
07/01/97 13:53 ©9 202 6220081 DEPSEC TREAS 

FOR: 

Phone: 

Fax: 

TOTAL FA6E8: 

FftOMx 

PHONE: 

FAX: 

OFFICE or THB DEPUTY SECRETARY 
DEPARTKZKT OF THB TREASURY 
IS00 PEimSYLVANIA AVENUE, NW 

TVASEIMOTOK, D.C. 20220 
FACSIMILE COVER SHEET 

July 1, 1997 

Dr. Janet Yellen 

395-5042 

395-6958 

a 

Lawrence Summers 

202/G22-1080 

202/622-0081 

MESSAGE: 

Please see attached - FYI. 



07/01/97 13:53 09 202 6220081 DEPSEC TREAS 121002 
JUL 01 '97 12:17PM YRLE 50P1 p.l 

I 

7 pCLCVpS ^'^^ -V 

Q«--V^">^ .̂ -7̂ ^ XVrMS , 

6 UJ. 



07/01/97 13:54 ©9 202 6220081 DEPSEC TREAS 121003 

JUL 01 '97 IZ'lTPn YALE SOM P. 2 

The Tobatco Settlement 

1. Economics of Cigarettes 
1 

Per Pack: ; 

Retail Price 1.85 
Fed. Tax .24 
State Taxes .34 
Distributors .44 
Wholesale .83 

Wholesale .83 
Marketing .23 ' 
Legal .025 
Other .25 : 
Profits .33 

I 
I 

fodustrywide: 

Retail Sales $45 billion \ 
Taxes $14 billion ! 
Distributors $11 billion ' 
Manufacturers $20 billion 

Of which: $5.5 billion marketing andjadvertising 
$600 million legal j 
$8.4 billion operating profits 

2. Indiistrial OrgaiUzation 

Premium dgarettes are about 30 cent$ more per pack at wholesale than discount 
dgaxettes. Operating profits are mucii more closely related to premium cigarette 
sales tihan 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) 

Discount Total 
Philip Morris 104.8 (56.3) 1 36.0 (Z6,Z) 230,9 (47.8) 
RJR Nabicco 7S.0 (21.7); 44.1 (32.1) 119.1 (24.6) 
BAT* 35,7 (10.3) i 48.1 (35.1) 83.9 (17.3) 
Lorillard 38.1 (11.0)^ 2.3 (1.7) 40.4 (8.4) 
Uggtrtt 2.4 (0.7); 6.7 (4.9) 9.0 (1.9) 

Total 346.0 (71.8); 137.2 (2B.4) 483.2 (100.0) 

BAT (Brown & Williamson) informatipn was calculated as a residual from 
industry information and the information available from the other companies' 
lOK reports. ; 

I 

Philip Moms has 2.43 billion shares outstanding at about $42 per share, for a 
total market value of $102 billioiL ! 
Philip Morris earns 1/3 of its profits in domestic tobacco and 1/3 in foreign 
tobacco. Foreign 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 term trend of 
falling 1-2 p ercent per year. 

3. Financial Terms of the Settlement 

$10 billion will be paid upfront, in proportion to market value. So Philip Morris 
will pay about $63 bUlion. The agreement specifies that this amount will be 
tax deductible/ meaning tĥ t the cost is equal to approximately 14 roonthf;' 
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 setdcments for tax purposes. 

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

1998 35 cents a pack. 
1999 39 cents a pack. 
2000 48 cents a pack. 
2001 58 cents a pack. 
2002 62 cents a pack-
After 2002:62 cents a pack. 
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All taxes are to be adjusted for inflation, defined as the maximum of the CPI 
adjustment and 3%. If consumption r^ains unchanged, the tax will raise $8.5 
billion in 1998 and $15 billion in 2002 ind tiiereafter. Predictions based on the 
elasticity of demand is that consumptfon should fall 15% once dte full tax is 
phased in, beyond the normal trend 1-2% per year. 

There is also an excess profits tax of 2S% of the industr/s real domestic tobacco 
profit growth, up to the point where dte total tax bill would be the same as If 
there were no reduction from 1995 sales. I assume that this sum will also be paid 
through a further increase in the tax rkte rather than by compaiues actually 
having to pay a portion of their profits. 

The 'TubHc Health Trust" receives $2:5 billion the first two years, then $3.5 
billion, then $4 billion, then $5 billion< then $2.5 billioru Among tihe mandated 
uses of the money is $75 million for ten years to compensate events, teams, or 
participants (race car drivers) who lojse tobacco sponsorship money. 

No class action or punitivB damage claims. In any event, total payments wiU 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, la distributed by 
a commission appointed by the President. Note the awful incentive pnoblem. 
Tha 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. 

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 businesses of the companies. This assumes that real 
profits will decline by 2% a year, and̂ 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 mttst 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) tius number,; principally based on whether prices will 
rise by more or less than 100% of the :tax. You can have theoretical models that 
go ei^er way. If the tax is passed onidollar for dollar, maybe the 15% number is 
light, 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 companies rises to 35% and (b) we can be sure that the money 
comes from funds that otherwise wotdd 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 meastues 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 perltaps -1, 
the 40 percent increase in initial prices combiiied 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 be very small anyway. 

A better approach might be to raise lihe age for smoking from 18 to 21, perhaps 
over a five year period. This would îminate legal smoking by all high school 
students, and make it much less likely that the typical lS-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 smokers who became disabled before 
normal retirement age might be a way to improve the incidence of the program. 
It would also be a good way of discriminating between young and old smokers, 
so that the yotmg would face high prices while the old would suffer less from the 
incidence. 

6. What makes the program a tax? 

*Payments are (essentially) a fLxed amount times number of packs sold. 
*New entr?a\ts to the business, 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 lav̂ ryers involvled. 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 Is .unclear that their clients will get anything, 
unless diey subsequently file individual suits. The lawyers representing the 
states have varying agreements. Som̂  have said that they wiU 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 arrangetnents that give them 25% of what the state 
collects. 

It seems to me to be a very bad idea to let the lawyers get a percentage of the 
money that is raised by their fadlitatiitg a tax increase. States shotdd 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 svuts where the 
customers have only been compensated with coupons in this case many of the 
"beneficiaries" are being compensated with negative coupons!!! 

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, aay $2 billion. An arbitrator can examine all claims, and if the 
claims approved are in excKs of $2 billion dien 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 paymei)tby ihe companies. 

8. Summary of Potential Improvements to the Tobacco Deal 

(i) Baise the smoking age to 21 over 5 years. This and the price inaease 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. 

(ii) CAP6-style caps on the average l̂ vel of tar and nicotine in a company's 
cigarettes. (Current deal limits taj; and nicotine to 12 mgs/cigarette but says 
nothing about averages.) 

(jij) Incentivize the companies to fight tort lawsuits by individuals. As the 
proposal stands, the marginal cost of lany tort settlements is borne by the 
government and health agencies who will not want to be put in the position of 
fighting these plaintiffs. 

(iv) To improve incidence, have most of the tort money put into a"no fault" type 
workmen's compeÎ satlon fund that Would pay medical bills and lost wages for 
smokers with Itmg 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 smokii\g, while reducing the regresaiveness 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 iiie 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 attomeys will negotiate a lump sum that is an appropriate pimishment 
for the companies. Laxvyer claims can be submitted to an arbitrator, but if tihe 
total of all daims approved exceeds 20% of the lump sum, then rationing can 
be used in a maimec 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 dedining) quantity of dgarette stamps. By using 
quantity rather than price, and auctioning off the licenses, we will svibstantially 
reduce the inrentive 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 gradiial, 
progressive, predictable reductions in smoking. Because there is a small number 
of companies in the industry it is likdy that the auctions will not be fully 
competitive. To protect against collusion leading to excess profits, floor prices 
cart be set on the licenses tiiat 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 

• Intemational 

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 

• Incorporate effect on prices and advertising restrictions 
~ effect overall, and by age group 
~ cohort projections 

D) Dnpact on the industry 

• 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 
• Compare properties to traditional excise tax change 

H) Govemment spending effects 

• Treasury's Economic Policy group is computing effects on 
~ Social Security/SSl/DI 
~ Medicare 
— Medicaid 

Effects on PBGC through bankmptcies of smaller tobacco firms - DoL 
• Effects on other govemment 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 



D R A F T . 
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 
Relative to All Manufacturing 

Index Jan. 1987 = 100 

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 



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 Quintlle in 1995 

Lowest 20% Second 20% Third 20% Fourth 20% Highest 20% 

Tobacco $204 $242 $327 $307 $278 

Share of total 
expenditures 

1.4% 1.1% 1.1% 0.8% 0.4% 

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 Eamings in 1996 

Private nonfami $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 

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].) 



The Cigarette Market in 1996 

Sales 
(Mil.$[?]) 

Market 
Share (%) 

Philip Morris 230.8 47.8 

RJR Nabisco 119.1 24.6 

BAT 83.9 17.3 

Lorillard 40.4 8.4 

Liggitt 9.0 1.9 

TOTAL 483.2 100.0 

Advertising Expenditures 

• 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 tum 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 Y2 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 Vz 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 Vl pack+/day # of Daily 
8th graders 21.0 10.4 4.3 395. thousand 
10th graders 30.4 18.3 9.4 695 thousand 
12th graders 34.0 22.3 13.0 847 thousand 

Adult Smoking Rates 

Current Former Never 
Adults 18+ 25.7 24.1 50.2 
18-24 22.9 7.7 69.3 
25-44 30.4 19.4 50.2 
45-64 26.9 32.9 40.2 
65+ 13.3 36.4 50.3 

(Adult population is about 190 million.) 

Adult "Quit" Rates 
(percent of eversmokers who are former smokers) 

Adults 18+ 
18-24 
25-44 
45-64 
65+ 

48.5 
25.2 
38.9 
55.1 
73.3 

Spending on Tobacco by Income Level (CBO 1990) 

1990 Adj. Average % of After-Tax o/oof 
Quintile Post-Tzix Income Expenditure Income Expenditure 

1st 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 firom 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 assimiption. More to 
come soon. 



TOBACCO BIBLIOGRAPHY 

Author Year Title 

Advertising 
Advertising Bans and Product Demand: How Does 
Marketing Affect Demand for a Differentiated 

1 Product? 
The State Antismoking Campaign and the Industry 
Response: The Effects of Advertising on Cigarette 

2 Consumption in California 
Cigarette Warnings: The Perils of the Cipollone 

3 Decision Viscusi, W. Kip et al. 
4 Consumers' Surplus and the Demand for Cigarettes Reekie, W. Duncan et May-June Managerial and Decision Economics 
5 Competition and the Cigarette TV Advertising Ban Eckard, E. Woodrow, Jan-91 Economic Inquiry 

The Demand for Cigarettes: Advertising, the Health 
6 Scare, and the Cigarette Advertising Ban Hamilton, James L. Nov-72 Review of Economics and Statistics 

McGuinness, Tony et 

Hu, Teh-Wei et al. 

1995 International Review of Applied Economics 

May-95 American Economic Review 

1993 Supreme Court Economic Review 

7 Information, Educating, and Marketing in Health Care Hu, Teh-Wei et al. 
Finessing the Political System: The Cigarette 

8 Advertising Ban Mitchell, Mark L. et al. ? 

May-95 American Economic Review 

9 Marketing and Advertising Regulation Murphy, Patrick E. et May-92 Federal Trade Commission 

Elasticities (Demand) 
Price, Tobacco Control Policies and Smoking Among 

10 Young Adults Chaloupka, Frank J. e 
Cigarette Taxes and Smoking Restrictions: Impacts 

11 and Policy Implications Brown, A. Blake et al. 
A Working Model for Predicting the Consumption and 
Revenue Impacts of Large Increases in the US 

12 Federal Cigarette Excise Tax Harris, Jeffrey E. et al 

13 Cigarette Taxation and Demand: An Empirical Model Sung, Hai-Yen et ai. 
The effects of excise taxes and regulations on 

14 cigarette smoking Wasserman et al. 
15 The demand for cigarettes Grossman, Michael 

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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16 Rational Addictive Behavior and Cigarette Smoking 
. Age Variation in Risk Perception and Smoking 

17 Decisions 
Promoting Smokers' Welfare with Responsible 

18 Taxation 
19 Death and Tobacco Taxes 

Cigarette Taxation and the Social Consequences of 
20 Smoking 

Federal Taxation of Tobacco, Alcoholic Beverages, 
21 and Motor Fuels 
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X. Tiie settleraeat haa 5 major goals: 

(A) PrevGnt youth smoking; 
-highest p r i o r i t y because most smokers s t a r t before 
they are legal age 

(B) Get current omokers to cjuit or reduce smoking; 

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

(D) Avoid protracted l i t i g a t i o n ; 
- i t i s expensive for a l l parties 

(E) Reduce involuntary exposure to smoking. 

Tl. This memorandum focuBBea primarily on the key portiosiB of 
the proposed Act that are deglgned to implement the first three 
goals. 

I l l , A general observation aijout the settlement t 

A s l i g h t f a m i l i a r i t y w i t h t.he d e t a i l s of the settlement 
would lead one to believe that the cigarette companies w i l l 
be paying large sums of money out of t h e i r own pockets. I n 
r e a l i t y a large p o r t i o n of the settlement w i l l be borne by 
consumers. To the extent that one believes that the purpose 
of the settlement should be to punish the cigarette 
manufacturers, one would be disappointed to learn that, 
consumers w i l l 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 f o r settlement, through 
higher prices, i s preferable to having the money come from 
the tobacco companies. 

XV, In tliis section we deacribe the two major economic proposals 
of the settlement. 

(A) The Base Annual Payments 
-there are annual payments specified f o r a period of 2 5 
years 
-there i s an i n f l a t i o n factor applied to the payments 
-when tobacco sales increase, the payment increases 
proportionately. When tobacco sales decrease, the 
payment declines i f adult tobacco sales have declined 
r e l a t i v e to the base year. Under these circurastances, 
the payment declines proportionately to adult sales. 
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- i f there i s a reduction i n the base payment, i f 
industry p r o f i t s increase above the industry's base 
year net operating p r o f i t s , then the annual payment 
reduction w i l l be reduced by 25%. 

(B) The Surcharge 
- i s a penalty i f the industry f a i l s to meet ce r t a i n 
targets f o r reducing youth smoking. 
-the surcharge i s $80 m i l l i o n per percentage point the 
industry f a i l s to meet the target. There i s a 
$2 B i l l i o n cap per year for the industry. 
-the $80 m i l l i o n may be reduced by up to 75% (the 
abatement) i f firms meet youth marketing and other 

r e s t r i c t i o n s 
-the $80 m i l l i o n number w i l l be adjusted 
proportionately f or percentage increases or decreases 
compared to base year p r o f i t . 
-Each tobacco f i r m pays i t s portion of the surcharge on 
the basis of i t s market share. 

Problems with the Actual Settlement Terms 

(A) Here's how the base payment scheme would actually work: 

(1) I f t o t a l volume of smoking increases, the 
settlement increases proportionately. I n other words, 
for increases i n t o t a l volume the payment scheme i s 
equivalent to an excise tax per pack.^ [While not 
s t r i c t l y an excise tax ( i n the sense that a per pack 
tax i s not tacked on at the sales r e g i s t e r ) , tobacco 
companies w i l l recognize that t h e i r t o t a l payment, when 
they come due, w i l l be dependent on how many packs are 
sold. Thus, the economic e f f e c t i s as i f they were 
faced w i t h an excise t a x ] . 

(2) I f youth smoking declines and adult volume i s 

^Here's an example: Suppose that t o t a l base volume i s 200, 
100 each f o r adult and youth, and the base payment i s $10. This 
can be thought of as a 5% excise tax. I f t o t a l volume increases 
25% to 250, the payment increases 25%, since the formula i s 

( t o t a l volume/total base volume) x $10 = (250/200)x $10 = 
$12.50 

Therefore, f o r increases i n volume, the payment i s a stable tax 
per pack. 
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unchanged, the "excise tax" per pack increases.^ 

(3) I f adult smoking declines and youth smoking i s 
unchanged, the "excise tax" per pack decreases.^ 

(4) I f youth and adult smoking decline proportionately 
the "excise tax" per pack i s unchanged.^ 

Here's an example that i l l u s t r a t e s t h i s point. Suppose 
that adult volume and youth volume are i n i t i a l l y 100 each and 
that the base payment i s $10. Suppose that youth smoking 
declines to 70 while adult smoking stay.s at 100. Using the 
formula f o r the payment i n case of a decline i n t o t a l volume 

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

(100/100) X $10 = $10 

However, since the payment i s made over a smaller t o t a l volume, 
170, the excise tax rate i s 

$10/170 = 5.9%. 

That i s , the excise tax increases. 

^Here's an example that illustrate.? t h i s p o int. Suppose as 
before adult and youth volume are 100 each and the payment i s 
$10._ Now suppose that youth smoking i s unchanged, but that adult 
smoking declines to 70. Using the formula f o r the new payment, 
we have 

(70/100) X $10 = $7 

To convert to an excise tax rate we divide the payment by t o t a l 
volume 

$7/170 = 4.1% 

Thus, when adult smoking declines and youth smoking i s 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 f o r the 
new payment, we have 

(70/100) X $10 = $7 

To convert to an excise tax, we divide the payment by t o t a l 
volume 
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(B) Comments on the base payment scheme: 

(1) Why the asymmetry of (2) and (3) above? i t ' s not 
clear from the language of the Settlement i t s e l f 
however, as noted below, t h i s could easily be r e c t i f i e d 
by having the actual payment be made actual to the -bas** 
payment times actual volume over base volume. 

(2) To the extent that Act i s t r y i n g to reduce smoking, 
the fact that the base payment scheme operates as an 
excise tax rather than a lump sum payment i s good. 
Excise taxes are a proven method of reducing smoking, 
especially f o r young smokers. Although true lump sum 
taxes penalise the tobacco companies, they do nothing 
to reduce smoking. 

(3) Although the base payment scheme i s b a s i c a l l y an 
excise tax, which i s good, there i s an open question as 
to what i s the correct l e v e l of the excise tax. While 
excise taxes can be an e f f i c i e n t method of forcing 
i n d i v i d u a l s to i n t e r n a l i z e any negative e x t e r n a l i t i e s 
produced by t h e i r behavior, a cursory view of the 
empirical l i t e r a t u r e on the subject i s mixed on whether 
current c i g a r e t t e prices (which already include 
substantial excise taxes) are high enough f u l l y t o 
i n t e r n a l i z e e x t e r n a l i t i e s from smoking. 

(4) Higher taxes to reduce consumption, even i f not 
j u s t i f i a b l e on standard "e x t e r n a l i t y " grounds, could 
perhaps be j u s t i f i e d on grounds of paternalism towards 
addicted adults. 

(C) Here's how the surcharge w i l l a c t u ally work: 

From the tobacco companies' perspective, the surcharge 
over and above "Base payments" due i s e s s e n t i a l l y a tax 
per youth smoker. This i s because every youth that 
keeps smoking costs the industry. How much? Assume 
there are 18 m i l l i o n people from ages 13 to 17 (the age 
groups i n Apendix V, section A), of which 14.5% smoke 
on a d a i l y basis [a rough, though not completely 
accurate, estimate taken from "Monitoring the 
Future"]--that's 2,520,000 teenage smokers. 1% of t h i s 
number i s 25,200. The tobacco companies pay 80 m i l l i o n 
tor every 25,200 teenagers that do not q u i t - that's 

$7/140 = 5% 

The excise tax rate i s unchanged. 

4 
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$3,175 per youth smoker. 

From the smoker's perspective the surcharge w i l l work 
as an excise tax. Suppose that the industry has to pay 
the maximum tax: $2 B i l l i o n . Sales of cigarettes 
approximate 25 B i l l i o n . That's 8 cents per pack... 

However, the tax per youth smoker and the excise tax 
due to youth smoking are l i k e l y to be appreciably 
smaller; 

F i r s t , i t i s plausible that the cigarette companies 
w i l l work hard to do whatever i t takes to meet the "no 
marketing to youth" and other r e s t r i c t i o n s i n order to 
q u a l i f y f o r the 75% abatement from the maximum $2 
b i l l i o n i n surcharges. I f t h i s 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, i f 
p r o f i t s i n the cigarette industry f a l l , then the 
abatement f a l l s proportionately. Experience shows that 
i f companies are regulated on the basis of t h e i r 
p r o f i t s i n a p a r t i c u l a r l i n e of business, they w i l l 
f i n d ways of lowering p r o f i t s , such as taking p r o f i t s 
i n other l i n e s of business and incurring higher costs. 
Suppose that due to the new incentives, industry 
p r o f i t s drop by V4. Then the per youth smoker drops to 
$3 97 and the excise tax drops to 1 cent a pack. 

We do not wish to suggest that these numbers above are 
highly accurate estimates. However, the above rough 
estimates do suggest that the youth surcharge may not 
have much economic punch, wit h the exception of 
i n c e n t i v i z i n g the tobacco companies to comply wit h the 
minimum specified r e s t r i c t i o n s on youth marketing, etc. 
that would enable them to q u a l i f y f o r the abatement. 

(D) Problems wit h the Surcharge 

(1) The Free Rider Problem with respect to the penalty 
-Recall that each f i r m pays for i t s share of the 
surcharge according to i t s market share. This 
a l l o c a t i o n lead to a free r i d e r problem because a 
fi r m that r e c r u i t s an underage smoker gets the 
f u l l benefit of that smoker patronage, but the 
surcharge i s s p l i t among i t s competitors based on 
t h e i r t o t a l market share, so a f i r m s t i l l has an 
incentive to a t t r a c t underage smokers. 
-This may be a s i t u a t i o n where a n t i t r u s t immunity 
could enable the industry to overcome the free 
r i d e r problem, however there are more d i r e c t ways 
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of dealing wicii t h i s p a r t i c u l a r problem. In 
p a r t i c u l a r , basing each firm's surcharge on the 
change i n i t s sales of cigarettes to youth 

(2) Problems wit h using p r o f i t s 
-As mentioned above, there i s a strong reason to 
suspect that i f the industry payment i s t i e d to 
p r o f i t s , that the tobacco, companies w i l l have an 
incentive to allocate p r o f i t s to other non-tobacco 
lines of business and deviate from cost 
minimization by converting p r o f i t s to higher 
salaries and waste. 
-The free r i d e r problem may also be relevant here, 
since the Act uses industry average p r o f i t 

(3) Problem w i t h using the abatement 
-rewards meeting minimum standords rather than 
re s u l t s (but note that there i s no free r i d e r 
issue here, since the abatement process looks at 
i n d i v i d u a l f i r m e f f o r t ) 
-could be counterproductive, i f a l l i t does i s 
encourage youth smoking by increasing the 
"forbidden f r u i t " aspect of smoking (almost 
c e r t a i n l y there must be public health studies that 
look at cross-state and cross-national v a r i a t i o n s 
of the effects of implementing laws making 
cigarettes more d i f f i c u l t f o r teenagers to buy and 
banning ce r t a i n types of advertising. (Note: To 
the extent that cigarette advertising and 
marketing are simply a f i g h t among firms f o r one 
another's ex i s t i n g customers, requirements to 
reduce these a c t i v i t i e s (and thereby q u a l i f y f o r 
the abatement) are profit-enhancing for tobacco 
companies, especially those that have r e l a t i v e l y 
i n e f f e c t i v e campaigns. In e f f e c t , banning c e r t a i n 
of these a c t i v i t i e s may enhance industry 
p r o f i t a b i l i t y without much a f f e c t i n g t o t a l demand 
for t h e i r products.) 

VI. other Potential Problems with the eettlement 

A. Disincentives f o r Desirable Innovations 

-Mandatory cross-licensing could lessen the incentives of 
p a r t i c i p a t i n g companies' to innovate reduced r i s k tobacco 
products. 

One goal of the proposed l e g i s l a t i o n i s to foster 
production of reduced r i s k tobacco products. The proposed 
l e g i s l a t i o n contains several elements designed to prompt such 
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innovation by the p a r t i c i p a t i n g companies. We strongly 
su.'spect, however, that at least some of these claimed 
incentives to innovate may end up having precisely the 
opposite r e s u l t , i n p a r t i c u l a r . 

T i t l e I (E)(4) provides that: 

The manufaoturera w i l l be re<iuired to notify PDA of any 
technolooy that they develop or acquire and that reduces the ri s k 
from tobacco products and, for a commercially reasonable fee, to 
cross license a l l such technology/ but only to those companies 
also covered by the same obligatloaB. 

Title- T (E)(4), Proposal at 14. Requiring crose-licensing of 
t h i s technology may reduce research and development 
competition among tobacco companies because a f i r m w i t h 
leading technology would not be able to benefit from i t s 
innovations to the exclusion of other firms w i t h less valuable 
innovations. A rough, but useful, analogy might be to 
proposing a repeal of the patent laws (or property r i g h t s 
generally) and re q u i r i n g mandatory li c e n s i n g by firms or 
ind i v i d u a l s that develop valuable innovations. The primary 
economic r a t i o n a l e f o r patent protection i s , however, that 
r i g h t s to one's innovation provide the prospect of economic 
reward to the innovator, without which investment and 
innovation are far less l i k e l y to occur i n the f i r s t place. 
I f the p a r t i c i p a t i n g tobacco companies are, i n f a c t , the most 
l i k e l y source f o r new reduced r i s k teclinology, t h i s 
cross-licensing mandate would seem to lessen the l i k e l i h o o d 
that the companies w i l l allocate the research and development 
funds necessary to develop these reduced r i s k tobacco 
products, and therefore that they w i l l not be developed at 
a l l . I t therefore seems l i k e l y that incentives to innovate 
reduced r i s k tobacco technology would be increased--and the 
public heath better served—i£ t h i s provision were deleted 
from the proposed l e g i s l a t i o n . 

B. Unclear Scope of A n t i t r u s t Exemption 

Beyond the proposal to, i n e f f e c t , raise c i g a r e t t e prices 
through imposition of what would e s s e n t i a l l y be an a d d i t i o n a l 
"excise tax," the agreement goes fur t h e r by proposing an 
exemption to the a n t i t r u s t laws. The proposed a n t i t r u s t 
exemption broadly states: 

In order to achieve the goals of this agreement and the Act 
relating to tobaaoo use by children and adoleooente, the tobacco 
product manufacturers may, notwithstanding the provisions of the 
Sherman Act/ the Clayton Act, or any other federal or state 
antitrust law, act unilaterally, or may joi n t l y confer, 
coordinate or act in concert, for this limited purpose. 

7 
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Appendix i v (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 this 
sectxon; 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- i t 
does not set a time l i m i t for Departmental approval; and i t 
does not provide,, for any remedy i f companies act before the 
Department approves proposed a c t i v i t y . 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. I f (as seems lik e l y ) the monopoly 
price for cigarettes i s above the price that would be produced 
by the annual payments-generated "excise tax," antitrust 
iiranunity 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 e l a s t i c i t y for cigarettes in the relevant 
range), and c) highe r p r o f i t s t o the c i g a r e t t e companies. 

One could make an economic case for raising prices and cutting 
cigarette consumption by the amounts implied by this proposal 
I f 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) s t i l l too much smoking 
by youths who are probably too immature to make in t e l l i g e n t 
decisions about whether or not to smoke, c) paternalistic 
motives towards those who are already hooked\ Otherwise, the 
usual deadweight loss arguments for antitrust scrutiny of 
collusive behavior would seem to apply, i f one were to 
expressly authorize monopoly pricing, there is an additional 
issue of who gets to keep the monopoly p r o f i t s . The large 

•"It i s 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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t r a n s f e r of consumer surplus to tobacco companies could, i f 
society wishes, be taxed away i n some lump-sum fashion, One 
p o s s i b i l i t y might be to estimate i n advance the p r o f i t a b i l i t y 
to the tobacco companies of colluding under the provisions of 
t h i s settlement and impose a lump-sum tax of that size up 
f r o n t . A l t e r n a t i v e l y , one might adjust the terms of the 
settlement so as to raise the "excise tax" closer t o that 
which would generate closer to monopoly p r i c i n g i n the 
industry. This way more (though not necessarily a l l ) of the 
monopoly rents would be handed back to the government. 

V I I . What might an "ideal" settlement look like? 

The answer depends on j u s t what goals we are t r y i n g to 
achieve. The following i d e n t i f i e s some of the goals i n p l i c i t 
(or e x p l i c i t ) i n the settlement, and describes very b r i e f l y 
proposed ways of achieving them most e f f i c i e n t l y . 

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 t h e i r early deaths), they 
tend to smoke too much ( i . e . , the f u l l cost of smoking 
includes those costs that smokers don't pay for, inosfar as 
t h e i r smoking decisions do not take them f u l l y i n t o account, 
they smoke too much) 

(2) solved by excise tax = costs they impose on 
society (with such a tax, a decision to smoke based only on 
the p r i c e of cigarettes and factors i n t e r n a l to the smoker 
would r e f l e c t the f u l l costs of smoking) 

(3) recent e x t e r n a l i t y estimates range from 19 cents 
a pack to $4.80 a pack (a range that's too broad to be of much 
use since i t runs from a f r a c t i o n of the current excise tax to 
a m u l t i p l e of i t 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 f o r r a i s i n g excise taxes by more than estimated 
negative e x t e r n a l i t i e s 

Goal(B): reduce underage smoking 

(1) underage smokers seem to act r e l a t i v e l y 
myopically (Chaloupka JPE 1991 pp. 722-42 finds that smoking 
by older smokers supports the Becker-Murphy model f o r r a t i o n a l 
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 i t s brands 

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

optimal fines are lump sum (otherwise cost passes 
through) 

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

V I I I . Practical improvements in the settlement 

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

(B) Calculate each firm's surcharge on the basis of the 
change m i t s sales to kids to eliminate the free rider 
problem 

(C) Base adjustments i n the surcharge not on p r o f i t s 
(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 7 5% surcharge abatement makes the settlement for 
underage smoking 75% regulatory command and control and only 
-,5% market incentives. Consider reducing the extent to which 
companies can get around the f u l l surcharge by meeting 
c r i t e r i a other than performance targets ( i . e . , reductions i n 
number of kids hooked). 

(E) I f the externality evidence for adult smokers i s 
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 po s s i b i l i t y would be to have antitrust 
immunity attach only i n certain limited circumstances; for 
example where, i n the view of the antitrust authorities, the 
Doint conduct of the participating companies w i l l be primarily 
to reduce the sale to children and adolescents i n 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 f i x i n g certain drafting problems in the 
proposed resolution. For example, 

1) change p. 8 to a ban on tobacco companies distributing 
non-tobacco merchandise (rather than a ban on possession of 
such merchandise). 
(2) p. 19 should exempt cigarette papers from the ban on use 
Of non-tobacco ingredients (since otherwise i t would l i k e l v 
ban a l l manufacture of cigarettes). 
(3) p. 3 0 should exempt homes and private apartments from the 
ban on smoking ( i . e . , 10 people can be a big family or a 
weekly party) . » jr ̂ ^j. « 

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

The Tobacco Settlement between numerous States* Attorneys General and the Tobacco 
Industiy on Friday June 20 is aimed at resolving issues relating to underage smoking ami 
reimbursements to States for Medicaid expenditures related to tobacco-related iUnesses. 
The Settlement also sets national standards controlling the manufecture of tobacco 
products, restricts advertising akematives, and mandates a nationwide smoking cessation 
program. There are no immediate and direct implications for tobacco fenners or the 
USDA price support program. Nonetheless, there will be Indirect eflfects resulting bom 
the Settlement as the industry restructures in compliance with the 9 titles included in the 
Settlement, 

Agriculture as Addressed by the Settlement 

Direct mention of the USDA or tobacco ferming occur in two instances within the 
agreement. The first simply states that tobacco farmers will not be subject to additional 
regulations over and above those existing for odier producers O ÎKW products. "Tobacco 
farmers will face no greater regulatory burden than the producers of otiier raw products 
regulated by the federal govemment" [Tide 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 farmen 

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

Declining consumption due to reduced underage smoking 

Currently, the proportion of total consumption attributable to underage smokers is not 
known with certainty. Estimates range (torn 3 to 5 percent U.S. consumption in 1996 
was 487 billion cigarettes of which between IS to 24 billion could have been consumed by 
underage smokers. The Settlement seeks to reduce underage smoJdng significantly over 
the next decade and maintain the reduction thereafter: 

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 seventh year after the legislation 
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takes effect, by at least 60% from estimated levels over the last decade by the tentii 
year afler the legislation takes effect, and remain at such reduced levels or below 
thereafter. [Title II] 

If the Setdement reduces underage consun̂ on by 30 percent by the fifth year 
consumption will decUne between 5 to 8 billion pieces, assuming undet̂ e con̂ umddon of 
15 to 24 billion cigarettes annuaUy, This is the equivalent of 5.7 to 9.2 million pounds of 
tobacco (farm sales weight), based on cunrcnt domestic leaf use per cigarette, U.S. 
tobacco production in 1996 was 1,517 million pounds. 

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

Dedining adult consumption may result if prices rise because of the Settlement. 

At this point, it is difficult to tell how the Settlement wiU affect retail cigarette prices. 
Cigarette companies are liable for huge payments under the agreement, beginning with an 
up-front payment of $10 biUion at signing and $8.5 biUion due at the end of the first full 
calendar year following signing. The up-fi-ont penalty 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 amount to 76 
cents per pack for domestic sales and 49 cents for total output. Retail cigarette prices 
averaged 51.91 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 dgarette industry and inelastic 
consumer demand, wc would expect much of the additional costs to be transferred to 
consumers. However, in the past, the cigarette industty has reduced wholesale prices, 
such as in 1993 when the prices for premium cigarettes were slashed to regain market 
share fi-om 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 increases. 
The change in cigarette consumption 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 retaU price ofa pack of 
ctgarettcs results m 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 cttit 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. 
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EaUnuM ftfr«cts of olgnretta pric« IncrcMCt 

1936 «v«afl6 prica) p«r pack ($) 1.31 
1996 total U.S, conwmptipn {bidlon dsarettes) 467 
Price Ql«8ticlty of denwnd .0.40 

cents 
pctchng prio* pet chng vc( 

paroBfrt 
quanCty 
bUllanc 

domvutic 
uwpor 
1,000 

cigaraQ«s 
(be. 

domestic 

ma. Ibtt. 
pctchng ostchns 

mU. lbs. 
25 13.1 •52 462 1.144 528 -6.2 -23.2 
50 26.2 -10.S 436 1.144 439 -10.5 
76 39.3 -15.7 411 1.144 470 -15.7 •67.5 

100 S2.4 -20.9 385 1.144 440 -20.d -11B.7 

The cigarette industty uses both domestically grown and imported tobacco leaf to 
manufacture cigarettes. In 1995, the most recent data available, U.S.-manufectured 
cigarettes contained about 35 percent foreign tobacco leaf U.S. tobacco growers likewise 
supply both domestic cigarette manufaaurers and the export market. In 1996, leaf 
exports accounted for about 33 percent of U.S. production. U.S.-manufacture'd cigarettes 
are consumed domestically and exported. In 1996, 32 percent of the cigarettes 
mattufecturcd 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. dgarettes and the proportion of 
foreign tobacco used by U.S. cigarette manufacturers. The impact of the SetUement and 
associated price changes on the mix of domestic and foreign leaf used by manufacturers, 
and the level of leaf imports, is difScult 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, IE, however, &cing declining domestic consumption, nwnufacturers 
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 ir> 
used to manufadure cigarettes subsequendy exported is subject to a duty drawback. If 
doroestic consumption is relatively stable, manufacturers will likdy 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 manu&cturcrs. The Settlement contains a provision [Title VIB. 5. (See 
appendbc)] which rebates part of the penalty paid by manufacturers if aduh consumption 
falls below the 1996 level. This provision should negate some of the price effect of the 
penalty by enablmg manufecturers to use the rebate to lower prices and thus regain sales. 
In addition, the penalties are paid using pre-tax dollars, fiirther lessening the financial 
burden of cigarette manufacturers and reducing amount prices might be increased. 
Advertising expenditures, which total about $6 billion annually for the industiy, are likely 
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to decline also. 

Indirect Implications for the USDA Tobacco Program 

The indirect hnplications for the USDA program are mainly political in nature. 
Congressional attention focused on the Setdement has already spavraed tangential 
tobacco-related lê slative proposals, such as the biU introduced by Senator Mitch 
McConnell to have cigarette manu&cturers cover the costs of the Tobacco Program, lii 
recent sessions of Congress, the Tobacco Program has come under attack and narrowly 
survived. 

T U T H L "'.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 imderage consumers of tobacco products." Manufacturers would 
face surcharges if the tobacco-use reduction targets are not met. Surcharges will be imposed on 
the basis ofa "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 ofprofits from a higher 
percentage of teen tobacco use exceeds the 

Underage Daily Tobacco Use Percentages and Targets 
Michigan Survey Data and Settlement Look Back Targets 

Percent 

20 

18 

12 
Historical data 

Use (Auct ion targets 

_ i _ _1_ 
1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 

cost of the surcharge by a factor in the 
range of 3 to 6 — hence, the economic 
incentive to firms to reduce teen smoking 
will not be effective. 

• The daily tobacco use percentage 
for underage teens in 1996 was 
18.2 % ~ well above the target 
base of 15.2 % (calculated from 
data over the past 11 years). 

• The surcharge would be imposed 
beginning in the 5th year after 
enactment and every year 
thereafter based on the difference 
in the actual and targeted 
percentage reductions in underage use ~ at the rate of $80 million for each percentage 
point (adjusted for changes in the size of the relevant population and industry profits). 

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

• If we assume that teen use declines because of higher cigarette prices from higher excise 
taxes, the use percentage falls to about 13-1/2 percent and the surcharge in the fifth year 
would be about $400 billion and the present value of profits would be about $1.4 billion 
for a ratio of about 3-1/2. 



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

Some Assumptions: 

Discount rate: 4.0 % 

Profit per pack: $0.30 

Intensity of use: 1 pack a day 

Survival probability: taken from FDA rule in Federal Register 

Teen population: Census middle series 

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



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. 
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By MICHAEL M; PHILLIPS 
And SuEi.v L. HwANC 

Staff Reporicrs of T H E W A I , , . STREET JOURNAL 

The sweeping tobacco ' settlement 
sounds like a huge burden for Big Tobacco: 
How can an industry with $8.4 billioii 'in 
annual pretax operating profits i^oi'd to 
pay out S368.5 billion over 25 yearslalmost 

, S15 billion a year? " • 
The fact is, it can.-Tobacco will simply 

• pass along the costs to millions of addicted 
customers and reap the rewards of higher 
stock prices, economists sav. "The deal is 

. a very good deal for the tobacco industry " 
says Gyy Black, a tobacco analyst 'at 
mveslprent firm Sanford C. Bernstein & 
Co. , 'i . , 

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 settlement 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 tobacco 
companies. ' 

, A handful of compaiiies-dominate the 
market - PhUip.MorrisCos.,RjR.\abisco 
Holdings Corp., Loews Corp.'s Lorillard 
Tobacco Co., B.A.T Industries Ltd.'s 
Brown & Williamson Tobacco Corp 
Brooke Group Ltd.'s Liggett Group Ine! 
and UST Inc., a leader in smokeless to­
bacco. And there is virtually 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 delays in advancing 
the settlement, which still needs President 
Clinton's response and congressional ap­
proval for the industry to win broad liabil-
.ity protection. , ' 

Fueled by its super-hot Marlboro 
brand. Philip Morris controls half .of the 
U.S. market, and shows no sign of slowing 
down worid-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 
Its share is about 25'}; ) and debt left from 
Its 19S9 leveraged buyout. Much-smaller 
Brown •̂• Williamson and I/)rill;ird rely 
liwivily un menthol: Liggett, seller of dis­
count cigarettes, is barely a blip on the 
serpen. , " . 

AN nf w i . i r l , :; |„. | |-, iri.,r.- Wi„ii^.|i„(.- i„ 
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tho existing settlement is too favorable for 
cigarette companies yet the companies are 
a'liifi.int to make more financial conces­

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. 
Among the reasons: 

Tobacco demand is inelaslic. Smokers 
don't cut their intake much even when 
prices rise. Frank J. Chaloupka, associate 
professor of economics at the University of 
.Illinois in Chicago, figures adult cigarette-
smoking declines 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 makeî s. 
TTiere arm't obvious substitutes. If or­

ange juice prices soar, consumers can buy 
lemonade. 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 raise 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 
S15 billion [a year] pure payment-this is a 

Please Tum to Pane A10, Column 1. 
Continued From Page Ai' 

62-cent-per-pack tax" in effect, says Bern­
stein's Mr. Black. 

That's assuming cigarettes cover the 
, whole amount. If smokeless-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 
recenUy boosted cigarette prices 7.6%-the 
right amount to cover that move, analysts 
believe. 

fenalties 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 expectijd 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 S4 
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. 

Tfte horizon would clear. The settlement 
would simultaneously settle suits by 40 
states that claim the industry should pay 
fill liilKiciii ii:\iilril Mrillc-iilil c'lmlil, II a\M 
wiMilil pruvlUc bioitd lluliilily protection 
against future lawisuits. 
' 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 (ingress. Philip 
Morris, he estimates, could jump 54% to 
$65. 

Some costs could shrink. Settlement 
payments fall if cigarette consumption 

declines. Dr. Hairis 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 billioiii the compa­
nies would only have to pay $11.4 billion in 
the fifth year. Over 25 years. Dr. Harris 
calculates the settlement would cost the 
industry perhaps $304.3 billion, not the. 
$368.5 billion frequently cited. 

And payments arexleductible. "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 waM sprvad mer. 
amount paid over time is less costly than 
the same sum paid up front, a textlraok 
concept economists call present discounted 
value. If the companies wanted to, econo­
mists say, they could spend about $194.5 
billion today to buy 7% bonds that would : 
pay off $304.3 billion over 25 years. 

Because of new limits pl^d on aldver-
tising and store displays; tbe'bompanies : 
are also likely to save some of ,tiie;$6 billion 
they currently spend battUnstrfor maitet 
share: The industry's $8.4 bimbh^ annual 
pretax operating profit might shrink by 
just $700 million to $800 ihillioni Mr. Black 
predicts, aiid if companies cut marketing 
sharply, they might avoid any profit de-
clineatall. 

When the industry says it cannot afford 
more money, I'people in Washington 
laugh," Mr. Black says. But RJR. isn't 
laughing. Some industry! people expect 
volumes of more-profitable premium ciga­
rettes to fade as smokers, switch to 
chê )er, less-profitable brands. RJR 
would be among the most affectied; its debt 
rating only recently was raised to so-called 
investment grade. With passage of the 
settlement, "RJR's upside isn't as dear as 
Philip Morris's," says one tbbacco execu- : 
tive. "This is the cost of the LEO." 
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Leadership Woes 
Blamed by Army 
For Sex Scandals ], 

By THOMAS E. RICKS 
Staff Reporter of T M F WALL STRKKT JOURNAI 

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 itŝ 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. 

"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. "1 think we need to 
place 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-

- lie 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 harass­
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 officers 

. 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 seeing it) than sexual harass­
ment (which was perceived by 17% of 
females). 

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 fema:ie soldiers, 
were an "aberration." He indicated that 
trie 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. 

I Mr. West also 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 additional 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 
said. 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. 
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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. 

2. Annual cost of transition payments, quota compensation, and retiring all tobacco quota 
after 8 years. When this aniount 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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/ f l International Tobacco Fund 

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 
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 \ ^ 
fora. However, resources that currently can be brought to bear are tiny in relation to both the Ab 
scope of the problem and the resources that can be brought to bear by the tobacco industry. \ 

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

Bilateral Collaborations, including cooperative agreements with key countries to 
promote the development of national and intemational 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 governments 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 Industry/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 poinf of each of the parties to this settlement, and thereby the 
mutually acceptable range of agreement. This calculation consists ofa 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 ofa 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 companies 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? 

• Compute after-tax payment amount 
• Compute post-settlement profit stream 

What are the gains to settlement for the government? 

• 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 . . / 

Market based analysis of the settlement „ H I ^ 0 /»^ 

• Gather Wall Street paper on the settlement 
• Event study analysis of settlement 

Concerns with collusion 



• Coordinate concems with DOJ antitrust division 
• 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 mles? 

Understanding the details of the deal 

• Explicit description of the uses of the settlement money 

Concerns about parameters of the deal 

Tax Issues 

• Should the settlement be tax deductible? 

• Are there sufficient protections against foreign spinoffs to avoid profit taxation? 

Targeting & Penalties 

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

• Should the lookback provisions apply company by company? 
• 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 fiature 
profits lost from reduced youth smoking? 

• 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 of 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 farmers 
• 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' attomeys? 

Distribution of spending of settlement dollars 

• 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 govemment insist on 57% (federal Medicaid share) of the non-

earmarked dollars (dollars not going to liability fiind, smoking cessation, etc.)? (EP) 
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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 C R J I Q - -Year . , 2 3 4 5 6-8 9 

Total 
Payments $8.5B $9.5B $11.5B $14B $15B $15B $15B $15B 

Ai^unt $6B $7B $8B $10B $10B $12.5B $15B $15B 

Public 
Health 
Tmst $2.56 $2.5B $3.58 $4B $5B $2.5B 

Inflation Protection for Annual Payments 

Greater of 3% or CPI applied each year on previous year, 
beginning with first annual payment. 

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 
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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. 

6. Payment Protection 

° 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 

7. 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. 

C. Applicability 

1. Applicable to All Sellers of Tobacco Products 

° Through protocol and statute to protocol signatories. 

° Through altemative statutory provisions to non-signatories. 

D. Tax Treatment 

All payments pursuant to this Agreement (including those pursuant to Title 
II) 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 ternis 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 result of this Act, or who currently 
receive tobacco industry funding to sponsor events and elect to replace that 
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... .4 .K t .h= ovpnt team or entry is otherwise unable to replace its funding, provided that the event, earn, or y ^^^^ 

tobacoo industry sPo"=°'=Ĵ 'P 1 " ^ ^ i ? h e m e After a ten year period, no 
purpose shall pramote a Q""obac<» ^̂ ^̂  

additional ̂ "''^ ^^ail "̂^̂^̂^̂^̂^̂  Lding of the multi-

of this subsection. 

encouraging current tobacco users to quit mro^^^^ 

S g ^ - l l ^ l S r S e p ^ - l ' J S t ^ ^ ^ ^ ^ ^ ^ ^ ^ - t h e purposes of 

this provision. 

tobacco product usage and exposure; 

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

(4) the promulgation of such other rules and ^^J'^f^^ Z 

with the goals of the Act. 
(C) public Education Campaign - $500,000,000 ^ ^ ^ ' J ^ ^ ^ ^ ' C 
fuch multlHT-edia campaigns -ie^^ned to discot̂ rage an<̂ d̂ê ^̂ ^̂ ^̂ ^̂  

to tobacco products. TO l^'^f ^estS™ i n d M d l a ^ the leaders of 
organization with a Board maae up oi a . . . . ^ „ contract or 
th^ maior public health o^anfeatons sha« -^^^^^^^^^^^^^ .obaoco 
make grants to non-profit pnvate e"™es "n „ ^^^^^.^^ 
manufacturers or tobacco ""Portei^'^^o have a ̂ e™^=«^ multi-media 
effectively to reduce P;°fXendent b̂ ^̂ ^̂ ^̂  be authorized to 
rtrct^TSte"t .STepar^:L^^^^^^^^^ appropLe. to run campaigns for 
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their states and communities. In creatin^^^^^^^^^ ^ ^ - ^ ^ ^ ^ ^ 

independent body f f „ t ^ I 1 e d t ^ c L oTT^^^ 

18 and by encouraging current tobacco users to quit. 

.. ^ fi^n For the first 4 years, $1 billion, and thereafter, 
(D) Tobacco Use Cessation - •'̂ '̂  ^"^ .̂.̂ ^^^^ industry shall be paid Into a 
$15 billion of the total amount paid by ^̂ f̂ tobacco to do 
Trust Fund to be used to assist individuals ^ " ^ ^ ^ ^ ^ ^ ^ govern (1) 
so. Within 12 months the Secretary f Pl°^^^^^^^^ of cessation 
the establishment o ^ ^ n a i ^ ^ " ^ ^ n ^ ^ ^ ^ ^ ^ ^ ^ maJe un'der the program, (2) 
programs and devices for ^» îch paŷ ^̂ ^̂  - ^^^n, the tmst to 
the eligibility requirements fo'^'^^f ̂ "̂ '̂ .̂ ^̂ ^̂ ^̂  to govern the tobacco 
ftjnd the tobacco cessation efforts, and (3) the proceaures, y 

cessation program. 

The goal of the tobacoo cessa^n prog^m shall ^ o e ^ ^ ^ ^ ^ ^ J ^ 

tobacco users possible to.^e=e'''«,^„^,='~" p Z a m s techniques, and 

best available scientific guidelines. 

(E) public Health Tn,st Fund . P - « - ^ ^ : , 3 ^ 2 ^ ^ ^ 
^mmission will be appoint«^ ' ° ' " ^ ^ a t t T n ^ ^ y s t d o L r s to detem,lne the 
r p S l 5 f e a r S d " S ^ . S ^ ^ ° ^ ? ^ * e *25 Billion Public HealU, 
Trust Fund will be used. 
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BUSINESS! American Bmnds Is a dlvers«led c6.«umer products Franklb, Ufe ' " ' ^ l ' ^? : 
hokJIng (kim p̂any. Product' llnea:'tniernatlonal tobacco.(59%:bl 'ge;-'?;i/96. Employs about 28,000,has a ^ t 55,000 sikhoiders. O i ^ , . 
revenues.,-41% operallng Income) Includes Gallaher Tobacco Ltd.,-̂ |-;own:aboutJ1:5%v,o^ cony!!oa.,(3^7,.proxykChairman 
"•»"iiSw"lMdefin'jii'u;it''*ilh'abo^ 
(11%,M0%); HiMwM-'and hb-me-lmproveiTient (12%;',18%); Dis-. ..'«*•$$:' .1700,East, Pulnaî i Ave. OW Green»«h., CT w j ^ 
lfed^sffi\(l'1%i-20%); arrf:̂ ^̂ ^̂ ^ > ieisufr'-p%, 11%).- Sok) :-Telephdne:203-696-5000^Webslt(i:hltp-y/www.ambrands^g|^ 

lahen tobacco .divisioii and .rename iti AB is taking steps :to improve piHfe: 
i-tobacco f businesses- Fortiige v%and^ u9Reratiftn8liJlt|,p)^^ ffl?"*^'/^-VSffig 
... ..i._...i.._.yIi.--jL_i-.i:_.;j .;~,;o,,./.-«,.iV/5 n'Drompnf. ...nf....its-, -hardware«i,-;f.^Rlsfi 

i 
i 

'American' 
into •'hisjfory. 
ttimiiahyi ]" 
:.Gallaheri 
h O n - t o b a t ™ „ - r - r- , - , - -^ .^- . - . - r -zr - . , 

(Note that our estimates and,projections^ 
not -include-'the effect "of - the 'propoi 
spmo .̂J'̂ '̂ABiJshareholders would receive «JUI>~TO "~""r:i:Sai 
AmericanrDepository''Receipts in Gallaher Fortune Brands. And AB,i8 cpnSol̂ ^^ 
.lbbacco4prbposed-symbbl:-GLH).kt»d stock-U;KJ^:^^ 
in Fortune Brands (projpbŝ d 8>Tnbol:v̂ 0):ii.;Irel.4ndr,w^^^^ 
A4 part of thê  spinoff,-idliH will'indemnify the former Soviet Union, w^ere deisafl | 
-FO ̂ d^aiftst^dny'financiaV; liab^ 
fitjm-tobaa^oirelatedfissu'es^ilnVestbrs have .,,cpstly,;;.;butî ^̂ ^̂ ^ 
cheered^ t̂hê  move- ^biddifijf^AB' stock vlp'̂ .the';,Jonj^-tem jpro^^ 
about'25%'.sirice the spirioff-wias .'ahnoun'dL .̂'̂ Brtmdiaiid^^ 

. edUast cQctober.nContnbiitihg 'to then nse iWe^ tKihk; 'investors should hoW^gg 
was speculatioii tbat 'a sputt-off Gallaher.iictheM^Un^^ 

l3i:!8hare8'-^^;-- .̂..Ass^^ | 
v^y brafcji'uirtd by BA:Tirridustke8^^ itheH'fitbKacwFsp i 
Oii'^ a • buslness-as-usUal'. basis; -AB^.-plannedi'^A^y^stbc^^^^ i ^ ^ u * ^ ^ ! 
•share:vnet ishould grawiby about;)()%, -effectiy^ '̂n;5^; dividerid, boost,! iha^ip 
to;$3.-60;iin'. Itf97^thafika to.hieher,profits,-U:^ [g'^' 
and mor^vshare' repurchases}; Fi"t^quarfer .,tjipugji^ 
sales -:ana.rearning8 were^'up. year:;:oyer;^w6idd. doi.syell-^ 
year, in Jail of the.conipWs operating-Gallaher Tobacco^>tock^will ^̂ ^̂  
MgiAentsl>- except the' -'golfi?' unit,- =^whlcK'NyolaM*t-.^«i?inotJ:8»itabls.!: for 
reported high'iar:sales but lower profits duo-̂ averse?.̂ :, .at .< i.'-'"t ] ,1 --ifclj 
to'elevated manufacturing-costs related; tpj. Nick ^rnayera , •[y'^i _^..::^Mayj£^ 

,,.,07);'90,.(77t)..Ne)(teamltigs report i 
due nte'JuM; (C) Next 'dvldend meeting about 
Julv 30lh; Nfext ex dale about Aug. 3rd. 1 -
F ldales.-.1sto( , June, Sept., Deo. 

- Dividend reinvestment plan available., f - j ; ' 
(D) Ind. Inlang. In W, $19 WH.',- $2J.86/sl(.i V::" 
(E) In minions, adlustod̂ lor, stock spills, -J-J 
(F) Unranked due to Ihe plending splnofi—.. .. 

iMrtairiod heiela Fa the.ccii-

-Cotflpany'a Financial Strength , , 5» 
StocFa Price Stability ; \ ' ^ ; m 
Price Qromrth Porelstencf 
Eamlii'gtPrwIlctablllt ' 

Fictlitf'iiilertal ls'jjbteliwd lroni Jollevod lo be i»nabl»,liU:tt*.publlsli« isT^^ Tfor'any or ' " T S i T ' ^ u . k ' ' - S ^ l n ; ; 
S l i S i s j l i f e S m P * ' * * ! ' onlv..Ccpyri()nt iwr, by..ViJue u™ !̂>vtHri™n9, ™,.«,.Re9, TM-;Value,Une,.|na, 
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: „ • « ( 
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.5' 
i:1 • 
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/iWfrei'ifiwr.-.:L; •• ' -
SAFETY ' '. -3 *^ 
fiiile: I.HIgfetftwiajl:' l l ^ 
'BETA.1.10 -"••":iuo;MariMC i 

[ .x' ' :^;- •-L-:'i:-,ĵ -../An)!'!Total 
. --̂  ..Wee ,Qaln - .Return 

I Inalder Declslona - ^ . i . ^ - — 
' ..-C.)OHf-.^.t^.,;,> j 1 

' NOT REPDRTEOT ' - - «S 

U.S. Inttnuttonil Dtidlalona ^ 

«-21 

3C'..37 
"hiZit: 

C£!'i«2nfl&i» 
13702 13211 

-̂ 3,01 :,.vil5 
:i460.3 

High: 
Loir. 

Parecnt-rO.e.-
1-^0.4 f;4 

.•V«.43 
3.61 

1476.3 
,̂ 4.15 

CAPITAL STRUCTURE D of 1S31/96 ' 
.Total Debt $891113 nilH. Ouein SYrt $4500 thm.* 
UT Debt $5800.3 tnin. JKLTInteratt $500.0 liiH. 
(LT:lnlerest earned:,9.5x;|jo.q i^;] i y-. 
lolaJ hteresl oove(aBe:AOi5);-5^;;-;i;,-;^- j - ™ 

lia»e«.;unM'pHaniirt'Ahhî ^^^^ 
P(d.Stock None! ;.JiC i-rM«.T-ii . t r i . •.• • • 

rCominon Stock 3,086 mm. oommoo aha; • 
(squlvaleni to 1,543;o mflllon ADRs) 

WRRENT!>psmoN:;,iw,,;^ i^kt 
I Cash Assets —'-r—1924.7- ^ I f i 5 -''jaas a' 
RecelvaWey -^^'^ l'194i:6'^^55;4 
hventory,(Avg Cat) .-̂  3283.4 ' 3382;1 - 3567.1 

Iuiner-; •̂ rr.-̂ j, ; • / - t , ^ . 
Current Assets; . - . 7 t ^ - ,7?PJ 
Ao«»J'ayat)le i,-;.,- -426.9 .i..'454JJ,;. 5015 
S f i W i ' 2523.0 ; .2941.0 ̂  3111^ 
Other-. - j . ...3855.5 ';3467^4 ."^.424^ 

ICurrentUab..- v:;:<5S55:?: 55533:-iVSSj; 

ANNUAL RATES Piat 
ofchangetperAOR) 'lOYn. 
Sales 
"Cash now" ... 

I Eamings 
OMdendt' '4 
Book V a l u e - i 

5.5%. 
,.7.0%. 
•7.5%' 
17.0% 
4.0%. 

Paat Eit'd '»4--96 
•-5Y». > toUfrtB • 
.'4.0% 
; 6.0%. . 
; 6.0% 
':3.5%''-' 
'• 3.0% . 

7.0% 
B.S%, 

10.0% '• 
12.0% 
10.0% 

1994. 
1995 
1996 
'1997 
'1996• 

Oil-, > 
lender 
•1994 
1995 > 
•1996' 
-1997)1 
1998 

1993 
h1994< 
l:.199S.' 

1996 
11997 

' •*'-• QUARTERLY SALES « milt) 
HarJI 'Jith.30. Sep.30' Dec31 
78fle 7765-'-" 8415' -8356 
8674-' 8686 ' 9241 9432 
9696 •10162 • 10486 11503 

10065 ^10435''-11000 '11500. 
lOSOQ-10500 •• 12000: . 12000 

. EA»IW0SPERA0R».i5* ...v'. 
Maf.31 JunJO Sep JO-000.31 
•;\25'!.v..33:-2S34 i*;>.28'-
-•?3lJ--"-i-;41 -v7i41,,s-.^':i-35 . 

o.38--nD .48 ;.i ,^.46:-'..-!.i;28 
.;!37ia-,-.ii» tii. 'ie0:i:.r[i.38'r 

'GROSS QUARTERLY DiVDS PAID c; 
Haf.3,1jJun.30. Sep.30 .Pec,31 

'•j.:ri.t'X440;.;f'208 
• •V'•?,!-.'? oj .467 
•331v.,î i :i.;.H.533 
•358 .-iV." '. '.562 

t yearend.-'!.̂ -
i jBjprlmaiy eamings'.based on U.ltiaocfa.:. 
' avanable.jiExeludes nftioaln: 

),-,40«. Next eamingsitepdrt due lale-JiS, 

Full 
Year 

32338 
•36233 
41847 
43000 

'Fun" 
V̂eaV 

;1487.0 

'2334:0 
•7458.0 

1520.9 

RAno io.9(aE!ij; REUM 
P/E RATIO 

5.7% 

1476.9 

685.2 

m 

3757.7 
'5546.8; 

^?'-31%, '<38% ••,''NMF: :111% l-iNMF. i-;44% 

'770.4 

'38335 
'5589:4 

iwai VBPnee strBTfliii 

.995.7 
lT31f-

1540.5 

3548.5 
.7500.0 

20135 

'3494.5 
7019.6 

1543.0 

;418f7 
;̂ io.6% 

2575.3 

5800;3 
928i;9 

m , 

43000 
110% 

150 

38% >;68%, ..ctJJX; LvSJX', fSOX %AfllXvd'stbNetPr()( 

1151 

j'iyno r~s>- rr. u 

i;;r,Tr.;3l| 

0|>tIons: Nohe iv, „ . 
• ; - ^ r x J ; 

ytiut 
— MtAl KM _ 

45000 
110% 

"Cash Flow:.per ADR 
Earning per AOR .B, ,? 
Gross DIvtfs DecTd ADR 
Cap'i spending per ADR 

Sales($itilll)-atn--.^ 
OpereMnq Maraln'''-'̂ -'' 
15iprecl»tlonl»i^')'"' 
Net Profit (Inilll)-' ' 

Income Tax Rats 

L^TennDebt($infll) 
Net Worth ($ifilinV r 
K Earned Total Capl " 

13S%--

15.0%. 
.7.1% 

and Brltlsh-Amerkia). Tobacco---Brands kwlixle'flPC A M ^ W - - h . ^ " ? ^ ' ' ' ^ ' J f ^ ' ' " ^ ' - - * ^ I™*"* Can.,lobr.,4- ' 

-judge ruled: tbat tobac^ m i r i j e regSla^S^hl^^ S " ^ f r n f « " ? f " ? ^ division 

tnoueh . i t annp.nni M .Q. i wVio^a .D , A TU ^, 

the 

: .'."-.but -' ok ly . 'iagtfressiw; favesto™ ' S S ° ^ f i ^ " ? ^ " ? ' ' ? ° ' ' - *=«P«««y a™"n<r.tlis 

|C) Before 15% U.K. tax to U.S. residents.-
ndudes refd ol .U.K. adv. cotp. t i t Excludes' -
,92'stook.dlv: ofler, Next dlv. meeting earV '• • 
June. Next ex dale about mW-August. After 

,1992, most divklends paid early Januaiy'and • 
m k W u l y . ' - . ' i . .A-;' . - . i ' . 
(D) In millions; a'diiisled lor stock spllia^ ' 
Each ADR Is equ^alent to 2 common 

May 16. '1$97 
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RECEKT.. 
PRICE ij.; '•38 fel4.3,^(wSnii!;o) 

I TIMELINESS V I .- .:3 

S A F E T Y - - Z - A ^ S i . 
(Scale: IH'̂ liest to 5 lowest);'-

TA .85- '-- -(1.00 = Martel)' 
iOM P̂ROJECTIdNii 

' Ann'l Total 
Price . -Qaln..- 'Return 

lt..Sg.:Sb1 ;̂ 
Insider Decisions..;,--. -i _'- .'A.t-

NOT REPORTED •.:t 
I Institutional Declelons';,-— 

»tt:V"'--WW >• sen 
- - . ' [ i ^ 1 ^ - 4 '!»!>7 • 

179 
1 .-.-ir/./2:|'ic-;'='0 

'157 

11.64 

-7.1 
-1882f .193.01 204.22 ': 217.80 

High: 
Low: 

S 20.0 
i,.12-1 

19.6 
.11.4 

P*cc«<t..3.0'-

tr ided I - I.OJ; 

'19.35 
.'1.48 
• '.98 
•• .36 

CAPITAI; STRUCTURE a* olL12/31/96 - -
' DetX $2091.0 mill. Diie In 5 Yr* $594.0 mllU. 
LT Debt $1968.0 mtlL;M tTflnter?»t $150.0 mill.;; 
lnd.-$15.0mllUcapitaliied.loases:' 
(Ltlnlerest earnedr8,&i):ĵ ;j,:,;;;.,(»% ol.Cafi'i) 

PId Stock $135:0-mlli; sPfd DIv'd $9.0 mill.CC'̂ i 
lncl.*270shs. 6.9%.Perpetual first RrelerenoeS'-i' 
Share} Series fc7.;t-fc,a-;n i^it?* ?' ̂ ' 9 

I 'ji'Sc ' ;-*.-'.V I-.',''i,'>n-A'3 <•'. S-^.'" 
I Coriwrion Sloek'230,614,624 8h's.-:(62% ol Capl) 

.4813,4 
it),6% 

644,5, 
•2454.1, 
22475' 
,?6.8% 
103% 

IRRENT POSIT10Nr:-.1994.'i'; .1896 1201/96 

icelvabl98?~- 384^' 356'..-; •• 531 
....iTnUSj^'^Mf^-' f'801\* .V838.,-;-.M158 

Current Assets,', ? -nM3,i.!l':1265..:,:T;i7t)4 
AcctsPayaWa'Vl .-.r-.680<:: ,-,i- 6M '..e 88|: 

8Ŝ S/?̂ :H??:::̂ .;2̂ Î£4l:̂  
Current Uab, 3J.5<3 717575- r i B e „'j-.1173 

I ANNUAL-RATES vPast,!' ' f j * ̂  
(jlctBn!ie(persMi lOYri- 'i-SYti.fJ'-.lo.'OO-tl!-
BevenuMJ.r '.aV. 5.0% ,J 10.5%v,t..-.3.0%,:. 

hcash.Row:;-,,'] .9.0%,i;.|14:5%., .̂ 0%^( 
Eamlnas-,. .''^ ' 8.0% 13.0%: <0.5%^ 

•Value'; K'gji"-7.0%..(aj7iO%C'.tl,fl.gX.ij 

I ehdwa 
.1994V 
•;1995!? 
',1996.; 
•,1997.' 
',1998.'i 

QUARTERLYR£VEHUES($ffl!ll)*w 
Mar.3<:jJuh.30»Sep:30̂ Dec.31 
1855Hi;208U'!;, 2102f'-2096 
2042#i2232i'=!^22fl?;i. 2165.":" 
2110"'.i»-2375 f' 2389Eii.2562 
2690-t>,'^J aOdO ,'9'2000£W;20M.-'' 
2t50ja2200j» 2250S:2300hU 

1 •ndar;>' 

1995:} 
' il996-i 
i1997i 

! ;1998 
1 ^Cilr;. 

endar.,-
.1993£ 
'1994' 
1 1995 

1996 
1997 

8134.0 
8641 
943i6.0 
tm> 
8900 

, EARNimSPERSHARE** . 
Uasf.- Jiin.30',>S»|>,30.aDec,31 

S'lTHvj^ ..61:'5itî 65;i "--'.BS j 
ki'-Htii V M p 'i-.rifjw 
io.63;i'foa.70jiijfiTw72,«£U';̂ .7l>: 
fe»5-«!.7gfcfe«W>« .7/. 
. OUABmVONlDENOS WUD.Ci.) 
|yiar.31vJun.30:Sep.30. DefcSI 
VjieSi ^̂ l45 '-•;165': -̂ 1̂65 
\>il95'v'o .195̂  a ' M ' •-•195 
-\24s i.'J4'j •y„̂ 24J!J•<.•.24•,a 

.27' . i7^ .27.;; .27 
•.30}.,-a-<.̂ . 

.Full 
'̂Voa'r 

Full 
f.Year. 

14.8 
; 11.9 

20.3 
13.9 -.12* 

•-10.6,.v':12.1 

3.9% 

118.9 
2 .̂0 

,6000.6 
•ii6;4% 

24.0% 
;5j% 

'3IM 
-,19£% 
• 5i% 

566,4 
(21W.6 
2261.0 
i-9.7%-
•,13.9% 

8i% 
•i44% 

5724.7 
'11.6% 
157.7 
366.1 

165 
j 840.6 
2610/1 
;io.4% 
•14.0% 
i'9i% 
•43% 

5234.0 
12.5% 

50 
tiO.48 
238.49 

5432.5 
•12;i% 

.•158.6 
;29\.4 
23.7% 
.v5;6% 
273.1 

f2672;3 
2719.9 
";8a% 
.10.7% 

331. 
22.5% 
" 8.1% 

1836.8 
'285Si 

7989.8 
136% 
.314 
,'380.4 
3a6% 
4.8% 

.427,3 
-1968.9 
;3057,i 

RELATIVE . A 0 7 
P/E RATIO U.Of 

12.35 

i.M2 

3.9% 

7972.0; 
14.5% 
328.0 
424.0. 

DIV'D 
YLO,g .3.2%' 

VAIIOEC 
LINE 1578; 

.32.3 

' ^ W '230.61 228.00 '228L00 Common ShsOutsffl" .220-W-

8134.0 
17-6% 
3460 

- 521.0; 
30j%t 
i;5;3%! 
5428.0 
8̂96.0 
3100.0 
:10J%" 
13.'7% 

864t.O 
"16.9% 

37.7% 
".8.4% 
'363.0! 
•i«7.0̂  
;3337.0: 
:i15%' 
16.6% 
>I02% 

350.0 
546.0 

102 h v 11.1 
.70 

'4.1% ',.3.8% 

9438.0 
'16.5% 

38.0% 
6.3% 

J79.0' 
-1781.6: 

"mo 
•12.5% 
.167% 
,10.0% 

43% 

356 
601.0 

•-631.0 
.•^i966;0 
'3im 
i12.3% 
17,1% 
10.1% 
•43% 

I.IO 
•15J5 

BMtIg 
KUlM 

8700 
i m 

4aox 
;7.'o% 

12.5% 
l&5% 

Target Price Range i; 
2001 

Shaded area.. 
..yJndlcatML. 
..recession 

80 

OptionsjTCO;-.J^l 

1.15 
•17.10 

"Cash Flow" per »h 
Eamings pier sh ,8 ; 
DIv'dsDecI'dpershC' 
Cip'l Spending per sh.. 
Book Vsluii per 8h°' 

tM>'-

"8900 
.110% 

40,0% 
'7:4% 

AvgAhn'IP/ERadd..; 
RelalhraP/ERado-''-
AvjAnn'f DIv'd Yield 

III ' High 

"1 wijo; 

%enii»;($mjl!y^f^r 
Operrtinii Marglii -P-'V 

10000' 

Depreclattan($mill)..>̂  
NetProfll($mlll) 

1450. 
4005 

Income Tax Rate' 
Net ProW Margin 

IJ.SX 
l&S%' 

.Woriiing Cap'l (tinijikv 
Long;Te(inbebt($mlll),, 
NetWorth'($milO. 
% Earned Total Cap'l'-'; 
% Earned Net Worth 
% Retained to Com Eq-
%AnDlv'dsto'NetPfpl-

l i p 
'1. 

I f CAF 
l i i Tot; 

It'"' 

J -H.0X 

iUiiNKs«iŝ rrdî ^ 
perial-Tobacoo controls about 67% ol.the.Canadlan cigarette mar:;. .,,Gioup, 9«5̂ Poy Roflor8ja»6.f̂ ^̂ ^̂ ^̂  
'ket.inaVer's and <<u,Msi;rief)..CT PnandaU.Setvlces.ls a.marketor..Systems; 4fl7. 96.p?pre^.rat?.,J4.2%.,A^^^ 
tearrpersonal fi^acial setvtees vnth.470,bfanches,-cShopper8,v-,.,40%daxnmon. G«cs^a,̂ p,rs. o«j ' ^ ^ * ^ ^ ^ ' * ^ " ' ^ > . . 
S ^ U S a p r i x has,819.drug stores-.-Genstar, D^etop^nt,.,,jmual).. P ' « - S J - ^ 
.creates resWentlal communities..Aoquired.Roy,Roaers.,.4J90;;Flr3l, .̂ Maisonneuv.y.BlvdjWest. Monlre.al, H3A.3K7,..Tel 514 982 ari,;.^ 
Tmasco, has Dared off a couple of ;ii6ii-b pace of acquisitions, ButVonly in'«" f»:.i 
iSSt^ric ^ S X V T h e : wmpaSyi'diyested tabUslied fields. , .Jma8Co;-purch^^ 
? i u s1fin"da? ^ubsidiâ ^^^ «=MontreaIrbased prop. 
Sa;Hng8 of]fSSiester, for:C^̂  mimoniin̂ Terty;. and casualty inaAirantie bu3.9e? .̂,̂ *r 
S T . f t S , r e c o r d e d .>a,.C$2̂ ^̂ ^̂  ^ K ' ^ v- "^^t i -J f 
;or^$iOT-per-sUe; nonrecumng.gain.̂ ^ hit', the.,Canadian^b^ng,m^Hs^ 
the. sale , ftT, the fir8ti.fluarter.:._ Althftugh. and: % companŷ  will l̂ î ^̂ ^̂ ^ 

.;K»ral'2ha8.,maae^fc89liddcbrvb^ 
ttionI;taiithei..h9ttQ l̂.,'ilineb.oyer-.(thê /rpâ ^^ 
W e i ^ e a « , * e a y y . . o 5 8 o U d ^ ^ ^ ^ S i S T ^ ^ t S ^ 

1 ;?f''#i 

il 

1 

11 •• €,-1 

:8eYeral(jyearBi,-Mavyi.con80uaation;.wiiw^^ "̂V -iSi iSi^ 
thef,U.S : baî Wng. .induitw.</.ha8,,ir,e<̂ ntly.,tiaf̂ ^̂ ^ 
pla^d,ltii"e-.8ub8iaiaryi.;at..iBoVwhat̂  
wi^et tive .disaiiyantagealwas 
it8.-H£udee'8,-F<»(J:.Sy8tem^^ 
,a?proxiqiately C|457 milli.on. UnlikeaFir8t;;ldi«m:..cigaret>e - r ^ J ^ f ' j ^ ^ ^ J ^ ^ S ' 
;F^er3|.Ha^dee?e :A.W)rJ.ftn̂  
;65ro8s,̂ Broundat̂  ^„-^»..««^ir..inw«r,. wc-arette sAles- .UP from:66.^*;the,preyio,,,. 
)i;fgjiieajrning8;],,b̂  
deepitekreRCft̂  
•Hsirdee'd BaXe.,.v,,.̂ „.~.-.-r.̂ .- r,—-r^ 
defeiTedi:tax.:&88et8.cofr,t!0iighly' 
lion,; plus GUI' additipnal;:(3$60 
sion' itq/.'.cb-ver,' liabilitie8" and..' 
.ted;with thecdealiiNevertheleBgn ( 
asco's looming ..battle8-onvthiej,tobaccoijivnfcyj:.umt»« " " ^ J .-̂ ^ T"''',rk=rri T>,«'&ciuity1i8i 

:Uee:-.below)i *thei diveBtitUre. isKvcertainly.r.htfgation over th? lo?ff5^«^\;-"^^^f^^^ 
welcome.new8.-rsa .;«̂ .n •' <̂i)t̂ r :mo.L--'dUv an^ayera^ Belection for̂ the year aheaOv.̂ .̂  j : w e l c o m e . liqno.YSSi. . :anu • .\v.» n : < '̂i.w *T .-^.i-.>--". - » i , , 

The compaiw^wiUAMtoly^pioHi'-"P 
't^y^k^im 

$l.07i Next egs..rpl- * » We July.'(C) Belore: 
,15% tax lo U.S. les. Next dVd mtg. about Aug. 
'10. Goes,ex about: Aufli H.- DWd pmL dales: y 
80th oj Mer.; June,- Seplj Dec.J OVd;telnyest, 

(A) Cal. yr..be9..,12/87; ended Mar.i3,1, lion 
'80-'86. (B) Prim. egs. Exa nonrec. gain (toss); 
•81, 3»; % 3* '̂e3-6*a '̂%iV3j*;fe.«««);; 

plan BvalL (0) lnel.i>ilahg.'96: $284 miU.;..:; p 
$1.14/sh..(E) Mostly.avg. cost..((i) Fin., sub,.-.-,• 
Ind. oneoty.-basls untlT'OI, consol. therealter.-. 
(Q) In mlU..'ad̂  lor;»plit». (H) AH llgs. inCdm.t 

Company'* Financial SUengthi .̂ ••?fi 
Stoelf«:Prlce.Stablllty;i .;v«-i'.-i 'v^iflSfn 

i Price Growth Psrtlatenceiy.': K'-. Gf^.'S-.l 
, Earnings PredlctabllHy.w-' 

Josubscribe;cniri:,#833,;0Q4i. 
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CURRWr POSITION M9»4_ 
;«t*'-;"~5."i;.-.-'i84''; 

Receivables ... .. .4382. 
Inventory (UFO) - ,,:7987'. 
Other''.. --'""^ 11355 
Current Asset* '-•-•••. •13908 . 
Acets" Payable ' • ' - 3789 . 
Debt Due . 893 
Other - - 6283 
Current'Uab. • ' '15555 ' 

... 1138 ; :J!.Z40: 
.4508 4466 

. 7862 ,,'9002 
- 1371 •' • 1482 
-T1575= T5TW 
^•'3364 ••'..'3409 
1.2048:, • 2106 
• 8861- - -9352 

ANNUAL RATES Part ; ; ,Pa*t E*fd'»4-'96 
ol change (per th) 
Sales 
"CashFlovir 
Earning* • 
Dividends 
Book Value 

•lOYr*. ' SYti. 
' 15.5% '' 8.0%: 
, 17.0% i10.5% 

,17.5% .11.5% 
22.0% 18.5%-

'12.5%' -6.0%' 

totlO-IS 
»2.5*-' 

• •.16.0% •; 
. Jfl.5* 
. 12.5% 
• 17.0*-

Cal-v, 
(in'dar 
4994, 
1995 
1996 
1997 
1998' 
Cal-, 

eridar 
1994,. 
;1995. 
!l996 
1997d 
1998" 

.'Cal--, 
etidar 

i 1994 
1995' 
1996 
1997 

QUARTERLY SAl£S()fflllL) . 
Mar.31 •Jun.30 Sep.30-'P>c.31 
15500: 16414:.16710 16501 
16517 ,17129 16689 15736 
17491^ 17509" 17414 ' 16790 
18217 ' 16463 WOO' M100' 
195C0'' 19800' 20200 ''20500 

: 'EARNWGS PER SHARE*;.'-' 
Mar.31->Jun.30 >ep.30"DecJ1 

.•.•;4$ivv47 , 
i':53:- 5̂6• 
•̂.6i-'".='.66 

r:73"''-:77-
••<!S8 .'•.'• ̂ '-.91 • 

.:,.47i-,-,.43., 
"-•57,v'-.51-̂  
-.67 - .60 
••;»•--"'.72' 
• ;90'./,•''•'•.««--'QUAR ÊRLYOIVlDENDSPAlD"|• 

Miif.31 Jun:30-S»p.30'iDec,31 

-^17 • 217 ' .217. 
SIT"-'-'-23V-. .23 ' ' 
.275-'- '.275 •'T?.275-
.333-".334 ••-.40 
.40 ,'.40 

.217 
".275 
:333 
.40 • 

Full 
Year 

65125 
66071 
69204 
73500 
60000 

Full 
Year 

, 1.82 
;;2.i7 
r-2.56 
-3,00 

'.-3.55 
Full 
Year 
:.87. 
;95 

1.16 
•1.47 

(A) Based on avg. shares out; Exd. nonrecur.. 
gaina flosses): '84, (30t); '85,8*; '87. (le); '88, 
29»; '89,16*; '91, ($1i9);,.'93, (54*); '95, (3«). 
Eamings may not sum dueilo changes In sA).v . 

BUSINESS: Phnip Morris Companies Inc. Is'a leading consumer ;-*-(1% ,̂̂ '':2%)f;''Ha8 a:50% st»reiol;U.S.'; hdustry ;shipm,enlUol:; 
pfodixsls'company liNhitour-'maJor segments; tobacco (53%'ol̂ '96 :'-clgarettes..̂ ;A«i'd General .Foods;; .11/85;-Kraft,.ri2«8;. . 

''rBy'sV-67%"oldp. prbl.)inel.''M«rtlwb. Benson-* Heflbe's; M9(H:VIr-'.."-8uehar'd"AG,':6/9a, Frela.Marabou..4«3;;,Has ISI.OOO empioyeesp;'-. 
•da, 'mk-.laik, lood (40%;'2r%)y'kiel. ooKee.' Pbsl cereals, and'' -"WjiOO sloeWioide'rs. FMR Corp. owns 7,9% ot.stpck-, dW d̂it., lew 

Mckaoad loods {Jd/w;fKbbM*t •'Oscar̂ Mayer,̂  K̂ ^̂ ^ BWa: lnc::,VA.̂  
M*a'eJW)*>); Millar beer (6%; "4%); and llnamilal 8vcs'jreares>.-:--'Addre8s: 120 Parti Ave., New York, NY 10017. Tel.: 212-880-5000^ 

P h i l i p ' Morr i s = is f i na l ly entertaining in the neighborhood of $200 to $300 .bUliori 
the -prospect of a <»mpreh€snsive to-»over the; next:,25'year̂ ^^ 
bacco l i t iga t ion settlement. The,cdrnpa-'.' tion alone'could welhexceed ;$5. billioh:an 
ny, along with its domeBtic. tobacco peers; nually.''As, large as'.this ambiiht, seeinB, 
started preliminary discussions last month" boosting cigarette prices ..by-,a relatively 
with ^ White House - aides and attomeys modest $0.25 to $0.50 per. pack should 
general from,; severaĴ  states. More than 20-
states are suing the tobacco industry for 
medical costs, and there are at least 15 ad­
ditional class-action lawsuits pending: A' 
recent court" ruling has gran ted. the FDA' 
'piartial jurisdiction oyer tobacco;-a-move 
vigorously opposed, by the industry. 
Mounting litigation-and attomey fees haye 

cover these costs. 
The company is ,weU:po8iti6ned for 
strong eamings gains , i n <::1997.̂  and. 
,1998. At retail,-Phillip-^Moms'cigarettes' 
now account for 50.3% of all brands sold, in 
the U.S., up from 48.7,%.'during theisame 
period' 'Ia8t''yiea'r.'»-The -'c6mpany;si;;iharket 
share, -of the;̂ premium-i[̂ ^Begm even 

pushed Philip Morris to' the bargaining higher, currently standing-at: 57c5%, In the 
table;; but the •'World's • leading tobacco" firm " meantiine, '-'J'hiliPv.5 Mprr i^ .rtp 

for. i the ' indust ry . . . , _ 
that''Reynoldisi was 'nbiVculpable^^^ .. , . , • , 7,;-1-
Conh'dr's cariceK'The'plaintiff's lawyer hadi- lifted the; stock pnce , o t U ^ 
preWously won-a ̂ case against the indiistry^^ 3r -to, 'S-year appreciation' 

lawsuits''in exchange for payouts ranging.'Per/ty' -H, iZoifc 

Next eamings report due mW-July. (B) Next ' ' ment plan available, 
dl/d meeting about May 27th.' Goes ex about $19.0 bill.; $7.81/sh. 
June 11th. Approx. payment dales: 10(h ol ' lor stock splits. (E) 

_ Januaiy, Apifl, Ju^, October. • DIv'd reinvest- estate subsidiaiy. " " • " 
FactMl'maiwIal Is'obfilneii Irbm-'soimiM beBewd'to be' reliable, but the publisher Is not responsible (or any errors w onjstions rentalnod hweln For'lho-con-
tdenttal ue* ol subecrtbefs. Repririthj; 6opyt)g,-and d-BtrlbuBon by permssion only. Copyright 1997 by Valu» Una Publishing, Inc. • Reg. TM-Vahj* Line, Inc. 

I. (C) Ind. inl 
I. (D) In mlllii 
Exd. liril se 

ilangibles. '96: . 
minions, adjusted 
" sen/ices and'real,' 

, Company'e Financial Stiehglh-•- -̂'̂ ^ 
IStocWPflce'Stablllty''.;.*^.-*!^^".''' ..̂ O 
Price Growth Perslstanc* '•• 
Eam1n(pi' Predictability >-?l70 

,To subscribe call 1;800;833-0046. 



3 Av«5« T1MEI 
/Rslal 
\anee.~, 

SAFETY - - 3 
(!VMi|g:1HigK9stto5Lowest) - ' 

TA .95 ' '(l.00 = >tot8i) 
lWWlPB0JECTt6NS 

Ann'l Total 
Price Qaln Return • 

High 70 (-i'13S%) .20%.. 
Urn SO {+66%) .19% 
Ins ider Dec la lon* . 

J J A ' S O N O J F 
toSuy " o 0 .1 0~b 0 0 0 0 
Ofton 0 0 0 0 0 0 0 0 0 
bSd 0 . 0 0 0 0 -0 O O P 
Inst i tu t ional Decis ions 

- jgsi ' tan t a 
b s w - : " " i , i 3 — 1 1 4 " . - ; 141 
I D M 117 -',.J111,.....;.106 
HfKOOH) 187429 180522 221121 

INYSE-fiN 
High: 
Low: 

275.6 
,155.0 

Percent 1^0.. 
atiarat S.O.' 
traded . 4.0 '• 

RJR Nabisco was .taken ..private , by 
Kohlberg Kravis" Roberts & Co'; in 1989." In' 
Feb., 1991, RJR resumed public trading of 
its common stock at a price of about $^ a 

(adjusted for splits). On Januaiy 26, 
1 RJR completeâ anjnitial public offer-
iiig of .19.5% of its Nabisco food subsidiaiy 
at a price of $24:50 a share. In March, 1995 
KKR sold its remaining interest in RJR. • . • 

355.6 
.:: 172.5 

RECENT:',. 
PRICE;.-; .: 30 

472.5 
220.0 

491.9 
448.8 

>l«llv« 

o:oi 
0.0: 

MV. 

P/E •̂ 
RATIO' lÛ O,VMedlan:NMF 
>; 65.0 
* 28.1 
,B X "C« ih Flow" } »h 

'rico 01 w flgttr 

58.1, 
39.4 

46.3 
21.9 

RELATIVE ft i ; ^ 
P/E RATIO U.D4 

40.0 
26.9 

34.6 
25.3 

ê̂  erM spll 
•fQf-5 

1995 1996 

'35.3 
.25.1 

DlVD 
YLO'.- ,6.8% 
38.9 
27.0 

VALUE 
LINE 
Target Pr ice Range 
2000 .2001 2002 

•.-.iV 

..r.iv.; 
TTTTir 

( 0 

Shaded area: 
c l i Indicates .f 
^,.recaB*lan 

.100 
' 80 

••M 
v'48 
. 40 

32 
::24' 
!-20 

.i.-liB' 
= 12 
'••in 

qptions:..PHLE,ASE,CBpE 

CAPITAL STRUCTURE a i of 12/31/96 ' 
Debt $9,928 min.: Dueln5Yr*$4,735mM. 

LTDeW $9,256mill."^LT.Interest$850mill.. -.-
(Total inleiesl coverage: i o x ) (46% of Capl) 

. r^>.ritk\h'^.':-v/.} i ' . ,'•. 
PenalonUablllty'Nwei-,V''Lii^(. a-;f '•'"•< 

- " - y i i t g ^ i i P n ' r - ' i H - -r .̂,.-
Pfd Stock $1,495 miO, •' Pfd DIv'd $275.0 mm... 
Series' B 9.25% Pi<t7l2.04:mIII.;shs.',Se'ries C'10% 
Conv; PId.; S3.35 mllL'shsi'eacKconveiiable inlo-.2 

shs. wlth '̂autornalic conversion 5/15/97,-Tnisl 
Ortgmated Ptd.'Cr;iO% yield, 37,956 mlB: shs..;-^y 

Common61001(273.574mjll. shs. ' . ' " -
(326.502 mill primary shs'.)', ." -' - (47% ol.CapT) 

''"9Bi|!S'̂ ?S'°-'!'i 
Cash &sets —•— 
Receivables ''S 
Inventory (LIFO), . • 
Other ." 'x>: 
Current AsselSi^.j.; 
Acds Payable';''-, 
Debt Due ^.y"': 
Other . _ . : £ ; r _ j ; ' . 
Current Uab.i-if ;: • 

^1994, V 1995 12/31/96 

—423 — 
934 • 

2560 
426 

~ms: 
2Z66^: 
2780 • 

159?.' • 

234 - 252 
•'1334' "1418 
2489 .:. 2636 
• 503 445 
ISSS ,r"T75T 
; '755 , -691 

'418 . . 672 
2951 . ,2943 

Tra-.^Tigog 
LRATES'/Past -' 

aicnangs(per$h)'.- -lOYrs. : ' . 
Sales-,''>•= j ' /m:14.0%-, ' 
"CashRow" . , ,T13.0%-, 
Eamlnga' '- ; .-'•18.0%-, 
DIvldereis it'-'ft17.0%-T 
Book Value' . -9.5%-

'Paat 
•JYts." 
>r4.5% 

6.5% 

Est'd-M-'Oe 
lo'OO^'QI': 

•7.0% 
»2.0« . 
15.0%;;, 
15.0%?. 
3.0% 

, Ca'K'i 
ehdtf-

.»'0UAflTERlYSAUS($m8y*" 
Mir,31).fJUn:30 Sep.30'-0ec,31; 

'SFUIF 
Ŷear-

19S4 » 

1 \ 

•3572,]/3784'-:';'3966'l'4044 
•3540^4081 i''4()63 "-4324" 
:3e86;-'y4203^:i:4349T.:'4625.-: 
33779fi.'v4400,fff482r i'yfOOO.^^ 
•^4000.'M45O0'sii,SO00im85OO-i 

-15366 
'16008! 
1̂7063;̂  
.>8ooo; 
ii9ooo: 

: l ..̂ EARNiNG$PERSHAREBi:Jp.: 
Mwj31.v<';iun.30' Sep.30:vPec.31 

'.:''FUIII 
.sYlia'r' 

; •{ 

J 

! 1899.>: 

'JVJ'60'i''̂ jf'..S6".>'-i'J:55<''.-s'.'40f' 
.vaSt^OlxStf ^svAhni ;60.-
".57^7i^'i.64ia-:/:685.,-it..73, 

r.Wi;/El':M;,..;..ssf.ii<.oo, 

•i2.10 
••:2.M-
.•^6^ 

i 3.00. 
'..S.50 

:'CaP'; 
^eivlar. 

QUARTERLY DIVIDENDS PAID Cj .̂  
M8r.3l:,Jun:30..8«p.30s Oec31 .Year 

1B9I 

; .1.' 

'r.-ji-ytqciii.-̂ . fas'-'-C 
. .s'r- JjJ -̂j-.'.rAi'sr;-'"'-;:!; 

;'f.r. ai'''.375 T',.-.37^ ",.375 
- <.379,; t.,4625..-',4625..̂ .462! 
, ^«^5,i^^t25 ,- • 

0 ' • 
•y:-]<i 
..-I;I3 
.J'78 

1 9 8 7 1 9 8 8 1 9 8 9 1 9 9 0 1 9 9 1 1 9 9 2 1 9 9 3 1 9 9 4 1 9 9 7 1 9 9 8 ;<? VALUE LINE PUe.ilNe; 

318.69 
37.01 
23.50 

':8.e0 

375:75 
44.30 

.29.60 
. 10.30 

207.15 
. 5.89 
d19.30 

119.M 
, 7,28 
d5.95 

66.82 
•6.20 
1.10 

69.33 
10.33 
2.60 

'66.36 
4.06 

; d2S 

56.42 
559 
2.05 

58.68 
6.34 
2.30 
1.50 

62.37 
. 7.38 

2.62 
• 1.85 

; 67.90 
120 
3.00 

. • 2.05, 

.73.(0 
9.00 
3.50 

I 2.50 
18.92 

.122.05 
25.31 

128.95 
.;8.47 
20.08 

• 167 
21.50 

2.05 
.35.96 

•2.29 
1.35.35 

2.70 
33.26 

, 2.46 
34.55 

. 273 
. 35.87 

2.71 

35.13 
y. 3 JO 
' 42.45 

3.10 
44J5 

Sates per s h * ; j 
'̂ Cash Flow" per sh . 
Eamings per sh B : 
DIv'ds Ded'd per sh 

49.47 
.'.12.0 
' ;80 

.:.-3.1% 

45.13 

.81 
3.6% 

61.62 116.00 224.33 22693 227.60 272.33 272.81 273.57 265.00 260.00 

Cap'l Spending per sh 
Book Value per sh ° 

48.6 
•310 

.. -18.1 
.̂ ti.io 

. 15.7 
-1.03 

12.6 
: .84 
5i% 

'11.8 
.74 

-5.7% 

Common Shs Outsfg^ 

Bold tig m l n 
VWiMllrw 

Ayg Ann'l P/E Ratio-: 
Relative IVE Ratio 
Avg Ann'I.Di/d Yield v-

.15766 
20.3% 

16956 
.20i%. 

.12764 
24.6% 

13879 
28.4% 27.t% 

.15734 
29;6% 

15)04 
167% 

,15366 
24.1% 

16008 
22.9% 

17063 
23.2% 

ftOOO 
23.5X 

19000 
'23.5%, 

.. 652.0 

.1209.0 
621.0 

11393.0 
,1535.0 
.d1172 

,1306.0 
d462.0 

1228.0 
368.0 

1782.0 
.776.0 

1168.0 
:^d3.0 

•41i% 

••7.7% 
.39.1% 
'.-8.2% ;.NMF ,.NMF 

.432% 
2.5% 

48.7% 
i4.9% 

.NMF 
?NMF 

1152.0 
-•764.0 

.8.0% 

,1171.0 

834.0 
,1174.0 
-898.0 

1200 

rooo 
,f200 
>f50 

SalM((nilll)'_ 
Operatlrig Margin' ,f;^-J'r; 

,41.4% 

; 6 i % 
47.7% 
.'i5.3% 'te%' 

410% 
•'81% 

Oejjraclalion (tmlll) 
Net Profit ($mlll)--;c. . i . -

:17.17.0 
3864.0 
6211.0 

1901.0 
4975.0 
5819.0 

106.0 
21948 

'1237.0 

.d1089 
;16955 
4289,0 

165.0 
13149 

8419.0 

i, 730.0 
.13541 
8376.0 

i;202.0 
•l'20O5 
907O0 

';d123t 
88630 
10908 

K 436.0 
9429.0 
•,11283 

>it45:o 
9256.0 
f11102 

;"S00 
9000 

ff2S0 

,^500 
8500 

ff500 

Income Tax Rate 
Net Profit Margin .. 

I 4 i % 
1«5% 

15.4% 

23.9% 
-.i8% 
NMF 

.4.0% 
NMF 

.4.3% 
4.4% 

S.6% 
9.3% 

;2.5% 
:.NMF 

,5J% 
,7.0% 

8.1% 
'7.4% 

5.9% 
:8.l% 

7.JX 
A5X> 

80% 
180% 

Working Cap'l (Smlll)'"' 
Lbng-Tenn Debt ($mill) 
Net Worth ($mlll) 

% Earned Total Cap'l 
%Ea''tTied Net Worth 

•12i% 
•,'39% 

.15.4% 
-'35% 

NMF >NMF 2.0% 
.'-.'-56% 

,7,0%-
.28% 

p:NMF 
.'NMF 

.3.9% 
v52%' 

r"2.4% 
..-;:72% 

'1.9% 
80% 

.J.OX. 
•'ITOX: 

•:3.5%: 
r\70% 

% Retained lo Com Eq i. 
%AII:Dhr'dsloNetProf. 

00O2 . 

8&00 
12:50 
•5.00 

'.3:50 
, 4.00 
,48:00 

25000 
J2.0 

: .« 
.5:8% 

22000 
,25.0%' 

1500 

410% 
'7J% 
"•^500 

7000 
•12000. 
11.0% 
••IIOX-
.50%. 

i.'70%-
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manageiiient 'state<i= thiat â 'iiew' marketing, the'.stobk's at}tp ;5;yeM |-. 
jplanTwould'.be'unveiled durihg 'the-second tial . is bê bylf. av6rage.i'Although its legal 
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Question; Does deductibility reduce net revenue to the government from tobacco 
companies? 

Answer: 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 
receipts 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 from consumers, witiiout 
affecting their net tax liability. 

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

Answer: Under present tax law, businesses are allowed to deduct in computing net income 
ordinary and necessary business expenses paid or incurred in carrymg 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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ON THE LOOK-BACK SURCHARGE 
July 18, 1997 

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 Attomeys 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 Tobacco Use Percentages and Targets 
iVIichigan Survey Data and Settlement Lool< Back Targets 

higher cigarette prices. The 
accompanying figure compares 
projected teen smoking reductions 
due to price changes alone with 
the specified lookback targets' 

If the specified surcharge is too 
low, so that youth smoking falls 
through the price effect only, our 
estimates suggest that the 
surcharge payments would begin 
at roughly $ 100 million per year, 
and rise to roughly $250 million 
per year after the final step down 
in the reduction targets. 
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The % price markup is relative to the per pack penalty payment: estimates include 15% 
reduction in use from sales and marketing restnctions. 

'Tiie reductions sliown 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. 



• The partial abatement ~ under which firms could receive up to 75% abatement of the 
surcharge ~ would significantly erode the economic incentive of the stircharge. 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. 

• 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 siu-charge 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 Attomeys 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 armual 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 
al 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 



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. 

Initially, 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 Vi 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 1 or 2 cents per pack. 



Option 3: Look-back penalty based on all 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 eariier FDA rule analysis that had a generally stated goal of 
cutting teen smoking in half 

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 govemment 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 tme 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. 

3. How should the target be defmed? It 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. 



Another issue is whether the target meastire should be in terms of the number of users ~ as in 
the survey ~ or in terms of mmiber (volimie) of cigarettes smoked by teens. The industry 
reportedly advocated using the volume rather than the ntmiber of smokers. The Attomeys 
General advocated the number of users imder 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 V2 a pack a day. 



July 18, 1997 
OTHER ALTERNATIVES 

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

1. Higher excise tax 

One way to boost prices, reduce use, and capture additional govemment 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. 

2. No volume adjustment — --.^CIS^ ^ ^ " ^ ^ ^ ^ • '^V-^jI^ ^ssA -̂'j' 

• The current settlement uses a volume adjustment to adjust the size of the annual penalties (Lf. 
paid by firms — ultimately $25 billion per year before the volume adjustment. The <̂ -̂<̂ fî '•*''•'̂ •̂•̂ ^̂  
volume adjustment would reduce the size of the penalty because of the decline in sales ~ 
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 stmcture of the settlement would raise $197 billion over 25 years, with 
no volume adjustment, $252 billion would be raised. 

3. 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 defmed 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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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) 

Q^l^-tti^ r Income Tax Offset (65,504) (41,574) 
GPb'O I Individual (55,679) (35,338) 

Corporate (9,826) (6,236) 

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 10,531 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 Govemments 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 5,683 
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 
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Economic Effects of the Tobacco Settlement 
Discussion Agenda 

July 11, 1997 

I . 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 concem about the antitmst 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 negafive view of 
tobacco company stocks in the absence of a settlement. 

• 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. 

n. 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 antitmst immunity! 

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

• 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 substanfial positive health effects. 

En. 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 tobaccoTegion. The price increase resulting from the settlement would probably 
be twice as large, so job losses could be larger as well. 

• The overall impact on other sectors should be small. 
• 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 

• If the pass-through of the excise tax is only about 1-for-l, 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 govemment. 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 

V. The "look-back" and youth smoking ^ r c M- \ ' 

• The look back penalty for failing to meet targets for youth smoking reduction was meant to K J ^ A ^ J 

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. ^^^3 

Security because less smoking means people live longer. 

VI. Important incentive effects n ^ - ' ^ ^ ^ 

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 settleinent fund. States and the 
Federal govemment 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. 
A free-rider problem exists for the look-back (individual companies pay only part of the cost c^XW^ 
but get all of the benefit when they atfract an extra youth smoker because the penalty is based c^^^ 
on industry performance). \̂  
Consumers may have incentives to switch to higher tar cigarettes or smoke more intensively ^ 3 
Substitution of cross-licensing for patent and trademark protection reduces incentive to 
develop new safer products. 3 
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FACT SHEET 
ON THE U.S. TOBACCO INDUSTRY 

Production 

The United States was the world's second largest 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 (Pet.') 

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



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. 1087 = 100 

140 

87 88 89 90 91 92 93 94 95 96 97 

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 T O B A C C O T R A D E B A L A N C E 
Billion Dollar* Billion Dollars 
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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. 

T o b a c c o Expendi tures by Type - 1 9 9 6 (est.) 

Billions Percent of Total 

Total $50.3 100 

Cigarettes 47.2 94 

Cigars 1.0 2 

Other (smoking tobacco, chewing 
tobacco, and snuff) 

2.1 4 

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% Hiahest 20% 

Tobacco $204 $242 $327 $307 $278 

Share of total 
expenditures 

1.4% 1.1% 1.1% 0.8% 0.4% 

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. C IGARETTE CONSUMPTION 
(Persons 18 years and older) 

Number of Clgarattas 
5,000 

2,000 



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 resulted 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% ^ ^ ^ ^ ^ • • • • P ^ ^ ^ U.S. 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 24.1 50.2 48.5 

18-24 22.9 7.7 69.3 25.2 

25-44 30.4 19.4 50.2 38.9 

45-64 26.9 32.9 40.2 55.1 

65+ 13.3 36.4 50.3 73.3 

* Percent of eversmokers who are former smolders 

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 

Age 

8* graders 

10'*" graders 

12* graders 

Have smoked in 
oast 30-davs 

(-

21.0 

30.4 

34.0 

Dailv 

-Percent-

10.4 

18.3 

22.3 

Have smoked 1/2 
pack or more a day 

-) 

4.3 

9.4 

13.0 

Daily users 

(Number) 

395,000 

695,000 

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 

Aae GrouD Total Particioation 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 

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 neariy 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 



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 Houriy Earnings in 1996 

Private nonfarm $11.81 

Manufacturing 12.77 

Tobacco 19.44 

Prices 

Tobacco products have a weight of only 1.6 percent in the CPI. 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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C O N S U M E R T O B A C C O PRICES 
Relative to the "Core" CPI 

Index 1982-84 = 100 

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 
fBil.Cioarettes) 

Maricet 
Share (%) 

Philip Morris 233.4 49.2 

RJR Nabisco 114.5 24.2 

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, indivi'duals, and the Federal govemment 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 

' I f 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. 



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? 

EfTect 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 fi-om 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 m 



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 fijnding to 
subsidize smoking cessation programs. The Settlement also creates an incentive for the 
development of altemative 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 cleariy absorb the payments required 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" 

77?̂  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 govemment 
~ 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 attomey'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.) Similariy, 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 eflfectively 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 XQ 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 Xo(q/q*), which can be revmtten as (Xo/q*)q. This is the same as writing the volume 
adjusted payment as tq, where the "tax" t = 0Q(\*). This is just like an equivalent unit tax on 
cigarettes. As an example consider year 10 in which the base payment XQ = $15 billion. Since the 
actual number of cigarettes sold in 1996 was q* = 24.4 billion, the effective tax per pack is equal 
to t = ( V q * ) = $15 / 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 ofa 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 eflfects, 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 fi-om 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 
vn) , 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 eflfective 
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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keal 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, while the other assumes that the 
payments are reflected only in the price of cigarettes. These estimates are m 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 govemment 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 billionj 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. 

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 eflfcct. 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, 
thereby reducing the real net-revenue to the govemment. Our approach impUcitly 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 modeUng approach does rely on some standard 
revenue estimating conventions. In particular, our estimate is based on a fixed GDP assumption, 
wliich 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 setdement'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 economy (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 altemative 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 govemment 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 govemment 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 07/10/97 

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

100% Passthrougti 
($'s Millions) 

Base Payment 
Gross Payment 

368,500 
284.399 

PDV 
231,910 
182,735 

Federal Excise Tax Leakage 
State Excise Tax Leakage 
Total Gross Excise Tax Leakage 

(18.537) 
(25,113) 
(43.650) 

(11,836) 
(16.077) 
(27.913) 

Net Payment (Pre-Offset) 240,749 164,822 

Income Tax Offset 
Individual 
Corporate 

(60,187) 
(51.159) 
(9,028) 

(38,705) 
(32.900) 
(5,806) 

Net Payment Including offset 180,561 116,116 

Department of the Treasury 
• Office of Tax Analysis 
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05:59 PM PRELIMINARY 07/10/97 

Net Yearly Payments to all Govemments from the Tobacco Settlement 
Payment Reflected in All Products 

100% Passthrough 
($'s Millions) 

Year Volume Adjusted PDV Volume Adjusted PDV Volume Adjusted 
Fixed GDP Fixed GDP 

1998 8.677 8,677 6,508 6,507 

1999 6,404 6,163 4,803 4,623 
2000 7.039 6,522 5,279 4.891 
2001 8,288 7,392 6.216 5,544 
2002 9.766 8,384 7,324 6,288 
2003 10.295 8,508 7.721 6.381 
2004 10.249 8,154 7.687 6,115 
2005 10.207 7,817 7,655 5,863 

2006 10.158 7,488 7,618 5.616 
2007 10,104 7,170 7,578 5.378 
2008 10,019 6,844 7.614 5.133 
2009 9,925 6,526 7,444 4,895 
2010 9,833 6,224 7,375 4.668 
2011 9.741 5,935 7,306 4,451 
2012 9,650 5.660 7.237 4,245 
2013 9,560 5,397 7.170 4,048 
2014 9,471 5.147 7,103 3,860 
2015 9,382 4,909 7.037 3.681 
2016 9.295 4,681 6,971 3,511 
2017 9,206 4.464 6,906 3,348 
2018 9.122 4,257 6,842 3.193 
2019 9,037 4,060 6,778 3,045 
2020 8,953 3.872 6.715 2.904 
2021 8.870 3,692 6,652 2,769 
2022 • 8.787 3.521 6,591 2.641 
2023 8,706 3.358 6,529 2.518 

Total 240,749 154.822 180,561 116.116 

Department of the Treasury 
Office of Tax Analysis 
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05:46 PM PRELIMINARY 07/10/97 

Net Payments to all Governments from the Tobaccp Settlement 
Payment Reflected in All Products 

125% Passthrough 

Base Payment 
Gross Payment 

368,500 
274,466 

PDV 
231,910 
176.584 

Federal Excise Tax Leakage 
State Excise Tax Leakage 
Total Gross Excise Tax Leakage 

(22.760) 
(30,835) 
(53,594) 

(14,645) 
(19,747) 
(34.292) 

Net Payment (Pre-Offset) 220,872 142.292 

Income Tax Offset 
Individual 
Corporate 

(55,218) 
(46,935) 

(8,283) 

(35.573) 
(30,237) 

(5.336) 

Net Payment including offset 165,654 106,719 

Department of the Treasury 
Office of Tax Analysis 
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05:47 PM 
PRELIMINARY 07/10/97 

Net Yearly Payments to ail Govemments from the Tobacco Settlement 
Payment Reflected in Ail Products 

125% Passthrough 
($'s Millions) 

Year Volume Adjusted PDV 

1998 8.367 8.367 
1999 5.976 • 5.752 
2000 6.548 6.067 
2001 7.662 6,833 
2002 8,956 7.689 
2003 9,411 7,778 
2004 9,370 7,454 
2005 9,331 7,146 
2006 9,286 6,845 
2007 9.237 6,555 
2008 9,159 6,257 
2009 9,074 5,966 
2010 8.989 5.690 
2011 8,905 5,426 
2012 8,822 5,174 
2013 8,740 4,934 
2014 8,658 4,706 
2015 8,577 4,487 
2016 . 8.497 4,279 
2017 8,418 4,081 
2018 8,340 3,892 
2019 8,262 3.711 
2020 8,185 3,539 
2021 8,109 3,375 
2022 8,034 3.219 
2023 7,959 3,070 

Total 220,872 142,292 

Volume Adjusted 
Fixed GDP 

6,275 
4,482 
4,911 
5.746 
6.717 
7.059 
7,027 
6.998 
6,965 
6,928 
6,869 
6,805 
6,742 
6,679 
6,616 
6,555 
6.494 
6,433 
6.373 -
6.314 
6.255 
6,197 
6,139 
6,082 
6,025 
5,969 

165,654 

PDV 
Fixed GDP 

6,275 
4,314 
4.550 
5.125 
6,767 
5.833 
5.590 
5,359 
5.134 
4,916 
4.692 
4,475 
4,267 
4,069 
3,881 
3,701 
3.529 
3,366 
3,210 
3.061 
2,919 
2.784 
2,655 
2,532 
2.414 
2,302 

_ 106.719 

Department of the Treasury 
Office of Tax Analysis 


