01730798 FRI 19:36 FAX 2026905673

- -

igool

DHHS/ASPA

SERVIC,
‘.“ Es. v

o

of HEALTY
WS Qlf

&

MelisSa T. Skolfield

Assistant Secretary for Public Affairs
Fax: (202) 690-5673

Phone: (202) 690-7850

To: W’R@_‘-d

DEPARTMENT OF HEALTH & HUMAN SERVICES

Lt
iy

DrPe
Rloz-040% 3 _
Fax: 4‘3‘1." 7023 Phone: 45 lo- LSO
Date: _ 2o Total number of pages sent: ¢
Comments:

200 Independence Avenue,

Ohar Y- can -
"#t’ham\p .

/_—M

WM +o ke — W.MWL&I\"’\J@W
Yot — o LUST %WW\Q— e drenr —

opyne, DTS o B39 e Yo !

(7

S.W., Bldg. HHH, Room 647-D, Washington, D.C. 20201




— — DHHS/ASPA g1 002

What exactly is in the budget as an assumption of revenue from passage of tobacco legislation?
How much is 1t?

The budget assumes a stream of revenue in the five-year budget window of $60 billion, roughly
equal to raising the price of a pack of cigarettes gradually from --- cents today to $1.20 in 2003.
[DPC to check numbers.]

Does the tobacco revenue you're assuming in your budget come from a cigarette tax, or penalties
by the industry, or both?

The budget simply assumes a stream of revenue in the five-year budget window of $60 billion,
roughly equal to raising the price of a pack of cigarettes gradually from --- to $1.20. [DPC to
check numbers.] There are no other assumptions — it’s compatible with any framework of taxes,
penalties or industry payments.

What exactly does this tobacco money fund?
It funds the following:

1) 21" Century Research Fund. The budget includes $ billion for the 21* Century
Research Fund the President announced in the State of the Union. That fund includes:

oNIH funding of $ 20 billion over five years;
«CDC funding of $ billion;
«AHCPR funding of $ billion;

oNSFof$ __

oNASAof § __

eCommerce programs (what are they?) of$
«DOD programs of $ ___ (Are there others?)

The total for the 21* Century Research Fund is$ billion over five years [DPC to add
numbers]

2) Cancer Clinical Trials. The budget includes a 3 year $750 million demonstration that will
allow Medicare patients to participate in cancer clinical trials run by the NIH.

3) Child Care. The HHS budget includes a $7.5 billion increase over five years in the child
care block grant to states.

4) Other HHS Programs.

e Tobacco Control. The budget includes a total of $ million for FDA regulatory
work and enforcement and CDC tobacco control programs over the next five years.

e Food Safety. Approximately $25 million of FDA’s food safety increase may be funded
with tobacco revenues. [Is this out now?]
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5) An Education Department initiative to reduce classroom size is funded at § over five
years.
Q: How is this different from what you've said previously?
A: It's not. We've said all along that we expect Congress to pass tobacco legislation which will

include payments and penalties from the tobacco industry that would gradually bring the price of
cigarettes to about an additional $1.50 per pack over ten years. The budget document simply
makes clear that we expect the revenue from that legislation to total approximately $---- in the
five-year budget window.

How was that amount calculated and by who?

A The budget assumptions were calculated by OMB in conformance with the principles the
President has laid out. They were done using data from the Treasury Department to calculate the
effect of pricc hikes on consumption of tobacco.

Q: Isn’t this an odd way to budget — relying on a tax that you hope will eventually deter all smoking,
and end up producing no revenue?

A: No — this is a strategy that is proven, and which the Administration has supported all along.
Remember, we’re supporting a sound public health strategy of a combination of industry
payments and penalties designed to increase the price of a pack of cigarettes by up to $1.50 in the
next decade — as needed to meet youth reduction targets of 30 percent in five years, 50 percent in
seven years, and 60 percent in 10 years. This budget includes a very realistic assumption of what
the revenue from this approach would be in the five-year budget window.

Q: How did you choose which policy proposals will be paid for by the tobacco settlement and which
" ones will not?

A: In general, funding from the tobacco legislation falls into two categories. One is spending that is
tied to the health consequences of tobacco use and uniquely suited for a separate funding stream,
such as the cancer clinical trials initiative and the 21* Century Research Fund. The other
category is responsibilities to assist children which the States and the Federal government share,
like the child care initiative.
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Q: Doesn’t this mean that many of the policy proposals you’ve announced simply may not happen if
there isn’t tobacco legislation?

A: No. As we've said all along, our budget proposal makes clear that these proposals can be fully
paid for within the context of a balanced budget. Our budget assumes that Congress will pass
tobacco legislation, and we believe that this is a realistic assumption. The budget we are sending
to Congress includes a number of proposals to pay for our new initiatives — including tax
proposals and spending offsets. Of course, no offset proposed in a budget is guaranteed; the
Congress can reject any proposed way of financing a program. If Congress does not pass
comprehensive tobacco Jegislation, we will work with Congress to find other offsets. Thisisa
high Administration priority, and we will find an effective funding mechanism.

Q: Why are some of the President’s key priorities funded with tobacco money? Is this just a ploy to

increase pressure on Congress to pass tobacco legislation? What are you going to do if Congress
doesn’t pass a bill this year?

A: First, let’s remember that every initiative in our budget submission, including these, are paid for
within the context of a balanced budget. The President is committed to that goal, and we’ll
simply find other offsets to support our key priorities if necessary. That’s what happens in the
budget process every year.

But we expect Congress to pass tobacco legislation -- it has bipartisan support. So does funding
for the NIH, and so does child care. We believe we’re going to be able to work with Congress to
pass these important initiatives.

Q: Realistically, won’t Congress reject tobacco legislation that includes limits on liability, given the
new RJ Reynolds documents that indicate that tobacco companies targeted children as young as
147

A: The new documents are very disturbing, but they only confirm what we’ve long suspected, while

making the need for legislation in this area more clear than ever. Comprehensive legislation
stands a far better chance of reducing youth smoking and protecting the public health than
lawsuits brought by smokers against the tobacco industry. The President will focus on the
Jegislation as a whole and ask whether it will reduce smoking and protect the public health. Ifit
meets these objectives, he will sign it. As we’ve said before, limits on liability are not
necessarily a dealbreaker; they should be weighed against, and viewed in light of, the public
elements of the legislation.
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In September, the President said the focus of tobacco legislation should not be about
money. In the budget you are submitting today, more than 60 percent of the
proposed increase in discretionary spending is paid for by tobacco legislation. Why
has the President changed course?

The President’s course has not changed -- Congress should send the President legislation
that will dramatically reduce youth smoking. Experts all agree the single most important
step we can take to reduce youth smoking is to raise the price of a pack of cigarettes
significantly. That is why last September, and again in his State of the Union speech, the
President called for Congress to pass legislation that raises cigarette prices by up to $1.50
per pack over the next ten years as necessary to reduce youth smoking. Our budget
simply scores that part of the President’s plan, and allocates the revenues to programs that
promote public health and assist children.

How can you assume revenues from tobacco legislation when it’s not at all certain
whether this legislation will pass?

It is a normal part of the budget process to account for any revenues that will be raised
from proposed legislation. And we believe strongly that Congress will pass
comprehensive tobacco legislation this year. If everyone who says they are committed to
protecting children from tobacco rolls up their sleeves and gets to work, we will pass a
significant piece of legislation.

Why is it that some of the programs funded with tobacco revenues have no relation
to tobacco?

Most of the spending is directly related to tobacco, such as health-related research and
smoking cessation programs. The rest goes to programs that will assist our children. We
wanted to ensure that states get a substantial share of the resources, because of the state’s
contribution in negotiating the original proposed settlement. It is money that goes to
children’s programs -- to improve child care and reduce class size -- in recognition that
these are shared federal and state goals.

Doesn’t attaching tobacco legislation to particular spending initiatives hurt the
chance of passing this legislation?

No. Itis a normal part of the budget process to propose how to spend any revenues raised
from proposed legislation. And we will work on a bipartisan basis with Congress if it has
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other ideas on the best way to allocate these revenues. There is no reason why allocation
issues should hold up the process of comprehensive legislation.

Doesn’t using tobacco legislation as a funding source for important policy
proposals -- such as improving child care and reducing class size -- hurt the
chances of achieving those proposals?

No. We believe Congress will pass tobacco legislation that imposes
significant financial burdens on tobacco companies. Of course, no offset
proposed in a budget is guaranteed; Congress can reject any proposed way
of financing a program. If Congress does not pass comprehensive tobacco
legislation, we will work with Congress to find other offsets. These are high
Administration priorities, and we will find effective funding mechanisms.

How much money do you expect to raise from tobacco legislation next year? What
about over five years? How did you come to this figure?

This budget is designed to reduce youth smoking by 30% in five years and 50% in seven
years, which is the President’s goal. We calculate that the necessary increase in the price
per pack will result in about $10 billion in revenue next year and $65 billion over five
years.

How much does your plan increase the cost of cigarettes?

In order to reach the President’s goal of reducing youth smoking by 30% in five years,
and 50% in seven years, this budget projects about a $1.10 increase in the price of
cigarettes over five years.

What programs is tobacco money used for in the budget?

In general, tobacco revenues go toward protecting public health and assisting children.
First, the budget provides for funds for anti-smoking activities that will help us meet the
goals of reducing youth smoking rates. In addition, there are funds in the budget to
support the commitment the President made when he announced his plans for tobacco
legislation in September to fund a dramatic expansion of health-related research in
America. Finally, in recognition of the states’ role in bringing suit against tobacco
companies, the budget provides for a substantial amount of money to revert to the states.
Some of this money can be used for any purpose. Other funds must be used on
state-administered programs to assist children (specifically, for child care, Medicaid child
outreach, and class size reduction).
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How much money is there for states in the budget?

The states will receive as much money over five years as they would have received under
the original settlement agreement. A large part of this money will be unrestricted; states
can use it for whatever purposes they choose. The rest of the money will go to states for
state-administered programs to provide child care subsidies and reduce class size. This
money represents the usual federal share of Medicaid recoveries, which the
Administration believes should go back to the states in recognition of the important role
the states played in bringing about this legislation.

Does your budget assume that the revenues from tobacco legislation will come from
increased excise taxes, or from industry payments pursuant to a settlement?

The budget assumes that the money will come from annual industry payments pursuant to
a settlement.

Some of the money is listed under a category called “Other Uses.” What is in this
category?

This category includes funds that will go to states to use as they see fit, as well as funds
for tobacco farmers and for a variety of other uses. We expect final tobacco legislation to
make specific allocations within this category.

Last week, several Republicans came out against tobacco legislation that would
grant the industry limits on liability. Many public health leaders are also saying
that tobacco legislation must not include limits on liability. Does the president still
favor a settlement that would include limits on industry liability?

The President will evaluate tobacco legislation as a whole to determine whether it
protects the public health. Liability limits are not necessarily a deal-breaker for us.
What’s important is achieving comprehensive legislation that includes, for example, a
large per-pack price increase, penalties for marketing to children, and broad restrictions
on children’s access to tobacco.

We hope that these kinds of statements (statements by Republican senators on liability)
don’t mean that some members are seeking to walk away from their responsibility to
protect children by enacting comprehensive tobacco legislation.

Piecemeal legislation won’t accomplish our goal. It’s not enough just to say we did
something if we don’t pass comprehensive legislation that really accomplishes our goals.
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DRAFT Tobacco/Budget Q&A DRAFT
1/30/98

In September, the President said the focus of tobacco legislation should not be about
money. In the budget you are submitting today, more than 60 percent of the
proposed increase in discretionary spending is paid for by tobacco legislation. Why
has the President changed course?

The President’s course has not changed -- Congress should send the President legislation
that will dramatically reduce youth smoking. Experts all agree the single most important
step we can take to reduce youth smoking is to raise the price of a pack of cigarettes
significantly. That is why last September, and again in his State of the Union speech, the
President called for Congress to pass legislation that raises cigarette prices by up to $1.50
per pack over the next ten years as necessary to reduce youth smoking. Our budget
simply scores that part of the President’s plan, and allocates the revenues to programs that
promote public health and assist children.

How can you assume revenues from tobacco legislation when it’s not at all certain
whether this legislation will pass?

[t is a normal part of the budget process to account for any revenues that will be raised
from proposed legislation. And we believe strongly that Congress will pass
comprehensive tobacco legislation this year. If everyone who says they are committed to
protecting children from tobacco rolls up their sleeves and gets to work, we will pass a
significant piece of legislation.

Why is it that some of the programs funded with tobacco revenues have no relation
to tobacco?

Most of the spending is directly related to tobacco such as health-related research and
smoking cessation programs. But we also wanted to ensure states get resources so this
budget takes the federal share and gives it to states for mutual goals -- child care and class
size are bipartisan top priorities.

Doesn’t attaching tobacco legislation to particular spending initiatives hurt the
chance of passing this legislation?

No. Itis a normal part of the budget process to propose how to spend any revenues raised
from proposed legislation. And we will work on a bipartisan basis with Congress if it has
other ideas on the best way to allocate these revenues. There is no reason why allocation
issues should hold up the process of comprehensive legislation.



How much money do you expect to raise from tobacco legislation next year? What
about over five years? How did you come to this figure?

This budget is designed to reduce youth smoking by 30% in five years and 50% in seven
years, which is the President’s goal. We calculate that the necessary increase in the price
per pack will result in about $10 billion in revenue next year and $65 billion over five
years.

How much does your plan increase the cost of cigarettes?

In order to reach the President’s goal of reducing youth smoking by 30% in five years,
and 50% in seven years, this budget projects about a $1.10 increase in the price of
cigarettes over five years.

What programs is tobacco money used for in the budget?

In general, tobacco revenues go toward protecting public health and assisting children.
First, the budget provides for funds for anti-smoking activities that will help us meet the
goals of reducing youth smoking rates. In addition, there are funds in the budget to
support the commitment the President made when he announced his plans for tobacco
legislation in September to fund a dramatic expansion of health-related research in
America. Finally, in recognition of the states’ role in bringing suit against tobacco
companies, the budget provides for a substantial amount of money to revert to the states.
Some of this money can be used for any purpose. Other funds must be used on state-
administered programs to assist children (specifically, for child care, Medicaid child
outreach, and class size reduction).

How much money is there for states in the budget?

The states will receive as much money over five years as they would have received under
the original settlement agreement. A large part of this money will be unrestricted; states
can use it for whatever purposes they choose. The rest of the money will go to states for
state-administered programs for child care and class size reduction. This money
represents the federal share of Medicaid recoveries, which the Administration believes
should go to the states in recognition of the important role the states played in bringing
about this litigation.

Does your budget assume that the revenues from tobacco legislation will come from
increased excise taxes, or from industry payments pursuant to a settlement?

We are not calling for a tax increase, we are calling for annual industry payments.

Some of the money is listed under a category called “Other Uses,” what are these
programs?



We have included in this category funds for issues that will ultimately be resolved in
tobacco legislation, but where the specific programmatic solutions remain unsettled.

Last week, several Republicans came out against tobacco legislation that would
grant the industry limits on liability. Many public health leaders are also saying
that tobacco legislation must not include limits on liability. Does the president still
favor a settlement that would probably include some limits on industry liability?

The President has detailed the five principles that he believes the tobacco legislation
should be based on. Liability protection for the tobacco industry is not one of them. By
the same token it is not a deal-breaker for us if we are able to achieve the President’s five
principles. What’s important is achieving those principles through comprehensive
legislation that includes, for example, a large per-pack price increase, penalties for
marketing to children, and broad restrictions on children’s access to tobacco.

We hope that these kinds of statements (statements by Republican senators on liability)
don’t mean that some members are seeking to walk away from their responsibility to
protect children by enacting comprehensive tobacco legislation.

Piecemeal legislation won’t accomplish our goal. It’s not enough just to say we did
something if we don’t pass comprehensive legislation that really accomplishes our goals.
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Table S-7. TOBACCO LEGISLATION ( "
S’ (Tn billions of dollars)
Estimate Total

1999
1999 2000 2001 2002 2003 2003

USES OF RECEIPTS FROM TOBACCO LEGISLATION
Federally-operated Programs:

Research Fund for AMETiCA v avrecoeeeee e ceencesaessssssssanse 3.6 46 5.0 517 63 258
Food and Drug Administration Enforcement Activities 0.1 0.2 0.3 03 03 1.2
Health and Human Services/Centers for Disease Control
Smoking Prévention ... 0.1 0.1 0.1 0.1 01 04
Medicare Beneficiaries Cancer Clinical Trials Dem-
ONSEYAIONL ... soieeeiressesremmeemmenennreeeesssssesssssssseannesraanassanssrnens 0.2 02 03 e e, 08
Subtotal, Federally-operated programs .......iccesiinens 4.0 5.1 56 6.1 67 215
State-administered Programs: .
Child Care and Development Block Grant ........eeerverre 12 13 14 16 21 75
Medicaid Child Outreach Reforms .....ccovervrreesesnainernnacns. 0.1 0.2 0.2 02 0.2 0.9
Class Size INIHAtIVE ....cccccsererscsnnrerrreerrameomecaesammecomrasmeeaosaanas 1.1 1.3 1.5 1.7 1.7 73
Subtotal, State-administered programs _..........c.ccooiene 24 2.7 3.1 35 40 157
Other Uses (Includes unrestricted funds for States, ces-
sation programs, farpoer assistance, etc) ... 3.4 3.9 46 5.0 54 223
Total USeS. .......cc..... e 98 118 133 145 161 655 (

TOBACCO LEGISLATION RECEIPTS PROPOSED ...... 98 11.8 133 145 161 655
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Q: In September, the President said the focus of tobacco legislation should not be about }%
money. In the budget you are submitting today, more than 60 percent of the C. CW'-/
proposed increase in discretionary spending is paid for by tobacco legislation. Why M G
has the President changed course? + L

A: The President’s course has not changed -- Congress should send the President legislation _
that will dramatically reduce youth smoking. Experts all agree the single most important Pﬂ"’\ ,
step we can take to reduce youth smoking is to raise the price of a pack of cigarettes
significantly. That is why last September, and again in his State of the Union speech, the
President called for Congress to pass legislation that raises cigarette prices by up to $1.50
per pack over the next ten years as necessary to reduce youth smoking. Our budget
simply scores that part of the President’s plan, and allocates the revenues to programs that
promote public health and assist children.

Q: How can you assume revenues from tobacco legislation when it’s not at all certain
whether this legislation will pass?

A: It is a normal part of the budget process to account for any revenues that will be raised
from proposed legislation. And we believe strongly that Congress will pass
comprehensive tobacco legislation this year. If everyone who says they are committed to
protecting children from tobacco rolls up their sleeves and gets to work, we will pass a
significant piece of legislation.

Q: Doesn’t attaching tobacco legislation to particular spending initiatives hurt the
chance of passing this legislation? '

A: No. It is a normal part of the budget process to propose how to spend any revenues raised
from proposed legislation. And we will work on a bipartisan basis with Congress if it has
other ideas on the best way to allocate these revenues. There is no reason why allocation
issues should hold up the process of comprehensive legislation.

Q: "How much mbh_ey do you expect to raise from tobacco legislation next year? What
about over five years? How did you come to this figure?

A: This budget is designed to reduce youth smoking by 30% in five years and 50% in seven
years, which is the President’s goal. We calculate that the necessary increase in the price
per pack will result in about $10 billion in revenue next year and $65 billion over five
years.

Q: How much does your plan increase the cost of cigarettes?
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A:

In order to reach the President’s goal of reducing youth smoking by 30% in five years,
and 50% in seven years, this budget projects about a $1.10 increase in the price of
cigarettes over five years.

Q:  What programs is tobacco money used for in the budget?

A:

VS
G,

Q:

Ldeciipd to-retmmte the states forsse-rstate

In general, tobacco revenues go toward protecting public health and assisting children.
First, the budget provides for funds for anti-smoking activities that will help us meet the
goals of reducing youth smoking rates. In addition, there are funds in the budget to
support the commitment the President made when he announced his plans for tobacco
legislation in September to fund a dramatic expansion of health-related research in
America. Finally, in recognition of the states’ role in bringing suit against tobacco
companies, the budget provides for a substantial amount of money to revert to the states.
Some of this money can be used for any purpose. Other fundsmpst be used on state-

administered pro to assist children (specifically, forChild care) Medicaid child
outreach, and c@ﬁ\rﬂ ).

How much money is there for states in the budget?

The states will receive as much u fetcd money over five ye s theéy would have X

received under the original settlement agreement %ﬁ). , the-states-will
recetve-more-th #0n for state-administered programg/t hildren, This

Ues
money represents the federal share of Medicaid recoverles which the Admini tration,b(&ﬂ :
cred-pr in'xecognition of the 1>’—'(A.@‘l‘(‘(/
< ad rbo *
Does your budget assume that the revenues from tobacco legislation will come from
increased excise taxes, or from industry payments pursuant to a settlement?

important role the states played in bringing about this 11t1gat1on

Lol bk A\ P
The budget does not say how t nds will be raised: it is compatible either with /J\, ‘r\(’-’
increased excise taxes or with a schedule of industry payments established in a \(J "a‘-M
settlement. - { A
e
Last week, several Republicans came out against tobacco legislation that would v %
grant the industry limits on liability. Many public health leaders are also saying o
that tobacco legislation must not include limits on liability. Does the president still \0( .,\
favor a settlement that would probably include some limits on industry liability? / N
&

The President has detailed the five principles that he believes the tobacco legislation \
should be based on. Liability protection for the tobacco industry is not one of them. By W
the same token it is not a deal-breaker for us if we are able to achieve the President’s five

principles. What’s important is achieving those principles through comprehensive

legislation that includes, for example, a large per-pack price increase, penalties for

marketing to children, and broad restrictions on children’s access to tobacco.



We hope that these kinds of statements (statements by Republican senators on liability)
don’t mean that some members are seeking to walk away from their responsibility to
protect children by enacting comprehensive tobacco legislation.

Piecemeal legislation won’t accomplish our goal. It’s not enough just to say we did
something if we don’t pass comprehensive legislation that really accomplishes our goals.
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What exactly is in the budget as an assumption of revenue from passage of tobacco legislation?
How much is it?

The budget assumes a stream of revenue in the five-year budget window of $60 billion, roughly
equal to raising the price of a pack of cigarettes gradually from --- cents today to $1.20 in 2003.

[DPC to check numbers.]

hoo2

Does the tobacco revenue you’re assuming in your budget come from a cigarette tax, or penalties
by the industry, or both?

The budget simply assumes a stream of revenue in the five-year budget window of $60 billion,
roughly equal to raising the price of a pack of cigarettes gradually from --- to $1.20. [DPC to

check numbers.] There are no other assumptions — it’s compatible with any framework of taxes,

penalties or industry payments.

What exactly does this tobacco money fund?

It funds the following:

D

2)

3)

4)

21* Century Research Fund. The budget includes $ billion for the 21* Century
Research Fund the President announced in the State of the Union. That fund includes:

oNIH funding of $ 20 billion over five years;
oCDC fundingof $ __ billion;

¢AHCPR funding of § ___ billion;

eNSFof$

eNASAof§

eCommerce programs (what are they?) of §
«DOD programs of §  (Are there others?)

The total for the 21* Century Research Fund is $ billion over five years [DPC to add
numbers]

Cancer Clinical Trials. The budget includes a 3 year $750 million demonstration that will
allow Medicare patients to participate in cancer clinical trials run by the NIH.

Child Care. The HHS budget includes a $7.5 billion increase over five years in the child
care block grant to states.

Other HHS Programs.

e Tobacco Control. The budget includes atotal of §  million for FDA regulatory
work and enforcement and CDC tobacco control programs over the next five years.

e Food Safety. Approximately $25 million of FDA’s food safety increase may be funded
with tobacco revenues. [Is this out now?]
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5) An Education Department initiative to reduce classroom size is funded at $ over five
years.

How 1s this different from what you've said previously?

It's not. We've said all along that we expect Congress to pass tobacco legislation which will
include payments and penalties from the tobacco industry that would gradually bring the price of
cigarettes to about an additional $1.50 per pack over ten years. The budget document simply
makes clear that we expect the revenue from that legislation to total approximately $---- in the
five-year budget window.

How was that amount calculated and by who?

The budget assumptions were calculated by OMB in conformance with the principles the

President has laid out. They were done using data from the Treasury Department to calculate the
effect of price hikes on consumption of tobacco.

Isn’t this an odd way to budget — relying on a tax that you hope will eventually deter all smoking,
and end up producing no revenue?

No — this is a strategy that is proven, and which the Administration has supported all along.
Remember, we’re supporting a sound public health strategy of a combination of industry
payments and penalties designed to increase the price of a pack of cigarettes by up to $1.50 in the
next decade — as needed to meet youth reduction targets of 30 percent in five years, 50 percent in
seven years, and 60 percent in 10 years. This budget includes a very realistic assumption of what
the revenue from this approach would be in the five-year budget window.

How did you choose which policy proposals will be paid for by the tobacco settlement and which
ones will not?

In general, funding from the tobacco legislation falls into two categories. One is spending that is
tied to the health consequences of tobacco use and uniquely suited for a separate funding stream,
such as the cancer clinical trials initiative and the 21* Century Research Fund. The other
category is responsibilities to assist children which the States and the Federal government share,
like the child care initiative.
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Doesn’t this mean that many of the policy proposals you’ve announced simply may not happen if
there isn’t tobacco legislation?

No. As we’ve said all along, our budget proposal makes clear that these proposals can be fully
paid for within the context of a balanced budget. Our budget assumes that Congress will pass
tobacco legislation, and we believe that this is a realistic assumption. The budget we are sending
to Congress includes a number of proposals to pay for our new initiatives — including tax
proposals and spending offsets. Of course, no offset proposed in a budget is guaranteed; the
Congress can reject any proposed way of financing a program. If Congress does not pass
comprehensive tobacco legislation, we will work with Congress to find other offsets. Thisis a
high Administration priority, and we will find an effective funding mechanism.

Why are some of the President’s key priorities funded with tobacco money? Is this just a ploy to

increase pressure on Congress to pass tobacco legislation? What are you going to do if Congress
doesn’t pass a bill this year?

First, let’s remember that every initiative in our budget submission, including these, are paid for
within the context of a balanced budget. The President is committed to that goal, and we’ll
simply find other offsets to support our key priorities if necessary. That’s what happens in the
budget process every year.

But we expect Congress to pass tobacco legislation -- it has bipartisan support. So does funding
for the NIH, and so does child care. We believe we’re going to be able to work with Congress to
pass these important initiatives. '

Realistically, won’t Congress reject tobacco legislation that includes limits on liability, given the

new RJ Reynolds documents that indicate that tobacco companies targeted children as young as
147

The new documents are very disturbing, but they only confirm what we’ve long suspected, while
making the need for legislation in this area more clear than ever. Comprehensive legislation
stands a far better chance of reducing youth smoking and protecting the public health than
lawsuits brought by smokers against the tobacco industry. The President will focus on the
legislation as a whole and ask whether it will reduce smoking and protect the public health. If it
meets these objectives, he will sign it. As we’ve said before, limits on liability are not
necessarily a dealbreaker; they should be weighed against, and viewed in light of, the public
elements of the legtslation.
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In September, the President said the focus of tobacco legislation should not be about
money. In the budget you are submitting today, more than 60 percent of the
proposed increase in discretionary spending is paid for by tobacco legislation. Why
has the President changed course?

The President’s course has not changed -- Congress should send the President legislation
that will dramatically reduce youth smoking. Experts all agree the single most important
step we can take to reduce youth smoking is to raise the price of a pack of cigarettes
significantly. That is why last September, and again in his State of the Union speech, the
President called for Congress to pass legislation that raises cigarette prices by up to $1.50
per pack over the next ten years as necessary to reduce youth smoking. Our budget
simply scores that part of the President’s plan, and allocates the revenues to programs that
promote public health and assist children.

How can you assume revenues from tobacco legislation when it’s not at all certain
whether this legislation will pass?

It is a normal part of the budget process to account for any revenues that will be raised
from proposed legislation. And we believe strongly that Congress will pass
comprehensive tobacco legislation this year. If everyone who says they are committed to
protecting children from tobacco rolls up their sleeves and gets to work, we will pass a
significant piece of legislation.

Isn’/d true that some of the programs funded with tobacco revenues have no
relation to tobacco?

Most of the spending is directly related to tobaccg«such as research and cessation
programs. But we also wanted to ensure states get resources so this budget takes the
federal share and gives it to states for mutual priorities -- child care and class size are
bipartisan top priorities.

Doesn’t attaching tobacco legislation to particular spending initiatives hurt the
chance of passing this legislation?

No. It is a normal part of the budget process to propose how to spend any revenues raised
from proposed legislation. And we will work on a bipartisan basis with Congress if it has
other ideas on the best way to allocate these revenues. There is no reason why allocation
issues should hold up the process of comprehensive legislation.



How much money do you expect to raise from tobacco legislation next year? What
about over five years? How did you come to this figure?

This budget is designed to reduce youth smoking by 30% in five years and 50% in seven
years, which is the President’s goal. We calculate that the necessary increase in the price
per pack will result in about $10 billion in revenue next year and $65 billion over five
years.

How much does your plan increase the cost of cigarettes?

In order to reach the President’s goal of reducing youth smoking by 30% in five years,
and 50% in seven years, this budget projects about a $1.10 increase in the price of
cigarettes over five years.

What programs is tobacco money used for in the budget?

In general, tobacco revenues go toward protecting public health and assisting children.
First, the budget provides for funds for anti-smoking activities that will help us meet the
goals of reducing youth smoking rates. In addition, there are funds in the budget to
support the commitment the President made when he announced his plans for tobacco
legislation in September to fund a dramatic expansion of health-related research in
America. Finally, in recognition of the states’ role in bringing suit against tobacco
companies, the budget provides for a substantial amount of money to revert to the states.
Some of this money can be used for any purpose. Other funds must be used on state-
administered programs to assist children (specifically, for child care, Medicaid child
outreach, and class size reduction).

How much money is there for states in the budget?

The states will receive as much money over five years as they would have received under
the original settlement agreement. The rest of the money will go to states for state-
administered programs for child care and class size reduction. This money represents the
federal share of Medicaid recoveries, which the Administration believes should go to the
states in recognition of the important role the states played in bringing about this
litigation.

Does your budget assume that the revenues from tobacco legislation will come from
increased excise taxes, or from industry payments pursuant to a settlement?

We are not calling for a tax increase, we are cal!ng for annual industry payments. )é

Some of the money is listed under a category called “Other Uses”, what are these

programs?
Wb & b peyme Wiy Y Lo
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We have included in the budget funds for resolving issues that will be resolved in tobacco



legislation, such as protecting farmers, but for which specific programs are still unsettled.

Last week, several Republicans came out against tobacco legislation that would
grant the industry limits on liability. Many public health leaders are also saying
that tobacco legislation must not include limits on liability. Does the president still
favor a settlement that would probably include some limits on industry liability?

The President has detailed the five principles that he believes the tobacco legislation
should be based on. Liability protection for the tobacco industry is not one of them. By
the same token it is not a deal-breaker for us if we are able to achieve the President’s five
principles. What’s important is achieving those principles through comprehensive
legislation that includes, for example, a large per-pack price increase, penalties for
marketing to children, and broad restrictions on children’s access to tobacco.

We hope that these kinds of statements (statements by Republican senators on liability)
don’t mean that some members are seeking to walk away from their responsibility to
protect children by enacting comprehensive tobacco legislation.

Piecemeal legislation won’t accomplish our goal. It’s not enough just to say we did
something if we don’t pass comprehensive legislation that really accomplishes our goals.
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Q: In September, the President said the focus of tobacco legislation should not be about
money. In the budget you are submitting today, more than 60 percent of the
proposed increase in discretionary spending is paid for by tobacco legislation. Why

has the President changed course? 1

A: The President’s course has not changed -- Congréss should send the President legislation
that will dramatically reduce youth smoking. /Experts all agree the single most important
step we can take to reduce youth smoking is‘raise the price of a pack of cigarettes
significantly. That is why last September, and again in his State of the Union speech, the
President called for Congress to pass legislation that raises cigarette prices by up to $1.50
per pack over the next ten years, Our budget simply scores that part of the President’s
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A. This budget is designed to reduce youth smoking by, 50% in seven years, which is the
President’s goal. We calculate that the necessary increase in the price per pack will result
in about $10 billion in revenue next 65 billion over five years.
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Q. How much does your plan increase the cost of cigarettes?

A. In order to reach the President’s goal of reducing youth smoking by 30% in five years,
and 50% in seven years, this budget projects about a $1.10 increase in the price of
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are also saying that tobacco leglslatlon must not include limits on liability.
Does the president still favor a settlement that would probably include some limits
on industry liability?
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GUIDANCE ON TOBACCO
JANUARY 29, 1998

LIABILITY

The President has detailed the five principles that he believes the tobacco legislation

should be based on. Liability protection for the tobacco industry is not one of them. By

the same token it is not a deal-breaker for us if we are able to achieve the President’s five

principles. What’s important is achieving those principles through comprehensive /
legislation that includes, for example, a large per-pack price increase, penalties for

marketing to children, and broad restrictions on children’s access to tobacco. W

. . aqe ' \
We hope that these kinds of statements (statements by Republican senators on liability) Qﬂ
don’t mean that some members are seeking to walk away from their responsibility to

protect children by enacting comprehensive tobacco legislation.

Piecemeal legislation won’t accomplish our goal. It’s not enough just to say we did
something if we don’t pass comprehensive legislation that really accomplishes our goals.

LIKELIHOOD OF COMPREHENSIVE LEGISLATION

TOIV
Kagan

Now that the members of Congress are back, we’re looking forward to sitting down with
them to do the hard work of crafting this legislation. We’ve had good conversations with
staff and members alike, and we believe that comprehensive legislation is not only
possible but likely if everybody who says they are committed to protecting children from
tobacco rolls up their sleeves and gets to work.
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Thomas L. Freedman
01/30/98 10:45:05 AM

Record Type: Record

To: Jerold R. Mande/OSTP/EOP
cc:
Subject: Draft Farmers Agenda

These are the notes | sent to Bruce for farmers meeting
------------------- Forwarded by Thomas L. Freedman/OPD/EOP on 01/30/98 10:43 AM =--==m--mmrmmmmmoeee s

Thomas L. Freedman
" 01/30/98 10:43:28 AM

Record Type: Record

To: Bruce N. Reed/OPD/EOP, Elena Kagan/OPD/EOP

cc: Mary L. Smith/OPD/EOP
Subject: Draft Farmers Agenda

I. Current dispute

* Ford vs. Robb

* Continue program vs. buy out

Split between flue-cured and burley

Ford support in Senate, Robb increase with farmers (health likes buy out)

Action in House-- Etheridge {companies buy) Baesler (combo Ford/Robb)

II. Upcoming Events

* Subcmtee Hrng Tuesday
* Conrad bill release

lll. Next Steps
* Process for choosing policy

* Hill strategy



Rl Vvl

JL ECONUMIC CUUNULL
01,/21/98 17:57 FAX_ | _ _ .. L.y oo00 NALL FEDERAL E . d002
[he }\(1 e feﬁd%ﬁ(?cl
UNITED STATES OF AMERICA
FEDERAL TRADE COMMISS!OE__ }. H'\
OFFICE OR e l] C_orce— N

CONGRESSIONAL RELATIONS

"'\‘o ',—\-OW\ Can T spibp?
. 1, 1998 —:5 HVFC A MYone
To: Elena Kagan

Domestic Policy Council A2 \ € we s 1\b(/ (é

Y «c(‘om }L( \MH‘E

From: Lorraine
FTC Office of
Subject: Update on FTC role in Tobacco Settlement
Jodie Bernstein, the FTC Dire rotection, Carol Kandp Pi; «da,
Legislative Counsel i the Office of myself want to visit wit: you

A couple of areas we want to discuss with you are-
(1) Adventising and marketing of tobacco products and FTC’s Section 5 authority,
(2) FTC/FDA jurisdiction and enforcement of pemussible levels of tar and pico ine.

We expect 10 be brief and if you have questions or concems beforehand, please call me (n L
202/326-2468.
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I. The settlement has 5 major goals:

(A) Prevent youth smoking;
-highest priority because most smokers start before
they are legal age

(B) Get current smokers to quit or reduce smoking;

(C) Make tobacco less hazardous for those that continue to
smoke;

(D) Avoid protracted litigation;
~-it is expensive for all parties

(E) Reduce involuntary exposure to smoking.

II. This memorandum focusgses primarily on the key portions of
the proposed Act that are designed to implement the firgt three
goals,

III. A general observation about the settlement:

A slight familiarity with the details of the settlement
would lead one to believe that thc cigarette companiee will
be paying large sums of money out of their own pockets. In
reality a large portion of the settlement will be borne by
consumers. To the extent that one belicves that the purpose
of the settlement should be to punish the cigarette
manufacturers, one would be disappointed to learn that
consumers will be paying a large amount of the settlement,
However, to the extent that one believes the most important
objective of the settlement should be to reduce youth
smoking, then having consumers pay for settlement, through

higher prices, is preferable to having the money come from
the tobacco companies.

IV. In this section we describe the two major economic proposals
of the sgettlement.

(A) The Bagse Annual Payments
-there are annual payments gpecified for a period of 25
years
~-there is an inflation factor applied to the payments
-when tobacco sales increase, the payment increases
proportionately. When tobacco sales decrease, the
payment declines if adult tobacco sales have declined
rclative to the base year. 'Under these c¢circumstances,
the payment declines proportionately to adult sales.
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-1f there is a reduction in the base payment, if
industry profits incrcase above the industry’s base
year net operating profits, then the annual payment
reduction will be reduced by 25%.

(B) The Surcharge .
-is a penalty if the industry fails to meet certain
targets for reducing youth smoking.

-the surcharge is $80 million per percentage point the
industry fails to meet the target. There is a
$2 Billion cap per year for the industry.
-the $80 million may be reduced by up to 75% (the
abatement) if firms meet youth marketing and other
restrictions
-the $80 million number will be adjusted
proportionately for percentage increases or decreasges
compared to base year profit.
-Each tobacco firm pays its portion of the surcharge on
the basis of its market share.

V. Problems with the Actual Settlement Terms
(A} Here's how the base payment scheme would actually work:

(1) If total volume of smoking increases, the
settlement increasee proportionately. In other words,
for increases in total volume the payment scheme is
equivalent to an excise tax per pack.! [While not
strictly an excise tax (in the sense that a per pack
tax is not tacked on at the sales register), tobacco
companies will recognize that their total payment, when
they come due, will be dependent on how many packs are
sold. Thus, the economic effect is as if they were
faced with an excise tax].

(2) If youth smoking declines and adult volume is

'Here’s an example: Suppose that total base volume is 200,
100 each for adult and youth, and the base payment is $10. This
can be thought of as a 5% excise tax. If total volume increases
25% to 250, the payment increases 25%, since the formula is

(total volume/total base volume) x $10 = (250/200)x $10 =
$12.50

Therefore, for increases in volume, the payment is a stable tax
per pack,.

-

”
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unchanged, the ‘excise tax" per pack increases.?®

(3) If adult smoking declines and youth smoking is
unchanged, the "excise tax® per pack decreases.’

(4) If youth and adult smoking decline Proportionately,
the “excise tax" per pack is unchanged.

’Here’s an example that illustrates this point. Suppose
that adult volume and youth volume are initially 100 each and
that the base payment is $10. Suppose that youth smoking
declines to 70 while adult smoking stays at 100. Using the
formula for the payment in case of a decline in total volume

(actual adult volume/actual adult base volume) x $10 =
(100/100) x $10 = $10

However, since the payment is made over a smaller total volume,
170, the excise tax rate is

$10/170 = 5.9%,

That is, the excise tax increases.

‘Here‘s an example that illustrates this point. Suppose as
before adult and youth volume are 100 each and the payment is
$10. Now suppouse that youth smoking is unchanged, but that adult

smoking declines to 70. Using the formula for the new payment,
we have :

(70/100) x $10 = $7

To convert to an excise tax rale we divide the payment by total
volume

$7/170 = 4.1%

Thus, when adult smoking declines and youth smoking is unchanged,
the excise tax dec¢lines,

‘Suppose the base numbers are as before. Now, suppose both
adult and youth volume decline to 70. Using the formula for the
new payment, we have :

(70/100) x $10 = $7

To convert to an excise tax, we divide the payment by total
volume
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(B) Comments on the base payment scheme;

(c)

(1) Why the asymmetry of (2) and (3) above? It’s not
clear from the language of the Settlement itself,
however, as noted below, this could easily be rectified
by having the actual payment be made equal to the-base
payment times actual volume over base volume.

(2) To the extent that Act is trying to reduce smoking,
the fact that the base payment scheme operates as an
excise tax rather than a lump sum payment is good.
Excise taxes are a proven method of reducing smoking,
especially for young smokers. Although true lump sum
taxes penalizc the tobacco companies, they do nothing
to reduce smoking.

(3) Although the base payment scheme is basically an
excise tax, which is good, there is an open question as
to what is the correct level of the excise tax. While
excise taxee can be an efficient method of forcing
individuals to internalize any negative externalities
produced by their behavior, a cursory view of the
empirical litecrature on the subject is mixed on whether
current cigarette prices (which already include
substantial excise taxes) are high enough fully to
internalize externalities from smoking.

(4) Higher taxes to reduce consumption, even if not
justifiable on standard *externality* grounds, could
perhaps be justified on grounds of paternalism towards
addicted adults.

Here’s how the surcharge will actually work:

From the tobacco companies’ perspective, the surcharge
over and above "Base payments* due is essentially a tax
per youth smoker. This is because every youth that
keeps smoking costs the industry. How much? Assume
there are 18 million people from ages 13 to 17 (the age
groups in Apendix V, scction A), of which 14.5% smoke
on a daily basis [a rough, though not completely
accurate, estimate taken from “Monitoring the
Future"]--that’s 2,520,000 tcenage smokers. 1% of this
number is 25,200, The tobacco companies pay 80 million
tor every 25,200 teenagers that do not quit - that'’s

$7/140 = 5%

The excise tax rate is unthanged.

4

5
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$3,175 per youth smoker.

From the smoker’s perspective the surcharge will work
as an excise tax. Suppose that the industry has to pay
the maximum tax: $2 Billion. Sales of cigarettes
approximate 25 Billion. That’s 8 cents per pack. .

However, the tax per youth smoker and the excise tax
due to youth smoking are likely to be appreciably
smaller:

First, it is plausible that the cigarette companies
will work hard to do whatever it takes to meet the “no
marketing to youth" and other restrictions in order to
qualify for the 75% abatement from the maximum $2
billion in surcharges. If this happens., then the tax
per youth smoker drops to $794, and the excise tax due
to the surcharge drops to 2 cents a pack. Second, if
profits in the cigarette industry fall, then the
abatement falls proportionately. Experience shows that
if companies are regulated on the basis of their
protits in a particular line of business, they will
find ways of lowering profits, such as taking profits
in other lines of business and incurring higher costs.
Suppose that due to the new incentives, industry
profits drop by %. Then the per youth smoker drops to
$397 and the excise tax drops to 1 cent a pack.

We do not wish to suggest that these numbers above are
highly accurate estimates. However, the above rough
estimates do suggest that the youth surcharge may not
have muc¢h economic punch, with the exception of
incentivizing the tobacco companies to comply with the
minimum specified restrictions on youth marketing, etc.
that. would enable them to qualify for the abatement.

(D} Problems with the Surcharge

(1) The Free Rider Problem with respect to the penalty
-Recall that each firm pays for its gharec of the
surcharge according to its market share. This
allocation lead to a free rider problem because a
firm that recruits an underage smoker gets the
full benefit of that smoker patronage, but the
surcharge is split among its competitors based on
their total market ghare, so a firm still has an
incentive to attract underage smokers.
~This may be a situation where antitrust immunity
could enable the industry to overcomc the free
rider problem, however there are more direct ways
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of dealing with this particular problem. In
particular, basing each firm’s surcharge on the
change in its sales of cigarettes to youth

(2) Problems with uging profits
-As mentioned above, there is a strong reason to
suspect that if the industry payment is tied to
profits, that the tobacco companies will have an
incentive to allocate profits to other non-tobacco
lines of business and deviate from cost
minimization by converting profits to higher
salaries and waste.
~The free rider problem may also be relevant here,
since the Act uses industry average profit

(3) Problem with using the abatement
-rewards meeting minimum standerds rather than
results (but note that there is no free rider
issue here, since the abatement process looks at
individual firm effort)
-could be counterproductive, if all it does is
encourage youth smoking by increasing the
"forbidden fruit' aspect of smoking (almost
certainly there must be public health studies that
look at cross-state and cross-national variations
of the effects of implementing laws making
cigarettes more difficult for teenagers to buy and
banning certain types of advertising. (Note: To
the extent that c¢cigarette advertising and
marketing are simply a fight among firms for one
another’s existing customers, requirements to
reduce these activities (and thereby qualify for
the abatement) are profit-enhancing for tobacco
companies, especially those that have relatively
ineffective campaigns. 1In effect, banning certain
of these activities may enhance industry
profitability without much affecting total demand
for their products.)

vI. Othei Potential Problems with the Settlement
A, Disincentives for Desirable Innovations
--Mandatory cross-licensing could lessen the incentives of

participating companies’ to innovate reduced risk tobacco
products. '

One goal of the proposed legislation is to foster

production of reduced risk tobacco products. The proposed
legislation contains several elements designed to prompt such

6
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innovation by the participating companies. we strongly
suspect, however, that at least some of thesc claimed
incentives to innovate may end up having precisely the
opposite result. In particular,

Title I (E) (4) provides that:

The manufacturers will be required to notify FDA of any
technology that they develop or acquire and that reduces the rigk
from tobacco products and, for a commercially reasomable fee, to
cross license all such technology, but only to those companies
also covered by the game obligations.

Title T (E)(4), Proposal at 14. Requiring cross-licensing of
this technology may reduce research and development
competition among tobacco companies because a firm with
leading technology would not be able to benefit from its
innovations to the exclusion of other firms with less valuable
innovations, A rough, but useful, analogy might be to
proposing a repeal of the patent laws (or property rights
generally) and requiring mandatory licensing by firms or
individuals that develop valuable innovations. The primary
economic rationale for patent protection is, however, that
rights to one's innovation provide the prospect of economic
reward to the innovator, without which investment and
innovation are far less likely to occur in the first place.
If the participating tobacco companies are, in fact, the most
likely source for new reduced risk technology, this
cross-licensing mandate would seem to lessen the likelihood
that the companies will allocate the research and development
funds necessary to develop these reduced risk tobacco
products, and therefore that they will not be developed at
all, It therefore seems likely that incentives to innovate
reduced risk tebacco technology would be increased--and the
public heath better served--if this provision were deleted
from the proposed legislation.

" B. Unclear Scope of Antitrust Exemption

Beyond the proposal to, in effect, raise cigarette prices
through imposition of what would essentially be an additional
“excise tax," the agreement goes further by proposing an
exemption to the antitrust laws. The proposed antitrust
exemption breadly states:

In order to achieve the goals of thisg agreement and the Act
relating to tobacco use by c¢hildren and adolescents, the tobacco
product manufacturers may, notwithstanding the provisions of the
Sherman Ac¢t, the Clayton Ac¢t, or any other fedaral or stata
antitrust law, act unilaterally, or may jointly confer,
coordinate or ac¢t in congert, for this limited purpose.
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Appendix IV (C)(2), Proposal at 50.

The agreement goes on to provide that the Department must
approve any such "process or plan“ that is to be exempt from
the antitrust laws: -

Manufacturexs must obtain prior approval from the Department of
Justice of any plan or process for taking action pursuant to thig
gsection; however, no approval shall be required for apecific
actions taken in accordance with an approved plan,

Appendix IV (C)(2), Proposal at 50. This draft provision
provides no procedural guidance to the Department or to the
participating companies regarding such approvals. The draft
provision sets no standard for granting such approvals; it
does not set a time limit for Departmental approval; and it
does not provide for any remedy if companies act before the
Department approves proposed activity, Most fundamentally,
this proposal raises policy qQuestions regarding the extent to
whether tobacco companies ought to be permitted to act in
concert to raise prices. If (as seems likely) the monopoly
price for cigarettes is above the price that would be produced
by the annual payments-generated "excise tax,* antitrust
immunity would lead to a) higher prices (largely, one would
expect, to already addicted (i.e., inelastic) smokers), b)
reduced cigarette consumption (the precise reduction would
depend on the demand elasticity for cigarettes in the relevant
range), and c) higher profits to the cigarette companies.

One could make an economic case for raising prices and cutting
cigarette consumption by the amounts implied by this proposal
if there is good reason to believe that, at pre-collusion
prices, cigarette smoking produces a combination of a) strong
negative externalities (an issue on which, as noted below, the
evidence seems to be mixed), and/or b) still too much smoking
by youths who are probably too immature to make intelligent
decisions about whether or not to amoke, c¢) Paternalistic
motives towards those who are already hooked’. Otherwise, the
usual deadweight loss arguments for antitrust scrutiny of
collusive behavior would seem to apply. If one were to

- eXpressly authorize monopoly pricing, there is an additional
issue of who gets to keep the monopoly profits. The large

It is worth noting an obvious tension between, on the one
hand, seeking to help addicted smokers by getting them to cut
back on cigarettes while at the game time charging them more
money in the process. Insofar as a smoker quits, you may have
done him a favor. Insofar as a smoker remains hooked, *he is now
not only suffering from cigarettes, he is poorer as well.

8
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transfer of consumer surplus to tobacco companies could, if
socliety wishes, be taxed away in some lump-gum fashion. One
possibility might be to estimate.in advance the profitability
Lo the tobacco companies of colluding under the provisions of
this settlement and impose a lump-sum tax of that size up
front. Alternatively, one might adjust the terms of the
settlement s0 as to raise the "excise tax" closer to that
which would generate closer to monopoly pricing in the
industry. This way more (though not necessarily all) of the
monopoly rents would be handed back to the government.

VII. What might an "Ideal" gettlement look like?

The answer depends on just what goals we are trying to
achieve. The following identifies some of the goals implicit
(or explicit) in the settlement, and describes very briefly
proposed ways of achieving them most efficiently.

Goal (A): Reduce smoking generally

(1) insofar as smokers do not consider the costs of
secondhand smoke and the higher expected health care costs
they impose on society (assuming those costs exceed the
pension benefits they lose due to their early deaths), they
tend to smoke too mueh (i.e., the full cost of smoking
includes those costs that smokers don’t pay for, inosfar as
their smoking decisions do not take them fully into account,
they smoke too much)

(2) solved by excise tax = costs they impose on
society (with such a tax, a decision to smoke based only on
the price of cigarettes and factors internal to the smoker
would retlect the full costs of smoking)

(3) recent externality estimates range from 19 cents
a pack to $4.80 a pack (a range that’s too broad to be of much
use since it runs from a fraction of the current excise tax to
a multiple of it and thus leaves us uncertain as to whether
smokers impose costs on society or subsidize non-smokers)

(4) paternalism could be yet another appropriate
motive for raising excise taxes by more than estimated
negative externalities

Goal (B): reduce underage smoking

(1) underage smokers seem to act relatively
myopically (Chaloupka JPE 1991 pp. 722-42 finds that smoking
by ¢lder smokers supports the Becker-Murphy model for rational
consumption of addictive goods, but smoking by younger smokers
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does not)

(2) solved by an excise tax on underage smoking with
each firm's tax based on number of kids smoking its brands

Goal(C): punish tobacco firms for fraud/deception

optimal fines are lump sum (otherwise cost passes
through)

Goal(D): Get companies to accept settlement. This may require
not punishing them severely.

VIII. Practical improvements in the settlement

(A) Have the base payment adjustment be more purely an-
excise tax, Instead of the formula described and critigued
above, make the payment equal to sales times a constant tax
rate (i.e., make it simple and straightforward with incentives
pointing in the right direction)

(B) Calculate each firm’s surcharge on the basis of the
change in its sales to kids to eliminate the free rider
problem :

(C) Base adjustments in the surcharge not on profits
(which are hard to observe and easy to distort) but on
revenue. This would help ensure that the surcharge is not
avoided by accounting gimmicks and tobacco firms would have
every incentive to minimize their costs.

(D) The 75% surcharge abatement makes the settlement for
underage smoking 75% regulatory command and control and only
25% market incentives. Consider reducing the extent to which
companies can get around the full surcharge by meeting
Criteria other than performance targets (i.e., reductions in
number of kids hooked) .

(E) If the externality evidence for adult smokers is
weak, consider trading off some of the base payment for more
surcharge

(F) Greater guidance needed on just what types of
"industry cooperation® the antitrust authorities are to be
approving. One possibility would be to have antitrust
immunity attach only in certain limited circumstances; for
example where, in the view of the antitrust authorities, the
joint conduct of the participating companies will be primarily
Lo reduce the sale to children and adolescents in the United
States of tobacco products produced by the parties. No
blanket exemption for cartel behavior across the board.

10
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Finally, consider fixing certain drafting problems in the
proposed resolution. For example,

1) change p. 8 to a ban on tobacco companies distributing
non-tobacco merchandise. (rather than a ban on possession of
such merchandise). =
(2) p. 19 should exempt cigarette papers from the ban on use
of non-tobacco ingredients (since otherwise it would likely
ban all manufacture of cigarettes).

(3) p. 30 should exempt homes and private apartments from the

ban on smoking (i.e., 10 people can be a big family or a
weekly party).

11
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Effects of the Tobacco Scttlcxﬂent on Toebacco Farmers and the USDA
Price Support Program

The Tobacco Settlement between numerous States’ Attomceys Geueral and the Tobacco
Industry on Friday June 20 is aimed at resolving issues relating to underage smoking and
reimbursements to States for Mcdicaid expenditures related to tobacco-related illnesses.
The Settlement also sets national standards controlling the manufacture of tobacco
products, restricts advertising alternatives, and mandates a nationwide smoking cessation
program. There are no immediate and direct implications for tobacco farmers or the
USDA price support program. Nonetheless, there will be indirect effects resulting from

the Settlement as the industry restructures in compliance with the 9 titles included in the
Settlement, :

Agriculture as Addressed by the Settlement

Direct mention of the USDA or tobacco farming occur in two instances within the
agreement. The first simply states that tobacco farmers will not be subject to additional
regulations over and above those existing for other producers of raw products, “Tobacco
farmers will face no greater regulatory burden than the producers of other raw products
regulated by the federal government ” [Title I, Subtitle E. (See appendix)]

The second mention of agriculture addresses the issue of limitations on FDA regulatory
jurisdiction and states: “— Grower Limitation: FDA jurisdiction does not extend to the

growing, cultivation or curing of raw tobacco (USDA has exclusive authority).” [Title V,
Subtitle A. (See appendix)] '

Indirect Implications of the Settlement for farmers

The primary implication of the Settlement for tobacco growers is added impetus to
discourage consumption of tobacco products, reducing the demand for leaf tobacco used i
in domestic manufacturing.

Declining consumption due to reduced underage smoking

Cwently, the proportion of total consumption attributable to underage smokers is not -
known with certainty. Estimates range ftom 3 to percent. U.S. consumption in 1996
was 487 billion cigarettes of which between 15 to 24 billion could have beea consumed by
underage smokers. The Settlement seeks to reduce underage smoking significantly over
the next decade and maintain the reduction theresfler:

Underage use of cigarette products must decline by at least 30% from estimated levels
over the last decade by the fith year after the legislation takes effect, by at least 50%
from estimated levels over the last decade by the scventh year after the legislation
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takes cffect, by at least 60% from estimated levels over the last decade by the tenth

year after the legislation takes effect, and remain at such reduced lavels or below
thereafter. (Tide I1]

If the Settlement reduces underage consumption by 30 percent by the fifth year,
consumption will decline between 5 to 8 billion pieces, assuming underage consumption of
15 to 24 billion cigarcttes annually. This is the equivalent of 5.7 to $.2 million pounds of
tobacco (farm sales weight), based on current domestic leaf use per cigarette, U.S.
tobacco production in 1996 was 1,517 million pounds.

The Settlement also covers smokless tobacco products in much the same terms as
cigarettes. This increases the number of leaf types that may be affected,

Declining adult consumption may result if prices risc because of the Settlement.

At this point, it is difficult to tell how the Settlement will affect retail cigarette prices,
Cigarette companies are liable for huge payments under the agreement, beginning with an
up-front payment of $10 billion at signing and $8.5 billion due at the end of the first full

_ calendar year following signing. The up-front penalty equals approximately 41 cents pee
pack (20 cigarettes) based on 1996 U.S. consumption and 26 cents per pack based on
total output (including exports). Adding the first annual payment raises the amouat to 76
cents per pack for domestic sales and 49 cents for total output. Retail cigarette prices
averaged 31.91 nationwide in 1996. Wholesale prices were 99 cents per pack for
premium cigarettes, which make up about 72 percent of total output.

Given the imperfectly competitive structure of the cigarette industry and inelastic
consumer demand, we would expect much of the additlonal costs to be transferred to
consumers. However, in the past, the cigarctte industry has reduced wholesale prices,

such as in 1993 when the prices for premium cigarettes were slashed to regain market
shate from discount brands.

Some respected Wall Street analysts are forecasting a S0-cent per pack increase at the
wholesale level, corubined with a consumption decline of about 1 I-percent.

Using a commonly accepted price elasticity of demand for cigarettes, the following table
illustrates potential changes in cigarette consumption with 4 levels of retail price increascs.
The change in cigarette éonsumption is converted to change in domestic leafuse for each:
price change, These estimates assume no change in the proportion of imported tobacco
leafused in U.S. manufactured cigarettes. A $1.00 increase in the retail price of a pack of
cigarettes results in a 20.9 percent decrease in cigarette consumption and a 116.7 million
pound decrease in domestic leaf use, about 8 percent of U.S. production in 1996,
Likewise, a 25 cent increase in the retail price results in s 5.2 percent decline in cigarette
consumption and a 29.2 million pound decline in domestic tobacco use, about 2 percent of
1996 U.S. production. '
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Estimated affects of cigaretie price Increascs

1994 avenige prico por pack (3) 191
1990 total U.S, congumgtion (billlon clgarettes) 487
Ptice olasticity of demand 0.40
domestic
use per
. 1,000 domestic
prica chenge pctchngprice petchngvel  quanfity cigaretes use pctchng ost chag
cents petcont paroant billlong o, mil. tha il {ba,
25 131 5.2 482 1,144 528 62 -29.2
&0 B2 -10.5 438 1.144 4385 <10.5 683
76 393 -15.7 411 114 470 -15.7 875
100 52.4 «20.9 385 1.144 440 209 -118,7

The cigarette industry uses both domestically grown and imported tobacco leafto
manufacture cigarettes. In 1995, the most recent data available, U.S.-manufactured
cigarettes contained about 35 percent foreign tobacco leaf. U.S. tobacco growers likewise
supply both domestic cigarette manufacturers and the export market. In 1996, leaf
exports accounted for about 33 percent of U.S. production. U.S.-manufactured cigarettes
are consumed domestically and cxported. In 1996, 32 percent of the cigarettes
manufactured in the United States were shipped overseas.

The effects of changes in domestic consumption of cigarettes on tobacco growers are
tempered by prospects for foreign demand for U.S. cigarettes and the proportion of
foreign tobacco used by U.S. cigarette manufecturers. The impact of the Settlement and
associated price changes on the mix of domestic and foreign leaf used by manufacturers,
and the level of leaf imports, is difficult to determine. As manufacturers attempt to cut
costs, use of lower-priced imported leaf may rise, accentuating downward price pressures
onU.S. tobacco leaf. If, however, facing declining domestic consumption, manufacturers
export more cigarettes, that could temper any downward price pressure on U.S. tobacco
leaf. Currently tobacco leaf imports are limited by a tariff rate quota; however, in the past
year, only about 68 percent of the quota was utilized, In addition, imported leaf which is
used to manufacture cigarettes subsequently exported is subject to a duty drawback. If
domestic consumption is relatively stable, manufacturers will fikely continue using the
same proportions of domestic and foreign leaf -

The increase in retail cigarette prices may be less than indicated by the size of the penalties
to be paid by the manufacturers. The Settlement contains a provision (Title VI B. S. (See
appendix)] which rebates part of the penalty paid by manufacturers if adult consumption
falls below the 1996 level. This provision should negate some of the price effect of the
penalty by enabling manufacturers to use the rebate to lower prices and thus regain sales.
In addition, the penalties are paid using pre-tax dollars, further lessening the financial
burden of cigarette manufacturers and reducing amount prices might be increased.

. Advertising expenditures, which total about $6 billion annually for the industry, are likely
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to decline also.

Indirect Implications for the USDA Tobacco Program

The indirect implications for the USDA program are mainly political in nature.
Congressional attention focused on the Settlement has already spawned tangential
tobacco-related legislative proposals, such as the bill introduced by Senator Mitch
McConnell to have cigarette manufacturers cover the costs of the Tobacco Program. In

recent sessions of Congress, the Tobacco Program has come under attack and narrowly
survived,

TOTEL . @S



( Preliminary — NOT final )
THE “LOOK BACK” SURCHARGE

The settlement attempts to provide economic incentives to promote “dramatic and immediate
reductions in the number of underage consumers of tobacco products.” Manufacturers-would
face surcharges if the tobacco-use reduction targets are not met. Surcharges will be imposed on
the basis of a “look back” comparing actual teen tobacco use percentages to the targeted
reduction percentages.

Will the surcharge be effective? No.

Our initial calculations indicate that the present value of the stream of profits Jfrom a higher
percentage of teen tobacco use exceeds the

cost of the surcharge by a factor in the Underage Daily Tobacco Use Percentages and Targets
range of 3 to 6 -- hence, the economic percent Michigan Survey Data and Settlement Look Back Targets
incentive to firms to reduce teen smoking 2
will not be effective. sl
. The daily tobacco use percentage . _**
-for underage teens in 1996 was 14| .
18.2 % -- well above the target “ Use reduction targets
base of 15.2 % (calculated from ?r Historical data
data over the past 11 years). 10 -
. . oL
. The surcharge would be imposed
beginning in the 5th year after or
enactment and every year P T S R S T SR S S

. 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009
thereafter based on the difference

in the actual and targeted .
percentage reductions in underage use -- at the rate of $80 million for each percentage
point (adjusted for changes in the size of the relevant population and industry profits).

. For the case of no change in the level of teen daily use (staying at 18.2 %), the surcharge
for the fifth year would be about $660 million (in 1997 dollars). The present value of the
future profit stream from the additional smokers above the target would be much higher
at about $3.6 billion -- 5-1/2 times greater than the cost of the surcharge. (After-tax
comparisons would yield the same ratio under the assumption that the profits tax rate
remains unchanged through time.) Similar ratios apply to the surcharges in other years.

. If we assume that teen use declines because of higher cigarette prices from higher excise
taxes, the use percentage falls to about 13-1/2 percent and the surcharge in the fifth year

would be about $400 billion and the present value of profits would be about $1.4 billion
for a ratio of about 3-1/2.



These results indicate that to be effective, the surcharge would have to be increased by a factor of
about 3-1/2 to 5-1/2, or somewhere in the range of $280 million to $440 million per percentage
point.

Some Assumptions:

Discount rate: 4.0 %
Profit per pack: $0.30
Intensity of use: 1 pack a day

Survival probability: taken from FDA rule in Federal Register

Teen population: Census middle series

Teen price elasticity: -1.0  (second scenario assumes that % decline in use translates in to %

decline in users)



THE TOBACCO SETTLEMENT PAYMENT MAZE

($ Billions)
) l
Lump Som Cash Payment

I
hi
Public Health Funds
Smoking Cessation

VOIS smiking Wkiative
FDA enforoement

State and Local ASSIST
Research

NASCAR, Redeo
Counter-Advertising
Ussllocated :

SUBTOTAL
Tort Fund
“Pubdlic Heatth Trust® _

‘Medicaid Payments to States

TOTAL

Upoa
Enactment
0.0

N U U B B

[-.

10.0

1231 of

Year] Year2 Yesrd

1.0
0.125
03
0.075
0.1

0.5

2.1*

4.0

8.5

0.075
0.1
0.075
0.5
2175

40

0.825

9.5

*First Year oumber for Public Health Funds is supposed to be capped a1 2.0

Amouats do oot include: (1) additional liability payments not covered by tort fuad (up t an additional $1 billion per year),

4.0

3.675

14.0

(2) youth smoking reduction pesalties (up 1o $2 billion per year); or

(3) anomeys fees

- ¥

Year6 Year? Year
15 15 15
o5 Bos 0225
03. 03 03
0.125 0125 0.125
ol ot ol
007S 0075 0TS
0s 05 0S5
0175 O.I75 0ITS
30 30 30
40 40 40
25 25 25
55 55 55
150 150 150

- W

s

15.0

15.0

18:80 L6/02/80

8

yoo



Towes

CDC’s Proposed Public Health Initiative

Resources potentially resulting from the tobacco settlement should be used for unmet public health needs.
We propose using the settlement dollars in three high priority areas:

¢ School-based Health Education: This initiative would implement comprehensive school health /
programs in every State in the Nation and develop and disseminate model policies and programs
through national partners. ($100 million)

@ Implement Known and Effective Prevention Strategies for Youth ($550 million)

¢ Tobacco: The initiative would implement a comprehensive approach to tobacco use prevention and /
substantially strengthen state-based tobacco efforts. ($230 million)

e Other important youth priorities ($220 million) —— \/

- Safe America: Through Injury Prevention and Control
- Healthy Homes, Healthy Children

- Hazardous Chemical Exposures in Children O

- Prevention of STD-related infertility in youth ()

I1. /Develop and Address Unmet Opportunities for Prevention ($290 million)

e Cardiovascular Disease: No national public health program addresses this major cause of /
tobacco-related death. This initiative would establish that capacity in all States. ($100 million)

¢ Monitor the Health of the Nation: It is vital to have in place adequate health information systems
to monitor the impact of public health efforts. CDC and the States do not have the capacity to do
this. This initiative would build it. ($120 million)

¢ Other Priorities ($70 million)
- Asthma prevention
- Capacity for Occupational Safety and Health
- Folic Acid for Healthy Babies and Adults -

@ Protect Public Health: Repair Past Damage and Prepare for Urgent Threats ($520 million)

¢ Prevention Block Grant: Public health has eroded over the last two decades, as reported by the
IOM. Doubling the prevention block grant would repair that erosion and direct resources to States
to use as they see fit to address public health needs. ($150 million)

e Infectious Diseases: Emerging and Reemerging Threats: Infectious diseases are the third leading /
cause of death in the United States. This initiative would implement “A Prevention Strategy for the
United States.” ($120 million)

o Other Priorities ($250 million)
- Vaccine-preventable Diseases /\ ////_\ /
- Emergency Preparedness
- Preventing Environmental Disease S



