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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, Amold 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 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 other 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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MEETING NOTES WITH REPRESENTATIVES OF STABILIZATION : 2

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.

= TItem S 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 settlement.
Guaranteed purchase intentions with price support means that the negative impact on
producets is mitigated. Demand for cigarettes could decline sharply, especially over a 25-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 . ective for the 19 ) which begin
1998, Making these program changes effective July 1, 1998, is an almost impossible task
even if legislation were enacted by April 1. With approval of such 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 funds from CCC until money was available to cover these
outlays from 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
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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 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 smalier 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
training and education grants and outright monetary payments to individuals 65 and older.

CONCERNS:

& Making these program changes eﬂ'ecﬁve beginning 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 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 work in the initial data load of tobacco
information into the SCOAP system.

= Additional effort would be needed to implement different tobacco scttiement 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 funds dedicated to this purpose from the settlement.

s:\diroctor\fo_drafi\dallas 3
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Unapproved [:xcerpt From Flue-Cured Tobacco Cooperalive Stabilization Corp. Minutes of Mar. 11. 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 $8.00 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 wili
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 thga{ﬁffppyment and in the event of the producer's death the
payments will congiw%t‘éﬁthe producer’s estate or heirs. .
: 5

3. There should be a iéobacco p.tbggrarq that: (i) limits supply, (ii) places a minimum price

~on tobacco, and (iii)* retdiri§ angd”encourages the health and quality standards

(including pesticide and van:ié%ﬁl“"stan;gards) of US tobacco while holding imported
tobacco and tobacco produgé(ﬁsna?%ble to the same standards.

4, The term “quota” used to descrifie flue-cured tobacco production controls will change
to Production Limiting Permit (PLP). Only.agtive flue-cured tobacco producers, those
who bear 100% of the risk of fluereufét '¥ acco production, may own PLP's. PLP's
will be assigned to individuals, partna, ﬁgfns and farming corporations based on
current flus-cured tobacco production. Né¥sale or Aléglafe of PLP's shall be authorized.

& A,

g

i i X
PLP's will be re-distributed to new ﬂue-%u;g@%ﬁgcco"groducers according to current
law and existing active flue-cured tobacco: roduc‘ggrs within the same county. In the
case of tenants who were the primary ptoducers of Iéqued or rented flue-cured
tobacco, credit will be given to the tenants, renters and quoiﬁ@.pwners based upon their

share in the risk of current flue-cured tobacco productigii™
o TR

PLP's may be transferred in the case of the deatf. 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.

5. The domestic 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 notwithstanding
legislative changes to the Federal Tobacco Program.
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Unapproved Excerpt From Flue-Cured Tobacco Cooperative Stabilization Corp. Minutes of Mar. 11, 1998
Board Meeting - Draft & Confidential

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
waight 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 suppor from the 1998 level. This payment
shall be separate from any-scheduled compensation or transition payment. Also, the
same amount paid 1o prpgiiers on a per pound basis will be paid to CCC to reduce
the loan on Stabilizatign* 1997 loan inventory. Funds for payments to producers and
the loan shall be ailpéated fromisettiement legislation.

ds N

iy ~c3|* ‘o
9. Any increase or deciea,sg;;‘rt’i“f-‘tf\e ts;étﬂement flue-cured tobacco quota compensation,

shall be reflected in the 1998, wli:*é sypport adjustment on an equivalent percentage
basis. i 4 .

T R
‘é‘ ::EE‘ ¥
10. Authorization should be grant;ela to allow for flue-cured tobacco producer initiated

referendums that would recomrfi_énd to the_,%e,pretary of Agriculture needed changes to
the rules and regulations that gdv%r;ktgﬁ’ﬁ% eral Tobacco Program.

* -

11. Subject to satisfactory resolution of all thgg&,'"above, vgzgs recommend a 1998 price support
reduction equal to a 40 cents per pounty’| (oI

: *’reduggégﬁ”m;the previous three year market
average to an average support price of §-1h_.3)§§,;sh 3r pouhyd.
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or Farm and Foreign Agriculture Services

Director, 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 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, Amold 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 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 other 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

1002
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MEETING NOTES WITH REPRESENTATIVES OF STABILIZATION 2

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 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 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 25-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 arc 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.

. em 8 calls - I he pgi
1998, Making these progra.m changes eﬁ'ectwe Iuly 1 1998 is an a]most 1mposs1ble task
even if legislation were enacted by April 1. With approval of such 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 funds from CCC unti! money was available to cover these
outlays from 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
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MEETING NOTES WITH REPRESENTATIVES OF STABILIZATION 3

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 butley 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 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
training and education grants and outright monetary payments to individuals 65 and older.

« CONCERNS:

(2] Making these program changes effective beginning 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 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 work in the initial data load of tobacco
information into the SCOAP system.

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

] 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 funds dedicated to this purpose from the settlement.

s:\director\fo_draft\dallas 3
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Unapproved Lxcerpt From Flue-Cured Tobacco Cooperalive Stabilization Corp. Minulcs of Mar. 11. 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 $8.00 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 the:fiill payment and in the event of the producer's death the
payments will continygitd'the producer’s estate or heirs. :

3. There should be a tabacco program that: (i) limits supply, (i) places a minimum price
. On tobacco, and (iii)*retein§ and“encourages the health and quality standards

(including pesticide and variezl staridards) of US tobacco while holding imported
tobacco and tobacco produgts-aggounidble to the same standards.

4, The term “quota” used to descriBie flue-cured tobacco production controls will change
to Production Limiting Permit (RLP). Only.aetive flue-cured tobacco producers, those
who bear 100% of the risk of fiuereurdd toliacco production, may own PLP's. PLP's
will be assigned to individuals, partnarghips and farming corporations based on
current flue-cured tobacco production. se of PLP's shall be authorized.

PLP's will be re-distributed to new flue-éu tobacco producers according to current
law and existing active flue-cured tobaccoiproducers within the same county. In the
case of tenants who were the primary ptoducérs of leased or rented flue-cured
tobacco, credit will be given to the tenants, renters and quodtaowners based upon their
share in the risk of current flue-cured tobacco productigii™ .-

ks

PLP's may be transferred in the case of the death 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.

5. The domestic 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 notwithstanding
legislative changes to the Federal Tobacco Program.
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Unapproved Excerpt From Flue-Cured Tobacco Cooperative Stabilization Corp. Minutes of Mar. 11, 1998
Board Meeting - Dralt & Copﬁdential

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 iobacco. 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 payment, Aiso, the
same amount paid to pregucers on a per pound basis will be paid to CCC to reduce
the loan on Stabilization®s 1997 loan inventory. Funds for payments to producers and
the loan shall be ai{¢eated from:settlement legislation.

9,  Any increase or dec?iaam-;-_‘rh ‘the génl‘ement flue-cured tobacco quota compensation,
shall be reflected in the 1998 piice support adjustment on an equivalent percentage
basis.

10. Authorization should be grantéﬂ, to"allow for flue-cured tobacco producer initiated
referendums that would recomrirend to the Segretary of Agriculture needed changes to
the rules and regulations that govern.théFederal Tobacco Program.

11. Subject to satisfactory resolution of all th bove, q recommend a 1998 price support
reduction equal to a 40 cents per poung reductidrt’in the previous three year market
average to an average support price of $1.388 per pouhd.
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, DRAFT,
July 10, 1997
~ 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 S percent of the estimated 14.0 billion pounds that
were produced worldwide.
pr 10 Leaf Tobacco Producers - 1985
Milion Share of
\ Pounds otal (Pct
1. China , 5,180 37
2. United States 1,323 9
3. India 1.156 8 -
4, Brazll 877 ]
5. Turkey 464 3
6. Zimbabwe 483 3 -
7. Indonesia 375 3
8. Raly 292 2
9. Greece 201 - 2
10. Malawi S 240 2—
. Some 124,000 farms in 16 states grow tobacco. About three-quarters of

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

. Six states account for 91 percent of production: North Carolina and
Kentucky originate 65 percent; Tennesses, Virginia, South Carolina, and
Georgia produce ancther 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 manufaéturlng makes up 1.2 percent of U.S. industrial output.

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

TOBACCO PRODUCTION

Relative to All Manufacturing
Index Jan. _1 887 = 100
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Trade

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

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

TOBACCO IMPORTS AND EXPORTS TOBACCO TRADE BALANCE
Biillon Dollare Blillon Dollars
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. U.S.. factories produced an estimated record of 760 billion cigarettes in 1996, -
of which about 36 percent were shipped abroad for foreign consumption.

Consumption

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

Tobacco Expenditures by Type - 1996 (est.)
Bilions  Percent of Total

Total _ $50.3 © 100
Clgarettes 47.2 94
Clgars . 1.0 2
Other (smoking tobacco, chewing 2.1 4

tobacco, and snuff)

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

Tobacco Expenditures by Income Quintile in 1996
" Lowest 20% Socond 20%  Third 20% Eourth 20% Highest 20%

Tobacco $204  $242 $327 $307 $278
Share of total 1.4% 1.1% 11% 0.8% 0.4%
oexpenditures .

. Per-capita cigarette consumption has been on a long-term decline in the

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

PER CAPITA U.S. CIGARETTE CONSUMPTION
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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 oﬁsettirig the decline in the United States has been a rise in foreign
consumption of tobacco, which has resuited In an increase in worldwide
consumption of 1.2 to 1.5 percent annually.

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

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

- U.S. tobacco consdmption Is less than 10 percent of the world totat.

WORLDWIDE CIGARE‘ITE CONSUMPTION
Total = 5.3 trillion cigarettes in 1996

China 32%

— Japan 6% USs.: 9%

Other Asian 13%

Europe 12% — Olher 28%

Profile of Domestic Consumption

. There are estimated to be about §0.5 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 cigareites a day
(almost a full pack) on average.

¢ 023
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Adult Smoking Rates Adult Quit

Rates*

o cument FEommer Never _
Adults 18+ 25.7 241 502 48.5
18-24 29 77 693 25.2
25-44 © 304 104 502 38.8
45-64 269 329 402 55.1
85+ 133 364 503 733

* Percent of eversmokers who are former smokers

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

The FDA estimates that there are 1 million new underage smokers a year,

which would roughly offset the number of 17-year-old smokers who tum

18 each year.

Youth smoking rates are shown below. (Note 'Danly" is used for the .

Lookback provisions.)

Youth Smoking Rates

Age

8™ graders

10® graders

12® graders

Have smoked 1/2

% Dally packormore aday
( Percent . )
2__1.0 ' 104 43
30.4 18.3 9.4
34.0 223 13.0

Daily users
“(Number)
395,000
695,000
847,000

Demand Elasticities: A consensus estimate for overall demand elasticity is
-0.4, signifying that for every 1.0 percentage increase in price, demand would

fall by 0.4 percent. The Surgeon General’s report provides the following
elasticities by age:

[Bo24
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Demand Elasticities
Age Group Total Participation Quantity per Smoker
12-17 ) -1.40 -1.20 -0.25
1 20-25 -0.89 -0.74 -0.20
| 26-35 -0.47 -0.44 -0.04
38-74 -0.45 -0.15 ' -0.15
All Adults (20-74) -0.42 0268 -0.10
All Ages (12-74) - 047 -0.31 -0.11
Employment and Wages
. Tobacco manufacturing’s contribution to payroll employment is minuscule.

In 1996, 41,400 workers were employed in the tobacco manufacturing industry
(which includes processing of tobacco, as well as production of cigarettes,
cigars, etc.), or only 0.03 percent of the 119.5 million workers on nonfarm

payrolls. More than 100,000 workers (0.23 percent of nonfarm employment) had
been employed in the industry in the early 1950's.

— . Five states and Puerto Rico account for nearly 85 percent of the jobs
in tobacco manufacturing. (Note: These are the only states that report

employment separately for tobacco manufacturing and are presumably
the most important for the industry.)

Jobs in Tobacco Manufacturing
Number of Jobs  Share of State’s Payroll Jobs | /
: (percent)
North Carolina 16,830 047
Virginia 8550 0.31 .
Kentucky 4210 -0:25
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 eamed $19.44 an hour last year,
52 percent more than the average worker in manufacturing. Tobacco industry
wages have climbed steadily from less than 75 percent of the average factory
wage in the early 1950's. Few other industries can boast comparable wages
(coal mining, steel, petroleum and coal product manufacturing also have
earings that top $19 an hour).

Average Hourly Eamings in 1996
Private nonfarm $11.81
Manufacturing . 1277
Tobacco 19.44
Prices
. Tobacco products have a welght of only 1.6 percent in the CPl. Since
cigarettes make up 94 percent of tobacco consumption, their weight would be
1.5 percent.
- Current estimates of the Impaét 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 pé}cent 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 pﬂcés 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, inéreasing at nearly an
8 percent annual rate through May in part reflecting higher state taxes.
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Industry Composlﬂon

The cigarette market is dominated by Philip Morris, which accounts for half of

cigarette sales in the United States.

Philip Morris has the widest profit margins (45 percent of revenues pef pack),
followed by Lorillard (40 percent). Liggitt is estimated to have a margin of only

94 95 06

97

The Cigarette Market in 1997 (est.)

(Bil,cglﬁmgm'e ttes )
| Phillp Morris 233.4
RJR Nabisco .114.5
BAT 76.8
Lorillard 39.9
Liggitt : 8.0

Market
Share (%)

48.2
24.2
16.2
8.4
1.7
100.0

TOTAL 4741

about 3 percent this year. (See table on the next page.)

- Domestic producers devote 33 percent of revenues to marketing

(advertising, promotion, selling).

wWuii
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Advertising and Promotional Expenditures

. U.S. domestic cigarette advertising and promotional expéndltures 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' wefe point-of-sale
($352 million). Outdoor and magazine advertising followed at
$306 million and $266 million, respectively.

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

Domestic Cigarette Advertising and-Promotional Spending,
- 1990-94 Averages
Billion Dollars Percen
TOTAL $4.929 100.0
Advertising ' 1015 206
‘ Newspapers ©0.043 0.9
- Magazines ' 0.268 | | 54—
Outdoor 0.308 - 6.2
Transtt E " -0.048 1.0
Point-of-sale ' 0.352 74
Other promotional 3,915 794
Promotional allowances 1.386 28.1
Coupons and retail value added 1.810 36.7
Other _ ' 0.719 14.6

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

igo2s



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

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

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

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

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

'If 01garette sales fall, the industry’s Payment to the Settlement Fund is reduced by the
ratio of that year’s sales to 1996 sales; if sales rise, the Payment is increased by percent increase in
sales to adults. The Settlement does not make clear how “adult volume” will be measured, but
estimates indicate that adults consume more than 95 percent of cigarettes produced. Thus, the
use of “adult volume” for an increase -- instead of “total volume” as for declines -- is of little
consequence.



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

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

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

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



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

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

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

Impact on the Tobacco and Related Industries

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

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

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

Potential for Side Effects and “Red Flags”

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

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



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

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



Draft — Not for Distribution

Impact of Proposed Resolution on Cigarétte 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 VL B.5 of the settlement, entitled “Adjustment for
Volume Decrease (Adult Volume Only) or Total Volume Increase.”

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

- tot=(Xy/q*) =8$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 oligopoly price increases by sellers. As a result we expect there to be two effects, 1)
a direct price response to the increase in costs due to the effective excise tax, and 2) a further
price increase as a result of opportune coordination on the part of sellers. The combined effect
would raise prices by more than the increase in the excise tax. The range of the price increase
expected starts from a conservative 100 percent of the tax to a high of 200 percent of the tax.

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

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



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

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

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

. Lost revenues of 33 cents per pack on those not sold due to the reduction in cigarette
sales (on the order of 2 - 6 billion)
. Increased revenues of 10 to 16 cents per pack on remaining cigarettes due to new higher

price (on the order of 18 - 22 billion) '

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

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

We find that, considering all tobacco products, the real net revenue from the tobacco settlement is '

likely to be about $189 billion in total, if summed over the first 25 years of the agreement. We
obtain essentially the same estimate in our cigarette only calculation. .

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

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

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

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

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

Our modeling focuses on the basics of the payment plan outlined in the agreement. We do not
include the effects of the special penalty imposed if profits increase, nor do we model the look-
back provisions that impose a penalty if sales to minors fail to fall to specified target levels. By
way of justification, we note that is seems unlikely that domestic profits will increase as a result of
this agreement, so neglecting the profits tax seems reasonable in this preliminary estimate. For
two reasons, the look-back also seems unlikely to have a major revenue effect. First, it scems
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 maximurn. 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.

002
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One detail that we do incorporate is the inflation indexation of the payments. Without such
indexing, the real value of the annual proscribed payments would fall below their published level,
theroby reducing the real net-revenue to the government. Our approach implicitly assumes that
:nflation indexing is complete, so that the real value of each year’s annual payment is completely
.unaffected by inflation. '

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

-Second, some features of the agreement, which may have important effects for particular firms, or
for the tobacco industry as a whole, have no effect at all in our model. In particular, the fixed
GDP assumption means that the settlement’s restrictions on advertising, even if effective, would
have no direct effect on revenue; all else constant, the tobacco industry’s reduced spending on
advertising leads to a reduction in taxable income in the rest of the 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 tobacéco
advertising is spent in intra-industry fights over the distribution of a fixed pool of smokers, rather
than in an attempt to increase the number of smokers in the pool. Mandated reductions in this
type of advertising would have no effect on industry wide sales. Second, the advertising
restriction’s bark may be worse than its bite because they are loosely worded, and because they
do not apply to some major categories of promotional expenses.

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

David Richardson and James Mackie

U.S. Treasury, Office of Tax Analysis

OTA
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05:50 PM PRELIMINARY

Net Payments to all Govefnments from the Tobacco Settlement

payment Reflected in All Products

100% Passthrough

($'s Millions)

Base Payment . | 368,500
Gross Payment 284,399
Federal Excise Tax Leakage © (18,537) |
State Excise Tax Leakage (25,113)
Total Gross Exclse Tax Leakage (43,850)
Net Payment (Pre-Offset) 240,749
Income Tax Offset (60,187)

Individual (61,159)

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

PDV
231,910

182,735

(11,836)
(16,077)
(27,913)

164,822

(38,705)
(32,900)

(5,808)

116,116

Department of the Treasury
* Office of Tax Analysis
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05:59 PM PRELIMINARY 07110197

Net Yeerly Payments to all Govemments from the Tobacco Settliement
Payment Reflected in All Products

100% Passthrough
($'s Millions)
Year Volume Adjusted PDV Volume Adjusted PDV _
Fixed GDP Fixed GDP

1908 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 7,614 5,133
2009 9,925 8,526 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 5397 7,170 4,048
2014 9,471 - 5,147 7,103 3,860
2015 9,382 4,909 : 7,037 ' 3,681
2016 9,295 4,681 6,971 3,511
2017 9,208 - 4,464 6,906 . .3,348
2018 8,122 4,257 6,842 : 3,193
2019 9,037 4,060 6,778 3,045 -
2020 8,953 3,872 6,715 2,904
2021 8,870 3,692 6,652 2,769
2022 - 8,787 3,521 6,591 2,641
2023 8,706 3,358 6,529 2,518
Total 240,749 154,822 - 180,561 116,116

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

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

125% Passthrough
($'s Millions)
_ PDV

Base Payment - 368,500 231,910
Gross Payment 274,466 176,584
Federal Exclse Tax Leakage : (22,760) (14,545)
State Exclse 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 ' o 07110197

Net Yearly Payments to all Govemnments from the Tobacco Settiement
Payment Reflected in All Products

125% Passthrough
($'s Millions)
Year Volume Adjusted ~ PDV Volume Adjusted PDV
* -Fixed GDP Fixed GDP
1998 8,367 8,367 6,275 6,275
- 1999 5,976 - 5,752 4,482 4,314
2000 6,548 6,067 4,911 4,550
2001 7,662 6,833 5,746 5,125
2002 8,956 7,689 6,717 5,767
2003 , 9,411 - 7,778 7,059 5,833
2004 9,370 7,454 7,027 5,590
2005 9,331- 7,146 6,998 5,359
2006 9,286 6,845 6,965 5,134
2007 9,237 6,555 6,928 4,916
2008 9,159 6,257 - 6,869 4,692
2009 9,074 5,966 6,805 4,475
2010 8,989 5,690 6,742 4,267
2011 8,905 5,426 6,679 - 4,069
2012 8,822 5174 6,616 3,881
2013 8,740 4,934 6,555 3,701
2014 - 8,658 4,706 6,494 3,529
2015 8,577 . " 4,487 6,433 - 3,366
2016 . 8,497 : 4,279 6,373 3,210
2017 . 8,418 4,081 6,314 3,061
2018 8,340 3,892 6,255 2,919
2019 8,262 3,711 6,197 - 2,784
2020 8,185 3,539 6,139 : 2,655
2021 8,109 3,375 6,082 2,632
2022 8,034 3,219 6,025 2,414
2023 7,959 - . 3,070 5969 - 2,302
Total 220,872 142,292 165,854 106,719

Department of the Treasury ' T
Office of Tax Analysis
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WALL STREET EVALUATION OF THE TOBACCO INDUSTRY AND AGREEMENT

Summary: While there is some disagreen\lént, the weight of the Wall Street assessment of
the agreement among the major tobacco companies and the states’ attorneys general is
quite positive.

1996:

Major analysts expect tobacco stocks to perform well as lifting uncertainties about
litigation removes the heavy discount for risk. With the agreement, Philip Morris
shares are 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 all 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.

The stock market has viewed the tobacco industry 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 the year as a whole the market value of the major firms did not change much
apart from normal movements driven by the overall stock market. However, theatio of
share prices to firms’earnings for the 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 the major Castano class action suit (May
23, 1996) and perhaps because of an assessmerit that tobacco stocks were oversold during
their late year doldrums.

1997 before settlement talks:

In the first couple of months of this year, the stock prices for the industry advanced

perhaps reflecting the same factors that analysts had been secing a few months earlicr.

But the market plummeted in March on a Mississippi court ruling to allow a class action
ujt t ah 1 fLigget with state attorn eneral.

- One stock analyst has noted that firms traded down to a zero value of the domestic
tobacco component of the business. '

- Another analyst has noted that, based on the cbmpany’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 Settlement: Tlustrative Example
Year 5 with -0.4 long run demand elasticity

Year 5

New payment 62¢/pack 62¢/pack 62¢/pack

Elasticity 04 0.4 04

Pass through 100% - 125% 200%
Price [1] +34% +42% +67%
(51.85/pack today) $247 $2.63 $3.09
Quantity [2] --13% “17% 27%
(24.2 bill. pack/yr) $19.3 185 16.3
Total revenue $47.6 $48.7 $50.4
($44.7 bill/yr today)
Industry profits [3] $7.5 $10.1 $16.6
($7.8 bill/yr today) :
Old tax revenue [4] $11.2 $10.8 $9.5
($14 billfyr today)
New govt. rev. [5] $12.0 $11.5 $10.1
(3 billions)
Incremental govt. $10.2 $9.3 X
revenue ($ bill)[6] Co
Incremental $0.2 $2.9 $9.4
industry profits (7]
Incrm. profits as % 2% 23% 59%

of incrm. surplus (8] -

@o.2
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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 this range, and

1 action confirmed a SELL recommendation.

Differences among firms became particularly noticeable in this period:

Philip Mois is the industry leader, with 48 % of market sales, and a total
market valuation of $102 billion. One third of its profits come from
domestic tobacco and one third from foreign tobacco, the rest coming from
a variety of mostly consumer goods lines. Its large share of the premium
cigarette market is a mixed 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 the 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 Tobaccy is an actively traded but small firm that had attempted to stake
out a position in the smokeless tobacco market (essentially snuff) and had
introduced a new discount cigarette brand. These market ventures were
not going well earlier this year and disproportionately many of the negative
market investment recommendations were focused on UST.

BAT is a large British multinational (traded 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 the U.S. (35% of sales compared with 17% of total
sales), it may be better positioned than others to cope with the agreemeat.

1997 since announcement of settlement talks:

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

On balance, since April 15, the market value of tobacco stocks has risen fairly
modestly, 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
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announcements have been to confirm or raise recommendations to BUY, while one
confirmed a fairty low rating and 3 recommendations were CUT.

- The preponderance of favorable analysts’ reactions seems at variance with
the net change in market valuation.

- This discrgpaﬁg seems to be rooted in the lelom. ing factors: (1) the

agreement has not been enacted yet; (2) the agreement, particularly the

regulatory parts, could be changed as it goes through the 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 the
agreement from limiting liability for bankruptcy to the domestic part of the
firm, Most major analysts seem ready to take a positive position despite -
these uncertaintics, but investors seem more cautious as yet. :

In assessi key anal i r s in 8, to be lowered
by $0.25 to $0,37 for Philip Morris and by $0.55 to $0.70 for RIR.

About one third, to as much as half, of these reductions come from the costs -
(interest) of the initial payment.

Other reductions in earnings come from drops in sales not fully offset by tﬂe 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% by
the fifth year, assuming a conventional responsiveness of sales to price and
initial price increases of $0,40 to $0.60 ,rising to $0,80 or $0.90.

The analysts see a significant offset to the costs of the agreement coming from
lower vertising and marketing expenses -

One particularly pessimistic analyst (J ohn Maxwell at Wheat First) sees the cut in
sales coming rapidly and its effects being compounded by more regulation.

rowth in earnin esumabl foreign sale wh_ich 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

reducing the risk of bankruptcy from fiiture litigation, Primarily for this reason, analysts

xpect that the rati hare price to eamnings, for the beliwether Phili rris, will
become equal to the average for the equity market (Gary Black at Sanford Bernstein and
Roy Burry at Oppenheimer) or show_a very small discount (.95 according to Martin
Feldman at Smith Barney and .9 from Mark Cohen at Goldman Sachs). This is a marked
contrast to di hird without t ent.

010
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July 10, 1997
THE “LOOK BACK” SURCHARGE

The settlement attempts to provide economic incentives to promote “dramatic and immediate
reductions in the number of underage consumers of tobacco products.” Manufacturers would
face a surcharge if the 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 full compliance with the Act.

the s ? 0

Our estimates indicate that the present value of the stream of profits 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 would have 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

. The daily tobacco use Michigan Survey Data and Sattisment Look Back Targets

percentage for underage teens  Percent
in 1996 was 182 % —well @ ———
above the target base of 15.2 Rt

% (calculated from data over .' ‘\‘m= 15.2%
the past 11 years). BE T

Projected path with decline
_frompﬂco lnpmaso

. The surcharge would be
imposed beginning in the 5th w0 [
year after enactment and every '
year thercafter based on the —
difference in the actual and 5
targeted percentage reductions
in underage use — at the rate

-0f $80 million for each ol L
percentage point (adjusted for R s der wm =

" changes in the relevant population and industry per unit profit welghted by sales) --
“subject to a $2 billion cap

Uso roduction targets

PR TSR DU |
zooazoosmmzooa

- The 32 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 that 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).

@o12
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Under that estimate, the surcharge in the fifth year (30% reduction target) would be about
$52 million; the present value of the profits from the smokers above the target would be
nearly 2 times higher at $98 mllhon

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

By the tenth year, when the full reduction of 60% is to be achieved, the surcharge would

be $170 million and the additional profit stream $315 million, again nearly twice as large.

ateme ed

The agreement prov1des for potential partial abatement of surcharge payments and firms likely
would make sngmﬁcant efforts to meet the requirements:

"Tobacco product manufacturers could receive & partial abatement of this surcharge (up
to 75%) only if they could thereafter prove to FDA that they had fully 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 abatcmcnt of the surcharge (after p:ﬁyment).

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

Note that thc' 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 ineffective. '

A

Assumptions used:

Discount rate: 10 %

Profit per pack: $0.33

Intensity of use: : 1/2 pack as teens, phased up to 1 pack a day as adults (this mcludes
effect for teen smokers who quit as adults)

Survival probability: taken from FDA rule in Federal Register

Probability of sustained quit: assumption that 50% of those kept from smoking as teens (who

otherwise 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

@o13
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July 10, 1997

To: Jon Gruber

From: -  John Hambor

Subject: | Tobacco Related Entitlement Estimatés

Summary

The tobacco agreement would increase long-term soclal security costs
appreclably 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.
Howaever, 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 the 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 Soclal 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 the 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

1
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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 determine 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, currently 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 the end of the periad, 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
offect on the actuarial balance into perpetuity, i.e., a steady state effect
consistent with roughly a fourth of potential new young smokers being deterred
from smoking throughout their lifetimes. The cost increases are very slow to

build, and there is no measurable effect during the next ten years. (See
attached chart.) -

3
‘\

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 lowars disability costs. However, this cost
reduction could be offset somewhat because longer life expectancies also
increase the probability of incurring 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 r{ot incorporated in projected smoking rates which have been

The Social Security and HCFA actuaries based their estimates on these assumptions and others sﬁppliedttr

them by Treasury.

2The 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 hed never

smoked.

2
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generally declining for all smokers since the 1970s, but have been up
recently for teen-age smokers. |

Medicare (These estimates do not include the effects of older smokers quitting or the
additional 62,600 teenagers who would not start smoking after age 18. Wa expect
them on Monday or Tuesday.) :

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

. The 75-year Hl 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 they didn’t smoks. The
income rate is increased by .006 from additional payroll taxes paid over the
longeér 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 smalll, raising the average annual
cost rate over the 75-year period from 2.860 to 2.863 percent of GDP. i

. The “steady state” (i.e., 75th year) estimates indicate the effect on Hl is an
annual cost of about .05 percent of payroll (about $1.5 billion currently). 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 currently). '

—~  Costs are increased by 0.174 percent of payroll per year due to smokers
who would have died surviving to age 65 and Idter. 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 (currently about $1.3 billion).

. A separate internal HCFA analysis of a sample of Medicare beneficiaries in
1992-93 indicates that, on average, smokers whoreach age 65 have lifetime
Medicare costs that are about 8-9 percent higher than nonsmokers who survive

to age 65. They estimated that smokers raise lifetime program costs by about 4
percent. '



-

&

oo AR AV UV 1Al eVe VETETTET

. However, the same analysié also indicates that program saving because of
smokers who do not reach age 65 (estimated to be about 3 million in 1993) more
than offsets the added health care costs of surviving smokers.

Medicald

The effects on the Medicaid program are considerably more problematic. The
HCFA Actuary has not made estimates. A very rough approach is to treat the amounts
estimated in a forthcoming study® which estimates the effect of smoking on Medicaid
spending by stats, as “steady-state” saving, apply these results to current Federal
spending on Medicaid, and then adjust for the expected effects of the agreement on
smoking rates. A final crude 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-term care for many of the elderly and disabled.
In total, the aged population currently accounts for more than 30 percent of Medicaid
costs and the disabled population accounts for almost 40 percent.

. The estimates indicate that in FY1993, about 3.9 percent of non-child federal
Medicaid spending was attributable to smoking. To be consistent with the 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 deterred from
ever smoking. A "steady state” estimate of Medicaid cost saving would be about
a fourth of the full 1996 amount — about $730 miilion.

. The net effect, after accounting for longer life expectancies, is significantly lower.
The 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
the elderly by 2.5 percent and subtracting the resuit 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 translated into a
steady state SSI cost estimate, costs would increase by $164 million per year at 1996
program levels. The estimate accounts for both disabled recipients over age 65, who
receive higher benefits, and retired recipients. This estimate is more of a conjecture
than a systematic estimate by the SSA Actuary.

3Preliminary data from the forthcoming study, Leonard S. Miller, et. al., “State Estimates of Medicaid
Expenditures Attributable to Cigarette Smoking, Fiscal Year 1993”, was provided informally by a study co-author.

4
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PBGC

Questions have arisen about the agreement's impact on the financlal viability of
two of the smaller producers and the potential affect of their bankruptcy on the PBGC
pension guarantee. PBGC analysts indicate that neither a Liggett nor a Lorillard
bankruptcy would have a significant effect PBGC's future liabllitles.

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

. In the case of Liggett, which is part of the Brook Group, PBGC is aware that
Brook is having financial difficulties. Brook is primarily Liggett, i.e., itis nota
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 under funded
pension liabilities and generally are rated at junk bond status.

Other Programs

. The effect on Veteran's programs and the Federal Civil Service Retlrement
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 Jeff 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 billion
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
Discount 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
Effective
Year Base Real Tax
0 10.0 0.41
1 8.5 0.35
2 9.5 0.39
3 11.5 0.47
4 140 0.57
5 15.0 0.61
6 15.0 0.61
7 15.0 0.61
8 15.0 0.61
9 15.0 0.61
10 15.0. 0.61
11 15.0 0.61
12 15.0 0.61
13 15.0 0.61
14 15.0 0.61
15 15.0 0.61
16 156.0 0.61
17 15.0 0.61
18 15.0 0.61
19 15.0 0.61
20 15.0 0.61
21 15.0 0.61
_22 15.0 0.61
23 15.0 0.61
24 15.0 0.61
25 15.0 0.61
Total 368.5

Real Price Consumption
(Harris Model) Adjusted Payments

216

2.11
2.14
2.20
2.28
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31
2.31

23.7
23.7

23.5

23.0
22.6
22.3
22.2
22.0
219
21.8
216
21.6
21.4
21.2
211

21.0 .

20.9
20.7
20.6
20.5
20.4
20.2
20.1
20.0
19.9
19.8

Real Volume

10.0
8.3
9.1
10.9
12.9
13.7
13.6
13.5
13.5
13.4
13.3
132
131
13.1
13.0
12.9
12.8
12.7
12.7
12.6
12.5
12.4
12.4

_12.3
12.2
12.2

3223

PDV

10
8.0
8.5
9.7
11.1
11.3
10.8
10.4
9.9
9.5
9.1
8.7

8.3 -
8.0
76
7.3
7.0
6.7
6.4
6.1
5.8
5.6
5.4
5.1
4.9
4.7

205.7



Assumptions:

Base Price of Pack of Cigarettes

. 185
CPI Growth
Discount Rate
Pass Through
1996 Sales
Surcharge per year
1996 Profits
Elasticity of demand
Real Natural Decline

Year Base
0 10.0-
1 8.5
2 9.5
3 11.5
4 14.0
5 15.0
6 15.0.
7 15.0
8 15.0
9 15.0

10 15.0
11 16.0
12 15.0
13 15.0
14 15.0
15 15.0
16 15.0
17 15.0
18 15.0
19 15.0
20 15.0
21 15.0
22 15.0
23 15.0
24 15.0
25 15.0
Total 368.5

1.03
1.07
1.00

24.400

0.0
8.4
-0.4
-0.6

Effective
Real Tax

0.41
0.35
0.39
0.47
0.57
0.61

061

0.61
0.61
0.61

. 0.61

0.61
0.61
0.61
0.61
0.61
0.61

0.61

0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61

2.26
2.20
2.24
2.32
2.42
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46
2.46

Real Price  Consumption
(Harris Model) Adjusted Payments

23.2
23.3
230
22.5
21.9
21.6
215
21.4
21.2
21.1
21.0
20.9
20.7
20.6
20.5
20.4
20.2
20.1
20.0
19.9
19.8
19.6
19.5
19.4
19.3
19.2

Real Volume

10.0
8.1
9.0
10.6
12.6

13.3 -

13.2
13.1
13.1
13.0
12.9
12.8
127
12.7
12.6
12.5
12.4
12.4
12.3
12.2
12.2
12.1
12.0
11.9
11.9
11.8

3134

PDV

10
7.8
8.3
9.5

10.8
11.0
10.5
10.1

9.6
9.2
8.8
8.4
8.1
7.7
7.4
71
6.8
6.5
6.2
59
5.7
5.4
52
5.0
4.8
4.5

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
Effective
‘Year Base Real Tax
0 10.0 0.41
1 8.5 0.35
2 9.5 0.39
3 115 0.47
4 14.0 0.57
5 15.0 0.61
6 15.0 0.61
7 15.0 0.61
8 15.0 0.61
9 150 0.61
10 15.0 0.61
11 15.0 0.61
12 16.0 0.61
13 156.0 0.61
14 150 0.61
15 15.0 0.61
16 150 . 0.61
17 15.0 0.61
18  15.0 0.61
19 156.0 0.61
20 15.0 0.61
21 15.0 0.61
22 156.0 0.61
23 156.0 0.61
24 15.0 0.61
25 15.0 0.61
Total 368.5

Real Price  Consumption
~ (Harris Model) Adjusted Payments

2.36
2.29
2.34
2.44
2.57
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
2.62
262
2.62
2.62
2.62
2.62
2.62
2.62
2.62

22.7
22.9
22.6
22.0
21.3
21.0
20.9
20.7
20.6
20.5
20.4
20.2
20.1
20.0
19.9
19.8

19.6

19.5

19.4

19.3
19.2
19.1
19.0
18.8
18.7
18.6

Real Volume

10.0
8.0
8.8

10.4

12.2

12.9

12.8

12.7

12.7

12.6

12.5.

12.4

12.4

12.3

12.2

12.2

12.1

12.0

11.9

11.9

11.8

11.7

1.7

11.6

11.5

11.4

304.8

PDV

10
7.7
8.1
9.2
10.5
10.7
102
9.8
9.3
8.9
8.6
8.2
7.8
7.5

- 7.2

6.9
6.6
6.3
6.0
58
5.5
53
5.0
4.8
4.6
4.4

194.9



Assumptions:

Base Price of Pack of Cigarettes
1.85

CPI Growth
Discount Rate
Pass Through

1996 Sales
Surcharge per year

1996 Profits

Elasticity of demand
Real Natural Decline

Year

Total

-—
COO~NOOOOMAEWN-=-0

NNNNA @@ DA
WN-_2000~NOOODOOEWN--

24

25

Base

10.0
8.5
9.5

11.5

1 14.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

_15.0

15.0

15.0

368.5

1.03
1.07
2.00
24.400
0.0
8.4
-0.4
-0.6

Effective
Real Tax -

0.41
0.35
0.39
0.47
0.57
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61
0.61

Real Price Consumption
(Harris Model) Adjusted Payments

2.67
2.55
2.63
2.79
3.00
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08
3.08

21.4
21.8
21.3
20.5
19.6
19.2
19.1
19.0
18.8
18.7
18.6
18.5
18.4
18.3
18.2
18.1
18.0
17.9
17.7
17.6
17.5
17.4
17.3
17.2
17.1
17.0

Real Volume

10.0
76
8.3
9.7
11.3
11.8
11.7
11.7
11.6
11.5
11.4
11.4
113
11.2
11.2
11.1
11.0
11.0
10.9
10.8
10.8
10.7
106
106
1105

10.5

280.2

PDV

10
7.3
7.7
8.6
9.7
9.7
9.3
8.9
8.5
8.2
7.8
7.5
7.2
6.9
6.6
6.3
6.0
5.7
5.5

.53

5.0
4.8
46
4.4
4.2
4.0

179.8



Preliminary Observations on Proposed Tobacco Settlement'
July 9, 1997

L Incidence of payments -

highlight significance of the effect of the settiement on industry competition

A. Some assumptibns
L. 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 with large price increases

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

. settlement encourages at least 100% pass-through

. 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 settlement that leads to less competitive behavior as well as
imposing a cost increase will likely exhibit greater pass through of
the cost increase than historical estimates suggest

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

. the settlement 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;
international 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 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-settlement industry competition
(built into 125% vs. 200% pass-through assumption)
IL Some other incentive effects of settlement 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 éigarcttcs may find it difficult or impbssible 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 35¢/pack 35¢/pack ~ 62¢/pack - 62¢/pack

Elasticity 04 04 ' 087 -0.47

Pass through 125% = 200% 125% 200%
Price [1] +24% +38% +42% +67%
($1.85/pack today)  $2.29 $2.55 $2.63 $3.09
Quantity [2] -9% -15% -29% 47%
(24.2 bill. pack/yr)  21.5 20.2 15.7 11.8
Total revenue $49.2 $51.4  $413 $36.5
|($44.7 bill/yr today) '
Industry profits [3]  $10.1 . $14.8 $8.8 $12.4
($7.8 bill/yr today)
Old tax revenue [4] $12.5 $11.7 $9.1 $6.9
($14 bill/yr today)
New govt. rev. [S]  $7.5 $7.1 — %91 $7.3
($ billions) :
Total govt. $9.0- $6.8 $8.7 $14
revenue ($ bill)[6]
Incremental $24 $7.1 $1.5 $5.1
industry profits [7]
Incrm. profits as %  21% 51% 15% 78%

of incrm. surplus [8] -



Notes

[11  Allfigures in 1997 dollars. Product mix (fraction low priced products sold) held
constant. :

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

[31 Components of change in profits
a. fixed costs savings of S¢/pack on current advt + legal (approx 50%, $1 bill.)
b. lost contribution of 33¢/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]1  Direct federal, state and local taxes combined; does not include corporate proﬁts tax
[51  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
settlement. (But-for world assumes constant real prices, quantity declining at current
trend rate.)
7 Profits less profits in but-for world of no settlement

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

I. Incidence of payments

highlight significance of the effect of the settlement on industry competition for
distribution of benefits between governmental revenues end industry profits

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 with large price increases '

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

. settlernent encourages at least 100% pass-through

. 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 clasticity-over large range

. a settlement that leads to less competitive behavior as well as
imposing a cost increase will likely exhibit greater pass through of
the cost increase than historical estimates suggest

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

. the settlement incorporates provisions that may facilitate
cooperative price fixing, discourage entry, discourage
producer substitution to lower priced products, and raisc the

costs of output expansion

IPrepared 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.

7[R
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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 of sample predictions have large uncertainty;
international 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 compensatc 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-settlement industry competition
(built into 125% vs. 200% pass-through assumption) -

1L Some other incentive effects of settlement proposal
A youth smoking will likely decline substantially

’ 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 reduccd or even climinated
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. mandated cross-licensing of innovations and FDA authority to mandate
introduction of less hazardous products that are technologically feasible
undermine private appropriability (notwithstanding guarantes 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
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New payment 35¢/pack

Elasticity
Pass through

Price [1]
($1.85/pack today)

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

Total revenue
($44.7 bill/yr today)

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

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

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

Incremental govt.
revenue ($ bill){6]

Incremental
industry profits [7]

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

Year 1

-04
125%

+24%
$2.29

-9%

21.5

$49.2

$10.1

$12.5

$7.5

$6.2

$2.4

27%

35¢/pack
0.4
200%

+38%
$2.55

-15%
20.2

$51.4

$14.8

$11.7

$7.1

$5.0

$7.1

59%

FIC BE

Year 5

62¢/pack
-0.7
125%

+42%
$2.63 .

-29%
15.7
$41.3
$8.8
$9.1
$9.8
$6.0

$1.5

20%

Annual Incidence of Settlement: Illustrative Example

62¢/pack
-0.7

-200%

+67%
$3.09

47%

11.8

$36.5

5124

$6.9

$7.3

$1.3

$5.1

80%
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Notes

Al figures in 1997 dollars. Product mix (fraction low priced products sold) held
constant. .

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

Components of change in profits:
a. fixed costs savings equivalent to 5¢/pack at 1997 quantitics on current advertising

+ legal expenses (approx 50% or $1.2 bill.)
b. lost contribution of 33¢/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.
Direct federal, state and local taxes combined; does not include corporate profits tax.

Reflects new payments. Does not include possible excess profits adjustment or possible
surcharge in settlement.

Old tax revenue + new govt. revenue less old tax revenue in the but-for world of no

settlement. (The but-for world assumes constant real prices, quantity declining at current
trend rate.)

Profits less profits in the but-for world of no settlement.

Incremental surplus = incremental govt. revenue + incremental profits.

igc 8
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Annual Incidence of Settlement: Illusuétive Example

with 10% pass through
Year 1 . Year 5
New payment 35¢/pack 62¢/pack
Elasticity 04 0.7
Pass through 100% 100%
Price [1] +19% +34%
($1.85/pack today) $2.20 $2.47
Quantity [2] 8% -23%
(24.2 bill. pack/yr) 22.0 17.0
Total revenue $48.3 ' $42.,0
($44.7 bill/yr today) '
Industry profits [3] $8.3 $6.7
($7.8 bill/yr today)
Old tax revenue [4] $12.7 $9.9
($14 bill/yr today)
New govt. rev. (5] $7.7 $10.6
(% billions) :
Incremental govt. $6.6 $7.5
revenue ($ bill)(6]
Incremental $0.6 -$0.5
industry profits (7]
Incrm. profits as % 8% AL

of incrm. surplus [8]

@c

™
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Annual Incidence of Settlement: Tlustrative Example
Year 5 with -0.4 long run demand elasticity

Year 5

New payment 62¢/pack 62¢/pack 62¢/pack

Elasticity -04 -0.4 04

Pass through 100% - 125% 200%
Price [1] +34% +42% +67%
($1.85/pack today) $247 $2.63 $3.09
Quantity [2] -13% -17% -27%
(24.2 bill. pack/yr) $193 18.5 16.3
Total revenuc $47.6 $48.7 $50.4
($44.7 bill/yr today)
Industry profits [3] $7.5 $10.1 $16.6
($7.8 bill/yr today) :
Old tax revenue [4] $11.2 $10.8 $9.5
($14 bill/yr today) -
New govt. rev. [5] $12.0 $11.5 $10.1
(3 billions)
Incremental govt. $10.2 $9.3 - $6.6
revenue (3 bill)[6] co
Incremental $0.2 $2.9 $9.4
industry profits [7]
Incrm. profits as % 2% 23% 59%

of incrm. surplus [8] -

@o.
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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). Cigarettc
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
cigerettes. 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 Kentucky 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 corn, 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.

Cigarertes 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 accounted for about 27 percent of the tobacco used in cigarettes; domestic flue-cured, 37
percent; Maryland, 1 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 from 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
umports, Congress enacted a provision in the 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 certain imported tobacco, primarily flue-cured and burlcy.
Imports of cigarette leaf tobaccos (excluding Oriental) which exceed predetermined quota are
now subject to an import duty of 350 percent ad valorem, although a draw-back provision allows
most of the duty to be refunded 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 eqmllbnum prices in exchange for
limiting marketings through markctmg quotas. Support prices for burly and flue-cured tobacco
are set annually based on the previous ycar’s level, adjusted by changes in the S-year moving
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average of prices and in the cost of production index (figure 7). Fiue-cured and burley marketing
quotas are based on 1) intended purchases by cigarette manufactures, 2) average annual exports
for the 3 previous years, and 3) the amount of tobacco needed to attain a specified reserve level.
Quota levels have generally trended downward since the mid-1970s, following the decline in
marketings (figure 8). Quota levels are up for both flue-cured and burley tobacco-in 1997,
reflecting increased marketings and reduced stock levels in 1996. :

The higher tobacco prices resulting from the program have created values for marketing quota
rights. Because rules govemning quota transfer are highly restrictive, these values have been
capitalized into land values. Currently, 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 burley 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 fund 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 the price support program. Further changes in tobacco legislation 11 1986 extended the
no-net-cost provisions to tobacco purchasers.

Estimated E_ffects of the Settlenignt on Cigarette Consumption

The settlement 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 50 cents per pack of 20
cigarettes.' This price increase stems from the lump-surn and penalty payments which will be
made by cigarette manufacturers as part of the agreement. The effects of the penalties will be
lessened somewhat 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 downward 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, that the full penalty will be
transmitted to domestic consumers in the form of a price increase. Cigarette manufacturers have

2
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shown in the past they are capable of absorbing relatively largc 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 cngareﬁe manufacturers will not have to bear the full burden. In addition, manufacturers
will receive a,partla.l rebate of the penalty for any decline in adul{ consumption from the 1996
leve! (as described above). For the purposes of this analysis, 25 and SO cent per pack price
increases are evaluated. .

1]
A 25-cent mcirease in the price of a pack of cigarettes would raise the pnce from 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 assumcd 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, 2 50 cent
nise in the rctml price would lead to a 10.5 percent decline in volume.
Cigarette expprts 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 efficiently 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 c:ganettes would dechine

258 percent—from 731 billion to 713 billion pieces. Under the S0-cent increase scenario, 1998
disappearance would fall 6 percent to 689 billion pieces. By 2006, dxsappearance of US.
produced qgarettes would fall to about 600 billion cxgarettes with a 25-cent incrcase, about 9
percent below expected dlsappearance of 660 billion pieces in the current baseline. With a 50-
cent increase, jconsumption in 2006 is expected to be 580 billion cigarettes, 12 percent less than
the level of cngarene disappearance expected in 2006 without the settlement.

Imn!icaﬁons; f'for Tobacco Producers
Decreases in 'éigarette 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.

i

A 25-cent increase 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. Sorne of the decline will be offset by the use of domestic tobacco for increased cigarette
production for export. Total flue-cured and burley marketmgs will likely fall 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, res'p‘ectively, by 2006.

Because of the relauvely high tobacco loan rates, decreases in flue-cured and burley use e will likely
lead to a small decrease in market prices, at least in the short term. Over the long run, support
prices will fall reﬂectmg the adjustment factors based on the 5-year moving average market price.
By 2006, average prices pmd 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 S0-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 cxgarette prices and by 8 percent assuming a SO-cent increase. Quota levels for burley
are estimated to fall by 7.5 percent for a 25-cent per pack increase and almost 10 percent for a 50-
cent per pack incrcase.

1
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Thj"‘éa Tobacco Program—A Summary and Update

Tom Capehan

Ab:.ldcl Most wobacco producuon in the United States has been under 4 price support-pro-
ducuon 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 are
summarized and more recent changes evaluated in this article.

Keywords: Tobacco, tbacco program, price supporl.

1930 to 1981

' The Federal Govemmenl has 0pcrated programs lo support
and stahilize tobacco prices since the early 1930°s. As a re-
sult, risks to growers from seasonal and cyclical price
changes have been lessened in the fuce of weather, produc-
tion. and use variations. ;

The Agricultural Adjustment Act of 1933 designated to-
bacco as a basic (storable) commeadity, and cash paymcnts
were made to tobacco. growers who restricted production
(1933.35). After the 1933 legislation was declared uncansti-

tutional, substitute legislation authorized payments for carry-

ing oul soil conservation practices (1936-37).

The Agricullural Act of 1938 authorized mark;:ling quolas,

——with a penalty for growers exceeding them, With two-thirds

or morc of tobacco growers voting approval of marketing
quotas for their kind of tobacco, growers received price sup-
port up 1o 75 percent of : parity. Parity price calcularions
used 1910-14 as the base period for most commodities. but
August 1919-July 1929 wns designated for tohacce.

Despue many leglslanve changes since 1938, the authority
to provide an adequate’ nnd balanced flow of tobacco
through the marketing quota continues. The program is

- available for all kinds of tobacco except shade-grown wrap-
per and Perique. Excluding the 1939 crops, roarketing quo-
tas have been approved and in effect since 1938 for each
crop of flue-cured, burley, and dark tobacco. Clgar binder
and Ohio filler crops fiist came under quotas in 1951. Price
supports have never applied to Pennsylvania filler and last
applicd 1o the Ms:yland';:'crop in 1965 and the Connccticut-
Massachusetts binder crop in 1983.

In QOctnber 1942, Cangress raised the support level to S0 per-
cent of parity, which continued through 1948, The Agricul-
tral Act of 1949 contintied the 90 percent parity level and
has been the authority for tobacco price support since 1950.

Because of sharply increasing price supports, an amend-
ment 1o the 1949 Act sct crop support prices for 1960 at
the previous year's level. The amendment also provided for
subsequent price support changes 10 be based on the aver-

'‘Economic Research Service, USDA

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 Government loan rate for any lot of
tobacco, an éligible grower may receive the lot's designated
loan rate less any overhead deduction to cover the foan as-
sociation's administrative costs. The tobacco is then wken
hy a coopcrative association. Under an agreement with the
Commodily 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 markel

prices, loan holdings, and the shares of particular grades re-
ceived under loan, The weighted average of various loan rates
must cqual the overall support level for each kind of tobaccu,

Lease and transfer of flue-cured tobacco was permitted
from -1962 10 1986 (leasing was discontinued in 1987, but

‘reinstaied anly for narural disasters beginning in 1988).

Acreage-poundage quotas for fluc-cured tobacco were im-
plemented in 1965. Lease and transfer of quotas and pound-
age quotas becane effective for burley in 1971, Producers
of fluc-cured and burley were allowed 0 sell an amount up
to 110 percent of their quota without penalty (changed to
103 percent in 1986), with marketings the following year (o
be reduced by the amount of any overmarketings,

An administrative rule in 1974 provided relief at congested
warehouses early in the marketing season Ly requiring cach
fluc-cured produccr, s a condition of eligibility for price
support, to designate in advance the warehouse desired for
selling. The warchouse had to be within 100 miles of the
county seat where the farrn was located.

1982 to 1985

Three laws were cnacted in 1982 and 1983 that substan-
tially changed the program. Their adoption was impelled by
a number of pressing concemns. Health groups and some
members of Congress were concerned that the U.S. Treas-
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 owncrs of tobacco quo-
tas did not grow tabacco. Still another concern was that
price supports were so high that U.S. tobacco was losing its
competitiveness in: world mackets.

The first law was termed the “No-Net-Cost Tobacca Pro-
gram Act of 1982." The law, mandated hy the 1981 Agri-
culture and Faad 'Act, required that to be cligible for price
support, producers; of all kinds of tobacco, beginning with
the 1982 crop, hdd (o contribute to 2 fund or pay asscss-
ments o an accoupt estzblished by the cooperative associa-
tion that makes Pederal support loans available to
producers. The funds are collected to cover potential losses
in opcrating the price support program.

‘The no-net-cast la was the first to authorize owners of
flue-cured allotments and quotas to scll these rights sepa-
rately from the fé’_i‘;ms to which the allotments were at-
tached. The allotfnents and quotas had to be sold to actual
active producers for use on other farms in the same county.
The Icgislation also required corporations, utilities. cduca- -
tionel and religioUs institutions, and other entitics owning -
tobacco allotments, but not significantly involved in farm-
ing, to sell their allotments or forfeit them.

The second law fioze 1983 tobacco supports at their 1982
levels. The law aulso permined the Secretary of Agriculure
w reduce burley ‘quotas as much as 10 pereent in any year.
if necessary, to control overproduction; previously, the
maximum reduction peemitted was S percent.

The third law made further changes in the tabacco pro-
gram, as follc;Ws;_'*,'.

« Flue-cured su'gt;:oons for-1984 were again [rozcn at the
1982 level. In:}984, the support price for burley and other
types was set S0 as not to narrow the normal price support
differential bétween them und fluc-cured, Procedures
were established for calculating supports for each kind of
tobacco in the future.

« Thelease an'd;'t:ﬁnsfcr of flue-cured tobacco quota was
abolished begfj.'_;ming in 1987.

- Imported tobatca, except for Oriental and cigar tobacco.
must be inspedied for grade and quality (o the cxiunt feasi-
ble. An amendment to the Food Security Act of 1985 re-
quired that imported tobacco be tested for pesticide
residues simildr to testing required for domestically
grown leaf. :

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

« The last pemi;ii_tcd,annbuncement date for flue-cured wbacco
quota was changed from December 1 to December 15.

32 Tobacco S&O/TBS-238/April 1997

1986 to 1987

Although three significant picces of legislation were en-
acted in 1982 and 1983, major prahlems sull existed in the
tobacco program. These problems were addressed by the
Consalidated Omnibus Budger Reconciliation Act 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 burley
and 1986 for flue-cured, the annual flue-cured and burley
price support was the level for the preceding year adjusted
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, bul
exclude costs of land, quota, risk, overhead, management,
marketing contributions or assessments, and other costs
not directly related to tobacco production. The Scerctary
can set the price support between 65 and 100 pereent of
the calculated adjusted change from the previous year.
The procedure for setting price supports for any kind of t¢
bacco ather than flue-cured and burley was unchanged.

o Flue-cured 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) the
amount of tobacco needed to attain a specified reserve
stock 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
1985 to 1993. (The limil was extended (o 1996 in sub--
sequent legislation.) '

« USDA’s discretion for sctting fluc-curcd and burlcy quo-
s is limited to not morc than 103 pereent or less than 97
percent of the amount determined by manufacturers’
needs and exports, and the reserve stock level.

« The amount of tluc-cured and burley tobacco that can be
marketed without penalty was reduced from 110 to0 103
percent of the farm marketing quota.

o The latest announcement date for marketing quotas for
any kind of tobacco, other than flue-cured and burley, w:
changed from February 1 1o Marck 1.

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

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

« Loan stocks of 1976-84 crops were sold at discount pric
over a S-year period for burley and 8 years for flue-curc

Economic Research Service, U¢



-

P
(95!\/"3.

L

. (3
The Agricultural Reconciliation Act of 1987 made further
changes in the tobaccoprogram. The most important
change permitted limitéd lease and transfer of fluc-cured to-
bacco quotas under di'_s';'nstcr conditions. The law also re-
duced cffective price i?pport levels in 1988 and 1989,

3

JU8R to 1994

i
The Drought Assistance Act of 1988 provided assistance to
(ubacco producers if tieir crop was lowered more than 35
"percent by drought, hail. excessive moisture, or related con-
ditions. The Disaster Assistance Act of 1989 provided pay-
ments if tobacco production was reduced more than 40)
percent because of damaging weather ar related conditions.
For producers who obtained crop insurance in 1989 under
the Federal Crop Insufance Act, disasier payments were
'available for losses exéceding 35 percent of expected pro-
duction with average Yields.

‘Three pieces of legislation affecting tobacco were cnacted

in November 1990. Urider the Omnibus Budget Reconcilia-
tion Act of 1990 for 1991-9S crap years, tobacco growers
and purchasers of tobacco under marketing quota will annu-
‘ally be assessed | percent of th on all
'marketings (0.5 percent cach for g P

The assessment is targeted 10 reduce die budget deficit. The
marketing assessment has been extended through 1998.

The Foed, Agriculture, Conservation, and Trade Act of
1990 included the fnl-_l';owing provisions:

« The Act authorizes the Secretary of Agriculture to invest
trust fund rcscrves;ﬁmm the imparted-tobacco inspection
account in insured, pr fully collateralized, interest bearing
accounts, or aulhoi{i,zf': the Secretary of the Treasury toin-
vest these funds in:U.S. Government debt instruments.
Fecs, charges. nndi_ié\terest earned from the investment of
such funds is added to the applicable appropriation ac-
count and availabl‘;"_‘qlwithout fiscal ycar limitation. Interest
camed is used to gffset imported (obacco inspection fees.”

The Farm Poundage Quota Revisions Act of 1990 was de-
signed to increasc utilization of burley quota. Major (ea-
tures of the law are: *: '

. The sales of burley'tobacco quota within counties was per-
mitted beginning With the 1991 crop year. The buyer tnust
be an active burley:grower and the purchase is annually
limitcd to no mor¢'than 30 percent of the existing quota of
the buyer's furm, of 20,000 pounds, whichever is greater.
Sales of poundage quotas have been permitted for fluce
cured tobuceo singé 1982.

« A farm thar pur@g,gg quota is nol permilled Lo sell any

tobacco acreage permitted on a receiving farm cannot ex-
ceed 50 percent of the cropland in the farm.

Economic Research Service, USDA

« Quota holders are required (0 lease, or atempt 10 grow,
their quotn 2 out of 3 years or forfeit the quota. This re-
places the 1- out of S-yeur plau.

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

. The amount that could be leased to a receiving farm was
increased fram 15,000 w 30,000 pounds, thereby permit-
ting individual farms to lease in the larger amount.

o Lcasc and transfer across county lines was authorized in
Tennessce. Tennessec burley producers approved such
transfer in a Statewide refercndum in January 1991.

In December 1991, legislation was enacted to correet techais
cal errors 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 plants. Another
provision permits lcase and transfer of burley quota across
county lines in Virgtnia. However, growers did not approve
Statc lcasc and transfer in a Statewide referendum. Finally,
the Tobacco Adjustment Act of 1983 was amended to ex-
empt reporting requirements for tohacco used in cigars,
pipes, and chewing tobacco and snuff in retail packages.

In Octlober 1992, an amendment to the Agricultural Adjust-
ment Act of 1938 required that sale or lease of allouments
between farms by producers of fire-cured, dark air-cured,
and Virginia sun-cured tobacco be approved on an acre-for-
acre basis. Previously, the law required a reduction in the al-
lorment rransferred when the normal yield for the farm
getting the 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. 103-66) contained a provision that required U.S, .
manufactured cigarettes to contain at least 75 percent do- )
mestically grown tobacco during cach calendar year,

whether for domestic consumption or cxport. Penaltics

were assessed manufacturers that exceeded the maximum al-
lowed foreign content. The limit and penalties conld be waived
during nalural disasters or because of low reserve stocks.

In addition to the minimum content requirement, the
OBRA of 1993 legislation imposes budget-deficit and no-
nct-cost asscssments 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 (o
the combined rates of fees collected from producers and
purchasers of 1J.S.-grown flue-cured and burley 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 cqual W 1 poreent of the average price sup-
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port since 1991 to hélp reduce the Federal budget deficit.
The ncw budget dcﬂt;%ir assessment on imperters applics to
the 1994-9% crops aBidl applies to all tobacco imported. in-
cluding Oriental. Failure to remit the budget deficit fce will
result in a penalty cqlial to 37.5 percent of the sum of the
average price of flueicured and burley tobacco for the im-
inediately preceding year on the quantity of tobacco on
which the failure occurs.

The no-net-cost assessments cover projected losses in oper-
ating the tobacco prite-support program. U.S. flue-cured
and burley growersHave paid no-net-cost fees since 1982,
while purchasers have paid fees on U.S.-grown tobacca
since 198G. Beginning in 1994, no-net-cost asscssments are
being levied on importers of flue-curcd and burley tobacca.
Noncompliance by ‘importcrs (O NO-NEL-COSE assessments re-
sults in a penalty eqyial to the average price of the tabacco
involved for the préceding year times the quantity of to-
bacco which the fa'd}lrc occurs.

The new act cx(end‘éd to 1996 4 provision in previous law
(hat limited the reduction in the national marketing quota
for fluc-cured and burley tobacco to no more than 10 per-
cent of the amount’of each quota in the preceding year.
When determining;the marketing quota for the 1995 and
1996 crop years, tli§_Secr¢lary of Agriculture can waive the
10 percent quota reduction limit if loan stocks excecd 150
percent of the resef?c stock level.

199S to Present

Presidcat Clinton proclaimed a tariff-rate quota (TRQ). ef-
fective September:13, 1995, for certain imported tobacco,
primarily flue-cured and burley. The proclamation also
eliminated dutics on cigar wrapper, binder, filler, and Orien-
tal tobacco. The TRQ replaced the domestic content rule
(OBRA) of 1993, Wwhich was determined to be inconsistent
with the General Agreement on Tariffs and Trade (GATT).

GATT implementing legislation contained provisions end-
ing the domestic cdntent provisions once the President pro-
claimed a TRQ on certain types of tobaccos. The TRQ is
the result of negoﬁ'ffﬁons which conform to existing GATT
requirements. Negotiations with supplier countries estab-
liched a tariff-rate quota for imported flue-cured and burley
tobacco as GA'ITE/WTO-consistcnl alternative.

The TRQ places limitations on the quantitics imported for
consumption. Because of supcrseding agrecments, Canada.
Mcxico, and Isracliare not included under the quantitalive
restictions. Imparts above quota levels are subject to a 350-
percent ad valoremn duty. However, most of the duty may

24 Tnharco SAOMBS-238/A00l 1997

be refunded if the same tobacco imported is used to manu- -
facture clgarcites that are exported. Imports under nine har-
monized tariff subhcadings during the period September 13
to September 12 of any year are limited to the following

quantities:
Milion pounds
{declared weight)

Argentina’ 26.5
Brazil 176.8
Chile , 6.1
Guatemala' 19.6
EUV-15 220
Malawi 265
Philipplnes 8.8
Thaitland 154
Zimbabwe 265
Other 6.6
Tolal 3326

Summary and Conclusions

Many changes have been made to the Federal tobacco price
support production control program—especially during the
last 1S years. Changes have heen made to increasc the u.s.
competitive pasition in world markets and significanlly
lower potential taxpayer costs [or operating the program.
Even though taxpayer costs are relatively small, the associa-
lion batween use of tobacco products and various diseases
has spawned he introduction in Congress of scveral bills to
climinate the pricc support program.

The implementation of the rariff-ratc quota has brought the
United States in line with the GATT/Uruguay Round ac-
cord. Tmperts have increased under the less restrictive TRQ
and are expected to continue at higher levels than were un-
der the domestic content rule. However, U.S. growers may
benefit from Increascd cxports of leaf, and cigarctte compa-
nies will not have the incentive to mave production off-
shore that existed under the domestic content nile.

VArgentina’s quota will decline 10 24.3 million pounds on Scptember |
1998 and to 23.7 million pounds on September 13. 1999.

2Guatemala's quota Will increase unnually beginning September 13, 1996
19.6 miltion, 20.4 million. 21.2 million, and 22 million pounds by Septemt
13.1999. -

Economic Research Service, US
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ANALYSIS OF §. 1415 - UNIVERSAL TOBACCO SETTLEMENT ACT

A bill (S.1415) entitled “Universal Tobacco Settlement Act” was introduced on November
7, 1997 “to reform and restructure the processes by which tobacco products are manufectured,
marketed, and distributed; to prevent the use of tobacco products by minors: to redress the
adverse health effects 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 pric_:es, $.1415 would place additional prohibitions on
advertising, 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.
1consumption would decline by about 50 billion cigarettes solely because of the settlement costs.
'A decline of this magnitude would drop both flue-cured and burley quotas by about 50 million
pounds below baseline levels annually by 2006. Lost income to flue-cured and burléy producers
would total around $180 million annually. In addition, quota owners would lose about $40
million, warehouse operators might lose $8 million and other input suppliers and hired farm
workers could lose $50 million or more in income annually.

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 Qould remain intact. Price supports, quota levels, and assessments would be ca_lculated
the same as they are now. However, begmmng 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 amount by which
quota falls 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 funds earmarked specifically for tobacco farmers, 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 sufficient to cover tobacco program costs, as calculated ennually by
the 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 decline 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 farm
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 individuals, including Senator Helms, and 2)
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" finding an agreeable procedure for getting flue~cured tobacco quota transferred to actual
producers. We also understand that the burley tobacco leadership will basically push for the
“Ford Bill”.

Based on a conversation with personnel at the Flue-Cured Tobacco Cooperative
' Stabilization Corporation on March 12, they, along with the burley tobacco leadership, plan to
meet with Senator Ford’s staff on March 16 to review their recommendations for the farm
' component of the Tobacco Settlement. If recommendations are delivered to Senator Ford’s

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

language.
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Thé Tobacco Program—A Summary and Update

by

Tom Capehant

Abstract- Most wobacco production in the United States has been under a4 price support-pro-
ducuon control program since the early 1930's. A number of changes have been made in the

progra_gn. especially during the last 15 years. Changes in the program from the early 1930's are
summarized and more recent changes evaluated in this article.

Ke_yu)(;r_ds': Tobacco, Wwbacco program, price support.

1930 to 1981

The Federal Govemmcnl has operared programs to support
and stahilize tohacco prices since the early 1930°s. As a rc-
sulg, risks to growers from scasonal and cyclical price
changes have been lcssef\ed_ in the facc of weather, produc-
tion. and use vananons

The Agricultural Adjust.ment Act of 1933 designated to-
bacco as a basic (storablc) commodity, and cash payments
were made (o tobacco. growers who restricted production:
(1933.35). After the 1933 legislation was declared uncansti-

tutional, substitute legislation authorized payments for carry-

ing out soil consewatio_nf_ practices (1936-37).

The Agriculural Act of 1938 authorized mark;:ting quolas,

——with a penalty for growers exceeding them. With two-thirds

or morc of tobacco growers voting approval of markcting
quotas for their kind of tobacco, growers received price sup-
port up 10 75 percent of ipanty Parity price calcularions
used 1910-14 as the base peciod for most commodities, but
August 1919-July 1929 tuas designated for tobacco.

Despite many legtsl,auvg_ changes since 1938, the authority
10 provide an adequate and balanced flow of tobacco
through the marketing qpiota continues. The program is

- available for all kinds of tobacco except shade-grown wrap-
per and Perique. Excluding the 1939 crops, macketing quo-
tas have been approved pnd in effect since 1938 for each
crop of flue-cured, burle.y. and dark tobacco. Clgar binder
and Ohio filler crops ﬁrit came under quotas in 1951. Price
supports have never applied to Pennsylvania filler and last
applicd to the Maryland: ‘crop in 1965 and the Connccticut-
Massachusetts binder crop in 1983.

. 7 -
In QOctober 1942, Congress raised the support fevel to 90 per-
cent of parity, which continued through 1948. The Agricul-
-tural Act of 1949 contmucd the 9) perceat parity level and
has been the authonty for tobacco price support since 1950.

Because of sharply i mcrcasmg price supports, an amend-
ment to the 1949 Act sct crop support prices for 1960 at

' the previous year's level. The amendment also provided for
subsequent price support changes 1o be based on the aver-
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‘reinstaied only for natural disasters beginning in 1988).

age parity mdex for the 3 previous calendar years c.umpared
with 1959 indexes.

Under the loan program, a suppnrt price (loan ratc) is estab-
lished for each grade of tobacco. If the buyers are not will-
ing to bid above the Government loan rare for any lot of
tobacco, an éligible grower may receive the lot's designated
loan rate less any overhead deduction to cover the loan as-
sociation's administrative costs. The tobacco is then wken
by a cooperative association. Under an agreement with the
Commodily 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 rends in market
prices, loan holdings, and the shares of particular grades re-
ceived under loan. The weighted averuge of various loan rates
must cqual 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

Acreage-poundage quotas for fluc-cured tobacco were im-
plemented in 1965. Lease and transfer of quotas and pound-
age quotas becane effective for burley in 1971, Producers
of flue~cured and burley were allowed 10 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 avermarketings.

An gdministrative rulc in 1974 pravided relief at congested
warchouses early in the marketing season by requiring each
fluc-cured produccr, s a condition of eligibility for price
support, to designate in advance the warehouse desired for
selling. The warchousc had to be within 100 miles of the
county seat where the farm was located.

1982 to 1985

Three laws were cnacted 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. Treas-
ury made outlays on a commaodity 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 tgbacco. Still another concern was that
price supports weft so high that U.S. tobacco was losing its
competitiveness in' world mackets.

The first law was {crmed the “No-Net-Cost Tobacca Pro-
gram Act of 1982.0" The law, mandated hy the 1981 Agri-
culture and Faad ‘Act, required that to be cligible for price
support, producers; of all kinds of tobacco, beginning with
the 1982 crop, had (o contribute to a fund or pay asscss-
'ments to an accoyipt establishcd by the cooperative associa-
tion that makes Federal support loans avaifablc to
producers. The furids are collected to cover potential losses
in opcrating the price support program.

"The no-net-cast lalv was the first 1o authorize owners of
flue-cured allouments and quotas to scll these rights sepa-
rately from the fagms to which the allotments were at-
tached. The allotfents and quotas had to be sold to actual
active producers for use on other farms in the same county.
The lcgislation also required corporations, utilities, cduca- -
tional and religioUs institutions, and other entitics owning -
tobacco allotments, but not significantly involved in farm-
ing, to sell their atlouments or forfeit them.

The sccond law ftoze 1983 tobacco supports st their 1982
levels. The law also permined the Secretary of Agriculture
to reduce burley quotas as much as 10 percent in any year.
if necessary, (o control overproduction; previously, the
maximum reducﬁ?n permitied was 5 percent.

The third law made further changes in (he tobacco pro-
gram, as follows::

« Flue-cured supports for 1984 were again frozcn at the
1982 level. In}984, the support price for burley and other
types was set 59 as not to narrow the normal price support
differcntial beétween them und flue-cured. Procedures
were established for calculating supports for each kind of
tobacco in the future.

o Thelease an(transfcr of fluecured tobacco quota was
abolished begf;}ning in 1987.

. Imported tobaéco, except for Oriental and cigar tobacco.
must be insp{g_;;cd for grade and qualily (o the cxlent feasi-
ble. An amendment 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 luw required forfeiture of any flue-
cured quotas assigned to a farm on which tobacco had not
been plantcd (or considered planted) during at least 2 of
the 3 prcviou';s}ycars.

; The iast pernﬁited,annbunwnent date for fluecured wobacco
quota was changed from December 1 (o December 15.
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1986 to 1987

Although three significant picces of legislation were en-
acted in 1982 and 1983, major prohlems &till existed in the
tobacco program. “These problems were addressed by the
Consalidated Omnibus Budget Reconciliation Act of 1985.
The Act, enacted in April 19806, affected the tobacco con-
trol programs as follows:

« Beginning in 1987, after being lowered in 1985 for burley
and 1986 for flue-cured, the annual flue-cured and burley
price support was the-level for the preceding year adjustec
by changes in the S-year moving average of prices (two-
thirds weight) and in the cost of production index (one-
third weight). Costs includc 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 Secrctary
can sct the price support between 65 and 100 pereent of
the calculated adjusted change from the previous year.
The procedure for setting price supports for any kind of «
bacco ather than flue-cured and burley was unchanged.

o Flue-cured and burley quotas are now based on 1) in-
tended purchases by cigarciic manufacturers, 2) average
annual exports for the 3 preceding years, and 3) the
amount of tobacco needed to attain a specified reserve
stock 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
1985 to 1993. (The limit was extended (o 1996 in sub--
sequent legislation.) '

« USDA's discretion for sctting fluc-curcd and burley quo
s is limited to not morc than 103 percent or less than 9
percent of the arount detcrmined by manufacturers’
needs and exports, and the reserve stock level.

« The amount of flue-cured and burley tobacco that can be

marketed without penalty was reduced from 10 to 103
percent of the farm marketing quota.

« The latest announcement date for marketing quotas for
uny kind of tobacco, other than flue~cured and burley, »
changed from February 1 to Marckh 1. '

o Cigarette manufacturers are required to submit cstimnate
to USDA of their flue-cured and burley purchases for t:
upcoming marketing year 15 days before the quata 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 assoclations as producers, to the
extent practicable.

« Loan stocks of 1976-84 crops were sold at discount pri:
over a S-year period for burley and 8 years for flue-cur.

Economic Research Service, U.
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The Agricultural Recoqenllauon Act of 1987 made further
changes in the tobacco program. The most important
change permitted limitdd lease and transfer of fluc-cured to-
bacco quotas under dusnstcr conditions. The law also re-
duccd cffective price duppon levels in 1988 and 1989.

.7

1988 to 1994 i

The Drought AsﬂSlanC‘p Act of 1988 provided assistance to
lbacco producers if their crop was lowered morc than 35

“percent by drough, hnql excessive moisture, or related con-

ditions. The Disaster i\sslstancc Act of 1989 provided pay-
ments if tobacco producuon was reduced more than 4()
percent because of dMagmg weather ar related conditions.
For producers who o "uuned crop insurance in 1989 under
the Federal Crop Insufpnce Act, disaster payments were

available for losses exgeeding 35 percent of expected pro-
duction with avcragc elds.

i
Three pieces of legxsla’uon affecting tobacco were cnacted
in November 1990. Unlder the Omnibus Budget Reconcilia-
tion Act of 1990 for i 1-9§ crap years, tobacco growers
and purchasers of tobacco ‘under maﬂcenn p will annu-
Fational loan raEon al

ETOWELS and purc &scrs@
The assessment is targeted 10 reduce tie _lgcjgg,dcﬁm[ The
marketing, nssessmcnf as been extended through 1998.

The Food, Agnculture, Conservation, and Trade Act of
1990 included the fnll(:wmg provisions:

« The Act authorizes. the Secretary of Agriculture 0 invest
trust fund reserves. frnm the imparted-tobacco inspection
account in insured; br fully collateralized, interest bearing
accounts, or aulhoi‘;ze the Secretary of the Treasury ta in-
vest these funds in'U1.S. Government debt instruments.
Fecs, charges. and Ihterest earned from the investment of
such funds is addcd to the applicable appropriation ac-
count and avallabl'_‘ without fiscal ycar limitation. Interest
camed is used to offset imported tobacco inspection fees.

The Farm Poundage} uota Revisions Act of 1990 was de-

signed to increase utill zation of burley quota. Major [ea-

tures of the law are: (

« The sales of hurlej-j'-t'qbacco quota within counties was per-
mitted beginning With the 1991 crop year. The buyer nust
be an active burleyigrower and the purchase is annually
limited to no moreihan 30 percent of the exisling quota of
the buyer’s farm, o} 20,000 pounds, whichcver is greater.
Sales of poundage fuotas have been permitted for fluc-
cured tobacco smcé 1982.

« A farm rthar pur%s quota is not permilled (o sell any
‘quota within 3 years of the lust year of purchase. The totai
tobacco acreage permitted on a receiving farm cannot ex-
ceed 50 pereent of the cropland in the farm.

Economic Research Seérvice, USDA

« Quota holders are required w lease, or atempt 1o grow,

their quots 2 out of 3 years or forfeit the quota. This re-
places the 1- out of S-ycur plan.

« Divisions of farm quota cannot be less than 1,000 pounds
(cxcept when the division is among tamily members or
pursuant to probate proceedings).

. The amount that could be leased to a receiving farm was
inereased from 15,000 w 30,000 pounds, thereby permit-
ting individual farms to leasc in the larger amount.

o Lcasc and transfer across county lines was authorized in
Tennessce. Tennessec burley produccrs approved such
transfer in a Statewide referendum in January 1991.

In December 1991, Iegislation was enacted to correct techni-
cal errors 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 plants. Another
provision permits lcasc and transfer of burley quow across
county lines in Virginia. However, growers did not approve
State lcasc and transfer in a Statewide referendum. Finally,
the Tobacco Adjustment Act of 1983 was amended to ex-
empt reporting requirements for tabacco used in cigars,
pipes, and chewing tobacco and snuff in retail packages.

In Oclober 1992, an amendment to the Agricultural Adjust-
ment Act of 1938 required thaf sale or leasc of allotments
between farms by producers of fire-cured, dark air-cured,
and Virginia sun-cured tobacco be approved on an acre-for-
acre basis. Previously, the law required a reduction in the al-
lorment rransferred when the normal yield for the farm
getting the 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. 103-66) contained a provision that required U.S, _
manufactured cigarettes to contain at least 75 percent do- )
mestically grown tobacco during cach calendar year,
whether {or domestic consumption or export. Penaltics

were asscssed manufacturers that exceeded the maximum al-
lowed forcign content, The limir and penalries conld be waived
during natural disasters or because of low reserve stocks,

In addition to the miwmmeng the
OBRA of 1993 legislation imposes budget-deficit and no-
nct-cost asscssments 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 o
the combined rates of fees collected from producers and
purchasers of 1J.S.-grown flue-cured and burley leaf. Also,
fees for inspecting ail imported tobacco will be comparable
with fees and charges fixed and collected for services pro-

vided in conncction with tobacco produced in the United
States.

U.S. growers and purchasers of domestic leaf have paid spe-
cial assessments cqual 0 1 percent uf the gverage price sup-
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port since 1991 io%p reduce the Foderal budget deficit.

The ncw budget defffir assessment on importers applies to
the 1994-98 crops afiHl applies to all' tobacco imported. {n-
cluding Oriental. Faffurc to remit the budget deficit fee will
result in 2 penalty cilal to 37.5 percent of the sum of the
average price of flusdcured and burley tobacco for the im-
incdiately preceding: year on the quantity of tobacco on
which the failure oéb!{'zrs.

The no-net-cost assegsments cover prajected losses in oper-
ating the tohacco pripe-support program. U.S. flue-cured
and burley growers Have paid no-net-cost fees since 1982,
while purchasers have paid fees on U.S.-grown tobacco
since 198G. Beginning in 1994, no-net-cost asscssments are
being levied on imﬁE:ters of flue-curcd and burley tobacco.

. Noncomplignce by ifnporters 10 no-net-cost assessments re-

sults in a penalty eqpal to the average price of the tabacco
involved for the-préjé("cding year times the quantity of to-
bacco which the f urc occurs. .

T

The new act ex(en,djéd to 1996 4 provision in previous law
(hat limited the reduction in the national marketing quota
for fluc-cured and biirlcy tobacco to fio more than 10 per-
cent of the amountof each quota in the preceding year.
When determiningithe marketing quota for the 199S and
1996 crop ycars, th¢ Secretacy of Agriculture can waive the
10 percent quota reduction limit if loan stocks excecd 150
percent of the resch‘,{c_ stock level.

1995 to Present |

President Clinton proclaimed a tariff;rate quota (T RQ). ef-
fective September:13, 1995, for certain imported tobacco,
primarily fiue-curéd and burley. The proclumation also
climinated duties on cigar wrapper, binder, filler, and Orien
tal tobacco. The TRQ replaced the domestic content rule
(OBRA) of 1993, Which was dctennined to be inconsistent
with the General Agreement on Tariffs and Trade (GATD).
GATT implemen_t:égg legislation contained provisions end-
ing the domestic cdntent provisions once the President pro-
claimed 2 TRQ on certain types of tobaccos, The TRQ is
the result of negotihtions which conform to existing GATT
requirements. Ncg”cu(_iatiom: with supplier countries estab-
lished a tariff-rate quotu for imported flue-cured and burley
wobacco as a GATE/WTO-consistent alternative.

“d
The TRQ places limitations on the quantitics imported for
consumption. Bcc:';xiuse of supcrseding agrecments, Canada.
Mcxico, and Isracliare not included under the quantitative
restrictions. Imparts above quota levels are subject to a 350-
percent ad valorefii duty. However, most of the duty may

a4 Tehanco SAO/MBS-238/Aorl 1997

be refunded if the same tobacco imported is used to manu- -
facture clgarcties that are exported. Imports under nine har-

monized tariff subhcadings during the period September 13

1o September 12 of any year are limited to the following

quantities:
Million pounds
(declared weight)

Argentina’ 26.5
Brazil 176.8
Chile , 6.1
Guatemala® 19.6
EV-15 220
Matawl 26.8
Philippines 88
Thailand 15.4
Zimbabwe 26.5
Other 6.6
Tolai 3326

Summary and COnclusibns

Many changes have been made to the Federal tobacco price
support production control program—especially during the
last IS years. Changes have been made to increasc the U.S.
competitive pasition in world markets and significantly
lower potential taxpayer costs for operating the program.
Even though taxpayer costs are relatively small, the associo
tion between use of tobacco products and various diseases
has spawned the introduction in Congress of scveral bills «
climinate the price support program.

The implementation of the tariff-ratc quota has brought the
United States in line with the GATT/Uruguay Round ac-
cord. Tmports have increased under the less restrictive TR(
and are expected to continue at higher levels than were un:
der the domestic content rule. However, U.S. growers ma)
benefit from increased cxports of leaf, and cigarcite comp:
nies will not have the incentive to mave production off-
shore that existed under the domestic. content rule.

'Argentina’s quota will decline to 24.3 million pounds on Scpember
1998 and to 23.7 millian pounds on September 13. 1999.

3Guatemala's quota will increase unnually beginaing Scptembes 13,19
19.6 million. 20.4 milliou. 21.2 million, and 22 million pounds by Seplen
13, 1999.
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