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Higher Prices, Consumption, and Farm Impact 

The tobacco settlement bills contain several measures designed to decrease 
consumption of tobacco products in the United States. Among the most prominent of 
these are proposals for substantial increases in the price of tobacco produas (either 
through manufacturer payments or higher excise taxes), which are designed to finance 
other anti-OTioking eflForts and health care provisions in the proposal. Price increases have 
a direct impact on consumption, and consequently, can be used to estimate changes in the 
domestic demand for U.S.-grown tobacco, its produaion, and form income. Other 

CRS Reports are prepared for Members and committees of Congress 
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provisions in the settlement designed to reduce and prevent consumption (e.g., age and 
advertising restrictions) are less easy to quantify. 

Analysis of consumer price behavior has been done to determine a price-elasticity of 
demand for cigarettes in order to preditt likely consumption declines over the short term. 
For a pack of cigarettes, analysts estimate each 1% increase in price caiises a decline of 
four-tenths of 1 percent in purchases (or, an elasticity of demand of minus 0.4).' This 
consumption decrease must be adjusted to detennine the effect on farmers because U.S. 
cigarene manufacturers use both domestic and imponed tobacco, and because a sizable 
quantity (33%) of U.S.-manufactured cigarettes is exponed, and the expon market is a 
large outlet for unmanufactured leaf tobacco (35%). Foreign sales for cigarenes and leaf 
tobacco may not be affected at all by the settlement, except thai expon marketing effons 
could intensify. 

According to numerous observers, the original tobacco settlement proposal of June 
20,1997, specifyir̂  manufecmrer paymems amounting to $368.5 billion over the next 25 
years, could cause cigarette prices to rise by about $0.60 per pack. Using $2.00 per pack 
as the average retail price, a $0.60 price hike amounts to a 30% increase. Some policy 
ofBdals advocate a price hike of $1.50 in order to achieve a greater consumption decline 
among teenagers and chadren. If the price of cigarenes goes up by $1.50 per pack, 
because of higher excise taxes or some other mechanism, this would amount to a 75% 
price increase. Using the demand elasticity value of -0.4, a 30% price increase could 
reduce overall consumption by 12% (0.4*30%=12%), and a 75% price increase could 
reduce consumption by 30% (0.4*75%=30%). 

If cigarette consumption declines by 12% or even 30%, what would be the impact on 
domestic tobacco production? In 1996, about 58% of the tobacco in U.S.-manufaaured 
cigarettes was domestic leaf and 42% was foreign leaf Funhennore, nearly 65% of the 
U.S.-manufactured cigarettes were consumed in the United States and the reinainder 
exponed. Since, there are no provisions in the settlement that directly impact on cigarene 
or leaf expons, and excise taxes are not applied to expons, the export market is held 
constant for purposes of this analysis.' Therefore, a 1% reduction in U.S. cigarette 
consumption translates into a 0.38% reduction in the use of domestic leaf 
(1%*58%*65%=0.38%). So. if consumption declined 12%. other things being equal, the 
use of domestic leaf tobacco could be expected to decline by about 4.5% (12%*0.38%). 
Likewise, if consumption declined 30%, the use of domestic tobacco could decline by 
about 11.4% (30%*0.38%). 

According to data from the U.S. Department of Agriculture (USDA), tobacco 
production has averaged about 1.526 billion pounds over the five-year period between 
1993 and 1997. A 4.5% decline in output from the 5-year average, due to a $0.60 price 

' For a more thorough examination of how the senlement might affea cigarette prices and how a 
price increase could impact consumption, see CRS Report 97-995 £ The Proposed Tobacco 
Settlement: Effects on Prices, Smoking Behavior, and Income Distribution. 

^According lO USDA data, cig3rette expoxrs have shown a strOTtg upward trend, increasing from 
100 billion pieces in 1988 to an estimated 240 biUioa pieces in 1997. Tobacco leaf exports have 
averaged 582 million pounds over the past 10 years, ranging 10% above and below this average, 
but showing a relatively flat trend. 
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increase, would amount to nearly 70 million pounds. A 11.4% decline, due to a $1.50 
price increase, would amoimt to nearly 175 million potmds. 

Production cutbacks of this magnitude, while sizable, are not outside the range of 
recent experiences. From 1981, a recent peak production year, to 1997, ferm output of 
tobacco declined about 20%. For 1998, the basic marketing quotas stipulated under the 
federal tobacco support program have been reduced by 16.5% for flue-cured tobacco and 
9% for burley tobacco. A tobacco marketing quota is the quantity of tobacco a farm is 
allowed to market each year. Through marketing quotas, U.S, production is constrained 
and prices are therdjy held higher than would be the case if farmers were free to harvest 
and sell as much as they wanted. 

Calculating Farmer Compensation 

Tobacco prices have been supported and stabilized by the federal government's 
commodity support program since the 1930s. The tobacco program operates through a 
combination of marketing quotas, which limit supplies, and no-net-cost tobacco loans, 
which help to balance marketings with demand.' The high stable prices created by the 
tobacco program raise ferm inonnes above what they would be otherwise. As it might be 
expected, the economic benefits of the tobacco price support program have been 
capitalized into land values and mark^g quota rents. The holders of the 336,000 quotas 
likely will realize a loss in net worth under a tobacco settlement. A rough estimate is that 
63% of the quotas are held by absentee landlords whose rental income could decline. 
Likewise, under the assumptions made here, all of the roughly 124,000 tobacco farm 
operators (ov*mers and lessees) would be expected to suffer a decline in sales revenues. 

How much of a decrease in net worth or rent wouJd likely result from a $0.60 or 
$ 1.50 per padc dgarette price inaease? In Kentucky, a sizable proportion of the tobacco 
quotas are leased and transferred to another farm for a production season. Survey data 
indicate an average lease-and-transfer price of $.42 per pound for burley marketing quota 
over the past 5 years.* One way to estimate the loss to farm owners from declining quota 

^A more oamplas e:iq>laDatioQ of the federal tobacco suppon program is available in CRS Report 
95-129 ENR, Tobacco Price Support: Art Overview of the ProScan. Tobacco marketing quotas 
are assigned to &nns that have a history of tobacco producn<m. The owners of these ferms arc 
characterized as holders of quota m this report. 

'This average is calculated from survey data collected and published annually by William Snell, 
Dq)amnent of Agricultural Economics, University of Kentucky. Data are not available on quota 
sales prices in North Carolina, but experts in North Carohna and the U.S. Dq)artment of 
Agriculture agree that $1.87 may not be fax off. The holders of buriey tobacco marketing quota 
are allowed to lease the quota to other tobacco growers, who thai transfer the quota and produce 
on their own land. Ccmsequendy, there is an active lease-and-tiansfer maricet for burley quotas. 
Unlike burley, flue-cured niaikedng quotas cannot be leased and transferretL Rather, ferms with 
fhie-cured quota are leased and the program participant records reconstituted so that production 
can be located anywhere on the combined properties. While there is an active tobacco feim-lease 
marka in North Carolina, lease rate data are not coUeaed. However, experts believe that the $0.42 
per pound average for burley in Kentucky is a reascnable estimate for average flue-cured lease 
rates in North Carolina. Two simultaneous but opposing circumstances are pushing sale prices 

(continued...) 
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is to calculate the present value of foregone future quota rent. Because a dollar today is 
worth more than a dollar next year, fiiture earnings must be discounted. The discount rate 
chosen for the analysis should adjust for inflation, account for risk, and consider whether 
the returns are pre- or post-tax. If it is assumed that interest rates will continue at current 
levels and tobacco quotas will earn annual rental income long into, the future of $0.42 per 

• pound, but because of a risk that tobacco suppon might be eliminated or quota levels 
might decline these expected earnings could be discounted by 10% or higher. Assuming 
a 10% discount rate over 25 years, the present value is $3.81 per pound. In contrast, if 
the fiiture earning potential of tobacco quota is viewed as highly secure, comparable to a 
U.S. Treasury note or a bank certificate of deposit yielding 5%, then the present value is 
$5.92 per pound. However, it is not hkely that any farm product would approach the T-
bill rate — if only due to risks of weather and disease. 

If tobacco quota is vahied at $3.81 per pound, a decline of 70 million pounds due to 
a $0.60 per pack price increase means lost quota value of $266.7 million. Likewise if 
cigarette prices go up $1.50 per pack, the 175 million pound decline in demand means lost 
quota value of $666.75 million. If tobacco quota is valued at $5.92 per pound, then the 
losses could amount to $414.4 miUion or $1,036 billion for cigarette price increases of 
$0.60 or $1.50 respeaively. 

Another way to judge the value of tobacco quota is to examine the price at which 
quota is sold. Again, data from Kentucky indicate the average sale price for burley quota 
over the past 5 years was $1.87 per pound. It is arguable whether the sale price average 
of $1.87 per pound represents an accurate measure of quota values, since only about 1% 
of the buriey tobacco quota is sold annually. Certainly, if a pound of burley quota brings 
in $0.42 in annual rent, it might be expeaed to sell for a higher price. A financial analyst 
could conclude that the combination of a sales price of $1.87 with a rental rate of $0.42 
per year implies an expeaed 7-year life for the investment at a discount rate of 10%. In 
other words, the data imply that there are large short-term rewards from growing tobacco, 
but a high risk is perceived about the longevity of the income. 

If all quota losses from the tobacco settlement are valued at $1.87 per potmd, then 
a 4.5% reduction (70 million pounds) could eliminate about $130 million from the net 
worth of tobacco quota holders. If tobacco quota is reduced 11.4%, then the net worth 
of quota holders could be reduced by about $327 miUion. 

The preceding calcularions demonstrate a wide range in estimated tobacco quota 
vabes and the losses that might be incurred from a tobacco settlanent. The result depends 
upon the discount rate used to determine the present value of future rental income and the 
anticipated life of the income stream. Furthermore, consumption decreases are based only 
upon a price elasticity of demand estimate, and do not include other fartors that could 
affea the consumption of tobacco produas. 

*(...continued) 
down and lease prices tip. First, there is substantial uncertainty about the laig-term survival of the 
tobacco price suppon program in the face of growing public pressures and rrajilarions against 
smokir̂ . As such, buyws of tobacco quota are discounting the expected life of this asset. Second, 
the quota iisdf has beai declining, so formers with invesmienis in tobacco equipment and facilities 
have bid-up annual lease prices in an effort to maintain their econcMnies of size. 



M A R - 1 7 - 9 8 1 2 = 2 B FROM= 1 ° = 

CRS-5 

Community Impacts 

Certainly, tobacco fanning is an important part of the agricultural economy of the 
re©ons whwe production is concentrated, as the following USDA data ̂ ow. Flue-cured 
tobacco production is centered in North Carolina. Burley production is centered in 
Kentucky. These two states accoimt for 65% of total tobacco production. The 
suiTOunding states of Tennessee, Virginia, South Carolina, and Georgia produce 26%. In 
1997, some 124,000 tobacco firms harvested 795,000 acres, with a yield averaging 2,069 
pounds per acre. This total crop of 1.65 biUion poimds could have a farm value of about 
$3 tnlfion once the seasons marketing receipts are tabulated. In North Carolina, tobacco 
cash receipts accoimt for neariy 32% of total crop receipts and neariy 14% of total crop 
and livestock receipts. In Kentucky, tobacco receipts account for neariy 42% of crop 
receipts and nearly 22% of total crop and livestock receipts. 

The agnificance of tobacco to local economies is summarized in a USDA report titled 
Tobacco DoUars and Jobs.* On the national level, if there were no domestic tobacco 
constimption, total enqiloyment would actually increase because the money now spent on 
tobacco products would be ̂ jenl on more labor-dependent items. But direa employmem 
in tobacco farming would decline by 79,000 jobs. The areas most adversely imparted by 
reduced tobacco production would be the isolated rural commimities throughout 
Keoiudcy, the Virginia-Tennessee, and Virginia-North Carolina borders, the coastal plain 
of the Carolinas, Georgia, and northern Florida. In 1992, 311 counties had tobacco sales 
of more than $1 miUion. In 43 of these coimties, tobacco receipts exceeded 10% of local 
earnings (with 8 counties in the 20-30% range, and 1 county reaching 55%). 

Tobacco quota holders and ferm lessees are obviously identifiable as economic losers 
if their rental incomes and sales revenues decline. But the impart may spread to the entire 
community if farm and personal consumption expenditures decline. Local property tax 
revenues might decline due to dechning property values. This could then impact on 
community services. It is beyond the scope of this report to quantify the magnitude of 
potential community imparts because the outcome depends largely upon how dependent 
the local economy is on tobacco and what substitute economic activities are possible. 
AdditionaUy, tobacco leaf and cigarene exports could increase in the fiiture and oflEset 
some of the dechne in domestic consumption. 

Legislative Proposals for Farmer Compensation and 
Community Assistance 

Several Wis have been introduced in the 105* Congress that propose to compensate 
tobacco quota holders, to make trjinsition payments to farm operators who do not own, 
but are quota lessees, and to provide economic development assistance to tobacco 
dependent communities. As wUl be seen by examining the biUs, the compensation rates 
vary but appear to be on the generous side. 

r r-» J — 

*Fred Gale, Tobacco Dollars and Jobs, Tobacco Siruarion and Outlook Report, EoxKxnic 
Research Service, U.S. DepaiXzaent of Agriculture, September 1997, pp37-43. 
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S. 1310 (Ford) would compensate quota holders at the rate of S4 per pound per year 
for redurtions in quota, up to a lifetime limit of $8 per pound based on the 1994-96 
average quota. Quota lessees would be paid $2 per pound per year up to a lifetime limit 
of $8 on half the average quota. The sponsor estimates these compensation provisions will 
cost $15.8 billion. Annual economic development grants of $300-350 million would cost 
$8,3 billion. Additional assistance for displaced industry workers and higher education 
giants for ferm families would put the estimated total cost ai $28.5 billion for the 25-year 
life of the biU. Elements of this proposal are included in S. 1414 (McCain). S. 1530 
(Hatch). This biU does not propose to make any substantive changes in the mariceting 
quota and no-net-cost loan provisions of the cunent support program. 

S. 1313 (Lugar) would eliminate the quota program and phase out price support 
loans but compensate quota holders at $8 per pound and lessees at $1.20. This is 
estimated by the sponsor to cost $14.7 billion. Another $300 miUion would be distnbuted 
as community economic development block grants. Total cost is set at $15 bUlion. In the 
absence of a tobacco support program, economists beUeve prices could decline by at least 
the level of rents created by the program, and then produaion could increase as U.S. 
lobacco becomes more price competitive in world markets. There would be adjustment 
costs associated with such a transition. 

S. 1492 (K«medy) / H.IL 3028 (DeLauro) would offer to buy quota at $4 per pound 
from holders and lessees. With the support program continuing to flinrtion, participants 
in the buyout would forgo production privileges. With fiiU participation the buyout could 
cost about $9.2 billion. The biU includes another $3.8 biUion for community economic 
block grants. Total cost offarmer and community transition assistance would be about 
$13 bUlion. If not aU fenners participated in the buyout, the cost would diminish 
proportionaUy However, there would be the possibility that all farmers would adopt the 
buyout and simuhaneously vote to terminate the tobacco support program. This would 
enable any or all of the farmers to continue to produce tobacco, but without a quota or 
loan prograih. 

S. 1582 (Robb) would transfer the administration of the curtent marketing quota and 
loan programs from the USDA to a private corporation Marketing quotas would become 
annually renewable licenses to market tobacco without any rights of ownership or 
tiansferabiUty. Cunent quota holders would be compensated at the rate of $8 per pound 
for lost equity and lessees would be given transition payments of $2 per pound. The 
proposal includes annual community economic development block grants of $250 milUon. 
The sponsor estimates the entire proposal will cost $22.8 billion. Eliminating the rental 
cost of quotas could allow domestic prices to decline to a more globaUy competitive level. 
Shifting the redeagned tobacco program to a private corporation might eliminate some of 
the political and management diflRculties associated wath the current program. 

S. 1638 (Conrad) would set aside $10 bUlion for tobacco fanner compensation and 
community assistance over the first five years. However, details on how this money would 
be distributed are yet to be determined, 



DRAFT' ^-^ 
EFFECTS OF TffE PROPOSED SETTLEMENT ON TOBACCO PRODUCERS 

Background ^ 

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

Tobacco is produced in 21 states, with 63 percent of the acreage in Kentucky and North Caro! 
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 usuaUy the sixth 
largest cash crop, behind com, soybeans, wheat, hay and cotton. There were an estimated 
124.000 farms thatfirgartpfaasco in-IflSar-The average farm grew about 6.7 acres of tobacco. 

_Cigarettes account for about 90 percent of the tobacco used in the United States. U.S. cigarette 
/y? manufacturers used an estimated 1.44 bUlion pounds of tobacco in cigarettes in 1995. Domestic 

/ \l burley accounted for about 27 percent of the tobacco used in cigarettes; domestic flue-cured, 37 
V_yercent; Maryland, I percent; and imported, the remaining 35 percent. Since the mid-1970s, the 

shares of both U.S. flue-cured and buriey 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 mUUon pounds in 1990 to more 
than 1 bilUon pounds m 1993. The main reason for this surge was the rising popularity in the 
United States and abroad for low and mid-priced brands. To meet this demand, manufactures 

/imported an increasing amount of lower cost foreign tobacco. In response to surging tobacco 
/ imports. Congress enarted a provision in the Qimiibus Budget ReconcUiation Art of 1993 which 

y 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 
estabUshment of a tariff rate quota for certain imported tobacco, primarily flue-cured and burley. 
Imports of cigarette leaf tobaccos (excluding Oriental) which exceed predetermined quota are I '7/ 
now subjert to an unport duty of 350 percent ad valoiem, although a draw-back provision allows 
most of the duty to be refiinded if the imported leaf is iWmorted in the form of manufactured 
tobacco or cigarettes. N* 

Most U.S. tobacco produrtion has been under a price support and supply control program since 
the 1930s. Producers are guaranteed higher than market equilibrium prices in exchange for 
limiting markrtings through marketing quotas. Support prices for burly and flue-cured tobacco 
are set annually based on the previous ycarlsJgvel, adjusted by changes in the 5-year moving 



average of prices and in the cost of production index (figure 7). Flue-cured and buriey marketing 
quotas are based on 1) intended purchases by cigarette manufactures, 2) average annual exports 
for the 3 preyious years, and 3) the amount of tobacco needed to attain a specified reserve level. 
Quota levels have generally trended downward since the mid-1970s, foUowing the decline in 
marketings (figure 8). Quota levels are up for both flue-cured and buriey tobacco in 1997, 
reflerting 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 governing quota transfer are highly restrirtive,'these values have been 
capitaUzed into landvalues. 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 entirê  
tobacco quota theyjroduced, about 21 percent rented aU their quota, and the remaining 72 fq)-
percent owned and rented quota. The percent of burley quota owners who produce aU of theff̂ --
quota is typically higher reflecting the more restrictive rules goveminjgburiey transfer and leasing. 

The "No-Net-Cost Tobacco Program Art of 1982" required that to be eligible for̂ pricesupport, 
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 ayailablcjo r̂oducers. The fiinds are coUerted to cover potential losses in x/^ 
operating the price support program. Further changes in tobacco legislation in 1986 extended the 
no-net-cost provisions to tobeicco purchasers. 

Estimated Effects of the Settlement on Cigarette Consumption 

The settlement between cigarette manufacturers and the State Attorneys General will hkely 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-sum and penalty payments which v̂ ll be 
made by cigarkte manufacturers as part of the agreement. The efferts of the penalties wiU 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 raitio of that year's adult consumption to2996 adult consumption times the penalty. 
For example, a 100 million decline in cigarette consumption would result in a penalty of $6.7 
bUlion instead of $8.5 bilUon for the first year. 

The following analysis assume a one-time change in price and estimates the effert of the price 
change on cigarette consumption. The efferts of the price change on cigarette consumption are 
additive with the long-term downward trend in domestic cigarette consumption. Demand efferts 
are based on a short-mn elasticity of domestic demand for cigarettes of-0.4. 

The total per-pack-cquivalent of the $18.5 bUlion pjgnalty to be paid the fu-st year (1997) is 
estimated to be about 75-80 cents per pack. It is unlikely, however, that the fliU penalty wiU be 
transmitted to domestic consumers in the form of a price increase. Cigarette manufecturers have 



shovra in the past they are capable of absorbing relatively large price decreases. For example, in 
November 1993, wholesale premium cigarette prices decUned 30 percent as manufacturers moved 
to regain market share from discount brands. The penalty payments are tax-deductible expenses, 
so the cigarette manufacturers wUl not have to bear the fbU burden. In addition, manufacturers 
will receive a partial rebate of the penalty for any decline in adull consumption from the 1996 
level (as described above). For the purposes of this analysis, 25 and 50 cent per pack price 
increases are evaluated. 

A 25-cent increase in the price of a pack of cigarettes would raise the price 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 assumed to be a one-time event, even though it is likely that the increases would be 
gradually phased in 

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

Cigarette exports are not restrirted by the settlement and will Ukely continue their upward trend. 
Cigarette exports could increase above baseUne levels, particularly if U.S. manufacturers seek to 
maintain nearrcurrent produrtion levels to efficiently utUize manufacturing capacity. Assuming 
;the agreement would enter into effert in 1997 and prices rose 25 cents per pack, total 1998 
disappearance (domestic consumption plus exports) of U.S.-produced cigarettes would decline 
2.5 percent-from 731 biUion to 713 bUlion pieces. Under the 50-cent increase scenario, 1998 
disappearance would fall 6 percent to 689 bUlion pieces. By 2006, disappearance of U.S. 
produced cigarettes would faU to about 600 bUHon cigarettes with a 25-cent increase, about 9 
percent below expierted disappearance of660 bUlion pieces in the current baseline. With a 50-
cent increase, iconsumption in 2006 is expected to be 580 bUlion cigarettes, 12 percent less than 
the level of cigarette disappearance exported in 2006 without the settlement. 

Imnlications for Tobacco Producers 

Decreases in cigarette disappearance wiU primarily affert domestic tobacco produrtion. First, the 
diity draw-back provisions of the tariff rate quota wUI mean that any growth in cigarette exports 
wUl likely increase imports of lower-cost foreign tobacco. Second, U.S. tobacco leaf exports are 
not likely to be afferted because prices for domestic tobacco wUl remain above the support price. 

A 25-cent increase in cigarette prices is estimated to result in a decline in the use of flue-cured and \N/ 
burley tobacco for domestic cigarette consumption of 10 percent and 8.4 percent, respectively, by 
2006. Some of the decUne will be offsrt by the use of domestic tobacco for increased cigarette 
production for export. Total flue-cured and buriey marketings will likely faU by 6.4 percent and 



7.5 percent, respertively, 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, respertively, by 2006. 

Because of the relatively high tobacco loan rates, decreases in flue-cured and burley use will likely 
lead to a smaU decrease in markrt prices, at least m the short tenn. Over the long run, support 
prices wUl fall, reflerting the adjustment factors based on the 5-year moving average market price. 
By 2006, average prices paid to flue-cured and burley growers are expected to drop by about 1 
percent assuming a 25 cent increase in cigarette price and by about 3 percent assuming a 50-cent 
increase (figures 11 and 12). Assuming no changes in the tobacco program, 2006 quota levels 
for flue-cured tobacco wiU Ukely faU below baseUne levels by about 6 percent assuming a 25-cent 
increase in cigarette prices and by 8 percent assuming a 50-cent increase. Quota levels for burley 
are estimated to faU by 7.5 percent for a 2S-cent per pack increase and almost 10 percent for a 50-
cent per pack increase. 
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Figure 3i 

U.S. lobacco production 
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Figure S 

U.S; tobacco imports 
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Figure 7 

Tobacco support rates 
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Figure! 8 

Tobacco marketing quotas 
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Figure^ 

Effects on flue-cured marketings 
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Figure 10 

Effects on buriey marketings 
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Effects on fiue-cured prices 
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Tobacco Producers 

Tobacco is produced in 21 states with North Carolina and Kentucky accounting for 65% 
of production. An estimated 124,000 farms grew tobacco in 1992, about 3/4 of them classified 
as tobacco farms meaning that tobacco comprises at least 50% of sales. Tobacco is the 6th largest 
cash crop, and is a significant factor in the economy of many states. For instance, USDA 
'estimates that there are 16(380 jobs (0.47% of state's total) in tobacco manufacturing in North 
Carolina, 9,550 tobacco/ianufacturing jobs in Virginia (0.31%), and Kentucky has 4,210 jobs 
(0.25%). Tobacco is ̂ 'extraordinarily profitable crop, approximately 20 times more profitable 
on a per acre basis than the next most lucrative crop, c—, 

Most U.S. production has been under a price support and supply control program since 
the 1930s. Producers are guaranteed higher prices in exchange for limiting marketings through 
marketing quotas. In response to surging tobacco imports. Congress enacted a provision in the 
Omnibus Budget reconciliation Act (OBRA) of 1993 which required US manufactured cigarettes 
to contain 75% US grown tobacco. As a 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 burley. 

Internal notes: 

The settlement makes no provision for economic effects on farmers and tobacco related 
rural economies. The USDA estimates that a 50 cent per pack price increase would lead to a 
10.5% decline in volume consumed. Cigarette exports are not restricted by the settlement and 
would likely continue their upward trend, thus USDA forecasts do not currently predict adverse 
economic effects on farmers. 

Secretary Shalala and Bruce Reed have made clear in meetings with legislators and 
farmer representatives that fanners should receive protection in any legislative settlement, and 
that the Administration will work closely with them in forging a consensus. Secretary Glickman 
has traveled to Virginia and North Carolina to express this commitment directly to farmers. 

Farmers groups and legislators have generally expressed support for proposals with 
certain shai¥d-ctiafaCteFistrcs:--Gontinuation-(>f4he governmental tobacco program, guaranteed 
purchasdcjf tobacco crops (at preordained levels\by tobacco companies, and some provision for ^ 
buy out and transition to othei^ropsTUira-vekrntary basis, for farmers. The most discussed 
proposal is one released this month by Senators Ford and McConnell that would require 
companies to buy a minimum amount of domestic tobacco over 25 years and would install 
penalties on companies that do not meet stated goals for tobacco buying. The proposal would ^ 
also create a "Tobacco Community Revitalization Fund" administered by USDA, but not subject 
to the appropriation process which be able to spend up to $1 billion a year for 25 years from the 
settlement fund and would cover costs related to the tobacco program such as administration and 
crop insurance, make supplemental payments of up to $500 million to producers whose income 
according to 3 criteria from tobacco drops below the 1996 level, pay up to $100 million in 
benefits for displaced cigarette factory workers; pay up to $250 million a year for rural economic 
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of production. An estimated 124,000 farms grew tobacco in 1992, about 3/4 of them classified 
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Most U.S. production has been under a price support and supply control program since 
the 1930s. Producers are guaranteed higher prices in exchange for limiting marketings through 
marketing quotas. In response to surging tobacco imports, Congress enacted a provision in the 
Omnibus Budget reconciliation Act (OBRA) of 1993 which required US manufactured cigarettes 
to contain 75% US grown tobacco. As a 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 burley. 

Internal notes: 

The settlement makes no provision for economic effects on farmers and tobacco related 
rural economies. The USDA estimates that a 50 cent per pack price increase would lead to a 
10.5% decline in volume consumed. Cigarette exports are not restricted by the settlement and 
would likely continue their upward trend, thus USDA forecasts do not currently predict adverse 
economic effects on farmers. 

Secretary Shalala and Bruce Reed have made clear in meetings with legislators and 
farmer representatives that farmers should receive protection in any legislative settlement, and 
that the Administration will work closely with them in forging a consensus. Secretary Glickman 
has traveled to Virginia and North Carolina to express this commitment directly to farmers. 

Farmers groups and legislators have generally expressed support for proposals with 
certain shared characteristics: continuation of the governmental tobacco program, guaranteed 
purchase at set levels of tobacco crops by cigarette companies, and some provision for buy out 
and transition to other crops, on a voluntary basis, for farmers. The most discussed proposal is 
one released this month by Senators Ford and McConnell that would require companies to buy a 
minimum amount of domestic tobacco over 25 years and would install penahies on companies 
that do not meet the stated goals for tobacco buying. The proposal would also create a "Tobacco 
Community Revitalization Fund" administered by USDA, but not subject to the appropriation 
process whichjbe able to spend up to $1 billion a year for 25 years from the settlement fund and 
would cover costs related to the tobacco program such as administration and crop insurance, 
make supplemental payments of up to $500 million to producers whose income from tobacco 
drops substamially below the 1996 level, pay up to $100 million in benefits for displaced 
cigarette factory workers; pay up to $250 million a year for rural economic development grants 



JUL-03-1997 09:49 USDFl CHIEF ECDNOMIST 202 690 4915 P.O: 05 

Effects of the Tobacco Settlement on Tobicco Farmers and the USDA 
Price Support ProjE 

The Tobacco Settlement between numerous States' Attorneys General and the Tobacco 
Industry on Friday June 20 is aimed at resolving issues relating to underage smoking and 
reimbursements to States for Medicaid ©qjcnditures related to tobacco-rclated illnesses. 
The Settlement also sets national standards controlling the tnanu&ctiu'e of tobacco 
products, restricts advertising ahemativcs, and mandates a nationwide smoking cessation 
program. There are no immediate and direct implications for tobacco burners or the 
USDA price support program. Nonetheless, there will be indirect effects resulting from 
the Settlement as the industry restructures in compliance with the 9 titles included in the 
Settlement. 

Agriculture as Addressed by the Settlement 

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

The second mention of agriculture addresses the issue of limitations on FDA regulatory 
jurisdiction and states: Grower Limitation: FDA jurisdiction does not extend to the 
growing, cultivation or curing of raw tobacco (USDA has cxdusrve authority)." [Title V, 
Subtitle A (See appendix)] —'•r -^— 

Indirect ImpUcations of the Settlement for farmers 

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

DecUning consumption due to reduced underage snioldng 
t 

Currently, the proportion of total consumption attributable to underage smokers is not 
known with certainty. Estimates range from 3 to 5 percent U.S. consumption in 1996 
was 487 billion cigarettes of wWch between 15 to 24 billion could have been consumed by 
underage smokers. The Settlement seeks to reduce underage smoking significantly over 
the next decade and maintain the reduction thereafter. 

Underage use of cigarette products must decline by at least 30% from estimated levels 
over the last decade by the fifth year after the lê slation takes effect, by at least 50% 
from estimated levels over the last decade by the seventh year after the lê slation 
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takes effect, by at least 60% from estimated levels over the last decade by the tenth 
year afler the legislation takes effect, and remain at such reduced levels or below 
thereafter. [Title II] 

If the Settlement reduces underage consun ôn by 30 percent by the fifth year, 
consumption will decUne between 5 to 8 billion pieces, assuming underage consumption of 
15 to 24 biUion cigarettes annuafly. This is the equivalent of 5J^9Tmflli5r^^ of k 
tobacco (ferm sales weight), based on current domestic leaf use per cigarette, U.S. / 
tobacco production in 1996 was 1̂ 517 million pounds. v 

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

Declining adult consumption may result if prices rise because of the Settlement 

At this point, it is difficult to tell how the Settlement wiU affect retaU cigarette prices. 
Cigarette companies are liable for huge payments under tiie agreement, beginning with an 
up-front payment of $10 biCion at signing and $8,5 biUion due at the end of the first full 
calendar year following signing. The up-front penalty equals approximately 41 cents per 
pack (20 cigarettes) based on 1996 U.S. consumption and 26 cents per pack based on 
total output (mcluding exports). Adding the first annual payment raises the amount to 76 
cents per pack for domestic sales and 49 cents for total output. Retail cigarette prices 
averaged $1.91 nationwide in 1996. Wholesale prices were 99 cents per pack for 
premium cigarettes, wWch make up about 72 percent of total output. 

Given the imperfectly competitive structure of the cigarette industry and inelastic 
consumer demand, we would expect much of the additional costs to be transferred to 
consumers. However, in the past, the dgarette industry has reduced wholesale prices, 
such as in 1993 when the prices for premium cigarettes were slashed to regain market 
share Grom discount brands. 

Some respected Wall Street analysts are forecasting a 50-cent per pack increase at the 
wholesale level, combined witii a consumption dedine of about 11-pcrcent. 

Using a commonly accepted price elastidty of demand for dgarettes. the following table 
illustrates potential changes in dgarette consumption with 4 levds of retail price increases. 
The change in dgarette eonsumption Is converted to change in domestic leaf use for each 
price change. These estimates assume no change in the proportion of imported tobacco 
leaf used in U.S. manufactured dgarettes. A $ 1.00 increase m the retaU price of a pack of 
dgarettes results in a 20.9 percent deaease In dgarette consumption and a 116.7 million 
pound decrease in domestic leaf use, about 8 percent of U.S. production in 1996. 
Likewise, a 25 cent increase in die retail price results in a 5.2 percent decline in dgarette 
consumption and a 29.2 million pound dedine in domestic tobacco use about 2 percent of 
1996 U.S. production. 
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Eatlm«M tfrwita of ota«nitte price lncre»e« 

1396 av«ni(]e prio* par pack (S) 1.91 
1996 total U.S. oopowription (billton dgsrettes) 487 
Pr1c0 Q(«sticlty of d«nwnd 0.4Q 

prioAdwnoa 
cents 

pctchng pricQ 
percent 

pctchng vo( 
pamnt 

quanfity 
bHlionG 

donwstic 
iiwper 
1.000 

lbs. 

domestic 
UM 

nA. KM. 

pctchng oetchnfl 
mil. lbs. 

2S 13,1 -52 482 1.144 528 -6.2 -29.2 
SO 26,2 -1Q.S 436 1.144 4d9 -10.S 
76 39.3 -15.7 411 1.144 470 -15.7 -07.5 

100 S2.4 -20.9 385 1.144 440 -20.8 -11B.7 

The dgarette industry uses both domestically grown and imported tobacco leaf to 
manufacture dgarettes. In 1995, the most recent data available, U.S.-manu&ctured 
dgarettes contained about 35 percent fordgn tobacco leaf U.S. tobacco growers likewise 
supply both domestic cigarette manufacturers and the export market. In 1996, leaf 
exports accounted for about 33 percent of US. production. U.S.-manufactured cigarettes 
are consumed domestically and exported. In 1996,_32.percent of the dgarettes 
manufectured in the United States were shipped-Q̂ wslas. 

The effects of changes in domestic consumption of dgarettes on tobacco growers are 
tempered by prospects for fordgn demand for US. dgarettes and the proportion of 
fordgn tobacco used by U.S. dgarette manufacturers. The impact of the Settlement and 
assodated price changes on the mfac of domestic and fordgn leaf used by manufacturers, 
and the levd of leaf imports, is diflScult to determine. As manufecturcrs attempt to cut 
costs, use of lower-priced imported leaf may rise, accentuating downward price pressures 
on U.S. tobacco Iea£ U, however, fedng dedining domestic consumption, manufiicturci s 
export more dgarettes, that could temper any downward price pressure on U.S. tobacco 
led". Currently tobacco leaf imports are limited by a tariff rate quota; however, in the past 
year, only about 68 percent of the quota was utilized. la addition, imported leaf which is 
used to manu&dure dgarettes subsequently exported is subject to a duty drawback. If 
domestic consumption is rdatively stable, manufacturers will llkdy continue using the 
same proportions of domestic and foreign leaf 

The increase in retail dgarette prices may be less than indicated by the size of the penalties 
to be paid by the manufecturcrs. The Settlement cont̂ ns a provision [Title VIB. 5. (See 
appendbc)] whidi rebates part of the penalty paid by manufacturers ifaduh consumption 
Ms below the 1996 level. This pro\dsion ôuld negate some of the price effect of the 
penalty by enabling manufecturers to use the rebate to lower prices and thus regain sales. 
In addition, the penalties are paid using pre-tax doUars, fiirther lessening the finandal 
burden of dgarette manufacturers and reducing amount prices might be increased. 
Advertising expenditures, which total about $6 billion annually for the indusuy, are likely 
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to decline also. 

Indirect Implications for tlie USDA Tobacco Program 

The indirect implications for the USDA program are mainly political in nature. 
Congressional attention focused on the Settlement has already spawned tangential 
tobacco-related legislative proposals, such as the bill introduced by Senator Mitch 
McConnell to have dgarette raanufecturers cover the costs of the Tobacco Program. In 
recent sessions of Congress, the Tobacco Program has come under attack and narrowly 
survived. 

TDTHL ''.25 



(Preliminary - NOTfinal) 

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 sm-charges if the tobacco-use reduction targets are not met. Surcharges will be imposed on 
the basis of a "look back" comparing actual teen tobacco use percentages to the targeted 
reduction percentages. 

Will the surcharge be effective? No. 

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

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

Percent 

20 

Historical data 

Use reduction targets 

v 
I I 

1993 1995 1997 1999 2001 2003 2005 2007 2009 

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

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

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

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

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



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

Some Assumptions: 

Discount rate: 4.0 % 

Profit per pack: $0.30 

Intensity of use: 1 pack a day 

Survival probability: taken from FDA rule in Federal Register 

Teen population: Census middle series 

Teen price elasticity: -1.0 (second scenario assumes that % decline in use translates in to % 
decline in users) 
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1/30/98 (revised) 
TOBACCO QUOTA BUYOUT VALUES 

1 BUYING OUT THE VALUE OF QUCHA 
(give producers "freedom to farm" their choice of crops) 

Quota rental value (per lb.) 
Production (mil.lbs) 

Total Quota rental value 

NO 
Flue-cured 

$0.45 
770 

KY 
Burlev 

$0.43 
465 

Total 

1235 

$346.50 $199.95 $646.45 

Assuming 
quota value 
is 20% Less 

$437.16 

Quota Present Value at: 
6% 
7% 
8% 
9% 

(in millions of dollars) 
$9,081 
$7,797 
$6,828 
$6,071 

$7,265 
$6,238 
$5,462 
K 8 5 6 

2. BUYING QUT THE PRODUCTION PROEII 
(producers prohibited from growing anything - no allowance for profit from grovî ng 

alternative crops.) 

1997 Data 
Gross revenue per lb. 

Variable expenses Ob ) 

Net Profit on production (lb.)\1 

Total ib. produced (mil.) 

Total Tobacco profit 

Flge-cured Burley 

$1.92 $1.76 
$0.96 $0.72 

$0.96 $1.04 

1008 560 

967.68 582.4 

Total 

Profit at 
20% less 

$1,240.06 

Profit Present Value at: 
6% 
7% 
8% 
9% 

(in millions of dollars) 
$25,759 
$22,118 
$19,367 
$17,220 

$20,607 
$17,695 
$15,494 
$13,776 

1\ excluding fixed costs, including quota rents, land, etc. 



EFFECT OF TOBACCO PROGRAM EIJ-MINATION 

Fffect on Tobacco Producers 

gjSDA estimates of FY 2006. assumes no settlement') 
Flue-cured Burlev 

Baseline (pre-settlement) 
Ave. Price/farmer ($/lb.) 1.84 1.94 
Production (million lbs) 770 465 
Revenue ($ millions) 1,417 902 

No Program 1 - inelastic 1\ 
Ave. Price/farmer (S/lb.) 1 -54 (-16%) 1.66 (-14%) 
Production (million lbs) 887 (+15%) 527 (13%) 
Revenue ($ millions) • 1,366 875 
Change ($ millions) -51 -27 

No Program 2 - elastic 2\ 
Ave. Price/farmer ($/lb.) 1-57 (-15%) 1.69 (-13%) 
Production (million lbs) 1,058 (+37%) 616 (+32%) 
Revenue ($ milUons) 1,661 1,041 
Change ($ millions) 241 139 

1\ Elasticity of demand for leaf tobacco of-0.8 
2\ Elasticity of demand for leaf tobacco of-2.0 

Elimination of the tobacco program would allow farmers who do not presently hold tobacco 
quota (production) rights to plant tobacco, and those with quota to expand production. The 
question as to whether tobacco production is a net winner or loser firom eliminating the USDA 
program depends largely on one's assumptions about demand. Nevathcless, the grower's 
association for flue-cured tobacco lias previously expressed an interest in eliminating the USDA 
price-support and supply control program. (A 1997 study on the Impacts of Elimination of the 
Flue-Cured Tobacco Program by Brown, Thurman and Dugan, professors at NC State, estimated 
an increase in production of 32% and an increase in farm receipts of 20% for elimination of the 
program). 

Effect on Quota Holders and ComrmmiTig*; 

Net benefits for tobacco overall do not distinguish the distributions of income. Quota owners 
would lose relative to non-quota owners. In some cases, landowners have purchased quota 
rights and this investment would be lost USDA estimates that 463,000 individuals own quotas, 
but 340,000 of them do not grow tobacco. A 1991 survey indicated that only 7% of flue-cured 
operators owned their entire tobacco quota they produced, 21 % rented all their quota, and 72 % 
owned and rented quota. 



Estimates on the value of quota rights come from different sources. A survey of markets 
produced average annual rental rates for flue-cured quota of $0.45/lb.. and S0.43/lb. for burley 
tobacco. This annual rental rate is higher than the sales value of the quota since the effects of the 
presumed settlement, as well as the long-term decreasing domestic demand, reduce the sales 
value. The sale value of quota has been reported as S3.50/lb for tlue-cured tobacco and $2.00/lb 
for burley tobacco. Flue-cured quota income for both non-producers that rented quota and 
growers who owned quota was about S316 million in 1992 (Brown, et. al). With growers 
owning about 1/3 of the national quota, their annual quota rent is about $101 million, while non-
growers received about $215 million. 

The fiilly capitalized value of the quota equals $546 million annually, or $9 billion on a present 
value basis, assuming a 6% (Treasur>) discount rate (see chart anached). Crudely adjusting for 
the risk that quota values will decline over the uncertainty of tobacco's future, by using a risk-
adjusted discount rate of 9%, the quota value would equal $6 billion. 

Estimated average costs and returns for vegetable and field crops in North Carolina, 1994 
($ per acre) 

Gross Cash Variable Net profit 
Revenue Expenses (RevenuOvariable expenses') 

Flue-cured Tobacco 4,090 1,885 2,205 
Cabbage, Fresh market 1,900 1,016 884 
Tomatoes, Fresh market 4,332 3.736 597 
Cotton (without Federal payments) 624 292 332 

Source: USDA 

Also, production would shift to different, lower-cost production sites, especially for buriey 
tobacco, which has very restrictive lease and transfer provisions for quota.. These shifts could 
hurt local industries in tobacco-dependent areas. 
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Issues in a Buyout for Tobacco Growers 

by 

Bruce L. Gardner 
Department of Agricultural and Resource Econonnic^ 
University of N/laryland 

Summary 

The 
comi 

Hilary . 1 • 

,,Wha,wouldbe*.effec,>of«,din,,h,.obKcop™,r«.on,obaccop™l.c,,o„,pric«,.n,okinB^dhe.hK^ 

2. How would a buyout be implemented? 

3. How much would a buyout cost, and where would Ihe funds come from? 

A. Are there really net economic gains lo Ihe nation, ar̂ d if so how large are they? 

My tentative answers are: 

i ncase Supply and demand paran«.« suggw aboul a 10 p«^enl »^c«»e m U 5. .0 ^ ^ P ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ , , 

•Z.^ would rse by about on . ' ^ ^ ' 0 ^ * ^ " ^ s m X " ^ l Z ^ o i^i>o.^:«^'««y on Cl6a,e«« which con^in abou, « 
S L ° ' ! r : . t ! 5 S S : : : o T e r * r ; , r o r r a : l t , M O p ' e ~ c o . u . e „ save . « 0 0 ^^mon o, l«> ,han c n e ^ K o , , pe .e „ . o, 
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the price of cigareiles, even if the lobacco price decline is fully passed on to smoker, by cigarette seller. 
u fall P îimaie of the decline is aboul $200 million annually, but the incidence would be very 

At the level of (arm production of tobacco, ne, 'n^^^^^^;';^^^'^^^^^^^^ own some quota, but also lease quota, so they are members of 

acreages In the lowesKost locations. 

, „ p ^ , a , i o n ^ a buyou, l „ v * » d . . n , ^ l n , * . ^ ' ^ ^ ^ ^ ^ ^ ^ ' ' j ^ f ^ ^ ^ ^ ^ ^ ^ ^ ^ ' ^ ^ t ^ ' ^ ^ ^ ^ ^ -

The lunds needed co^dbeconeaed by . U i n , . . c l . « l a e » . , « x . b y — , a d d U K « , . u „ d > in . . . o U ^ 

comes to pass. * o u'li- n in 

. . u • • <̂ Th^ most difficult issues, involving smoking and health, are placed lo one stde by setting up Ihe 
4. The net gains cannot be estimated w,rh prec.sK>n of ^^^^^ Taxpayers are not affected because the payments lo growers are 
buyout analysis so that Ihe U.S. consumer price ^"d^consumpt^ of ^ ' ^ J ^ ^ ^ ^ ^ ^ ^ / J , ^ ^ ^ ^ ^ «ould be levied a tax lo pay quota ownen cash 
financed by the additional excise lax on cigarettes. The n Z ^ ^ m r r n a r S ng and production reslriclions. Similariy, quota owners are just 
rather than paying 6«>we.. through the higher pnce caus^^ b v f f . ^ ^ t o hTnaTon are the gains to lobacco growers irom an expanded export 
^ : : ^ t : Z : ^ ^ ^ r i X r ^ e ^ e ^ U ' : ^ g a ^ s , w b i c b V v i . o n a l l y sugges, are in the neighborhood of S50 
to $200 million per year, are the nation's gains from a buyout. 

important transitional issue is the p^blems that 
provided by the program and for communities m wh,ch " ^ ' ^ ^ J ^ ' ^ s as'̂ ^^^^^^^ buyout funds. The fomier problem, of providir>g stabi .ly In 
problem may M i f y some form of adjustment ass«unce to part.c^« ^ ^ ^ o r in urance and storage businesses. The cigarette manufacturers mighl hnd it 

The (dlowing provide n.=rede«ll on ,he background and analytical basis (or,he p^ceding assessmen.. Backpound 

:i-^«rri«pti^-^^^^^^ 
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II. HOW THE GOVERNMl^NT PROGRAM WORKS 

• Most U.S. tobacco production has been under a price support and supply control program 
since the 1930s. Producers are guaranteed higher than market equilibrium prices in 
exchange for limiting marketings through marketing quotas. 

• Quota levels have generally declined since the mid-1970s, following the decline in 
marketings. Quota levels are up for both flue-cured and burley tobacco in 1997, reflecting 
increased marketings and reduced stock levels in 1996. 

• A 1991 survey of farms showed that only 7% of flue-cured operators owned the entire 
tobacco quota they produced; about 21% rented all their quota, and 72% owned and 
rented quota. The percentage of burley farmers owning all of their quota is higher, 
reflecting the more restrictive rules governing burley transfer and leasing. 

• In response to surging tobacco imports (which increased nearly 250% from 1990- 93), 
Congress enacted a provision in the Omnibus Budget Reconciliation Act (OBJiA) of 
1993 which required US-manufactured cigarettes to contain 75% US-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 burley. 

• The OBRA of 1990 imposed an assessment of 0.5% of the national loan rate on all 
growers; it expired in 1995, but the OBRA of 1993 extended it through 1998. 

• The "No-Net-Cost Tobacco Program Act of 1982" required that, to be eligible for price 
support, tobacco producers 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. 

III. EXPECTED EFFECTS OF THE SETTLEMENT ON FARMERS 

• Based on a short run elasticity of -0.4, a 25 cent per pack increase in retail price would 
likely result in a 5.2% decline in volume consumed. A 50 cent per pack price increase 
would lead to a 10.5%) decline in volume. 

• Cigarette exports are not restricted by the settlement and will likely continue their upward 
trend ' • \ • •' \ ^P'" 

• : A 25-cent increase in cigarette prices is estimated to result in a decline in the use of flue-: '..̂ ^̂  
I cured and burley tobacco fbrdomestic cigarette consumption of 10% and 8.4 %, ̂ £; V̂ ^ 

respectively, by 2006. " : : 



This decline will be partially offset by the use of domestic tobacco for increased cigarette 
production for export. 

2006 ^"^"'^"'^'^ "̂"̂  marketings will likely fall by 6.4% and 7.5%, respectively, by 

A 50-cent increase is estimated to result in a decline in total flue-cured and buriey 
marketings of 8.1% and 9.8%, respectively. 

IV. SOME PROPOSALS 
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Special Article n 

I 
The Tobacco Program—A Summary and Update 

; by 

• ]' Tom Capehan 

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

Keywords: Tobacco, tobacco program, piicc support. 

1930 to 1981 

The Federal Covemmeni has operated programs lo support 
and .<;tahili7.e tobacco prices since ihc early 1930's. As a re­
sult, risks to growers from seasonal and cyclical pncc 
changes have been lessened in Ihc face of weather, produc­
tion, and use variations. [ 

• i 
The Agricultural Adjustment Act of 1933 designated to­
bacco as a basic (storablc) commodity, and ca.sh payments 
were made to tobacco growers who restrictjed production 
(1933-35). After the 1933 legislation was declared unconsti-
tution.il. substitute legislation authorized payments for carry­
ing out soil conservatiori practices (1936-37). 

Tlie AgricuUural Acl of 1'93S authorized marketing quotas, 
with a penalty for growers exceeding them. With two-thirds 
or more of tobacco growers voting approval of marketing 
quotas for their kind of tobacco, growers received price sup­
pon lip to 75 percent of Jparit̂ '. Parity price calculations 
used 1910-14 as the base period for most commodities, bui 
Augu.st I9l9-July 1929 wa.s designated for tohacco. 

Despite many legislative'changes since 1938, the authority 
to provide an adequate.'and balanced flow of tobacco 
through the m.irketing quota continues. The program is 
available for all kinds of tobacco except shade-grown v;rap-
per arid Perique. Excluding the 1939 crops, marketing quo­
tas have been approved and in effect since 1938 for each 
crop of flue-cured, burley, and d.-̂ rlc tobacco. Cigar binder 
and Ohio filler crops fiist came under quolai in 1931. Price 
supports have never applied to Pennsylvania filler and last 
applied 10 tlic Ntarytand'jCrop in 1965 and llic Connecticut-
Massachusetts binder crop in 1983. 

tn C)r.tober 1942, Congress raised the suppon level to 90 per­
cent of parity, which continued through 1948. The Agricul-
niral Act of 1949 continuisd the 90 percent parity level .<»nd 
has been the autiiority for tobacco price suppoit since 1950. 

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

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

Under the loan program, a suppon pnce (loan rate) is estab­
lished for each grade of tobacco. If tiie buyers are not will­
ing to bid above the Government loan rate for any lot of 
tobacco, an eligible grower may receive the lot's de.signated 
loan rate less any overhead deduction to cover the loan as-
sociation'.s administrative costs. The tobacco is then taken 
hy a cooperative as.sociation. Under an agreement with the 
Commodity Credit Corporaiion (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 ircnds in market 
prices, loan holdings, and the shares of particular grades re­
ceived under loan. Tlie weiglited average of various loan rates 
inust equal the overall support level for each kind of tobacco. 

Lease .̂ nd transfer of flue-eurcd tobacco was permitted 
from 1962 lo 1986 (leasing was discontinued in 1987, bu( 
rein.'itaied only for n.itur.il dis.'̂ stcrs beginning in 1988). 
Acieage-poundagc quotas for fluc-curcd lobacco were im­
plemented in 1965. Lease and transfer of quotas and pound­
age quotas became effeciive fur burley in 1971. Producers 
of fluc-cured and burley were allowed to sell an amount up 
to 110 percent of their quota without penalty (changed lo 
103 percent in 1986), with marketings the following year to 
be reduced by the amount of any overmarketings, 

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

1982 to 1985 

Three laws were enacted in 1982 and 1983 that substan­
tially changed the program. Their adoption was impelled by 
a number of pressing concerns. Health groups and some 
members of Congress were concerned that the U.S. Trca.'.-
ury made outlays on a commodiiy statistically associated 
with various illnesses. Another concern among some grow-
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ers and others wa^jihal many of the owners of tobacco quo­
tas did not grow tobacco. Still another concern wai that 
price supports were so high thai U.S. lobacco wa.s lo.sing its 
competitiveness in world markets. 

The first law wasl̂ tcrmcd the "No-Net-Cosi Tobacco Hro-
gram Act of 1985.̂ ' The law, manrt.qred hy the 1981 .Agri­
culture and Food^/fitt, required thai to be eligible for price 
support, pioducers;of all kind.s of tobacco, beginning with 
the 1982 crop, had lo contribute to a fund or pay asscss-
iiieuts to an account established by ilic cooperative issocia-
tion that makes ^ejderal support loans available to 
producers. The funds collected to cover potential losses 
in operating the price support program. 

The no-net-cost law was the first to authorize owner; of 
flue-cured aJlotmerits and quotas to sell iJicsc rights .sepa­
rately from the firms to which the allotments were at­
tached. The allotiiients and quotas had to be sold to actual 
active producers for use on other farms in the same county. 
The legislation ai.so required corporations, utilities, educa­
tional and religious institutions, and other entities owning 
tobacco allotments, but not significantly involved in farm­
ing, to sell their allotments or forfeit them. 

The second law fipzc 1983 tobacco supports ai their 1982 
levels. The law also permitted the Secretary of Agriculture 
lo reduce burley ;iquolaL as much as 10 percent in any year, 
if necessary, to control overproduction; previously, the 
maximum reduction permitted was 5 percent, 

•'] 

The third lavi' made further changes in the lobacco pro­
gram, as follows!'̂  

Fluc-curcd supports for 1984 were again frozen at the 
1982 level. InSi9S4, the support price for burley and other 
types was set so as not lo nairow the normal price support 
differential between Ihcm and fluc-cuied. Procedures 
were established for calculating supports for each kind of 
tobacco in the future. 

The lease and transfer of flue-eurcd tobacco quota was 
abolished beginning in 1987. 

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

Beginning inT9S6, the law required forfeiture of any fluc-
cured quotas IpLSsigned to a farm on which tobacco had not 
been planted for considered planted) during at least 2 of 
the 3 prcvious(yeajs. 

The last pemiitted announcement date for flue<ured tobacco 
quota was changed from December 1 lo December 15. 

1986 to 1987 

Although three significant pieces of legislation were en­
acted in 1982 and 1983, major problems .^;iill existed in the 
tobacco program. These problems were addressed by the 
Consolidated Omnibus Budget Reconciliation Act of 1985. 
The Act, enacted in April 19S6. affected the tobacco con­
trol programs as follows: 

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

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

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

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

, The latest announcement date for marketing quotas for 
any kind of tobacco, other than flue-cured and burley, was 
changed from February 1 to Maicl; 1. 

, Cigarene manufacturers arc required to submit estimates 
to USDA of their flue-cured and burley purchases for the 
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 
purchase is subject to penalties. 

, Purchasers of flue-cured and burley tobacco pay the 
same amount 10 the associations as producers, to the 
extent practicable. 

8 Loan stocks of 1976-84 crops were sold al discount prices 
over a 5-year period for burley and 8 years for flue-eurcd. 
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Tlie Agricultural Recqiiciliation Act of 1987 made fuithei 
changes in the tobaccojprogram. The most imponani 
change permitted liinited lea.se and transfer of fluc-cured to­
bacco quotas under di'sa.stcr conditions. The law also re­
duced effective price iiuppon levels in 1988 and )9S9. 

]'>S8 to 1994 

The Drought Assistniic'e Act of 198S provided assistance to 
lobacco producer.'? if tĥ sir crop was lowered more than 33 
percent by drought, hail, excessive moisture, or related con­
ditions, f i le Disaster î ssistance Act of 1989 provided pay­
ments if tobacco production was reduced more (hun 40 
percent because of damaging weather or related conditions. 
For producers who obtained crop insurance in 1989 under 
the Federal Crop Insurance Act, disaster payments were 
available for los.ses exceeding 35 percent of expected pro­
duction with average .V 

Tliree pieces of legislaiion affecting tobacco were enacted 
in November 1990. Urider the Omnibus Budget Reconcilia­
tion Act of 1990 for 1991-95 crop year̂ ;, tobacco growers 
and purchasers of tobacco under marketing quota will annu­
ally be assessed 1 percent of the national loan rale on all 
niaiketiiigs (0.5 percent each for growers and purchasers). 
The assessmenl is targeted to reduce die budget deficit. The 
marketing a3Ses5nient';ha5 been extended through 1998, 

The Food. Agriculture; Conservation, and Trade Act of 
1990 included the following provisions; 

, The Act authorises the Secreury of Agriculture to invest 
trust iund reserve.f; .from the imporlcd-tobacco inspection 
account in insured; or fully collateralized, interest bearing 
accounij;, or authorize the Secretary of the Treasury' to in­
vest these funds in':U,S. Government debt instruments. 
Fees, charges, and.|interest earned from the investment of 
such fund,*; \<i addcdjto the applicable appropriation ac­
count and availabletwithout fiscal year limitation, Inlcicsl 
earned is used to ĉ ffset imported lobacco inspection fees, :•). 

The Farm Poundage Quota Revisions Act of 1990 was de­
signed to increaic utilization of burley quota. Major fea­
tures of the law rye: '• i 

, The sales of hurley-̂ lobacco quota within counties was per­
mitted beginning with the 1991 crop year. The buyer must 
be an acuve burleyfgrowcr and the purchase is annually 
limited to no morc;than 30 percent of the existing quota of 
the buyer's farm, cir 20,000 pounds, whichever is greater. 
Sales of poundage"c]uotas have been permitted for fluc-
cured tobacco since 1982. 

, A farm th,ir purchases quota is not pcrmillcd to sell atiy 
quota within 3 years of ihc last year of purclinse, 'Hie total 
lobacco acreage permitted on a receiving farm cannot ex­
ceed 50 percent of the cropland in the farm. 

, Quota holders arc required lo lease, or attempt lo grow, 
Ihcir quota 2 out of 3 years or forfeit tlie quota. This re­
places the I - out of 5-year plan, 

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

. The amount lhal could be lca.sed to a receiving farm was 
increased from 15,000 lu 30,000 pounds, thereby peiniii-
ting individual farms to lease in the larger amount. 

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

In December 1991, legislation was enacted to concct techni­
cal enors and clarify various provisions of the 1990 Food, 
Agriculture, Conservation, and Trade Act. It contained a 
number of provisions, including die repeal of tlie Tobacco 
Seed and Plant 1;vportation Act. This repeal lifted con-
sliaiiits on U.S, export of tobacco seeds and planLs. Another 
provision permits lease and transfer of buriey quota across 
county lines in Virginia. However, growers did not approve 
State lease and transfer in a Statewide referendum. Finally, 
the Tobacco Adjustment Act of 1983 was amended to ex­
empt reponing requirements for tobacco used in cigars, 
pipes, and chewing lobacco and snuff,in retail packages. 

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

The Omnibus Budget Reconciliation Act (OBR,M of 1993 
(P.L. 103-66) contained a provision that required U,S, 
manufactured cigarettes lo contain al least 75 percent do­
mestically grown lobacco during each calendar year, 
whether for domestic consumption or export. Penalties 
were assessed manufacturers lhat exceeded ihe maximum al­
lowed foreign content. The limit and penalties could be waived 
during nalural disasters oi because of low reserve stocks. 

In addition to the minimum content requirement, the 
OBRA of 1993 legislation imposes budgei-deficit and no­
net-cost assessments on importers. The rate for fhe budget 
deficit assessment is the same as for purchi-isers of domestic 
leaf, and the rate for the no-net-cost assessment is equal to 
ihe combined rates of fees collected from producers and 
purchasers of U.S.-grown flue-cured and hurley leaf. Also, 
fees for inspecting all imported tobacco will be comparable 
with fees and charges fixed and collected for SCTMCCS pro­
vided in connection with lobacco produced in the United 
States. 

U.S, growers and purchasers of domestic leaf have paid spe­
cial assessments equal lo 1 percent of the average price sup-
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port since 1991 to help reduce the Federal budget deficit. 
The new budget defii:if as.sessment on importers applies 10 
the 1994-98 crops and applies to aJl tobacco imported, in­
cluding Oriental, Failure to remil the budget deficil Ice will 
result in a penalty equal to 37.5 percent of the sum ol me 
average price of huUcured and buriey lobacco for the im­
mediately preceding ,yea:- on the quantity of tobacco on 
which the failure occurs. 

The no-net-cosi assessments cover projected losses in oper­
ating the tobacco prite-suppon program, U.S. flue-eurcd 
and burley growers'Have paid iio-net-cost fees since 1982, 
while purchasers hav'e paid fees on U.S.-grown tobacco 
since 1986, Beginnifig in 1994, no-net-cost assessment; are 
being levied on imponers of flue-eurcd and buriey tobacco. 
Noncompliance by iimportcrs to no-net-cost a.s,sessmenls re­
sults in a penalty equal to the average price of the tobacco 
involved for the preceding year limes the quantity of to­
bacco which the failure occurs. 

; j 
The new act extended to 1996 a provision in previous law 
lhat limited the rcdu\;tion in the national marketing quota 
for fluc-cured and burley tobacco to no more than lO ]7er-
cent of the amount of each quola in the preceding yeaj-. 
When detcnnining;thc marketing quota for the 1995 and 
1996 crop years, the Sccrctaiy of Agriculture can waive the 
lU percent quota reduction limit if loan stocks exceed 150 
percent of the reserve slock level, 

1995 10 Tresenl ( i . 

President Clinton proclaimed a tariff-rate quota (TRQ). ef­
fective September i;3. 1995, for ccruin imponed lobacco, 
primarily flue-eurcd and buriey. The proclaiiiaiion also 
eliminated duties on cigar wrapper, binder, filler, and Orien­
tal tobacco. The TRQ replaced the domestic content rule 
(OBRA) of 1993, 'which was dcicrmined to be inconsistent 
with the General Agreement on Tariffs and Trade (GATT). 
GATT implemendng legislation contained provisions end­
ing the domestic content provisions once the President pro­
claimed a TRQ oii|ccrtain types of tobaccos. The TRtp is 
the result of negotiations which conform to existing CJATT 
requirements. Negotiations with supplier countries estab­
lished a ranff-rale ijuota for imported flue-eurcd and burley 
tobacco as a GATTAVTO-consisicnt alternative. 

The TRQ places lifnliations on the quantities imponed for 
consumption. Bcĉ iiuse of superseding agreements, Canada, 
Mexico, and Isracliare not included under the quantitative 
restrictions, Impofis above quota levels are subject to a 350-
percent ad valoreW.duty. However, most of the duty may 

be refunded if the same tobacco imported is used to manu­
facture cigareltes that are exported, Impons under nine har­
monized tariff subheadings dunng the period September 13 
to September 12 of any yoar are limiled to the foUowint; 
quaniiiies: 

fuliHion poi in f is 

(declared weiglii) 

Argentina' 26.5 

Brazil 17G.8 

Cliile G.I 

Guatemala' 19.6 

EU-15 22.0 

Malawi 25.5 

Philippines 6.6 

Traiiand 15,4 

Zimbabwe 26.5 

Otlifer 6.6 

Total 332.6 

Summary and Conclusions 

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

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

'Ar£eniiiu s quota will dei;linc to 24.? million pounds on September 13. 
1998 and co 23.7 million pounds an September 13. 199S. 

^Cu.iicmala's quota will increa-ie unnu:illy begiiinini September 13. 1996 lo 
19,6 million. 20,4 million. 21.2 million, and 22 million pounds Seplemhcr 
13. 1999. 

•J 
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EFFECTS OF THE PROPOSED SETTLEMENT ON TOBACCO PRODUCERS 

Background 

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

Tobacco is produced in 21 states, with 65 percent of the acreage in 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 sbcth 
largest cash crop, behind com, soybeans, wheat, hay and cotton. There were an estimated 
124,000 farms that grew tobacco in 1992. The average farm grew about 6.7 acres of tobacco. 

Cigarettes account for about 90 percent of the tobacco used in the United States. U.S. cigarette 
manufacturers used an estimated 1.44 billion pounds of tobacco in cigarettes in 1995. Domestic 
burley 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 fi-om 413 million pounds in 1990 to more 
than 1 billion pounds in 1993. The main reason for this surge was the rising popularity in the 
United States and abroad for low and mid-priced brands. To meet this demand, manufactures 
imported an increasing amount of lower cost foreign tobacco. In response to surging tobacco 
imports. Congress enacted a provision in tlie 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 burley. 
Imports of cigarette leaf tobaccos (excluding Oriental) which exceed predetermined quota are 
now subject to an import duty of 350 peromt ad valorem, although a draw-back provision allows 
most of the duty to be refiinded if the imported leaf is re-exported in the form of manufactured 
tobacco or cigarettes. 

Most U.S. tobacco production has been under a price support and supply control program since 
the 1930s. Producers are guaranteed higher than market equilibrium prices in exchange for 
limiting marketings through marketing quotas. Support prices for burly and flue-cured tobacco 
are set armually based on the previous year's level, adjusted by changes in the 5-year moving 



average of prices and in the cost of production index (figure 7). Flue-cured and buriey marketing 
quotas are based on 1) intended purchases by cigarette manufactures, 2) average annual exports 
for the 3 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 fi-om the program have created values for marketing quota 
rights. Because rules governing quota transfer are highly restrictive, these values have been 
c îtalized into land values. Currently, quota rents are approximately 50 to 60 cents per pound. 
A 1991 survey of fanns showed that only 7 percent of the flue-cured operators owned the entire 
tobacco quota they produced, about 21 percent rented all their quota, and the remaining 72 
percent owned and rented quota. The percent of burley quota owners who produce all of their 
quota is typically higher reflecting the more restrictive rules governing buriey transfer and leasing. 

The "No-Net-Cost Tobacco Program Act of 1982" required that to be eligible for price support, 
producers of all kinds of tobacco, beginning with the 1982 crop, had to contribute to a fiind or 
pay assessmerits 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 in 1986 extended the 
no-net-cost provisions to tobacco purchasers. 

Estimated Effects of the Settlement on Cigarette Consumption 

The settlement between cigarette manufacturers and the State Attorneys General will Ukely result 
in an increase in the retail price of cigarettes on the order of 25 to SO cents per pack of 20 
cigarettes. TWs price increase stems from the lump-sum and penalty payments which v,dll be 
made by cigarkte 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 resuk 
in lower adult consumption compared with 1996, a rebate is paid. The payment to be made is 
equal to the raitio 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 elastidty of domesric 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 fiill penalty will be 
transmitted to domestic consumers in the form of a price mcrease. Cigarette manufecturers have 



shown in the past they are capable of absorbing relatively large price decreases. For example, in 
November 1993, wholesale premium cigarette prices declined 30 percent as manufacturers moved 
to regain market share from discount brands. The penalty payments are tax-deductible expenses, 
so the cigarette manufacturers will not have to bear the fiill burden. In addition, manufacturers 
will receive a partial rebate of the penalty for any decline in adult consumption fi-om the 1996 
level (as described above). For the purposes of this analysis, 25 and 50 cent per pack price 
increases are evaluated. 

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

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

Cigarette exports are not restricted by the settlement and will likely continue their upward trend. 
Cigarette exports could increase above baseline levels, particularly if U.S. manufacturers seek to 
maintain near-cuirent production levels to efiSciently utilize manirfacturing capacity. Assuming 
the agreement would enter into effect in 1997 and prices rose 25 cents per pack, total 1998 
disappearance (domestic consumption plus exports) of U.S.-produced cigarettes would decline 
2,5 percent—from 731 billion to 713 billion pieces. Under the 50-cent increase scenario, 1998 
disappearance would fall 6 percent to 689 billion pieces. By 2006, disappearance of U.S. 
produced cigarettes would fall to about 600 billion cigarettes vwth a 25-cent increase, about 9 
percent below expected disappearance of660 billion pieces in the current baseline. With a 50-
cent increase, iconsumption in 2006 is expected to be 580 billion cigarettes, 12 percent less than 
the level of cigarette disappearance expected in 2006 without the settlement. 

Imnlications for Tobacco Producers 

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

A 25-cent increase in cigarette prices is estimated to result in a decline in the use of flue-cured and 
burley tobacCp for domesric cigarette consumption of 10 percent and 8.4 percent, respectively, by 
2006. Some of the decline will be offset by the use of domestic tobacco for increased cigarette 
production for export. Total flue-cured and buriey marketings will likely fall by 6.4 percent and 



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, resjiectively, by 2006. 

Because of the relatively high tobacco loan rates, decreases in flue-cured and burley use \vill likely 
lead to a small decrease in market prices, at least in the short term. Over the long run, support 
prices will fall, reflecting the adjustment factors based on the 5-year mo\Tng average market price. 
By 2006, average prices paid to flue-cured and buriey growers are expected to drop by about 1 
percent assuming a 25 cent increase in cigarette price and by about 3 percent assuming a 50-cent 
increase (figures 11 and 12). Assuming no changes in the tobacco program, 2006 quota levels 
for flue-cured tobacco will likely fall below baseline levels by about 6 percent assuming a 25-cent 
increase in cigarette prices and by 8 percent assuming a 50-cent increase. Quota levels for burley 
are estimated to fall by 7.5 percent for a 25-cent per pack increase and almost 10 percent for a 50-
cent per pack increase. 
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Figure 7 

Tobacco support rates 

1.80 

^1|0 

11;40 
1.110 
(A 
^ 1:00 
o 
Q 

0;60 
1970 1974 1978 1982 1 

I 9 s-t S-l 
fl 

Y 
k - i k J \ ' B 

—̂ 

i 

r 
9 . 

»^ 
i \ 

A J r« 
8 L 1 

9 M 
i 
il-fi 

J r« 
9 M 

i 

J r« 

/ i >- /• 
—t 

e 

1 

1 1 

rr r 986 1 990 994 



Figure|8 

Tobacco marlteting quotas 
1600 

1400 
CO 

1200 
o 
a. looaj 
o 

800! 
1 • > 600) 

400 

... ... 

^ "a 
\ / s ( \ 

\ \ 
\ -

1 
• 

K 
A 

s 
i 
f / 

a. 
i \ \ \ \ 

• s 
J 

j 
V r \ 

\ 
E a \ 

\ 
\ 
1 

n— 
/ 

/ 
\ 
«, 
\ 
K 

1975 1978 1981 1984 1987 1990 1993 1996 

Flue-cured »- Burley 



Figure^ 
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Effects on flue-cured prices 
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Figure; 12 
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Special Article 

The Tobacco Program—A Summary and Update 

by 

Tom Capehan 

Abstract: Mosi tobacco production in the United States has been under a price suppon-pro-
duciion 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 piogram from the early 1930's arc 
summarized and more recent changes evaluated in this article. 

Keywords: Tobacco, tobacco program, pi ice support. 

1930 to 1981 

The Federal Government has operated programs to suppon 
and .stabilize tobacco prices since the early I930's. As a re­
sult, risks to growers from seasonal and cyclical price 
changes have been lessened in the face of weather, produc­
tion, and use variations.; 

The Agricultural Adjustment Act of 1933 designated to­
bacco as a basic (storablc) commodity, and cash payments 
were made to tobacco growers who restricted production 
(1933-35). Afler the 1933 legi.slation was declared unconsti­
tutional, substitute legislation authorized payments for carry­
ing out soil conservatiori practices (1936-37'). 

Tlic AgricuUural Acl of 1938 authorized marketing quotas, 
with a penalty for growers exceeding them. With two-thirds 
or more of tobacco growers voting approval of marketing 
quotas for their kind of tobacco, growers received price sup­
pon up to 75 perce.nt of iparity. Parity price calculations 
used 1910-14 as the base period for most commodities, but 
Augu.<;t 1919-July 1929 Vwa.<; designated for tobacco. 

Despite many legislative changes since 1938. the authority 
to pi:ovide an adequate and balanced flow of tobacco 
through the marketing quota continues. The program is 
available for all kinds of tobacco except shade-grown v;rnp-
per and Perique. Excluding the 1939 crops, marketing quo­
tas have been approved and in effect since 1938 for each 
crop of flue-cured, burley, and d.irk tobacco. Cigar binder 
and Ohio filler crops first came under quotas in 1931. Prici; 
supports have never applied to Pennsylvania filler and last 
applied to tlie Maryland;crop in 1965 and llic Connecticut-
Massachusetts binder crop in 1983, 

In C)ciober ) 94'2. Congress raised the suppon level to 90 per­
cent of parity, which continued through 1948. The Agricul-
niral Act of 1949 continued the 90 percent parity level and 
has been the autiiority for tobacco price suppoit since 1950. 

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

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

Under the loan program, a suppon price (loan rate) is estab­
lished for each grade of tobacco. If the buyers arc not will­
ing to bid above the Government loan rate for any lot of 
tobacco, an eligible 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 tiken 
by a cooperative as,<;ociation. Under an agreement with the 
Commodiiy Credit Corporation (CCC). the association ar­
ranges for receiving, redrying, paclcing, storing, and eventu­
ally selling the tobacco under loan. 

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

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

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

1982 to 1985 

Three laws were enacted in 1982 and 1983 that substan­
tially changed the program. Their adoption was impelled by 
a number of pressing concerns. Health groups and some 
members of Congress were concerned that the U.S. Trea.<i-
iiry made outlays on a commodiiy statistically associated 
with v^rious illnesses. Another concern among some grow-

Economic Research Service. USDA Tobacco S&0/TBS-238/Apri| 1997 31 



ers and others was; lhat many of the owners of tobacco quo­
tas did not grow tdbacco. Still another concern was that 
price supports were so high thai U.S. lobacco was lo.-iing its 
competitiveness in world maikeis. 

The first law was îcrmcd the "No-Net-Cost Tobacco Pro­
gram Act of 1982.!' The l.iw. mandated hy the 1981 Agri­
culture and Food^Acl, required that to be eligible for price 
support, producers;of all kind-s of tobacco, beginning with 
the 1982 crop, had to contribute to a fund or pay assess­
ments to an account established by the cooperative issocia-
lion that makes F(ideral support loans available to 
producers. The fiitids are collected to cover potential losses 
in operating the price support program. 

The no-net-cosl laW was the first to authorize owners of 
flue-cured allotments and quotas to sell Qicsc rights sepa­
rately from the farms to which the allotments were at­
tached. The allotments and quotas had to be sold to actual 
active producers for usx. on other farms in the same county. 
The legislation also required corporations, utilities, educa­
tional and religiou;s institutions, and other entities owning 
tobacco allotment^, but not significantly involved in farm­
ing, to sell their allotments or forfeit them. 

The second law froze 1983 tobacco support ai their 1982 
levels. The law also permitted the Secretaiy of Agriculture 
10 reduce burley liquolas as much as 10 percent in any year, 
if necessary, to cpnu-ol overproduction; previously, the 
maximum reduction permitted was 5 percent. 

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

, Fluc-cured supi)0rts for 1984 were again frozen at the 
1982 level. Ii^iil9S4, the support price for burley and other 
types was set so as not lo nairow the normal price support 
differential between them and fluc-cuied. Procedures 
were established for calculating supports for each kind of 
tobacco in the future. 

, The lease and transfer of flue-cured tobacco quota was 
abolished beginning in 1987. 

, Imponed robaico, except for Oriental and cigai' tobacco, 
must be inspected for grade and qualily to the cxiunt fejisi-
ble. An amcniimenl to the Food Security Act of 1985 re­
quired lhal imported tobacco be tested for pesticide 
residues similar to testing required for domestically 
grown loaf. 

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

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

1986 to 1987 

Although three significant pieces of legislation were cn-
acted in 1982 and 1983, major problems .still existed in the 
tobacco program. These problems were addressed by the 
Cnn.solidatcd Omnibus Budget Reconciliation Act of 1985. 
The Act. enacted in April 19S6, affected the tobacco con­
trol programs as follows: 

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

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

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

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

, The latest announcement date for marketing quotas for 
any kind of tobacco, other than flue-cuied and burley, was 
changed from February 1 to Moid; 1, 

, Cigarette manufacturers are required to submit estimates 
to USDA of iheir flue-cured and burley purchases for the 
upcoming marketing year 15 daj's 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 
purchase is subject to penalties. 

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

, Loan stocks of 1976-84 crops were sold al discount price; 
over a 5-year period for burley and 8 years for flue-cured. 
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Tlie Agricultural Reconciliation Act of 1987 made funhei' 
changes in the tobacco ̂ program. The most imponani 
change permitted limitiid lease and transfer of fluc-cured lo­
bacco quotas under disa.stcr conditions. The law also re­
duced effective price support levels in 1988 and 1989. 

1988 to 1994 

The Drought Assistance Act of 1988 provided assistance to 
lobacco producers if th|eir crop was lowered more ilian 25 
percent by drought, hail, excessive moisture, or related con­
ditions. Tlie Disaster t̂ssistance Act of 1989 provided pay­
ments if tobacco production was reduced more than 41) 
percent because of damaging weather or related conditions, 
For producers who oblkined crop insurance in 1989 under 
the Federal Crop Insuwnce Act, disaster payments were 
available for los.ses e^iiccding 35 percent of expected pro­
duction with average i|ields. 

Tliree pieces of legislalion affecting tobacco were enacted 
in November 1990. ijiider the Omnibus Budget Reconcilia­
tion Act of 1990 for 1991-95 crop years, tobacco growers 
and purchasers of tob'acco under marketing quota will annu­
ally be assessed 1 pefcient of the national loan rale on all 
inai'ketings (0.5 percent each for growers and purchasers). 
The assessment is targeted to reduce tlie budget deficit, Thz 
marketing assessment has been extended through 1998. 

The Food. Agriculture, Conservation, and Trade Act of 
1990 included the following provisions: 

, The Act authorizes the Secreury of Agriculture to invest 
trust fund rcservesfrnm the imporlcd-tobacco inspecti<)n 
account in insured; pr fully collateralized, interest bearing 
accounts, or authorize the Secretary of the Trea.sury to in­
vest these funds iniU.S. Government debt instruments. 
Fees, charges, andjihterest earned from the investment of 
such funds is addcd'to the applicable appropriation ac­
count and availablejwithout fiscal year limitation. Interest 
earned is used to cjffset imported lobacco inspection fees. 

The Farm Poundage (Juota Revisions Act of 1990 was de­
signed to increase utilization of buriey quota. Major fea­
tures of the law arc: i j 

, The sale.s of hurieyilobacco quou within counties was per­
mitted beginning wjlth the 1991 crop year. The buyer must 
be an active burle.y:'growcr and the purchase is annually 
limited to no morc ihan 30 percent of the existing quota of 
the buyer's farm, 6| 20,000 pounds, whichever is greater. 
Sales of poundage quotas have been permitted for fluc-
cured tobacco since 1982. 

, A farm Th,ir purchajses quota is not pcrmillcd to sell any 
quota within 3 years of the last year of purchase, 'Hie total 
tobacco acreage permitted on a receiving farm cannot ex­
ceed 50 percent of The cropland in the farm. 

, Quota holders are required to lease, or attempt to grow, 
their quola 2 out of 3 years or forfeit the quota. This re­
places the I - out of 5-year plan, 

, Divisions of fomi quota cannot be less than 1,000 pounds 
(except when the division is among family members or 
pursuant to probate proceedings). 

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

, Lease and tran.sfcr across county lines was authorized in 
Tennessee. Tennessee burley producers approved such 
transfer in a Statewide rcfeti;ndum in January 1991. 

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

In October 1992, an amendment to the Agricultural Adjust­
ment Act of 1938 required that sale or lease of alloimcnts 
between farms by producers of fire-cured, dark air-cured, 
and Virginia sun-cured tobacco be approved on an acrc-for-
acre basis. Previously, the law required a reduction in the al­
lotment iransfened 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 cigarcltes to contain at least 75 percent do­
mestically grown tobacco during each calendar year, 
whether for domestic consumption or export. Penalties 
were assessed manufacturers that exceeded the maximum al­
lowed foreign content. The limit and penalties could be waived 
during natural disasters or because of low tcscn̂ c slocks. 

In addition to the minimum content requirement, the 
OBRA of 1993 legislation imposes budget-deficit and no-
nct-cost assessments on importers. The rate for the budget 
deficit assessment is the same as for purchasers of domestic 
leaf, and the rate for the no-net-cosi assessment is equal lo 
ihc combined rates of fees collected from producers and 
purchaser."; of U.S.-grown flue-cured and hurley leaf Also, 
fees for inspecting all imported tobacco will be comparable 
with fees and charges fixed and collected for senices pro­
vided in connccdon with tobacco produced in the United 
States. 

U.S. growers and purchasers of domestic leaf have paid spe­
cial assessments equal lo 1 percent uf the average price sup-
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port since 1991 to hidp reduce the Federal budget deficit. 
The new budget dcfjlif assessmenl on importers applies to 
the 1994-98 crops aiii applies to all tobacco imported, in­
cluding Oriental, Faiturc to remit the budget deficit lee will 
result m a penalty equal to 37.5 percent of ihc sum o( the 
average price of flue^ured and burley lobacco for the im­
mediately preceding êor on the quantity of tobacco on 
which the failure occurs. 

The no-net-cosi asses.smenls cover projected losses in oper­
ating the tobacco price-support program. U.S. flue-eurcd 
and burley growersiKavc paid no-net-cost fees since 1982, 
while purchasers have paid fees on U.S.-grown tobacco 
since 1986. Beginning in 1994. no-net-cosl assessment: are 
being levied on importers of flue-eurcd and buriey tobacco. 
Noncompliance by .importers to no-nct-cost a.<;.sessmeiil$ re­
sults in a penalty eqtial to the average price of the tobacco 
involved for the preceding year times the quantity of to­
bacco which the faiiurc occurs. 

The new acl extended to 1996 a provision in previous law 
that limited the reduction in the national marketing quota 
for fluc-cured and biiricy tobacco to no more than lO per­
cent of the amount'of each quota in the preceding ycai'. 
When determining ;tKc marketing quota for the 1995 and 
1996 crop years. i M Secretary of Agriculture can waive the 
10 percent quola reduction limit if loan stocks exceed 150 
percent of the reserve slock level. 

1995 to Present \\. 

President Clinton proclaimed a tariff-rate quota (TRQ), ef­
fective September 13. 1995, for certain imported lobaixo, 
primarily flue-eurcd and burley. Vnt proclamation also 
eliminated duties on cigar wrapper, binder, filler, and Orien­
tal lobacco. The TRQ replaced the domestic content rule 
(OBRA) of 1993, which was dcicrmined to be inconsistent 
with the General Agreement on Tariffs and Trade (GATT). 
GATT implementing legislation contained provisions end­
ing the domestic content provisions once the President pro­
claimed a TRQ on jccrtain types of tobaccos. The TRQ is 
the result of nego^ations which conform to existing GATT 
requirements. Negotiations with supplier countries estab­
lished a tariff-rate quota for imported flue-eurcd and burley 
tobacco as a GAltf/WTO-consistciit alternative. 

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

be refunded if the same tobacco imported i.s used to manu­
facture cigareltes that axe exported. Imports under nine har­
monized tariff subheadings during the penod September 13 
to September 12 of any year are limited to the following 
quaniiiies: 

Million pounds 
(declared weight) 

Argentina 

Brazil 

Chile 
Guatemala' 
EU-15 
Malawi 
Philippines 
Thailand 
Zimbabwe 
Other 

26.5 
176.8 

G,1 
19,6 
22.0 
26.5 

6.6 
15.4 
26.5 

6.6 

Total 332.6 

Summary and Conclusions 

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

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

'Af£eniina"s quota will d<a;line to 24 ? million pounds on Scpicmbcr 13. 
1998 and to 23.7 million pounds on September 13. 1999. 

^Cu.iicmala's quota will incrcjBc annually beginnins Septemlxr 13. 1996 lo 
19.6 million. 20.4 million. 21.2 million, and 27 million pounds by Seplembcf 
13, 1999. 

3il Tnhaoeo SAO/TBS-238/A0rll 1997 
l£conomic Research Service, USD 
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Financial Structure of Tobacco Farms 
In Kentucky and North Carolina 

U S tobacco production is primarily concet̂ traied in KeniuckyrTennessee (burley) arid the 
souiheastem Slates (flue-cured), althoush other States grow small amountŝ  The 1992 Census of 
Agriculture reported 59.373 farms in Kentucky (268.140 tobacco acres) and 17,625 farms m 
Nonh Carolina (283,900 tobacco acres) gjowing of tobacco. 

Tobacco acreage on Kentucky and North Carolina farms differs dramatically in size of planlings. 
Over 50 percent of farms with tobacco in Kentucky have less than 3 acres planted to the crop 
compared with just under 30 percent in North Carolina, In Kentucky, the largest number of ferms 
(40 percent) plant 1-3 acres, while in North Carolina the largest number of farms (39 percent) 
plant 10 or more acres to tobacco. 

;;p is trite 
; By Tolaiccoi Acreage 

;1l6:3ii6|C 

3 to 5'ac 
(19%) 

< 1 icrfr ,, 

ib : * . iacriBfr 

5 to 10 ZC. 
(17%) : 

Sourc«.' Caniu i al Agrteutura 

North.Carojjria' 

3 to S at.. 
(14%) 

1 to; 3 a t . 
- f c ^ i(2?%i: 

5 to 10 ac. 
(18%) 

< T Sjcra 
: (6*!*): 

10 * acres 
(39%) 

Prtpjroa by Ecofxx^lc RatearcA StrvleoAJSOA 
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Importance of Tobacco 

According to USDA's 1994 Farm Costs and Returns Survey (FCRS) tobacco accounts for an 
fverag 5 I2 percent of total farm value of production on Kentucky farms growtng tobacco. Thts 
compiVs with 57.3 percent in North Carolina. In Kentucky cattle were ranked second while m 
North Carolina hogs ranked second. 

With fanns defined as SIC tobacco farms (more than 50 percent of totd farm v^ue Produc^on 
comes from tobacco), the importance of tobacco grows, SIC tobacco ^ J - " ^̂ ^̂ ^̂ ^̂ ^̂ ^ 
average 81 4 percent of total value of production from tobacco, compared with 80. 0 percent in 
North Carolirui. For Kentucky SIC tobacco farm., crops played only a minor role m the farms 
commodity mix, but cattle were still important. In North Carolina, however, hogs were a minor 
enterprise but soybeans and com remained important. 

The FCRS showed an average fem size of 124 acres in Kentucky and 156 acres in North 
Carolina. Tobacco acreage accounted for an average 3,7 acres and 12.7 acres m the 2 States, 
respectively 

Value of selected farm products for farms with tobacco, 1994 

Kentucky Nonh Carolina 

All farms 
with 

tobacco 

Number of farms 

Farm value of production 

Crop value of production 
Tobacco value of production 
Corn value of production 
Soybean value of production 
Cotton value of production 
Wheat value of production 

Livestock value of production 
Hogs value of production 
Cattle value of production 
Poultry value or production 

33,476 

21.951 
17.134 
2.406 
1,461 

0 
257 

11,525 
1,858 
4,622 

20 

SIC 
tobacco 
farms 1/ 

All farms 
with 

tobacco 

35,937 25.576 16,878 

.Average dollars per farm 

22,632 

19,929 
18,417 

427 
575 

0 
no 

2.703 
68 

2.484 
0 

86,811 

64,096 
49,747 
2.243 
7.561 
1,692 
1.315 

22,715 
16,678 
1.310 
4.727 

SIC 
tobacco 
farms 1/ 

14,535 

64,811 

64,105 
51.830 
1.594 
7,781 
501 

1,019 

706 
99 
607 
0 

Source- Farm Costs and Returns Sup/ey, ERSAJSDA, ^ . , , . • 
1/ Tobacco a«:ounts for over 50 percent of fam. total value of agricultural production 



Farm Income 

The 1994 income statements for Kentucky and North Carolina farms with tobacco show an 
I ne î ŝ inuu Kentucky and $3 523 n North Carolina. For SIC tobacco 

oa,^ or the'leve, of specialU..io„ i . tobacco, direot P^^-J^,^^ 
^Iciency payments) played 1 small role in d«erm,nmg the level of fam. *^ 
Qovet^em tibacco programs are designed as an md.rect control 
pTdletion Is regulated by a Federal poundage quota pnce support program. 0^°*"=^= 
T a ^ e e d a miSmum price through supports in exchange for the,r 

therefore, tobacco program suppon is reflected in tobacco receipts rather than ,n Government 

payments. 
On the expense side, chemicals and hired labor accounted for the greatest 
related expenses for fueU and repairs also tanked high. For fanns w„h l.vestoclc. feed expenses 
became important. 



JUL-l6-igg7 10:4fc, tRS OP 

Income statements for farms with tobacco, 1994̂  

Kentucky Nonh Carolina 

All farms 
with 

tobacco 

SIC 
lobacco 
farms 1/ 

All farms 
with 

tobacco 

SIC 
tobacco 
farms 1/ 

_ - Average dollars per farm 

Gross cash income 25,668 59,011 16,551 54,412 

Crop sales 14,168 53,434 13.150 52,244 

Livestock sales 10,165 1.663 2,437 706 

Government payments 
Other farm-related income 

172 
1.163 

526 
3,389 

70 
894 

292 
1,170 

Less: Cash expenses 19.259 40,229 13,029 38,030 

Variable 15,093 52,110 9,964 31,049 

Livestock purchases 
Feed 
Other livestock expenses 
Seed and plants 
Fertilizer and chemicals 
Labor 
Fuels and oils 
Repairs and maintenance 
Machine-hire and custom work 
Utilities 

Other variable expenses 

Fixed 
Real estate, property taxes 
Interest 
Insurance premiums 
Rent and lease payments 

Equals: Net cash farm income 

Less: 
Depreciation 
Labor, non-cash benefits 

Plus: 
Value of inventory change 
Nonmoney income 

Equals: Net farm income 

249 
3,392 

394 
698 

3,177 
2,347 
1.032 
1.903 

419 
635 
847 

4,165 

505 
1,856 
993 
811 

6,409 

2,412 
125 

-574 
4.282 

7,580 

149 
223 
33 

1.693 
9,131 
7,916 
5,364 
3,833 
859 

1,656 
1.254 

8.118 

817 
1,914 
2.081 
3.306 

18.783 

3.128 
199 

3,644 
4,363 

23,463 

60 
1.198 
272 
520 

2,498 
2,108 
685 

1,323 
159 
557 
584 

3,064 

337 
1.335 

840 
553 

3,523 

1.359 
128 

-236 
4.255 

6.054 

34 
164 
26 

1.514 
8,938 
7.424 
5,512 
3,851 

927 
1.507 
1.152 

6,981 

789 
1,372 
2,015 
2,805 

16.383 

2,953 
184 

4,016 
4,375 

21,637 

Source: Farm Costs and Returns Survey. ERS/TJSDA. 
1/ Tobacco accounts for over 50 percent of farm total value of agricultural production. 
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Tobacco Costs of Production 

Estimates of the costs of producing the 1994 tobacco crop are available at the national level only 
These estimates show average per-planied-acre variable cash costs of $2,446,04 for burley and 
$1,884.68 for flue-cured. While fuel and curing expenses are much higher for flue-cured tobacco, 
burley's high post-harvest labor costs are more than offsetting. Net returns over variable cash 
costs averaged $1,847.86 per acre for burley tobacco and $2,205.12 for flue-cured tobacco. 
When all costs are included, net retunis averaged negative $468.89 for burley and positive 
$415.42 for flue-cured. 

U.S. costs of production for tobacco, 1994 

Cash receipts 

Variable Costs: 
Labor 
Noncash benefits 
Fertilizer and lime 
Plant bed materials 
Chemicals 
Custom operations 
Fuel and lubrication 
Curing and heating fiiel 
Repairs 
Marketing (burley) & warehousing (flue-cured) 
No-net-cost & marketing assessment 
Inspection and grading tee 
Interest 
Other 

Total, variable costs 

Machinery and bam ownership costs: 
Capital replacement 
Return to nonland capital 
Taxes and insurance 
Total ownership costs 

Other Costs: 
General farm overhead 
Land and quota charge 

Total excluding land and quota 

Burley 

4.293.90 

1,409,06 
15.31 

243.89 
76.28 
92.78 
10.86 

101.63 
7.19 

103.62 
225.43 
105.30 
16.38 
17.08 
21.23 

2,446,04 

273.31 
109.81 
125,06 
508.18 

425,10 
1.383.47 

3.379.32 

Flue-cured 

Dollars per acre 

Returns: 
Receipts less variable cash costs 
Receipts less total costs 

Yield (Ibs./acre) 

1,847.86 
-468.89 

4.089,80 

705.17 
23.79 

296.27 
45,49 

212.80 
7.81 

55.26 
274,97 
140.33 
108.38 
72.60 
16.94 
21.13 
3.74 

1,884.68 

2S9.72 
98.78 

134,22 
522,72 

289,72 
977,26 

2.697.12 

2.205,12 
415.42 

2.108 2.420 
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Costs and Returns for Selected Vegetables 
and Field Crops 

Tobacco growers are currently growing a mix of other field and specialty crops such as corn, 
soybeans, cotton, and wheat. Between 1 and 2 percent of FCRS fanns w.th tobacco reported 
harvesting vegetables. Data from North Carolina are available that allow cornpansons among 
costs and rewms for major vegetable crops, Kemucky data were not available. 

Except for tomatoes, other vegetable crops are more likely to be grown in flue-cur^d tobacco 
areas than in buriey areas. Returns vary widely from year to year, dcpendmg on growing 
conditions and market conditions in a specific season. 

The gross returns arc based on yields and prices reported by NASS for 1994. Cash variable costs 
are based on enterprise budget estimates developed at the North Carolina State University and 
have been adjusted to represem average production practices for 1994. The net returns represent 
earnings to land, labor, capital, machinery, overhead, and management. 

Although some tobacco producers could produce vegetables on tobacco acreage, the majority of 
any displaced tobacco land would likely go into field crops. The demand for vegetables is 
relatively inelastic, meaning that even small increases in the quantity results m relatively large 
price declines Because the vegetable acreage is so small relative to lobacco, a sm^l percentage 
shift of tobacco land would represent a substantial increase in vegetable acreage. This would 
lower prices and reduce vegetable returns. 

In contrast, tobacco acreage represents a relative small percentage of field crop acreage. 
Consequently, a relative large shift could occur from tobacco to field crops without having a 
noticeable impact on either field crop prices or returns. 
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Estimated average costs and returns hr selected vegetable and Field crops in North 
Carolina, 1994 _ _ 

Net above 

Crop 

Sweet potatoes 
Cucumbers> Processing 
Cucumbers, Fresh market 
Bell peppers, Fresh market 
Snap beans. Fresh market 
Watermelon 
Cabbage, Fresh market 
Tomatoes, Fresh market 

Com (Southeast region) 
Soybeans (Southeast region) 
Cotton (Southeast region) 
Flue-cured tobacco 

Gross 
revenue 

1,627.50 
992.00 
440.00 
717.50 
983.50 
675.00 

1,900.00 
4,332.00 

278.20 
170.91 
623.60 

4,089,80 

Cash 
variable 2 

expenses 

Dollars per acre 

1.118.92 
1.041.62 

466,61 
864.81 
600.06 
485.86 . 

1.016,36 
3,735.50 

157.86 
95.10 

291.70 
1,884,68 

cash variable 
expenses 

508.58 
95.63 

-26.61 
-62,56 
383.44 
190.63 
883,64 
596.50 

120.34 
75.81 

331.90 
2 205.12 

' Average price times average yield per acre. Source: USDA, NASS. p̂ ^̂ ,. , 
2 Veeetlble expenses are based on Extension enterpnse budgets from North Carolina State 

University Budgets modified to represent average production practices for 1994 Field crop 
expenses are firom USDA's cosis-oi-produciion accounts. 


