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TO: Dallas Smjthr-lJiri^rS^^ Fann and Foreign Agriculture Services 

FROM: C^idesSiSt^^J^Brtor, Tobacco and Peanuts Division 

SUBJECT: Review of Stabilization's Flue-Cured Tobacco Settlement Consideration 

The following representatives from Flue-Cured Tobacco Cooperative Stabilization Corporation 
(Stabilization) met witK the Tobacco and Peanuts Diviaon on March 17, 1998, to discuss their 
Board's resolutions regarding points to be included in any tobacco settlement legislation: 

Attendees: Bruce Flye, Arnold Hamm, Andy Sheppard, Kenneth Dasher, Albert Johnson, and 
Joe Muldoon. 

Stabilization outlined their S-points for tobacco settlement legislation and provided details about 
those and other issues to be addressed in settlement legislation. See copy attached. 

With respect to the attached document entitled "Board Resolutions Regarding Points to be 
Included in any Tobacco Settlement Federal Legislation" the following clarifications, 
understandings or concerns are provided: 

The $8.00 per pound under item 1 for quota owners and the $4.00 per pound under item 2 for 
tobacco producers would be paid over a 10-year period from flmds generated from the 
tobacco settlement. If an entity is both a quota owner and a tobacco producer, the 
compensation would be equal to $12.00 per pound over the 10-year period. 

• The base period for items 1 and 2 are based on the average quota for the period 1995-1997. 

• The quota owner in item 1 and the tobacco producer in item 2 would be determined on the 
date of enactment of tobacco settlement legislatioiL The quota owner would be the owners 
indicated on FSA records and aU tobacco farms would need to be divided by common 
ownership unit for the 3-year period in order to determine the average base quota for 
compensation. The tobacco producer in item 2 is defined as one who shares in the risk of 
production. Stabilization recommends that this determmation be based on FSA's acreage 
reports, tobacco sale bills or other records available to the county FSA committee. TPD 
would recommend a meeting with individual form operators, owners and producers to ensure 
as accurate as possible base quota determinations. 

• Under item 4, the flue-cured quota, based on the base quotas determined in item 2, would be 
converted to Production Limiting Permits (PLP) for only active flue-cured tobacco producers. 
Stabilization uses the term "active flue-cured tobacco producer" to mean the person who 
bears 100 percent of the risk of flue-cured tobacco production. The resolution provides that a 
PLP assigned to any person will be reassigned to new tobacco producers and otiier active 
tobacco producers within the same county when such person is no longer an active tobacco 
producers. (Note: currently FSA operates a forfeiture pool for certain tobacco quotas and 
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this forfeited quota is reallocated to others &ims in the coimty based on requests filed by 
active tobacco producers.) Stabilization recommends that the PLP holders designate the farm 
of production each year on FSA records. 

• Item 5 recommends a purchase intention agreement between domestic cigarette manufacturers 
and Stabilization of 600 million pounds. A purchase requirement of 600 million pounds for 
domestic use is not logical or practical and may well be determined GATT inconsistent. The 
main purpose of payments to quota holders and tobacco producers is to compensate for lost 
income and equity due to reduced cigarette consumption caused by the settiement. 
Guaranteed purchase intentions with price support means that the negative impact on 
producers is mitigated. Demand for cigarettes could decline sharply, especially over a 2S-year 
period. Surely some mechanism must permit this reduction to be reflected in purchase 
intentions. 

• Under item 7, price support would be based on the previous 3-year average production costs 
for flue-cured tobacco as opposed to the current method that uses average prices received by 
producers and costs of productioiL Setting price support levels based solely on changes in 
costs of production raises several concerns. Several questions should be resolved: 1) What 
items are included in the cost calculations — tlus must be spelled out precisely?; 2) What 
assumptions are made relative to depreciable items such as life of the investment, initial cost, 
and salvage value?; 3) Who is responsible for establishing the costs - this must be spelled out 
precisely in legislation? Current legislation is not clear on which agency determines the cost 
of production figures.; and 4) Who monitors cost methods and procedures? — everts ^miliar 
with production and marketing of tobacco should be involved in developing methods and 
procedures for establishing cost and monitoring the reasonableness of cost estimates. 

• Item 8 calls for these changes to be effective for the 1998 crop vaar which hftgins July 1. 
1998. Making these program changes efiEective July 1, 1998, is an ahnost impossible task 
even if legislation were enacted by i^ril 1. With approval of such legislation, it is our 
understanding that item 8 provides that the net drop m price supports for the 1998 crop year 
of 24 cents per pound ($1.62 minus $1.38) would be paid to producers and an equal amount 
applied to the association debt with CCC to equalize loan pricing and that such monies would 
be in addition to any scheduled compensation or transitions payments. (Note: Stabilization 
recommended borrowing such frinds fixim CCC until money was available to cover these 
outiays fi-om the tobacco settlement.) 

• Item 9 provides that if the compensation amounts differ from those proposed, such increase or 
decrease shall be reflected in the 1998 price support adjustment on an equivalent percentage 
basis. 

• Item 10 provides no new or additional benefit to producers or the tobacco program. 

• Item 11 provides for a 40 cents per pound drop from average prices received in the previous 



MEETING NOTES WITH REPRESENTATIVES OF STABILIZATION 3 

3-years, to be efiective for the 1998 crop, if their proposed program is adopted. Reducing the 
price support level below $1.40 per pound should cause a substitution of U.S. grown flue-
cured for foreign-grown flue-cured and a gradual shift from burley to flue-cured in U.S. 
cigarette blends (assuming that burley price supports are not reduced). Flue-cured leaf 
exports would also increase. 

• Limited Resource Farmers - Although not mentioned in Stabilization's proposal, limited 
resource farmers will benefit less from the quota compensation plan than other quota holders 
and producers since payments are based on pounds of tobacco. They own smaller quotas and 
produce smaller acreages. A disproportionate number of limited resource farmers are African-
Americans and Native Americans. Additional assistance may be needed for quota holders 
who own and producers v/bo grow less than 10,000 pounds of quota. This could be done in 
several ways: 1) double payments to these quota holders and tenants, 2) provide retraining 
assistance to quota holders and tenants and education grants to their cUldren, and 3) provide 
economic assistance for building economic infrastructure and target aflFected individuals for 
training and education grants and outright monetary payments to individuals 65 and older. 

• CONCERNS: 

S Makmg these program changes effective beginiung July 1, 1998, will be a tremendous 
workload, if not an impossible effort, on our county and State FSA employees. Based on 
early discussions with KCMO personnel, dividing farms into separate common ownership 
units for determining quota holders would need to be performed at the mainframe in 
KCMO because of locating owners for prior year tobacco records - back to 1995 under 
Stabilization's proposal. Exemption from normal rule making procedures would need to 
be implemented and all 3 tobacco handbooks would need to be rewritten. We believe that 
county FSA committees would need to meet with 6rm operators, owners and producers 
to determine accurate base quota levels. At a minimum, contracts between USDA and the 
quota owners and tobacco producers would need to be developed and procedures for 
tracking these payments over 10-years set out in great detail. We estimate that the work 
devoted to this effort would be close to the work in the initial data load of tobacco 
information into the SCOAP system. 

B Additional efibrt would be needed to implement different tobacco settlement legislation 
for burley, flue-cured and other kinds of tobacco. 

\B The primary reason for Stabilization wanting the program changes effective July 1 seems 
to be the loss in value of current loan stocks and expected loan receipts from the 1998 
crop. The loss in value of loan stocks and receipts from the 1998 crop could be offset 
with flmds dedicated to this purpose from the settiement. 
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Unapproved F.xcerpl From Flue-Cured Tobacco Cooperalive Subiliz«iion Corp. Minuics of Mar. i i . 1998 Board 
Meeting - Draft & Confidential 

Board Resolutions Regarding Points To Be Included 
In Any Tobacco Settlement Federal Legislation 

1. Each current owner (owner of record on date of enactment) of flue-cured quota should 
receive quota compensation at S8.00 per pound based on the average base quota for 
the period of 1995-1997, The current owner of flue-cured tobacco quota shall receive 
the full payment and in the event of that quota owner's death the payments will 
continue to the owner's estate or heirs. 

2. Current flue-cured tobacco producers (producer of record on date of enactment), those 
who share in the risk of production, should receive $4.00 per pound in transition 
payments based on their share of the risk. The current producer of flue-cured tobacco 
quota shall receive thê {̂fiff payment and In the event of the producer's death the 
payments will coat[ni^6'the pj|)ducer's estate or heirs. 

3. There should be a tobacco prdgranq̂  that: (i) limits supply, (ii) places a minimum price 
on tobacco, and (iii^'reiaifls â |Eĵ ^̂ ncourages the health and quality standards 
(Including pesticide and varietyI'staridards) of US tobacco while holding imported 
tobacco and tobacco produg^p%&puc^ble to the same standards. 

The term "quota" used to desccile flue-cured tobacco production controls will change 
to Production Limiting Permit (RLP). Only^actlve flue-cured tobacco producers, those 

100% of the risk of fl i i^af^ tQ|^cco production, may own PLP's. PLP's who bear 
will be assigned to individuals, |)artnW^ps aad farming corporations based on 
current flue-cured tobacco production. Iw'sale or joase of PLP's shall be authorized. 

PLP's will be re-distributed to new fIue-curecPtiJbacco'producers according to current 
law and existing active flue-cured tobaccoWodue^rs within the same county. In the 
case of tenants who were the primary producers of le'̂ sed or rented flue-cured 
tobacco, credit will be given to the tenants, renters and qygiavowners based upon their 
share in the risk of current flue-cured tobacco productipn''' 

PLP's may be transferred in the case of the deatlof a person to whom a PLP has 
been issued to the surviving spouse or if there is no surviving spouse to surviving 
descendants as long as the transferee is an active tobacco producer. A holder of a 
PLP may transfer their PLP to their spouse or descendants as long as they remain 
active flue-cured tobacco producers. 

5. The domestic manufacturers should by private contract with Stabilization, commit to 
:7'600 million pounds net purchase intentions for 25 years with or without a national 

tobacco settlement. 

The December 1, 1994, Agreement To Purchase 1990-1993 Crops of Flue-Cured 
Tobacco will remain In full force and effect and be fully executed notwithstanding 
legislative changes to the Federal Tobacco Program. 



Unapproved Excerpt From Flue-Cured Tobacco Cooperative Stabilization Corp. Minuics of Mar. 11. 1998 
Board Meeting - Dratt &. ConfidenHal 

6 In the event any domestic manufacturer falls to purchase 100% of its purchase 
intentions in any marketing year, such company shall purchase from Stabilization s 
uncommitted inventory by the end of the same marketing year, an amount (green 
weight basis) of flue-cured tobacco, that when added to its current purchases, equals 
100% of its purchase intentions for the marketing year. 

7 Future price support adjustments shall be based solely on the previous three (3) year 
average production costs for flue-cured tobacco. The Secretary of Agriculture shall 
have no discretionary authority to adjust price supports. 

8 For 1998 flue-cured tobacco producers shall be paid for all pounds marketed, an 
amount equal to any reduction in price support from the 1998 level. This payment 
shall be separate from any^scheduled compensation or transition payrnent. Also, the 
same amount paid to prp#6ers on a per pound basis will be paid to CCC to reduce 
the loan on StabilizatioiPjd997Joan inventory. Funds for payments to producers and 
the loan shall be â ^ âted frorT|settlement legislation. 

9 Any increase or decr8Si«e;:itfffle settlement flue-cured tobacco quota compensation, 
shall be reflected in the ^998 jgcici support adjustment on an equivalent percentage 
basis. --^^^^^ 

10 Authorization should be granted to allow for flue-cured tobacco producer initiated 
referendums that would recomrf̂ nd to th^&ijpretary of Agriculture needed changes to 
the rules and regulations that gdiyeriH îe't̂ îBral Tobacco Program. 

11. Subject to satisfactory resolution of all the|above, vk recommend a 1998 price support 
reduction equal to a 40 cents per pou^f reducer in, the previous three year marl<et 
average to an average support price of $1.38|P?r pou^d. 



03/23/98 MON 13:40 FAX 202 720 8254 USDA-FFAS l^OOl 

FAX COVER SHEET 

Washington, D.c. 20250^0105 

Fax No: (202) 720-8254 
Telephone: (202) 720-3111 

Date: _ _ j f A f / V ^ 

TO I 

FAX NO:. 

PAGES: 

FROM: 

DAUGUSr SCHUMACHER 
X D A L L A S R . SMITH 
o JIMSCHROEDER 
•TSmsSA GRtJBER 
ajOHM WINSKZ 

(including cover) 

° BUTCH MĴ Y 
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TO: Dallas Sr^ir^^nd^S^e^ui^QT Farm and Foreign Agriculture Services 

FROM: <^das3iftQj^SS3or, f̂ jaccoandPeanutsDivision 

SUBJECT: Review of Stabilization's Flue-Cured Tobacco Settlement Consideration 

The following representatives from Flue-Cured Tobacco Cooperative Stabilization Corporation 
(Stabilization) met with the Tobacco and Peanuts Division on March 17, 1998, to discuss their 
Board's resolutions regarding points to be included in any tobacco settlement legislation: 

Attendees: Bruce Flye, Arnold Hamm, Andy Sheppard, Kenneth Dasher, Albert Johnson, and 
Joe Muldoon. 

Stabilization outlined their 5-points for tobacco settlement legislation and provided details about 
those and other issues to be addressed in settlement legislation. See copy attached. 

With respect to the attached document entitled "Board Resolutions Regarding Points to be 
Included in any Tobacco Settlement Federal Legislation" the following clarifications, 
understandings or concerns are provided: 

• The $8.00 per pound under item 1 for quota owners and the $4.00 per pound under item 2 for 
tobacco producers would be paid over a 10-year period from funds generated from the 
tobacco settlement. If an entity is both a quota owner and a tobacco producer, the 
compensation would be equal to $12.00 per pound over the 10-year period. 

• The base period for items 1 and 2 are based on the average quota for the period 1995-1997. 

• The quota owner in item 1 and the tobacco producer in item 2 would be determined on the 
date of enactment of tobacco settlement legislation The quota owner would be the owners 
indicated on FSA records and all tobacco farms would need to be divided by common 
ownership unit for the 3-year period in order to determine the average base quota for 
compensation. The tobacco producer in item 2 is defined as one who shares in the risk of 
production. Stabilization recommends that this determination be based on FSA's acreage 
reports, tobacco sale bills or other records available to the county FSA committee. TPD 
would recommend a meeting with individual farm operators, owners and producers to ensure 
as accurate as possible base quota determinations. 

• Under item 4, the flue-cured quota, based on the base quotas determined in item 2, would be 
converted to Production Limiting Permits (PLP) for only active flue-cured tobacco producers. 
Stabilization uses the term "active flue-cured tobacco producer̂ ' to mean the person who 
bears 100 percent of the risk of flue-cured tobacco production. The resolution provides that a 
PLP assigned to any person will be reassigned to new tobacco producers and otiier active 
tobacco produceiB within the same county when such person is no longer an active tobacco 
producers. (Note: currently FSA operates a forfeiture pool for certain tobacco quotas and 
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this forfeited quota is reallocated to others farms in the county based on requests filed by 
active tobacco producers.) Stabilization recommends that the PLP holders designate the farm 
of production each year on FSA records. 

• Item 5 recommends a purchase intention agreement between domestic cigarette manufacturers 
and Stabilization of 600 million pounds. A purchase requirement of 600 mUlion pounds for 
domestic use is not logical or practical and may well be determined GATT inconsistent. The 
main purpose of payments to quota holders and tobacco producers is to compensate for lost 
income and equity due to reduced cigarette consumption caused by the settlement. 
Guaranteed purchase intentions with price support means that the negative impact on 
producers is mitigated. Demand for cigarettes could decline sharply, especially over a 2S-year 
period. Surely some mechanism must permit this reduction to be reflected in purchase 
intentions. 

• Under item 7, price support would be based on the previous 3-year average production costs 
for flue-cured tobacco as opposed to the current method that uses average prices received by 
producers and costs of production. Setting price support levels based solely on changes in 
costs of production raises several concerns. Several questions should be resolved: 1) What 
items are included in the cost calculations ~ this must be spelled out precisely?; 2) What 
assumptions are made relative to depreciable items such as life of the investment, initial cost, 
and salvage value?; 3) Who is responsible for establishing the costs ~ this must be spelled out 
precisely in legislation? Current legislation is not clear on which agency determines the cost 
of production figures.; and 4) Who monitors cost methods and procedures? — experts familiar 
with production and marketing of tobacco should be involved in developing methods and 
procedures for establishing cost and monitoring the reasonableness of cost estimates. 

• Item 8 calls for these changes to be effective for the 1998 crop î aar which begins July H. 
1998. Making these program changes effective July 1, 1998, is an almost impossible task 
even if legislation were enacted by April 1. With approval ojfsuch legislation, it is our 
understanding that item 8 provides that the net drop in price supports for the 1998 crop year 
of 24 cents per pound ($1.62 minus $1.38) would be paid to producers and an equal amount 
applied to the association debt with CCC to equalize loan pricing and that such monies would 
be in addition to any scheduled compensation or transitions payments. (Note: Stabilization 
recommended borrowing such fiinds from CCC until money was available to cover these 
outlays from the tobacco settlement.) 

• Item 9 provides that if the compensation amounts dififer from those proposed, such increase or 
decrease shall be reflected in the 1998 price support adjustment on an equivalent percentage 
basis. 

• Item 10 provides no new or additional benefit to producers or the tobacco program. 

• Item 11 provides for a 40 cents per pound drop from average prices received in the previous 
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3-years, to be effective for the 1998 crop, if their proposed program is adopted. Reducing the 
price support level below $1.40 per pound should cause a substitution of U.S. grown flue-
cured for foreign-grown flue-cured and a gradual shift from burley to flue-cured in U.S. 
cigarette blends (assuming that burley price supports are not reduced). Flue-cured leaf 
exports would also increase. 

• Limited Resource Farmers - Although not mentioned m Stabilization's proposal, limited 
resource farmers will benefit less from the quota compensation plan than other quota holders 
and producers since payments are based on pounds of tobacco. They own smaller quotas and 
produce smaller acreages. A disproportionate number of limited resource farmers are Afiican-
Americans and Native Americans. Additional assistance may be needed for quota holders 
who own and producers who grow less than 10,000 pounds of quota. This could be done in 
several ways: 1) double payments to these quota holders and tenants, 2) provide retraining 
assistance to quota holders and tenants and education grants to their children, and 3) provide 
economic assistance for building economic infrastructure and target affected individuals for 
traimng and education grants and outright monetary payments to individuals 65 and older. 

• CONCERNS: 

E Making these program changes effective beginning July 1, 1998, will be a tremendous 
workload, i f not an impossible effort, on our county and State FSA employees. Based on 
early discussions with KCMO personnel, dividing fanns into separate common ownership 
units for determining quota holders would need to be performed at the mainfl^e in 
KCMO because of locating owners for prior year tobacco records - back to 1995 under 
Stabilization's proposal, Exemption from normal rule making procedures would need to 
be implemented and all 3 tobacco handbooks would need to be rewritten. We believe that 
county FSA committees would need to meet with farm operators, owners and producers 
to determine accurate base quota levels. At a minimum, contracts between USDA and the 
quota owners and tobacco producers would need to be developed and procedures for 
tracking these payments over 10-years set out in great detail. We estimate that the work 
devoted to this effort would be close to the woric in the initial data load of tobacco 
information into the SCOAP system. 

IB Additional effort would be needed to implement different tobacco settlement legislation 
for burley, flue-cured and other kinds of tobacco. 

H The primary reason for Stabilization wanting the program changes effective July 1 seems 
to be the loss in value of current loan stocks and expected loan receipts from the 1998 
crop. The loss in value of loan stocks and receipts from the 1998 crop could be offset 
with fiinds dedicated to this purpose from the settlement. 

B:\(!jractot\fe dnft\ilallu.3 
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Unapproved F.xcerpt Prom Fluc-Curcd Tobacco Cooperalive Subilization Corp. Minuics of Mar l l 1998 Board 
Meeting - Draft & Confidential 

Board Resolutions Regarding Points To Be Included 
In Any Tobacco Settlement Federal Legislation 

1 . Each current owner (owner of record on date of enactment) of flue-cured quota should 
receive quota compensation at S8.00 per pound based on the average base quota for 
the period of 1995-1997. The current owner of flue-cured tobacco quota shall receive 
the full payment and In the ©vent of that quota owner's death the payments will 
continue to the owner's estate or heirs. 

2. Current flue-cured tobacco producers (producer of record on date of enactment) those 
who share in the risk of production, should receive $4.00 per pound in transition 
payments based on their share of the risk. The current producer of flue-cured tobacco 
quota shall receive theixftilf payment and in the event of the producer's death the 
payments will contin^j^jiS the pRpducer's estate or heirs. 

3. There should be a tobacco prq-^ram. that: (i) limits supply, (11) places a minimum price 
on tobacco, and (iii) - rBtaM^ arjfj^^ncourages the health and quality standards 
(including pesticide and varle,^|('stan;dards) of US tobacco while holding imported 
tobacco and tobacco produ0 aqcoucit^ble to the same standards. 

4 . The term "quota" used to descrtoe flue-cured tobacco production controls will chanqe 
to Production Limiting Permit (PtP). Only,:.actlve flue-cured tobacco producers those 
who bear 100% of the risk of flu%eaf#cl totiacco production, may own PLP's PLP's 
will be assigned to individuals, jijartn&mjiips and farming corporations based on 
current flue-cured tobacco production, rsf̂ ^sale or.,|0jsise of PLP's shall be authorized. 

PLP's will be re-distributed to new flue-cureci'wfcacco producers according to current 
law and existing active flue-cured tobacco:.s;producers within the same county In the 
case of tenants who were the primary producers of leased or rented flue-cured 
tobacco, credit will be given to the tenants, renters and quota^-owners based upon their 
share m the risk of current flue-cured tobacco productiorif 

PLP's may be transferred in the case of the deatft of a person to whom a PLP has 
been issued to the surviving spouse or if there is no surviving spouse to surviving 
descendants as long as the transferee is an active tobacco producer. A holder of a 
PLP may transfer their PLP to their spouse or descendants as long as they remain 
active flue-cured tobacco producers. 

^" I lJ^ ^9fP^^^'^ manufacturers should by private contract with Stabilization commit to 
.'600 million pounds net purchase intentions for 25 years with or without a national 

tobacco settlement. 

The December 1, 1994, Agreement To Purchase 1990-1993 Crops of Flue-Cured 
Tobacco will remain in full force and effect and be fully executed notwithstandinc 
legislative changes to the Federal Tobacco Program. 
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Unapproved Excerpt From Fluc-Cured Tobacco Cooperative Stabilization Corp. Minuics of Mar. U . 1998 
Board Meeting - Draft & Confidential 

6 In the event any domestic manufacturer fails to purchase 100% of its purchase 
intentions in any marketing year, such company shall purchase from Stabilization's 
uncommitted inventory by the end of the same marketing year, an amount (green 
weight basis) of flue-cured tobacco, that when added to its current purchases, equals 
100% of its purchase intentions for the marketing year. 

7 Future price support adjustments shall be based solely on the previous three (3) year 
average production costs for flue-cured tobacco. The Secretary of Agriculture shall 
have no discretionary authority to adjust price supports. 

8. For 1998, flue-cured tobacco producers shall be paid for all pounds marketed, an 
amount equal to any reduction in price support from the 1998 level. This payment 
shall be separate from any .fcheduled compensation or transition payment. Also, the 
same amount paid to prodliBers on a per pound basis will be paid to CCC to reduce 
the loan on Stabilizati£r^Cl 997. loan inventory. Funds for payments to producers and 
the loan shall be alt; '̂̂ ted froTOsettlement legislation. 

9. Any increase or decreae© tn the settlement flue-cured tobacco quota compensation, 
shall be reflected in the 1998 .price support adjustment on an equivalent percentage 
basis. . 

10. Authorization should be granted' to allow for flue-cured tobacco producer initiated 
referendums that would recomrt^nd to the; ,g,̂ pretary of Agriculture needed changes to 
the rules and regulations that g<^vejp4tji'F f̂iferal Tobacco Program. 

:11. Subject to satisfactory resolution of all thj^ilbove, m. recommend a 1998 price support 
reduction equal to a 40 cents per pou#reduqtjd»C^ previous three year market 
average to an average support price of $1.3ai5'f>|r pouiTid-
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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 (Pd.) 

1. China 5.180 37 
2. United States 1,323 9 
3. India 1158 8 
4. Brazil 877 6 
5. Turkey 464 3 
8. Zimbabwe 463 3 
7. Indonesia 375 3 
6. Italy 292 2 
9. Greece 291 2 
10. Malav/i 240 2— 

Some 124,000 farms in 16 states grow tobacco. About three-quarters of 
these are actually classified as tobacco fanns, 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 andther 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. 
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Tobacco manufacturing makes up 1.2 percent of U.S. Industrial output. 

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

TOBACCO PRODUCTION 
Relative to All Manufacturing 
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Trade 

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

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

TOBACCO IMPORTS AND EXPORTS T O B A C C O T R A D E B A L A N C E 
BlUten Dollar* BllUon Dollar* 
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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 $60.3 billion on tobacco products in 1996, 
or 1.0 percent of all consumer expenditures. 

Tobacco Expenditures by Type -1996 (est) 

Billions Percent of Total 

Total $50.3 100 

Cigarettes 47.2 94 

Cigars 1.0 2 

Ottier (smoking tobacco, chewing 
tobacco, and snufO 

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 1996 

Lowest 20% Second 20% Third 20% Fourth 20% Hlflhest 20% 

Tobacco $204 $242 $327 $307 $278 

Stiare of total 1.4% 1.1% 1.1% 0.8% 0.4% 
expenditures 

Per-capita cigarette consumption has been on a long-term decline In the 
United States from a record high of 4,345 in 1963 (based on the population 18 
years and over) to 2,482 in 1996 - a drop of 43 percent. 

P E R CAPITA U.S. C I G A R E T T E CONSUMPTION 
(Peraont 18 yoare and ok]«r} 

Number of Clgiratta* — 

9S SO S9 70 79 60 66 SO 96 
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- Cigar consumption, while a tiny part of the total, rose 19 percent last 
year, to 32.7 per male 18 years and over, but was only about 3 percent 
above the 1987 level. 

More than offsetting the decline in the United States has been a rise in foreign 
consumption of tobacco, which has 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 Stales.) 

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

WORLDWIDE CIGARETTE CONSUMPTION 
Total = 5.3 trillion cigarettes in 1996 

China 32% 

Japan 6% ^ H ^ H l W K ^ H k 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. 
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Adult Smoking Rates Adult Quit 
Rates* 

CynSDl Fonner Never 

Adults 16+ 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 smokers 

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

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

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

Youth Smoking Rates 

8* graders 

10* graders 

12* graders 

Have smoked In 
oast 30-davs 

(-

?1.0 

30.4 

34.0 

Daily 

-Percent-

10.4 

18.3 

22.3 

|-lavB smoked 1/2 
pack or more a dav 

-) 

4.3 

9.4 

13.0 

Daily users 

(Numbei) 

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: 
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Demand Elasticities 

Aae Group Total Parflcloatlon Quantity oer Smoker 

12-17 -1.40 -1.20 -025 

20-25 -0.89 -0.74 -0.20 

26-35 -0.47 ^.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^ 
dgars, 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 Rjco account for neariy 85 percent of the jobs 
In tot>acco manufacturing. (Note: These are the only states that report 
employment separately for totDacco manufacturing and are presumably 
the most important for the industry.) 

Jobs in Tobacco Manufacturing 

Number of Jobs Share of State's Payroll Jobs 

North Carolina 16.830 0.47 

Virginia 9,550 0.31 

Kentucky 4,210 -055 

Florida 1.480 0.02 

Tennessee 1.180 0.05 

Puerto Rico 1,040 0.11 
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Production workers in the tobacco Industry earned $19.44 an hour last year, 
52 percent more than the average wori<er 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 P R I C E S 
Relative to the "Core" CPI 

Indax 1082-84 - 100 ^ 
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Industry Composition 

The cigarette market Is dominated by Philip Morris, which accounts for half of 
cigarette sales in the United States. 

The Cigarette Market in 1997 (est) 

Sales 
(Bil.Ciaarettes) 

M̂ rKet 
Share (%) 

Philip Moms 233.4 49.2 

RJR Nabisco 114.5 24.2 

BAT 76.8 182 

Lorillard 39.9 8.4 

Uggitt 8.0 1.7 

TOTAL 474.1 100.0 

Philip Moms 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). 



07/10/97 THU 19:41 FAX 202 6222633 @028 

10 

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, 
f 990-94 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 0.308 6.2 

Transit 0.048 1.0 

Point-of-sale 0.352 7.1 

Other promotiortal 3.916 79.4 

Promotional allowances 1.386 28.1 

Coupons and retail value added 1.810 36.7 

Other 0.719 14.6 

Prepared by 
TreasTEcon.Policy/K.Hendershot 



The Economics of the Proposed Tobacco Settlement 

How does it work? 

The proposed tobacco settlement has tliree provisions whicli 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 eflfect 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 efifects 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, indiviHuals, and the Federal government because these payments are not 
specifically for Medicaid damages.) Some worry that industry could find ways of "hiding" its 
profits to avoid this excess profits penalty. More specific rules and oversight are could help 

4f 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 Sxx billion on advertising every year. These restrictions could save the industry 
billions of dollars, increasing profits (which would be subject to the excess profits provision if 
profits rise above 1997 levels). On the other hand, the industry could intensify advertising efforts 
not banned by the Agreement (advertising to adults) or look for new, creative marketing 
techniques such that their overall advertising budget is little affected by the Agreement. Because 
advertising expenses are fixed costs, these provisions are not expected to effect the per-pack price 
of cigarettes. 

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

How will the Settlement Effect Particular Objectives/Outcomes? 

Effect on Youth Smoking and Current Smokers 

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

The "lookback" provision does not give the tobacco industry an incentive to reduce 
youth smoking. The Settlement requires industry to pay a penalty if targets for the reduction in 
youth smoking are not met, capped at $2 billion. If the industry can show the FDA that they have 
made a "good faith" effort, 75 percent of the penalty would be refijnded. 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 fi-om 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 \\dll 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 fiinding to 
subsidize smoking cessation programs. The Settlement also creates an incentive for the 
development of alternative nicotine delivery systems. There is essentially no evidence on the 
potential for this type of substitution: Any estimation of its scope would be highly speculative. 
The settlement also attempts to encourage the development of safer, lower-nicotine cigarettes, 
which would provide alternative for current adult smokers (although this may be undermined by 
other provisions discussed below). There is some evidence, however, that when lower-tar 
cigarettes were introduced, smokers often consumed more of these cigarettes. This might also be 
the case for lower-nicotine cigarettes. 

Impact on the Tobacco and Related Industries 

Does the Settlement "Punish" the Tobacco Industry? While putting the tobacco industry out of 
business is not the goal of this Settlement, the damages are, in part, punitive. The tobacco 
industry can clearly absorb the payments 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 andfarmers 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.] 

Potenrial for Side Effects and "Red Flags" 

The incentive to develop safer cigarettes is greatly curtailed'^e 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 fi-om the Settlement 
Fund (subject to an annual limit, excess claims are carried over to the next year). This means that 
the industry has little incentive to fight these cases and that the States and the Federal government 
- who are the residual claimants to the Settlement Fund ~ might like to discourage lawsuits. 

What this lawyers would get form the settlement is not specified in the Agreement. We do not 
know specifically what agreements attorney's have with States for payment, but many may have 
contingency agreements which could give them up to a third of the settlement. (How this would 
work in practice is not clear.) 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 effectively being an excise tax on cigarettes is the 
volume adjustment provision found in Title VI, B.5 of the settlement, entitled "Adjustment for 
Volume Decrease (Adult Volume Only) or Total Volume Increase." 

For any given year, let 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 rewritten as (Xo/q*)q. This is the same as writing the volume 
adjusted payment as tq. where the "tax" t = CVq*). This is just like an equivalent unit tax on 
cigarettes. As an example consider year 10 in which the base payment Xo = $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 = (Xo/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 of a pack of cigarettes will 
probably go up by at least as much as the tax, and probably more. Prominent analysts of the 
cigarette industry conclude that previous excise tax increases may have served as a focal point for 
coordinating oUgopoly price increases by sellers. As a result we expect there to be two effects, 1) 
a direct price response to the increase in costs due to the effective excise tax, and 2) a further ' 
price increase as a result of opportune coordination on the part of sellers. The combined effect 
would raise prices by more than the increase in the excise tax. The range of the price increase 
expected starts 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 Appendbc 
Vn), will not increase profits very much because of the expected substitution into non-restricted 
forms of advertising. Moreovei-, marketing innovations are expected as a result of the restrictions 
fiirther 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 
m intensity. Furthermore, we expect there to be an increase in conventional media advertising. 
The bottom line then is that advertising expenditures may fall by about $ 500 million to $1 billion. 
This is equivalent to savings of less than 5 cent per pack (compared to the 62 cent effective 
excise tax starting in year 5). 



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

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

• Fixed cost savings of at most 5 cents per pack due to decreased advertising expenditures 
• Lost revenues of 33 cents per pack on those not sold due to the reduction in cigarette 

sales (on the order of 2 - 6 billion) 
• Increased revenues of 10 to 16 cents per pack on remaining cigarettes due to new higher 

price (on the order of 18 - 22 billion) 

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

Attached are preliminary estimates of the net revenue from the tobacco settlement. They mclude 
revenue e£fects 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 in real terms, measured 
in 1996 dollars. 

We find that, considering all tobacco products, the real net revenue fi-om the tobacco setdement is 
likely to be ̂ out $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 cite î in the report First, the $368.5 billion figure in the report ignores the 
sales adjustment feature of the settlement. As sales fidl, 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 M 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 fi-om existing excise, 
income, and employment taxes. Considering federal income and employment taxes, andf federal, 
state and local excise taxes, this adjustment can reduce net revenue by an additional $109 billion, 
or by 32% of the $368.5 billion cited in the report. In total, then, we estimate that the actual 
increase in net government receipts will be about $189 billion, or 51%, of the $368.5 billion 
payment cited in the report. 

The $368.5 billion figure also is misleading because it is a simple sum of (real inflation adjusted) 
payments which flow in over time. Proper measurement of the value of the payment flow would 
discount to reflect the (real) time value of money. As shown in the table, discounting the payment 
stream by a 3.7% real discount rate will reduce its sum from $189 billion to $123 billionj or by 
about 18% of the original $368.5 billion dollar figure cited in the report. A higher Oower) 
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 efiferts of the special penalty imposed if profits increase, nor do we model the look­
back provisions that impose a penalty if sales to mmors fail to fall to specified target levels. By 
way of justification, we note that is seems unlikely that domestic profits will increase as a result of 
this agreement, so neglecting the profits tax seems reasonable in this preliminary estimate. For 
two reasons, the look-back also seems unlikely to have a major revenue effect. First, it seems 
likely that the agreement will be effective in significantly reducing under-age smoking, and so any 
penalty would likely be much lower than the $2 billion annual maximum. Second, any assessed 
penalty can be reduced by 75% as along as the manufactures can show that they made a "good-
faith" effort to comply with the agreement. 



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 M below their published level, 
thereby reducing the real net-revenue to the government. 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 modeling approach does rely on some standard 
revenue estimating conventions. In particular, our estimate is based on a fixed GDP assumption, 
which has a number of important impUcations. First is an income and employment tax offset, 
reflecting the fact that the tobacco payments are "taken-off tiie top", and so reduce tiie base of the 
income and employment taxes by lowering national income. These oflfeets capture reductions in 
personal income, corporate income, and employment taxes at tiie federal level. 

Second, some features of the agreement, which may have important effects for particular firms,, or 
for the tobacco industry as a v^ole, have no effect at all in our model. In particular, tiie fixed 
GDP assumption means that the settiemenfs 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 tobaoco 
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 vAde 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 altennative to holding GDP fixed would be to let it rise by tiie fijU amount of the increase in tiie 
price of tobacco products. In that case, income tax receipts would not fall, so that net revenue to 
the government would be $252 billion over 25 years. While net revenue seemingly is higher than 
in the fixed GDP case, in purchasing power terms it really is the same, as the rise in GDP reduces 
the purchasing power of government tax revenue. 

David Richardson and James Mackie 
U.S. Treasury, Office of Tax Analysis 
OTA 
7/10/97 
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Net Payments to all Governments from the Tobacco Settlement 
Payment Reflected in All Products 

100% Passthrough 
($'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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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 Year Volume Adjusted 
Fixed GDP Fbced GDP 

1998 8,677 8,677 8.508 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 7.514 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 9J382 4,909 7.037 3,681 
2016 9.295 4,681 6,971 3,511 
2017 9.208 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 Govemments from the Tobacco Settlement 
Payment Reflected In All Products 

125% Passthrough 
($'s Millions) 

PDV 
Base Payment 368,500 231,910 
Gross Payment 274,466 176,584 

Federal Excise Tax Leakage (22.760) (14,545) 
State Excise Tax Leakage (30.835) (19.747) 
Total Gross Excise Tax Leakage (53.594) (34.292) 

Net Payment (Pre-Offset) 220.872 142.292 

Income Tax Offset (55,218) (35,573) 
Individual (46,935) (30,237) 
Corporate (8.283) (5.336) 

Net Payment including offset 165,654 106,719 

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

Net Yearly Payments to all Govemments from the Tobacco Settlement 
Payment Reflected In All 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 
Fwed GDP 

6.275 
4,314 
4.550 
5.125 
5.767 
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 
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WALL STREET EVALUATION OF THE TOBACCO INDUSTRY AND AGREEMENT 

Summary: While there is some disagreement, the weight of the WaU Street assessment of 
the agreement among the major tobacco companies and the states* attorneys general is 
quite positive. 

Major analysts expect tobacco stocks to perform well as lifting uncertainties about 
litigation removes the heavy discount for risk. With the agreement, Philip MorrU 
shares arc expected to have almost the same price/earnings ratio as the market 
average; without the agreement, the ratio of the share price to earnings might be 
one quarter to one third below the average for aU S&P 500 companies. 

Since the news that negiotiations for an agreement were underway, 18 reports by 
market analysts have either reconfirmed or raised recommendations to investors to 
BUY for tobacco stocks. 

1996: The stock maricet has viewed the tobacco indusuy as high risk for several years and in 
1996 it was on a roller coaster due to shifting legal developments (see chart). On 
balance, over tiie year as a whole tiie market value of tiie major firms did not change much 
apart fi-om normal movements driven by the overall stock maricet. However, tiiecatio of 
share prices to firms'eamings for tiie tobacco industry was only 59 % of the stock market 
average in 1996 and had ranged between 55 %and 67% of the market since 1993. 

Over the course of 1996, a number of stock analysts' investment recommendations were 
raised, perhaps owing to the court ruling against tiie major Castano class action suit (May 
23, 1996) and perhaps because of an assessment tiiat tobacco stocks were oversold during 
their late year doldiums. 

1997 before settiement talks: 

In tiie first couple of montiis of this year, tiie stock prices for tiie industry advanced 
perhaps reflecting the same fectors tiiat analysts had been seeing a few months earlier. 
But tiie market plummeted in March on a Mississippi court ruling to allow a class action 
suit tn po ahead and nî  the separate settiement of Lieeet with state attorney? general. 

~ One stock analyst has noted tiiat firms ti^ded down to a zero value of the domestic 
tobacco component of the business. 

Another analyst has noted that, based on the company's fundamentals, the U.S. 
tobacco unit of BAT (owner of Brown Williamson) seemed to carry a negative 
valuation. 

- During this period, analysts' recommendations moved in a muddled fashion: 
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Annual Incidence of Settiement: Illustrative Example 
Year 5 with -0.4 long run demand elasticity 

Years 

New payment 
Elasticity 
Pass tiirough 

62{£/pack 
-0.4 
100% 

62̂ /pack 
-0.4 
125% 

620/pack 
-0.4 
200% 

Price [1] 
($1.85/pack today) 

+34% 
$2.47 

442% 
$2.63 

+67% 
$3.09 

Quantity [2] 
(24.2 biU. pack/yr) 

-13% 
$19.3 

-17% 
18.5 

-27% 
16.3 

Total revenue 
($44.7 biiyyr today) 

$47.6 $48.7 $50.4 

Industiy profits [3] 
($7.8 bUl/yr today) 

$7.5 $10.1 $16.6 

Old tax revenue [4] 
($14 bill/yr today) 

$11.2 $10.8 $9.5 

New govt. rev. [5] 
($ billions) 

$12.0 $11.5 $10.1 

Incremental govt, 
revenue ($ bill)[6] 

$10.2 $9.3 $6.6 

Incremental 
industry profits [7] 

$0.2 $2.9 $9.4 

Incrm. profits as % 
of incrm. surplus [8] 

2% 23% 59% 
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5 actions confirmed or raised recommendations for particular firms to BUY 
4 actions confirmed or raised recommendations but left them in a mediocre 
range while 3 other actions CUT recommendations into tiiis range, and 

1 action confirmed a SELL recommendation. 

Differences among firms became particularly noticeable in tiiis period: 

•phWip Morris is the industiy leader, witii 48 % of market sales, and a total 
market valuation of $ 102 billion. One third of its profits come fi-om 
domestic tobacco and one third fi-om foreign tobacco, the rest coming from 
a variety of mostly consumer goods I'mes. Its large share of the premium 
cigarette market is a rabced blessing because profitability is now higher 
there but market demand may shift to discount brands as prices are raised. 

RJR Nabisco is second in size of domestic sales and has a larger share of 
the discount market. It is very likely in tiie process of separating the 
tobacco (Reynolds) part of the business from Nabisco, however, and is 
heavily debt burdened. Therefore, market valuation is specially complex. 

US Tobacco is an actively traded but small firm that had attempted to stake 
out a position in the smokeless tobacco market (essentially snuS) aad had 
mtroduced a new discount cigarette brand. These market venUires were 
not going well earlier this year and disproportionately many of tiie negative 
market investment recommendations were focused on UST. 

BAT is a large British multinational (tî ded in this country in ADRs), 
which is involved in many product lines. Because of its product 
diversification, heavier role in foreign tobacco sales, and sizable presence in 
the discount market in tiie U.S. (35% of sales compared with 17% of total 
sales), it may be better portioned than others to cope with the agreement. 

1997 since announcement of settiement talks: 

On April 16. settlement talks were announced and many aspects of the agreement 
ultimately announced on June 20 came to be fairiv accurately forecast. Tobacco industry 
stock prices jumped sharply (relative to the S&P) on die announcement of tiie settiement 
talks and jumped somewhat again on the rumor one day before agreement. 

- On balance, since April̂ lS, the market value of tobacco stocks has risen falriy 
modcstiy, by 12.4% or less than the 20.2 % increase in the S&P 500. 
Adjusted for the change in the S&P, the tobacco stocks have actually 
declined by 4.9%. 

Most stock analysts, however, see the agreement as likely to be implemented 
and good for the market valuation of the firms. Since April 16,18 



07/10/97 THU 19:31 F.U 202 6222633 WlOlO 

announcements have been to confirm or raise recommendations to BUY, while one 
confirmed a fairly low rating and 3 recommendations were CUT. 

- The preponderance of favorable analysts' reactions seems at variance witii 
tiie net change in market valuation. 

_ This riiscrepancv seems to be rooted in the following factors: (1) tiie 
agreement has not been enacted yet; (2) tiie agreement, particularly the 
regulatory parts, could be changed as it goes through tiie political process; 
(3) states and localities may raise their excise taxes, too; (4) foreign 
counties may take actions that will water down the benefits in tiie 
agreement frorii limiting liability for bankruptcy to the domestic part of the 
firm. Most major analysts seem ready to take a positive position despite 
tiiese uncertainties, but investors seem more cautious as yet. 

In assessing the agreement kev analysts expect earnings per share in 1998. to be lowered 
hv $0 25 to $0 ̂ 7 for Philin Morris and bv $0 55 to $0.70 for RJR. 

About one third, to as much as hal̂  of these reductions come firom the costs 
(interest) of the initial payment. 

~ Other reductions in earnings come from drops in sales not fully offset by the price 
increases and from shifts in sales to discount (hence, lower profit) brands. 

Most analysts see a decline in domestic cigarette sales of 15% to 20% bv 
the fifth year, assuming a conventional responsiveness of sales to price and 
initial price increases of $0.40 to S0.60 .rising to S0.80 or S0.90. 

— The analysts see a significant offset to the costs of the agreement coming from 
lowered advertising and marketing expenses. 

- One particulariy pessimistic analyst (John Maxwell at Wheat Fu t̂) sees the cut in 
sales coming rapidly and its effects being compounded by more regulation. 

Analysts see future growth in earnings, presumably from foreign sales growth which has 
been very strong for the major firms such as Philip Morris and BAT. 

Key analysts also see the agreement if and when enacted in its present form, substantially 
ĵ educing the risk of bankmptcv from fiimre litigation. Primarily for this reason, analysts 

" expect that the ratio of share price to earnings, for the bellweth?!- Ph'i'P Morris, will 
become equal to the average for the equity market (Gary Black at Sanford Bernstein and 
Roy Buny at Oppenheimer) or show a very small discount f.95 according to Martin 
Feldman at Smitii Barney and .9 from Mark Cohen at Goldman Sachs). This is a marked 
contrast to discounts of one-quarter to one third yyithout the agreement. 
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THE "LOOK BACK" SURCHARGE 
July 10,1997 

The settlement attempts to provide economic incentives to promote "dramatic and immediate 
reductions in the number of underage consumers of tobacco products." Manufacturers would 
face a surcharge if tiie tobacco-use reduction targets are not met The surcharge will be imposed 
on the basis of a "look back" comparing actual underage teen tobacco use percentages to the 
targeted reduction percentages. Manufacturers could petition the FDA for partial abatement of 
the surcharge if they have acted in good faith and in fiidl compliance witii the Act 

wni the snrcharpe he effertlve? Probably not 

Our estimates indicate that the present value of the stream ofprofits associated with teen 
tobacco use in excess of the reduction targets will be larger than the cost of the surcharge. The 
present value of the profits is about 2 times greater than the surcharge so firms wotddhave little 
economic incentive to reduce teen smoking. In fact, it appears that demand reduction from the 
price increases (from the "excise tax"effect of the penalty payments) will do most of the work 

Underage Dally Tobacco Use Percentages and Targets 
Michigan Suivey Data and SetUement Lcxilc Bade Targets 

Peicont 
20 

15 

10 

The daily tobacco use 
percentage for xmderage 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 relevant population and industry per unit profit weighted by sales) — 
subject to a $2 billion cap. 

History 

• - \ 
'»» ProJ«e»ad path wtthdedlno 
,Ba3« = i 5 i / . from Dtlce Increase 

•s. ,•* 

1 . 1 . 1 

/ 
U M reduction targat* 

1 , 1 , 1 . 1 . 1 . 1 . 1 . 

1TO1 1Sn 1993 1997 1999 2001 2003 2005 2ra7 2000 

The $2 billion cap is likely to be nonbinding - it would only occur if underage 
smoking increased sharply to 30 % or higher or if industry profits or sales surged 
dramatically (by something like 100%), or some combination of the two. 

Our estimates indicate Uiat higher cigarette prices (from higher excise taxes for 
the annual payments) will reduce industry sales about 20% and thereby also 
reduce the size of the surcharge in subsequent years. 

Elasticity of demand estimates indicate that the higher cigarette prices alone will cause daily use 
by teen smokers to decline from the recent 18 percent level to about 11-1/2 percent (see chart). 
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Under tiiat estimate, tiie surcharge in tiie fifth year (30% reduction target) would be about 
$52 million; tiie present value of the profits from the smokers above tiie target would be 
nearly 2 times higher at $98 million. 

In the seventii year (50% reduction target) tiie surcharge would be about $230 million and 
the present value of profits would be nearly 2 times higher at $445 million. 

By tiie tenth year, when tiie full reduction of 60% is to be achieved, tiie surcharge would 
be $170 million and tiic additional profit stream $315 million, again nearly twice as large. 

Sarcharge abatement procedures 

The agreement provides for potential partial abatement of surcharge payments and firms likely 
would make significant efforts to meet the requirements: 

"Tobacco product manufacturers could receive a partial abatement of this surcharge (up 
to 75%) only if tiiey could thereafter prove to FDA that they had fiilly complied with the 
Act, had taken all reasonably available measures to reduce youth tobacco use and had not 
taken any action to undermine the achievement of the required reductions." 

• Tobacco firms would petition the FDA for an abatement of the surcharge (after payment). 

• The FDA would conduct hearings with participation of tiie states' attorneys general. The 
biurden of proof would be on the manufacmrers and the FDA would make the final 
decision (manufacturers or attorneys general could seek judicial review). 

Note that the abatement rewards manufacturers for meeting the minimum standards of the Act 
rather than achieving underage smoking reduction results. 

If we assume that firms will qualify for the full abatement, the present value of the future 
profit stream would end up being about 8 times higher than the abatement-adjusted surcharge 
— thereby rendering it ineffecdve. 

Assumptions used: 
Discount rate: aO% 
Profit per pack: $0.33 
Intensity of use: 1/2 pack as teens, phased up to 1 pack a day as adults (this includes 

effect for teen smokers who quit as adults) 
Survival probability: taken bom FDA rule in Federal Register 
Probability of sustained quit: assumption tiiat 50% of those kept from smoking as teens (who 

otiierwise would) eventually smoke as adult 
Teen population: Census middle series 
Price elasticities: -1.2 for # of teen smokers;-0.47 for all smokers in SR; -0.63 LR 
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July 10,1997 

To: Jon Gruber 

From: John Hambor 

Subject: Tobacco Related Entitlement Estimates 

Summary 

The tobacco agreement would increase long-tenn social security costs 
appreciably due to increased longevity. The ultimate effect is about a 2 percent 
Increase In annual costs in 2070, which would be about $12 billion in today's dollars. 
However, the cost increases are very slow to build, and there is no measurable effect 
during the next ten years. Preliminary estimates indicate the net impact on Medicare is 
small. The Important point about Medicare Is that the smoking agreement appears to 
raise costs, on balance, because of increased life expectancies. 

The estimated effects on Medicaid and SSI are more problematic. Medicaid 
costs will be lower, though increased expenditures on the elderly, including nursing 
home care, due to longer life expectancies, appear to offset much of the saving, 
resulting from a healthier recipient population. SSI costs would be higher because of 
the rise In One number of eligible aged due to longer life expectancies. The effect on 
other entitlement programs would be small and was not estimated for this analysis. 

Social Security 

—The Social Security Actuary has made rough long-range estimates consistent 
with the analysis included In the annual Trustees' Report They estimate the effect of 
the agreement on teenagers will produce about a 2 percent increase in annual social 
security costs when they are fully retired. The actuarial deficit over the next 75 years 
will be Increased relatively less, even if some older smokers are induced to quit as well, 
because the effect of reduced smoking by today's and future cohorts of adolescents will 
not have a substantial impact until the latter part of the projection period. 

These estimates are.based on tiie assumption that every year 250,000 of the 1 
million adolescents who would start smoking will be prevented from ever smoking. This 
represents the estimated effect contained in the 1996 FDA analysis and is essentially 
the same ultimate target included in the agreement (The lower specific target numbers 
in the agreement for the first seven years can be incorporated later, but are not 
expected to affect the results noticeably.) It Is further assumed that the program will 
affect an additional 250,000 adolescents who would begin smoking each year after 
reaching 18 by the same percentage, i.e., an additional 62,500 are prevented from 
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starting to smoke between ages 18 and 25.̂  Some older smokers are assumed to stop 
smoking in response to a price increase for cigarettes of about 34 percent An average 
participation elasticity of about 0.4 was used to detennine the number of quitters.* 

The net effect on the 75-year actuarial deficit Is an Increase of 0.1 percent of 
payroll. The actuarial deficit, cun-ently 2.23 percent of payroll, is the combined 
employer and employee payroll tax rate increase necessary to balance the 
program over the next 75 years. Roughly 75 to 80 percent of the estimated 
increase in the actuarial deficit Is attributable to reduced smoking by older 
smokers. 

• By Uie end of the period, in 2070, the annual deficit, the difference between 
annual trust fund revenue as a percent of payroll and annual benefit outlays as a 
percent of payroll, would be higher by roughly 0.4 percent of payroll, about $12 
billion based on today's taxable payroll. This is probably a good guess of the 
effect on the actuarial balance Into perpetuity, i.e., a steady state effect 
consistent with roughly a fourth of potential new young smokers being deten-ed 
from smoking throughout tiieir lifetimes. The cost increases are very slow to 
build, and tiiere is no measurable effect during the next ten years. (See 
attached dhart.) 

Caveats (Also apply to estimates below.) 

- The estimates make no special allowance for the effect of disability 
incidence on program costs. Because smokers are more likely to become 
disabled, reduced smoking lowers disability costs. However, this cost 
reduction could be offset somewhat because longer life expectancies also 
increase the probability of Incumng a disability prior to age 65. On 
balance allowing for disability probably saves money, but because 
individuals who become disabled due to smoking are likely to be close to 
retirement age anyway, the effect is probably small. 

Evidence suggests that smoking incidence is higher for those with lower 
income and less education. These effects are not included In the 
analysis. 

- A trend was not incorporated in projected smoking rates which have been 

*The Social Security and HCFA actuaries based their estimates on these assumptions and others supplied-ta 
them by Treasury. 

^The elasticity varied by age group and was applied to age-specific current smoking rates. Survivor 
probabilities for older smokers who quit were assumed to be 75 percent of same-age older smokers who had never 
smoked. 
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generally declining for all smokers since the 1970s, but have been up 
recently for teen-age smokers. 

Medicare fTTjese estfmates do r7of include the effects of older smokers quitting or the 
addW'onal 62,600 teenagers who would not start smoking after age 18. We expect 
them on Monday or Tuesday.) 

Rough estimates for the impact of tiie agreement on Medicare were prepared by 
the HCFA Actuary and are based on the same assumptions as tiie Social Security 
estimates. The HCFA estimates indicate a negligible effect on the long-run balance of 
tiie Hi (Medicare Part A) program and the long-mn cost rate for tiie SMI (Medicare Part 
B) program. 

The 75-year HI cost rate is decreased by .015 percent of payroll because of 
lower lifetime costs for non-smokers and Is increased by .023 percent of payroll 
for the additional persons who reach age 65 because tiiey didn't smoke. The 
Income rate is increased by .006 from additional payroll taxes paid over the 
longer life expectancies of the latter group. The net effect is an increase In the 
75-year actuarial deficit of only .002 percent of payroll. 

The 75-year estimates for SMI were also quite small, raising tiie average,annual 
cost rate over the 75-year period from 2.860 to 2.863 percent of GDP. 

The "steady state" (i.e., 75th year) estimates indicate the effect on HI is an 
annual cost of about .05 percent of payroll (about $1.5 billion currentiy). This is 
a net effect. 

- Costs are reduced by 0,116 percent of payroll per year because of lower 
health care costs for nonsmokers ($3.6 billion currentiy). 

- Costs are increased by 0.174 percent of payroll per year due to smokers 
who would have died sun/iving to age 65 and Idler. In addition, this group 
pays 0.009 in additional payroll taxes, so their net effect is to raise costs 
by 0.165 percent of payroll ($5.1 billion currently). 

On balance, SMI costs would be increased in "steady state" by 0.017 percent of 
GDP (cun-entiy about $1.3 billion). 

A separate internal HCFA analysis of a sample of Medicare beneficiaries in 
1992-93 indicates that, on average, smokers who-reach age 65 have lifetime 
Medicare costs that are about 8-9 percent higher than nonsmokers who sun/ive 
to age 65. They estimated that smokers raise lifetime program costs by about 4 
percent. 



• However, Uie same analysis also indicates tiiat program saving because of 
smokers who do not reach age 65 (estimated to be about 3 million in 1993) more 
Uian offsets tiie added health care costs of surviving smokers. 

Medicaid 

The effects on the Medicaid program are considerably more problematic. The 
HCFA Actuary has not made estimates. A verv rough approach is to treat the amounts 
estimated in a forthcoming study* which estimates Uie effect of smoking on Medicaid 
spending by state, as "steady-state" saving, apply tiiese results to cun-ent Federal 
spending on Medicaid, and Uien adjust for tiie expected effects of the agreement on 
smoking rates. A final caide adjustment is made to account for Increased spending on 
the aged due to longer life expectancies. These additional costs could be particularly 
important since Medicaid covers long-tenm care for many of the elderly and disabled. 
In total, Uie aged population currently accounts for more Uian 30 percent of Medicaid 
costs and the disabled population accounts for almost 40 percent 

• The estimates indicate Uiat in FY1993, about 3.9 percent of non-child federal 
Medicaid spending was attributable to smoking. To be consistent with tiie social 
security and Medicare estimates, the steady state should be reduced to reflect 
the fact that the agreement will not eliminate all smoking. We have assumed 
that roughly 25 percent of smokers in each teen-age cohort are delen-ed'from 
ever smoking. A "steady state' estimate of Medicaid cost saving would be about 
a fourth of the full 1996 amount - about $730 million. 

• The net effect, after accounting for longer life expectancies, is significantly lower. 
Th'e population age 65 and over is projected (by SSA) to be about 2.5 percent 
higher in 2070 because of the agreement Increasing 1996 Medicaid costs for 
Uie elderly by 2.5 percent and subU-acting the result from the $730 million annual 
saving reduces "steady state" saving to about $120 million. This offset estimate 
should be viewed as extremely tentative. 

SSI 

If the 2.5 percent increase in the population 65 and older is U-ansIated into a 
steady state SSI cost estin^ata, costs would increase by $164 million per year at 1996 
program levels. The estimate accounts for both disabled recipients over age 65, vitio 
receive higher benefits, and retired recipients. This estimate is more of a conjecture 
than a systematic estimate by the SSA Actuary. 

P̂reliminary data from the forthcoming study. Leonard S. Miller, cL al., "Slate Estimates of Medicaid 
Expenditures AttribuUble to Cigarette Smoking. Fiscal Year 1993", was provided informally by a study co-author. 
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PBGC 

Questions have arisen about tiie agreement's Impact on tiie financial viability of 
two of the smaller producers and Uie potential affect of tiieir bankruptcy on Uie PBGC 
pension guarantee. PBGC analysts indicate tiiat neiUier a Liggett nor a Lorillard 
bankruptcy would have a significant effect PBGC's future liabilities. 

• In the case of Lorillard, their unfunded pension liability is esUmated to be $3.5 
million, which is a litUe more than 1 percent of the unfunded pension liability of 
their parent company, Lowes Corp. 

In tiie case of Liggett, which is part of the Brook Group, PBGC is aware Uiat 
Brook is having financial difficulties. Brook is primarily Liggett, i.e., it is not a 
diversified holding company, and Its unfunded pension liability Is $35 million. 
Brook is on a list of companies monitored by PBGC as "reasonably possible" 
candidates to add to PBGC liabilities. These companies have underfunded 
pension liabilities and generally are rated at junk bond status. 

Other Programs 

• The effect on Veteran's programs and the Federal Civil Service Retirement 
system was considered to be too small for inclusion. 
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July 8, 1997 

MEMORANDUM TO CHAD STONE, SARAH REBER 

FROM: CRISTIAN SANTESTEBAN 

SUBJECT: Extension of Harris' model 

In an extension of the analysis done by Jefif Harris, I have calculated the present discounted value 
*of the stream of payments by the tobacco industry. I examine four key scenarios in which the 
pass-through rates of the effective excise tax are 75, 100, 125, and 200 percent. 

Demand elasticity is assumed to be -0.4, and there's a background real decline of smoking of 
about 0.6 percentage points. I also assume, as does Harris, that advertising expenditures will only 
fall by $500 million per year, not affecting operating profits very much. In addition, I assume that 
the demand curve will not shift inward as a result of the slightly lower advertising expenditures. 

Assuming the following pass-through rates, the present discounted value of payments will be: 

75% $205.7 biUion 
100% $200.2 billion 
125% $194.9 billion 
200% $179.8 billion 



Assumptions: 

Base Price of Pack of Cigarettes 
1.85 

CPI Growth 1.03 
Discbijnt Rate 1.07 
Pass Through 0.75 
1996 Sales 24.400 
Surcharge per year 0.0 
1996 Profits 8.4 
Elasticity of demand -0.4 
Real Natural Decline -0.6 

Year 

Total 

Effective Real Price Consumption Real Volume PDV 
Base Real Tax (Hams Model) Adjusted Payments 

0 10.0 0.41 2.16 23.7 10.0 10 
1 8.5 0.35 2.11 23.7 8.3 8.0 
2 9.5 0.39 2.14 23.5 9.1 8.5 
3 11.5 6.47 2.20 23.0 10.9 9.7 
4 14.0 0.57 2.28 22.6 12.9 11.1 
5 15.0 0.61 2.31 22.3 13.7 11.3 
6 15.0 0.61 2.31 22.2 13.6 10.8 
7 15.0 0.61 2.31 22.0 13.5 10.4 
8 15.0 0.61 2.31 21.9 13.5 9.9 
9 15.0 0.61 2.31 21.8 13.4 9.5 

10 15.0 0.61 2.31 21.6 13.3 9.1 
11 15.0 0.61 2.31 21.5 13.2 8.7 
12 15.0 0.61 2.31 21.4 13.1 8.3 
13 15.0 0.61 2.31 21.2 13.1 8.0 
14 15.0 0.61 2.31 21.1 13.0 7.6 
15 15.0 0.61 2.31 21.0 12.9 7.3 
16 15.0 0.61 2.31 20.9 12.8 7.0 
17 15.0 0.61 2.31 20.7 12.7 6.7 
18 15.0 0.61 2.31 20.6 12.7 6.4 
19 15.0 0.61 2.31 20.5 12.6 6.1 
20 15.0 0.61 : 2.31 20.4 12.5 5.8 
21 15.0 0.61 2.31 20.2 12.4 5.6 
22 15.0 0.61 2.31 20.1 12.4 5.4 
23 15.0 0.61 2.31 20.0 12.3 5.1 
24 15.0 0.61 2.31 19.9 12.2 4.9 
25 15.0 0.61 2.31 19.8 12.2 4.7 

368.5 322.3 205.7 



Assumptions: 

Base Price of Pack of Cigarettes 
, 1.85 

CPI Growth 1.03 
Disicount Rate 1.07 
Pass Through 1.00 
1996 Sales 24.400 
Surcharge per year 0.0 
1996 Profits 8.4 
Elasticity of demand -0.4 
Real Natural Decline -0.6 

Year 

Total 

Effective Real Price Consumption Real Volume PDV 
Base Real Tax (Hanis Model) Adjusted Payments 

0 10.0 0.41 2.26 23.2 10.0 10 
1 8.5 0.35 2.20 23.3 8.1 7.8 
2 9.5 0.39 2.24 23.0 9.0 8.3 
3 11.5 0.47 2.32 22.5 10.6 9.5 
4 14.0 0.57 2.42 21.9 12.6 10.8 
5 15.0 0.61 2.46 21.6 13.3 11.0 
6 15.0 0.61 2.46 21.5 13.2 10.5 
7 15.0 0.61 2.46 21.4 13.1 10.1 
8 15.0 0.61 2.46 21.2 13.1 9.6 
9 15.0 0.61 2.46 21.1 13.0 9.2 

10 15.0 0.61 2.46 21.0 12.9 8.8 
11 15.0 0.61 2.46 20.9 12.8 8.4 
12 15.0 0.61 2.46 20.7 12.7 8.1 
13 15.0 0.61 2.46 20.6 12.7 7.7 
14 15.0 0.61 2.46 20.5 12.6 7.4 
15 15.0 0.61 2.46 20.4 12.5 7.1 
16 15.0 0.61 2.46 20.2 12.4 6.8 
17 15.0 0.61 2.46 20.1 12.4 6.5 
18 15.0 0.61 2.46 20.0 12.3 6.2 
19 15.0 0.61 2.46 19.9 12.2 5.9 
20 15.0 0.61 : 2.46 19.8 12.2 5.7 
21 15.0 0.61 2.46 19.6 12.1 5.4 
22 15.0 0.61 2.46 19.5 12.0 5.2 
23 15.0 0.61 2.46 19.4 11.9 5.0 
24 15.0 0.61 2.46 19.3 11.9 4.8 
25 15.0 0.61 2.46 19.2 11.8 4.5 

368.5 313.4 200.2 



Assumptions: 

Base Price of Pack of Cigarettes 
1.85 

CPI Growth 1.03 
Discount Rate 1.07 
Pass Through 1.25 
1996 Sales 24.400 
Surcharge per year 0.0 
1996 Profits 8.4 
Elasticity of demand -0.4 
Real Natural Decline -0.6 

Year 

Total 

Effective Real Price Consumption Real Volume PDV 
Base Real Tax (Harris Model) Adjusted Payments 

0 10.0 0.41 2.36 22.7 10.0 10 
1 8.5 0.35 2.29 22.9 8.0 7.7 
2 9.5 0.39 2.34 22.6 8.8 8.1 
3 11.5 0.47 2.44 22.0 10.4 9.2 
4 14.0 0.57 2.57 21.3 12.2 10.5 
5 15.0 0.61 2.62 21.0 12.9 10.7 
6 15.0 0.61 2.62 20.9 12.8 10.2 
7 15.0 0.61 2.62 20.7 12.7 9.8 
8 15.0 0.61 2.62 20.6 12.7 9.3 
9 15.0 0.61 2.62 20.5 12.6 8.9 

10 15.0 0.61 2.62 20.4 12.5 8.6 
11 15.0 0.61 2.62 20.2 12.4 8.2 
12 15.0 0.61 2.62 20.1 12.4 7.8 
13 15.0 0.61 2.62 20.0 12.3 7.5 
14 15.0 0.61 2.62 19.9 12.2 7.2 
15 15.0 0.61 2.62 19.8 12.2 6.9 
16 15.0 . 0.61 2.62 19.6 12.1 6.6 
17 15.0 0.61 2.62 19.5 12.0 6.3 
18 15.0 0.61 2.62 19.4 11.9 6.0 
19 15.0 0.61 2.62 19.3 11.9 5.8 
20 15.0 0.61 • 2.62 19.2 11.8 5.5 
21 15.0 0.61 2.62 19.1 11.7 5.3 
22 15.0 0.61 2.62 19.0 11.7 5.0 
23 15.0 Q^l 2.62 18.8 11.6 4.8 
24 15.0 0.61 2.62 18.7 11.5 4.6 
25 15.0 0.61 2.62 18.6 11.4 4.4 

368.5 304.8 194.9 



Assumptions: 

Base Price of Pack of Cigarettes 
1.85 

CPI Growth 1.03 
Discount Rate 1.07 
Pass Through 2.00 
1996 Sales 24.400 
Surcharge per year 0.0 
1996 Profits 8.4 
Elasticity of demand -0.4 
Real Natural Decline -0.6 

Year 
Effective Real Price Consumption Real Volume PDV 

Base Real Tax (Hanis Model) Adjusted Payments 

0 10.0 0.41 2.67 21.4 10.0 10 
1 8.5 0.35 2.55 21.8 7.6 7.3 
2 9.5 0.39 2.63 21.3 8.3 7.7 
3 11.5 0.47 2.79 20.5 9.7 8.6 
4 14.0 0.57 3.00 19.6 11.3 9.7 
5 15.0 0.61 3.08 19.2 11.8 9.7 
6 15.0 0.61 3.08 19.1 11.7 9.3 
7 15.0 0.61 3.08 19.0 11.7 8.9 
8 15.0 0.61 3.08 18.8 11.6 8.5 
9 15.0 0.61 3.08 18.7 11.5 8.2 

10 15.0 0.61 3.08 18.6 11.4 7.8 
11 15.0 0.61 3.08 18.5 11.4 7.5 
12 15.0 0.61 3.08 18.4 11.3 7.2 
13 15.0 0.61 3.08 18.3 11.2 6.9 
14 15.0 0.61 3.08 18.2 11.2 6.6 
15 15.0 0.61 3.08 18.1 11.1 6.3 
16 15.0 0.61 3.08 18.0 11.0 6.0 
17 15.0 0.61 3.08 17.9 11.0 5.7 
18 15.0 0.61 3.08 17.7 10.9 5.5 
19 15.0 0.61 3.08 17.6 10.8 5.3 
20 15.0 0.61 3.08 17.5 10.8 5.0 
21 15.0 0.61 3.08 17.4 10.7 4.8 
22 15.0 0.61 3.08 17.3 10.6 4.6 
23 15.0 0.61 3.08 17.2 10.6 4.4 
24 15.0 0.61 3.08 17.1 10.5 4.2 
25 15.0 0.61 3.08 17.0 10.5 4.0 

Total 368.5 280.2 179.8 



Preliminary Observations on Proposed Tobacco Settlement' 
July 9,1997 

Incidence of payments 

highlight significance of tiie effect of tiie settlement on industry competition 

A. Some assumptions 

1. industry demand relatively inelastic 

• estimated elasticity for adults =-0.4 in short run,-0.7 in long run 

• international evidence does not suggest industry demand elasticity 
will change markedly witii large price increases 

2. more than 100% pass through of industiy-wide cost increases in higher 
prices 

• settiement encourages at least 100% pass-tiirough 

• empirical estimates of pass-through are in the 100% to 125% 
range, holding constant the oligopoly solution concept 

• no reason to modify this figure based on curvature of demand 
given evidence favoring constant elasticity over large range 

• a setdement that leads to less competitive behavior as well as 
imposing a cost increase will likely exhibit greater pass tiirough of 
the cost increase tiian historical estimates suggest 

• small reductions in the degree of industry competition can 
lead to large price increases with inelastic demand 

• the settiement incorporates provisions that may facilitate 
— cooperative price fixing, discourage entry, discourage 

producer substitution to lower priced products, and raise the 
costs of output expansion 

3. industry supply function relatively elastic 

'Prepared as an aid to discussion by the staff of the Bureau of Economics, Federal Trade 
Commission. These comments are not necessarily those of the Federal Trade Commission or any 
individual Commissioner. 



B. Implications [see table] 

1 smoking will likely decline substantially 

• the price increase is the primary mechanism 

• caveat: out of sample predictions have large uncertainty; 
intemational evidence suggests quantity declines may he overstated 

• health benefits will go to those who quit or choose never to start; if 
those who continue to smoke reduce consumption, the health 
t)enefits will depend on the extent to which they compensate by 
smoking more intensively 

2. tobacco industry profits will likely rise, even before accounting for the 
benefit of reduced exposure to legal liability 

• if the pass-through rate is high, reflecting reductions in 
competition, industry profits will likely rise substantially 

3. incidence depends on intensity of post-settiement industry competition 
(built into 125% vs. 200% pass-through assumption) 

n. Some other incentive effects of settiement proposal 

A. youth smoking will likely decline substantially [see table] 

• youth responsiveness to price is higher than adults 
(estimated youth demand elasticity = -1.3) 

• access restrictions may also discourage youth smoking substantially 
(notwithstanding some potential for evasion) 

• recall earlier caveat; quantity declines may be overstated 

B. R&D to develop safer cigarettes may be eliminated 

• mandated cross-licensing of innovations and FDA authority to mandate 
introduction of less hazardous products that are technologically feasible 
undermine private appropriability (notwithstanding guarantee of 
reasonable rate) 



FDA's technology-forcing mandate is limited, as FDA may not require 
modifications that will create demand for contraband 

developers of safer cigarettes may find it difficult or impossible to 
advertise such products, limiting the potential private return to R&D 

some R&D incentives may remain if can market safer products abroad 



Annual Incidence of Settlement 

Year 1 - Year 5 

New payment 350/pack 
Elasticity -0.4 
Pass through 125% 

350/pack 
-0.4 
200% 

620/pack 
-0.17 
125% 

620/pack 
-0.17 
200% 

Price [1] 
($1.85/pack today) 

+24% 
$2.29 

+38% 
$2.55 

+42% 
$2.63 

+67% 
$3.09 

Quantity [2] 
(24.2 bill, pack/yr) 

-9% 
21.5 

-15% 
20.2 

-29% 
15.7 

-47% 
11.8 

Total revenue 
($44.7 bill/yr today) 

$49.2 $51.4 $41.3 $36.5 

Industry profits [3] 
($7.8 bill/yr today) 

$10.1 $14.8 $8.8 $12.4 

Old tax revenue [4] 
($14 bill/yr today) 

$12.5 $11.7 $9.1 $6.9 

New govt. rev. [5] 
($ billions) 

$7.5 $7.1 — $9.1 $7.3 

Total govt, 
revenue ($ bill)[6] 

$9.0 $6.8 $8.7 $1.4 

Incremental 
industry profits [7] 

$2.4 $7.1 $1.5 $5.1 

Incrm. profits as % 
of incrm. surplus [8] 

21% 51% 15% 78% 



Notes 

[1] All figures in 1997 dollars. Product mix (fraction low priced products sold) held 
constant. 

[2] Adjusted for declining trend in sales (-1.6%/yr). Does not adjust trend to reflect new 
disclosures, public education, and advertising restiictions in settiement that might 
increase exogenous rate of sales decline. 

[3] Components of change in profits 
a. fixed costs savings of 50/pack on current advt + legal (approx 50%, $1 bill.) 
b. lost contiibution of 330/pack on reduced quantity 
c. increased contribution from price increase on remaining quantity 

Does not include expected value of reduced risk of large legal liability 

[4] Direct federal, state and local taxes combined; does not include corporate profits tax 

[5] Does not include possible excess profits adjustment or possible surcharge in settiement 

[6] Old tax revenue + new govt, revenue less old tax revenue in but-for world of no 
settiement. (But-for world assumes constant real prices, quantity declining at current 
trend rate.) 

[7] Profits less profits in but-for world of no settiement 

[8] Incremental surplus = incremental govt, revenue + incremental profits 
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Preliminary Observations on Proposed Tobacco Settlement' 
July 10,1997 

I. Incidence of payments 

highlight significance of tiie effect of tiie settlement on industry competition for 
distribution of benefits between governmental revenues and industiy profits 

A. Some assumptions 

1. industry demand relatively inelastic 

estimated elasticity for adults = -0.4 in short run, -0.7 in long nm 

intemational evidence docs not suggest industry demand elasticity 
will change maricedly witii large price increases 

2. more tiian 100% pass tiirough of industry-wide cost increases in higher 
prices 

settiement encourages at least 100% pass-tiirough 

empirical estimates of pass-through are in die 100% to 125% 
range, holding constant die oligopoly solution concept 

no reason to modify tius figure based on curvature of demand 
given evidence favoring constant elasticity^ver large range 

a settiement that leads to less competitive behavior as well as 
imposing a cost increase will likely exhibit greater pass tiirough of 
tiie cost increase than historical estimates suggest 

small reductions in the degree of industry competition can 
lead to large price increases with inelastic demand 

tiie settiement incorporates provisions that may facilitate 
cooperative price fixing, discourage entry, discourage 
producer substitution to lower priced products, and raise the 
costs of output expansion 

'Prepared as an aid to discussion by the staff of the Bureau of Economics, Federal Trade 
Commission. TTiese comments are not necessarily those of die Federal Trade Commission or 
any individual Commissioner. 
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3. industry supply function relatively elastic 

B. Implications [see table] 

1 smoking will likely decline substantially 

the price increase is the primary mechanism 

caveat: out ofsample predictions have large uncertainty; 
mtemational evidence suggests quantity declines may be 
overstated 

health benefits will go to those who quit or choose never to start; if 
those who continue to smoke reduce consumption, the health 
benefits will depend on the extent to which they compensate by 
smoking more intensively 

2. tobacco industiy profits will likely rise, even before accounting for the 
benefit of reduced exposure to legal liability 

• if the pass-flirough rate is high, reflecting reductions in 
competition, industry profits will likely rise substantially 

3. incidence depends on intensity of post-setdement industiy competition 
(built into 125% vs. 200% pasŝ t̂iirough assumption) 

H. Some otiier incentive effects of settiement proposal 

A. youth smoking will likely decline substantially 

• youtii responsiveness to price is higher than adults 
(estimated youth demand elasticity = -1.3) 

access restrictions may also discourage youth smoking substantially 
(notwithstanding some potential for evasion) 

recall earlier caveat; quantity declines may be overstated 

B. R&D to develop safer cigarettes may be reduced or even eliminated 
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mandated cross-licensing of innovations and FDA autiiority to mandate 
introduction of less hazardous products tiiat arc technologically feasible 
underadne private appropriability (notwitiistandmg guarantee of 
reasonable rate) 

FDA's technology-foicmg mandate is limited, as FDA may not requke 
modifications that will create demand for contraband 

developers of safer cigarettes may find it difficult or impossible to 
advertise such products, limiting the potential private return to R&D 

some R&D incentives may remain if can market safer products abroad 
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Annual Incidence of Settlement: Illustiativc Example 

Yearl 

New payment 35̂ /pack 35)i/pack 
Elasticity -0.4 -0.4 
Pass tiirough 125% 200% 

Ycar5 

62̂ /pack 62^pack 
-0.7 -0.7 
125% 200% 

Price [1] +24% 
($1.85/pack today) $2.29 

Quantity [2] -9% 
(24.2 bill, pack/yr) 21.5 

Total revenue 
($44.7 bill/yr today) 

$49.2 

Industry profits [3] $10.1 
($7.8 bill/yr today) 

Old tax revenue [4] $ 12.5 
($14 bill/yr today) 

New govt rev. [5] $7.5 
($ bUUons) 

Incremental govt. $6.2 
revenue ($ bill)[6] 

Incremental $2.4 
industry profits [7] 

Incrm. profits as % 27% 
of uicmi. surplus [8] 

+38% 
$2.55 

-15% 
20.2 

$51.4 

$14.8 

$11.7 

$7.1 

$5.0 

$7.1 

59% 

+42% 
$2.63 

-29% 
15.7 

$41.3 

$8.8 

$9.1 

$9.8 

$6.0 

$1.5 

20% 

+67% 
$3.09 

-47% 
11.8 

$36.5 

$12.4 

$6.9 

$7.3 

$1.3 

$5.1 

80% 
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Notes 

[1] All figures in 1997 doUars. Product mix (fisction low priced products sold) held 
constant 

[21 Adjusted for decUning trend in sales (-1.6%/yr). Does not adjust trend to reflect new 
disclosures, public education, and advertising restrictions in settlement tiiat might 
increase exogenous rate of sales decline. 

rsi Components of change in profits: 
a. fixed costs savings equivalent to 5̂ /pack at 1997 quantities on current advertismg 

+ legal expenses (approx 50% or $ 1.2 bill.) 
b. lost contribution of 33;5/pack on reduced quantity 

c. Increased contribution from price mcreasc on remaming quantity 

Does not include expected value of reduced risk of large legal liability. 

[4] Direct federal, state and local taxes combined; does not include corporate profits tax. 
Reflects new payments. Does not include possible excess profits adjustinent or possible 
surcharge in settiement 

[5] 

[61 Old tax revenue + new govt revenue less old tax revenue m die but-for world of no 
settlement (The but-for worid assumes constant real prices, quantity declining at current 
trend rate.) 

[7] Profits less profits m tiie but-for worid of no settiement 

[8] Incremental surplus = incremental govt revenue + incremental profits. 
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Annual Incidence of Settlement: Illustrative Example 
with 10% pass through 

New payment 
Elasticity 
Pass through 

Yearl 

350/pack 
-0.4 
100% 

Years 

620/pack 

100% 

Price [1] 
($1.85/pack today) 

Quantity [2] 
(24.2 biU. pack/yr) 

Total revenue 
($44.7 bill/yr today) 

Industry profits [3] 
($7.8 bill/yr today) 

Old lax revenue [4] 
($14 bill/yr today) 

New govt. rev. [5] 
($ billions) 

Incremental govt, 
revenue ($ biU)t61 

Incremental 
industry profits [7] 

Incrm. profits as % 
of incrm. surplus [8] 

+19% 
$2.20 

-8% 
22.0 

$48.3 

$8.3 

$12.7 

$7.7 

$6.6 

$0.6 

8% 

+34% 
$2.47 

-23% 
17.0 

$42.0 

$6.7 

$9.9 

$10.6 

$7.5 

-$0.5 

-7% 



07/10/97 THU 17:14 F.AI 2023262380 FTC BE ^0 

Annual Incidence of Settiement: Illustrative Example 
Year 5 with -0.4 long run demand elasticity 

Years 

New payment 
Elasticity 
Pass through 

620/pack 
-0.4 
100% 

620/pack 
-0.4 
125% 

620/pack 
-0.4 
200% 

Price [1] 
($1.85/pack today) 

+34% 
$2.47 

+42% 
$2.63 

+67% 
$3.09 

Quantity [2] 
(24.2 biU. pack/yr) 

-13% 
$19.3 

-17% 
18.5 

-27% 
16.3 

Total revenue 
($44.7 bUVyr today) 

$47.6 $48,7 $50.4 

Industry profits [3] 
($7.8 bUyyr today) 

$7.5 $10.1 $16.6 

Old tax revenue [4] 
($14 bill/yr today) 

$11.2 $10.8 $9.5 

New govt. rev. [5] 
($ billions) 

$12.0 $11.5 $10.1 

Incremental govt, 
revenue ($ bill)[6] 

$10.2 $9.3 $6.6 

Incremental 
industiy profits [7] 

$0.2 $2.9 $9.4 

Incrm. profits as % 
of incrm. surplus [8] 

2% 23% 59% 
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DRAFT 
EFFECTS OF THE PROPOSED SETTLEMENT ON TOBACCO PRODUCERS 

Background 

Total U.S. cigarette output was a record 760 billion cigarettes in 1996 (figure 1). Cigarette 
output rose steadily throughout most of this century and reflected the steady increase in domestic 
cigarette consumption. Domestic cigarette disappearance peaked at 640 billion cigarettes in 1981 
(figure 2). Between 1981 and 1996, domestic cigarette consumption fell by over 150 billion 
cigarettes. U.S. cigarette output initially reflected this decline, but by the early 1990s output had 
rebounded reflecting the increase in cigarette exports. In 1996, the United States exported a 
record, 260 billion cigarettes, with the European Union and Japan accounting for over half of the 
U.S. export market. 

Tobacco is produced in 21 states, with 65 percent of the acreage in Kenmcky and North Carolina. 
Several different types and kinds of tobacco are grown, but flue-cured and barley—the primary 
cigarette tobaccos—account for about 94 percent of total production. Tobacco is usually the sixth 
largest cash crop, behind com, soybeans, wheat, hay and cotton. There were an estimated 
124,000 farms that grew tobacco in 1992. The average farm grew about 6.7 acres of tobacco. 

Cigarettes account for about 90 percent of the tobacco used in the United States. U.S. cigarette 
manufacturers used an estimated 1.44 billion pounds of tobacco in cigarettes in 1995. Domestic 
burley accourited for about 27 percent of the tobacco used in cigarettes; domestic flue-cured, 37 
percent, Maryland, I percent; and imported, the remaining 35 percent. Since the mid-1970s, the 
shares of both U.S. flue-cured and burley have declined. U.S. tobacco production and marketings 
have declined as a result (figures 3, 4, and 5). 

The decline has been offset by a shift to an increasing share of imported tobacco in U.S. cigarettes 
(figure 6). U.S. leaf imports for consumption climbed fi-om 413 million pounds in 1990 to more 
than 1 billion pounds in 1993. The main reason for this surge was the rising popularity in the 
United States and abroad for low and mid-priced brands. To meet this demand, manufactures 
imported an increasing amount of lower cost foreign tobacco. In response to surging tobacco 
imports. Congress enacted a provision in tiie Omnibus Budget Reconciliation Act of 1993 which 
required U.S,-manufactured cigarettes to contain 75 percent U.S.-grown tobacco. As part of the 
Uruguay Round implementing legislation, domestic content provisions were replaced by the 
establishment of a tariff rate quota for cerLiin imported tobacco, primarily flue-cured and burley. 

' Imports of cigarette leaf tobaccos (excluding Oriental) which exceed predetermined quota are 
now subject to an import duty of 350 perc<jnt ad valorem, although a draw-back provision allows 
most of the duty to be refiinded if the imported leaf is re-exported in the form of manufactured 
tobacco or cigarettes. 

Most U.S. tobacco production has been under a price support and supply control program since 
the 1930s. Producers are guaranteed higher than market equilibrium prices in exchange for 
limiting marketings through marketing quotas. Support prices for burly and flue-cured tobacco 
are set annually based on the previous year's level, adjusted by changes in the 5-year moving 
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average of prjces and in the cost of production index (figure 7). Flue-cured and buriey marketing 
quotas are based on 1) intended purchases by cigarette manufactures, 2) average annual exports 
for the 3 preyious years, and 3) the amount of tobacco needed to attain a specified reserve level. 
Quota levels have generally ti-ended downward since the mid-1970s, following the decline in 
marketings (figure 8). Quota levels are up for both flue-cured and buriey tobacco in 1997, 
reflecting increased marketings and reduced stock levels in 1996. 

i 

The higher tobacco prices resulting fi-om the program have created values for marketing quota 
rights. B^iise rules governing quota transfer are highly restrictive, these values have been 
capitalized into land values. Currentiy, quota rents are approximately 50 to 60 cents per pound. 
A 1991 survey of farms showed that only 7 percent of the flue-cured operators owned the entire 
tobacco quota they produced, about 21 percent rented all their quota, and the remaining 72 
percent owned and rented quota. The percent of burley quota owners who produce all of their 
quota is typically higher reflecting the more restrictive rules governing buriey transfer and leasing. 

The "No-Net-Cost Tobacco Program Act of 1982" required that to be eligible for price support, 
producers of all kinds of tobacco, beginning with the 1982 crop, had to contribute to a fiind or 
pay assessments to an account established by the cooperative association that makes Federal 
support loans available to producers. The funds are collected to cover potential losses in 
operating tiie price support program. Further changes in tobacco legislation in 1986 extended the 
no-net-cost provisions to tobacco purchasers. 

Estimated Effects of the Settlement on Cigarette Consumption 

The settiement between cigarette manufacturers and the State Attorneys General will likely result 
in an increase in the retail price of cigarettes on the order of 25 to SO cents per pack of 20 
cigarettes. This price increase stems from the lump-sum and penalty payments which v^l be 
made by cigarkte manufacturers as part of the agreement. The effects of the penalties will be 
lessened somiewhat by rebates based on declining adult consumption. If the price increases result 
in lower adult 'consumption compared with 1996, a rebate is paid. The payment to be made is 
equal to the ratio of that year's adult consumption to 1996 adult consumption times the penalty. 
For example, a 100 million decline in cigarette consumption would result in a penalty of $6.7 
billion instead of $8.5 billion for the first year. 

The following analysis assume a one-time change in price and estimates the effect of the price 
change on cigarette consumption. The effects of the price change on cigarette consumption are 
additive with the long-term downvrard trend in domestic cigarette consumption. Demand effects 
are based on a:Short-run elasticity of domestic demand for cigarettes of-0.4. 

The total per-pack-cquivalent of the $18.5 billion penalty to be paid the first year (1997) is 
estimated to be about 75-80 cents per pack. It is unlikely, however, tiiat the fiill penalty will be 
transmitted to domestic consumers in the form of a price increase. Cigarette manufacturers have 
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shown in the past they are capable of absorbing relatively large price decreases. For example, in 
November 1993, wholesale premium cigarette prices declined 30 percent as manufacturers moved 
to regain market share from discount brands. The penalty payments are tax-deductible expenses, 
so the cigarette manufacturers will not have to bear the full burden. In addition, manufacturers 
will receive aipartial rebate of the penalty for any decline in adult consumption fi-om the 1996 
level (as described above). For the purposes of this analysis, 25 and 50 cent per pack price 
increases are evaluated. 

A 25-cent increase in the price of a pack of cigarettes would raise the price fi-om the current $1.91 
per pack to $2.16 per pack, a 13.1 percent increase. A 50-cent increase in the price of cigarettes 
would raise the retail price to $2.41 cents per pack, an increase of 26.2 percent. The price 
increases are assumed to be a one-time event, even though it is likely that the increases would be 
gradually phased in. 

Based on a short run elasticity of -0.4, a 13.1-percent gain (25 cents per pack) in the retail price 
of cigarettes would likely result in a 5.2 percent decline in volume consumed. Likewise, a 50 cent 
rise in the retiil price would lead to a 10.5 percent decline in volume. 

• I 

Cigarette exports are not restricted by the settlement and will likely continue their upward trend. 
Cigarette exports could increase above baseline levels, particularly if U.S. manufacturers seek to 
maintain near-current production levels to efficientiy utilize manufacturing capacity. Assuming 
the agreement would enter into effect in 1997 and prices rose 25 cents per pack, total 1998 
disappearance (domestic consumption plus exports) of U.S.-produced cigarettes would decline 
2.5 percent—from 731 biUion to 713 billion pieces. Under the 50-cent increase scenario, 1998 
disappearance would fall 6 percent to 689 billion pieces. By 2006, disappearance of U.S. 
produced cigarettes would fall to about 600 billion cigarettes with a 25-cent increase, about 9 
percent below; expected disappearance of 660 billion pieces in the current baseline. With a 50-
cent increase,-consumption in 2006 is expected to be 580 billion cigarettes, 12 percent less than 
the level of cigarette disappearance expected in 2006 without the settiement. 

Imnlications for Tobacco Producers 
i 

Decreases in cigarette disappearance will primarily affect domestic tobacco production. First, the 
duty draw-back provisions of the tariff rate quota will mean that any growth in cigarette exports 
will likely increase imports of lower-cost foreign tobacco. Second, U.S. tobacco leaf exports are 
not likely to be affected because prices for domestic tobacco -will remain above the support price. 

A 25-cent inaease in cigarette prices is estimated to result in a decline in the use of flue-cured and 
burley tobacco for domestic cigarette consumption of 10 percent and 8.4 percent respectively, by 
2006. Sorhe of the decline will be offset by the use of domestic tobacco for increased cigarette 
production for export. Total flue-cured and buriey marketings will likely faU by 6.4 percent and 
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7.5 percent, respectively, by 2006 (figures 9 and 10). A 50-cent increase in cigarette prices is 
estimated to result in a decline in total flue-cured and burley marketings of 8.1 percent and 9,8 
percent, resp'eaively, by 2006. 

•' 1 

Because of the relatively high tobacco loan rates, decreases in flue-cured and burley use will likely 
lead to a small decrease in market prices, at least in the short term. Over the long run, support 
prices will fdl, reflecting the adjustment factors based on the 5-year moving average market price. 
By 2006, average prices paid to flue-cured and burley growers are expected to drop by about 1 
percent assuming a 25 cent increase in cigarette price and by about 3 percent assuming a 50-cent 
increase (figures 11 and 12). Assuming no changes in the tobacco program, 2006 quota levels 
for flue-cured tobacco will likely fall below baseline levels by about 6 percent assuming a 25-cent 
increase in cigarette prices and by 8 percent assuming a 50-cent increase. Quota levels for burley 
are estimated to faU by 7.5 percent for a 25-cent per pack increase and almost 10 percent for a 50-
cent per pack increase. 
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Eff€|cts on flue-cured marketings 
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Figur^12 

Effects on burley prices 
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Special Article 

The Tobacco Program—A Summary and Update 

by 

Tom Capehan 

Abstract: Most tobacco production in the United Slates has been under a price support-pro­
duction control program since the early 1930's. A number of changes have been made in the 
program, especially during the last 15 years. Changes in the program from the early 1930's arc 
summarized and more recent changes evaluated in this article. 

KeywiirtLi: Tobacco, tobacco proĵ ratn, piicc support. 

1930 to 1981 

The Federal Government has operated programs to support 
and .stabilize tobacco prices since the early 1930*s. As a re­
sult, risks to growers frojm seasonal and cyclical price 
changes have been lessened in the face of weather, produc­
tion, and use variations., 

The Agricultural Adjustment Act of 1933 designated to­
bacco as a bâ ic (storabic) commodity, and ca.sh payments 
were made to tobacco gtowers who rcstrict£d production 
(1933-35). After the i9J3 legi.<;lation was declared unconsti­
tutional, substitute legislation authorized payments for carry­
ing out soil con.<iervatiori practices (1936-37). 

Tlic Agricultural Act of 1938 authorized marketing quotas, 
. with a penalty for growers exceeding them. With two-thirds 

or n\orc of tobacco growers voting approval of marketing 
quotas for their kind of tobacco, growers received price sup-
pon up to 75 percent of iparity. Parity price calculations 
used 1910-14 as tiie base period for most commodities, but 
Augu.tt 1919-July 1929 Wa.<! de.<!ignated for tobacco. 

Despite many legislative' changes since 1938. the authority 
to provide an adequate and balanced flow of tobacco 

—_ through the marketing quota continues. The program is 
available for al! kinds of tobacco except shade-grown wrap­
per and Perique. Excluding the 1939 crops, marketing quo­
tas have been approved n̂d in effect since 1938 for each 
crop of flue-cured, burley, and dark tobacco. Cigar binder 
and Ohio filler crops fii$t caiiic under quotas in 1951. Price 
supports have never applied to Pennsylvania filler and last 
applied to tlic Maryland crop in 1965 and tlic Connecticut-
Massachusetts binder crop in 1983. 

In C)«ober 1942, Congress raised the support level to 90 per­
cent of parity, which continued through 1948. The Agricui-
niral Act of 1949 continued the 90 percent parity level and 
has been the autiiority for tobacco price suppoit since 1950. 

Because of sharply increasing price supports, an amend­
ment to the 1949 Act set crop support prices for 1960 at 
the previous year's level. The amendment also provided for 
subsequent price support change* lo be based on tlie aver­

age parity index for the 3 previous calendar years compared 
with 1959 indexes. 

Under the loan program, a support price (loan rate) is estab­
lished for each grade of tobacco. If tlic buyers are not will­
ing to bid above the Government loan rare for any lot of 
tobacco, an eligible grower may receive (he lot's designated 
loan rate less any overhead deduction to cover the loan as­
sociation's administrative costs. Tlie tobacco is then liken 
by a cooperative association. Under an agreement with the 
Commodity Credit Corporation (CCC). the association ar­
ranges for receiving, redrying, packing, storing, and eventu­
ally selling the tobacco under loan. 

Grade loan rates are based on recent trends in market 
prices, loan holdings, and the shares of particular grades re­
ceived under loan. Tlie weighted average of various loan rates 
must equal the overall support level for each kind of tobacco. 

Lease and transfer of fluc-curcd tobacco was permitted 
from 1962 to 1986 (leasing was discontinued in 1987, but 
reinsiaied only for natural disasters beginning in 1988). 
Acreage-poundage quotas for fluc-curcd tobacco were im­
plemented in 1965. Lease and transfer of quotas and pound­
age quotas bccainc effective for buriey in 1971. Producers 
of fluc-curcd and burley were allowed to sell an amount up 
to 110 percent of their quota without penalty (changed to 
103 percent in 1986). with marketings the following year to 
be reduced by the amount of any overmarketings. 

An administrative rule in 1974 provided relief at congested 
warehouses early in the marketing season by requiring each 
fluc-curcd producer, as a condition of eligibility for price 
support, to designate in advance the warehouse desired for 
selling, The warehouse had to be within 100 miles of the 
coimty seat where the farm was located. 

1982 to 1985 

Three laws were enacted in 1982 and 1983 that substan­
tially changed the program. Their adoption was impelled by 
a number of pressing concerns. Health groups and some 
members of Congress were concerned that the U.S. Trca.<;-
ury made outlays on a commodity statistically associated 
with various illnesses. Another concern among some grow-
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ers and others was; that many of the owners of tobacco quo­
tas did not grow tobacco. Still another concern was lliat 
price supports wei'b so high iliai U.S. tobacco was losing its 
competitiveness ih'i worid markets. 

The first law was':̂ crmcd the "No-Nct-Cost Tobacco Pro­
gram Act of 1982.r The law, mandated by the 1981 .̂ gri-
culmre and Food Acl, required that to be eligible for price 
support. produccriSiOf all kinds of tobacco, beginning with 
the 1982 crop, hatj lo contribute to a fund or pay ass(as-
ments to an accoufit established by the cooperative a.ssocia-
tion that makes F'fideral support loans available to 
producers. The fiitids are collected to cover potential losses 
in operating the price support program. 

The no-net-cost livf was the first to authorize owner; of 
flue-cured allotmchts and quotas to sell Qiese rights sepa­
rately from the ii^ns to which ihe allotments were al* 
tached. The allotments and quotas had to be sold to actual 
active producers for use on other farms in the same county. 
The legislation also required corporations, utilities, educa­
tional and religiotls institutions, and other entities owning 
tobacco allotment̂ , but not significantly involved in farm­
ing, to sell their Allotments or forfeit them. 

The second law fvpzc 1983 tobacco supports at theii 1982 
levels. The law also permitted the Secretary of Agriculture 
lo reduce buriey quotas as much as 10 percent in any year, 
if necessary, to control overproduction; previously, the. 
maximum reduction permitted was 5 percent. 

The third law made further changes in the tobacco pro­
gram, as follows:; 

. Flue-cured sii^rts for 1984 were again froscn at the 
1982 level. Iî f|984, the support price for buriey and other 
types was set so as not to narrow the normal price support 
differential be^ecn them and flue-cuied. Procedures 
were established for calculating supports for each kind of 
tobacco in tlw future. 

, The lease and; tonsfcr of flue-cured tobacco quota was 
abolished beg,|ining in 1987. 

. Imported robaico, except for Oriental and cigai' tobacco, 
must be inspected for grade and quality to the extent feasi­
ble. An amencJment to the Food Security Act of 1985 re­
quired that iniported tobacco be tested for pesticide 
residues similar to testing required for domestically 
grown leaf. 

, Beginning in 1986, the law required forfeiture of any fluc-
cured quotas assigned to a farm on which tobacco had not 
been planted ((5r considered planted) during at least 2 of 
ihc 3 previouî years. 

. The last permitted announcement date for flue-cured tobacco 
quota was changed from December 1 lo December 15. 

1986 to 1987 

Although three significant pieces of legislation were en­
acted in 1982 and 1983, major problems Klill existed in the 
tobacco program. "Jliesc problems were addressed by the 
Consolidated Omnibus Budget Reconciliation Acl of 1985. 
The Act. enacted in April 1986. affected the tobacco con­
trol programs as follows: 

, Beginning in 1987. afier being lowered in 1985 for buriey 
and 1986 for flue-cured, ihc annual flue-cured and buriey 
price support was the level for the preceding year adjusted 
by changes in the 5-yfear moving average of prices (two-
thirds weight) and in the cost of production index (one-
third weight). Costs include general variable cost::, but 
exclude costs of land, quota, risk, overhead, management, 
marketing contributions or assessments, and other costs 
not directly related to tobacco production. The Secxetaiy 
can set the price support between 65 and 100 percent of 
the calculated adjusted change from the previous year. 
The procedure for setting price supports for any kind of tc 
bacco otiier than flue-cured and burley was unchanged. 

, Fluc-curcd and burley quotas are now based on 1) in­
tended purchases by cigaiciic manufacturers, 2) average 
annual exports for the 3 preceding years, and 3) the 
amount of tobacco needed to attain a specified reserve 
slock level (15 percent of the effective quota or a mini­
mum of 100 million pounds of flue-cured and 50 million 
pounds of burley). QUola reductions were limited from 
1986 to 1993. (The limit was extended to 1996 in sub­
sequent legislation.) 

, USDA's discretion for .setting fluc-curcd and burley quo-
las is limited to not more dian 103 percent or less than 97 
percent of the amount determined by manufacturers' 
needs and expons, and the reserve stock level. 

, The amount of tlue-cured and burley tobacco that can be 
marketed without penalty was reduced from 110 to 103 
percent of the farm marketing quota. 

, The latest announcement date for marketing quotas for 
any kind of tobacco, other than flue-cured and burley, w; 
changed from Februai^ 1 to March 1. 

, Cigarette manufacturers are required to submit csiimatcj 
to USDA of their flue-cured and burley purchases for tlv 
upcoming marketing year 15 days before the quota an­
nouncements are due. Any mnnnfacturer that fails to pur 
chase at least 90 percent of the tobacco it said it would 
purchase is subject to penalties. 

, Purchasers of flue-cured and burley tobacco pay the 
same amount to the associations as producers, to the 
extent practicable. 

« Loan stocks of 1976-84 crops were sold at discount pric 
over a 5-year period for buriey and 8 years for flue-cure 
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Tlie Agricultural Recpijciliation Act of 1987 made further 
changes in the tobaccofprogram. The most important 
change permitted limited lease and transfer of fluc-cured to­
bacco quotas under dii5a.stcr conditions. The law also re­
duced effective price ii)ppon levels in 1988 anti 1989. 

1988 to 1994 
:, I 

The Drought Assistance Act of 1988 provided assistance to 
tobacco producers if tKeir crop was lowered more than 35 
percent by drought, hajl. excessive moisture, or related con­
ditions. The Disaster Assistance Act of 1989 provided pay­
ments if tobacco prodtiction was reduced more than 40 
percent because of daittaging weather or related conditions. 
For producers who olitkined crop insurance in 1989 under 
the Federal Crop Ih$i||nce Act. disaster payments were 
Iftvailable for losses e||ccding 35 percent of expected pro­
duction with average J!||elds. 

Tliree pieces of legislktion affecting tobacco were enacted 
in November 1990. UHdcr the Omnibus Budget Reconcilia­
tion Act of 1990 for î 91_:95 crop years, tobacco growers 
and purchasers of tobacco under marketing quota will annu­
ally be assessed I percjent of the[MtionalJoM>_ratc]on all A 
marketings (0.5 peicciit each fot^Sv^s ano purchasers»t 
The assessment is tar|ilcd to reduce tlic budgajdjiCcil. The 
marketing assessment'lias been extended throughĴ 998. 

The Food, Agriculture', Conservation, and Trade Act ot 
1990 included the foHbwing provisions. 

, The Act author!ics the Secretary of Agriculture to invest 
tnjsl l\jnd reserves from the imporlcd-tobacco inspection 
account in insured̂  t>r fully collateralized, interest bearing 
accounts, or authoi-l̂  the Secretary of the Treasury lo in­
vest these funds in U.S. Government debt instruments. 
Fees, charges, and?6iterest earned from the investment of 
such funds is addct̂  to the applicable appropriation ac­
count and availabl̂ without fiscal year limitation. Interest 
earned Is used to qî set imported tobacco inspection fees. 

The Farm Poundage Qtiota Revisions Act of 1990 was de­
signed to increase utilization of burley quota. Major fea­
tures of the law are: • j 

f. i • : 
, The sales of burley:tobacco quota within counties was per­

mitted beginning With the 1991 crop year. The buyer must 
be an active burleŷ grower and the purchase is annually 
limited to no morelthan 30 percent of the existing quota of 
the buyer's farm, ck. 20.000 pounds, whichever is greater. 
Sales of poundage quotas have been permitted for fluc-
cured tobacco sinc<: 1982. 

, A farm that purchases quota is not permitted to sell any 
quota within 3 years of the last year of purchase. 'ITie total 
tobacco acreage permitted on a receiving farm cannot ex­
ceed 50 p>crccnt of the cropland in the farm. 

, Quou holders arc required lo lease, or attempt to grow, 
their quota 2 out of 3 years or forfeit the quota. This re­
places the I - out of 5-yc«r plan. 

, Divisions of farm quota cannot be. less than 1.000 pounds 
(except when the division is among family members or 
pursuant to probate proceedings). 

, The amount that could be leased to a receiving farm was 
increased from 15,000 lo 30,000 pounds, tliereby permit­
ting individual farms to lease in Ihc larger amount. 

, Lease and transfer across county lines was authorized in 
Tennessee. Tennessee burley producers approved such 
transfer in a Statewide referendum in January 1991. 

In December 1991, legislation was enacted lo correct techni­
cal errors and clarify various provisions of the 1990 Food, 
Agriculture, Conservation, and Trade Act. It contained a 
number of provisions, including die repeal of the Tobacco 
Seed and Plant Exportation Act. This repeal lifted con-
stiaiius on U.S. expon of tobacco seeds and plants. Another 
provision permits lease and transfer of buriey quota across 
county lines in Virginia. However, growers did not approve 
State lease and lran.sfer in a Statewide referendum. Finally, 
the Tobacco Adjustment Act of 1983 was amended to ex­
empt reponing requirements for tobacco used in cigars, 
pipes, and chewing tobacco and snuff,in retail packages. 

In October 1992, an amendment to tlie Agricultural Adjust­
ment Act of 1938 required thai sale or lease of allotments 
between farms by producers of fire-cured, dark air-cured, 
and Virginia sun-cured tobacco be approved on an acrc-for-
acre basis. Previously, the law required a reduction in the al­
lotment transferred when the normal yield for the farm 
getting Uie allotment exceeded by more than 10 percent the 
normal yield of the farm releasing the allotment. 

The Omnibus Budget Reconciliation Act (OBRA) of 1993 
(P.L. I03T66) contained a provision that required U.S. 
manufaaured cigarcltes to contain at least 75 percent do­
mestically grown tobacco during each calendar year, 
whether for domestic consumption or export. Penalties 
were assessed manufacturers dial exceeded the maximum al­
lowed foreign content, 'fhe limit and penalties COnW he waived 
during nalural disasters or because of low reserve stocks. 

In addition to the minimumĵ ontenLrequireroent, the 
OBRA of 1993 IcgisIariorTimposes budget-deficit and no­
net-cost assessments on importers. The rate for the budget 
deficit assessment is the same as for purchasers of domestic 
leaf, and the rate for the no-net-cost assessment is equal lo 
the combined rates of fees collected f'rom producers and 
purcha.ser.s of U.S.-grown flue-cured and hurley leaf Also, 
fees for inspecting all imported tobacco will be comparable 
with fees and charges fixed and collected for services pro­
vided in connection with tobacco produced in the United 
States. 

U.S. growers and purchasers of domestic leaf have paid spe­
cial assessments equal to 1 percent of the average price sup-
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poa since 1991 to h|jp reduce the Federal budget deficit. 
The new budget defffiir assessmenl on importers applies to 
the 1994-98 crops m applies to all tobacco imported, in­
cluding Oriental. Faiiurc to remit the budget deficit fee will 
result in a penally cqbal to 37.5 percent of Uic sum of the 
average price of fluticured and buriey lobacco for the im­
mediately preceding^-car on the quantity of tobacco on 
which the failure occurs. 

The no-net-cost assefsmenis cover projected losses in oper-
ating the tobacco price-support program. U.S. flue-cured 
and buriey growersiHave paid no-net-cost fees since 1982. 
while purchasers hi^ie paid fees on U.S.-grown tobacco 
since 1986. Bcginnitig in 1994, no-nei-cost assessment? are 
being levied on impdners of flue-cured and burley tobacco. 
Noncompliance by importers to no-nct-cost a.s.sessment$ re­
sults in a penalty coital to the average price of the tobacco 
involved for the preceding year times the quantity of to­
bacco which the faUjjrc occurs. 

The new act extended to 1996 a provision in previous law 
that limited the reduction in the national marketing quota 
for fluc-cured and bjiricy tobacco to no more than 10 jTcr-
ccnt of the amount-̂ ôf each quota in the preceding year. 
When dctcrmining;thc marketing quota for the 1995 and 
1996 crop years, tiff Secretary of Agriculture can waive the 
10 percent quota reduction limit if loan stocks exceed 150 
percent of the reseiYc slock level. 

1995 to Present ; | 

President Clinton proclaimed a tariff-^eaygli{TRQ). ef­
fective September 1:3. 1995, for certain imported tobacco, 
primarily flue-cur«i and buriey. The proclairiation also 
eliminated duties oh cigar wrapper, binder, filler, and Orien­
tal tobacco. The TRQ replaced the domestic content rule 
(OBRA) of 1993. which was dcicrmined to be inconsistent 
with the General Agi^ement on Tariffs and Trade (GATT). 
GATT implemenu'iig legislation conuined provisions end­
ing the domestic c<|ntcnt provisions once the President pro­
claimed a TRQ on jccrtain types of tobaccos. The TRQ is 
the result of negoiijilions which conform to existing GATT 
requirements. Ne^6tiations with supplier countries estab­
lished ft tariff-ratequolafor imported fluc-curcd and buriey 
tobacco as a GArfAVTO-consistciit alternative. 

The TRQ places limitations on the quantities imported for 
consumption. Because of superseding agreements. Canada, 
Mexico, and Isracl;are not included under the quantitative 
restrictions. Imports above quota levels are subject to a 350-
percent ad valoreiii duty. However, most of the duty may 

be refunded if the same tobacco imported i.s used to manu­
facture cigarettes that are exported. Impons under nine har­
monized tariff subheadings during the period September 13 
to September 12 of any year arc limited to the following 
quantities: 

Million pounds 
(declared weight) 

Argentina' 26.5 

Brazn 176.8 

Chile 6.1 

Guatemala' 19,6 
EU-15 22.0 

Malawi 26.S 

Philippines 6.6 
Thailand 15.4 

Zimbabwe 26.5 

Other 6.6 

Total 332.6 

Summary and Conclusions 

Many changes have been made to the Federal tobac<:o price 
support production control program—especially during the 
la.st 15 years. Changes have been made to increase the U.S. 
competitive position in world markets and significanlly 
lower potential taxpayer costs for operating the program. 
Even though taxpayer costs arc relatively small, the associa­
tion between use of tobacco products and various diseases 
has spawned the intioduction in Congress of several bills to 
eliminate the price support program. 

The implementation of the tariff-rale quota has brought the 
United States in line with llie GATT/Uniguay Round ac-
cord. Imports have increased under the less restrictive TRQ 
and arc expected to continue at higher levels than were un­
der the domestic content rule. However, U.S. growers may 
benefit from Increased exports of leaf, and cigarette compa­
nies will not have the incentive to move production off­
shore that existed under the domestic content rule. 

'ArEcntina t quou will decline lo 24.3 million pounds on Scplcniijci- I 
1998 and to 23.7 million pounds on Sept«mt>er 13. 1999. 

^Cu.ntcmala'i quota will increase unnuully b«|;innin$ Septembef 13,1996 
19.6 millioft. 20.4 million. 21.2 million, and 22 million pounds by Seplewt 
13, 1999. 
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- ^̂ fviŝ Ŝ 'tê  anigurihg fe^pehses are; muchĵ gh^^rflueio^e^p^ ^ 
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and Field Crops , , , 

^ Tobacco growers are currently growing a mix of othef field and specialty crops such as com, > 
cotton, and wheat '^twee'l and 2 percent of FCRS farms with tobacco reported . 

. .harvesting vegetables Data from North Carolina are available that allow comparisons among 
costs and returns for major vegetable crops ;Kentucky data were not available 

Except for tomatoes, othw vegetable crops are more likely to be grown m flue-cur^d tobacco ' ^ . 
areas than in burley areas Returns vary widely from year to year, depending on growing . j 
conditions and market conditions in a specific season . ^̂  , ' T ^ 
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ANALYSIS OF S. 1415 - UNIVERSAL TOBACCO SETTLEMENT ACT 

A bill (S. 1415) entitled "Universal Tobacco Settlement Act" was introduced on November 

7, 1997 "to reform and restiucture the processes by which tobacco products are manufactured, 

marketed, and distributed; to prevent the use of tobacco products by minors: to redress the 

adverse health efifects of tobacco uses; and for other purposes." Although not specified in the bill, 

it has been estimated that the equivalent of a 62 cent per pack of 20 cigarettes increase in Federal 

excise taxes would be needed to cover payments agreed to in the June 20.1997, proposed 

Tobacco Settlement. 

In addition to the hike in cigarette prices, S. 1415 would place additional prohibitions on 

advertiang, would require stronger warning labels and would ban smoking in most public places. 

Although most of the impact on consumption would result from higher cigarette retail prices, 

these additional measures could also be a factor in reduced cigarette consumption. 

An increase in cigarette prices of 62 cents per pack over about 8 years would cause 

consumption to decline 8 to 12 percent, assuming a price elasticity of-.25 to -.4. U.S. 

'consumption would decline by about 50 billion cigarettes solely because of the settlement costs. 

A decline of this magnitude would drop both flue-cured and buriey quotas by about SO million 

pounds below baseline levels annually by 2006. Lost income to flue-cured and buriey producers 

would total around S180 million annually. In addition, quota owners would lose about S40 

million, wardtouse operators might lose S8 million and other input suppliers and hired farm 

workers could lose S50 million or more in income aimually. 

The original provisions of S. 1415 incorporated the farm component of what is commonly 

referred to as the "Ford Bill". Under this provision, the tobacco price support-production control 



program would remain intact. Price supports, quota levels, and assessments would be calculated 

the same as they are now. However, beginning in 1999, compensation would be made to eligible 

quota owners, quota lessees, and quota tenants for lost tobacco quota resulting from a decline in 

demand for domestically produced tobacco. 

Annual payments for lost quota would be $4.00 per pound times the amoimt by which 

quota &II5 below the 1994>1996 base quota average. Quota lessee and quota tenant payments are 

calculated by formula to equal about one-half the amount paid the quota owner. 

In addition to fiinds earmarked specifically for tobacco formers, the Ford Bill would create 

the "Tobacco Community Revitalization Trust Fund" for tobacco producers and growing 

communities for the purpose of adjusting to the impact of the legislation. The proposal would 

earmark $2.1 billion per year for the Fund for years 1 through 10; $500 million per year for years 

10 through 25; and amounts sufiBcient to cover tobacco program costs, as calculated annually by 

tiie USDA for years 26 and after. 

The USDA would administer the Fund, which would be used for payments for lost 

tobacco quota and other costs. Payments for lost tobacco quota cannot exceed $1.6 billion in any 

calendar year. By 2001, quotas would decUne to the point that the $1.6 billion cap would become 

effective. By 2009, cumulative payments could total more than $15 billion. 

Based on what we have been able to determine, there is still a lack of agreement on how 

the farm component of the Tobacco Settlement will be structured. However, the tobacco &rm 

leadership appears to be nearing a compromise on parts of the Ford and Robb Bills. The 

problems in flue-cured tobacco, our largest quota kind of tobacco, seem to be in two main areas: 

1) whether there will be price support reductions for flue-cured tobacco - - there appears to be 

strong resistance to this among some groups and bdividuals, including Senator Helms, and 2) 
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finding an agreeable procedure for getting flue-cured tobacco quota transfeired to actual 

producers. We also understand that the burley tobacco leadership will basically push for the 

'TordBiU". 

Based on a conversation with personnel at the Flue-Cured Tobacco Cooperative 

Stabilization Corporation on March 12, tiiey, along with the burley tobacco leadership, plan to 

meet with Senator Ford's staff on March 16 to review their recommendations for the farm 

i component of the Tobacco Settlement. If recommendations are delivered to Senator Ford's 

oflBce on March 16, it may well be March 19-20 before recommendations are converted to bill 

language. 
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Special Article 
V 

The Tobacco Program—A Summary and Update 

by 

Tom Capehan 

Abstract: Most lobacco production in the United Suies has been under u price suppurt-pru-
ducUoii control pro-am since the early 1930's. A number of changes have been made in the 
program, especially during the last 15 years. Changes in the program from the early 1930's arc 
summarized and more recent changes evaluated in this article. 

Keywords: Tobacco, lobsicco progmin, piicc support. 

1930 to 19S1 

The Federal Covemmeni has operated programs to support 
and stabilize tobacco prices since the early I930's. As a re­
sult, risks to growers fropn seasonal and cyclical price 
changes have been lessened in (he face of weather, produc­
tion, and use variations, j 

The Agricultural Adjustment Act of 1933 designated to­
bacco as a basic (storablc) commodity, and cash payments 
were made to tobacco ̂ ôwers who restricted production 
(1933<35). After the 1933 legi.<;lation was declared uncon.<;ti-
tuttonal. substitute legislation authorized payments for carry­
ing out soil conservatiori practices (1936-37). 

Ttic Agricultural Act of 1938 authorized marketing quous, 
——with a penalty for growers exceeding them. With two-thirds 

or more of tobacco growers voting approval of marketing 
quotas for their kind of tobacco, growers received price sup-
pon up TO 75 percent ofparity. Parity price calculations 
use<l 1910-U as the base period for most commodities, but 
Augu.<:t 1919-July 1929 ;|>/a.<; designated for tobacco. 

Despite many legislativê ' changes since 1938, the authority 
to provide an adequate and balanced flow of tobacco 
through the marketing q|»6ta continues. The program is 
available for all kinds of tobacco except shade-grown wrap­
per and Perique. Excluding the 1939 crops, marketing quo­
tas have been approved pnd in effect since 1938 for each 
crop of flue-cured, burley. and dark tobacco. Cigar binder 
and Oliio filler crops first came under quotas in 19SI. Price 
supports have never applied to Pennsylvania filler and last 
iapplicd to the Maryland crop in 1965 and the Connecticut' 
Massachusetts binder crop in 1983. 

In C)ctober 1942, Congress raised the suppon level to 90 per­
cent of parity, which continued through 1948. The Agricul-
niral Act of 1949 continued the 90 percent parity level and 
has been the autiiority for tobacco price suppott since 1950. 

Because of sharply increasing price supports, an amend­
ment to the 1949 Act sot crop support prices for 1960 at 
the previous year's level. The amendment also provided for 
subsequent price support change* lo be based on the aver­

age parity index for the 3 previous calendar years compared 
with 1959 indexes. 

Under the loan program, a support price (loan rate) is estab­
lished for each grade of tobacco. If the buyers are not will­
ing to bid above the Qovernmcnt loan rare for any lot of 
tobacco, an eligible grower may receive (he lot's designated 
loan rate less any overhead deduction to cover the loan as­
sociation's administrative costs. The tobacco is then taken 
by a cooperative a«sociation. Under an agreement with the 
Commodity Credit Corporation (CCC). the association ar­
range.*; for receiving, redrying, packing, storing, and eventu­
ally selling the tobacco under loan. 

Grade loan rates are based on recent trends in market 
prices, loan holdings, and the shares of particular grades re­
ceived under loan. Tlie weiglited average of various loan rates 
must equal the overall support level for each kind of tobacco. 

Lease and transfer of flue-cured tobacco was permitted 
from 1962 to 1986 (leasing was discontinued in 1987, but 
reinstated only for natural disasters beginning in 1988). " 
Acreage-poundage quotas for fluc-curcd tobacco were im­
plemented in 1965. Lease and transfer of quotas and pound­
age quotas became effective fur burley in 1971. Producers 
of flue-cured and buriey were allowed to sell an amount up 
to no percent of their quota without penalty (changed to 
103 percent in 1986), with marketings the following year to 
be reduced by the amount of any overmarketings, 

An administrative rule in 1974 provided relief at congested 
warehouses early in the marketing season by requiring each 
fluc-cunal producer, as a condition of eligibility for price 
support, to designate in advance tlie waiehouse desired fur 
selling. The warehouse had to be within 1(X) miles of the 
county scat where the farm was located. 

1982 to 1.985 

Three laws were enacted in 1982 and 1983 that substan­
tially changed the program. Their adoption was impelled by 
a number of pressing concerns. Health groups and some 
members of Congress were concerned that the U.S. Trca.<;-
ury made ourlays on a commodity statistically associated 
with various illnesses. Another concern among some grow-
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ers and others waSjthat many of the owners of tobacco quo­
tas did not grow (tjbacco. Still another concern was lliat 
price supports weî  so high iJiai U.S. tobacco was lo.sing its 
competitiveness iin̂  world markets. 

The first law wasHcrmcd the "No-Nct-Cost Tobacco Pro­
gram Act of 1982.r The law, mandated hy the 1981 Agri-
culnire and Food Act, required that to be eligible for price 
support, producers) of all kinds of tobacco, beginning with 
the 1982 crop, hat̂  lo contribute to a fund or pay assess­
ments to an accoiipt established by the cooperative associa­
tion that makes F'dJeral suppoit loans available to 
producers. The fiitids are collected to cover potential losses 
in operating the price suppott program. 

The no-net-cost Ijiijw was the first to authorize owners of 
flue-cured allotmeints and quotas to sell (liese rights sepa­
rately from the f^ns to which the allotments were at­
tached. The allotments and quotas had to be sold to actual 
active producers jpr use on other farms in the same county. 
The legislation ajjio required corporations, utilities, educa­
tional and religioiî  institutions, and odier entities owning ' 
tobacco nllotmente, but not significantly involved in farm­
ing, to sell their vlotmcnts or forfeit them. 

The second law froze 1983 tobacco supporu at tiieir 1982 
levels. The law al̂ o permitted the Secretary of Agriculture 
lo reduce burley quotas as much as 10 percent in any year, 
if necessary, to control overproduction; previously. Ihe 
maximum reduction pcrmined was 5 percenL 

The third law made further changes in the lobacco pitj-
gram, as followsii 

. Fluc-cured sul^rts for 1984 were agan frozen at flic 
1982 level. In|̂ 984. the support price for burley and other 
types was set ib as not to narrow tlie normal price support 
differential between them and flue-cured. Procedures 
were establish($d for calculating supports for each kind of 
tobacco in tlw jfuturc. 

, The lease andî ŝfer of flue-cured tobacco quota was 
abolished begiiming in 1987. 

, Imported robaicco, except for Oriental and cigar tobacco, 
must be insp t̂ed for grade and qualily lo the cxluiit feasi­
ble. An amenilĵ ent to the Food Security Act of 1985 re­
quired thai imported tobacco be tested for pesticide 
residues similar to testing required for domestically 
grown leaf. 

, Beginning In )986. ihe law required forfeiture of any fluc-
cured quotas ;iLsstgned to a farm on which tobacco had not 
been planted'î or considered planted) during at least 2 of 
the 3 previoû lyears. 

, The last permitted announcement date for flue-ctired tobacco 
quota was changed from December 1 to December 15. 

1986 to 1987 

Although three significant pieces of legislation were en-
acted in 1982 and 1983. major prohlem.1 Klill existed in ihe 
tobacco program. "J'hese problems were addressed by the 
Consolidated Omnibus Budget Reconciliauon Acl of 1985. 
The Act, enacted in April 1986. affected the tobacco con­
trol programs as follows: 

, Beginning in 1987, after being lowered in 1985 for buriey 
and 1986 for flue-cured, the annual flue-cured and buriey 
price support was the level for the preceding year adjustc< 
by changes in the 5-year moving average of prices (two-
thirds weight) and in the cost of production index (one-
third weight). Costs include general variable costs, but 
exclude costs of land, quota, risk, overhead, management 
marketing contributions or assessments, and other costs 
not directly related to tobacco production. The Secretary 
can.sel the price suppott between 65 and 100 percent of 
the calculated adjusted change from the previous year. 
The procedure for setting price supports for any kind of l 
bacco other than flue-cured and burley was unchanged. 

, Fluc-curcd and burley quotas are now based on 1) in­
tended purchases by cigarctic manufacturers. 2) average 
annual exports for the 3 preceding years, and 3) flie 
amount of tobacco needed to attain a specified reserve 
block level (15 percent of the effective quota or a mini­
mum of 100 million pounds of flue-cured and 50 million 
pounds of burley). Quota reductions were limited from 
1986 to 1993. (The limit was extended lo 1996 in sub­
sequent legislation.) 

« USDA's discretion for setting fluc-curcd and burley quo 
Us is limited to not more than 103 percent or less than 9' 
percent of the amount dclcimincd by manufacturers' 
needs and exports, and the reserve stock level. 

, The amount of tlue-cured and burley tobacco that can bt 
marketed without penalty was reduced from 110 to 103 
percent of the farm marketing quota. 

, The latest announcement date for marketing quotas for 
any kind of tobocco, oilier than flue-cured and burley, v 
changed from February 1 to March 1. 

a Cigareae manufacturers are required to submit estimate 
to USDA of their flue-cured and burley purchases for tl. 
upcoming marketing year IS days before the quota an­
nouncements are due. Any manufacturer that fails to pu 
chase at least 90 percent of the tobacco it said it would 
purchase is subject to penalties. 

, Purchasers of flue-cured and burley tobacco pay the 
same amount to the associations ais producers, to the 
extent practicable. 

, Loan stocks of 1976-84 crops were sold at discount pri 
over a 5-ycar period for burley and 8 years for flue-cur 
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The Agricultural Recpijciliation Act of 1987 made fuahei 
changes in the tobacco^rograin. The most important 
diangc permitted limiiSld lease and transfer of fluc-curcd lo­
bacco quotas under dieter conditions. The law also re­
duced effective price iisppon levels in 1988 and 1989. 

198810 1994 I 

The Drought Assistant Act of 1988 provided assistance to 
lobacco producers if tjteir crop was lowered more Uian 35 
percent by drought, hiitl. excessive moisture, or related con­
ditions. The Disaster ̂ ŝsisiance Act of 1989 provided pay­
ments if tobacco production was reduced more than 40 
percent because of daidaging weather or related conditions. 
For producers who ol^ined crop insurance in 1989 under 
the Federal Crop Insiwnce Act, disaster payments were 
available for los.scs e|lccding 35 percent of expected pro­
duction with average SSelds. 

Tliree pieces of legisli$\ion affecting tobacco were enacted 
in November 1990. Uiidcr the Omnibus Budget Reconcilia­
tion Act of 1990 for crop years, tobacco growers 
and purchasers of tobacco under maiketinfi quota will annu­
ally be assessed I pettjent of the|Mlional̂ loan latfejon allyA 
'marketings (0.5 pcrccinlt each foi'̂ t'OwftfTand purchasers» 
The assessment is tarried to reduce tlie budgcLdfificit. The 
marketing ossessnienthas been extended throughJ[998. 

•̂* • 
The Food, Agriculturê  Conservation, and Trade Act of 
1990 included the foljiSwing provisions: 
, The Act authorizes ithe Secretary of Agriculture to invest 

trust fund reserves from the imporlcd-tobacco inspection 
account in insured̂  jir fully collateralized, interest bearing 
accounts, or authoĵ îe the Secretary of the Treasury lo in­
vest these funds injU-S. Oovejnmcnt debt instruments. 
Fees, charges, and̂ Siterest earned from the investment of 
such funds is addod̂ to flie applicable appropriation ac­
count and availabl̂ without fiscal year limitation. Interest 
earned is used to oĵ set imported lobacco inspection fees. 

The Farm Poundage 'QUota Revisions Act of 1990 was de­
signed to increase utittzation of burley quota. Major fea­
tures of the law arc: :j 
, The sales of burleŷ tobacco quou within counties was per­

mitted beginning Wjth the 1991 crop year. The buyer must 
be an active burieyjgrowcr and the purchase is annually 
limited to no more|han 30 percent of the existing quota of 
flic buyer's farm, o)r.20,000 pounds, whichever is greater. 
Sales of poundage tjuotas have been permitted for flue-
cured lobacco sinc^ 1982. 

, A farm thnr pur^ha ŝ quota is not pcrmillcd to sell atiy 
^uota within 3 years of the last year of purchase. The total 
tobacco acreage permitted on a receiving farm cannot ex­
ceed 50 percent of the cropland in the farm. 

, Quou holders arc required lo lease, or attempt to grow, 
Iheir quoUi 2 out of 3 years or forfeit the quota. This re­
places the 1 - out of S-ycar plan. 

« Divisions of form quota cannot be less than 1.000 pounds 
(except when the division is among family members or 
pursuant to probate proceedings). 

, The amount lhal could be leased to a receiving farm was 
increased from 15,000 lo 30,000 pounds, tliercby permit­
ting individual farms to lease in the larger amount. 

, Lease and u-ansfcr across county lines was aufliotized in 
Tennessee. Tennessee burley producers approved such 
transfer in a Statewide referendum in January 1991. 

In December 1991, legislation was enacted lo correct techni­
cal en'ors and clarify various provisions of the 1990 Food, 
Agriculture, Conservation, and Trade Act. It contained a 
number of provisions, including the repeal of the Tobacco 
Seed and Plant Exportation Act. This repeal lifted con­
straints on U.S. export of tobacco seeds and planu. Another 
provision peimils lease and uansfcr of buriey quota across 
county lines in Virginia. However, growers did not approve 
State lease and transfer in a Statewide referendum. Finally, 
ihe Tobacco Adjustment Act of 1983 was amended to ex­
empt reporting requirements for tobacco used in cigars, 
pipes, and chewing tobacco and snuff,in retail packages. 

In October 1992, an amendment to flie Agricultural Adjust­
ment Act of 1938 required that sale or lease of alloimcnts 
between farms by producers of fire-cured, dark air-cured, 
and Virginia sun-cured tobacco be approved on an aere-for-
acre basis. Previously, the law required a reduction in the al­
lotment transferred when the normal yield for the farm 
gening the allotment exceeded by more than 10 percent the 
normal yield of the farm releasing the allotment. 

The Omnibus Budget Reconciliation Aci (OBRA) of 1993 
(P.L. 103T66) contained a provision fliat required U.S. \ 
manufactured cigarcltes to contain at least '75 percent do- J 
mcstieally grown tobacco during each calendar year, 
whether for domestic consumption or export. Penalties 
were assessed manufacturers tliat exceeded the maximum al­
lowed foreign conienr. The limit and penalties could he waived 
during nalural disasters or because of low reserve stocks. 

In addition to the minimum^gntentrequiteroent, the 
OBRA of 1993 legislation imposes budget-deficit and no­
net-cost assessments on importers. The rate for the budget 
deficit assessment is the same as for purchasers of domestic 
leaf, and the rate for the no-net-cost assessment is equal lo 
flie combined rales of fees collected f'rom producers and 
purchaser's of U.S.-grown flue-cured and hurley leaf. Abo. 
fees for inspecting all imported lobacco will be comparable 
with fees and charges fixeid and collected for services pro­
vided in connection with lobacco produced in the United 
States. 

U.S. growers and purchasers of domestic leaf have paid spe­
cial asscssmcnli equal to 1 percent of the average price sup-
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pon since 1991 to 
The new budget def 
the 1994-98 crops al 
eluding Oriental. Fal 
result in a penalty c[ 
average price of flu* 
mediately preceding 
which the failure o-̂  

Ip reduce the Federal budget deficit, 
iit assessment on importers applies to 
il applies to all' tobacco imported. In-
[iirc to remil Ihe budget deficil fee will 
ual to 37.5 percent of flie sum of the 
icured and burley tobacco for the im-
icar on the quantity of tobacco on 
ITS. 

The no-net-cosi assessments cover projected losses in oper-
ating the tobacco p^^suppon program. U-S. flue-cured 
and burley growersfHave paid no-net-cost fees since 1982, 
while purchasers ht(sie paid fees on U-S.-grown tobacc<. 
since 1986. Beginning in 1994. no-net-cost assessment;? arc 
being levied on imi)6ners of flue-eurcd and buriey tobacco. 
Noncompliance by Hinpotters to no-net-cost a.<a;cssmenK re-
suits in a penalty c4(ial to the average price of the tobacco 
involved for die preceding year times the quanfliy of to­
bacco which the fafiurc occurs. 

• M 
The new act cxten4ied to 1996 i provision in previous Uw 
fliat limited the rcdĵ ciion in the national marketing quota 
for fluc-cured and faiirlcy tobacco to no more than lO per­
cent of the amount-'̂ f each quota in the preceding year. 
When detcrminingiihc marketing quow for the 1995 and 
1996 crop years, m Secretary of Agriculture can waive flie 
10 percent quou reduction limit if loan stocks exceed 150 
percent of the resefjfc slock level. 

*' "• 
199S to Present ; i 
President Clinton proclaimed a lariffxH&aiiSlî iTRQj. ef­
fective September li3,1995, for certain imported lobacco, 
primarily flue-eurcd and burley. The proclamation also 
eliminated duties on cigar wrapper, binder, filler, and Orien-
ul tobacco. The "TRQ replaced flic domestic content rule 
(OBRA) of 1993, iwhich was dcicrmined to be inconsistent 
wifli Oie General Akreement on Tariffs and Trade (GATT). 
GATT implementing legislation contained provisions end­
ing the domestic cidntcnt provisions once the President pro­
claimed a TRQ 0̂  jccrtain types of tobaccos. The TRQ is 
flie result of negô jitions which conform to exisUng GATT 
requirements. Negotiations with supplier countries estab­
lished a tariff-rat̂ uota for imported fiuc-eurcd and burley 
tobacco as a OATT/WTO-consistcnt alternative. 

:\ •-••> 
The TRQ places lUnitations on the quantities imported for 
consumption. Bc<»use of superseding agreements, Canada. 
Mexico, and Israel; are not included under the quantilaUvc 
restrictions. Imports above quota levels are subject to a 350-
percent ad valoreiii duty. However, most of the duty may 

be refunded if flic same tobacco imported is used to manu­
facture cigarettes dial arc exported. Impons under nine har­
monized tariff subheadings during the period September 13 
to September 12 of any year are limited to the following 
quantities: 

Million pounds 
(declared weight] 

Argentina' 26.S 

Brazil 176.8 

Chile 6.1 

Guatemala' 19.6 

EU-15 22.0 

Malawi 26.S 

Philippines 6.6 

Thailartd 15.4 

Zimbabwe 26.5 

Other 6.6 

Tola! 332.6 

Summary and Conclusions 

Many changes have been made to the Federal tobacco price 
support production control program—especially during flie 
last 15 years. Changes have been made to increase flic U.S. 
competitive position in world markets and significanfly 
lower potential taxpayer costs for operating the program. 
Even though taxpayer costs arc relatively small, flic associa 
lion between use of tobacco products and various diseases 
has spawned the introduction in Congress of several bills t< 
eliminate the price suppon program. 

The implementation of the tariff-rale quota has brought the 
United Slates in line widi flie GATT/Uniguay Round ac­
cord. Imports have increased under the less restrictive TR( 
and arc expected lo conUnue at higher levels than were un 
der the domcsflc content rule. However, U.S. growers maj 
benefit from Increased exports of leaf, and cigarette eomp; 
nles will not have the incentive to move production off­
shore thai existed under the domestic content nile. 

'Areeniina t quou will decline w 24.J million poundt on Scptonbei 
1998 and to 23.7 million pounds on September 13. 1999. 

^Cuatcm»la'i queu will iiuiiciixc iinnuully beginning Scpteitiber 13.19? 
19.6 milUoru 20.4 millioii. 21.2 fnillion, and 22 miUion pounds by Sepler 
13, 1999. 
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