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The Tabazi_:co Settlement

1. Economics of Cigarettes

Per Pack: E

Retail Price 1.85

Fed. Tax 24

State Taxes .34

Distributors .44

Wholesale .83

Wholesale .83

Marketing .23

Lega,l 026 :
- Other 25 :

Profits 33

Industrywide: I

Retail Sales $45 billion :

Taxes $14 billion ;

Distributors $11 billion f

Manufacturers $20 billion ‘

Of which: $5.5 billion marketing and advertising
$600 million legal  ~ }

$8.4 billion operating profits
2. Industrial Organization '
Premium cigarettes are about 30 cent$ more per pack at wholesale than discount
cigarettes. Operating profits are much more closely related to premium cigarette
sales than to overall sales. Economic profits may be thought of as proportional to
premium sales. ;

Elasticity of demand is approximately -.4 or =.5.
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Sales (Market Shares)
Pramium

Philip Morris 104.8
RJR Nabisco 75.0
BAT' ’ 35.7
Lorillard 38.1
Liggett 24
Total 346.0

BAT (Brown & Williamson) informati:on was calculated as a residual from
industry information and the information available from the other companies’

10K reports.

I
Philip Morris has 2.43 billion shares outstanding at about $42 per share, for a

DEPSEC TREAS
Diseount
(56.3): 35.0 (26.2)
(21.7), 44.1 (32.1)
(103); 481  (35.1)
(11.0): 2.8 (1.7)
(0.7) 6.7 (4.8)

(71.8)) 137.2  (28.4)

total market value of $102 billion.

Philip Morris earns 1/3 of its profits in domestic tobacco and 1/3 in foreign
tobacco. Poreign sales are about 660 billion vs. 230 billion domestically, but
margins are much lower in foreign sales. However, the foreign business is
growing while the sales of domestic cigarettes are following a long texm trend of

falling 1-2 percent per year.

3. Financial Terms of the Settlement

$10 billion will be paid upfront, in proportion to market value, So Philtp Morzis
will pay about $6.5 billion. The agreement.specifies that this amount will be
tax deductible, meaning that the cost is equal to approximately 14 months’
pretax profits for the industry. I don’t know whether settlements in tort claims
are normally deductible business expenses. These costs should be treated the
same way as normal tort settlements for tax purposes.

The industry also agrees to pay an exﬁse tax per pack of cigarettes sold. The pre
pack figures given below are overstated by the fraction of the tax to be borne by
smokeless tobacco. These taxes should be, and will be, deductible as ordinary

business expenses.

1998 35 cents a pack.
1999 39 cents a pack.
2000 48 cents a pack.
2001 S8 cents a pack.
2002 62 cents a pack.
After 2002: 62 cents a pack.

Total

@oog
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All taxes are to be adjusted for inﬂatic;'n, defined ag the maximum of the CP[
adjustment and 3%. If consumption remains unchanged, the tax will raise $8.5
billion in 1998 and $15 billion in 2002 and thereafter. Predictions based on the
elasticity of demand is that cansumptjon should fall 15% once the full tax is
phased in, beyond the normal trend of 1-2% per year.

There is also an excess profits tax of 25% of the industty’s real domestic tobacco
profit growth, up to the point where the total tax bill would be the same as if
there were no reduction from 1996 sales. [ assume that this sum will also be paid
through a further increase in the tax rhte rather than by companies actually
having to pay a portion of their profits.

The “Public Health Trust” receives $2.5 billion the fixst two years, then $3.5
billion, then $4 billion, then $5 billion, then $2.5 billion. Among the mandated
uses of the money is $75 million for ten years to compensate events, teams, or
parHeipants (race car drivers) wha loge tobaceo sponsorship money.

No class action or punitive damage claims. In any event, total payments will not
be more than $2 billion per year for all tort claims. (Any excess is rolled over and
queued up.) Any leftover money, if the $2 billion is not reached, ia distributed by
a commission appointed by the President. Note the awful incentive problem.
The tobacco companies are totally insured against all such judgements, and in
fact would have no incentive to defend against them. However, the public
health and government entities that would be the residual claimants on these
funds would have an incentive to minimize payouts.

3

4, How to Value the Settlement

The 14 months’ pretax profits that must fund the initial settlement may be worth
about 14% of the domestic businesges of the companies. This assumes that real
profits will decline by 2% a year, and ‘should be discounted by 10% a year. This
imputes a value to the business of roughly '$40 billion (for after tax profits of
about $5 billion), once the litigation is settled.

However, we must also consider the business lost because of the tax increase.
One estimate would be that because business is supposed to drop 15% the long
run value of the businesses will be 15% lower. There are arguments that can be
made to raise (or lower) this number, principally based on whether prices will
rise by more or less than 100% of the tax. You can have theoretical models that
go either way. If the tax is passed onidollar for dollar, maybe the 15% number is
right, and the companies are taking a 29% hit.

There is also the issue of how the lawyers are to be compensated. If that is
additional money that does not come from the current agreement, then the total
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cost to the companies may be substantially more. If the lawyers are to be paid an
extra $5 billion in expectation, for example, then (a) the total cost of the
settlement to the compandes rises to 35% and (b) we can be sure that the mone
cornes from funds that otherwise would go to the states. More on lawyers later.

5. Youth Smoking

- If youth smoking falls by less than 35% over the next 10 years, an additional tax
of 8 cents per pack will be added to the price. However, if companies can show
that they took appropriate measures to attempt to reduce such smoking, then the
tax is reduced by 75 percent. If youth smoking is reduced by 35-60 percent the
tax is reduced linearly. .

Given the estimate that youth smoking has an elasticity of demand of perhaps -1,
the 40 percent increase in initial prices combined with the secular fall in cigarette
demand should make the youth smoking goal attainable. In any event,
depending on how the requirements for receiving the tax reduction are enforced,
the tax might ba very small anyway.

A better approach might be to raise the age for smoking from 18 to 21, perhaps
over a five year pcriod. This would pliminate legal smoking by all high school
students, and make it much less likely that the typical 15-17 year old would
have close friends with easy, regular access to cigarettes. Presumably there is
some data on this.

Using some of the money collected to, pay a workmen's compensation program
type program of disability payments to smokexs who became disabled before
normal retirement age might be a way to improve the incidence of the program.
It would also be 4 good way of discriminating between young and old smokers,
so that the young would face high prices while the old would suffer less from the
incidence. . -

_ 6. What makes the program a tax?

*Payments are (essentially) a fixed amount times number of packs sold.
*New entrants to the basiness, who are not liable for any past damages, would
still be required to pay the same amount per pack.

7. Lawyers’ Fees

The lawyers have managed to keep their fees out of the agreement. I think that it
is essential that those fees be resolved as part of the agreement, and that they be
related to the upfront payments rather than to the tax payments.
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There are two kinds of lawyers involved. The class action lawyers will be paid
based on the determinations of an arbitrator. The Wall St. Journal estimates that

- these lawyers may get $1 billion. It isunclear that their clients will get anything,
unless they subsequently file individual suits. The lawyers representing the
states have varying agreements. Some have said that they will use the arbitrator.
The Wall St. Journal estimated that these lawyers may try to get as much as 3% of
the gross value of the next 25 years’ tax revenues, or $11 billion. Some of these
lawyers have contingency fee arrangements that give them 25% of what the state
collects.

It scems to me to be a very bad idea to let the lawyers get a percentage of the
“money that is raised by their facilitatifig a tax increase. States should be able to
raise their cigarette taxes without having to turn over a portion of the revenue to
 their cigarette tort lawyers. Besides, we have had several tort suits where the
customers have only been compensated with coupons .....in this case many of the
“beneficiaries” are belng compensated with negative coupons!l!

My recommendation is that the agreement follow these terms: Overall legal fees
should be capped at some percentage;of the amounts paid up front, ideally with
a maximum of, say $2 billion. An arbitrator can examine all claims, and if the
claims approved are in excess of $2 billion then claims of under $1 million can be
given first priority, claims between $1-5 million next priority, etc. If the lawyers
are paid in this way then we can rest assured that any final settlement will
involve an adequate up-front paymerjt by the companies.

8. Summary of Potential Improvements to the Tobacco Deal

(i) Rajse the smoking age to 21 over § years. This and the price increase should
do more than telling kids not to smoke and strangling Joe Camel. 16 and 17
year olds will know less people who can buy legally, and no one in high
school would be able to buy cigarettes legally. '

(i) CAFE-style caps on the average level of tar and nicotine in a company’s
cigarettes. (Current deal limits tax and nicotine to 12 mgs/cigarette but says
nothing about averages.)

(335) Incentivize the companies to fight tort lawsuits by individuals. Asthe
proposal stands, the marginal cost ofiany tort settlements is borne by the

government and health agendes wha will not want to be put in the position o
fighting these plaintiffs. _ '

(iv) To improve incidence, have most of the tort money put into a”no fault” type
workmen'’s compensation fund that would pay medical bills and lost wages for
smokers with lung cancer and emphysima. Could also be applied to smokers

!
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who have died or become disabled in recent years, This enables the price of.
cigarettes to rise, cutting youth smoking, while reducing the regressiveness of
the plan. It also helps with the incentive problem cited in (iii).

(v) Put a cap on legal fees in return for a larger lump sum payment. If legal fees
are capped at 20% of the lump sum then the companies should be willing to
pay a larger lump sum, assuming that the legal fees are not to come out of the
tax revenues. Such a cap could help states negotiate claims with their
lawyers, some of whom will undoubtedly try to claim contingency fees based
on the amount of tax revenue raised rather than the amount of damages paid.
With the legal fees made a percentage of the lump sum, we can be sure that
the attorneys will negotiate a lump sum that is an appropriate punishment
for the companies. Lawyer claims can be submitted to an arbitrator, but if the
total of all claims approved exceeds 20% of the lump sum, then rationing can
be uged in a manner similar to that proposed for tort claimants if total
approved payments exceed the cap.

(vi) Instead of raising taxes, institute a licensing system which sells the
companies a fixed (and declining) quantity of cigarette stamps. By using
quantity rather than price, and auctioning off the licenses, we will substantially
reduce the incentive for the industry to recruit new customers. With a tax, once
this bill is passed, the companies have a reduced incentive to go after underage
smokers but every incentive to recruit new smokers age 18 or over. With licenses
similar to the pollution licenses used in the Clean Air Act, we will get gradual,
progressive, predictable reductions in smoking. Because there is a small number
of companies in the industry it is likely that the auctions will not be fully
competitive. To protect against collusion leading to excess profits, floor prices
can be set on the licenses that gradually rise to 62 cents per pack.



Memorandum
July 3, 1997
From: Chad Stone, CEA
Jon Gruber, Treasury
To: Elizabeth Drye, DPC
Subject: Progress Report on Economics Task Force, Domestic Issues

Attached are several undigested pieces of material that are part of what will feed into a draft
report we hope to complete next week:

1. An outline/progress report of the tasks being undertaken

2. Preliminary fact sheets on the domestic industry (foreign stuff to come)

3. Preliminary set of working assumptions feeding into the analysi

4. Preliminary bibliography of key economic articles, etc. for estimating elasticities and
other effects.

5. Memorandum from DOJ antitrust division assessing the settlement

6. Memorandum from USDA on effects on tobacco farmers.

7. Preliminary Treasury assessment of “lookback”

All of these are preliminary and many are undigested and not integrated into the analysis.



Outline/Progress Report - Industry and Financial Issues

The domestic industry task force is gathering information to describe the likely impact of the
settlement on the domestic tobacco industry. How will economic and financial incentives be
changed by the settlement and how will the evolution of the industry and other affected sectors
be different from what would have happened in the absence of a settlement? The policy
framework informing this assessment of the facts assumes the objective of the settlement is to
reduce smoking by raising the price of cigarettes and other tobacco products, with special
attention paid to reducing youth smoking. An additional objective is to prevent the tobacco
industry from profiting unduly from the settlement in order that the “profits” from raising
cigarette prices can be diverted to specificed public health and other purposes.

Outline of tasks:
A) Fact Sheet on industry structure and performance

® Domestic
o International

-B) Effect of settlement on prices

° Can view this as an excise tax
. How are excise taxes passed through to prices in the tobacco industry?

C) Effect of settlement on smoking

L Incorporate effect on prices and advertising restrictions
-- effect overall, and by age group
-- cohort projections

D) Impact on the industry
o Effects on prices and labor demand
. Two methods

-- primary analysis (back of the envelope calculations), based on FDA research
-- summary of market analysis, including stock price response

° Overall, and company-by-company
E) Spillover Effects
° Rough magnitudes of effects on other sectors, from FDA research

° USDA is computing specific effects on farmers



F) Health Effects

° FDA and CDC are computing mortality by group and cohort

G) Government revenue effects

° Treasury’s Tax Policy group is computing revenue effects of settlement
-- how much is collected through this implicit excise tax
-- corporate tax receipt effects, accounting for deductibility
-- excise tax spillovers

° Estimate incidence of this implicit excise tax increase

o Compare properties to traditional excise tax change

H) Government spending effects

o Treasury’s Economic Policy group is computing effects on
-- Social Security/SSI/DI
-- Medicare
--- Medicaid
L Effects on PBGC through bankruptcies of smaller tobacco firms - DoL.
° Effects on other government spending - OMB
I) Incentive Effects
° Industry

-- product substitution
-- youth smoking incentives through lookback provisions
- is the penalty set at an appropriate level?

° Consumers
-- product substitution
. Government/Legal system

-- legal incentives through structure of punitive damage pools
-- distribution of initial $10 billion across parties



DRAFT,

July 3, 1997
FACT SHEET
ON THE U.S. TOBACCO INDUSTRY
Production
. The United States was the world’s second largest tobacco producer in

1994, accounting for about 9 percent of the estimated 6.44 million metric tons
that were produced worldwide.

Top 10 Leaf Tobacco Producers
Metric Tons
1. China 2,559,700
2. United States 575,389
3. India 524,500
4. Brazil ' 398,000
5. Turkey ' 219,983
6. Zimbabwe 209,042
7. Indonesia 171,400
8. Greece 131,875
9. Malawi 130,686
10. Italy 130,400

. The U.S. tobacco crop in 1995 was worth almost $2.3 billion, making it the
seventh largest cash crop for the nation and representing approximately
2.7 percent of the total for all cash crops and farm commodities.

. The manufacture of tobacco products accounted for $16.6 billion or

0.2 percent of gross domestic product in 1994, down from 0.6 percent in the
early 1960's.

. U.S. factories produced 760 billion cigarettes in 1995, of which 234 billion
(nearly one-third) were shipped abroad for foreign consumption.

. The manufacture of tobacco products accounts for 1.2 percent of U.S.
industrial output.

. Production slid from early 1991 through most of ;1993 ... [will find out what
was going on], but by mid-1994 returned to levels that prevailed in the late
1980's. (See chart on the next page.)



TOBACCO PRODUCTION
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Consumption

Per-capita cigarette consumption has been on a long-term decline in the
United States from a record high of 4,345 in 1963 (based on the population 18
years and over) to 2,515 in 1995 -- a drop of 42 percent. [Will try to get time
series. Chart might be interesting.]

-- About 25 percent of all adults currently smoke.

-- Shares are generally even higher for older adolescents: 30.4 percent
of 10" graders, 34.0 percent of 12" graders report that they have smoked
in the past 30 days, according to the Michigan survey. Smoking is much
more highly concentrated among white than black teens (38.1 vs. 14.2
percent for 12" graders).

Consumers spent $47.2 billion on tobacco products in 1995, or 1.0 percent of
all consumer expenditures.

93 percent of the money was spent on cigarettes. U.S. consumption was
divided as follows:

-- 487 billion cigarettes

-~ 2.5 billion cigars and cigarillos

- 14.2 million pounds of pipe and roll-your-own tobacco
-~ 63.3 million pounds of chewing tobacco

-- 60 million pounds of snuff
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.. The 1995 consumer expenditure survey shows that the average household
spent $269 that year on tobacco products and smoking supplies, with
households in the lowest income quintiles spending more of their budget
on tobacco.

Tobacco Expenditures by Income Quintile in 1995

Lowest 20% Second 20%  Third 20% Fourth 20% Highest 20%
Tobacco $204 $242 $327 $307 $278
Share of total 1.4% 1.1% 1.1% 0.8% 0.4%
expenditures
Employment and Wages
. Tobacco manufacturing’s contribution to payroll employment is minuscule.

In 1996, 41,000 workers were employed in the tobacco manufacturing industry
(which includes processing of tobacco, as well as production of cigarettes,
cigars, etc.), or only 0.03 percent of the 119.5 million workers on nonfarm
payrolls. More than 100,000 workers (0.23 percent of nonfarm employment) had
been employed in the industry in the early 1950's.

- [Employment in major states to be added]

. Production workers in the tobacco industry earned $19.44 an hour last year,
52 percent more than the average worker in manufacturing. Tobacco industry
wages have climbed steadily from less than 75 percent of the average factory
wage in the early 1950's. Few other industries can boast comparable wages
(coal mining, steel, petroleum and coal product manufacturing also have
earnings that top $19 an hour).

Average Hourly Earmings in 1996

Private nonfarm $11.81

Manufacturing 12.77

Tobacco 19.44

. Of course, agricultural jobs are also provided in the cultivation of tobacco,
which tends to be exceptionally labor-intensive, requiring 250 work hours per
acre harvested compared to 3 hours for wheat. In 1995, 124,270 farms raised
tobacco, harvesting 674,300 acres. A rough estimate would suggest that some
80,000 full-time equivalent jobs might be tied to raising tobacco.




Prices

J Tobacco products have a weight of only 1.6 percent in the CPI. Thus, it
would take a change of 6.25 percent in tobacco prices to move the CPI by
0.1 percent.

. Over the past decade, tobacco prices have risen at a 6.3 percent annual
rate, compared to 3.7 percent for “core” consumer prices (excluding food
and energy). Faster growth was mainly the result of a sharp uptrend prior to
1993. (See chart below.)

-- In 1993, there was a steep downward adjustment in prices ...[am
getting clarification on the reason), after which tobacco prices grew at
about the same pace as the core.

-- This year, tobacco prices have sped up again, increasing at nearly an
8 percent annual rate through May.

CONSUMER TOBACCO PRICES

Relative to the "Core" CPI
Index 1982-84 = 100
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Industry Composition

. The market is dominated by Philip Morris, which accounts for half of cigarette
sales in the United States. (See table on the next page [need to find out from
Jeremy Bulow just what these sales numbers represent].)



Advertising Expenditures

The Cigarette Market in 1996
Sales Market
(Mil.$[?]) Share (%)

Philip Morris - 230.8 478
RJR Nabisco 119.1 246
BAT 83.9 17.3
Lorillard 40.4 8.4
Liggitt 9.0 1.9
TOTAL 483.2 100.0

Magazine advertising for tobacco and related smoking materials accounted for
$285 million, or 3.4 percent, of the $8.5 billion spent by all industries in 1994.

Prepared by
Treas./Econ.Policy/K.Hendershot



Tobacco Settlement Parameters and Assumptions : Draft -- July 3, 1997

Parameters and Assumptions for Tobacco Settlement Calculations

Per Pack Cost of Cigarettes

Retail Price 1.85

Federal Tax 0.24

Average State Tax  0.32 (0.025 to 0.815)
Distributors 0.44

Wholesale 0.83

Marketing 0.23

Legal 0.025

Other 0.25

Profits 0.33

Cigarettes per pack: 20

Total packs of cigarettes sold in 1996 (U .S.); 24.4 billion

(Not surprisingly, multiplying the number of smokers by the average packs smoked give a lower
total of 18.8 million. This is probably due to under reporting and perhaps a few “nonsmokers”
who bought a few packs.)

Total large cigars and cigarillos sold in 1996 (U.S.): 2.5 billion
(This is the total, I don’t know how many per pack.)

Total pounds of pipe and roll-your-own tobacco sold in 1996 (U.S.): 14.2 million

Total Number of Adult Smokers: about 50.5 million
(based on 1987, 1991 rates)

Total Number of Underage Smokers: about 3.1 million (1994 Surgeon General’s Report)

New Underage Smokers: about 1 million per year (FDA Analysis)
If about 25% of 17 year-olds smoke, about 925,000 smokers turn 18 every year. If the FDA’s 1

million number is correct, these smokers who become adults are being more than replenished by
new young smokers.

Average number of Packs Smoked (Adults): about 1 pack per day (18.2 cigarettes)
Distribution of packs smoked: 36.6% <15, 41.9% 15-24, and 21.5% 25+

Average Number of Packs Smoked (Underage): about % pack per day (For 1991, “teenage”
cigarette consumption is estimated at about 516 million packs. Assuming that there are about 3.1



Tobacco Settlement Parameters and Assumptions Draft -- July 3, 1997

million teenage smokers -- these are from different studies so they may not really be comparable
-- that translates to about 2 pack per day per smoker.)

Kids per Age Cohort: About 3.8 million

Youth Smoking Rates (“Daily” is used for the Lookback provisions)

Age 30-day Daily Y2 pack+/day # of Daily
8th graders  21.0 10.4 43 395.thousand
10th graders 30.4 18.3 9.4 695 thousand
12th graders 34.0 223 13.0 847 thousand
Adult Smoking Rates
Current Former Never

Adults 18+  25.7 24.1 50.2
18-24 22.9 -1 69.3

-25-44 304 19.4 50.2
45-64 26.9 329 40.2
65+ 13.3 364 50.3

(Adult population is about 190 million.)

Adult “Quit” Rates-
(percent of eversmokers who are former smokers)

Adults 18+  48.5

18-24 25.2
25-44 389
45-64 55.1
65+ 733

Spending on Tobacco by Income Level (CBO 1990)

1990 Adj. Average % of After-Tax % of
Quintile Post-Tax Income Expenditure Income Expenditure
Ist 8,228 327 4.0 ' 1.6
2nd 18,101 380 2.1 1.5
3rd 27,314 426 1.6 1.4
4th 37,581 427 1.1 1.1

5th 77,622 383 0.5 0.7



Demand Elasticities: A consensus estimate for overall demand elasticity is -0.4. The following
table from the Surgeon General’s report gives elasticities by age (and is consistent with the
literature):

Age Group Total Participation Quantity per Smoker
12-17 -1.40 -1.20 -0.25
20-25 -0.89 -0.74 -0.20
26-35 -0.47 -0.44 -0.04
36-74 -0.45 -0.15 -0.15
All Adults (20-74) -0.42 -0.26 -0.10
All Ages (12-74) -0.47 -0.31 -0.11

Industrial Organization and prices: For now we are assuming a 1 to 1 pass through of any

“tax” to prices, but a number of people are looking into the validity of this assumption. More to
- come soon.



TOBACCO BIBLIOGRAPHY
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Advertising
Advertising Bans and Product Demand: How Does
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1 Product?
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1993 Supreme Court Economic Review
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5 Competition and the Cigarette TV Advertising Ban Eckard, E. Woodrow,
The Demand for Cigarettes: Advertising, the Health

6 Scare, and the Cigarette Advertising Ban Hamilton, James L.
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8 Advertising Ban
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Grossman, Michael
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Jan-81 Economic Inquiry
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May-95 American Economic Review

?
May-92 Federal Trade Commission

Feb-95 NBER Working Paper

Nov-95 American Journal of Agricultural Economic

Jul-94 NBER Working Paper
Jul-94 Contemporary Economic Policy

1991 Journal of Health Economics
1991 Journal of Health Economics
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I. The settlement has 5 major goals:

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

(B) Get current cmokers. to guit 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.

TI. This memorandum focusses 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 companies 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 degcribe the two major economic proposals
of the sgettlement.

(A) The Base Annual Payments
-there are annual payments specified for a period of 25
years
-there is an inflation factor applied to the payments
-when tobacco gales increase, the payment increases
proportionately. When tobacco sales decrease, the
payment declines if adult tobacco sales have declined
relative to the base year. Under these circumstancesg,
the payment declines proportionately to adult sales.
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-if 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 reduc1ng 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 decreases
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 1is
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. fThis
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 8§10 = (250/200)x 310 =
$12.50

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

o]
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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 suppose 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 = 87

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 declines.

‘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-basge
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
excige 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
exXcise tax, which is good, there is an open question as
to what is the correct level of the excise tax. While
excise taxees can be an efficient method of forcing
individuals to internalize any negative externalities
produced by their behavior, a cursory view of the
empirical litcrature 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
juatifiable 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, scection A), of which 14.5% smoke
on a daily basis [a rough, though not completely
accurate, estimate taken from *Monitoring the
Future"l--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 guit - that’s

$7/140 = 5%

The excise tax rate is unchanged.

4

5
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$3,175 per youth smoker.

From the smoker'’s perspective the surcharge will work
as an excige 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
profits 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 c¢ent 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 much 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 ghare 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 share, 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 way's
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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 using 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 alsoc be relevant here,
since the Act uses industry average profit

(3} Problem with using the abatement
-rvewards meeting minimum standards 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¢igarette 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. In effect, banning certain
of these activities may enhance industry
profitability without much affecting total demand
for their products.)

VI. QOther Potential Problems with the Settlement.

A. Disincentives for Desirable Innovations

--Mandatory cross-licensing could lesgsen the incenpives 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
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innovation by the participating companies. we strongly
suspect, however, that at least some of these 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 reasonable fee, to
cross licenge all such technology, but only to those companies
aldo covered by the spame obligations. :

Title T (E) (4), Proposal at 14. Requiring crose-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 arve far less likely to occur in the first pPlace.
If the participating tobacco companies are, in fact, the most
likely source for new reduced rigsk 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 tobacco technology would be increased--and the
public heath hetter 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 broadly states:

In orxder to achieve the goals of this agreement and the Act
relating to tobacco use by children and adolescents, the tobacco
product manufacturers may, notwithstanding the provisions of the
Sherman Act, the Clayton Act, or any other fedaral or stata
antitrust law, act unilaterally, or may jointly confer,
coordinate or ac¢t in concert, 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: -

Manufacturers 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 specific
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 questions 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) ?aternalistic
motives towards those who are already hooked’. Otherwise, the
usual deadweight loss arguments for antitrust scrutiny of
collusive behavior would secm 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 same 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 ¢ould, if
society 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" settlement 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 much (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 = ¢osts 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 reflect 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 older 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 fincs 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 critigqued
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 bagis 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 regolution. 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). -
(¢) 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 Settiement on Tobacco Farmers and the USDA
Price Support Program

The Tobacco Settlement between numerous States’ Attomncys General 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 {ndirect effects resulting from

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

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 abave 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, treducing the demand for leaf tobacco used
in domestic manufacturing.

Declining consumption due to reduced underage smoking

Currently, the proportioi\ of total consumption attributable to underage smokers is not -
known with certainty. Estimates range from 3 to § percent. U.S. consumption in 1996
was 487 billion cigarettes of which between 15 to 24 billion could have been 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 fifth 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 [ast decade by the tenth

year after the legislation takes effect, and remain at such reduced levels or below
thereafter, [Title 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 9.2 million pounds of
tobacco (farm sales weight), based on current domestic leaf use per cigarette, U.S.
tobaceo production in 1996 was 1,517 million pounds.

The Settlement also covers smokless tobaceo 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 rise 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 agrecment, 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 peaalty equals approximately 41 cents per

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 $1.91 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 additional costs to be transferred to
consumers. However, in the past, the cigarette industry has reduced wholesale prices,

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

Some respected Wall Street analysts are forecasting a 50-cent per pack increase at the
wholesale level, combined with a consumption decline of about 11- 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 leaf use for each
price change, These estimates assume no change in the proportion of imported tobacco
leaf used 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 a 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.

S
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Eatimated effects of clgarette price Increascs

1994 average prca per pack ($) 1,91
1998 total U.S, consumption (bifllon cigareties) 487
Price olasticlty of demand £.40
dornestic
une per

1,000 domeutic
prica chenge potchngprice  pelchngvol  quantity cigaretas use pctchng  oestchng

conta percent __parcant billlons (8. mil. lba. mil. lba,
25 131 5.2 462 1.144 528 52 2.2
&0 B2 -105 438 1.144 439 -10.5 69,3
76 393 -15.7 411 .14 470 -16.7 b7.5
100 524 «20.9 385 1.144 440 209 -118,7

The cigarette industry uses both domestically grown and imported tobaceo leaf to
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 exported. 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 snd the proportion of
foreign tobacco used by U.S. cigarette manufacturers, The impact of the Settlemeat 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
on U.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

dormestic consumption is relatively stable, manufacturers will likely 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 alceady spawned tangential
tobacco-related legislative proposals, suoh 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 .05



( 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 from 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 bercont Michigan Survey Data and Settiement Look Back Targets
incentive to firms to reduce teen smoking 2
will not be effective. . ;
. The daily tobacco use percentage
for underage teens in 1996 was wl
18.2 % -- well above the target Use reduction targets
base of 15.2 % (calculated from I " Historicat data
data over the past 11 years). 10 -
8 |-
. The surcharge would be imposed
beginning in the Sth year after &I
enactment and every year N Lo
thereafter based on the difference 19T 1931995 1997 1999 2001 2003 2005 2007 2009

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) '
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Memorandum ' '
July 3, 1997
From: Chad Stone, CEA
Jon Gruber, Treasury
To: Elizabeth Drye, DPC _
Subject: Progress Report on Economics Task Force, Domestic Issues

Attached are several undigested pieces of material that are part of what will feed into a draft
report we hope to complete next week:

1. An outline/progress report of the tasks being undertaken

2. Preliminary fact sheets on the domestic industry (foreign stuff to come)

3. Preliminary set of working assumptions feeding into the analysi

4, Preliminary bibliography of key economic articles, etc. for estimating elasticities and
other effects.

5. Memorandum from DOJ antitrust division assessing the settlement

6. Memorandum from USDA on effects on tobacco farmers.

7 Preliminary Treasury assessment of “lookback”

All of these are preliminary and many are undigested and not integrated into the analysis.



Cover Payouts .

t Hurt 'Indu_s-t_ry"-.- y

'ECONOMY
Cigarette Makers Can Easily Raise Prices to

Why Tobacco Pact Wor®

© I Winhdgton,

By MICHAEL M: PHILLIPS

;. And SUEIN L. HwaNG

Staff Reporters of THE WaLL STREET JOURNAL
The sweeping ' tobacco ' settlement

sounds like a huge burden for Big Tobacco: -

How can an industry with $8.4 billion in.
annual pretax operating profits d to
Pay out $368.5 billion over 25 years. almost
. 815 billion a year? o
The fact is, it can. Tobacco wilt simply
- pass along the costs to'millions of addicted
_customers and reap the rewards of higher
stock prices, economists say. “'The deal is
. avery good deal for the tobacco industry,”
says Gary Black, a tobacco analyst- at
gwesmrgm firm Sanford C. Bernstein &
0. ) . Lo
The explanation for this seeming ‘con-
tradiction draws on the lessons of elemen-
.tary economics, bringing from classroom
to cash register classic textbook terms as
'supply and demand and present value. But
perhaps the most important economic con-
cept highlighted by the settiement is oli
gopoly. In.short, a small number of compa- '
"nies hold the market in such a tight grip .
that they can easily jack up prices 30% or
more-as the settlement envisions without
inducing new competitors to rush in, econ-
omists say. . . . ' )
““It has basically been an oligopoly with -
high barriers to entry for half a century,”
“says Jeffrey E. Harris, an economics pro--
fessor at the Massachusetts Institute of
Technology and a physician at Massachu-
setts General Hospital. Dr. Harris served:
as an expert witness for Florida in its effort -
to extract Medicaid costs from the
companies. L.
.. A handful of companies-dominate the
market — Philip Morris Cos., RJR Nabisco

Holdings Corp., Loews Corp.’s Lorillard

Tobacco Co., B.A.T Industries Ltd.'s
Brown - & Williamson Tobacco Corp.,
Brooke Group Ltd:'s Liggett Group Inc.

and UST Inc., a leader .in smokeless to- .

bacco. And there is virtuaily-no threat that
new contenders will challenge the oligop-
oly. Brand names are well established and
start-up obstacles daunting. - :
That's not to say the.industry is made
- up of equally strong players. Some in the
" industry fear the deal and its advertising
restrictions will add to the No. 1 player's
enormous clout, giving Philip Morris a
nearly overwhelming edge at the expense
of weaker rivals. That fear now is contrib-
uting to Washington deiays in advancing
the settlement, which still needs President
Clinton’s response and congressional ap--
proval for the industry to win broad liabil-
Aty protection. . o
Fueled by its ‘super-hot Marlboro
brand. Philip Morris controls half .of the
U.S. market, and shows no sign of slowing
down world-wide. RJR Nabisco, an in-
-creasingly ‘distant No. 2, is hobbled by
aging. eroding brands such as Winston, a
heavy reliance on the U.S. market (where .
-1ts share is about 25%.) and debt left from
its 1989 leveraged buyout. Much-smalier
Brown & Williamson and Lorillard rely
heavily on menthol; Liggett, seller of dis-
_ count cigarettes, is barely a blip-on the
sereen. N K
Al of whic spells inore’ i\vl':nnp:linp:'iu
where' pulley niakiers nsist
the existing settlement is too favorable for
cigarette companies yet the companies are
reluctint 1o make more financial conces-

tobacco |

b

sions. Few believe the industry will walk |

away from the deal, although RJR's sup-
port seems the more fragile. :
“‘Philip Morris is most on board,” one
person-familiar with the matter says. If the
deal does go through, economists say the
industry as a whole will still do well.
Amiong the reasons: '
Tobacco demand is inelastic. Smokers |
don’t cut their intake much even when
prices rise. Frank J. Chaloupka, associate
professor of economics at the University of

Jllinois in Chicago, figures adult cigarette- ,

smoking dgclines only about 4% for every
10% cigarette-price increase (half from
reduced intake, half from people quitting).
“It's addictive behavior,” says the profes-
sor, making an assertion long disputed by

. tobacco makers.

There aren’t obvious substitutes. If or-
ange juice prices soar, consumers can buy
lemonadé. Smokers have no such easy -
choice. '

Prices will pick up the slack. Because

-every major producer has agreed to set-
- tle — tiny Liggett settled separately — it is

unlikely any-one company would undercut -
the others, In fact, the settlement proposal
envisions an antitrust exemption to allow
companies to rdise prices jointly. '

Both Dr. Harris and W. Kip Viscusi, a
Harvard Law School economist and expert-
witness for the tobacco industry, believe
the price of a pack of cigarettes will rise 62
cents on average within five years to .
provide the companies with enough reve-
nue to pay off the plaintiffs. *‘This isn't a
$15 billion [a year] pure payment—thisis a

Please Turn to Page A10, Column 1.
_ Continued From Page A8
62-cent-per-pack tax” in effect, says Bern-
stein’s Mr, Black. :

That's assuming cigarettes cover the
whole amount. If smokeléss-tobacco prices -
also rise, cigarettes could go up a little less
than 60 cents a pack. Congress also re-
cently approved a 15-cent-a-pack excise :
tax. After the industry settled suits filed by
Florida' and Mississippi, the companies
recently boosted cigarette prices 7.6%—the
right amount to cover that move, analysts
believe. - : .

- Penalties seem survivable now. Teen-

- agers are about three times as sensitive as -

adults to cigarette price boosts, Prof. Cha-
loupka says. The national settlement
would limit advertising, boost minimum-
age enforcement and provide $500 million
annually for antismoking publicity. But all
that plus a 62-cent price increase 'isn't
generally expected to reduce the number
of teen smokers enough to meet targets’
included in the national agreement—a 60%
cut_in 10 years. Based upon price alone,
cigarettes would have to double to about $4
a pack to hit the target. Cigarette compa-
nies might balk at boosting prices that
much but the currently proposed penalty -
for missing the target is at most $2 billion.
Possible penalties could change.

The horizon would clear. The settlement:

would simultaneously settle suits by 40
states that claim the industry should pay
for (ohacea relnted Medienid cootn, It alao
would provide birdad liabiility protection
against future lawsuits. IR

For years, tobacco.stocks have been
hobbled by litigation fears. According to
Smith Barney Inc.’s analyst Martin Feld-.
man, RJR could jump as much as 34% to
$46 after the deal passes Congress. Philip -
Morris, he estimates, could jump 54% to
$65. - ' i

Some: costs could shrink. Settlement

~ payments fall if cigarette consumption

ST

declines. Dr. Harris estimates U.S. ciga:
rette sales, already dropping, could fall to.
18:4 billion packs annually in 25 years from
around 24.2 billion packs last year. So - .-
‘instead of paying $15 billion; the compa-

: nies would only have to pay $11.4 billion in

i"the fifth year. Over 25 years, Dr. Harris

" calculates the settlement would cost the _
industry perhaps $304.3 billion, mot the, . . .

$368.5 billion frequently cited. - : .

And payments are deductible. “At year .
five, take a corporate tax'rate of 40%; that
means a $15 billion payment results in tax
savings of $6 billion,” .says ‘one’ person :

familiar with the industry’s thinking. - *

Costs . would- spread - over. time. An -
amount péid over time is less costly than
the same sum paid up front, a textbook :
concept economists call present discounted -

value. If the companies wanted to, econo- . .
mists say, they could spend about $194.5 -7
billion today to buy 7%, bonds that would
pay off $304.3 billion over 25.years. . = =

[Because of new limits.placed on adver:,
tising and store displays,.the”companies :
dre also likely to save some of the $6 billion
they currently spend battling. fof: market
share. The industry’s $8.4 billion in annual
prétax -operating profit might-shrink by :
just $700 million to $800 million; Mr. Black
predicts, and if. companies cut.marketing .
sharply, they might avoid any profit de-
cline at all. L o _

When the industry says it cannot _a.ftord

' more money, '‘people in Washington :
laugh,” Mr. Black says. But RJR,isn't i
laughing.. Some 'industry people expect '; -
volumes of more-profitable premium ciga- -
rettes to fade .as' smokers.'switch to - -

" cheaper, less-profitable brands. "RJR . .
would be among the most affected; its debt -
rating only recently was raised to so-called

" investment grade. With passage -of -the
settlement, “RJR’s upside isn't as clear as
-Philip Morris’s,” says one tobacco execu-
tive. “This'is the cost of the LBO,” & -

- .
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~ Leadership Woes .

‘Blamed by Army

For Sex Scandals;,_x

By THomas E. Ricks
Staff Reporter of Tur WavL STREET JOURNAL
WASHINGTON ~ The Army took a long
look in the mirror and decided it didn't like
what it saw. .

“In self-cpitiques commissioned in the "
wake of its-Aberdeen sexual-abuse scandal
and issued yesterday, two different Army
reports concluded that many in the rank

..--and file feel poorly led. Also, soldiers

distrust- the Army’s system for handling
sexual-harassment complaints. As a re-
sult, one study found, sexual discrimina-

. tion and harassment are more widespread
than the service’s leadership had be-
lieved. i

“Plain and simple, this is a leadership
issue,"” said the Army's top officer, Gen. :

. Dennis Reimer, in presenting the two !

" ‘reports that in many ways took aim at him

- and other top generals. *'] think we need to ]
Pplace more emphasis on values. " While the
reports .are harsh, they may have suc-
ceeded in helping the Army fend off an
outside investigation of its handling of
sexual-abuse problems. One of the Army’s
top priorities in responding to the Aber-
deen sexual-abuse cases that became pub-

- lic last November has been to-avoid being
subjected to outside investigations. Con-

gressional reaction to the reports was .

positive, . .

The Army's panel on sexual harass-
ment,-in an unprecedented survey of more
than 30,000 soldiers conducted at 59 Army
installations, concluded that ‘‘passive

leadership™ had permitted sexual hariss- -

ment to persist across the Army. ‘The
panel, made up of four generals, two
civilian defense officials, and a senior.
sergeant, generally was scathing about the
poor quality of leadership in today's Army,
identifying “‘a huge gap" between senior
Army leaders and younger enlisted sol-
- diers. - . .
. Many soldiers believe their officars
don’t care about. them, and really. are

'\ concerned ‘“‘only about themselves and

their careers,” the panel reported. Both
males and females agreed in their distrust
" of the way they are being led, with more
than 40% of those surveyed saying their
leaders are more interested in looking
good than in being good." '
Interestingly, both males and females
perceived more racial or ethnic discrimi-
nation in their units (about 25% of females
reported seeipg it) than sexual harass-
ment (which was perceived by 17% of
females).

Mr. West aiso said that the Army,
spurred by complaints from some.in Con-
gress and the NAACP that the Aberdeen
investigation disproportionately targeted
black. sergeants who had sex with white
women, will review its conduct of that
investigation.

Despite his insistence that the Aber-
deen mess was a unique circumstance, the
remedies Mr. West announced will be
applied across the board, at all Army
training installations. Among other things,
he said that screening and supervision of

drill sergeants will be tightened. Boot .

camp will be lengthened by a week to nine
weeks, and the additionai time will be used
to place more emphasis on values, history
and tradition: . .

Interestingly, this move comes about a

year after the Marine Corps, which in

recent years has placed enormous em-
phasis on values and tradition in its own
two boot camps, decided to lengthen . its
recruit training to 12 weeks from 11. Most
of all. Gen. Reimer indicated that the
Army needed to renew its focus on team-
work, discipline and values, **'We've got to
get back to the basic fundamentals,” he
sdid. But Gen, Reimer insisted he had seen
nothing to persuade him that the Army
should follow another Marine method and

train men and women separately in boot

camp.

The officials also said that the Army’

will create a structure to monitor the
implementation of these changes, and then

in about a year conduct a full-scale review

of its progress.

The complementary study' by the .

"Army’s inspector general of sexual-harass-

ment policies in boot camp came to similar .

conclusions. . ‘

Army Secretary Togo West insisted
that "the events at Aberdeen, the Army
base in Maryland where several drill ser-
geants and a company commander were
found guilty of charges ranging from rape

to fraternization with female soldiers, -

- were an ‘“‘aberration.” He indicated that
the chain of command at that base failed to
adequately supervise trainers there, and
said that, among others, two lieutenant
colonels, one colonel, and one general are
receiving letters of reprimand for that

failure. Such letters, which are placed in -

personnel files, are generally seen as
ending a career.

-
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ANNUAL COSTS OF THESE PAYMENTS

1.

Annual cost of transition payments and quota compensation: At the bottom of the page
containing the tables is the summation of the cost of these purchases. Based on these
calculations, it will cost $411.725 million per year for each of the next 8 years to compensate
farmers.

. Annual cost of transition payments, quota compensation, and retiring all tobacco quota

after 8 years. When this amount of a total quota buy-out after 8 years is counted in with the
other two payments, it averages out to $672.205 million per year for the next eight years.
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Early in the next century, tobacco will be the leading global cause of premature death and
preventable illness. According to the World Health Organization (WHO), worldwide deaths
from tobacco are likely to exceed ten million per year by 2025, with 70 percent of those deaths
occurring in developing countries. While the proposed tobacco industry settlement addresses the
industry’s future in the United States, it is silent with regards to the overseas impact.

Tobacco consumption, and its deleterious effects, are a global problem which should not be

ignored; the problem cannot simply be exported away. The United States Government should

take the opportunity offered by the proposed settlement to take the lead mobilizing the

international health community to reduce the consumption of tobacco products, particularly as it QQ >\’
affects the health of children and youth. Such an undertaking will have many facets, but should

leverage efforts already underway in bilateral and multilateral, official and non-governmental \) “ bb
fora. However, resources that currently can be brought to bear are tiny in relation to both the . Ql’/
scope of the problem and the resources that can be brought to bear by the tobacco industry. \/»\ \ e

We can begin to address this imbalance through a creation of a new fund [with a portion of M
settlement proceeds] that will focus efforts in international public health and education efforts. 5
These efforts include: g\

Bilateral Collaborations, including cooperative agreements with key countries to
promote the development of national and international tobacco control and prevention programs.
Funds can be mobilized to deliver comprehensive technical assistance, including training,
exchange of public health experts, organization of workshops and symposia, and exchange of
publications and information related to tobacco control and prevention. The goal should be to
promote globally consistent and reinforcing regulations that restrict tobacco advertising and
minors’ access to tobacco products, for example.

Regional and Multilateral Collaborations, including working with UN agencies, the
multilateral development banks (MDBs), and other development organizations to expand their
tobacco use reduction efforts, and promoting efforts to expand or create regional alliances to
facilitate and promote collaboration and cooperation on tobacco-related issues, such as the
prevention of cigarette smuggling. Grants could be used to supplement MDB financing for
existing activities and/or to establish new programs aimed at discouraging tobacco usage and
production, as well as to help offset the medical costs of tobacco use. Other technical assistance
can be provided through the MDBs, including policy advice they give to borrowing governments
relating to regulatory issues (such as advertising bans); trade policies (to incorporate effective
health and safety measures); and tax and fiscal policies (to help govemments reduce reliance on
revenues from tobacco sales).

Global Strategies, such as increased support for the WHO’s Tobacco or Health Plan of
Action (1996-2000), which promotes comprehensive national tobacco programs, advocates
strong tobacco control policies, and disseminates global and country-specific health data and
tobacco prevention and control strategies. Increased funding can help to enhance staffing and



Issues for Industi'y/Economic Analysis

What is the counterfactual?

The central question for evaluating this settlement is a detailed understanding of the
counterfactual: what would the world be like without a tobacco settlement? How much would
the tobacco companies lose in this alternative world, and how much does the rest of society gain?
This establishes the “threat point” of each of the parties to this settlement, and thereby the
mutually acceptable range of agreement. This calculation consists of a number of components,
some easier to compute than others. A number of these questions require probabilistic answers,
both in terms of the economics and the politics:

° What would happen to FDA regulation of cigarettes in the absence of a deal, and what
would that imply for cigarette sales/profits?
° How much could we raise through cigarette taxation in the absence of a deal, and what

would that imply for sales/profits?
- what is the political will for a tobacco tax rise instead?
- does the settlement “crowd out” a tobacco tax increase?
- does a collapse of the settlement make it hard to immediately raise taxes?

° What would be the net litigation costs to the tobacco compames and to the rest of society
in the absence of a deal?
° What would happen to smoking in the absence of a deal

- youth vs. adult tobacco use
- public health costs

What is the cost of the settlement to the companies?

e  Compute after-tax payment amount
° Compute post-settlement profit stream

What are the gains to settlement for the government?

o Compute net payments from tobacco settlement, incorporating tax deductibility, and
“leakage™ from existing excise taxation as prices rise
- Divide these net payments into federal and state/local components
° Compute effects on social insurance programs - SS, Medicare Medicaid

- paxl(-; 5F Q\«n/v-g(s/‘f LQJ\NW\")/
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Market based analysis of the settlement

o Gather Wall Street paper on the settlement
° Event study analysis of settlement

Concerns with collusion



° Coordinate concerns with DOJ antitrust division
o Estimate effects of the agreement on pricing
® What would happen if we made payments conditional on past market share?
: - what about other restrictions on entry through advertising/marketing rules?

Understanding the details of the deal
o Explicit description of the uses of the settlement money

Concerns about parameters of the deal

Tax Issues
° Should the settlement be tax deductible?
o Are there sufficient protections against foreign spinoffs to avoid profit taxation?

Targeting & Penalties

L What is the correct share of incremental profits that should be retained by tobacco
companies (currently 75%)?

° Shouid the lookback provisions apply company by company?

o What is the correct rule for determining future stream of payments - e.g. to what units

should payments be tied, and how?
- if you tie to unit sales, incentives to increase tar
- if you tie just to cigarettes, incentives to move to other forms of smoking (roll-
your-own or little cigars)
° Are the lookback penalties (roughly $80 million for each percentage point shortfall of
youth smoking target, with cap of $2 billion) large enough, relative to stream of future
profits lost from reduced youth smoking?

o What does state experience teach us about the most effective means of reducing youth
smoking, and is that reflected in the parameters of the deal?
° Implications ot using a quota, auctioned off across companies, rather than a tax?
Spillover effects
° Concerns about other sectors:
- advertising
- vending
- sporting events ~
- retail '
- hospitality
° Effect on tarmers
o Effect on labor demand - employment and wages

- tobacco directly (lots of “good jobs™)
- other sectors indirectly
° Smoking cessation sector will benefit - tobacco company ownership issues?

Other issues



° Why should we preclude future class action suits?

° Should we ignore the rest of the world?
° Are we tough enough/too tough on environmental (second-hand smoke) issues?
® Why are (effectively) tax dollars going to pay the cost of plaintiffs’ attorneys?

Distribution of spending of settlement dollars

o Should we diversify beyond kids health?

° Should we compensate smokers who die before 65?

° Should we finance buy-in to Medicare (tied to smoking because benefits those who don’t
live until Medicare eligibility age)

] Should the federal government insist on 57% (federal Medicaid share) of the non-

earmarked dollars (dollars not going to liability fund, smoking cessation, etc.)? (EP)



RAT
/ZJ& o

CThce

e

L.
5.
S
9.

N/@Q:t’

i M Sl P T )_

\OL\P Norts
0

(o
‘A,
.

f
/.



b/roja?
2 P~

TITLE VI: Programs/Funding
TOTAL 25 YEAR- PACKAGE FACE VALUE - $368.5 Billion
A.  Up Front Commitment — Lump Sum Cash Payment — $10 Billion
1. Payable on Statute Signing Date.

B. Base Annual Payments — 25 Year Total Face Value is $358.5
Billion (Figures Subject to Inflation Protection and Market
Volume Adjustments)

1. Duration — annual payments in perpetuity

2. Commencement — 12/31 of first full year after statute signing

3. Face Amounts (includes payments from all industry sources):
Payment :
Year 1 2 3 4 5 6-8 9 -
Total T
Payments $8.58 $9.5B §11.5B $14B  $15B  $15B .$15B  $15B
Base |
Amount: $68 $78 $88. $10B  $10B $125B $15B  $15B
Public
Health .
Trust $2.5B $25B §358  $4B $58  $2.58
4, Inflation Protection for Annual Payments
° Greater of 3% or CPl applied each year on previous year,

beginning with first annual payment.

5. Adjustment for Volume Decrease (Adult Volume Only) or Total
Volume Increase

° Beginning in year 1, payment made equal to scheduled
annual payment times the ratio of actual relevant domestic
tobacco product unit sales volume to relevant base volume.
In the event of a decline in volume, relevant actual volume
and relevant base volume are adult volume figures; in the
event of an increase in volume, relevant actual volume and

-34-



D.

relevant base volume are total volume figures. Base volume
is 1996 volume.

° Any reduction in an annual payment will be reduced by 25%
of any increase above the industry’s base year net operating
profits (after application of inflator discussed above) from
domestic sales of tobacco products.

Payment Protéction

° Provide for payment priority/continuation during bankruptcy/
reorganization proceedings. Protocol cannot be rejected in
bankruptcy. Obligation for annual payments responsibility
only of entities selling into domestic market.

Pass-Through

° In order to promote maximum reduction in youth smoking, the
statute would provide for the Annual Payments to be reflected
in the prices manufacturers charge for tobacco products.

Applicability
Applicable to All Sellers of Tobacco Products

° Through protocol and statute to protocol signatories.
° Through alternative statutory provisions to non-signatories.
Tax Treatment '

All payments pursuant to this Agreement (including those pursuant to Title
Il) shall be deemed ordinary and necessary business expenses for the year
of payment, and no part thereof is either in settlement of an actual or
potential liability for a fine or penalty (civil or criminal) or the cost of a
tangible or intangible asset. :
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TITLE VII; Public Health Funds From Tobacco Settlement
As Recommended By The Attorneys General For Consideration
By The President And The Congress

BASED ON THE PREMISE OF $ 1 BILLION FOR THE FIRST YEAR
AND GRADUALLY INCREASING TO $1.5 BILLION THEREAFTER, ADJUSTED
FOR INFLATION AFTER THE FIRST YEAR.

BASED ON THE PREMISE OF $1 BILLION FOR SMOKING

CESSATION FOR THE FIRST 4 YEARS AND $1.5 BILLION THEREAFTER,
- ADJUSTED FOR INFLATION.
(A) - ALLOCATION OF GRANT MONIES AMONG PROGRAMS - The use of
moneys under this Section shall be limited to programs established under this
Section, shall be adjusted for inflation annually from the effective date, and shall
be allocated among such programs as follows:

(1) $125,000,000 for the first three years and $225,000,000 annually
thereafter to the Secretary of HHS to accomplish the purposes described in-
Paragraph (B) of this Section (Reduction in Tobacco Usage);

(2) $300,000,000 annually for the FDA to 'cany out its obligations
under and to enforce the terms of this Act, including for grants to the states to
assist in the enforcement of the provisions of the Act;

(3) $75,000,000 for the first two years, $100,000,000 in the third year,
and $125,000,000 annually thereafter to fund state and local tobacco control
community based efforts modeled on the ASSIST program, designed to
encourage community involvement in reducing tobacco use and the enactment
and implementation of policies designed to reduce the use of tobacco products; .

(4)  $100,000,000 annually to fund research and the development of
methods for how to discourage individuals from starting to use tobacco and how
to help individuals to quit using tobacco;

(5) Beginning in the second year, $75,000,000 annually for a period
of ten (10) years to compensate events, teams or entries in such events, who
lose sponsorship by the tobacco industry as a resuit of this Act, or who currently
receive tobacco industry funding to sponsor events and elect to replace that
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funding, provided that the event, team, or entry is otherwise unable to replace its
tobacco industry sponsorship-during those given years. Funds used for this
purpose shall promote a Quit Tobacco Use theme.. After a ten year period, no
additional funds shall be used for this purpose and the funds previously allocated
to this purpose shall be used as follows: 50% to supplement funding of the muilti-
media campaigns in paragraph (1) of this subsection; 25% to supplement the
funding of the enforcement provisions of paragraph (2) of this subsection; and
25% to supplement the funding of community action programs in paragraph (3)
of this subsection. :

(B)' ESTABLISHMENT OF PROGRAMS BY THE SECRETARY - The
Secretary shall establish programs to accomplish the following purposes—

(1) the reduction .of tobacco product usage, both by seeking to
discourage the initiation of tobacco use by persons under the age of 18 and by
encouraging current tobacco users to quit through media-based and non-media

“based education, prevention and cessation campaigns. The Secretary may
make grants to state health departments to assist in carrying out the purposes of
this provision. '

(2) the research into and development and public dissemination of
technologies ‘and methods to reduce the risk of dependence and injury from-
tobacco product usage and exposure,

(3) the identification,  testing and evaluation of the health effects of
both tobacco and non-tobacco constituents of tobacco products;

(4) the promulgation of such other rules and regulations as. are
necessary and proper to carry out the provisions of this Act, as well as the
development of such other programs as the Secretary determines are consistent
with the goals of the Act. '

(C) Public Education Campaign - $500,000,000 shall be spent annually in
such multi-media campaigns designed to discourage and de-glamorize the use
to tobacco products. To carry out such efforts, an independent non-profit
organization with a Board made up of prestigious individuals and the leaders of
the major public health organizations shall be created which shall contract ofr
make grants to non-profit private entities who are unaffiliated with tobacco
manufacturers or tobacco importers, who have a demonstrated record of working
effectively to reduce tobacco product use and expertise in multi-media
communications campaigns. The independent body shall be authorized to

contract with state health departments, where appropriate, to run campaigns for
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their states and communities. In creating the program the Secretary or
independent body shall also take into account the needs of particular
populations. The goal shall be the reduction of tobacco product usage, both by
seeking to discourage the initiation of tobacco use by persons under the age of
18 and by encouraging current tobacco users to quit.

(D) Tobacco Use Cessation - For the first 4 years, $1 billion, and thereafter,
$1.5 billion of the total amount paid by the tobacco industry shall be paid into a
Trust Fund to be used to assist individuals who want to quit using tobacco to do
so. Within 12 months the Secretary shall promulgate regulations to govemn (1)
the establishment of criteria for and a procedure for the approval of cessation
programs and devices for which payment may be made under the program, (2)
the eligibility requirements for individuals seeking to use moneys from the trust to
fund the tobacco cessation efforts, and (3) the procedures to-govem the tobacco
cessation program. -

_ The goal of the tobacco cessation program shall to enable the most
tobacco users possible to receive assistance in their effort to quit using tobacco
by providing financial assistance and identifying the programs, techniques, and
devices that have been shown to be safe and effective. Benefits to individuals -
should not be limited to a single effort, but should be tailored to the needs of
individual smokers according to standards established by the Secretary using the
best available scientific guidelines.

(E) Public Health Trust Fund Presidential Commission - A Presidential
commission will be appointed to include representatives of the public health
community, Attorneys General, Castano attorneys and others to determine the '
specific tobacco-related medical research for which the $25 Billion Public Health
Trust Fund will be used.
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Does deductibility reduce net revenue to the government from tobacco
companies?

Yes. Revenue would be greater if the tobacco payment were not deductible.
Nonetheless, focusing on the tobacco industry alone, the revenue loss to the
government from deductibility is likely to be offset by a revenue gain from higher
corporate receipts. To the extent that the settlement amount is fully reflected in
increased spending on tobacco products (e.g., through an increase in the price of
cigarettes), receipts will rise by the full amount of the settlement payment, and
there will be no change in tobacco company’s taxable income. The increase in
reccipts offsets the effect of the deductibility of the settlement payment by tobacco
companies. In essence, deductibility allows the tobacco companies to serve as a
“pass through” for collecting the settlement payment {rom consumers, without
affecting their net tax liability.

Since allowing tobacco settlement payments to be deductible reduces net revenues
to governments from the agreement, should the payments be deductible?

Under present tax law, businesses are allowed to deduct in computing net income
ordinary and necessary business expenses paid or incurred in carrying on a trade
or business. Deductible amounts include amounts paid as compensatory or
punitive damages if they arise in the ordinary course of a taxpayer’s business.
Absent a deduction for ordinary and necessary business expenses, income (and tax
liability) would be overstated. On tax policy grounds, allowing a deduction for the
settlement payments is appropriate. -
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July 18, 1997
ON THE LOOK-BACK SURCHARGE

The settlement contains a “look-back” provision that attempts to provide economic incentives to
tobacco firms to achieve “dramatic and immediate reductions in the number of underage
consumers of tobacco products.” Manufacturers would face a surcharge if tobacco-use reduction
targets for underage users are not met. The surcharge would be imposed on the basis of a
comparison between actual underage teen tobacco use percentages and specific youth smoking
targets. The stated goal of the lookback surcharge was to “approximate the present value of the
profit that the cigarette industry would earn over the life of underage smokers”. Manufacturers
could petition the FDA for partial abatement of the surcharge if they have acted in good faith and
in full compliance with the Act.

PROBLEMS WITH THE CURRENT STRUCTURE OF THE LOOK-BACK
A number of problems exist with the current structure of the look-back surcharge:

» The lookback penalty -- $80 million per percentage point of underage use in excess of the
reduction target -- was determined as part of the negotiations between the Attorneys General
and the industry. But our estimates indicate that the present value to firms of the profit
stream from the underage smokers in excess of the reduction target is about twice as large as
the cost of the surcharge as specified in the agreement. As a result, this surcharge amount
offers little incentive for tobacco companies to reduce teen smoking, beyond the natural
reductions that will occur due to

. . . Underage Daily Toba Use P ta dT ts
higher cigarette prices. The ge valy ceo IS¢ Fercentages and 'arge

Michigan Survey Data and Settlement Look Back Targets

accompanying figure compares Percent
. . . 20
projected teen smoking reductions History Projected path from
- - i+ - 100% price mark
due to price changes alone with : ST price markup
the specified lookback targets' N--l /

» If the specified surcharge is too
low, so that youth smoking falls 0
through the price effect only, our
estimates suggest that the

With 125%
price markup

surcharge payments would begin s |- P yd
at roughly $100 million per year, _ Use reduction targets
and rise to roughly $250 million

. h f l d 0 | . | | ! i s 1 . | ] | i n
per year after the final step down 1991 1993 1995 1997 1999 2001 2003 2005 2007 2000
in the reduction targets. ot uae i saios ol markumg resthpond, Y on estmates ndlude 15%

"The reductions shown in the chart are from price effects alone and do not account for the possible
reduction in youth smoking that could result from the marketing restrictions and other components of the agreement
intended to help reduce underage smoking.
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+ The partial abatement -- under which firms could receive up to 75% abatement of the
surcharge -- would significantly erode the economic incentive of the surcharge. Many
believe that it would be very easy for firms to qualify for the abatement. If firms did qualify
for this abatement, then the lookback surcharge would only be one-eighth as large as the
profit stream from increasing youth smoking.

e An additional difficulty is the “free rider” problem. Because the targets are specified for use
of non-brand-specific tobacco, individual firms have the incentive to keep their sales to teens
while others would bear the surcharge cost from that use. As each firm has these same
incentives, in practice it is less likely that the reduction targets would be met.

» A stronger approach would advocate that the goal should be to eliminate underage tobacco
use, not merely reach the targets specified in the agreement. Six percent of high school teens
would continue to smoke cigarettes on a daily basis even if the ultimate teen reduction target
(60% reduction in 10 years) was fully met.

OPTIONS THAT MORE EFFECTIVELY REDUCE YOUTH SMOKING

While maintaining the broad structure of the deal, adjustments could be made to attempt to make
the look-back actually work to provide the incentive to reduce underage tobacco use.

* Eliminate the surcharge abatement: As a first principle, the partial abatement of the
surcharge should be eliminated.

- The industry likely would strongly oppose any effort to eliminate the abatement -- the
industry claims that it does not have direct control over whether teens smoke or not and
therefore should not be held directly accountable for all of their use.

- The Attorneys General accepted the abatement provision in part because they viewed it as
a vehicle to assure that firms would actually pay the surcharge without first challenging it
in court and thereby delaying their payment and also because the hearing process would
provide the opportunity for an annual public relations campaign against smoking.

Option 1: Increase the size of the surcharge

As noted above, our calculations indicate that the base surcharge amount should be increased to
at least $160 million per percentage point. An amount above this level would truly penalize the
industry for not reducing youth smoking, and would as a result increase their incentives to do so.

 If'youth smoking only falls through the price effect (that is, if even the increased penalty
level does not impact youth smoking) the level of payments with a $160 million base
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surcharge would run in the range of about $200 million initially, and roughly $450 million
when the steps down in the reduction targets occur.?

- If other settlement provisions or firm efforts succeed in reducing teen smoking below the
levels shown in the chart, the level of surcharge payments would be lowered accordingly.

Option 2: Eliminate the double counting provision

 Under the agreement as negotiated, the surcharge is reduced to account for underage smokers
on whom a surcharge was paid in earlier years.

We see little justification for not repeatedly penalizing the companies for youths that do not
quit. Under this so called “double counting” provision, once a youth has begun smoking (and
the company has been fined), there is no remaining incentive for the industry to discourage
continued smoking.

Furthermore, given existing data constraints, the double counting provision is
administratively unworkable. Without data that follows teens over time to assess whether
they continue to smoke, the double counting adjustment will simply be a rough
approximation based on the share of cohorts that do smoke.

Our estimates indicate that by eliminating the double-counting provision, the current level of
the surcharge ($80 million) would provide an effective incentive to firms to reduce underage
smoking.

- Imuially, there is no change in effectiveness because the double counting provision would
not be in effect. In succeeding years, however, the present value of profits generally
would be about % the size of the surcharge payment (rather than twice the size, as we
estimate for the current settlement parameters).

* Once again, if even this increased penalty has no effect, the estimated levels of annual
surcharge payments would begin at roughly $250 million, and grow to $500 to $600 million
annually.

- But, as noted above, the level of payments would be lowered if there were greater success
in reducing teen smoking.

*These amounts would be the equivalent of about | or 2 cents per pack.
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Option 3: 1.0ok-back penalty based on a/l underage smoking

» An alternative approach is to have a goal of eliminating underage smoking, not merely
reaching the reduction targets specified in the agreement. With such a goal, the level of
industry payments under the look-back could be determined relative to total underage
tobacco use.’>

+ In this option, the look-back penalty would operate in a fashion similar to that of the
agreement, except the reduction targets would be respecified for the ultimate goal of
eliminating underage smoking; also, there would be no double-counting provision and no
abatement. The ultimate target would be for a weighted survey response of 1 percent or less
-- the 1 percent to allow for possible survey error.

« Because it may be unreasonable to expect to get current teens who smoke to stop, the
reduction targets would be reduced on an annual basis to account for the turnover in the 13 to
17 year-old age group of the survey. Current estimates show a weighted average of 18
percent of underage daily smokers. A path with immediate reduction targets would therefore
be as follows™:

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 and after
16% 13% 10% 7% 4% 1%

+ As in the no double-counting option presented above, a base surcharge level of about $40
million per percentage point would be required to make the look-back effective. Based on
the currently projected use levels without further reduction efforts, the level of payments
would start out at zero in the first year and then rise steadily until the payments continued at
about $520 million each year.

- Once again, the level of payments would be lowered if there were greater success in
reducing teen smoking.

* Tobacco firms likely would strongly oppose this approach as being unnecessarily punishing
and that they don’t have that much control over underage users.

>The settlement’s targets were based on the earlier FDA rule analysis that had a generally stated goal of
cutting teen smoking in half.

*A path with a delayed or more gradual decline -- as in the settlement -- could be used, but the stated goal
is “dramatic and immediate” reductions.



THREE REMAINING ISSUES

1. Free Rider Problem: As noted above, there is a significant free rider problem.

One option would be to expand the Michigan Survey to ask the underage tobacco users about
their brand preferences and use. Additional funding -- albeit small relative to the size of the
agreement -- might be required to make changes to the survey and perhaps increase the
survey size.’

If firm- or brand-specific reduction targets were to be specified, however, the problem of the
double counting would become even more severe and all the more difficult to calculate.

2. Reliance on Michigan Survey data: The use of the University of Michigan’s High School
Drug Use survey as the basis for determining actual teen use and the surcharge payment presents
a number of problems:

To our knowledge, no Federal expenditure or tax policy is based on private survey data. This
deal, depending on how it is ultimately implemented, could establish such a precedent and
that may be undesirable. One option would be to have the Federal government take over the
survey.

Errors in measurement in the survey could have profound effects on the amounts paid by
tobacco firms.

High school teens may end up having the incentive to misrepresent their true use status and
lie on the survey -- if it became known that the cost of cigarettes and other tobacco products
were affected by responses to the survey, teen smokers may recognize that admitting use on
the survey would lead to higher prices for their habit. Careful attention would have to be
paid to the design of the survey to deal with this issue.

. How should the target be defined? [t isn’t clear what the best measure of underage use is.

Health care professionals argue that the daily users are already “hooked” and that the better
measure for attempted reduction is to target the 30-day user numbers. However, the current
reduction targets wouldn't be effective until the fifth year, meaning an entirely new cohort of
teens would be in place. Also, it likely would be more difficult to get reductions in the

number of daily users -- thereby establishing a more difficult and more meaningful target to
hit.

At the current level of use, the survey would have to be about 5 times larger in order to be confident that

the reported percentage use of a particular brand would be accurate to within plus or minus 1 percentage point.
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Another issue is whether the target measure should be in terms of the number of users -- as in
the survey -- or in terms of number (volume) of cigarettes smoked by teens. The industry
reportedly advocated using the volume rather than the number of smokers. The Attorneys
‘General advocated the number of users under the pretext that they wanted to reduce the -
number of smokers and not just have the possibility of the same number of smokers but at,
say, 1/4 a pack rather than 'z a pack a day. '



July 18, 1997
OTHER ALTERNATIVES

Moving beyond the structure of the settlement, several other alternatives exist that could be used
and that would boost government receipts:

1. Higher excise tax

One way to boost prices, reduce use, and capture additional government revenues is to impose a
higher excise tax on cigarettes. It is widely accepted that teen smoking (and overall smoking as
well) declines as the price increases -- yet total revenues would actually increase.

. Rough estimates indicate that a $1 increase in the excise tax on cigarettes would generate
about $15 billion in additional tax revenue each year -- and at the same time generating a
38% decline in overall cigarette sales, and a 38 % decline in the number of teen smokers.

| \
o volume adjustment — Q¢ S\’\ Gl v~ Sﬂﬂf ‘\m % J’"\G’ <
> Novel dustment N A~ revran ‘VS’\*M_E w‘—L& Lo

. The current settlement uses a volume adjustment to adjust the size of the annual penalties ¢~
paid by firms -- ultimately $25 billion per year before the volume adjustment. The ws\f/""‘@‘
volume adjustment would reduce the size of the penalty because of the decline in sales -- S{’ L
roughly 22% over ten years -- that will occur under current trends and with the price
increases associated with the penalty payments.

. -Eliminating the volume adjustment would guarantee a higher stream of payments that
would not be eroded in the event that firms raise prices and the quantity of sales declines.
In fact, under the current agreement, firms may have the incentive to boost prices in the
effort to capture greater profits. This would occur because the penalty payments would
decline with volume but firms would only have to pay 25% of any excess profits.

. While the existing structure of the settlement would raise $197 billion over 25 years, with
no volume adjustment, $252 billion would be raised.

|75

. Auction quantity licences

A final alternative would be to target overall tobacco use and establish quantity restrictions (with
reduced quantity over time) for tobacco sales. Such an approach could be implemented by
auctioning the rights to sell a given quantity of tobacco products (perhaps defined in terms of tar
and nicotine in the product).

. This approach has the desirable feature that it would guarantee the decline in tobacco use
over time.
. The auction approach would rely on the private market to solve the rationing problem that

accompanied the declining quantity.
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04:28 PM PRELIMINARY - 07/16/97

Table 1
Net Payments to all Governments from the Tobacco Settlement
Payment Reflected in Price of All Products
100% Pass Through
(1996 $'s Millions)

PDV
Base Payment 368,500 231,910
Gross Volume Adjusted Payment 293,566 187,547
Federal Excise Tax Leakage (13,397) (9,025)
State Excise Tax Leakage (18,151) (12,227)
Total Gross Excise Tax Leakage .  (31,548) - (21,252)
Net Volume Adjusted Payment 262,018 . 166,296
(Pre-offset)
income Tax Offset (65,504) (41,574)
Individual (65,679) (35,338)
Corporate (9,826) (6,236
O\SS\«’ A \Tx&f\/\ , :
Net Volume Adjusted Payment 196,513 124,722

(including offset)

Department of the Treasury
Office of Tax Analysis
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Table 2
Sources of Net Yearly Payments to all Governments from the Tobacco Settlement
Payment Reflected in Price of All Products
100% Pass Through
(1996 $'s Millions)

Year Base Payment Gross Volume Net Volume Net Payment
Adjusted Payment  Adjusted Payment Fixed GDP

1998 10,000 10,000 8,665 6,498
1999 8,500 7,601 6,497 4,873
2000 9,500 8,365 7,179 5,384
2001 11,500 9,867 , 8,495 6,372
2002 14,000 11,656 10,062 7,547
2003 15,000 12,298 10,657 7,993
2004 15,000 12,247 10,661 7,995
2005 15,000 12,198 10,664 7,998
2006 15,000 12,137 10,655 7,991
2007 15,000 12,072 10,641 7,981
2008 15,000 12,012 10,629 - 7,972
2009 15,000 ' 11,951 10,616 7,962
2010 15,000 11,891 10,601 . 7,951
2011 15,000 11,832 10,586 7,939
2012 15,000 11,772 10,569 7,926
2013 15,000 11,713 10,550 7,913
2014 15,000 "~ 11,655 10,5631 7,898
2015 15,000 11,596 10,511 7,883
2016 15,000 11,538 10,490 - 7,867
2017 15,000 11,480 10,468 7,851
2018 15,000 11,423 10,444 7,833
2019 15,000 11,365 10,421 7,815
2020 15,000 11,309 10,396 7,797
2021 15,000 11,252 10,370 7,778
2022 15,000 11,196 10,344 ' 7,758
2023 15,000 11,140 10,317 7,738
Total 368,500 293,566 262,018 196,513

Department of the Treasury
Office of Tax Analysis
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Table 3 .
PDV of Sources of Net Yearly Payments to all Governments from the Tobacco Settlement
Paymeht Reflected in Price of All Products
100% Pass Through
(1996 $'s Millions)

_ PDV PDV PDV PDV .

Year Base Payment Gross Volume Net Volume . Net Payment
Adjusted Payment Adjusted Payment Fixed GDP

1998 10,000 10,000 8,665 6,498
1999 8,182 7,317 6,254 4,691
2000 8,803 7,751 6,652 4,989
2001 10,258 8,801 7,578 5683 .
2002 12,021 10,008 8,640 6,480
2003 12,398 10,165 8,809 6,607
2004 11,935 9,744 8,482 6,362
2005 11,489 9,342 8,167 6,126 .
2006 11,059 8,948 7,855 5,892
2007 10,646 8,568 7,552 5,664
2008 10,248 8,206 7,262 5,446
2009 9,865 7,860 6,981 5,236
2010 9,496 7,528 6,711 5,033
2011 9,141 7,210 6,451 4,838
2012 8,799 , 6,906 6,200 4,650
2013 8,470 6,614 5,958 4,468
2014 8,154 - 6,335 5,724 4,293
2015 7,849 6,068 5,500 4,125
2016 7,555 5,812 5,284 3,963
2017 7,273 5,566 5,075 3,806
2018 7,001 5,331 4,875 3,656
2019 6,739 5,106 4,682 3,511
2020 6,487 4,891 4,496 3,372
2021 6,245 4,684 4,317 3,238
2022 6,011 - 4,487 4,145 3,109
2023 5,787 4,297 3,980 2,985
Total 231,910 187,547 166,296 124,722

Department of the Treasury
Office of Tax Analysis



T\ o\ \D{\évw\x &c %(u C.Q._M S 7_)\\.\‘?\_'1, )

DA gy gt Sec Mdecis ey

OI\L e GUIN R\O\\%Q_B\ L \“\l«)v L%/\g/\/n.g}\ ()/\0\/\ —_

[N S R NI Mg
. (VQSL O~ Q.—-V\ik\ S/W\owa( BC/{‘ irl/v\ \/\j
: WWM Sy bt Pr\u e lo %} "U\revﬂﬂ ‘&c -

ConEN sy - #S}\g& - -
~Jos oo &,‘;t S werrw Glo Al W’k\‘fwﬁ \,\,Wmv_v\r%

- Bf\"\:\fw —o L/c,&/v\—kd" C“V\s&\?(mrv\_f

-

Tremwj ).4/% uﬁ&d ’H/\Q_’k PNt edarS) w28 o
W Wk&w% be 73688 LA only 71868 = _
C) w §/\WL~—T J-)de@,o = e ;\7&‘”‘”\ o
morenengabprae T e M&3 &
(igfjg@am o{se socdem Sao I VOV SN (1. Q//y»a;w
(2 CorreR €X<ne e X ~Uamno ) (%q@) .

- Q) X Caq e »C%th (%o @3 vy
C Treeary ek Ak AL s Iy Lol
%:& SF e e, e e Pﬂ:l«, « ;

| b % be o Sk Alg Rl
FMX W/k :gg éf} cor~ S au %\/W,QQ\
(a c’\%\ﬂ ""\? “TD e s \a,u’\i\« S./M\@V"\f S o

i— o;«g‘ w—v\gv\»k o\ /«5‘}‘0 . o o AV’\'—*'-
| w;() b i ER At

_ V\Nm\ax/l w\\“N—Cu o
S(;%\m)b\m *W (it T, Jwéﬁw@ o



B
3 k,./e—-vﬁo
Rt RS
_ W&&wﬂ@ N s fy.um\ Voo e
W ot \,Weszj 1, l«Lak

<t :

CA—?LFQ



CB/IA//]'ree-o“’ﬁ

Economic Effects of the Tobacco Settlement
Discussion Agenda
July 11, 1997

—

Impact of the Settlement on the Tobacco Manufacturing Industry

Overall the industry is in very good shape and could be made better by the settlement.

° A critical issue here is whether the settlement facilitates collusion that could lead to even
higher prices than are implicit in the payment and higher industry profits; both FTC and DOJ
expressed serious concern about the antitrust immunity.

° Wall Street analysts see tobacco stocks as a good buy if the settlement goes through.
Uncertainy about whether it will go through probably explains the timid response in the
market so far. In large part, the analysts’ positive assessment reflects a negative view of
tobacco company stocks in the absence of a settlement.

J The tobacco manufacturing industry represents a tiny piece of the labor market. It employs
about 41,000 people, or only 0.03 percent of the 119.5 million workers on non-farm payrolls.
By comparison, the economy generates between 100,000 and 200,000 new jobs every month.

° The companies with a large domestic market share and a strong overseas presence should do
fine; Liggett was marginal to begin with and might be tipped over the edge by the settlement.

II. Impact on prices and smoking

° The industry payment will operate like an excise tax equivalent to about 62 cents per pack

once the base value reaches $15 billion per year.
° Other aspects of the settlement may increase the degree of non-competitive pricing so that

the price rises by more than the amount of the implicit excise tax and industry profits
increase. This could be especially serious with antitrust immunity.

° To the extent that the price goes up by more than the implicit excise tax, the discouraging
effect on smoking will be larger.

o Large price increases will discourage smoking but increase the burden on continuing smokers
(which would disproportionately affect those below the median income).

° The price increase should have an important impact on youth smoking because youth
smoking is more responsive to price changes than adult smoking.

° The reduction in smoking would produce substantial positive health effects.

II. Impact on other sectors

° One study estimates job losses in tobacco and downstream industries might total about 6,500
after 8 years from an annual price increase of 2.1 percent, with most concentrated in the
Southeast tobacco Tegion. The price increase resulting from the settlement would probably
be twice as large, so job losses could be larger as well.

o The overall impact on other sectors should be small.

o Although over 140,000 farms engage in tobacco farming, many engage in other activities as
well (The average impact of reductions in demand due to a 62 cent rise in cigarette prices
would be about $885 a farm on a tobacco crop worth $18,000 a farm)



IV. Budgetary Effects

J If the pass-through of the excise tax is only about 1-for-1, the actual amount of money
collected will be less than the base value due to secular decline in demand and price-induced
reductions. Reduced volume will also result in less other revenue, such as excise taxes, for
the Federal government. Preliminary estimates suggest the actual payments could be half to
two-thirds the full value of the base payments.

° A valuation of the settlement payments should be expressed on a present value basis, not
simply as a cumulative sum over an arbitrary 25 years. This can take another third off the
expressed value of the settlement (over and above the adjustment for reduced volume).

° The settlement will result in higher Federal budget outlays over time, primarily in Social
Security because less smoking means people live longer.

L Tecson 2 shimndey Prask NIMA)

V. The “look-back” and youth smoking . A
o~ S Jroer sl WA

° The look back penalty for failing to meet targets for youth smoking reduction was meant to \_Q,O\D_D
approximate the expected lifetime profits to the industry of hooking a young smoker.

° The penalty may be only half expected profits. But even if the penalty were about equal to
expected profits, that would merely make the industry indifferent about attracting a youth
smoker. To penalize them would require something like treble damages.

. The industry is likely to demonstrate “good faith” efforts to reduce smoking which gives
them a rebate of much of the penalty even if they do not achieve their target‘. <>
VI. Important incentive effect L%v—\g.(" : - $ M
. Important incentive effects 7 . L, (]5.»» )
° The industry has little incentive to fight individual suits, which will largely be paid out of the

settlement fund subject to a cap. As residual claimants to the settlement fund, States and the
Federal government may not want to see successful lawsuits.

° The advertising ban does not cover important methods of advertising, creating an incentive .
to shift advertising into those areas. Ls BN o QX EWC

° A free-rider problem exists for the look-back (individual companies pay only part of the cost &9\\31’5 ,
but get all of the benefit when they attract an extra youth smoker because the penalty is based |, o
on industry performance). \ R

. Consumers may have incentives to switch to higher tar cigarettes or smoke more intensively by 7

Substitution of cross-licensing for patent and trademark protection reduces incentive to YMZN
develop new safer products. q_&
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Production
. The United States was the world’s second.larges-t producer of leaf tobacco

in 1995, accounting for about 9 percent of the estimated 14.0 billion pounds that
were produced worldwide.

Top 10 Leaf Tobacco Producers - 1995

Million Share of
Pounds  Total (Pct.)

1. China 5,180 37

2. United States 1,323 9

3. India 1,156 8

4. Brazil 877 6

5. Turkey 464 3

6. Zimbabwe 463 3

7. Indonesia 375 3

8. Italy 292 2

9. Greece 291 2

10. Malawi 240 2

. Some 124,000 farms in 16 states grow tobacco. About three-quarters of

these are actually classified as tobacco farms, meaning that tobacco comprises
at least 50 percent of sales.

. Six states account for 91 percent of production: North Carolina and
Kentucky originate 65 percent; Tennessee, Virginia, South Carolina, and
Georgia produce another 26 percent.

. The U.S. tobacco crop in 1996 was worth $2.5 billion, representing
approximately 2.4 percent of the total for all cash crops and farm commodities.

. The manufacture of tobacco products accounted for $16.6 biilion or
0.2 percent of gross domestic product in 1994, down from 0.6 percent in the
early 1960's.
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. Tobacco manufacturing makes up 1.2 percent of U.S. industrial output.

-- Production slid from early 1991 through most of 1993, but by mid-
1994 returned to levels that prevailed in the late 1980's.

TOBACCO PRODUCTION

Relative to All Manufacturing
Index Jan. 1987 = 100
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Trade

. Exports of tobacco products totaled $6.6 billion in 1996, $5.2 billion of which
was in manufactured tobacco products and $1.4 billion in unmanufactured (leaf)
tobacco. The value of tobacco imports was $1.3 billion last year, $1.1 billion of
which was in unmanufactured products.

-- Exports rose rapidly from the mid-1980's through 1990 but have since
been little changed and the trade balance has shown similar patterns.

TOBACCO IMPORTS AND EXPORTS TOBACCO TRADE BALANCE
Billlon Dollars Billion Dollars
7

(36 '
° vV $5.3]

0 = re " L L L 0
1970 1975 1980 1985 1990 1995 1970 1975 1980 1985 1980 1995
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. U.S. factories produced an estimated record of 760 billion cigarettes in 1996,
of which about 36 percent were shipped abroad for foreign consumption.

Consumption

. U.S. consumers spent an estimated $50.3 billion on tobacco products in 1996,
or 1.0 percent of all consumer expenditures.

Tobacco Expenditures by Type - 1996 (est.)

Billions  Percent of Total

Total $50.3 100
Cigarettes 47.2 94
Cigars 1.0 2
Other (smoking tobacco, chewing 2.1 4

tobacco, and snuff)

. The average household spent $269 in 1995 on tobacco products and smoking
supplies, with households in the lowest income quintiles spending more of
their budget on tobacco.

Tobacco Expenditures by Income Quintile in 1995
Lowest 20% Second 20% Third 20% Fourth 20% Highest 20%
Tobacco $204 ~ $242 $327 $307 $278
Share of total 1.4% 1.1% 1.1% 0.8% 0.4%
expenditures
. Per-capita cigarette consumption has been on a long-term decline in the

United States from a record high of 4,345 in 1963 (based on the population 18
years and over) to 2,482 in 1996 -- a drop of 43 percent.

PER CAPITA U.S. CIGARETTE CONSUMPTION

(Persons 18 years and older)
Number of Cigarettes

5,000

4,500
4,000
3,500

3.000

2,500

2,000 Il Il i 1 i It L 1 i Il 1
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- Cigar consumption, while a tiny part of the total, rose 19 percent last
year, to 32.7 per male 18 years and over, but was only about 3 percent
above the 1987 level.

. More than offsetting the decline in the United States has been a rise in foreign
consumption of tobacco, which has resuited in an increase in worldwide
consumption of 1.2 to 1.5 percent annually.

- Foreign sales, however, are said to be much less profitable that
domestic sales.

. China is the leading world cigarette market, consuming 1.7 trillion cigarettes
annually, or about 3-1/2 times as many as the 470 billion of the United States.
(China’s population is about 4-1/2 times that of the United States.)

- U.S. tobacco consumption is less than 10 percent of the world total.

WORLDWIDE CIGARETTE CONSUMPTION
Total = 5.3 trillion cigarettes in 1996

China 32%

Japan 6% Us. 9%
Other Asian 13%
Europe 12% Other  28%
Profile of Domestic Consumption
. There are estimated to be about 50.5 million adult smokers (18 years and

older) in the United States, or about 25 percent of the adult population. (See
table on the next page.) These smokers consume an 18.2 cigarettes a day
(almost a full pack) on average.



Adult Smoking Rates Adult Quit
Rates*

Current  Former Never

Adults 18+ 25.7 241 50.2 48.5
18-24 229 1.7 69.3 252
25-44 30.4 19.4 50.2 38.9
45-64 26.9 32.9 40.2 55.1
65+ 133 36.4 50.3 733

* Percent of eversmokers who are former smokers

There are about 3.1 million underage smokers (younger than 18 years old).
Their average consumption is about one-half a pack a day.

- The FDA estimates that there are 1 million new underage smokers a year,
which would roughly offset the number of 17-year-old smokers who turn
18 each year. '

- Youth smoking rates are shown below. (Note: “Daily” is used for the
Lookback provisions.)

Youth Smoking Rates

Have smoked in Have smoked 1/2
Age past 30-days Daily pack or more a day Daily users
( Percent - ) (Number)
8™ graders 21.0 10.4 43 395,000
10" graders 30.4 18.3 9.4 695,000
12" graders 34.0 22.3 13.0 847,000

Demand-Elasticities: A consensus estimate for overall demand elasticity is
-0.4, signifying that for every 1.0 percentage increase in price, demand would
fall by 0.4.percent. The Surgeon General’s report provides the following
elasticities by age: :




Demand Elasticities
Age Group Total Participation Quantity per Smoker
12-17 -1.40 -1.20 ' -0.25
20-25 -0.89 -0.74 -0.20
26-35 -0.47 0.4 -0.04
36-74 -0.45 -0.15 -0.15
All Adults (20-74) -0.42 -0.26 -0.10
All Ages (12-74) -0.47 -0.31 -0.11
Employment and Wages
. Tobacco manufacturing’s contribution to payroll employment is minuscule.

In 1996, 41,400 workers were employed in the tobacco manufacturing industry
(which includes processing of tobacco, as well as production of cigarettes,
cigars, etc.), or only 0.03 percent of the 119.5 million workers on nonfarm
payrolls. More than 100,000 workers (0.23 percent of nonfarm employment) had
been employed in the industry in the early 1950's.

-- Five states and Puerto Rico account for nearly 85 percent of the jobs
in tobacco manufacturing. (Note: These are the only states that report
employment separately for tobacco manufacturing and are presumably
the most important for the industry.)

Jobs in Tobacco Manufacturing
Number of Jobs Share of State’'s Payroll Jobs
(percent)
North Carolina 16,830 0.47
Virginia 9,550 0.31
Kentucky 4,210 0.25
Florida 1,480 0.02
Tennessee 1,180 0.05
Puerto Rico 1,040 0.11
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J Production workers in the tobacco industry earned $19.44 an hour last year,
52 percent more than the average worker in manufacturing. Tobacco industry
wages have climbed steadily from less than 75 percent of the average factory
wage in the early 1950's. Few other industries can boast comparable wages
(coal mining, steel, petroleum and coal product manufacturing also have
earnings that top $19 an hour).

Average Hourly Earnings in 1996
Private nonfarm $11.81
Manufacturing 12.77
Tobacco 19.44
Prices
J Tobacco products have a weight of only 1.6 percent in the CPl. Since
cigarettes make up 94 percent of tobacco consumption, their weight would be
1.5 percent.
- Current estimates of the impact of the tobacco settlement range suggest a
$0.35 a pack increase in cigarette prices for 1998 and $0.62 by 2002.
This amounts to a price hike between roughly 20 and 35 percent. The
impact on the CPI could be in the range of 0.3 to 0.5 percent
. Over the past decade, tobacco prices have risen at a 6.3 percent annual

rate, compared to 3.7 percent for “core” consumer prices (excluding food
and energy). Faster growth was mainly the result of a sharp uptrend prior to
1993. (See chart on the next page.)

- In 1993, there was a steep downward adjustment in prices as
manufacturers of premium brands reduced prices to meet competition
from the discount brands. Since 1993, tobacco prices grew at about the
same pace as the core.

-- This year, tobacco prices have sped up again, increasing at nearly an
8 percent annual rate through May in part reflecting higher state taxes.
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CONSUMER TOBACCO PRICES
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Industry Composition

. The cigarette market is dominated by Philip Morris, which accounts for half of
cigarette sales in the United States.
The Cigarette Market in 1997 (est.)
Sales Market
(Bil.Cigarettes ) Share (%)
Philip Morris 2334 49.2
RJR Nabisco 114.5 242
BAT 76.8 16.2
Lorillard 39.9 8.4
Liggitt 8.0 1.7
TOTAL 474.1 100.0
. Philip Morris has the widest profit margins (45 percent of revenues per pack),

followed by Lorillard (40 percent). Liggitt is estimated to have a margin of only
about 3 percent this year. (See table on the next page.)

-- Domestic producers devote 33 percent of revenues to marketing
(advertising, promotion, selling).
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Advertising and Promotional Expenditures

. U.S. domestic cigarette advertising and promotional expenditures averaged
$4.9 billion annually over the five years ended 1994.

- Conventional advertising (point-of-sale, print media and outdoor and
transit) accounted for only about $1 billion, or 21 percent of the total.

. The biggest advertising expenditures were point-of-sale
($352 million). Outdoor and magazine advertising followed at
$306 million and $266 million, respectively.

-- Coupons, buy-one-get-one free promotions, etc accounted for
$1.8 billion, or 37 percent of spending. Promotional allowances
(volume discounts and incentives for priority shelf space) made up
$1.4 billion or 28 percent of spending.

Domestic Cigarette Advertising and Promotional Spending,
1990-94 Averages

Billion Dollars Percent

TOTAL $4.929 100.0
Advertising 1.015 20.6
Newspapers 0.043 0.9
Magazines 0.266 5.4
Outdoor 0.306 6.2
Transit 0.048 1.0
Point-of-sale 0.352 7.1
Other promotional 3.915 79.4
Promotional allowances 1.386 28.1
Coupons and retail value added 1.810 36.7
Other ' 0.719 14.6

Prepared by
Treas./Econ.Policy/K.Hendershot



The Economics of the Proposed Tobacco Settlement
How does it work?

The proposed tobacco settlement has three provisions which could have economic
impacts: 1) industry payments to the settlement fund, 2) restrictions on advertising, and 3)
guidelines for FDA regulation of tobacco. Of these, the payments to the settlement fund are likely
to have the most significant effects.

The Settlement Payments acts like an excise tax on tobacco. The Settlement language has
the effect of making the annual industry Payment proportional to cigarette sales volume or a per-
pack charge.! From the tobacco industry perspective, the Payments required by the settlement are
equivalent to an excise tax of about 35 cents in the first couple years, rising to about 65 cents by
the xth year, and remaining at that level thereafter. In fact, the effects of the Settlement Payment
provisions could be replicated with an excise tax at the appropriate level and divided among
States, the Federal government, and individuals (and allocated to particular uses, like smoking
cessation, in some cases) in the manner set forth in the Agreement.

The economics of the Settlement Payments and an excise tax are similar; however, there
are some important practical differences. Most important, an excise tax is straightforward: We
know exactly what it is and have a lot of experience administering and enforcing excise taxes on
tobacco. The Settlement would make the tobacco companies their own tax collectors, and some
mechanism for oversight would need to be established, whereas, an additional excise tax could be
easily administered Treasury Department. Additionally, the Settlement Payments are made to a
Fund that is to be divides among States and individuals. The bulk of the payments to States are
for damages to the Medicaid system. Under Medicaid statute, each State should give the Federal
government a share of the Medicaid payments based on its Medicaid matching rate (after
subtracting reasonable costs of bringing the suits). Of course, a Federal excise tax would go
directly to the Federal government.

The settlement also provides for an “excess profits tax” of 25 percent. Because the
tobacco industry is not competitive and the Settlement would provide some anti-trust exemptions,
industry could restrict output and raise prices, increasing profits. (The economics of the industry
is discussed more fully below.) This provision requires the tobacco industry to pay 25 percent of
any profits above 1997 profits to the Settlement Fund. (It is not clear how these would be
allocated among States, individuals, and the Federal government because these payments are not
specifically for Medicaid damages.) Some worry that industry could find ways of “hiding” its
profits to avoid this excess profits penalty. More specific rules and oversight are could help

UIf cigarette sales fall, the industry’s Payment to the Settlement Fund is reduced by the
ratio of that year’s sales to 1996 sales; if sales rise, the Payment is increased by percent increase in
sales to adults. The Settlement does not make clear how “adult volume” will be measured, but
estimates indicate that adults consume more than 95 percent of cigarettes produced. Thus, the
use of “adult volume” for an increase -- instead of “total volume” as for declines -- is of little
consequence. B



prevent this. Alternatively, the penalty could be related to a measure less prone to gaming, like
revenues. :

The advertising restrictions attempt to eliminate advertising targeted to children. These
requirements are similar to those proposed (accepted?) in a recent FDA rule. The industry spends
an estimate $xx billion on advertising every year. These restrictions could save the industry
billions of dollars, increasing profits (which would be subject to the excess profits provision if
profits rise above 1997 levels). On the other hand, the industry could intensify advertising efforts
not banned by the Agreement (advertising to adults) or look for new, creative marketing
techniques such that their overall advertising budget is little affected by the Agreement. Because
advertising expenses are fixed costs, these provisions are not expected to effect the per-pack price
of cigarettes.

The provisions for FDA regulation limit the FDA''s authority to regulate tobacco
products compared to the status quo. Problems with these provisions have been widely
discussed, particularly by Koop/Kessler. )

How will the Settlement Effect Particular Objectives/Outcomes?
Effect on Youth Smoking and Current Smokers

Youth Smoking. Most of the “work” in reducing youth smoking is likely to happen
through price increases for cigarettes. Among young people, the “participation rate” of smoking
is very sensitive to price. The Settlement will increase the price of cigarettes considerably, by
between x an x percent. This suggests that smoking rates for young people are expected to fall by
X to X percent, or about xx to xx million 8th, 10th, and 12th graders. The number of packs that a
young smoker consumes is also fairly sensitive to price, and the price increase is-expected to
reduce consumption for young people who do continue to smoke by about xx to xx percent. '
Advertising and access restrictions, as well as public health advertising, may also reduce youth
smoking over the long term, although fewer studies address these issues. Some evidence suggests
that access restrictions (enforcing age requirements and requiring face-to-face purchase) are
effective in reducing youth smoking. Recent FDA regulations have already done a lot to
strengthen access restrictions. * (Is this true??) [Insert assessment of advertising restrictions and
public health ads.] ]

The “lookback” provision does not give the tobacco industry an incentive to reduce
youth smoking. The Settlement requires industry to pay a penalty if targets for the reduction in
youth smoking are not met, capped at $2 billion. If the industry can show the FDA that they have
made a “good faith” effort, 75 percent of the penalty would be refunded. The amount of the
penalty was selected to equal the present discounted value of profits for a new smoker. In other
words, the penalty is by design financially neutral from the tobacco industry perspective. (Our
calculations are consistent with this.) Depending on how “a good faith effort” is interpreted, the
penalty could be significantly less than the expected profits from a new smoker. Furthermore,
once the $2 billion cap is met, there is no marginal penalty for addicting new smokers. If the
lookback provision is really meant to punish the industry for failing to reduce youth smoking,
triple damages (or more) would be a more appropriate penalty. However, most of the work in



reducing youth smoking is likely to be done by other aspects of the settlement: price increases,
advertising and access restriction, and FDA regulation.

Adult Smokers. Adults smokers are significantly less sensitive to increases in the price of
cigarettes, so the reductions in adult smoking will be smaller. The evidence suggests that the
number of adult smokers could fall by between xx and xx percent, and the packs smoker per
smoker could fall by about xx to xx percent. Smokers are disproportionally lower-income, so as
with a tax on cigarettes, the Settlement will be regressive. Analyses of recent cigarette tax
proposals suggest that .... [insert table].

The estimates of the number of adults who quit smoking could be understated if smoking
cessation techniques become better and/or cheaper. The Settlement provides some funding to
subsidize smoking cessation programs. The Settlement also creates an incentive for the
development of alternative nicotine delivery systems. There is essentially no evidence on the
potential for this type of substitution: Any estimation of its scope would be highly speculative.
The settlement also attempts to encourage the development of safer, lower-nicotine cigarettes,
which would provide alternative for current adult smokers (although this may be undermined by
other provisions discussed below). There is some evidence, however, that when lower-tar
cigarettes were introduced, smokers often consumed more of these cigarettes. This might also be
the case for lower-nicotine cigarettes.

Impact on the Tobacco and Related Industries

Does the Settlement “Punish” the Tobacco Industry? While putting the tobacco industry out of
business is not the goal of this Settlement, the damages are, in part, punitive. The tobacco
industry can clearly absorb the payments requxred by this settlement. (In fact, it is required that
they be largely passed along to consumers in the form of higher prices.) [Checking into possibility
that one or more smaller co’s could be put out of business.] —

[Insert Christian’s industry paragraph.]
The impact on employment and farmers is likely to be small. [Insert Chad paragraph.]

Effects on related industries are likely to be small and temporary. [Insert Chad summary of FDA
analysis.]

Potential for-Side Effects and “Red Flags”

The incentive to develop safer cigarettes is greatly curtailed. The Agreement essentially
eliminates intellectual property rights for tobacco-related innovations by requiring companies to
notify FDA of any risk-reducing technologies that they develop or acquire and cross-licence them
for a “reasonable” fee. In addition, the advertising restrictions could make it difficult to introduce
a new product onto the market.

The Settlement limits industry's incentive to fight lawsuits and could encourage the government
to limit lawsuits even more than the Settlement. The Agreement would eliminate class-action



suits and punitive damages for past harm. Individuals could still sue for damages (just not
punitive damages), and 80 percent of any awards in these suits would be paid from the Settlement
Fund (subject to an annual limit, excess claims are carried over to the next year). This means that
the industry has little incentive to fight these cases and that the States and the Federal government
-- who are the residual claimants to the Settlement Fund -- might like to discourage lawsuits.

What this lawyers would get form the settlement is not specified in the Agreement. We do not
know specifically what agreements attorney’s have with States for payment, but many may have
contingency agreements which could give them up to a third of the settlement. (How this would
work in practice is not clear.) Similarly, under Medicaid statute, the States are allowed to deduct
reasonable costs of litigation up to 50 percent of the settlement before splitting it with the Federal
government. These issues should be explicitly worked out in the Settlement to ensure that
payments to lawyers are not excessive.



Draft — Not for Distribution

Impact of Proposed Resolution on Cigarette Prices and Industry Profits

Can the Settlement be thought of as an excise tax?

Yes. The key to understanding the payments as effectively being an excise tax on cigarettes is the
volume adjustment provision found in Title VI, B.5 of the settlement, entitled “Adjustment for
Volume Decrease (Adult Volume Only) or Total Volume Increase.”

For any given year, let X; denote the scheduled payment. Let q represent the actual unit volume
of cigarette sales, and q* denote the base volume in 1996. Then the volume adjusted payment
would be X(q/q*), which can be rewritten as (X,/q*)q. This is the same as writing the volume
adjusted payment as tq, where the “tax” t = (X,/q*). This is just like an equivalent unit tax on
cigarettes. As an example consider year 10 in which the base payment X, = $15 billion. Since the
actual number of cigarettes sold in 1996 was q* = 24.4 billion, the effective tax per pack is equal
tot=(Xy/q*) =815/24.4=61.5 cents.

What will be the impact of the effective excise tax on prices of cigarettes?

According to the economic literature and historical evidence, the price of a pack of cigarettes will
probably go up by at least as much as the tax, and probably more. Prominent analysts of the
cigarette industry conclude that previous excise tax increases may have served as a focal point for
coordinating oligopoly price increases by sellers. As a result we expect there to be two effects, 1)
a direct price response to the increase in costs due to the effective excise tax, and 2) a further
price increase as a result of opportune coordination on the part of sellers. The combined effect
would raise prices by more than the increase in the excise tax. The range of the price increase
expected starts from a conservative 100 percent of the tax to a high of 200 percent of the tax.

Will the advertising restrictions result in windfall profits for the industry?

The restrictions on advertising and marketing imposed by the settlement (Title I, A and Appendix
VII), will not increase profits very much because of the expected substitution into non-restricted
forms of advertising. Moreover, marketing innovations are expected as a result of the restrictions
further increasing costs. Because the most important components of current cigartte advertising
and marketing, promotional allowances (28% of total advertising expenditures) and coupons and
retail value added (37%), are not barred by the Proposed Resolution, we expect these to increase
in intensity. Furthermore, we expect there to be an increase in conventional media advertising.
The bottom line then is that advertising expenditures may fall by about $ 500 million to $1 billion,
This is equivalent to savings of less than 5 cent per pack (compared to the 62 cent effective
excise tax starting in year 5).



What is the impact of increased prices on the tobacco industry’s profits?

Corporate profits are expected to go up as part of the settlement. There are three components to
the change in corporate profits:

. Fixed cost savings of at most 5 cents per pack due to decreased advertising expenditures

. Lost revenues of 33 cents per pack on those not sold due to the reduction in cigarette
sales (on the order of 2 - 6 billion)

. Increased revenues of 10 to 16 cents per pack on remaining cigarettes due to new higher

price (on the order of 18 - 22 billion)

It is clear that the combination of all three components would lead to higher industry profits.
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Real Net Revenue From Tobacco Settlement

Attached are preliminary estimates of the net revenue from the tobacco settlement. They include
revenue effects at federal, state and local levels. One set of calculations assumes that the
payments are reflected in the price of all tobacco products, whi!e the othcx: assumes that the
payments are reflected only in the price of cigarettes. These estimates are in real terms, measured
in 1996 dollars. '

We find that, considering all tobacco products, the real net revenue from the tobacco settlement is
likely to be about $189 billion in total, if summed over the first 25 years of the agreement. We
obtain essentially the same estimate in our cigarette only calculation.

Two reasons explain why our $189 billion net revenue estimate is substantially lower than the
$368.5 billion figure cited in the report. First, the $368.5 billion figure in the report ignores the
sales adjustment feature of the settlement. As sales fall, whether as a result of the long-term
secular trend which has historically characterized the tobacco market, or as a result of the features
of this agreement, the size of the payment falls proportionately. Adjusting for the fall in sales
reduces the net revenue estimate by about 19%, to $298 billion.

Second, the $368.5 billion figure does not adjust for the reduction in revenue from existing excise,
income, and employment taxes. Considering federal income and employment taxes, and federal,
state and local excise taxes, this adjustment can reduce net revenue by an additional $109 billion,
or by 32% of the $368.5 billion cited in the report. In total, then, we estimate that the actual

increase in net government receipts will be about $189 billion, or 51%, of the $368.5 billion
payment cited in the report. - '

—The $368.5 billion figure also is misleading because it is a simple sum of (real inflation adjusted)
payments which flow in over time. Proper measurement of the value of the payment flow would
discount to reflect the (real) time value of money. As shown in the table, discounting the payment
stream by a 3.7% real discount rate will reduce its sum from $189 billion to $123 billion, or by.
about 18% of the original $368.5 billion dollar figure cited in the report. A higher (lower).

discount rate would lower (raise) the discounted present value of the payment stream, relative to
our $123 billion figure. i

Our modeling focuses on the basics of the payment plan outlined in the agreement. We do not

include the effects of the special penalty imposed if profits increase, nor do we model the look-

back provisions that impose a penalty if sales to minors fail to fall to specified target levels. By

way of justification, we note that is seems unlikely that domestic profits will increase as a result of
this agreement, so neglecting the profits tax seems reasonable in this preliminary estimate. For

two reasons, the look-back also seems unlikely to have a major revenue effect. First, it seems

likely that the agreement will be effective in significantly reducing under-age smoking, and so any
penalty would likely be much lower than the $2 billion annual maximum. Second, any assessed

penalty can be reduced by 75% as along as the manufactures can show that they made a “good-
faith” effort to comply with the agreement.
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One detail that we do incorporate is the inflation indexation of the payments. Without such
indexing, the real value of the annual proscribed payments would fall below their published level,
thersby reducing the real net-revenue to the government. Our approach implicitly assumes that
inflation indexing is complete, so that the real value of each year’s annual payment is completely
‘unaffected by inflation.

While this is not an official revenue estimate, our modeling approach does rely on some standard
revenue estimating conventions. In particular, our estimate is based on a fixed GDP assumption,
which has a number of important implications. First is an income and employment tax offset,
reflecting the fact that the tobacco payments are “taken-off the top”, and so reduce the base of the
income and employment taxes by lowering national income. These offsets capture reductions in
personal income, corporate income, and employment taxes at the federal level.

Second, some features of the agreement, which may have important effects for particular firms, or
for the tobacco industry as a whole, have no effect at all in our model. In particular, the fixed
GDP assumption means that the settlement’s restrictions on advertising, even if effective, would
have no direct effect on revenue; all else constant, the tobacco industry’s reduced spending on
advertising leads to a reduction in taxable income in the rest of the cconomy (e.g., in the
advertising sector) which approximately offsets the tobacco industry’s increase in taxable income.

The advertising restrictions, if effective, also might reduce net revenue indirectly by reducing
‘tobacco sales. We have ignored this for two reasons. First, it is likely that much tobacco
advertising is spent in intra-industry fights over the distribution of a fixed pool of smokers, rather
than in an attempt to increase the number of smokers in the pool. Mandated reductions in this
type of advertising would have no effect on industry wide sales. Second, the advertising
restriction’s bark may be worse than its bite because they are loosely worded, and because they
do not apply to some major categories of promotional expenses.

An alternative to holding GDP fixed would be to let it rise by the full amount of the increase in the
price of tobacco products. In that case, income tax receipts would not fall, so that net revenue to
the government would be $252 billion over 25 years. While net revenue seemingly is higher than

in the fixed GDP case, in purchasing power terms it really is the same, as'the rise in GDP reduces
the purchasing power of government tax revenue.

David Richardson and James Mackie

U.S. Treasury, Office of Tax Analysis
OTA
7/10/97
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05:59 PM PRELIMINARY

Net Payments to all Governments from the Tobacco Settiement

Payment Reflected in All Products

100% Passthrough

($'s Millions)

Base Payment | 368,500
Gross Payment 284,399
Federal Excise Tax Leakage " (18,537) |
State Excise Tax Leakage (25113)
Total Gross Exclse Tax Leakage (43,650)
Net Payment (Pre-Offset) 240,749
Income Tax Offset (60,187)

individual (51,159)

Corporate (8,028)
Net Payment including offset 180,561

PDV
231,910
182,735

(11,836)
(16,077)
(27.913)
154,822

(38,705)
(32,200)

(5,808)

116,116

Department of the Treasury
* Office of Tax Analysis

@ood
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Net Yearly Payments to all Governments from the Tobacco Settlement
Payment Reflected in All Products

Year Volume Adjusted

1998 8,677
1999 6,404
2000 7,039
2001 8,288
2002 9,766
2003 10,295
2004 10,249
2005 10,207
2006 10,158
2007 10,104
2008 10,019
2009 9,925
2010 9,833
2011 9,741
2012 9,650
2013 9,560
2014 9,471
2015 9,382
2016 9,295
2017 9,208
2018 9,122
2019 9,037
2020 8,953
2021 8,870
2022 . 8,787
2023 8,706
Total 240,749

100% Passthrough
($'s Millions)

POV

8,677
6,163
6,522
7,392
8,384
8,508
8,154
7,817
7,488
7,170
6,844
6,526
6,224
5,935
5,660
5,397
5,147
4,909
4,681
4,464
4,257
4,060
3,872
3,692
3,521
3,358

154,822

Volume Adjusted
Fixed GDP
8,508
4,803
5,279
6,216
7,324
7,721
7,687
7,655
7,618
7,578
7,614
7,444
7,375
7,306
7,237
7,170
7,103
7,037
6,971
6,906
6,842
6,778
6,715
6,652
6,591
6,529

180,561

PDV
Fixed GDP
6,507
4,623
4,891
5,544
6,288
6,381
6,115
5,863
5616
5,378
5,133
4,895
4,668
4,451
4,245
4,048 -
3,860
3,681
3,511

. 3,348
3,193
'3,045
2,904
2,769
2,641
2,518

116,116

Depariment of the Treasury

Office of Tax Analysis
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07/10/97 THU 19:29 FAX 202 6222633

05:46 PM PRELIMINARY - 07/10/97

Net Payments to all Governments from the Tobacco Settlement
Payment Reflected in All Products
125% Passthrough

($'s Millions)
_ PDV

Base Payment 368,500 231,910
Gross Payment 274,466 176,584
Federal Exclse Tax Leakage (22,760) (14,545)
State Excise Tax Leakage (30,835) (19,747)
Total Gross Excise Tax Leakage (53,594) (34,292)
-Net Payment (Pre-Offset) 220,872 - 142,292
Income Tax Offset (55,218) (35,573)

Individual (46,935) (30,237)

Corporate (8,283) (5,336)
Net Payment including offset 165,654 106,719

Department of the Treasury
Office of Tax Analysis

Qoos



07/10/97 THU 19:29 FAX 202 6222633
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05:47 PM | PRELIMINARY 07/10197

Net Yearly Payments to all Govemments from the Tobacco Seltlement
Payment Reflected in All Products
125% Passthrough

($'s Millions)
Year Volume Adjusted PDV Volume Adjusted PDV
Fixed GDP Fixed GDP
1998 8,367 8,367 8,275 6,275
1999 5,976 - 5,752 4,482 4,314
2000 6,548 6,067 4,911 4,550
2001 7,662 . 6,833 5,746 5,125
2002 8,956 7,689 6,717 5,767
2003 9,411° 7,778 7,059 5,833
2004 9,370 7,454 7,027 5,590
2005 8,331 7,146 6,998 5,359
2006 9,286 6,845 6,965 5,134
2007 9,237 6,555 6,928 4,916
2008 9,159 6,257 6,869 4,692
2009 8,074 5,966 6,805 4,475
2010 8,989 5,690 6,742 4,267
2011 8,905 5,426 6,679 - 4,069
2012 8,822 5,174 6,616 3,881
2013 8,740 4,934 6,555 3,701
2014 8,658 4,706 6,494 3,529
2015 8,577 4,487 6,433 - 3,366
2016 . 8,497 : 4,279 6,373 — 3,210
2017 - 8,418 4,081 6,314 3,061
2018 8,340 3,892 6,285 - 2,919
2019 8,262 3,711 6,197 2,784
2020 8,185 3,539 6,139 . 2,655
2021 8,109 3,375 6,082 2,532
2022 8,034 3,219 6,025 2,414
2023 7,959 3,070 5,969 2,302

Total 220,872 142,292 165,654 ___ 106,719

Department of the Treasury
Office of Tax Analysis



