quantitative review of the paperwork
burdens imposed by the rule is provided
in section XVI. of this document. No
special professional skills will be
required to prepare the reports or
records required by the regulation.

The final regulatory flexibility
analysis must also include “a
description of the steps the agency has
taken to minimize the significant
economic impact on small entities
consistent with the stated objectives of
applicable statutes, including a
statement of the factual, policy, and
legal reasons for selecting the alternative
adopted in the final rule and why each
one of the other significant alternatives
to the rule considered by the agency
which affect the impact on small
entities was rejected.”

The earlier sections of this document
provide a full explanation of the
agency's basis for selecting each
provision of the final rule. In each
instance, FDA evaluated the
implications of each reasonable
regulatory alternative and selected only
those requirements that were absolutely
necessary to satisfy the agency’s
statutory goals. As described, FDA
found that its objectives for reducing the
use of tobacco by young people could
not be achieved with a partial or one-
dimensional approach, but required a
comprehensive set of regulatory
restrictions. Thus, the final set of
selected provisions reflect a careful
examination of the relevant facts
presented to the rulemaking record, the
agency's objective of curtailing the use
of tobacco by youngsters without
creating unnecessary economic burdens,
and a full assessment of the agency’s
legal authorities. Because the rejected
alternatives would either provide less
protection of public health, or achieve
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only minimal improvements at
unwarranted cost, the agency found that
the approach selected for the final rule
best fit its statutory mandate.

As noted, earlier sections of the
preamble fully describe the agency’s
rationale for selecting each provision of
the final rule and for rejecting each
alternative approach. Although many
alternatives were considered, specific
exemptions based solely on business
size were not adopted, because FDA
believes that children would too
frequently exploit such opportunities.
Unlike certain other regulations where
restrictions on large firms alone might
be acceptable, tobacco products are
purchased easily from small, as well as
large firms. An exemption for small
retailers, for instance, would shift
underage sales to those locations,
lessening or eliminating the benefits of
the remaining access restrictions. The
following discussion summarizes the
agency's consideration of several other
regulatory alternatives.

G. Other Alternatives

One regulatory alternative would have
banned all tobacco advertising; or
alternatively, all tobacco advertising in
selected media, such as all written
publications, or all outdoor billboards.
FDA rejected this approach in order to
focus on those media and aspects of
advertising that children are routinely
exposed to and that have the greatest
effect on youngsters. For example, the
final rule permits black and white “text
only” tobacco advertising in all written
publications and color and imagery in
magazines with fewer than 2 million
youthful readers if youth constitute less
than 15 percent of the publication’s
readership. Billboards are permitted to
show black and white “text only” ads if
located at least 1,000 feet from schools
or public playgrounds. Thus, the rule
leaves the informational aspects of
advertising largely untouched.

Another suggested alternative was to
combat underage tobacco use by relying
on either voluntary compliance or on
better enforcement of laws prohibiting
sales to minors. As discussed earlier in
this document, the tobacco industry’s
voluntary advertising code has failed to
stop illegal sales to underage buyers.
FDA agrees that these approaches can be
partially effective, but finds that they
inadequately counter the appeal of
tobacco products for young people that
is created by advertising and
promotions. Thus, the agency concludes
that there is no less burdensome
alternative for achieving its goals that

would exclude appropriately tailored
restrictions on tobacco advertising.

One alternative considered by the
agency was a far more prescriptive
monitoring requirement for tobacco
manufacturers. Under this rule, each
manufacturer of tobacco products would
have been required to adopt a system for
monitoring the sales and distributions of
retail establishments. These monitoring
systems were to: (1) Include signed
written agreements with each retailer,
(2) contain adequate organizational
structure and personnel to monitor the
labeling, advertising, and sale of tobacco
products at each retail distribution
point, and (3) establish, implement, and
maintain procedures for receiving and
investigating reports regarding any
improper labeling, advertising, or
distribution. The additional costs for
this monitoring were estimated at about
$85 million per year. FDA rejected this
alternative, because it decided that the
industry might employ its resources
more efficiently if permitted to choose
among alternative compliance modes.

Another suggested alternative would
have required package inserts
containing educational information in
cigarette and smokeless tobacco. FDA
had incomplete data to estimate the
additional cost of this requirement, but
based on comments submitted by
industry in response to a Canadian
proposal, tentatively projected one-time
costs of about $490 million and annual
operating costs of about $54 million.
This alternative was not selected
because the agency was not certain that
the benefits of this provision would
justify the compliance costs.

FDA also considered setting the
permissible age for purchase at 19 rather
than 18, because many 18-year-old
adolescents are still in high school and
can easily purchase tobacco products for
younger classmates. This alternative
would have added costs of about $34
million annually, mostly due to lost
producer profits. The final regulation
restricts access to regulated tobacco
products for persons under the age of
18, because most adult smokers have
already become smokers by the age of
18, and because that age limit is already
consistent with most State and local
laws.

H. Unfunded Mandates Reform Act of
1995

On the basis of the preceding
discussion, under the Unfunded
Mandates Act, FDA concludes that the
substantial benefits of this regulation
will greatly exceed the compliance costs
that it imposes on the U.S. economy. In

addition, the agency has considered
other alternatives as discussed in
section XV.G. of this document and
determined that the current rule is the
least burdensome and the most cost
effective alternative that would meet the
objectives of this rule.

XVI. Paperwork Reduction Act of 1995

The 1995 proposed rule would have
collected information from
manufacturers, distributors, and
retailers of cigarettes and smokeless
tobacco. Proposed § 897.24 would have
required such persons to use established
names for cigarettes and smokeless
tobacco. Proposed § 897.29 would have
required manufacturers to establish and
maintain educational programs.
Proposed § 897.32 would have required
manufacturers, distributors, and
retailers to observe certain format and
content requirements for labeling and
advertising. Proposed § 897.40 would
have required manufacturers to submit
labels, labeling, and advertising to FDA.

The preamble to the 1995 proposed
rule, in discussing the Paperwork
Reduction Act, also invited comments
on four questions: (1) The necessity and
utility of the proposed information
collection for the proper performance of
the agency's functions; (2) the accuracy
of the estimated burden; (3) ways to
enhance the quality, utility, and clarity
of the information to be collected; and
(4) the use of automated collection -
techniques or other forms of information
technology to minimize the information
collection burden (60 FR 41314 at
41356).

A. Comments on the Paperwork
Reduction Act Statement

A small number of comments,
primarily from a trade association
representing cigarette manufacturers
and from distributors, addressed FDA’s
Paperwork Reduction Act statement. In
general, these comments asserted that
FDA'’s figures were incorrect or that the
rule would duplicate existing reporting
requirements. Few comments provided
any figures or evidence to justify using
different estimates.

(1) One comment, submitted by a
trade association representing major
cigarette manufacturers, said FDA's
Paperwork Reduction Act statement
underestimated the paperwork burden
due to the exclusion of burden on
retailers. The comment asserted that
FDA did not explain how it calculated
the number of respondents and burden
hours for these sections and that the
absence of an explanation made it
difficult to assess the agency's estimate.
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