—-
Withdrawal/Redaction Sheet
Clinton Library

DOCUMENT NO. SUBJECT/TITLE DATE RESTRICTION
AND TYPE

001. memo Bruce Reed to the President re: Tobacco Update (5 pages) 09/05/1997 PS5
COLLECTION:

Clinton Presidential Records
Domestic Policy Council

Cathy Mays
OA/Box Number: 18517
FOLDER TITLE:
Correspondence and Memos for the President [Binder] [5]
2011-0005-S
rc640
RESTRICTION CODES
Presidential Records Act - |44 U.S.C, 2204(a)] Freedom of Information Act - [5 U.S.C. 552(b)]
P1 National Security Classified Information |(a)(1) of the PRA] b(1) National security classified information [(b)(I) of the FOIA|
P2 Relating to the appointment to Federal office {(a)(2) of the PRA] b(2) Release would disclose internal personnel rules and practices of
P3 Release would violate a Federal statute {(a)(3) of the PRA| an agency [(b)(2) of the FOIA]}
P4 Release would disclose trade secrets or confidential commercial or b(3) Release would violate a Federal statute [(b)(3) of the FOIA|
financial information [(a)(4) of the PRA] b(4) Release would disclose trade secrets or confidential or financial
P5 Relcase would disclose confidential advice between the President information |(b)(4) of the FOIA|
and his advisors, or between such advisors [a)(5) of the PRA| b(6) Release would constitute a clearly unwarranted invasion of
P6 Release would constitute a clearly unwarranted invasion of personal privacy [(b)(6) of the FOIA]
personal privacy |(2)(6) of the PRA] b(7) Release would disclose information compiled for law enforcement
. purposes |(b)(7) of the FOIA|
C. Closed in accordance with restrictions contained in donor's deed b(8) Release would disclose information concerning the regulation of
of gift. financial institutions |(b)(8) of the FOIA]
PRM. Personal record misfile defined in accordance with 44 U.S.C. b(9) Release would disclose geological or geophysical information
2201(3). concerning wells [(b)(9) of the FOIA]

RR. Document will be reviewed upon request.



TOBACCO




THE WHITE HOUSE

WASHINGTON

September 30, 1998

MEMORANDUM FOR THE PRESIDENT AND VICE PRESIDENT

FROM: Bruce Reed
Elena Kagan
SUBIJECT: Federal Tobacco Claims

Over the last few months, we and Bruce Lindsey have had many conversations with
Department of Justice attorneys regarding the feasibility of bringing suit against the tobacco
companies for Medicare and other losses stemming from the use of tobacco products. We also
have asked DOJ lawyers to consult with a number of law professors and trial attorneys who have
considered the viability of a lawsuit.

The Department now has concluded that it should not bring suit against the companies.
Almost everyone at DOJ agrees that such a suit could be brought consistent with Rule 11 (Le.,
with minimum professional standards). Most DOJ lawyers also acknowledge that given the size
of the claim and other factors, the companies might well choose to settle the suit (as they are
settling state claims) for a substantial sum of money plus public health concessions. DOJ
attorneys believe, however, that they should not bring suit unless they would stand a reasonable
prospect of actually winning the suit at trial and on appeal (i.e., putting aside all settlement
possibilities). The attorneys have concluded that under existing law governing Medicare and
other potential federal claims, they cannot meet this standard. The lawyers principally argue that
current law precludes the federal government from aggregating (i.e., bringing in a single suit)
claims for each Medicare beneficiary’s tobacco-related health care costs.

At the same time, most DOJ attorneys appear amenable to settling federal claims against
the tobacco companies without bringing a prior lawsuit. (The lawyers reason that although they
cannot bring suit against the companies for want of an effective aggregation device, they do in
fact have millions of individual claims against the companies, which they could settle all at
once.) Under this approach, the government would enter into negotiations with the tobacco
companies to resolve potential federal claims; if an agreement were reached, the parties would
file in court a settlement agreement and proposed consent decree, which would release federal
claims against the tobacco companies in exchange for some combination of monetary damages
and injunctive relief. No legislation would be necessary.

We have some reason to believe that the companies -- at least Philip Morris and Lorillard
-- would have an interest in entering into this kind of negotiation in the wake of a settlement with
the states (which, as you know, is rumored to be in the offing). The principal outside counsel for
Philip Morris (Meyer Koplow) recently suggested to Elena that his client wants to resolve all



government claims against it, including potential claims by the federal government. He implied
that a potential settlement agreement could include money, FDA jurisdiction, and marketing
restrictions. :

The prospects of actually reaching a good agreement with the companies are uncertain.
We know that the companies want to rid themselves of potential government litigation, primarily
so they can spin off non-tobacco assets. But without an actual suit against the companies, we
would have relatively little leverage in negotiations. Moreover, we could encounter serious legal
difficulties in trying to achieve some of our objectives -- particularly, an assurance of FDA
jurisdiction -- through a non-legislated settlement.

We believe the Administration should attempt to engage the companies in such a
negotiation, but we wanted your approval first. There is always some risk that Democrats will
fret that we are letting the companies off too easily. However, they will be reassured somewhat
by the Justice Department’s involvement in these negotiations -- and the only relief the
companies can get out of these talks is from a suit we have not brought. The advantage of
entering into negotiation is that we might be able to get something done on tobacco without
Congress -- and if not, we could lay the groundwork for legislative action next year.

Approve: Disapprove: Let’s Discuss:
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RE: NGA Agreement on Tobacco Spending Q} y (ﬁf
cc: Erskine Bowles, Larry Stein, Gene Sperling, Mickey Ibarra, Elena Kagan

Attached is a one page summary of the agreement we reached with NGA on Friday night
regarding the allocation of the Federal portion of the state spending options. Keeping in mind
the interests of all the parties, we believe we achieved a strong agreement. It has the support of
OMB, HHS, and, of course, DPC/NEC. In short, we agreed to:

. Commit that states would be allocated $196 billion from the overall Federal
settlement. (The $196 billion figure is viewed as a sacred, inviolable number.) Since we
are now assuming a $500 billion (or so) total from the legislation, the 40 percent state
investment figure we have been carrying matches well with this number.

°- Use the restricted funds for seven existing programs related to children or health.
J Among these, child care is the largest programmatic option. We succeeded in eliminating
over 10 categories that the states desired; in so doing, we also were successful in assuring
that grant options that could syphon large dollars away from our priorities did not make
this list. As the attached table illustrates, we project that states will likely spend at least
$5 billion on the Child Care and Development Block Grant over the next 5 years.

&[ A 50/50 split between restricted versus unrestricted funds. We reached an agreement
on the 50/50 split because we allowed the states to spend a portion of their restricted
dollars (6 percent) on buying down the state portion of the state match of the new
Childrens Health Insurance Program (CHIP).

. Children’s health outreach. The Governors accepted our budget proposals for outreach
that, among other things, allow schools and child care referral centers to enroll children in
Medicaid (“presumptive eligibility”). These options are critical in light of a new study
that shows that 4.7 million children who are uninsured are already eligible for Medicaid.

. Include strong language prohibiting substitution of Federal for state funds. This
language assures a maintenance of effort for grant options that now have a state match.



The Governors did succeed in taking our class size program off the list. We agreed to remove it
only after it became clear that any compromise on this issue would water down our education
priorities to the extent that it would be viewed as a loss. The DPC, NEC, and OMB education
advisors all concurred with this decision.

The result of our compromise makes it a virtual certainty that significant, new doHars will be
invested in child care by the states. Realizing this, the child care staff within the White House

\ are generally quite pleased. We have asked them to try to get some validation in this regard.

Unfortunately, and not too surprisingly, the child advocates want more money and more strings
than our compromise guarantees. Therefore, they probably cannot be counted on to say anything
overly positive in public until the last vote is counted.

Finally, over the weekend, we had a number of conversations with both NGA and the advocates
of various Administration priorities. It became clear that we are likely headed towards a difficult
predicament on expected floor amendments. On the one hand, if we support expected
Democratic amendments (e.g., an amendment that requires more spending and administrative
strings on the child care option), we risk being accused of bargaining in bad faith by the
Governors. On the other hand, if we oppose these amendments, many on our side of the aisle
will criticize us for not even supporting our own budget priorities.

Legislative Amendment Strategy for State-Based Investments. Keeping in mind the interest
of all parties, we have worked out a position that neither pleases nor totally alienates anyone.
Our positioning strategy on all state-based investment amendments is:

1.

We oppose any amendment that changes either the overall allocation of the tobacco funds
(40 percent for states, not lower than $196 billion over 25 years) or the split between the
restricted and unrestricted (50/50) within the state funds.

We will oppose any amendment that adds, subtracts, or earmarks options from the
restricted share portion of state funds, with one exception: We will not oppose (nor
actively support) amendments that reflect Administration budget priorities. (In

. response to NGA’s criticism that we appeared to be backing away from the initial

agreement, we did agree to oppose amendments that reflect our priorities should any one
such amendment be successful in passing the Senate.)

We will oppose amendments that totally prescribe (e.g., fixed percentages for each
spending option) the restricted share of the state funds, even if one of the options is an
Administration budget priority.

Today, before votes begin, we plan on meeting to review likely amendments to the tobacco bill
to ensure we have a Administration-wide position on these and other types of amendments.



! STATE TOBACCO SETTLEMENT FUNDS
May 15, 1998

$196 billion over 25 years from the legislation will be allocated to states from a trust
fund. These grants will be a mandatory, permanent appropriation. Federal spending for
new options on children’s health outreach will be netted from this amoufit; -

50 percent of _th'e grants may be used by states for any purpose. The remaining 50
percent will be used for specified restricted purposes, described below.

Options for restricted funds. States can use the restricted funds in any amount that they
choose (except for CHIP) to add to any one or all of the following options:

- Maternal and Child Health Bureau’s Title V program

- Child Care and Development Block Grant

- Child welfare programs (Title IV-B)

- Substance Abuse and Mental Health Services Administration grant p1ograms

- Safe and Drug-Free Schools program

- Professional Development (Eisenhower) grants

- Match for the Children’s Health Insurance Program (limited to 6 percent of
restricted funds)

Each program’s current matching rules will be used except for an increased Federal
match of 80 percent for child care block grant funds above the appropriated amount.
Supplement, not supplanting spending: Funds from the restricted portion of the grants
may not be used as state match for Federal programs (except for CHIP). There will be a
maintenance of effort on a program-specific basis, that consists of:

- 95 percent of the FFY 1997 state spending on the programs listed below, trended
by the lower of inflation (CPI) or the Federal appropriation growth.

Options for the use of restricted funds will be re-assessed every 5 years. An
independent organization (e.g., General Accounting Office or National Academy of
Sciences) will conduct evaluations and assessments of spending options every 5 years,
and make recommendations on improvements.



SPENDING OPTIONS UNDER THE RESTRICTED SHARE OF THE STATE FUNDS
Additional Federal Funding over 5 Years
If States Increase Spending in Each Program Equally

Fiscal Year 1997 5-Year Spending
Federal Spend. Percent | With Equal Increases
: . $ billions of Total $ billions
Maternal & Child Health 0.70 10% 1.30
Child Care & Development Block Grant 2.70 - 40% -5.00
Child Welfare Programs (IV-B) 0.50 7% 0.93
|Substance Abuse & Mental Health Adm. programs 1.60 - 24% 2.96
Safe & Drug Free Schools 0.50 7% 0.93
Professional Dev'l (Eisenhower) grants 0.35 - 5% 0.65
Children's Health Insurance Program match (6%)* 0.41 6% 0.75
|[TOTAL 6.76 100% 12.50

*"Fiscal Year Spending in 1997" is a place holder that assures that 6 percent of the total is reserved for CHIP
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THE WHITE HOUSE

WASHINGTON

May 12, 1998
MEMORANDUM FOR THE PRESIDENT

FROM: Bruce Reed
Elena Kagan

SUBIJECT: Tobacco Negotiations Status Report

Erskine, Larry, and we held a series of meetings today in an attempt to reach agreement
with Sen. McCain on a manager’s amendment to his tobacco bill. Although we have not yet
nailed down a deal with McCain, our discussions with him were very fruitful. In later -
discussions, Sen. Daschle indicated real enthusiasm for the deal that we believe we can make.
As explained further below, however, Sen. Conrad expressed severe disappointment on several
Issues.

The key features of the manager’s amendment under discussion are as follows:

1. Price. As you know, the McCain bill imposes payments of about $65 billion over the
next five years. OMB has calculated that these payments, when passed on to price, will increase
the price of a pack of cigarettes by $1.1C. We expect, however, that CBO will say tomorrow that
if the McCain bill becomes law, the pnce ofa pack of cigarettes will rise by over $2 in the next
five years. A large part of this price differential reflects disparate assumptions about how much
the volume of cigarettes sold will decline in this period. (The more consumption declines, the
larger the per-pack price increase necessary to make the annual industry payments.)

To combat the new CBO figures, which will tend to support the industry’s recent
arguments, we would agree in the manager’s amendment to incorporate an explicit “volume
adjustment” in the first five years of the McCain bill. (There is already an explicit volume
adjustment after year six; prior to this point, OMB’s estimates about volume reduction were
taken into account in setting the annual payments, but there is no correction mechanism if OMB
is wrong.) This volume adjustment would ensure that the price increase attributable to the annual
industry payments would not exceed $1.10 per pack, no matter how much volume declines.
(CBO assumptions regarding additional factors, such as wholesale and retail mark-ups and state
excise tax-increases, should bring the total price increase to about $1.50 in five years.) The
downside of this approach is that if CBO is right about how steeply consumption will fall, a
volume adjustment will bring down the total revenue generated by the bill -- OMB estimates by
between $5 and $10 billion in the first five years.

Sen. Conrad is worried that if we go this route, we will wind up with far less revenue than
is necessary to fund what people expect from a tobacco bill. It is unclear, however, what Sen.



Conrad would do to respond to the forthcoming CBO estimates. He seems to want (0 insist on
an $1.50 per pack excise tax, but CBO would score that as above $2 as well, rendering this
approach utterly impractical. o

2. Lookbacks. As you recall, the McCain bill has industry-wide lookback penalties
capped at approximately $3.5 billion per year, with no company-specific penalties at all. We
have gotten McCain and Hollings to agree to raise the cap on industry-wide penalties to $4
billion. We have also gotten them to add a company-specific penalty wholly outside the cap of
$1000 per child for every child by which the company misses its youth smoking targets. This
figure represents twice the lifetime profits that a company earns from any youth smoker. Finally,
we have gotten McCain and Hollings to agree to strengthen the provision linking a 20 percent
miss to the loss of liability protection. Under the current provision, when a company misses by
more than 20 percent, the government must show that a company committed affirmative
misconduct in order to trigger the loss of f liability provisions. Under the new provision, when a
company misses by this amount, the tobacco company will have to show both that it did not
engage in affirmative misconduct and that it used best efforts to reduce youth smoking in order to
escape the loss of lability protections. :

- Sen. Daschle was supportive of this agreement, but Sen. Conrad thought the provision on
company-specific iookbacks is weak. His own proposal would impose far more onerous
company-specific penalties, perhaps as much as ten or twenty times higher. We believe penalties
of this magnitude would ensure that the companies never return to the bargaining table; we also
could not possibly convmce McCain and Hollmgs to accept company-specific penalties of this

)'

magnitude. S

3. Liability. As you recall, the McCain bill provides for an annual liability cap of $6.5
billion, while avoiding the question of whether this money comes from the annual industry
payments or from other industry assets. McCain has now agreed to push the liability cap to $8
billion, the exact amount of the Harkin-Chafee liability cap. (As you recall, you said you would
sign Harkin-Chafee.) We have tentatively agreed that (1) half of the upfront payment that the
industry makes will go to pay legal judgments and (2) when that amount is depleted, half the
amount of judgments will come from the annual payments and half from other assets of the liable
company(ies).

Another, perhaps even more tricky set of issues has arisen around other liability
provisions in McCain. First, the legislation provides that suits for tobacco related disease can be
brought only against a tobacco product manufacturer, and not against a wide variety of other
~ parties, including their parents and affiliates; officers, directors, employees, agents, or attorneys;
importers, distributors, wholesalers, and retailers; suppliers of component or constituent parts;
growers; and insurers. We have succeeded in removing this liability protection for parents and
affiliates. We do not think anyone cares about removing protection for growers, suppliers, or
parties down the distribution chain. Conrad, however, has objected strongly to giving liability
protection to attorneys, and we are trying to remove this provision. We may also try to remove

-



the protection for officers, directors, employees, agents, and insurers.

Second, the McCain bill settles the Castano lawsuits, which are lawsuits brought on
behalf of addicted (but not ill) persons for cessation services. We have succeeded in ensuring
that the language in the bill does not at all affect the ability of plaintiffs claiming injury from
disease to use evidence of addiction in their lawsuit. (Evidence of addiction generally would
come in to these suits in response to the industry’s charge that the plaintiff chose to smoke and
thus assumed the risk of injury.) As currently written, however, the bill does bar all future claims
based solely on addiction. The rationale for this provision is that.the legislation itself provides
funds for cessation services -- the exact remedy that addicted (but not ill) persons seek. Conrad,
however, wants to continue to allow these claims in the future. We do not believe this result can
be accomplished while settling the Castano lawsuits, which many Senators would like to do.

Third, the McCain bill provides that no evidence relating to reduced-risk tobacco
products is admissible in suits alleging harm from tobacco-related disease. The rationale for this
provision, which is very similar to one of the federal rules of evidence, is to assure manufacturers
that their development of safer products will not come back to haunt them in a legal proceeding.
We have succeeded in narrowing this provision somewhat (so that such evidence, although not
admissible at trial, will be discoverable), but apparently not enough for Conrad. We intend to
take another run at this provision tomorrow, not because we think Conrad is right, but because
we think the liability cap will be easier to maintain if we remove as many objections to other
liability protections as possible.

4. Second-Hand Smoke. As yotrecall, the current McCain bill has a strong
environmental tobacco smoke (ETS) provision, but gives states the opportunity to opt out of it
entirely. We have tentatively agreed to maintain the opportunity for an opt-out, but only if the
state is able to demonstrate to OSHA that it has an ETS standard at least as protective of public
health as the federal standard. This compromise, if it holds up, should get us all we need on this
1ssue.

5. International. We think that Sens. McCain, Hollings, and Wyden have agreed to
eliminate many of the international provisions in the current McCain bill. (Wyden was their
original sponsor.) Under this agreement, the manager’s amendment would eliminate the 2 cents
per pack export fee, eliminate extraterritorial restrictions on advertising and marketing, and
eliminate restrictions on tobacco products in duty-free stores and on military bases. The
provisions would continue to fund international tobacco control efforts and would establish a
mechanism for multi-lateral negotiations on tobacco marketing and advertising.

6. Spending. We have yet to have a full discussion of spending with McCain, but we
believe we can convince him to divide money among (1) the states, (2) public health money
(cessation, prevention, counteradvertising, etc.), (3) health research, and (4) farmers. We doubt
we can convince McCain to earmark any of the state money to the specific programs we
proposed in our budget -- child care'and class size reduction. We think, however, that he will



agree that states must use a portion of their money (representing the federal government’s share
of Medicaid recoveries) on programs appearing on a specified menu. We are currently
developing an agreed-upon menu with the NGA; we hope it will include between 8 and 12 health
and children’s programs, including child care and class size reduction. o

7. Bureaucracies. As you know, the industry and other opponents of the McCain
legislation have accused it of setting up 17 new federal “bureaucracies.” (Charts purporting to
illustrate the legislation -- similar to those used in the health care debate -- are appearing all
over.) We succeeded today in eliminating all of these 17 supposed bureaucracies, leaving a
stripped-down, much simpler bill.

8. Farmers. We agreed to give Sen. Hollings help in ensuring passage of the LEAF Act.
Hollings is worried that he will lose a vote on the floor to substitute Sen. Lugar’s farming plan
for his own. As you know, Lugar’s plan.would buy out all tobacco farmers and then-end the
tobacco price support system; Hollings’s plan would compensate tobacco farmers for any loss
suffered as a result of legislation (through buyouts and/or subsidies), while keeping the price
support system in place.

Please let us know if you have any thoughts on, or objections to, what we are doing in
these negotiations.. .. ) o
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April 9, 1998

MEMORANDUM FOR THE PRESIDENT

FROM: Bruce Reed
Elena Kagan
SUBIJECT: cCain Legislation

With the overwhelming vote in favor of the McCain legislation in the Senate Commerce
Committee and the subsequent announcement of the tobacco industry that it will fight this
legislation, we have entered into a new phase of our effort to procure a comprehensive tobacco
bill to reduce youth smoking. The Commerce Committee vote last week brought new
momentum to this legislative effort. The industry’s response should only add to that momentum,
by making it even harder for Members of Congress to block legislation, lest they look as if they
are doing the industry’s. bidding. '

The broad consensus among your advisors is that we should aim for a strong,
comprehensive bill that meets our core public health objectives and that the industry might
reluctantly swallow in the end. Without industry consent, some provisions in comprehensive
legislation (i.e., the most far-reaching advertising restrictions) would be impossible, while other
provisions (g.g., narrower advertising restrictions and lookback penalties) would be in litigation
for years. We should not compromise our objectives to secure that consent, but at the same time
we should not ask for more than we need to achieve our public health goals and in the process
destroy any chance of industry acquiescence. In any event, most of your advisors believe that
efforts to push the price too far would be counterproductive, because tobacco-state Democrats
will join with Republicans to derail a bill that goes as far as some in the public health community
might like. Instead, we should try to address the aspects of the McCain bill that are most
important to us and to securing broad Democratlc support

Your advisors also agree that the best way to get this kind of bill is to engage in
negotiations with Senators Lott, Daschle, McCain, and Hollings that are designed to produce an
agreed-upon bill to go to the Senate floor. The greatest danger we face is chaos on the Senate
floor, in which some amendments roll back what we already have achieved (e.g,, on FDA
jurisdiction), while other amendments make the bill essentially unpassable (e.g., by stnppmg all
liability protections while increasing the overall price of the deal).

We recommend against direct discussions with the industry at this stage; we doubt they
would level with us anyway. Assuming Senator Hollings is in the room, we should have a
decent sense of the industry’s concerns, and of course we have more-than-adequate lines of
communication to the public health community.
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We list below several aspects of the McCain legislation in which we should seek changes
during these negotiations. Note that FDA jurisdiction does not appear on this list; we were able
to reach an agreement on this issue with Senators McCain and Frist, prior to the Commerce
Committee vote, that satisfies all our regulatory needs and objectives.

I. Youth Lookback Penalties

We already have said that Congress must strengthen the lookback penalties in the
McCain legislation, by incorporating some company-specific penaities and raising the cap on the
industry surcharge. The incorporation of some company-specific penalties is a core demand of
the public health community, and is strongly supported by HHS and Treasury. Such penalties,
however, may be unacceptable to the industry, and especially to Phillip Morris because of its
disproportionately large share of the youth market. (Unlike industrywide penalties, which can be
passed on in the form of higher prices, company-specific penalties come straight out ofa

| company’s profits.) Bruce Lindsey has noted that even if we need to make demands in this area,

we should not let the issue of company-specific penalties become grounds for vetoing the bill.
We agree, but think it is important to try to, find a way to address this issue.

A number of approaches are available, and we should not now tie ourselves down to any
of them. A company-specific penalty developed by Treasury and HHS would impose a $500 fee
for every child by which a company misses the targets (Le., if a company misses the target by
10,000 children, it would pay a fee of $5,000,000). This per-child surcharge represents the
present value of the profits a company would gain from addicting a teenager over his lifetime.
Treasury estimates that the total cost of this penalty -- i.e., across all companies -- could reach as
much as $500 million a year. Another approach, probably more acceptable to the industry,
would be to allow suits between companies for redistribution of the industry-wide penalty. Such
indemnification suits would create a potential for transforming the industry surcharge into a
company-specific penalty scheme, without increasing the overall cost of the penalty provisions.
We will continue to try to develop creative solutions in this area so that we can enter negotiations
with a range of proposals.

Raising the cap on industry-wide penalties is obviously an easier matter. We would
suggest proposing a change from the current $3.5 billion to $4 to $5 billion if possible.

II. Price per Pack and Spending

Price per Pack

We should not demand any increase in the McCain bill’s funding levels in the first five
years, because McCain essentially adopted our own budget numbers (while adding a $10 billion
up-front payment). We recommend waiting until CBO scores the McCain bill before deciding
whether to seek any increase in funding levels in later years. (McCain has asked CBO to score
his bill by the time Congress returns.) Congressional scorekeepers may well estimate that the

2 2



yearly payments in the bill will increase the price of cigarettes not by the $1.10 we estimated, but
by the $1.50 that the public health community has most often demanded. The higher figure may
result from assumptions by CBO that (1) states will use the opportunity to increase state excise
taxes, further reducing the number of packs sold and (2) the bill will significantly increase the
black market for cigarettes, resulting in fewer than expected packs sold through the legitimate
retail market. By reducing thé number of expected packs sold, both of these changes would
increase the per-pack price estimate, because the annual industry payment set in legislation
would be spread among fewer packs. Once we know the actual per-pack price increase
calculated by Congressional scorekeepers, we will be in a better position to determine whether
we should push for a small increase in funding levels after the fifth year.

Spending

We hope for bipartisan consensus on much of the spending: we think Members cduld
agree on approximately $10 billion over 5 years for farmers; $10 billion for prevention,
cessation, counteradvertising, FDA enforcement, and other public health programs; $10-15 -

~billion for research (the Republicans may want to limit these funds to NIH); and $20-25 billion

for states. This distribution leaves about $15 billion on the table, which Republicans will want to
spend on Medicare or tax cuts and Democrats will want to spend on programs like child care and
school construction.

One issue will concern the use of the state money. Our budget earmarked 57 percent of
the state funding for child care, class size, and Medicaid outreach initiatives. As we go forward,
we should argue at a minimum for a menu of state programs, such'as child care and education, on
which states would have to use a significant portion of their funds. For example, in the Harkin-
Chafee bill, half of the state funds must be spent on one of 20 listed programs, which include
child care, K-12 education, Medicaid, the Child Health Insurance Program, and Head Start.

Another issue, more important in the out-years, concerns the amount of money allocated
to paying legal judgments. The June 20th settlement put only a few billion dollars into the tort
fund in the first five years, on the theory that lawsuits against the industry would take some time
to come to judgment. Congress may well use the same assumption, given competing spending
priorities. But once this initial grace period is concluded, Congress must figure out how to fund
legal judgments. The June 20th settlement placed a $5 billion annual cap on judgments, with $4
billion coming from the industry’s base payments to the government and $1 billion (a kind of
copayment) from the defendant companies’ coffers. The McCain bill establishes a $6.5 billion
cap; McCain contemplated that $5.2 would come from the industry’s base payments, with §1.3
as a copayment, but his bill does not actually address this issue. Some in the public health world
may begin to call for the entire amount to be paid by the companies, outside of their payments to
the government. This change, however, would add an enormous amount to the total cost of the
deal and could doom prospects for legislation. Room for a tort fund thus will have to be found in
the out-years by squeezing some of the spending listed above.
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I11. Antitrust Exemption

The McCain bill contains antitrust exemptions for the tobacco industry that are not
necessary to achieve the goals of the legislation and may have serious anticompetitive effects.
As written, the bill exempts any and all agreements designed to “reduce the use of tobacco
products by underage individuals.” This exemption could cover (among other things) price-
fixing agreements of all sorts. The Department of Justice believes strongly, and we agree, that
/%1 we should oppose all antitrust exemptions, except possibly for a narrowly-drawn exemption

8 de/s_i_gnc_;d;g_a.llow companies to agree to restrict their advertising and marketing to children.
~ . -

IV. International Tobacco Control Efforts

As part of the public health spending noted above, we believe we should include
significant funding (3200 million a year) for international tobacco control efforts. These funds
should be spent on both governmental and non-governmental efforts to promote public health
and smoking prevention efforts abroad.

The McCain bill has several additional international provisions that we would like to
change so that they do not interfere with our diplomatic and trade priorities. For example,
although we support the bill's effort to prohibit U.S. government support for promotion of
tobacco overseas, we need to ensure that the language does not interfere with USTR's ability to
negotiate tariff reductions or in e . In addition, the McCain

bill contains a provision that the State Department arid HHS consider problematic and

unenforceable, which would require U.S. companies to abide by the new labeling and advertising
{ requirements when doing business in other countries. The industry strongly objects to these

provisions for a different reason, because it views them as a real threat to its international

operations.

V. Environmental Tobacco Smoke

The McCain bill would exempt the hospitality industry (restaurants, bars, casinos, etc.)
from its environmental tobacco smoke provisions, which ban smoking, except in enclosed and
specially ventilated areas, in public facilities. In addition, the bill would allow individual states
to "opt out" of all of the provisions, even if the state had no ETS protections of its own.

) Although HHS strongly opposes the hospitality exception (workers in the hospitality industry
. face grave risks from second-hand smoke), we doubt it is politically feasible to remove it. We
should, however, try hard to eliminate the state opt-out provision, which could leave many of the
nation’s citizens without any protection from ETS. Alternatively, we might consider pushing the
Harkin-Chafee approach to this issue, which rather than imposing a ban would provide funds to
States that progressively reduce exposure to ETS.
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VI. Liability Provisions

We believe we should adhere to the basic structure of the liability provisions in the
McCain legislation. If we need to make these provisions a bit tougher, we can try to raise the cap
from the current $6.5 billion to the $8 billion contained in Harkin-Chafee. Note, however, that
doing so only compounds the budgetary issues surrounding the tort fund noted earlier in this
memo: to the extent that money for tort judgments come from the industry’s payments to the
government, that money squeezes out funds for public health and other priorities; conversely, to
the extent that money for tort judgments comes over and above the industry’s payments to the
government, the expected cost of the deal to the industry increases.

Finally, we may want to change the provisions in the McCain legislation that deny the
liability cap to certain companies. The current provision, which has received almost no attention,
lifts the cap for companies that miss the youth lookback target by more than 20 percentage points
if they also have violated the Act or taken action to “undermine the achievement of youth

/smoking reductions.” Because of the vagueness of this standard, the provision may have little or
no effect. We should either tighten it (by linking the cap only to objective measures) or discard it
entirely. Especially if we try to make the liability provisions tougher in other areas, agreeing to

liminate the provision may prove useful. '

VII. Constitutional Issues

arketing, and other speech-related provisions of the legislation in the event that the industry

oes not sign protocols agreeing to these restrictions. The Department also would like us to

ress for the elimination of all provisions regulating non-commercial speech, such as one that
forbids companies from lobbying Congress, regardless whether the companies offer agreement.

The Department of Justice is prepared to recommend changes to the advertising,
(. m
d

X



Conclusion
In summary, we would recommend seeking these improvements:

Youth [ookback Peﬁaltieg

. Incorporate some company-specific component in the penalty scheme
« . Increase the industry-wide surcharge cap from $3.5 billion to between $4 and $5 billion

Price and Spending

. No change in annual payment amounts in first five years; wait until CBO scores before
deciding whether to seek later changes '
. Ensure spending on research, public health, and farmers, press for spending on child care

and education, or at least a menu including these programs
Antitrust Exemption
. Eliminate the antitrust exemption

International Tobacco Contro

. Support funding for governmental and non-governmental organizations

. Narrow provision prohibiting U.S. support for promotion of tobacco overseas to ensure it
does not interfere with USTR authority to negotiate treaties

. Remove requirement that companies must abide. by new labeling and marketing

requirements when operating overseas
Environmental Tobacco Smo
. Eliminate "opt-out" provision that allows states to-adopt weaker laws
Liability

. Retain basic structure of liability priorities
. Consider modifying level of cap and relation of cap to youth reduction targets

Constitutional Issu

. Recommend changes to minimize Constitutional difficulties
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THE PRESIDENT HAS SEEN
THE WHITE HOUSE iz e

WASHINGTON

November 21, 1993

' 4
MEMORANDUM FOR THE PRBSIDENT L'\

FROM: Paul Weinstein (DPC)
Paul Dimond (NEC)
Sheryll Cashin (NEC)

SUBJECT: Community development bank and financial institutions
legislation

On Sunday, November 21, the House of Representatives adopted your community
development bank and financial institutions initiative (H.R. 3474) by voice vote. H.R. 3474
also includes a package of regulatory reforms designed to reduce administrative requirements
for insured depository institutions. No significant changes were made in the bill since its
passage out of the House Banking Committee on November 10. As you know, the Senate
Banking Committee, by a vote of 18 to 1, agreed to similar legislation on September 21. We
are hopeful the full Senate will take up this legislation upon its return in January.

cc: Carol Rasco
Bob Rubin



THE WHITE HOUSE

WASHINGTON

July 14, 1993

MEMORANDUM FOR THE PRESIDENT
FROM: GENE SPERLING, BRUCE REED

SUBJECT: TOMORROW'S CD BANK/CRA REFORM EVENT

As you know, you are scheduled to announce your CD Bank and CRA Reform
initiatives on the South Lawn tomorrow -- two economic initiatives which you approved in
late April. The reason we had to schedule this event today is that the Senate Banking
Committee had scheduled a hearing for July 15 on your CD Bank Bill, where Secretaries
Bentsen and Espy will testify. We were unable to get an announcement date prior to your
leaving for the G- 7 trip but were able to get Riegle to move his hearing to this afternoon in
order to accomodate you. This event is the culmination of months of planning, drafting,
policy development and delicate negotiations with constituent groups and Members of
Congress. Frank Newman and Gene Ludwig at Treasury and Bob Nash at Agriculture have
been particularly involved in the negotiations with these groups and in developing the final
proposals.

These initiatives reflect a fundamental principle of your overall economic plan: to
make capital available to enterprising Americans in all communities that want to invest, spur
economic growth and create jobs. Whether promoting the G-7 talks or the community
development banking bill, the message is the same —- creating new jobs.

The CD Bank and CRA reform initiatives reflect a New Democrat approach to helping
distressed communities create jobs and spur economic growth. Across the country, poor
communities from South Central L.A. to the Mississippi Delta are reeling from a decade of
declining opportunity and rising social and economic isolation. Government cannot do the
whole job —— but we can be a catalyst for the private sector and bottom-up innovation in
local communities. These two initiatives will result in a substantial increase in lending for
distressed, underserved communities —— both by bottom-up community development
institutions and by mainstream banks.

The event will include a broad range of groups and Members who are particularly
supportive of these efforts. This is an historic occasion in which the major banks, community
groups, the CDFI industry, and members of Congress stand together on the same platform.

The CRA Reform will be completed by regulation. Tomorrow you will send a
memorandum to the four bank regulators asking them to issue performance-based regulatory
reforms by January 1, 1994. Banks and community groups will be invited to participate in
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the development of this regulation. Three of the bank regulators, including Gene Ludwig,
will be at the event. Hugh McColl and other heads of banks with good CRA records will
also be on hand to support this effort, as well as supportive community groups.

The CD Bank Bill will be transmitted tomorrow. Key members of Congress who
support the bill, including Representatives Flake, Waters, and Rush as well as the Banking
Committee chairs will be seated behind you and scores of Members of Congress will be in
attendance. '

Attached are the following documents:

1) a more detailed memorandum which outlines our negotiations with key constituent
groups and Members of Congress;

2) promotional materials that will be handed out to the press and attendees, including
—- a summary of the CD Bank and CRA Reform initiatives;
-- a summary of the problems faced by credit-deprived communities (prepared
with the excellent work of Alicia Munnell, Assistant Secretary for Economic
Policy at Treasury);
—- highlights of the CD Bank Proposal;
~- description of the CD Banking Industry;
-~ success stories;

-- highlights of CRA Reform;

3) a copy of the CD bank bill along with a transmittal letter and a section—by-section
anaylisis;

4) a draft of the memorandum that you will send to the bank regulators; and

5) Q & A on both initiatives.



THE WHITE HOUSE

WASHINGTON

July 14, 1993

MEMORANDUM FOR THE PRESIDENT

THROUGH: GENE SPERLING, BRUCE REED
FROM: PAUL DIMOND, PAUL WEINSTEIN, SHERYLL CASHIN
SUBJECT: BACKGROUND ON Cl—{A. REFORM, CDFI INITIATIVE

I. BACKGROUND

You are scheduled to announce your CRA Reform and Community Development Bank
and Financial institutions initiatives tomorrow. The NEC and DPC staff, along with senior
officials at HUD, Commerce, Agriculture, and Treasury, have engaged in extensive
negotiations and coalition building among constituent groups and members of Congress. This
memorandum summarizes those negotiations to give you perspective on the various positions
and concerns of key groups and officials who will be present at the ceremony.

I1. SUPPORT FOR CRA REFORM, CDFI BILL

A. Community and Consumer Groups. When we first met with groups like
ACORN, Center for Community Change, Community Reinvestment Coalition, ONE,
Consumers Union and Consumer Federation of America, they expressed substantial concern
that (1) the CDFI bill would lead to the creation of a separate and unequal system of banking
for distressed communities, (2) that CRA reform by regulation could lead to diminution of
lending by regulated banks and thrifts in distressed communities, and (3) that we might be
contemplating a "safe harbor" from CRA for mainstream banks that invested in CDFT's.
Through the careful explanations of Undersecretary Newman, Comptroller of the Currency
Ludwig, Assistant Secretary Nash, and the NEC and DPC staff at a series of private
discussions and presentations at public forums, these groups generally came to agree with the
three principles that you set for reform of CRA by regulation:

e reform the CRA assessment criteria to focus on actual lending performance in the
circumstances of the local community and particular bank

e exercise the full array of enforcement sanctions currently available so that full
scrutiny and public comment is not limited to go/no-go decisions on acquisitions and
mergers



e train a corps of specially trained CRA examiners to focus on lending performance,
not on the extent of community public relations and image

The groups eventually expressed a strong preference for reform of CRA through
regulation this year, rather than running the risk of seeking legislation in Congress that might
lead to weakening CRA. They also came to understand that mainstream banks would get
some credit, but not a "safe harbor,"” for investing in CDFIs. Despite this understanding and
support, however, some community groups and some consumer groups are concerned about
our rhetoric (e.g., "substitute performance for paperwork”) and need constant reassurance that
they will be full participants in the development of CRA regulatory reforms with the Bank
regulators.

B. CDFIs. At the outset, there was also some concern from non-depository CDFT's
(e.g., Community Development Corporations and revolving microenterprise or community
development funds) and Credit Unions that they either would be excluded from our CDFI
initiative altogether or would be at a disadvantage compared to depository institutions like
South Shore or Elk Homn. When we explained that the basic criterion was ability to match
the CDFI Fund's investments and then to leverage the resulting public—private investment to
multiply the actual loans to community and economic development, they came to understand
both how they were eligible and would be challenged to demonstrate their own ability to
perform and to become self-sustaining.

Mainstream banks with wholly-owned CDC subsidiaries and state economic
development authorities initially expressed some concem because they are not eligible directly
for funding in our CDFI bill. Rather, the CDFI bill and CRA reform will encourage local
CDET's to join in lending networks and investment consortia with such mainstream banks and
public finance authorities to help them fulfill their own public mission and community
reinvestment activities. Although there was not great joy, most mainstream banks with CD
subsidiaries came to accept and understand why we targeted resources on "bottom-up”
CDFIs.

C. Mainstream Banks. Many mainstream banks originally wanted to support their
own investment in CDFI's and a national CDFI fund in exchange for some form of interstate
branching or a CRA “safe harbor." But many of these banks have come to accept that no
such financial reform is or should be considered this year. Several mainstream banks have
endorsed the proposal to reform CRA through regulation, while many more have agreed to
participate in the process of developing regulatory reforms rather than run the gauntlet of
reforming CRA through legislation. Once you ask the regulators to proceed with this process,
mainstream banks and banking interests and the representatives of small banks will participate
and, at this time, appear willing to accept a new focus on actual performance in exchange for
avoiding paperwork related to community relations. Some mainstream banking interests have
even expressed a willingness to consider using "geocoding” - indexing loans by geographic
area —— and "independent testers” to measure their community reinvestment performance
rather than the current emphasis on community public relations processes and documentation.

There is a risk, however, that some mainstream banks may lobby Congress for
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amendments to our CDFI bill that would seek CRA relief or major financial reform in
Congress.

D. Congress. The House and Senate Banking Committces have dealt with a lot of
bad news over the past decade and there is much pent-up demand by some for major
financial reform. No one seriously believes such major reform has any chance of passage this
year because of the opposition of non-regulated financial service sectors and because of
tensions between mainstream banks and representatives of the small banks and the consumer
and community groups. Nevertheless, there are several members, both Democratic and
Republican, who might seek to add reforms onto any CDFI bill in hopes of winning broader
support. We have been warned that if our CDFI bill becomes such a "Christmas tree," there
will be no chance for passage.

We have therefore worked closely with the Banking Committee staffs, key members,
Banking Committee Chairs, and Leadership to secure support for a narrowly focussed CDFI
bill and reform of CRA by regulation. Subcommittee Chair Joe Kennedy, an early supporter
of strengthening CRA by legislation, was the first to embrace your two—part strategy of
strengthening CRA by regulation and a narrow CDFI bill. Chairmen Gonzales and Riegle
also endorsed this approach early on. Subcommittee Chair Kanjorski, a proponent of new
-~ legislation to support secondary markets for small business loans, also agreed to support the
narrow approach this year while he sought to build support for his proposed reform for next
year.

Representative Waters, a proponent of strengthening CRA by legislation and of a
much more ambitious CDFI bill, agreed to endorse your two-part approach, while reserving
her right to press for more funding. Representative Rush, who has over 70 co-sponsors for a
CDFI bill that is very similar to ours (but with a secondary market, tax advantages for
deposits in CDFT's, and much greater funding) came on board after lengthy discussions and
extended but friendly negotiations with Howard Paster and Treasury, OMB, and White House
staff. There will be a major push from these members, and their supporters, to provide
substantially more federal funding for the CDFI Fund beginning in FY 95. They understand
that, at this late date in the appropriations calendar, we will be doing well to get the $60
million that you requested for FY 94.

Representative Flake was an early opponent of CDFI legislation of any kind and
supported reforming CRA by legislation and rewarding mainstream banks under his Bank
Enterprise Act (BEA) for investing in distressed communities by lowering their FDIC
insurance premiums on such loans. The BEA was authorized but not funded last year. Gene
Ludwig, Frank Newman, and White House staff persuaded him that he could be actively
involved in the CRA regulatory reform, including through his Oversight Subcommittee if
necessary. Out of his personal respect and support for you, he also agreed to hold off on
pressing his BEA funding request, pending completion of the CRA regulatory reform, while

we studied the merit and need for the insurance premium subsidy for loans in distressed
communities.



Finally, Subcommittee Chair Neal, at a meeting of Banking Committee and House
Leadership, agreed to withhold his proposal for interstate branching this year in order to allow
a narrow CDFI bill to proceed. With this unusual unanimity among Banking Subcommittee
Chairs, Chairman Gonzales proposed a single set of hearings and mark-up before the full
Banking Committee, rather than the usual round of separate subcommittee hearings, in order
to assure prompt consideration and as narrow a focus as possible for your CDFI bill.

We are now just beginning the process of exploring broader Republican support in the
House and the Senate for your two-part approach. All members of the Banking Committees
will be invited to your White House announcement. By then, we may have a better handle
on which Republicans, whether or not on the Banking Committecs, may wish to support your
two-part approach.

III. NEXT STEPS AND CONCLUSION

We have come a very long way in putting together a coalition of community and
consumer groups, the CDFI industry, major segments of the mainstream banking industry, and
important factions in Congress to support your two-part program to strengthen CRA by
regulation and to enact legislation supporting CDFIs. Your announcement of both initiatives
before all segments of this nascent coalition can solidify support and set the stage for what
will no doubt be difficult negotiations between the diverse interests before the Regulators on
CRA reform and a challenging but doable legislative session in Congress on the CDFI bill.
Because of the highly partisan atmosphere and the narrow Democratic majority in the Senate,
there may well be difficult negotiations ahead in the Senate. In addition, we may face
challenges in the House to keep the CDFI bill straightforward and clean.

If we do succeed in continuing to build the coalition of support for your two-part
strategy, deliver a strengthened CRA through regulatory reform and enact a straightforward
CDFI bill, we will have laid the foundation for substantial reinvestment in distressed
communities all across America. We will have built a platform for considering greater
support for community reinvestment in the years ahead, through mainstream banks and thrifts,
a growing network of CDFT's, and even the unregulated financial industry on a voluntary
basis. And, you will have succeeded in bringing diverse interests together behind the basic
principle of investing in underserved communities.
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April 21, 1993

MEMORANDUM FOR THE PRESIDENT
FROM: ROBERT E. RUBIN M {A_

SUBJECT: Enterprise Zones and Community Development Banks

Attached are decision memoranda regarding enterprise zones
and community development banks.

Both of these issues have turned out to be far more complex
and controversial than had originally been expected, largely
because the approaches are innovative and expansive.
Consequently, the memoranda are relatively long and pose numerous
and not simple issues. Furthermore, despite many meetings and