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Gary Black has it all figured out. All we have to do is give the industry an offset for liability 
judgments, and we can settle. Gee, I wonder where he got that idea. 

As Litigation Ills Mount, Industry Split On Whether To Embrace Settlement 
With Feds .. 

Gary Black (212) 756-4197 
Jon Rooney (212) 756-4504 
January 22, 1999 

HIGHLIGHTS 

1.We sense a split in the industry over whether to embrace the concept 
of a new settlement with the federal government as a vehicle by 
which to bring closure to this litigation wave. Over the next few 
weeks, we expect industry CEOs and their lawyers to open 
discussions with plaintiff counsel Richard Scrug sand DOJ law ers, 
to assess t e pros and cons of a new federal settlement. 

2.Given explicit language in the 1962 Medical Cost Recovery Act 
(MCRA) that the federal government has the statutory authority to 
"institute legal proceedings against third personls] who ]are] liable for 
injury or disease .... either alone or in conjunction with the injured or 
diseased person .... " we see little chance that a court would dismiss 
or rule in summary judgment against a fed claim. 

3.There is confusion about the nature of the fed's lawsuit, which will 
seek recovery of federal spending on smoking-related diseases under 
Medicare, Veterans, and other federal programs. DOJ's lawsuit will 
not seek recovery for the fed's share of state Medicaid spending, 
which was the basis for the AG settlement. \Som~ analysts have 
misinterpreted Janet Reno's 1997 quote that the federal government 
does not have authority to seek recovery as applying to Medicare, 
when, in fact, she was referring to Medicaid. , ~ 

4.Conceptually, the federal settlement vehicle pitched by Scruggs, 



combined with the AG settlement, would get the industry close to the 
legal certainty envisioned by the June 20 accord. The industry would 
demand offsets (i.e. credits) for personal injury judgments (individual, 
consolidated, classes), international judgments, third party recovery 
judgments not in the AG settlement, and excise tax hikes f r 'nite 
number 0 years. New settlements might be granted only a partial 
offset, to encourage- a defense 

5.We expect the industry to cede limited FDA 'urisdiction -- which 
coul be the hook that convinces the health community to get behind 
a new settlement. Last year, the 4th Circuit rejected the 
Administration's en banc request to review the three-judge panel's 
ruling that the FDA had no authority to assert jurisdiction. The U.S. 
Supreme Court has been asked to review the matter. 

6.The biggest obstacle to a new deal remains renel/ade pricing. The 
AG settlement gave the renegades a $ .45/ ack cost advanta e as 
10 g as their share didn't exceed the higher of 125% x 1997 share, or 
1998" share. A $150-$200 billion federal settlement ($7-$8 
billion/year) would give the renegades an additio ac c 
advantage. Because share caps wou remain fixed, the practical 
volume upside for the renegades With an $.80fpack cost advanta\le is 
not that different than with a $ .45/pack advantage. 

7.A DOJ settlement would not require Congressional approval, and 
would likely be welcomed by Republicans who oppose both raising 
excise taxes and efforts b the Administra . ge 
60 share of the state AG settlements. Yesterday, Senators Gramm 
(R-FL) and Hutchison (R-TX) announced they would introduce 
legislation to block the Administration from taking any of the state 
Medicaid settlement proceeds. Risk: This could become 'l. 
"Christmas tree" for other tobacco initiatives. 

INVESTMENT CONCLUSIONS 

We rate Phi Ii Morris. RJR, and UST out erform. We ex ect tob cco 
stoc s to remain weak near-term, given the odds of losing at least one of 
the four trials ongoing in February (Henley in California; Engle Phase I in 
Florida; Newcombe/Karney in Memphis; Ohio Iron Workers). Over the 
next few months, however. we expect stocks to rally as investors start to 
discount that the industry will again attempt to bring closure to this 
seemingly endless 5 iral of liti ation, b constructin a .. ment 
vehlc e that essentially caps the legal risks not covered in the new AG 
settlement. Our slmp(e premise: Once the industry has decided to settle, it 
cannot suddenly change course and decide to fight. We also perceive that 
investors are overlooking two fundamental issues that could trigger positive 
revisions: One, the 1999 consumption declines associated with the 
$ .45/packprice hike taken at the end of 1998 are likely to be about half the 
10-12% declines predicted by management and other analysts. Second. 
BAT's purchase of Rothmans, which we expect will trigger a global 
consolidation wave. will improve global pricing, leverage distribution, and 
be accretive if funded with debt. 
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RJR: Russia's Problems Don't Change Odds of Spinoff. The Coming Proxy Fight. Outperform. 

Gary Black (212) 756·4197 
Jon Rooney (212) 756·4504 

September 30, 1998 

TOBACCO 

HIGHLIGHTS 

1.We have cut RJR estimates to $2.20 in 1998 (from $2.40; we had previously quantified exposure of 
$(.15)/share in Russia), and to $2.40 in 1999 (from $2.50). Our going forward assumption is that Russia wi 
generate zero profits in 1998, and $10·$15 million in 1999. With no profits in low·tax Russia, management 
has increased its estimated 1998E tax rate to 45.5%, from 43.0%. 

2.The estimate cut, which was largely expected, was offset by news that 30 domestic tobacco profits will b 
up about + 10% (+4·5% previously expected) on an approximate (7%) volume decline (industry ·6%; 
reflects trade deloading following Spring price increases). This suggests that RJR, following B&W's lead, 
is finally cutting back on promotional spending behind Doral. 

3.We do not expect RJR to cut its dividend (1998 dividend $2.05, vs. $3.75 cash earnings, 55% payout; M 
52% payout; UST 65% payout) until Nabisco is spun off (early·1999). Our standalone RJR Worldwide 
Tobacco 1998E estimates are now $1.45 reported EPS ($1.55 in 1999), $2.55 cash EPS ($2.70 in 1999), 
1998E fixed charge coverage of 3.1 x (3.3x in 1999). 

4.The estimate cut does not change prospects for a spinoff of Nabisco. In fact, the continued terrible 
operating results at both RJR International and Nabisco, combined with our view that raider Carl Icahn 
(13·14MM shares) will announce another proxy fight to unseat management (filing deadline Nov. 26), 
increases the pressure on RJR to spin out Nabisco once there is a new AG deal. 

5.We believe the market has overreacted to what is old news, especially when one considers that RJR likely 
has no choice but to find an international partner to beef up distribution and management. With a 35% cut 
in RJR estimates since beginning of the year, shareholders have lost faith in management's ability to fix 
RJR's problems, and should increasingly attach a change in control premium to RJR's shares. If Icahn 



attracts as a partner a strong consumer products veteran, he could get 60% + of the proxy vote. 

6.While Philip Morris does not appear to be having anywhere near the same problems that RJR is having in 
Russia -- much better management team and local distribution -- we have said that we would cut $.05/shar 
out of our Philip Morris 1998 numbers (to $3.101 if PM told us that its Russian profits were zero ($150 
million current estimate -- about 3% of PM International) 

7.Settlement update: We believe the key obstacle holding up the deal is the parties' intent to make sure that 
"substantially all" of the AGs opt-in to the deal once it is announced (Friday or next Monday is our best 
? oet). We have heard that the opt-in period for the AGs will be relatively short -- likely 7-10 days from day 
of announcement. We have also heard that there will some monetar incentive that RJR ortion 
of up ont payments borne by MO) forfeit if they fail to sign up during the opt-in period. -

INVESTMENT CONCLUSIONS 

We reiterate our outperform rating. Assuming there is a new AG agreement. we see little downside for RJ,B, 
even with continuing problems in Russia. Either one of two outcomes seems likely: One, RJR will enter into 
the AG settlement, spin off Nabisco, and shareholders will be rewarded with a sum-of-the-parts yaluation 
(esumate $40 -- RJR's stake in Nabisco is now worth $23.75 per share. Even with the estimate cut, RJR's 
worldwide tobacco business ($1.45 in reported EPS and $2.55 in cash EPS), is worth potentially $15 - $18 
per share, at 10- 12x reported earnings, or 6-8x cash earnings). If RJR elects not to join the settlement, 
which would suggest no spinoff, we have no doubt there would be a change in control at RJR next year as 
shareholders elect to unseat the current Board and mana ement. In the latter situation we would expect 
the new Boar 0 a opt t e sett ement 'n lace b Phili Morris and Loews, install a new management 
team at can fix RJR International an move to unlock value via s inoffs asset etc. That said, we 
still prefer hi lip Morris and UST over RJR, which is likely worth more dead than alive. Our price target 
remains $40. 
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Oceober 31, 1997 

The Honorable Orrin G. Hatch 
United States Senator 
Chairman, C~ietee on the Judiciary 
United StateS Senate 
Washington, D.C. 10610-6275 
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At the October 29, 1997 hearing of the Subcommit~ee on 
Antitrus~, Business Rights and C~etitlon, you asked for Philip 
Morris's estimate or the retail price of c~9arettes in 2002 and 
2007 that would result if the n·ational tobacco settlement as 
proposed on June 20 were enacted into law. 

Philip Morris's estimate is that the retail prices of 
cigare~tes will rise in nominal terms by an absolute minimum of 
$1.20/pack by 2002 and $1. 52/pack by Z001, refleceing increase. 
of 66' and 8" respectively over present average prices. 

In real terms, L..!.:.., expressed in 1997 dollars, the retail 
price increases will be a minimu~ of $1.06/pack in 2002 and 
Sl.li/pack in 2001, refleceing increases of 58' and 65\ 
respec~ively. . 

.' 
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The Honorable Or~in G. Hatch 
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Page 2 

The retail price structure is set forth belOw: 

IS/pack) 

On-going Settlement1 

Industry Price' 
Federal Excise Tax) 
State Excise Taxes 
Tude Llfar?in 
Sales Tax 

Total 

Increase Versus 
August Retail Price 

$ 

" 

August 
199' -
0.83 
0.24 
0.33 
0.34 
0.08 
1.92" 

2002 
0.72 
0.97 
0.39 
0.33 
0.4B 
0.13 
3.02 

1.20 
65.9' 

2007 
o.n 
1.13 
0.39 
0.33 
0.51 
O.lS 
3.34 

1.52 
83.5\ 

Philip Morris believes that the foregoing estimates are 
conservative as they exclude the following: 

• any increases in state excise taxes which have historically 
risen at an annual rate of approximately 5t. 

• any price increase to reflect the imposition of surcharges 
that would result from failing to meet specified youth smokin9 
incidence reduction targets. 

• any price increases to reflect the industry's obligations with 
. regard to defense cOSts and those judqment or settlement costs 
which remain the obliqation of the industry and plaintiffs' 
attorney' a fees. 

Finally, in the esti=ate, the wholesaler and retailer 
marqins expressed as a percentage of retail price are projecteM 
to decline from a prevailinq level of 19' to 16' in 2002 and 15' 
in 2001. ' 

The Philip Harris estimate may also be compared with the 
estimates of Wall Street analysts who are projectinq retail price 

• aeflecta on·going payaents infl~ted at tne m1n1Mu~ escal.toE of 3 •. 
• Assume. indu.t~y price will 1ncrease by an annual inflation tate or 2.S\. 
I Reflects an incre.se 1n the federal axc1se tax of SO.lO/pack in 2000 and 
SO. IS/pack 1n 2002. 
• ~flect. pte.a1lin; national avera;. ta. of 4.~" 

~003 
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inc •• aaas in real terms, i.e., expressed in 1997 dolla.s, of 
between Sl.lO/pack and $l:1i7pack by 2002 and Sl.50/pack And 
$2.02/pack by 2007. Thus, according to these analysts, the terms 
of the proposed national tobacco resolu~ion, as they currently 
stand, would increase the real retail price of cigarettes by up 
~o 65' in 2002 and 111' by 2001. 

A~ the .~e hea.ing you also requested our p.oposed language 
'" for the antitrust exelllption. I am enclOSing our proposed draft 

language for such an exemp~ion. 

Please let me know if I can be of any further assistance. 

MGK/tv 

~004 
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Tobacco might thrive with a 

$ 1.50-a-pack rise for cigarettes. 

I
s the tobacco Industry playing Brer Rabbit to 
President Clinton's Brer Fox? The President's 
assertion that If necessary, the price of ciga­

rettes should rise by $1.50 a pack to deter teen-age 
smoking evoked bitter denunciations from Big 
Tobacco. "The industry should be not held solely 
accountable for .social behavior that neither it, nor 
the Government, can' control," read the cigarette 
manufacturers' collective response. 

But a close look at Mr. Clinton's demands sug­
gests that the industry could live - conceivably 

. thrive - with the consequences. Jeremy I. Bulow, 
an economist at the Graduate School of Business 
at Stanford University, calculates that a settle­
ment on the President's terms would cost the 
tobacco com'panles less than the continuing uncer­
tainty over legal liability. "The best estimate now 
is that $1.50 a pack would Increase the market 
value of tobacco stocks," Mr. Bulow argues. 

• • • 
"Reducing youth smoking Is the Administra-

tion's bottom line," President Clinton said. "One of 
the surest ways" to meet the Administration's 
goal of a 60 percent cut In teen-age smoking over a 
decade, he added, is to "increase the price of 
cigarettes. t • . 

Since teen-agers have less money than adults 
and are not yet addicted to nicotine, their con­
sumption of tobacco is more responsive to price 
changes than that of adults. Nonetheless, to cut 
teen-age smoking by 60 percent would probably 
require a $1.50 price increase: 

The combination of taxes arid penalties built into 
the original settiement proPosal - a proposal the 
Federal. Trade Commis~ion staff argued this week. 
could actually.lncrease liidustryprofits - totaled 
72 cents.a pac~,W1ieri ~.reiJilrter.8sked Bruce N. 
Reed, dli-ector of the'Pr:esldeilt's,Dome$tic Policy 

. .. ' ... ";'" '"., ," . 

. ~~:- .... 1I:i-4 
:';L~tiae Asciu 

Council, whether the Administration's ap;>roach 
would double'the 72,cent penalty, Mr. Reec ;ald it 
would. TIlat, in turn, led to the speculation ::oat the 
President's approach would have doubled :::e cost 
of the original settiement, to about $700 bOon. 

But Martin Feldman, a tobacco Industry a.,alyst 
at Smith Barney, begs to differ. He notes flat the' 
72 cents does not include the 15,cent-a-p.;ck in­
crease in the Federal excise tax on the bolks for 
the year 2002. Nor does It Include future inc-eases 
in state taxes, or In markups by retaliers .. Lj] told, 
Mr. Feldman estimates that the abandoned settle­
ment would have raIsed the price of a p!ck by 
$1.45 In just five years - almost as much as the 
President's proposed maximum Increase over a 
decade. 

Mr. Bulow of Stanford expects there il; more 
daylight between the cost of the two proposals 
than Mr. Feldman argues because competition 
would prevent retailerS from fattening their 
markups sIgnIficantly. Nonetheless; the uniftrslty 
ecohomlst is confident that cigarette makers 
could live with measutesthat:would InCl1!llll! the 
supermarket price by $1.50 a pack. ",., •. 

Mr. Bulow's coilclilslonlsb8sed,ciit the idmthat 

the cigarette makers' goal Is to maximize the total 
return for stockholders. He ciles estimates by 
Gary Black, a tobacctJ analyst ai-oS an ford C. Bern­
stein, that the domestic tobacco' businesses of 
Philip Morris and RJR Nabisco are currentiy i 
valued by the market at just one-third what they 
would be W1!i"th In the absence of uncertainty about 
future iitigation and regulatfbn. 

He estimates that a tax or$l.50 a pack would 
reduce Cigarette consumption by about one-third. 
The lost sales would mean a more-than-propor­
tionate fall in profits, but Mr. Bulow estimates that 
part of the costs of the settiement, would be 
recouped since marketing costs would also fall. On 
balance, he 'calculates that a $1.50 tax would pare 
the industry's $5 billion annual profit by a bit less 
than half. 

• • • 
That is hardly what the cigarette companies. 

hoped for, But Mr. Bulow reckons that it Is better 
than living with the current level of legal uncer­
tainty, which has reduced the market value of the 
business by two-thirds, And since the Administra­
tion appears eager to set goals in terms of reduced 
youth smoking, rather than reduced smoking over 
all, the companies may find ways to salvage a 
portion of the lost profit. 

For example, Mr. Bulow expects that an In- ' 
crease in the minimum legal smoking age to, say, 
19, would deter teen-age smokers, yet have littie 
effect on adults in the near term, So by supporting 
tougher restrictions on access to Cigarettes, the 
companies might get away with a smaller tax that 
cut less deeply Into profl~ from sales to adult 
addicts. . . I 

Concentrating on youth smoking directly has a 
social advantage, too. Smokers, on average, have, 
lower incomes than nonsmokers. So relying more 
on direct regulation of youth smoking and less on . 
cutting dem~.nd wlllt.: across-the-board price in­
creases reduces the regressl."lty of the policy. ·~It 
would be a sbame to put ptoStof the burd_en,o(tJ:!e. 
antismoking settlemeritan ·thebacks, bf adults 
earning less l:h.a(I $10 an houri' Mr. Btilow'said 

. ", 'I" '':\IT'' .' . 



CREDIT MARKETS 

Many Factors 
Prom;,tRise 
In Bond Prices 
Borrowing 1:,)1 U.S. 
Might Be Reduced ,/ 

By ROBERT HURTADO 

Treasury prices turned sharply 
higher yesterday, as marketpartici~ 
pants weathered the Treasury's auc­
tion of new five-year notes apd're­
acted to a number of other factors 
including a report that [he Govern­
ment wns Iikr.1y to curlnil ils hurrllw­
In~ 1I1'I'ds III till' c'u1II111Y, Ilsl'al ~,...:II 

Freddie l't'Iac Yields 
Average weekly yields on Federal 
H~ L.oan Mortgage Corporation 
3D.year and 15-year participation 
cenillcates. in percent Yields track 
changes in fixed-rate mortgages. 
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1\1 the shlll'h'r end ul I hi' I'III'VI', IIII' 
shorter-maturity bills agatn made ... - ,g, strong gains as the end-ol-quarter Key Rates 
buying continued. The rate on three- ~n percent 
month bills . dropped eight-hun- '-:..:...:..:..---:..:..:.:::-=:...-=---= 

,p- .., -.. 
dredths of a percentage point. to 4.77 PRIME RATE 
percent. DISCOUNT RATE 

8.SO 8.50 8.25 

'.00 S.OO S.OO 

The 3().year bond gained nearly a . FEDERAL FUNDS' 

full point, up 3%2. to a price of . 3·MO. TREAS. BILLS 
l002~2. The bond's yield, which S·MO. TREAS. BILLS 
moves in the opposite direction from lQ-YR. TREAS. INFL:" 

'.63 
4.77 
4.93 

'.56 

5.45 5.56 
4.85 4.90 

5.01 5.06 
3.57 N.A. 

the price, fell to 6.31 percent, from l().YR. TREAS. NOTES 
»YR. TREAS. BONDS 

6.38 percent on Tuesday and the low- TELEPHONE BONDS 

est since 6.29 percent on July 29. MUNICIPAl. BONDS··· 

6.03 
6.31 

6.09 6.68 
6.38 6.92 

Ahead of the five-year sale, inter­
est by smaller investors was seen at 
fhe 6 percent level, as dealers tried to 
(li~WIIIIIII IIw IIIII!' rurllu'r In qllkk,'11 
ItS Solie aud .. .Ilsll'lbulIOII, uul W'Illt1I1~ 
the auction to be as disappointing as 
the two-year note auction on Tues· 
day. 

James Padinha, an economist at 
Briefing.com, a market analysis 
firm in Menlo Park, Calir., said the 
auction results were not exceptional. 
"Building into the auction, however, 
if you wanted to play the momentum 
you were fine," he said. "If you were 
plnying the' tmeting vil'w. mnyllf' YOII 

wcrc O.K .• ilnd If you we'n' wkillj.! IIII' 

fundamental view, no way." 
At the Treasury's $11.5 billion auc­

tion yesterday, the new five-year 
notes were sold at the high yield of 
5.960 percent, the lowest since 5.950 
percent on Nov. 26. 1996. 

Barry Evans, senior vice president 
and portfolio manager at John Han­
cock Funds, said: "With rmes near­
inJ.: IIw luws IIf till' y .. ar. I Iilillil 
buyers uf l11urlgi.lgc-lJi.u:kcd sccun­
ties are anxious about a potential 
wave of refinancing. To calm their 
anxiety, they are chasing the five­
year notes." 

Other factors behind the market 
increase tncluded short-covering fol­
lowing talk of hedge fund and central 
bank buying. Short-covering occurs 
when speculators. who sell borrowed 
securities in hopes of buying them 
back later at lower prices, are forced 

--

.... 7.49 7.98 
5.45 5.46 5.92 

'Es'!rnated daily average. Dow Jones Markets 
"Realized dollar amount rises with inflation 
"'Municipal Bond IndeK. The Bond Buyer 
!:. .. "' ... " .~,,~ .. ,~ •• flt"""'I- ""ri 0._ ./(wl"" MI1rA..,,, ,.u " .. " .... r·. I_IJ_ ,_ ... ", ,.,,_ ... ~".a.. 

to scramble and buy back the securi­
ties ~fore they incur losses when the 
market moves up. There was also 
some hope that the F<..>d would cume 
to market to do a coupon pass, that is 
come in as a buyer of variou's matu­
rities. 

Government securities were also 
holstf'reet from a Mnrkf't Np.ws SP.rv-
In' siury tlml flll'lIse'lI 1111 lilt' 1111' 
preved Federal budgel uutlook and 
how it would probably curtail the 
financing needs of the Treasury be­
ginning in October. the start of the 
Government's new fiscal year. 

Any reduction in financing needs 
by the Government is. seen in the 
long run as increasing prices and 
lowering yields. 

l~ulll'l"I l'up,lle':!!'. ~Il'niur vlI't'lln,sl­
dellt and director of the fixed-Incume 
department at J. W. Charles Securi­
ties ·Inc. in Boca Raton, Fla., said he 
saw the signs of a large hedge fund 
buying as weU as central bank buy­
ing. "Based on the current rate of 
inflation. the real rate of a 30·year 
bond, which is the nominal rate mi­
nus inflation, should be 5.50 percent," 
he said, 

Even with all the strong buying the 
_market was unable to break through 
some strong overhead resistance, 
said Doug Burtnick, managing ana­
lyst with Technical Data of Boston. 
"You can't argue with the fact that 
the longer-term prospects still look 
constructive or that both the invest· 
ment and dealer communities are 
looking for opportunities to trade 
f rom the long side." 

The follOWing are the results of 
yesterday's Treasury auction of new 
five-year notes: 

1000 om"'l'd ,n doltlr II"urfS) 
HIQh f'm;e ...... 
HIQh Y,rld ..• 
Low Yield. . .................. . 
Me<I'ln Y.tld .............. . 
Accepll'd,l low pr.n .. .. 
TOIIIIPPIoI'd tor ...... . 
ACcrple-a .. 
NoncomPfW.yr •... 
InltrfS! wI II ..................................... . 
Tilt I,ye-yur nolu ml!ure !.ro!.lO. :z002. 

99.6J1 
5.960~. 
l._ 
S.94S,," 

"., 
slS.313.14 
'11.7al.978 

\91\.236 
5h-,. 

CURRENCY 

Dollar TumblesAgainst'Y~n 
On Warning Abo,ut.J:;~~'Up"~f '1 

Uy ·llie t\lI.o;octllled Prea The. cq~ents' p~ucec! fears 
The dolla, dropped sharply that Tokyo or WasbIDgton' wauId In­

against the yen yesterday after an tervenelDtheloretpezchan&e·mar­
Influential Japanese official said that· kelS,IQ' ..n.noth"",.hO''''ri''·'' ' "" 
the marlcet had underestimated the;·· ··That·· i-~~~.~_~~~t!,,·· • .sent,the uoWiii_ to a 
warning by th .. Group of seven coun- Iaw:of, '.119.;fO before It Se.J.tled,:In,. lale 
tries against a weaker yen. .r.~,: 

The dollar also tumbled against New:Ya~ trading at 120,IQ , .... anese 
the mark after Germany's top cen- yen. !lbWt\.f!'O!lL1.U.,JJ.lIt!!:I!le$ItIy, 
tral banker said the bank would try ,". lbe cInUar al.olell·to U727 marks 
to keep the mark from failing fur-. lrom', 1.793L ~_':BrltIsh • 
ther.. . P9UI1\''1'.'''' to $1:~1421,!P.'!I.:1f:6137. 

"It's a realization on the part 01 -. The market was especta11y:Vulner. 
traders that the G-71s not conUlluing . able to.thO C<immeiltsO!.)!f.·SaUkI­
to allow the dollar to run up agahs!~.';·~b!L"8 ~·~~·!;ty;~;-::qlll! ~~ 
the yen and the mark," Robert bett1n&·:~~t;·~ti~:dolIM~~ ·t1se, 
nnlsr:l. ("hll·r ('ronomlRt at Nikko se- Graham' 81'O)'d,rl IIIllor· Vice Pi'll'" 
,'mUIl's 11111'l'Il11l1ullnl, Huld, ( dent at NatWut MarkotJ~·'·Iald. 

Lusl wl~:kelUl, nllQnce chiefs of the . Ag~~ the;~ .. ~, ;dollar tum­
Group of Seven industrial nations at . bled . after . the~:oi-presldent· of the 
a gatheri~g in Hong Kong said that Bundesbank;· .Han. T.etDieyer was 
the group would not welcome further quaied as 'sayIng ::that;.tlie ~iral 
weakenIng of a currency that would bank would do eveiyuwig In lIS pow- i 
lead to wlder trade· imbalances. . . ' . . '.1 

Traders initialJy brushed off JIle er to prevent·the·mark·from falling 
comments as too general and bought . too lar against ather.,C1Irl'!"lcies .. 
dollars, despite recent concerns .. The comm~ts ~~''e:r;~t 
about the role 01 the weak yen In rally In the dollar po """""mlc data 
Japan's growing trade surplus. . .that ~~~.rn!"" infII'Uon was 

But Japan's vice finance minister not ~ f~~,~'W!. ~)ner1t an 
01 International affairs, Elsuke Salta,. Interest rate Increase J)y,the Bunde .. 
klbara. sald early yesterday that the.: bank.. f'I; Co!!W'. !;,~Q.Q.~r,~.Tlet-. 
market failed to understand that, meyer'!1'.1I'l">'!Il'\!I .. ~wo;\~"'" 
"the G-7 statement was very ~;-::~~~,.I!'l!\d."'i~~~f}j;rF";~ 
on the dollar-yen relationship. l' tel'8ltjrateB ... ~ ;\~~h~.,: \~" . 

.,... ~ ~~·I , .•• '" ~"., .••• 1 I'~~ •. ' 

S b . Ht·h·~;:;,~!:i,;f:i'i.~~~~~~' 
oy eans rg, ,~t;:~I'§.i:''':£{l}~!JI ... :I,:. 

For AmericanHariJ~ff!lf1iilii 
. , ... :".~ e-;.:; : .. J.' ..... ~:::.: .. ~ !. . 

B',.."""' .... '...... shlpped wbeQ "Amerlcaii"'saybeans 
S"yl ... "" I'rk,,, 1"11"" sharply yOB- are growlllll, "round yeaMlnd, Unll' 

lerd"y "" the Chicago Board 01 ed States proclucen generally are 
Trade as world demand for the Unlt- the only big suppllen of .. S:DYbeans. 
ed States crop began to Increase and ArgenUlla .. already' Is' Importing 
remnants of Hurricane Nora threat- United States:soybeails,w1th 180,000 
ened to slow early harvesting. tans ordered 10r:thelloVember-De-

On other markelS, cocoa rose amid . cember period. Tlinlsla:'aJso bought 
indications that dry weather in the Etlro.pe'," rapeseed .' sunnow· 
Ivory coast and Ghana has severely, erou. 1'.0 olls all, 
curtailed prodUction, while prec10us , 
metals advanced. 

I'",ccnslers suy lhe remnanll DI.", •. IIIICI,.c;OI 
Hurricane Nora could reach up Into 
Midwest growing regions early next 
week, delaying early soybean harOo 
vesting and halting new supplies that 
are needed to refill empty coffers. 

There are early signs that even 
record crop, as expected by the 
culture Depanment, may not oc::l':.UI"!' 
what is expected to be peak 
demand. 

Soybean production is forecast at 

2.75 billion bushels, but nearly every '.' ~~~~i~~:~~~~~~~~~:'~~~ 
bean will be needed to rebuild inveR' 
tories that fell to a 2D-year low of 115 ~ed by 
million bushels belore Sept. I. lbe .evertiy.al Uie:;iG~~I:trt'ls un· 

The United States, Argentina and clear J. though exchange, ·warehouse 
Brazil combine to produce the bulk supplies are 15 percent below levels 
of the world's soybeans, but most of of a year ago .. December cocoa rose 
the South American harvest is $33, to 11,691 a ton. 

etl)e New york mimcs 
fHURSDA Y, SI;PTBMBPJR 25,1997 

'. 
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J. PHil. CARLTON, EsQUIRE 

October 8. 1997 

The Honorable Kent Conrad 
U oited Sr.I!e$ Senate 

UI<I1ED FEDERALB""K BUJLOINO 
108 N. 3.0 STREEI' 

PINETOPS. NORm c..""UNA 27864 

(919) 827·5141 
FACSIMILE (919) 827·5487 

f ..... ~4 h..'f 1'e-LJ....1<AaML-'l- P.O. Box 67 
PINETops. NOImI CAROLINA 27864 

email: pcarlton@counsel.com 
www.sclfg.com 

SH-530 Bart Senate Office Building 
Washington, DC 20510-3403 

Dear SeDlltor Conrad: 

Enclosed is the response from Lorillard Tobacco Company, Philip Morris 
Ccimpanks Inc., R. J. Reynolds Tobacco Company and UST, Inc. to your request for a 
financial r~alysis of the impact on the industry of the proposed resolution. Brown & 
Williamsen Tobacco Company will be providing you with a supplement within the next 
day or so. 

Pkase let me know if I can be of additional service to you and/or members of the 
TaskForce. 

With kindest regards. 

Enclosure 

JPC:cda 

~C~~IY, 

lci~ 
Phil Carlton 

-
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Impact of the Proposed Resolution on the U.S. Cigarette Industry 

The Conrad Senatorial Task Force has requested the industry to estimate the impact of . 
the proposed resolution on cigarette consumption in the U.S. and its potential effect on 
individual tobacco company stock prices. This paper attempts to respond to this req4est 
despite the significant uncertainties associated with these topics. 

Cigarette Consumption 
There has been much speculation on the impact of the proposed resolution on the level 
and nature offuture cigarette consumption in the U.S. Any projection is a perilous 
exercise, but ill this specific instance, it is particularly difficult to predict with any degree 
of confidence the proposed resolution's effect on cigarette consumption. This inherent 
uncertainty arises from the unprecedented magnitude and scope of the combined impact 
of the numerous economic and non-ecpnomic measures contained in the proposed 
resolution. 

Cigarette consumption in the U.S. is estimated to have reached a level of 482.7 billion 
units in 1996 reflecting an annual average decline of 1.3 percent since 1990.1 

Cigarette consumption levels are a function of numerous parameters and their 
interrelationships. These parameters include price, price gaps, the availability of 
substitute products, demographics, inflation, consumer disposable income, social 
attitudes towards smoking, smoking restrictions, etc: Many of these parameters are 
subject to cOll..<:iderable uncertainty and will be significantly impacted by the proposed 
resolution. 

Economists measure the impact of real price movements on the purchase of any product 
through econometric modelling which yields a price elasticity ratio. For example, a price 
elasticity ratio of -0.5 means that a real price increase of 10 percent generates a 
reduction in demand of 5 percent. Numerous studies have been conducted that estimate 
the price elasticity of demand for cigarettes in the U.S. market. The vast majority 

I IndustIy estimates nf consumption derived flOm indusUy shipments adjusted for lIade inventory movements. 
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suggest that elaSticity falls between -0.40 and -OAS? These studies rely on 'historical 
data to measure elasticity and generally derive estimates based on "short run" or 
immediate impacts. Some studies have attempted to measure the "long run" elasticity of 
demand for cigarettes. A study by Economics Nobel Prize laureate, Gary Becker, 
estimated that the long run response to a penn anent change in price falls between -0.73 
and -0.79 with an average elasticity factor of -0.75.3 The Becker study implies that a 10 
percent increa<;e in real prices will cause a short run decrease in cigarette sales of 
approximately 4 percent and a long run decrease in cigarette demand of7.5 percent. 

A March 1994 analysis by Gravelle and Zimmerman of the Congressional Research 
Service4 also highlights the fact that the expected long run reduction in demand for· 
cigarettes will be much greater than in the short run. The study implies that the long run 
elasticity could be as high as -1.2. Thus. under this measure, a 10 percent price increa<;e 

. would result in a long run decline in cigarette sales of 12 percent. 

Price elasticity of demand is not independent of real price movcmcnts. When consumer 
prices reach unprecedented levels, sensitivity to price also rises and thus elasticity ratios 
become more pronounced. Accordingly. the industry conservatively estimates that as a 
result of the real retail price increases that will result from the implementation of the 
proposed resolution, price elasticity is likely to fall between -0.5 and -0.75. 

u.s. cigarette consumption is estimated to have a negative annual underlying trend, 
independent of real price movements, of between 1 percent and 2 percent.s The 
proposed resolution incorporates a wide array of measures which will cleady impact this 
underlying trend in demand. These measures include access restrictions, well funded 
public educaticn campaigns and billions of dollars earmarked for cessation programs. 
While it is difficult to predict in an accurate manner the extent to which the underlying 
negative trend will accelerate, it can safely be assumed that at a very minimum it will 
increase to a range of between 2 percent and 3 percent. 

, 1989 Surgeon General Repon, Table t2 on Page 535. . 
'Becker el aI, Ana/y,is ofCigarctte Addiction, the American Economic Review, June 1994. Volume 84, No.3. Page 407. 
Table 4. . 
• Gr.m:lle and Zimm~rman, Cigarette Taxes 10 Fund Health Care Reform: An Economic Analysis, March 8, 1994, 
Congressio!1al Research Service. The Library of Congress. 
, Patrick Fleenor. T~. FoWldation - The Effect of Excise Tax Differentials on the Interstate Smuggling and Cross-Border 
Sales of Cig, aIetres ,n the U.S .• October 1996, as well as industry estimates. 

-2-
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In recent week; the public health community and numerous officials have stated that 
retail prices wid increase by 62 cents per pack by the fifth year of implementation of the 
proposed resolution. This number is grossly underestimated. For example, it totally 
ignores the mwtipliers inherent in the retail price structure of cigarettes, e.g., trade 
margins and state and local general sales taxes. The industry conservatively estimates 
that retail prices will increase by an absolute minimum of $1.20 per pack by the fifth 
year and by an absolute .minimum of $1.50 per pack by the tenth year of implementation 
of the proposed resolution·.6 Accordingly, retail prices will rise at least to the levels that 
are being advo<;ated by the public health community and the President without the 
imposition of any additional Federal or State excise taxes.7 

The following table highlights cigarette demand levels that are derived from price 
elasticity factors of -0.5 and -0.75 and a downward underlying trend in demand of 2.5 
percent: 

Table J 

(Billion Cigarettes) 

Elasticitv 1997 

-0.50 477.0 

-0.75 477.0 

Projected Cigarette Consumption 
1997 - 2007 

% Variance 
2002 vs. 2007 vs. 

2002 2007 1997 1997 

337.8 301.1 (29.2)% (36.9)% 

300.6 269.3 (37.0)% (43.5}% 

Over a ten year period it is estimated that cigarette consumption would fall by between 
175.9 billion cigarettes and 207.7 billion cigarettes versus 1997 estimated consUmption 
of 477 billion cigarettes. 

Table 2 highlights the above-mentioned·projections·-versus cigarette conSumption levels 
that would otherwise have materialized as a result of the secular downward trend of 
approximately 1.5 percent: 

, See derailed rerail price PJQjections on Table 5, Page 9. 
T Over and above the prevailing:tverage Slate Excise tax of SO.JJ/pack and the $O.39/pack Federal Excise tax as of2002. 

- 3 -
10(8197 
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Table 2 

Projected Cigarette Consumption 
1997 - 2007 

(Billion Cigarettes) 

Base 
Scenario 1 
Scenario 2 

% Variance 
Versus Base: 

Scenario 1 
Scenario 2 

1997 

477.0 
477.0 
477.0 

£.Q.Q2 
442.3 
337.8 
300.6 

2007 

410.1 
301.1 
269.3 

(26.6)% 
34.3)% 

Such volume declines will have a significant adverse impact on the entire cigarette 
supply chain. lndustry pretax earnings will suffer even if unit margins rise to offset the 
higher burden of unit fixed costs in the face of declining sales volumes. 

The Federal Trade Commission has recently issued a report that alleges that the industry 
could reap substantial benefits from the proposed resolution.s Indeed, the FTC report 
clrums that the industry could raise prices with impunity and thereby generate huge' 
windfall profit:>. The report also claims that the industry would retain two thirds of 
incremental revenues to the detriment of the public sector. The report's analysi,s and 
conclusions arc: seriously flawed for the following reasons: 

(i) The report erroneously assumes that increases in the retail price of cigarettes 
beyond the level required to pass through the settlement payments will accrue 
solely to the manufacturers. For example, under the FTC report's "200% 
scenario" which entails a retail price of $3.04/pack, the FTC report assumes that 

• Federal Trade Commission, Competition aOO the Financial Impact of Ihe Proposed Tobacco I.ndustxy Settlt:meru. 
September, 1997. 

-4 .. 

10/8/97 
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Table 3 

the m'anafacturers' price? net of taxes and settlement payments will be 
$l.421pack. As highlighted on Table 3, had the FTC used more accurate. 
assumpfons in its projections, it would have concluded that the manufacturers' 
price would be significantly lower than its study suggests under its retail price 
assumptions. 

($ / pack) 

Retail Price 
Federal Excise Tax(a) 
State Excise Tax 
Settlement Payment<c) 
Trade Margin 
Sales Tax at 4,7% 
Manm'acturers' Price 

200% Price Increase 

FTC Projection 
$3.04 
(0.24) 
(0.32) 
(0.62) 
(0.44)<d) 

$1.42 

2007 
Am~ed FTC Projection 10 

$3.04 
(0.39) 
(0.33)(b) 
(0.83) 
(0.58)'e) 
(0.14) 
$0.77 

(a) Mter the publication of the report, the FTC stated that the $O.IS/pack 
excise tax credit ($0.10/pack in 2000 and $0.05/pack in 2002) should not have 
been factored into its assumptions. 

(b) The weighted average state excise tax prevailing in July 1997 was 
$0.33(;21pack reflecting increases in New Hampshire, Utah and Rhode Island .. 

(c) The minimum 3 percent per annum escruator is omitted by the FTC. 

(d) The FTC report does not explicitly divulge the trade margin assumption . 
. The trade margin is derived from the FTC report by deduction and is consistent 
with the theory expounded in the report that any increase in retail price accrues 
solely to the manufacturers. 

( e) Th is conservatively assumes that the trade will earn a margin of only 12 
percent on any increase in retail price beyond the $1.90/pack . 

For perspective, it should be highlighted that the average manufacturers' net . 
selling price in 1996 was $0.80/pack. 

• ManufacluIeIS' price 10 wholesalers. . 
10 It follows from this analysis that the retail price would have to be $3.8I/pack to yield a manufacturers' price ofSL42/pack. 

- 5-
10/8/97 
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(ii) The asscmptions pertaining to industry profitability are simplistic at best. 

The FTC report uses a weighted average operating profit of $O.32/pack. The 
Brown and Williamson Tobacco Corporation (B&W) which accounted for 17.2 
percent of industry sales volume in 1996 is omitted from this calculation. Had the 
FTC report included B&W's operating profits in the weighting, the average 
operating profit would decline to $0.30/pack, a difference of $500 million dollars 
in annualindustty pretax earnings. 

The report fails to specify that a significant proportion of the industry's cost base 
is composed of fixed costs, i.e., costs that are independent of throughput along 
the entin! supply chain. The report simply assumes that all industry costs are 
variable. In other words, the FTC assumes that all fixed costs will decline in line 
with pr~;ected volume declines. Under the FTC's premise, a sales volume loss of 
one billion cigarette packs would erode industry profits by $300 million dollars. In 
fact the Joss would be more than double this level, as fixed costs will remain and 
the industry would lose the full marginal contribution generated by this volume, 
i.e., approximately $640 inillion dollars. 

The report admits that in order to "simplify the analysis" it ignores the potential 
impact of a change in mix, i.e:, a potential shift in demand from premium priced 
brands to either discount or generic products. Premium brands currently account 
for approximately 72 percent of total sales. For purposes of illustration, should 
this seglJlent decline to a level of 60 percent with a corresponding increase in the 
discount segment, the net cost to the industry would be in excess of $600 million 
in operating profits at prevailing unit margin levels. 11 

The FTC report estimates potential marketing and legal expenditure savings that 
ostensibJ y would be derived from the implementation of the proposed resolution. 
It is by no means certain that the industry will in fact generate savings in its legal 
expenditures. The FTC fails to take account of the industry's continued exposure 
to individual litigation and to its obligations in terms of attorneys' fees. Moreover, 
the FTC fails to account for any cost increases associated with the proposed 
resolution. Itnotably.omits.from its assumptions: 

- th.; interest costs related to the industry up-front payment of$IO billion. 

II A shift in consumption to the discount segment will result in a lower avexage retail price than otherwise would be the case 
and hence vt)lurrie w<illld be marginally higher. The resulting higher volume would ouly partially offset the significant . 
margin emsion result ing fmm an advclSc change in mix. 

-6 -
10/8/97 
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the significant expenditures required to fully comply with the broad array of 
regulatory measures that ill"e contained in the proposed resolution. 

- the implications of the proposed resolution on the cost of tobacco. Future 
legislation will in all likelihood contain provisions designed to protect 
domestic tobacco growers and their communities from the impact of 
declining volumes. These provisions are likely to iJ?crease the direct or 
indirect cost of tobacco. . 

- any potential surcharge that would be imposed on the industry in the event 
that Underage smoking incidence would fail to meet the reduction targets 
that are specified in the proposed resolution. . 

(iii) The report chooses to neglect the historical pattern of state excise tax increases 
which have risen at an annual average rate of approximately 5 percent since 1990. 
It is simply unrealistic to assume that both the Federal Excise Tax and State 
Excise Taxes will remain at cment levels for the next 25 years if industry 
profitabi lity should ever reach the. unprecedented levels that are suggested by the 
FTC report. 

Company Share Prices 
The inherent Wlcertainty pertaining to the impact of the proposed resolution on the level 
and nature of future cigarette consumption and on industry profitability also clearly 
applies to the reaction of the stock market. 

It is an indisputable fact that the stock prices of tobacco companies historically have 
been volatile and. that the relative Price/Eamings ratios of these companies have been 

. adversely impacted by the threat of litigation, despite the fact that the industry has 
consistently pr<!vailed in the courts. 

There are those on Wall. Street who .believe that .the elimination of substantial event risk 
provides predictability and thus should be a net positive for the tobacco companies. 
They claim that these companies are all highly diversified and thus the market discount 
afforded to these non-tobacco assets would be r~moved. 

-7-
10/8/97 
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Conversely, there are others on Wall Street who believe that the proposed resolution will 
be a net negative for the tobacco companies. They believe that the terms of the 
resolution are too onerous and that these companies can sustain their successful track 
record in the courts. Moreover, they argue that any potential expansion in their 
respective Pric~gs ratios would be fully offset by the erosion in profitability that 
these companil:s will incur as a result of the resolution. 

The fact of the matter is that no one is in a position to predict what may happen to . 
individual stock prices. 

Table 4 highlights the performance of individual stock prices versus the S&P 500 at 
market close on September 25, 1997: 

Table 4 

Se12tember 25, 1997 Stock Prices 

Year-End Year-End PIE 
1995 1996 Ratio 

BAT Industries (7.7)% 8.2% 11 
Loews 42.8% 18.8% 14 
Philip Morris Companies 38.0% 10.2% 15 
RJRNabisco 8.3% (2.0)% 13 

S&P 500 53.4% 21.7% 24 

Table 4 clearly highlights that the stock market's reaction to date to the terms of the 
proposed resolution has been negative as every single company has trailed the S&P 500 
since both year-end 1995 and year-end 1996 despite solid profit growth and attractive 
dividend yield:. 

Wall Street is oriented towards the short term, and the bulk of the projections emanating 
from Wall Street focus on a period of only 3 years and, in some rare instances, 5 years. 
In addition, in a bull market everything is viewed optimistically. The long term impact 
remains uncenain and will depend on each individual company's ability to generate 
earnings growth through its other businesses. 

-8-
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Table 5 
Minimum Retail Pri"" Projections"" 

(Il Ila!<k gf 211 ~1!liI[llI11111 

.llil 1W. 1lli ZQ2Q 2Q21 Z222 2.22l ~ 

On-going Settlement Payments (., 0.360 0.414 0.517 0.647 0.715 0.737 0.759 

Industrv prj ce ~) 0.027 0.054 0.082 0.111 0.141 0.171 0.202 

Federal Excise Tax 0.100 0.100 0.150 0.150 0.150 

Tra de Margin ,. 0.053 0.064 0.095 0.117 0.137 0.144 0.152 

Sales Tax IdI 0.021 0.025 0.037 0.046 0.054 0.056 0.059 

Total Increase 0.461 0.557· 0.831 1.021 1.197 1.258 1.322 

Retail Price f .82l·) 2.28 2.36 2.65 2.64 3.02 3.06 3.14 

., Reflects on-going settlement payments adjusted tor volume and Indexed at minimum annual rate of 3%. 
~) Only reflects adjustment for inflation of 2.5% . 

22M ~ 

0.782 0.605 

0.234 0.267 

0.150 0.150 

0.159 0.167 

0.062 0.065 

1.387 1.454 

3.21 3.27 

.. Assumes a combined 12% rate forbothYoilolesalers and retailers. Current average trade margin, expressed as a percentage of 
retail price, exceeds 20% and thus this assumption Is extremely conservative. 

(d) Reflects national average lax of 4.7%. 
(., Average weighted net price to consumer. 

2QIIl 

0.829 

0.300 

0.150 

0.174 

0.066 

1.521 

3.34 

-" These projections exclude any additional federal_ or state excise taxes and any additional paymenta that may be required under the terms of the 
proposed resolution, e.g., surcharges pertaining to the lookback provision. 
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BRINGING THE FUND MANAGER TO You 

1I!l1"' :. police's 
P.roducts'Dlx. 'Tham,' . 
,'.-.But bealtli authorities say that nei­

.ther Canada's nor Michigan's. eJqieri­
'enees sbed much light on what would 
,happen if the U, S, adopted a national 
$1'.50 price hike. Unlike Canada, which 
Saw an uncontrollable in1Iux of ciga­
retteS-frOm the U, s., the U. S. wouldn't 
be' Adjacent to any- enormous source 
of contraband tobacco, says' David 

. Sweanor, of the Non-Smokers' /lights 
Assn. in Ottawa. 

For one thiJig, Canada's Provi!'-ces. 
would likely greet an American price 

, hikeJoith an almost immediate tax in-
, creaSe of their Own, Sweanor say,.. And 
the'MeXican border is much more besv­
ily Policed. '1h1cking in large quantities 
of tobacco would be an iffy economic 
propositioIr-<! if the U. S. raised 

---..;... ... , ....... ~·-,;,_j·;"u .... -------~---:-------~,~· ~.-.--.. ~ 
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WE HAVE ONE. 
'. Donating your excess 

inventory earns'3 

generous' tax wnte-off 
for your company. 

And creates 'college . 
sCholarships for 

needy students. EAL 
can convert your 

donation of inventory 
, into financial aid. 

A CREAT SOLUTION. 

... 

Requ~si ~ Cree guide 
to learn more. ' 
Ctill (630) 690-0010 
Fax (630) 690-0565 
Email 
scholar@eduassist.org , 

&& 
Educational . 
Assi~tance Ltd. ' 

. P.O. Box 3021 ' 
, Gren Ellyn, IL 60138 

. Excess Inventory today ... student oppdrtunlty tomorrow· 

a new deal; ~~~ii~=~, Chairman '&bert 
DI3IlufaCturels maybe to 
,profttS by raising prices far above t 
level needed to pay for ~eJDel 
. Will government coffers ~. OVf 

lIowing from a cigarette tax hike? Ur. 
Congress decides how much of t 
$l.50-pel'pack'inc:rease will come in t 
form of increased levies and how DIU 

will ,be in the form of'penalties, it 
impossible ,to predict how Clinton's pI 
would affect goveminent treasuries.. B 

. tax increases, if they are iniposed, WOI 
necessarily 'guarantee more revenue. 
they iiCtually puSh down smci!iing, g< 
ernment receipts could actually decIiJ 
But then again, maybe that's a pri 
the country is willing to pay. 

By Mike France, with. ,Peter Coy 
NI1IJ) ,York and SUIlaD Garland 
Waakington 
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TOBACCO 
OiDton's Speech: What The Skeptics Are Missing. Outperform on MO, RN, UST. 

Y!D Earnill£S PIE RclPIE 97-01E EVI 
S1IlCk rung Price Perf. 199M 1997E 19981> 1997£ 1998E 1997E. 1998E CGR% EBITA Yidd 
MO 0 $41 +8 $2.56 52.95 S3.lS 13.9>: 13.0" 66 67 14% 8.2 3.6% 
RN 0 33 (4)_ 2.62 2.95 3.00 11.2 11.0 53 56 12 6.4 6.4 
usr 0 31 ~S) 2.42 2,4S 2.67 12.7 11.6 61 60 9 6.9 S.' 
SPX 941 +28 40.50 45.00 48.S0 21.0 19.5 100 100 7 - 1.6 

mGHLIGHTS 
1. We c:ontinue to put 80% odds that the June 20th settlement oegotialed between the industry and attorneys geoeral, 

with some of the clwlges offered by President C\UIton, will be enacted as law by Congress next Spring. StocI<s are 
Iila:lyto stagnate here until a favorable 4th Circuit ruling on FDAjurisdietion, which could produce a +5·10% pop. 

2. We strongly disagree with the pl'Mliling view in the press that the June 20th agreement is dead. Our Washington 
S(IIlI'CCS indicate i1 was politically necessary for the Administration to seed the idea in the media that there: is a new 
deal: (a) to address the perception in Washington that the old deal was a bailout for the industry; (b) to overcome 
CoIIgress' ''not-invented here" syndrome; and (c) to get Dr. Kessler and Dr. Koop on board. 

3. Concerns that Congress would pass a tobacco legislative deal with no liability protections for the industry seem 
misplaced: (a) wi%hout the industry's blessing, legislared advertising bans would likely not survive constitutional 

. cbaIIeDges; (b) the illdusuy still has friends in the Republican leadersbip and in the thirteen tobacco growi1lg SIII%eS. 
\\bicb serve as an effective veto over an unsuitahle dca1; (c) advefSariai relationship is not Preside<lt ClinIon'5 style. 

4. We c:xpea the industry to conclude that it can live willi tougher penalties tied to youth smoking rates. Logic: If the 
industry does everything within its power to reduce youth smoking and fails, cigarc::tte prices could be raised sharply 
as a last resortfD achieve the youth smoking targelS and avoid the stiffpenaltics - C<lusmg profits to soar. This fits 
wiIh our view that the damestie tobacco ilIdustry be placed back into a harvest mode, as it was during the 1980's. 

5. Our biggest concern with the AG settlement is the soft cap on individual awards. If individual damage awards 
c:xa:cQ $S billion, the c:>Cce5S is rolled over into the folIowiDg year. We would prefer a hard cap sinee this would 
el;mirwe iDvestoc uncertainty that Congress might uUima!ely raise lhe caps if the unmet liability became too high. 

6. hi speaking with AG Mila: Moore and plaintifi'attomey Richard Scruggs yesterday, we believe there will be major 
cbazJges in the public relations effilrt pOW that President Clinton has taken an equity interest in this deal: (a) Koop 
:md Kessler will lobby for the deal; (b) Moore plans fD stan a "death clock" to remind Congress that each day 
Iegis1ation is not passed 3,000 mem: kids will begin smoking; and (c) industry executives such as Geoff Bible and 
Steve Goldslcne will become more proactive in their efforts to sell Congress the benefits of the deal. 

INVESTMENT CONCLUSION 
We reiterate oUlpcrform ratings on MO, RN, UST. While we are frusuared that the market has for now sided with the 
newspaper lqlOrts that suggest the original tobacco settlement is dead, we believe the tide will tum with a favorable 
ruliDg by the 4th Circuit panel, rejecting FDAjluisdiction (end of October),.and a possible delay in the Texas Medicaid 
case if the St!l Circuit intervenes on mandamus prior to the September 29 .trial. Unfortunately, we expect any JaIly to be 
sbort-lM:d giwn the aD1iei~ lull in the resolution oftbe settlc:meD1 as Congress adjourns from November to mid· 
January. Our 6·12 month price targets remain MO $60, RN $44, and UST $40, although we expect stocks to be only 
tnDdesty higher (on the heels ofa favorable 4th Circuit ruling) by year end. 
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TOBACCO 
Clinton Pulls Everyone Under The Tent. Lookback Penalties Could Be Avoided By Raising Prices. 

YTD Earnings PIE ReI PIE 97~IE EVI 
Stock Ring Price Perf. 1996A 1997E 1998E 1997E 1998E 1997E 1998E CGR% EBITA Yield 

MO 0 S42 +13 $2.56 52.95 S3.l5 14.3" 13.4x 68 68 14% 8.S 3.8% 
RN 0 33 (2) 2.62 2.95 3.00 11.2 . 11.0 53 56 12 6.3 6.2 

UST 0 31 (4) 2.42 2.45 2.67 12.7 11.6 61 60 9 8.0 S.2 
SPX 946 +28 40.50 45.00 48.50 21.0 19.5 100 100 7 - 1.6 

"The report of my death was an e:roggerolion." Mark Twain 

HIGHLIGHTS 

I. We view PTcsidcu[ Clinton's IOb= settlement speech as fairly bullish; it appears that Dr. Kessler, Congressman Waxman, 
and Minnesota AG Skip Humphrey are all now on board, which greatly enhances odds of this deal passing. President 
ClinlOn offered broad, general themes of what he seeks in legislation, and offered rew specifics other than full authority by 
the FDA aver nicotine, sti£!'penalties if youth smoking rates fail to drop, and full disclosure of documents. 

2. We e.xpect the Industry 10 embrace the President's position, although RJR and BAT are thought to remain deeply troubled by 
the proposed steep lookback pricing that would kick in after ten years if other measures to reduce teen smoking fail. Still, we 
don't see anyone walking away, given the potentia1to temper penalty provisions when Congress begins its review in 1998. 

3. Many investors have failed to see that the industry could simply jack up prices by Sl/pack or more by itself to achieve youth 
lookback targets, and thereby .,·oid the penalties spelled out by President Clinton. This rather bizarre conclusion -- that the 
industry could dodge what works out to be an incremental S.8S/pack in penalties simply by raising prices sufficiently 10 
achieve youth smoking targets, and then pocketing the excess profits -- would cause MO and RN earnings 10 soar. 

4. With no chance of a deal being enacted this year, and still reeling from the public relations disastec associated with repeal of 
the $SO billion excise tax credit, we expect the industry to step back from the settlement dcbate, and wait for the 4th Circuit 
to rule on FDA jurisdiction, and try to convince the 5th Circuit 10 intervene on mandamus in the Texas Medicaid case. 

S. We believe the 4th Circuit ... ;11 reverse Judge Ostccn and rule that tlle FDA cannot assert jUrisdiction over tobacco. This 
would dramatically alief senlement dynamics, since absent FDA jurisdiction or further excise tax increases by Congress, tlle 
Administration would have no choice but to embrace the settlement to have any chance of reducing youth smoking. 

6. In Texas, the parties will on Thursday ask Judge Folsom for dismissal of remaining claims. We e:<pect Folsom 10 deny tbe 
motion. and deny the industry's request to certify the ruling 10 the Sth CircuiL The industry will seek mandamus mviewby 
the 5th CirCUit, which is rare pre-trial, but could be granted by this conservative and traditionally pro-tobacco COurt. Wc still 
see no settlement in Texas, 10 send the message that absent a national settlement, thf: other 48 states will get no money. 

7. Our Washington sources indicate that a standalone SI.SO - S2.00lpack excise tax would be dead on am''lII, given a) an 
already worsening contraband marl"'t (300/0 of Michigan sales, 20% of New York sales) diverted from low-tax to high-tax 
states; b) Congressman from 13 tobacco-growing states won't likely endorse a tax hike of this magnitude; and c) Republican 
leadership is now likely 10 get on board this deal with President Clinton having offered political cover in today's speech. 

8. Downside: If the industry walks, we could see a backlash against the industry in the current highly-charged political 
environmenL This could cause Congress [0 pass a standalone S I.SO/pack excise tax hike .vithout liability protections. This 
would reduce Philip Morris 1998E eurnings from S3.1510 $2.90, RJR 1998E earnings from $3.00 to $2.35, and assuming a 
proportional snuff taX increase, UST 1'998E earnings from $2.6710 52.60. Odds oftbe industry walking are remote. 

Sanford. C. Denutdn A Co .. Inc. "(,'7 Fifth A,venae Ne1It' .... ork, New 'fork 10153 1U/486--6800 



FROM,: Ga.~&FlorenceBlack PHONE NO. 908 899 8494 Sep. 20 1997 08: 19RM P4 

,; Bernstein Rc""arch Puge 2 

INVESTMENT CONCLUSIONS 

We reiterate Q\!trerform ratings on Philip Morris, RJR, and UST. With Dr. Kessler, Dr. Koop. and Conltre&"tl9n W.""',ft .11 

now on bo~ the 3Ctt1~ment, e.ombillC<i ",jlh our >1ew Ulalllle iookback penalties are essentially a non-issue. \\1th the industry 
a~le to avoId the excess penallJes Slmpl! by raking exces. pricing. Clinlon's speeclt today shatply increases odds tllat this deal 
wdl ~ done next year. A~ ~e have saId before, we cannot see anti-tobacco members of Congross and the Administrntion 
~.lki~g .away from $400 b.lll~on ~hat can be used for national health care. and industry coneessions that include ceding 
JurisdlCUon to the FDA; elnrunatlon of Marlboro Man and other brand equities; bans on billboards, vending machines, . 
spon~rships, in-store advertising, and self-service displays; and agreements to pay billions for smoking cessation, tobacco 
educauon and awatcness. and cancer research. We expect stocks to rally in the days following tlte speech, given the high 
likelihood that the Republican leadersltip finds politieal cover to now endorse this deal, and given strong odds of favo13ble 
resolution on the FDA jurisdiction question in the 4th Ci1CUit and Texas Medicaid C"dSC in the 5th CiJCU.it. The industry has also 
asked the Minnesota district court to dismiss the state of Minnesota's direct action against the indusuy on precedent established 
by the Minnesota Supreme Coun in dismissing Blue Cross and Blue Shield's claims against the indusuy. If the judge denies this 
motion, as we expect, the industry can take the issue to the Minnesota Supreme Court. Our one worry is that Administration 
betrays the pannership with the indusuy that it staked out today, and instead embarks on a course to punish the industry, by 
either doubling the payments, or rc;jects the deal's liability protections for the industry. This would cause the deal to effectively 
die, with downsides at Philip Morris of$40, RJR Nabisco $29, and UST, which doesn't really move with odds ofa deal, $30. 

ADDITIONAL DETAD.S 

1. Deal mom forward. as cverynne get. under Ibe lenl. President Clinton avoided specifies in his speech today and 
offered a general enthrace of the principles found in the tobacco settlement negotiated between the anorneys general and the 
tobacco indusuy. Clinton made clear, how",·er. that [he· June senlement needs fundamental cllanges in areas that we have 
talked of at length -- FDA control over nicotine, stiffer penalties (including non-tax deductibility of penalties) if youth 
smoking rates fuilto drop, and the release of all documents. What \\1\5 not in the Ointon speech was a definitive price tag, 
or a requirement that payments - as opposed to penaJlie.< - be sharply increased from the terms found in the June 20 
settlement (5368 billion payments per year, plus a potential S42 billion in lookback penalties if youth S1Doking objectives are 
not achieved). By outlining general principles, but not specific provisions of a deal, Clinton followed a political strategy 
that has worked well for him in the past. Aft.er IcgisL-ltion has been enactocl, Clinton caD claim he got what he wanted, and 
take credit for any shape deal. Clinton also likely will avoid the criticism heaped on the industry and the anomeys general 
when it "dumped" the deal on Congress' lap (Majority Whip Don Nickles) in telling Congress how to do its job. Clinton 
seems too sawy a political operator to turn the industry into an adversary at this stage in the leg;slative process. Clinton 
will likely keep the settlement on slow simmer through the end of the year, and then bring it up to a boil with detailed 
recommendations -- ideally hammered out between the industry, Administration. and key members of Congress - by early 
next year, with the goal of getting comprehensive Icgislation out by March or April in time for election campaigning. 

2. Major difference between increased penalti .. and increased payments. Our sourccS indicate that settlement talks 
between the industry and the Administration broke down last week after the Administration insisted that caps on the 
lookback provision be lifted, that fines be non-tax deductible, and that the 75% abatement provision be tightened. 
According to one source in the indusuy, this would have effectively raised the senlemen! price tag from SI7 billion per year 
(SIS billion base payment, plus S2 billion per year in maximum lookback penalties, in real dollars) to S23 billion per year 
(S15 billion base payment, plus the equivalent of 58 billion in lookback penalties that only kick in if youth smoking largets 
Q'e not met). Put differently, the June 20 settlement translates to an effecti"c price hike of S. 70/pack in 1997 dollars - $.62 
in base payments, plus S.08/pack in lookback penalties which don't kick in for fIVe or even ten years. Clinton'S speech 
asked for significantly higher penalties if youth smoking rates don't fan. TItis indicates to us that Clinton likely did not have 
problems with the base payments, but wants to make sure the industry lias strong incentives -- S.8S/pack, or S21 billion per 
year in new penalties - that automatically kick in if youth smoking rates fail to decline aner the indusuy implements 
marketing and retail access initiatives. The deal turned down by [he industry last week would have effectively raised the cost 
of settlentenl from $17 billion per year shown above (S.62/pack plus S.08/pack lookback pricing), to $23 billion per year, 
including S8 billion in lookback penalties (S.62/pack base paymem. plus S.33/pack in lookback penalties). 

Comparing Settlem~nts 

Year 10 
Base payments 
Lookback penalties 
Total payments 
Mento: Packs sold (bill.) 

Attorney General 
Settlement 

S15.0 
52.0 

$17.0 
24.0 

S.62 
.08 

S.70 

Implled Clinton 
Proposal 

S15.0 
521.0 
S36.0 

24.0 

$.62 
.88 

$1.50 

·;t,~:~ 
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3. Industry can lake s~ce •• pricing to deD""" vouth smoking - and avoid tbe lookback fiDU. What is auire hi7J1rr~ 'MlIt 
the SI.50/pack pncl~g debate th.lt has depressed valuations over the past few days is that the industry e'lll easily achieve \he 
youth lookback provlSlons and ",'old the gargantuan penalties by simply raising prices on its o ... n by all amount sUmClenl fO 

reduce teen s,?oking by 30% in year 5, by 50% in year 7, and 60"10 in year 10. Currently, 18% of 8th, 10th. and 12th graders 
smoke; to avoid any penalty, youth smokmg would have to faUto 7.2% within 10 years. This lookback incentive endorsed 
today by President Clinton. is tantamount to giving the industry license to raise prices by S.75/pack or more if it finds itsclf 
in a position where it can't get youth smoking rates do"n to the targeted levels via marketing and access controls. To 
avoid paying what would amount to a S21 billion, or S.88/pack fine, to the govcmmen!, the industry could, as 3 last resoIt, 
simply jack up prices by an amount needed to deprcss consumption by the required amount. and in so doing, avoid the fines. 

This is not so onerous as one might expect, and from a P&L standpoint, could be a godsend: Currently, the industry recruits 
3,000 new smokers each day, which means that 1.1 million smokers enter the industry's customer base each year. The 
industry'S current customer base numbers SO million. AbouIl.6 million leave the industry's customer base each year, 
resulting in an intrinsic loss of 500,000 customers eacb year, for a net growth rate of -I %. If the indusuy succeeds in 
reducing the number of new smokers by 60"10 - i.e., can avoid gaining 700,000 new smokers each year -- the intrinsic 
growth rate of the industry would deteriorate to a net outflow of 1.2 million smokers per year, doubling the indusuy's natural 
rate of decline to -2.4% (this would increase over time as the existing customer base shrinks, and as existing smokers quit in 
reaction to sharp increases in cigarette priGes). A (1.S) point deterioration in domestic tobaa:o volume is worth about 
S(.02)/share to MO earnings, building cumulatively, and about S(,05)/sbare to RJR earnings, building cumulatively. 

A second way to look at this is as follows: With an elasticity of demand of 0.4, a S LSO/pack priGe hike -- S.88 taken to 
depress youth consumption to avoid paying $21 billion in penalties •• would fOIW prioes up by 90% ($3.40 vs. $1.85), and 
could eause consumption to fall by 35% (we believe the acrual consumption decline would be less, since smokers would trade 
dOl>n, buy cigarettes on the expanding contraband market, and seek out retailers willing to sell cigarenes at eost to build 
store Irnffic). A 35% drop in consumption - this over 10 years·· would be worth approximately $1.6 in profits, or 
S.40/share to Philip Morris earnings, and roughly $SOO million, or S.85/share 10 RJR earnings. BUltbe profits from the 
S.88/pack in eXGeSS pricing for those 6S% of smokers who remain could overwhelm the consumption hit: PM USA profits 
could jump some 56 billion (vs. SI.4 billion consumption hit); RJR profits could soar 53 billion (vs. 5600 mi11ion 
consumption hit). The result would be net earnings gains of Sl/share at Philip Morris, and S4/share at RJR. 

4. Contraband market remains major uncertainty. A.k Michigan what happens when excise ta.~cs triple. When we ask 
wholesalers what is the single biggest reason youth smoking rates may not go do"", even if all of these rneaswes are 
implemented, they universally point to the ""1'losion in contraband sales that they are already seeing, which most attribute to 
sharp increases in state excise ta:<es over the past few years (+8% compounded since 1994). We expect Congress to evaluate 
this issue carefuJly before embarking on any course of action, given what happened in Canada during the mid·1990s when 
cigarette prices doubled as excise taxes quadrupled (35% of market went contraband), and closer to home, what has 
happened in Michigan sinGe 1994 as excise taxes have more than tripled (30% of market reponed to be contraband sales). 

North Carolina Michigan 
Volume Excise tax Price per Volume £xcisetax Price per Combined 

(MM pk.) per !lack pack (MMpks) per pack pack volumes 
1993 
1994 763.7 S.05 SI.35 1,059.2 S.25 51.63 1,822.9 
1995 873.3 S.05 SI.42 786.2 S.75 $2.24 1,659.5 
1996 924.5 S.05 S1.45 788.8 S.9S S2.29 1,713.3 
% Change +21% ·26% -60/0 

In our many discussions with Administration officials over the past few months, no one has ever asked us what happens to 
contraband sales if cigarette priGes double? In Michigan, taxable removals bave plummeted by 26% since 1994, as excise 
ta"<es increased from S.251pack to S.95/pack (+S.70/pack). This bas caused average prioes in Michigan to increase from 
51.63 to 52.29 (increase only S.66/pack), as retailers increasingly sqUee:le margins to attract pricc-scnsiti~'e smokers looking 
(or the lowest possible price. In North Carolina, where excise taxes are just S.OS/pack, and cigarCUCs cost Sl.4Slpack, 
taxable removals have increased by +21% since 1994 •• coi ncident with the decline in Michigan, and strongly suggesting 
that cigarettes are being purchased in North Carolina and then shipped to Michigan, where they are distnbuted via 
newsstands, local stores, and alternative outlets such as bars and clubs. With the combination o( up to SI.50lpack in excess 
pricing, and new tougher retail access rules for youths. we would ""-peel the national contraband market to jump from its 
eurrent -estimated 5% nationwide to 20·25% within 5 years. This, of course, could negate all of the efforts to reduce youth 
smoking brought about by the tobacco settlemcnt. as teens increasingly buy their cigarettes outside traditional outlets. 



'OBACCO INDUSTRY 
.ttomey General Settlement Payments 

a 2 3 4 5 6 7 8 9 10 II Total 

lomey g<ncn.l lUnch: 
SUl<fimds 4,000 1,600 1,800 2,000 2,600 2,600 3,200 l,200 3,200 3,200 3,200 ~,200 3,200 78,600 

F~reoov~=~% ~~~00~0~_1~,~~ __ ~2.~7~00~~3~~~00~~l~~~0=0 __ 73.~900~~.~,g=00~~4~.~~ __ ~.$~0~0 __ ~4.~8~00~~4~~~00=-_4~,=800~ __ ~4~,W=0~_I~I~7.~9=00~ 
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Tobacco Litigation 

A Tobacco Settlement Makes Sense 
- Yet The Odds Remain Uncertain 

• Wall Street appears to have decided that a tobacco settlement will occur in early 1998. In our 
opinion, a settlement will substantially further the goals of the anti-tobacco lobby. Yet is still 
subject to the substantial vagaries of Congress. In recent weeks, relative PIE valuations have 
deteriorated as the market has begun to appreciate that a legislated settlement is unlikely 
before early 1998. 

• All rational argument points to the settlement being implemented, yet we think it may be 
imprudent for investors to ignore altogether the possibility of Congress derailing the 
proposal. Leadership in the House and Senate will be required for the current proposal to be 
both drafted into legislation and implemented by Congress. Strong stewardship of the bill 
remains uncertain. 

• Through February 1998, equity valuations will likely remain volatile as news emerges on 
FDA jurisdiction from the Fourth Circuit, as well as the Texas and Minnesota cases. Further, 
there are not many predictable events likely to improve valuations in the short term. The 4th 
Circuit decision on FDA jurisdiction may possibly be one yet we think on balance, over the 
next few months there is the possibility of advantage and set-back for both sides. 

• No enduring settlement valuation premium is probable before a bipartisan Congressional 
consensus has emerged and we think that this is unlikely to occur before the middle of 1 Q98. 

• Longer term, odds of a settlement are perhaps 2/3rds in favor. As a result we favor a 
continued overweight position in the tobaccos. Without a settlement, Philip Morris is the only 
tobacco stock able to deliver good capital appreciation. This is as a result of it enjoying both 
growth and defensive qualities. 

• There has been much erroneous speculation of cigarette prices over the next five years. 
If the current settlement was to be legislated in early 1998, we believe that by 2002 the 
average retail price would rise by 81 % to $3.34 from the 1996 average price of $1.85. 
On the final page of this note we have provided a comprehensive breakdown of 
cigarette pricing through 2002. We hope that this will help to dispel some of the myths 
that have been perpetuated in the recent past over proposed pricing. 
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We Continue To Believe That Congressional Implementation Of The Proposed Tobacco 
Settlement Is The Speediest Method Of Attaining The Goals Of The U.S. Health Lobby. It 
Is Still Possible However That Congress Might Derail The Settlement By Rejecting The 
Concessions Made By The Industry. 
The debate over the proposed tobacco settlement now rests firmly in the hands of Congress and the 
Administration. Ultimately, President Clinton will have to bless any proposed new legislation - and it is 
likely that that will only occur after a consensus view has emerged (on a bipartisan basis) from Congress. 

It appears that tobacco investors are being urged to buy the sector's equities on the basis that a settlement 
will certainly occur. Every rational argument leads the observer to reach that conclusion. We think 
however that while a settlement is likely, it is no more than a probability. It takes a substantial leap of 
faith to move from thinking that a settlement will be legislated to promoting equity investment on that 
basis alone. In short, we think Congress is likely to legislate an acceptable new regulatory regime -
although predicting Congressional action is an unreliable science. Perhaps the odds of a settlement are 
about 213rds in favor to 113 against. For investors, some key questions remain: 1) the existence and 
possible timing of a settlement; 2) the valuation environment prior to a settlement, and 3) equity 
weightings dependent on one's level of conviction that a settlement will/will not occur. In our opinion, 
there will be much valuation volatility through Feb '98 with little potential for good news during this 
period. On balance a settlement remains likely and sector overweightings are therefore appropriate. If 
no settlement occurs, only Philip Morris may be able to provide good long-term capital appreciation as a 
result of its growth and defensive qualities. 

Congress And The Anti-Tobacco Lobby Make Very Few Sacrifices By Legislating The 
Proposed Resolution. 
The rationale behind the existing settlement is clearly beneficial to all parties. The legislative process is 
however neither logical nor certain. In an election year, the potential for making tobacco a political cause 
throws further uncertainty onto the settlement. By legislating the deal, Congress does not preclude itself 
from making the tobacco regulatory environment tougher in years to come. Both Federal government, as 
well as the individual states retain complete jurisdiction for the level of tobacco excise taxes that may be 
imposed in the future. The retail price of cigarettes remains the most important determinant of tobacco 
consumption patterns. Congress could elect to make virtually any area of the US tobacco operating 
environment more onerous. The FDA will be able to apply food and drug manufacturing standards to 
tobacco. At a single stroke the industry has made significant concessions to its 1st Amendment 
Constitutional rights. Tobacco marketing will be speedily removed from the outdoor landscape of 
America; advertising campaigns will be designed to reach adult consumers only; and the implementation 
of these changes will occur without industry challenge. Retail prices will rise fast; and well in excess of 
the guidelines enunciated by President Clinton. If the deal is legislated in early 1998, we believe that the 
average price of a pack of 20 cigarettes will rise by 81 % or $1.49 to $3.34 in 2002 from $1.85 in 1996. 
Using an elasticity of 0.4, overall US volumes may fall by 21 % from 484 billion cigarettes in 1996 to 382 
billion cigarettes in 2002. Using an elasticity of 0.33, overall US volumes may fall by 18% from 484 
billion cigarettes in 1996 to 398 billion cigarettes in 2002. 

There has been much inaccurate speculation over pricing of cigarettes as a result of the settlement. It is 
important to realize that it is not only the settlement cost that will increase retail prices. Federal tax hikes 
are currently scheduled for 2000 and 2002. Wholesaler margins of approximately 7% are likely to remain 
intact and are applied to the manufacturers cost, the per pack settlement penalty, and the federal excise 
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tax. State excise taxes are likely to continue to rise; and retail margins will continue to be applied to the 
entire cost base described above. Local sales taxes, calculated as a percentage of the retail price help to 

expand further the retail price. President Clinton referred to cigarettes needing to rise in price by " ... up to 
$1.50 over the next decade ... " The current plan achieves this goal in about five years. In essence, the 
President was reluctant to criticize the financial penalties of the settlement. His most important comment 
underlined the negotiators goals of cutting youth consumption. 

So How Might Congress Alter The Proposed Resolution? 
Tobacco prices might rise further than envisaged as farmers are compensated for lower US consumption 
of tobacco; ultimately this charge may be borne by the consumer. The timing aspects of the deal that 
allow for the first annual payment to be made at the end of the year following the year in which the deal 
is legislated will likely become twelve months after the deal is legislated. The look back penalties may 
become more onerous although we doubt that the total cost of the deal will rise substantially. The checks 
on FDA jurisdiction for tobacco will likely be abolished, although we believe that even with full 
jurisdiction, the FDA will be unlikely to find a method of cutting consumption more quickly than simply 
using retail price increases. The implementation of the settlement penalty on the retail price may shift 
from being administered by the industry and the A.G.'s to a Federal excise tax basis. Naturally, the 
indi vidual negotiating states would prefer the sums raised to remain outside the control of Federal 
government. In our opinion the settlement amount may be most easily raised as a tax. Questions of 
competitive pricing would be avoided and the FTC's recent criticism would be largely silenced. Federal 
government would however have to create a special apparatus to ensure that it acted only as a tax 
collector on behalf of the individual states; it would enjoy no direct revenue despite acting as a collection 
agent. This concept is pure speculation yet might be worthy of consideration as it eases the 
implementation of the financial aspects of the settlement. 

Tobacco Equity Valuations Through Early 1998. 
We believe that no settlement premium will begin to emerge until a consensus view becomes apparent 
from the Administration and Congress. In the next few months the major tobacco valuation events 
include: I )The Texas Medicaid case against the industry (9129) and a possible successful appeal to the 
Fifth Circuit, 2)A decision from the 4th Circuit on FDA jurisdiction of tobacco and tobacco marketing 
(imminent;) 3)The slight possibility that the MN Court of Appeals reaffirms the MN Blue Cross decision 
thus removing the state of MN's right to bring an independent course of action against tobacco. In short, 
we would expect a mix of positive and negative legal decisions over the next few months. No individual 
decision has the potential to grow valuations substantially, until the key uncertain issue of a settlement 
has been resolved. 

Investment Conclusion. 
A settlement remains likely but not certain. The legislative debate is messy; there are misleading 
indicators and extraneous variables. The Administration itself has to consider the widely divergent views 
of Congress. Through Feb '98 investors will likely be best served by trading the sector on increasing 
volatility and taking a view on the likelihood of a settlement. We would continue to overweight the sector 
for the long term, yet recognize the uncertainty that will likely prevail over the short term. Philip Morris 
remains the only equity attractive both with and without a settlement and we reiterate our IH (Buy, High 
Risk) recommendation. With the settlement, the total returns of RJR Nabisco (2H - Outperform, 
Medium Risk) may exceed 40% if a Nabisco spin off was to occur. Without a settlement however, we 
think the industry would have to prevail in at least a few of the state A.G. cases before the company 
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would feel comfortable spinning off Nabisco. UST's valuation is unlikely to benefit as much from a 
settlement as either MO or RN, the converse however is that its valuation does not tend to drop as far on 
negative litigation news. UST's growth outlook remains uncertain and we reiterate our 3M (Neutral, 
Medium Risk) recommendation. 
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u.s. Cigarette Prices and Tax Incidence 
Assumes $368.5 billion Settlement Legislated lQ98 

(Consumption Declines Based on 0.4 Elasticity) 

Year 1996A 1997E 1998E 1999E 
Industry volumes (billions) 484.0 476.7 467.5 451.1 
% change in consumption 0.0% -1.5% -1.9% -3.5% 
# of packs (billions) 24.2 23.8 23.4 22.6 

% change total from 1996-2002 

% change in teen consumption 1 -6.5% -3.4% -6.1% 
% change total from 1996-2002 

Discount segment of market 1 28.6% 27.5% 30.3% 31.1% 
Discount volumes (billions) 138.3 131.1 141.7 140.3 
% change in discount volumes -5.2% 8.0% -1.0% 

Premium segment of market 3 71.4% 72.5% 69.7% 68.9% 
Premium volumes (billions) 345.7 345.6 325.9 310.8 
% change in premium volumes 0.0% -5.7% -4.6% 

Original Settlement ($ billions) 0.00 0.00 0.00 8.76 

Act. Settlement Amount ($ billions)" 0.00 1.67 3.00 5.00 
Settlement cost (per pack) $0.00 $0.07 $0.13 $0.21 

Per Pack Breakdown of Blended A vera&e Retail Price 

Manufacturers' take 5 $0.86 $0.91 $0.90 $0.94 

Manufacturers' take change 6 6% -1% 4% 
Federal tax 7 $0.24 $0.24 $0.24 $0.24 

Settlement cost 8 $0.00 $0.07 $0.13 $0.21 

Wholesalers' markup 9 $0.08 $0.09 $0.09 $0.10 
State & local excise tax 10 $0.32 $0.33 $0.36 $0.38 

Retailers' markup II $0.27 $0.29 $0.31 $0.34 
Sales tax Il $0.09 $0.09 $0.10 $0.10 

Average Retail Price $1.85 $2.02 $2.12 $2.31 
% change in retail price 9% 5% 9% 
% change retail price from 1996-2002 

Total Tax 13 $0.65 $0.73 $0.82 $0.94 
Tax Incidence 34.9% 36.1% 38.7% 40.6% 

Footnotes: 
1 Teen consumption decline is based on -.7 times % change in price. 

2 Discount cigareue prices including excise UlXes are $50.45 per thousand in 1997. 

3 Premium cigarette prices including excise UlXes are $61.95 per thousand in 1997. 

2000E 
412.7 
-8.5% 
20.6 

-14.9% 

33.3% 
137.4 
-2.0% 

66.7% 
275.3 

-11.4% 

10.1 

8.6 
$0.42 

$0.97 

3% 

$0.34 

$0.42 

$0.12 

$0.42 

$0.41 

$0.13 
$2.80 

21% 

$1.30 
46.4% 

4 Assumes minimum 3% infllltion is applied to proposed annuaJ payments but gives credit for volume declines among adult consumers. 

5 Manufacturers' take excluding federnl UlXes. 

6 Manufacturers' take decrease in 1998 is due to downtl"ol.ding. 

7 Assumes federal tax. increase of $0. IO per pack in 2000 and SO.05 per pack ill 2002. 

8 Assumes $0.07 manufacturers' price increase in 9197 is applied to settlement costs ofFL & MS. 

9 Wholesalers'markup is estimated to be approximately 7%. 

10 Assumes state & local taxes increase by 8% per year. 

II Retailers'markup is estimated to be approximately 18%. 

12 Avel"ol.ge saJes tax. rate equals 4.7%. 

13 Total taxes includes settlement costsfpenaities as a form of tax.. 

2001E 2002E 
399.3 382.4 
-3.2% -4.2% 
20.0 19.1 

-21% 

-5.7% -7.4% 

-37% 

34.3% 35.4% 
137.0 135.4 
-0.3% -1.2% 

65.7% 64.6% 
262.4 247.0 
-4.7% -5.9% 

12.6 15.8 

10.4 12.4 
$0.52 $0.65 

$1.01 $1.04 

4% 3% 

$0.34 $0.39 

$0.52 $0.65 

$0.13 $0.14 

$0.45 $0.49 

$0.44 $0.49 

$0.14 $0.15 
$3.02 $3.34 

8% 1l% 
81% 

$1.44 $1.68 
47.8% 50.2% 



.::Icr.L...) ;:.. • .LIU·-. ..... " .......... "'':'OIC!I' ., ............ nJ''-., c.. ... c.. ,-' .... -....; ..... I .......... 0::.. .... 4-. ........... <:.. .... ' .... 

, _ ~ T. LtCLO - i 1A.!.u~!v<t l'el.lwlMaL( C-L 

. ~ ·BERNSTEIN RESEARCH Fax Problenu OnIy- Call Jomes Caz\leny("lJ2)7S6-4263 

Gary Black (212) 756-4197 Jon Rooney (212) 756-4504 September 15, 1997 

TOBACCO 
Political Chess Game Continues. Industry Likely To Back Off Until 4th Circuit Rules. Outperforms. 

YTD Earnings PtE Rei PtE 97~lE EVI 

Slock Rtng Price Pen. 1996A 1997E I 99SE 1997E 1998E 1997E 1998E CGR% EBITA Yield 

MO 0 S43 +13 S2.56 S2.95 S3.IS l4.4x 13.Sx 70 70 14% 8.7 3.8% 

RN 0 34 +0 2.62 2.95 3.00 11.5 11.4 56 60 12 6.5 6.0 

UST 0 31 (3) 2.42 2.45 2.67 12.7 11.6 62 61 9 8.1 5.2 

SPX 924 +25 40.50 45.00 48.50 20.5 19.0 100 100 7 - 1.7 

"Today. the proposed tobacco selllement is all but dead. " John Broder and Bany Meier. New York Times 

HIGHLIGHTS 
I. We believe Clinton's embrace oflhe settlement will be favorable, but not specific. With no chance ofa deal until ne>.1 year, 

and little incentive for the indusuy to bend now, given the likelihood they will be hit up again for money wben Congress 
reviews this deal ne:rt year, We expect tobacco stocks to languish until the 4[h Circuit rules'on FDA jurisdiction (Oct.-Nov.). 

2. Clinton's demands will likely be in line with ex"ectations: FDA must get unconditional control of nicotine, lookback 
penal[ies must be strengthened, industry musi release aU documents. and the price tag must be higher. Clinton'S decision to 
talk about the deal only in general terms came after the industry rejected the Administration' s latest lookback demands. 

3. Rather than bargain from weakness, the industry will likely back off the deal until the 4th Circuit delivers what should be a 
favorable opinion, and figure out how to better sell this deal to Congress. We belie-.·e the industrY bas lost badly in the PR 
war to date, due largely [0 its own missteps - the $50 billion excise 13.'1: credit; arguments that the industry can't afford [0 

pay more; and the reliance on hired guns [0 sell the deal when personal appearances by executives would have worked better. 

4. With Clinton set to pass this deal off to Congress, Where it will sit until the new year, We doubt the indusuy will settle with 
Texas. We expect Judge Folsom to refuse to ceni!y his ruling denying dismissal [0 the SIh Circuit, and the 5th Circuit is 
unlikely to take the case on mandamus. We expe;t Folsom to bifurcate the trial, and uy industry conduet first (begins 9/29). 

5. The 4'" Circuit's pending decision on FDA juri sdiction remains the key event that will drive se[tlement dynamics and hence 
valuations near-term. We now believe the tlu«-justice panel will rule in a1lo()r-nothing fashion, in contrast [0 [he spli[ 
decision (FDA gO[jurtsdiction, but not over advertising) by Judge Osteen. We put odds at 60/40 in favor of the indusuy. 

6. We continue to view this deal as a phased-in S.62/pack excise tax hike, with the industry agreeing to FDA regulation in 
return for sweeping liability protections. By the time this c!eal gets to Congress, we ell.-pecl the price tag to have moved [0 

the $420 billion range (paymen[s in year 15-25 increased to S20 billion, or S.80/pack). We expect the Industry to cede the 
unwinnable fight on lookback caps, and instead try to aetually meet the youth prewJence targetS, ,,1th different definitions. 

7. Risks: We put odds at only 20% that Clinton makes terms so onerous that thcindusuy walks permanently. This could cause 
a backlash against the industry, ,,1th Congress raising taxes, but litigation risks remaining. Sl.SOlpack price hike in Year I 
would cause our MO 1998£ to fall to $2.95 (from S3.15) and RJR [0 S2.35 (from 53.00). Downside: MO $40; RN 529. 

8. Key events: 
• Sept. 17: Clinton embraces deal, but declines [0 give specifics. 
• Sept. 29: TX Medicaid trial begins. Phase I - industry conduct (8 weeks). Indusuy likely to ask 5th Circuit for review. 
• End-of-September: Iowa legislators to convene special one-day session to uy [0 pass Medicaid legislation like Florida's.. 
• Mid-October: Broin Phase I trial goes 10 jury. No verdicts; jury decides whether industry was aware of dangers ofETS 
• Endo()f-October: 4th Circuit ruling On FDA jurisdiction, and FDA's ability 10 regulate advenising. 
• January 18: Minnesota Medicaid trial begins, assuming courts decline to dismiss sla[e's direct actions. 
• Feb./Mar. 1998: Hearings and passage oftobacco settlement by Congress. N"'''mber elections create May deadline. 
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INVESTMENT CONCLUSIONS 

We reiterate our outperform ratiogs on MO, RN, and UST. With essentially no chance thai this deal will pass this year, 
settlement uncertainty could bog dO\\n the group for another two'months, or at least IIDtil the 4'" CiICUil ruling on FDA 
jurisdiction comes down. We expect the 4th Circuil ruling to give the group a major spilee (So/ .. 10%) if favomble, as investors 
realize thai the Administration and anti-tobacco Congressmen will have 10 emb",ce the deal 10 get FDA control over nicotine and 
advertising. Both Texas and Minnesota now seem destined to go to trial before the deal is enacted, which. along with the Broin 
Phase I verdict and the 4th Circuit ruling. are the four driv~ of valuations until Congress picks this deal up in January. 

We continue 10 attach odds of 80% to Congress enacting the deal as negotiated, with modi1ications that we have outlined, by 
February or March of next year. We would ride OUI thc !;urTent anti-settlement posturing that has swept through Washington. 
which is typical of all deals as they near critical junctures. Next year is an election year (full House. and 113 Senate); the closer 
one gets 10 election without a deal, the more pressure builds 10 met punishment on the industry for political gain. In the end, 
we cannot see the Administration, health officials, or anti-lObacco members in Congress allowing this deal to just slip away, 
bo::ause the alternative is to wait for Congress 10 raise taxes by at least S.621paek (SIS billion per year), and pass legislation that 
allows the FDA 10 regulate the industry - which the Republican Congress seems loathe 10 do. Our price targets are MO $60 

. (market multiple), RN 544 (Nabisco x .65 = 527; Tobacco S2.90 cash earnings and 51.65 dividend worth 517), and UST $40 
(80% relative). Near-term, we expect UST to perform the best, given the lileely turnaround in volumes behind Coperthagen's 
new Long Cut and the Red Seal discount product, and linlc sensitivity to the national settlement. 

ADDmONAL DET.uLS 

1. Clinton', tepid endorsemept: Ruse designed to get Ihe industry to pay more? !>resident Clinton'S decision 10 offer a 
general endorsement of the settlement, \vith few if any specifics, is likely designed 10 keep the deal alive until next year, and 
force the industry 10 make additional concessions - specifically on penalties associated with missing targets for youth 
smoking pre-.-alence. Rather than pay up now, and then pay again when Congress picks up this deal after the new year, we 
expoct the industry 10 simply back away from the deal for the time being, and wail for a favorable 4th Circuil ruling denying 
the FDA's effortS to assen jurisdiction over tobacco. Clinton's endorsement is e:l.-pect<d 10 come Wednesday. 

In the end -- next year, when Congress starts deliberating this dcal- we el\')lCCt the industry to give in on issues of more 
money (we 0>.'peCI final deal to be in the neighborhood of $420 billion. with years 15-25 pieking up the additional payments), 
and tougher lookback penalties. With Clinton's staff unwilling to budge on their requirement that lookback provisions be 
strengthened -- deal on the table was 10 lift the caps, remoVe the abatement, and/or make the penalties non-taX deductible -
the industry may be inclined to shift gears, and simply accept the lookback penalties, bul try 10 structure the ITIC3SIIrement of 
youth smoking prevalence on a state-by-state basis. With caps lifted, penalties could amount to $4.8 billion per year (vs. 
S2.0 billion now), which would add aboul $50 billion to the cost or the deal. We calculate that each percentage reduction in 
new smokers is worth less than $30 million per percentage poinl, whereas the lookback penalties in the deal were incorrectly 
ealcu1ated al S80 million per percentage point, but for political reasons, cannot be reduced. The eeonomics of the penalties 
suggests that the industry may cave in to higher lookback penalties, and instead try to meet the lookback objectives on a state 
by stale basis, rather than continue to assail their logic. Evidence in California and Arizona suggests that a combination of 
price hikes, lOugher access rules, and an aggressive anti-smoking media campaign, can cut youth smoking rates. 

2. Will industry learn from its mistakes? Lawyers and politici8ns on both side of the settlement issue agree on one thing­
the industry is losing badly in the public relations war associated with this chess game.. We belie>'e much of this reflects the 
industry's decision to take a low profile while this deal was being introduoed to Washington following the hislOric June 20 
agreement. This, however, gave the appearance that the tobacco executives were hiding, while hired guns such as Verner 
Lipfen and Mississippi AlIOrney General Mike Moore sold the deal to the Administration and Congress. Ironieally, the 
highlight ofth. industry's public relations campaign over the last three months were the depositions in the Florida Medicaid 
trial by Philip Morris' Chairman Geoffrey Bible and RJIt's Chairman Steven Goldstone, who went funher than any other 
lobacco executives in suggesting there is a' connection between smoking and lung cancer. In the hearings next year, we 
ex'peCI industry executives 10 become far more visible in selling the benefits of this deal. 

Obviously, the S50 billion excise ta;< credit was also a public relations disaster, since it served as a lightning rod for those 
dead set against this clea1, and those who sought 10 gain politically by portraying the move as more evidence that the industry 
could not be truSted. Related to this were tobacco lawyers' statements before Congress that the industry simply couldn't 
afford to pay more, which also seemed to smack of deceit, given others' testimony that the equivalent of a S.621pack taX hike 
wtnlld certainly not bankrupt the induStry. We believe,the industry will try 10 overcome e1J'OrlS 10 raise the price tag of the 
deal in Congress by pointing out the significant contraband markets that have emerged when priccs are increased sharply in 
other markets, which could, of course, negate all effons to keep cigarettes out of the hands of children. 

...... ~ " ..... ~ ............ . 
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· 'Tobacco Industry 
Sensitivity: Impact of $1.50 Excise Tax Hike 

Philip RJR Total 
valuation -199!!E PTotonna Morn.. Nabis<o Indu",", 

~perslwe $3.4) 53.40 
Adju.strnorts far ccnsumption effect. intereSt payments ISO.SOl 151.0l1 
Proforma earnings per $h3l1: S2.95 $l.)5 
1995E-OIIl CGlt % 15%1 110'1 
AhtoMc multipl. 18.4 16.7 
Relative multiplo J~I ~I 
Tugeo VaI..uon 5381 
"domp V'Io t;'tVHIU wobu :ox 

s.ttJemmt Impact .. Detall: 
Total volume (billions ofuruts) 233 114 473 
Net oaIes (5 t>;lIicms) 10,344 4,6)l 20,409 
TctoI openIliAg profit" ($ millions) 4,671 1.482 7.935 

Volume in packs (millions) 11,627 5,698 23,637 

Net rulizalion per pack SO.89 SO.81 SO.86 
Costs and oxpema per pack 0.49 0.5l 0.l3 
$ operating profit per pack SO.4O SO.26 SO.34 

Voriabl. contribution per pack SO.68 SO.54 SO.59 

MuUting spendini ($ nullions) 3,02) 1,829 6.621 
lduUting spending per pack SO.26 SO.32 SO.28 

Senkmttlt ~C!:US;: to net $30 bill!sm (incomoorntmg 2Z!:!~mmion mma!iU; 

Volume in packs (billions) 11.627 5,698 23,637 
Pric< mer=< perthou..rul (51.l0/pack) suo suo SUO 
Pricing contribution to!".d1!emcnz fund (S millions) $17.493 58,.173 535,800 

~u!!m!is:m ime3.ct due to hir.bs: nrlcinS: 
Volume in paW (from abovo) 11.626.8 l.697.7 23,637.0 
Incremental drop In consUmption -33.4% ~3].4o/. 033.4% 

l..ass in volume (millions of pa.cb) 1 (3.887) (I,90l) (7,W) 
Op=ting profit per pack SO.40 SO.26 SO.34 
!.o<s in opnting profits (1,562) (496) (2,653) 

InteR:St ClQ:lie1De SZ!! Mare oful!fu:m! mV!na'Jt: 
New debt to cover up&cun ~ymcnt$ 6,000 660 10.000 
lnlarect cxpcn.w on dilbt 
Profit imp ... 

T otaIloss in operoting profit> (1,982) (548) (3,303) 
Marginal tax f:nc campltmmt (1-14.'1: rate) 0.62 0.62 0.62 
l..osa in net income (1,229) (340) (2.048) 

EPS impact ~ settlement • $(0.40) $(0.95) 
EPS impoct ...... " e.'<jXtlSO 

siO:~1 (o.~ 
Total EPS adjustments $(1. 

Total earnings rcdllct.ion .15% -31". 

B\"f fin.snciaJ Covernse' MO RN 
Domestic profits 4.671 1,482 
Intemstional profilS ".89 901 
Corpont< expense ~3gjl !65l 
ToW tobacco profiu 9.777 2,318 
__ , prd'orml dividcnda 1,)57 707 

Fixed charge co\,'erase 63 33 

Reyised Financial COVer"Cfi 
Domestic profitS 3,109 987 
lnIem3tiooal profit" S,489 901 
eo.pon.t. e."P'D'< Q831 (65) 
TotAl tobl=o profilS 8.2 IS 1.823 
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Tobacco Industry 
Estimated Value Of Lookback Provision 

Baekwund 

• Approximately 3,000 new people begin smokiogeach day; most aru preswnobly betv.'CeO the ages of 12·17. 
• What is the cost to the industry of eacll percentage point reduction in these new smoke,,7 

As~umptions; 

Number of new smokers pcr day 
x 365 days per year 
Number of new smokers per year 
Every I pp loss in new smokers per year 

Value ora new smoker: 
A ventgc packs smoked per year ~ per smoker 
Average profit per pack (full C<lsl) 
Profit per year • per smoker 

Valu.c of a new SIOOker over the coun;c of lifetime 
(6% cap role = 13% pretax C<lSt of capital, 7% growth) 

Valut! of an average Imoker <reality cbeskl: 
Pack, sold per year - total industry (billion) 
A""""8e profit per paclc (full cost) 
Prolil per year • tota I industry (billion) 

Value of domestic tobacoo industry (billion) 
(11.7% cap rate = 8·9x multiple) 

Number of smokers (mim"",) 
Value ofan .verage smokeJ (avg. smoker is 38 years old) 

"Lookback prol'isioo.u malh: 
A 1 pp reduction in new smokers per year 
Value of ""ch new smoker (assuming lose for entire life) 
Value of every I pp reduction in new smok." per year 

Value 000% reduction (5 yearll) 
Value 0(50% reduction (7 years) 
Value 01'60% reduction (10 years) 

Soun:e: Saorord C. Bernstein cslimaCe5 
'. .~. SANTORD C. BERNSTEIN 

!tctllo~15<"n .. 

3,000 
365 

1,095,000 
10,950 

46S 
$0.33 
$154 

S2,5741 

23.5 
SO.33 
$7.7 

$65.5 

49.8 
SI,316 

10,950 
$2,574 
$28.1 MMr 

846 MM 
1,409 MM 

Key Question: What is the value uflbe .. 10,950 smokers "(ost·.s customers 7 

. 23.S billion packs 150 million smokers 
Usc full oost, since over time, will adjust SQ&A if lose these SOlak." 
Reality check: $7.7 billion profits I 50 million smok"", = $1 54/ smoker 

Thill is probably too high. since eva} if induslly doesn't acquire as a customer 
as a kid. that kid migbt SI8!I smoking after reaches 18)'1S. 

Avg. food C<lmpany EVIEBITA = IIx (9%eap mt.) 
Assume tobacco with no litigation risk would 1nId. at g·9x EBITA = ll-12%eap r 

This makes sense - 63 )'ear old worth zero; 13-year old worth 52,574 

New smokers lost each year - preSW\lllbly fore_ 

This is what induslIy would presunlObly pel' to keep each I pp of new smokers 
AG settlement: S80MM per percentage point, SUbject 10 a max of 52 bln per ymr 
(At max of $2 billion, 60% reduction worth $33.3 million per PeJccntage point) 

51,691 MM/ Notlhe $4 billio" estimate that some .... posturing 
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[OBACCO INDUSTRY Ul m 

iettlemeDt Allocation 
'U ... 

0 2 3 4 5 6 7 8 9 10 II 25 Total V1 

-\Il 
.ttomey Bcnml funds: 

.,J ... 
State fund, 4,000 1,600 1,800 2,000 2,600 2,600 3,200 3,200 3,200 3,200 3,2()0 3,200 3,200 78,600 OJ 

Fcxlenu (CC(Jvery a 60'% 6,000 2,400 2,700 3,000 3,900 3,900 4,800 4,800 4.t!OO 4,800 4,800 4,800 4,800 117,900 V1 
OJ 

Total AG funds 10,000 4,000 4,500 5,000 6,500 6,500 8.000 8,000 8,000 8,000 8,000 8,000 8,000 196,500 
'Tl 
;U 

'1di,~dual awards lind settlements: "" Nomina\ amount (113 of base pa}menls) 2,000 2,500 3,500 4,000 4,000 4,000 4,000 4,000 4,000 4,000 96,000 
m 

4,000 4,000 ;U 
Z 

Anticipated unused ( .. rmalted fOI public heolth trust) (2,000) (2,200) (2,800) (3,000) (3,000) (3.500) ~2,SOOl \2,500) ~0,5001 Ul 
--i 

Net indi"i.dual award, 300 700 1,000 1,000 1,500 1,500 1,500 4,000 4,000 4,000 4.000 75,500 m 

'obacco cessation 1,000 1,000 1.000 1,000 1,000 1,500 1,500 
Z 

1,500 1.500 1,500 1,500 1,500 35,000 
;U 
m 

'ublic health fund, (llliS): Ul 
m 

Public education campaign 500 500 500 500 SOO 500 500 500 500 500 SOD 500 12,500 D 
;U 

HlIS - Rcdu~tion in tobacco US3ge 125 125 125 225 225 225 225 225 225 225 22S 225 5,325 n 
:r 

FDA - Enforcement of Act 300 300 300 300 300 300 300 300 300 300 300 300 7,500 
Slale and local eonlrol efforts (ASSIST) 75 75 100 125 125 125 125 125 125 12S 125 12S 3,000 N 
Research far smokiug cessation 100 100 100 100 100 100 100 100 100 I(KI 100 2,400 ... 

N 
Compensation for loot s~nsoBhips 75 75 75 75 75 75 75 75 75 75 750 .,J 
Undefined public health funds 25 100 175 175 175 175 175 175 175 175 250 5,025 V1 

'" Public health funds 1,000 1,200 1,300 1,500 1,500 1,500 1,500 1,500 1,500 1,500 1,500 1,500 36,500 A 
V1 

Pmidenrs Public Health Trusl (S2S billion) 2,500 2,500 3,500 4,000 .5,000 
.,J 

2,500 2,500 2,500 25,000 '" --i 
0 

TOTAL PAYMENTS 10,000 8,500 9,500 11,500 14,000 15,000 15,000 15,000 15,000 15,000 15,000 15,000 15,000 368,500 \Il ... 
IDdushy cop 10,000 9,000 10,125 12,375 15,000 16,000 16,000 16,000 16,000 16,000 16,000 16,000 16,000 39l,500 

N 
OJ 
I\J 
A 

Cakulation of cap: V1 

'" N 
T oral poyments 10,000 8,500 9,500 11,s00 14,000 15,000 15,000 15,000 15,000 15,000 15,000 15,000 15,00. 368,500 ro 

.,J 
Less: BOO;' credit on individUAl awards 2,000 2,500 3,500 4,000 4,000 4,000 4,000 4,000 4,000 4,000 4,000 4,000 96,000 ro 
M.,omuo, liability before awards 10,000 6,500 7,000 8,000 10,000 11,000 11,000 11,000 11,000 11,000 11,000 11,000 11,000 272,500 
Maximumum a\Y8rds 2,500 3,125 4,375 5,000 5,000 5,000 5,000 5,000 5,000 5,000 5,000 5,000 120,000 
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September 18, 1997 

Would the Settlement Raise Cigarette Prices by $1.50? 

Media reports indicate that Tobacco industry officials "contend [the settlement] would prompt 
the price to jump by almost $1.50 when inflation and wholesalers' costs are added" [Washington 
Post, Sept. 18] rather than the $0.62 increase that Treasury and other analysts have identified. 

Rcsponse: The industry's claim overstates the likely price change for several reasons, including 
the effects of inflation and an overstatement of the likely marl..'Up at the wholesale and retail 
levels. Because of the pricing characteristics of the cigarette industry, a price increase of the 
higher amount would more likely result from manufactUring firms' efforts to increase profits not 
wholesalers or retailers. Most private analysts do not appear to expect a significant additional 
price markup beyond the costs of the settlement. 

1. Inflation vs. Real Prices: The $0.62 increase attributable to the settlement is a real price 
expressed in today's dollars. Inflation would only raise that amount to about $0.83 in ten years. 

The numbers used to describe the annual payments and price increases of the settlement 
are typically expressed in real, inflation-adjusted terms. For example, the $368.5 billion 
figUre does not account for inflation, rather it is expressed in terms oftoday's dollars. 
Similarly, the President's referral to an increase in cigarette prices of$1.50 is in terms of 
today's dollars (including thc cffcct of inflation would raise it by 34% to about $2.00 a 
pack in ten years). 

2. The Price Markup from Manufacturers to Wholesalers and Retailers: There is little 
evidence to support the argument that wholesalers or retailers would be able to increase their 
profits simply because they face a higher cost from manufactllIers. An additional markup of 
80% at the wholesale or retaillevel-- as would be required to meet the industry claim -- clearly 
can't be defended. 

The industry argument would require a significant lack of competition at the wholesale 
and retail level in cigarette distribution. The evidence does not support such a view. The 
only real lack of competition occurs at the manufacturing level (as a result of the small 
number of fi,..,ru~ giving them the ability to raise prices and generate greater profits. 

The experience of earlier excise tax increases indicates that there has been only a small 
markup, if any, relative to the tax increase, and analysts concur that any markup that did 
occur went to higher manufacturer profits. 

3. Most Private Analysts' Estimates Are Much Closer to $0.62 than to "$1.50" Reports 
indicate that most private (Wall Street) analysts expect little or no markup beyond the cost of 
passing through the settlement's payments. The bulk of the estimates are in the range of about 0 
to 5% for the additional markup; the highest of which we are aware is about 30% - about one­
third the size apparently claimed by the industry. 
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SUBSTANTIAL PROFITS FOR TOBACCO COMPANIEs COULD RESULT FROM O!). A. i~ ~~ 

TOBACCO SETTLEMENT,SAYSFTC STAFF '\ 
Value of Proposed Agreement Also Could Be Less ThllD 5368.5 Billion 

According to a Federal Trade Commission staff report to Congress, cigarette 

manufacturers could realize substaotial profits by increasing the price of cigarettes significantly 

above the level needed to satisfy their payments under the proposed settlement between the 

tobacco industry and 40 state Attorneys General, Profit increases could rise substaotially, in part 

because of an antitrust exemption, which is much broader than necessary to achieve the 

legitimate public health goals of the settlement, the report says. The public sector - federal and 

state governments -- also will gain financially from the settlement proposal, but the payments 

made by the companies most likely will be considerably less than the $368.5 billion in the 

agreement, the staff suggested. The report, an analysis of the potential economic impact of the 

proposed tobacco settlement, was requested by the House of Representatives Task Force on 

Tobacco and,Health. 

FTC Chairman Robert Pitofsky emphasized that the report takes no position on whether 
the settlement agreement, if modified, would be in the public interest. "Rather the goal," he said, 
"is to explain how the proposed settlement might affect the tobacco industry and how prices 
could increase well beyond the amount of annual payments called for under the agreement 
resulting in substaotial profits for the companies. The report raises the question of what ought to 
be done with any additional monies the settlement could generate." 

The FTC staff report, titled "Competition and the Financial Impact of the Proposed 

-more-
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Tobacco Industry Settlement" provides an overview of the U.S. cigarette industry and analyzes 
, the effects of the proposed tobacco settlement on competition, prices, profits and public sector 
revenues. It identifies several features of the industry's past history and current structure that 
suggest why the industry is susceptible to coordinated price rises, including the tendency for 
price increases to consistently outpace cost increases, the small number of significant firms in the 

i market, and the historical insulation of the cigarette industry from entry by new firms. Because 
of these features and the industry's historical response to tax increases, cigarette companies 
aIinost surely would raise prices by at least the amount they would be required to pay the public 
sector under the tenns of the settlement, the report observes. "Moreover," according to the 
report, "certain features of the proposed settlement, particularly the antitrust exemption, have the 
potential to reduce competition and enhance the ability of the cigarette companies to 'coordinate' 
price increases," thus producing even greater price increases and profits. 

The report provides several examples of the profits that could be generated if the cigarette 
manufacturers, through more effective coordination, raise prices by more than necessary to 
simply "pass through" to consumers the amount of the annual payments. Ifprices increase by 
125 percent of the payments to consumers, their profits could increase by $36 billion over the 
next 25 years. Assuming prices rise by 200 percent of the annual payments, profit levels could 
be $123 billion higher over the next 25 years. 

Public sector revenues also would increase if more effective coordination produces higher 
cigarette prices. "In general," the report says, ''the companies would keep about two-thirds of the 
financial benefits, .. leaving one-third for the public sector." 

An antitrust exemption under the settlement would allow the cigarette companies to 
coordinate their activities in order to achieve the goals of the agreement. A much more limited 
exemption might be justified, according to the report, in order to permit the companies to 
cooperate in limiting advertising and marketing so as to achieve the public health goals of the 
agreement. The current language of the agreement, however, could allow the parties to eliminate 
competition in the pricing of cigarettes, the report suggests. 

The report also points out that the public sector would gain from the settlement proposal 
principally through annual payments made by the tobacco companies but these "will most likely 
be considerably less than the $368.5 billion in 'face value' of the proposed settlement," because 
it fails to account for the likely decrease in smoking and in cigarette sales. The settlement would 
require a fixed $10 billion payment from the industry due at signing and annual payments that 
increase in value over the term of the agreement. The staff report spells out the payment 
structure: "Unlike the initial payment due at signing, these payments are not fixed in value, but 
instead vary according to the volume of cigarettes sold each year and industry profits." Tax 
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revenues also vary with sales volume and profits. After taking into account an anticipated 
decrease in smoking, the staff suggests that the public sector would only realize approximately 
$207 billion, if the settlement did not cause prices to rise by more than the level needed to satisfy 
the required annual payments. 

The report concludes that "passage of an unnecessary or overly broad immunity runs the 
risk offaciIitating price increases greater than that required simply to pass through the per-unit 
cost of their [a]nnual [p]ayments." 

The views expressed in the staffreport are not necessarily those of the Commission or 
any individual Commissioner. The Commission's vote to release the staff report was 4-0. 

Copies of the staff report are available from the FTC's World Wide Web site at 
http://www.ftc.gov and from the FTC's Public Reference Branch, Room 130, 6th Street and 
Pennsylvania Avenue, N.W., Washington, D.C. 20580; 202-326-2222; TrY for the hearing 
impaired 202-326-2502. To fmd out the latest news as it is announced, can the FTC's 
NewsPhone at 202-326-2710. 

MEDIA CONTACT: 

STAFF CONTACT: 

(FTC File No. P859912) 
(tobrep) 

### 

Victoria Streitfeld, Office of Public Affairs 
202-326-2718 

Jonathan Baker, Bureau of Economics 
202-326-2930 
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Competition and the Financial 
Impact of the Proposed 

Tobacco Industry Settlement 

This report has been prepared by staff members of the Bureaus of Economics, Competition, 
and Consumer Protection. The views expressed do not necessarily reflect those of the Commission 
or any individual Commissioner. 

The information contained in this report is taken from public sources. References to trial 
exhibits reflect information made public in the FTC v. B.A.T Industries p.l.c. 94 Civ 7849 (filed 
October 31, 1994, S.D.N.Y.) 

Questions about this report should be directed to Jonathan B. Baker, Director of the Bureau 
of Economics, at (202) 326-2930. 



. S . Executive ummary........................................................... I 

I. Overview ofthe U.S. Cigarette Industry ......................................... 1 

A. Brief History ofthe Cigarette Industry ............................... 1 
B. Structural Features Encouraging Industry Coordination ................ 3 
C. Evidence of Market Power from Industry Conduct ..................... 7 
D. Imperfect Coordination and Divergent Firm Incentives ................. 9 
E. Current Limits on Coordination ................................... II 

II. Competition and the Expected Effects of the Proposed Settlement ................ 21 

A. Selected Settlement Terms and Their Potential Effect on Competition .... 21 
1. Annual Payment Structure .................................. 21 
2. Broad Antitrust Immunity ................................... 23 
3. Advertising and Marketing Restrictions. . ...................... 23 
4. Non-Participating Companies Could Face Added Costs .......... 24 
5. R&D Incentives. . ..... ; .................................... 24 

B. The Pass-Through of Tax Increases to Prices ......................... 25 

III. Examples of the Effect of the Settlement on Prices, Profits, and Public Sector 

A. 
B. 

C. 
D. 

Appendix: 

Revenues ...................................................... 28 
, 
D~SCti)tion of the Baseline Scenario and the Calculation Method ........ 29 
Prices,-Industry Profits, and Public Sector Revenues in the Baseline 
Scenario ........................................................ 32 
The Effect oflncreased Industry Coordination ....................... 34 
Issues Not Addressed in the Examples ............................... 37 

An Analysis ofthe Proposed Antitrust Immunity 
For Tobacco Product Manufacturers ............................. A-I 



Executive Summary 

This report has been prepared by staff of the Federal Trade Commission in tesponse to the 
August 1, 1997 request from Representatives Martin T. Meehan, Henry Waxman, and James Hansen 
on behalf of the members of the Congressional Task Force on Tobacco and Health for an analysis 
of the potential economic impact of the proposed settlement with the tobacco industry on cigarette 
prices, industry profits, and government revenues. The report represents the work of the Bureaus 
of Economics, Competition, and Consumer Protection. As a staff report, it does not necessarily 
reflect the views of the Commission or any individual Commissioner. 

Expertise of the Commission 

The staff of the Commission has extensive experience, collected over decades, examining 
the competitive structure of the tobacco industry as well as its advertising and marketing practices. 
Pursuant to the Federal Cigarette Labeling and Advertising Act, 15 U.S.C. § 1331, the Commission 
annually reports to Congress on sales volume and advertising expenditures by the major domestic 
cigarette manufacturers. The Commission has additional responsibilities under the Cigarette 
Labeling and Advertising Act, and has investigated and periodically challenged cigarette advertising 
under Section 5 of the FTC Act, 15 U.S.C. § 45, which prohibits unfair or deceptive acts or practices. 
In addition, the Commission has investigated competitive practices of the cigarette firms and 
challenged the 1994 merger between the American Tobacco Company and Brown & Williamson. 

Summary 

One primary goal of the settlement is to reduce overall use of tobacco products, and in 
particular to reduce youth smoking. That goal is intended to be achieved by advertising and 
marketing restrictions, by raising the price of cigarettes and by a provision imposing financial 
penalties on cigarette manufacturers if certain goals for youth smoking reduction are not met. The 
price increase is realized by requiring manufacturers to make annual industry payments that will, 
among other things, fund various federal and state programs relating to tobacco usage. The proposed 
settlement contemplates that these industry payments will be "passed through" to consumers, which 
will result in higher cigarette prices, and presumably in turn, a reduction in youth smoking. 

From an antitrust and economic perspective, a proposal that Congress enact a statute enabling 
private firms to agree to raise prices to pay past liabilities should be viewed with caution. This 
report does not directly address the policy choice between traditional antitrust and economic 
concerns and other important public policy and public health concerns. Rather, it is limited to the 
question posed by the Task Force -- the potential economic impact of the settlement on the industry 
and the public sector. Cigarette prices will rise if the settlement is enacted. This report addresses 
how much prices will rise and who will benefit from the anticipated increased revenues that flow 
from the price increases. 



One critical aspect of the proposed settlement is a provision that confers on the tobacco 
companies a broad degree of immunity from the antitrust laws. A narrowly focused exemption, 
permitting the fInns to collaborate with respect to certain conduct that would curtail advertising to 
underage smokers, might be appropriate to advance the stated goals of the settlement. But as 
currently drafted, the antitrust exemption would pennit these fInns to "jointly confer, coordinate, or 
act in concert" to achieve all the goals of the settlement. Such sweeping antitrust immunity appears 
to be unnecessary for implementation of the settlement. Moreover, broadly drafted immunity might 
pennit a variety of activities that would ·enable the fInns to raise prices of cigarettes beyond the level 
needed to satisfy industry payments under the settlement. 

The important conclusions of the report are: 

• The major cigarette manufacturers may profIt from the proposed settlement by 
increasing the price of cigarettes substantially above the amount of the annual 
payments that are to be paid to the public sector. Based on the history of the industry 
and its current structure, the companies likely would raise prices oy at least the per­
pack payments they would be required to pay to the public sector under the 
settlement, even in the absence of an explicit requirement to "pass through" the cost 
of the payments .. Moreover, certain features of the proposed settlement, particularly 
the antitrust exemption, have the potential to reduce competition and enhance the 
ability of the cigarette companies to "coordinate" price increases. If so, the industry 
may be able to increase prices and generate substantial profIts. 

• Even assuming that prices increase by no more than the annual payments, the major 
cigarette fInns may profIt substantially from the proposed settlement through 
limitations on liability and reductions in advertising and litigation costs. Thus, the 
industry may be able to achieve signifIcant civil liability limitations for as little asj 
$15 billion ($10 billion in present value, i&., in current dollars) in reduced domestic 
operating profIts net of income tax. If coordination is enhanced, then they may gain 
both the liability limits and a signifIcant increase in profIts. 

• The report provides several possible but uncertain illustrations of the potential effect 
of the settlement on prices, profIts, and public sector revenues, if coordination is 
enhanced and the fInns raise price by more than necessary to simply "pass through" 
to consumers the amount of the annual payments. Under one scenario, for example, 
the additional operating profits net of income tax due to enhanced industry 
coordination could amount to $36 billion over the next 25 years ($16 billion present 
value). Under another scenario, reflecting substantially more effective coordination 
than at present, possible additional operating profIts net of income tax may be $123 
billion over the next 25 years ($56 billion present value). 

• Higher prices from more effective coordination would result in larger revenues for 
the public sector as well as increased operating profits to the cigarette manufacturers. 
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The public sector would benefit through greater excess profit penalties under the 
tenns of the settlement and greater revenues from federal corporate income taxes. 
In general, the examples suggest that the companies would keep about two-thirds of 
the financial benefits of more effective industry coordination, leaving one-third for 
the public sector. 

• The public sector would gain fmancially from the settlement proposal, although the 
annual payments made·by the cigarette companies will most likely be considerably 
less than the $368.5 billion "face value" of the proposed settlement. After taking into 
account the anticipated decrease in the volume of cigarettes sold (resulting from the 
likely increase in cigarette prices and a general decline in smoking in the U.S.), the 
public sector could realize revenues from taxes and the settlement payments of about 
$207 billion ($100 billion present value), assuming the settlement does not make 
coordination more effective. 

• It is difficult to predict with confidence the price of cigarettes or profits to the 
cigarette. manufacturers over 25 years because the nature of competition may be 
significantly affected by the proposed settlement. This report concludes that prices 
and profits could increase substantially, over and above what prices and profits 
would be in absence of any agreement -- particularly because of the present unduly 
broad scope of the antitrust exemption. 

The report has three sections and an Appendix. The first section describes the history and 
structure of the industry. The second describes certain provisions of the tobacco settlement, 
highlighting those (such as the antitrust exemption) that might contribute to a lessening of 
competition. To provide a tangible view of the potential economic effect of the settlement, the third 
section provides examples of what might happen to prices, profits, and public sector revenues if the 
settlement is adopted. Although the examples are illustrations rather than predictions, they help to 
indicate the kinds of effects and the possible magnitude of the effects that may occur if competition 
is reduced. The Appendix provides a legal analysis of the proposed antitrust immunity for tobacco 
product manufacturers. 

Industry History and Structure 

The cigarette industry has been characterized as an oligopoly in which the finns clearly 
recognize their mutual interdependence. Although no evidence of explicit collusion has been 
uncovered, economic histories indicate that the cigarette finns have, for long periods, been able to 
price cigarettes above competitive levels, notwithstanding infrequent episodes of more intense price 
competition and product innovation. I 

I As the Supreme Court observed recently when commenting on the pre-1980s industry: "The 
(continued ... ) 
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Several structural factors support the industry's ability to raise prices above competitive 
levels. First, there are relatively few fmns. Currently, there are only five significant firms and three 
(philip Morris, RJ. Reynolds, and Brown & Williamson) account for about 90 percent of the market. 
Second, overall demand by adults for cigarettes is relatively insensitive to changes in price. Third, 
the industry is well insulated from entry by new firms. There has been some entry by extremely 
small firms but none of these firms has gamered a significant competitive presence. Finally, the 
opportunity for firms tacitly to coordinate price increases is enhanced because changes in price can 
be quickly matched by rival firms, making price-cutting an unprofitable short-run strategy. 

The industry, however, while not an example of perfect competition, is pricing cigarettes 
today below the price that would be chosen by the industry if the companies were behaving as a 
perfect cartel. Firms that prefer a relatively low price, for example, may effectively limit the ability 
of their rivals to increase prices in a coordinated fashion. 

The settlement could have an important effect on competition in this market. It has the 
potential to enhance the ability of these fmns to coordinate their actions. In particular, as currently 
drafted, the antitrust exemption may allow explicit discussions of pricing and may also allow the 
firms to find means to tacitly collude or to induce reluctant firms to raise prices. 

More effective coordination could have significant consequences. Any factors that enhance 
the firms' ability to coordinate likely would result in much larger price increases than would be 
associated with a simple pass-through of the settlement payments. While a substantial price increase 
in cigarettes may be contemplated as one immediate goal of the proposed settlement, the amount of 
the resulting price increase could be higher than the cost to industry of the settlement payments, 
resulting in higher industry operating profits. 

( ... continued) 
cigarette industry ... has long been one of America's most profitable, in part because for many 
years there was no significant price competition among the rival firms .... List prices for 
cigarettes increased in lock-step twice a year, for a number of years, irrespective of the rate of 
inflation, changes in the cost of production, or shifts in consumer demand." Brooke Group. Ltd. 
v. Brown & Williamson Tobacco Com" 509 u.S. 209, 213 (I 993)(citation omitted). 
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Analysis of Specific Terms of the Settlement 

The report analyzes the effects of various aspects of the settlement on prices and competition. 
One of the most important aspects of the settlement is an annual payment structure which specifies 
certain levels of payments, beginning at $8.5 billion in 1998, increasing to $15 billion in 2002, and 
remaining stable thereafter. The precise amount of the annual payments is linked to the volume of 
cigarettes sold each year and industry profits. 

The report observes that there is reason to believe that cigarette prices will increase by more 
than is necessary simply to "pass through" the annual payments to consumers. First, many economic 
studies have demonstrated that the industry has effectively passed through to consumers the full 
amount of federal and state excise tax increases in the past. Based on this history, the report 
observes that at least 100 percent of the annual payments will likely be passed through. Second, the 
settlement has the potential to make future coordination between the firms simpler and this, in turn, 
would better facilitate the achievement of opportunities for price increases. These two factors 
suggest that the firms could raise price substantially more than the minimuni necessary to pass 
through the settlement payments to consumers, and thus the overall "price-increase ratio" could be 
much higher than 100 percent. 

Three aspects of the settlement have the potential to enhance the ability offurns to coordinate 
price levels, and thus to facilitate price increases. First, the settlement contains a broad antitrust 
exemption. Although this exemption is intended to enable the firms to coordinate activities to reduce 
youth smoking, it may also permit the industry members to discuss pricing arrangements or other 
agreements that will have the effect of increasing prices. The exemption, as written, may increase 
the likelihood that prices will move closer to what a monopolist would charge. An Appendix to the 
report provides more specific analysis of the exemption. 

Second, the settlement imposes important restrictions on advertising .and marketing intended 
to reduce the access and appeal of cigarettes to youth. The settlement imposes these and other 
restrictions as a means to achieve public health goals. Nevertheless, it should be recognized that 
advertising and marketing are important competitive tools. Advertising and promotion make it 
easier for new entrants or maverick firms with new products, lower priced products, or new brands 
to gain market share from the other firms in the market. As a result, restrictions on marketing could 
raise barriers to entry and expansion and ultimately lead to higher prices. 

Third, the settlement could have a disproportionate effect on the small firms at the fringe of 
the market as well as potential entrants. For example, the settlement envisions that the non­
participating firms will pay almost 50 percent higher annual payments over the life of the settlement 
than would be required if they had decided to participate in the settlement. These payments would 
be placed in an escrow account and could be reclaimed, with interest, 35 years later if not paid out 
in liability payments. Because of the difficulty of predicting the amount of future liability payments 
and the long delay before any money could be reclaimed, these payments will likely be viewed as 
non-refundable costs of doing business. As a result, they could substantially raise the marginal costs 
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borne by small firms and potential entrants, and may make it less likely they can effectively compete 
in the market. 

Impact of the Settlement 

To gauge the economic impact of the settlement on cigarette prices, quantity sold, retail sales 
revenues, cigarette manufacturing industry profits, and public sector revenues, the report provides 
several examples of possible outcomes.- The report looks at several variables including (I) the extent 
to which cost increases have historically been "passed through" to consumers, (2) the level of 
competition and any change in that level of competition as a result of the settlement, (3) the 
reduction in advertising expenses and the reduction in litigation expenses, and (4) the consumer 
responsiveness to price increases. The examples are reported in Section III of the report. 

The most critical factor is the ability of the firms to coordinate their actions as a result of the 
settlement. This factor is captured by the price-increase ratio. In the hypothetical examples analyzed 
below, industry operating profits decline if the fmns are simply able to pass through 100 percent of 
the implicit tax increase, without achieving higher prices through a lessening of competition among 
the firms. Under such circumstances the price-increase ratio would be 100 percent. Operating 
profits increase, however, if coordination is made more effective and if, in consequence, the price­
increase ratio is 125 or 200 percent. Assuming a 200 percent price-increase ratio, a possible but 
uncertain event, operating profit levels are over $123 billion higher ($56 billion in present value) 
than in the 100 percent price-increase ratio case. A 200 percent price-increase ratio augments public 
sector revenues by $73 billion ($33 billion in present value) in the example relative to the case in 
which the ratio is only 100 percent, reflecting the historical rate at which the industry passes through 
cost increases to consumers without any additional price increase resulting from improved 
coordination. 

The hypothetical examples emphasize that as coordination is enhanced and the price-increase 
ratio rises, significant incremental profits and revenues are generated for industry and the public 
sector, respectively. The allocation of those additional monies between industry and the public 
sector, however, is quite unequal: about 2/3 of the resulting additional profits would be retained by 
the firms and 113 would go to the public sector in corporate taxes. 

Finally, it is unlikely that the proposed settlement will generate the $368.5 billion "face 
value" that has been posited as the public sector's gain from the settlement payments. After taking 
into account the anticipated decrease in the volume of cigarettes sold resulting from the likely 
increase in cigarette prices and a general decline in smoking in the U.S., the examples indicate that 
public sector revenues, including taxes along with the new payments proposed by the settlement, 
could increase by about $207 billion ($100 billion present value) even if the settlement does not 
make coordination more effective. 
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Further Information 

Questions about this report should be directed to Jonathan B. Baker, Director of the Bureau 

of Economics, at (202) 326-2930. 
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Competition and the Financial Impact of the Proposed Tobacco Settlement 

I. Overview of the U.S. Cigarette Industry 

Since the early years of the 20th century, the U.S. cigarette industry has comprised four to 
six major finns. Currently, five major finns -- Philip Morris, Inc., RJ. Reynolds Tobacco 
Company, Brown & Williamson Tobacco Corporation (B.A.T Industries), Lorillard, Inc. 
(Loews), and Liggett Group, Inc. -- produce over 99 percent of cigarettes sold in the U.S.' 
Overviews of the industry indicate that U.S. cigarette finns may have been able to set price 
above the level consistent with fully competitive behavior. Nonetheless, the history of the 
industry reveals instances of relatively more intense price or product competition. The inability 
of the industry to achieve full coordination that would lead to pricing approaching the monopoly 
level is probably attributable primarily to the inability of the finns to harmonize fully their 
divergent interests. 

A. Brief History of the Cigarette Industry 

Since its beginnings in the early 1900s, the U.S. cigarette industry has exhibited the 
characteristics of an oligopoly -- an industry comprising relatively few finns, each of which 
recognizes the interdependence of its actions with those of other finns. When such an industry is 
largely free from the threat of new competition by entrants, economic theory predicts that prices 
likely will exceed competitive levels. These supracompetitive prices could reflect coordinated 
behavior among industry participants,2 although -- given the small number of competitors in this 
market -- supracompetitive prices also could emerge even absent coordinated behavior among 

, The remainder of the market is divided among over 100 smaller manufacturers and 
importers. 

2 Coordination as discussed here does not require explicit agreements, and thus does not 
necessarily constitute a violation of the antitrust laws. As the Horizontal Merger Guidelines note 
(sec. 2.1, p. 18), "coordinated interaction includes tacit or express collusion, and mayor may not 
be lawful in and of itself" U.S: Department of Justice and the Federal Trade Commission, 
Horizontal Merger Guidelines 18 (Apr. 2, 1992). Economic theory indicates that even without 
explicit coordination, the pricing that emerges from repeated oligopoly interaction can readily 
exceed the prices that firms would charge in settings where repeated interaction does not occur. 
See, ~, 1. Tirole, The Theory ofIndustrial Organization 239-276 (1988). 
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the members.3•4 In many periods including the 1950s through the 1970s, prices were generally 
stable or rising, with few outbreaks of more intense competition. 

During other periods, however, prices and product innovation were less predictable. For 
example, lower-priced "ten-cent" brands were introduced at the start of the Great Depression as 
firms saw an opportunity to serve price-sensitive customers after the major cigarette makers had 
raised prices.' Another period of competitive instability, involving new products and unstable 
prices, occurred when filter cigarettes were introduced in 1953-55. Price variation also increased 
in the early 1980s, with the introduction of discount cigarette brands.6 In 1980, Liggett 
introduced generic cigarettes that were sold with simple, plain labels and were priced 25 to 40 
percent below the traditional full-priced premium cigarettes. This action was followed in 1984 
by the introduction of branded discount cigarettes by Reynolds. These brands were priced 
between the generic and premium segments, packaged traditionally, and given greater marketing 
support than generics. Five years later, in 1989, Liggett introduced yet another category of 
discounted cigarettes, the deep-discount brands, that were priced below generics.7 

Notwithstanding the price competition from discount brands during the period from 1980 
to 1992, average cigarette prices appeared to rise faster than costs, and the price gap between the 
premium and discount brands grew through 1992.8 A major alteration in that pattern of price 

3 See, ~, J Tirole, ID!Ilffi note 2, ch. 5. 

4 Histories of the cigarette industry tend to support the possibility of supracompetitive pricing. 
D. Greer, Industrial Organization and Public Policy 278-279 (3rd ed., 1992); R. Kluger, Ashes to 
~ 43-53 (1996). The success of the Tobacco Trust was short circuited by an antitrust 
challenge and its subsequent dissolution into four separate firms. See F. M. Scherer and D. Ross, 
Industrial Market Structure and Economic Perfonnance 250-251 (3rd ed., 1990) and R. 
Schmalensee, The Economics of Advertising 125-133 (1972). 

, Various discount brands were introduced to undercut the major brands. "Battle Ax" and 
other colorful "fighting" brands introduced by the majors were successful in curbing the new 
entries. Scherer and Ross, ID!Illi! note 4, at 250-251; Schmalensee, ID!Ilffi note 4, at 125-133. 

6 Scherer and Ross, ~ note 4, at 250-251. 

7 The advent of the various discount cigarette brands and the resulting reactions of the other 
cigarette producers led to the litigation that culminated in the Supreme Court's Brooke Group 
predatory pricing decision in 1993. Brooke Group Ltd. v. Brown & Williamson Tobacco Com., 
509 U.S. 209, 213 (1993). For analysis and discussion, see J. Baker, Predatory Pricing After 
Brooke Group: An Economic Perspective, 62 Antitrust L.J. 585-606 (1994). 

8 C. F. Howell et aI., Pricing Practices for Tobacco Products. 1980-94, 117 Monthly Lab. Rev. 
(continued ... ) 
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increases occurred on "Marlboro Friday," April 2, 1993, when Philip Morris led a price move to 
narrow the gap between pricing tiers by decreasing prices for its premium brands about 20 
percent and increasing prices for its discount brands. Just prior to that event, discounfbrands 
accounted for over 40 percent of the overall cigarette market. After that time, the share of 
discount brands quickly eroded to less than 30 percent as consumers shifted back toward the now 
relatively less expensive premium brands. The previous pattern may be returning, however, as 
Philip Morris appeared to lead the most recent industry-wide price increase.9 

Today, sales are concentrated in a small number of firms controlling 99 percent of a $45 
billion U.S. market. As indicated in Table 1, owing largely to its Marlboro brand, which grew 
rapidly since the late 1960s, Philip Morris is the largest firm with a domestic share of forty-eight 
percent of cigarettes sold. Reynolds, with twenty-five percent of the market, and Brown & 
Williamson, with seventeen percent, follow. IO LoriHard has about eight percent of the market. A 
fifth firm, the Liggett group, has a share of about two percent. Numerous other smaller firms 
also sell in the U.S. cigarette market. Although these smaller companies have a combined 
market share of less than one-tenth of a percent, the entry that has occurred in the industry has 
come in this small-firm segment. 

B. Structural Features Encouraging Industry Coordination 

As described above, the industry has historically experienced periods of both stability and 
instability in pricing. Prices appear frequently to have been less than fully competitive, although 
episodes of more competitive pricing have also been observed. This section examines some 

'( ... continued) 
3-16 (1994). BAT's economic expert in the 1994 BAT/American Tobacco Co. merger case 
accepted that the industry was appropriately characterized as a tightly coordinated oligopoly 
prior to 1980 and that prices and profits apparently rose during the 1980s as the industry became 
further concentrated. Testimony of Dennis Carlton concerning industry history, FTC v. B.A.T 
Industries p.l c., 94 Civ 7849 (filed Oct. 31,1994, S.D.N.Y.) (Tr. 01086-01087, Dec. 1994). 

9 See Glenn Collins, Cigarette Makers Are Increasing Prices by Record Amount, New York 
Times, Sept. 3, 1997, at AI. 

10 The most recent significant change in industry structure occurred in 1994, when B.A.T 
Industries (the owner of Brown & Williamson) proposed to acquire American Tobacco. The 
FTC challenged the acquisition on antitrust grounds. A settlement was reached in April 1995, 
while the case was in trial. Under the settlement, BAT agreed to divest certain assets including 
brand names (Montclair, among others) and production facilities. That divestiture was 
completed in October 1996. ~ FTC v. B.A.T Industries p.l.c., 94 Civ 7849 (filed Oct. 31, 
1994, S.D.N.Y.). 
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structural features of the cigarette market that might influence the finns' incentives and ability to 
reach and maintain a coordinated outcome, leading to less than fully competitive prices. 

Several factors contribute to the ability of finns in the cigarette industry to reach and 
maintain an implicit consensus from which they tend not to deviate. First, most economic 
models of oligopoly behavior conclude that price-cost margins will be higher as the number of 
finns decreases. This relationship might arise, for example, if fewer finns tend to have similar 
interests and incentives and consequently are better able to orchestrate coordinated behavior. As 
noted above, the same few finns have dominated the cigarette industry for decades, II and, as 
indicated in Table 2, concentration has been high and rising for many years. 12 

Second, the overall demand by adults for cigarettes is inelastic, or relatively insensitive to 
changes in price. Most /!dult consumers will continue to smoke notwithstanding a significant 
increase in price. As a result, an industry-wide price increase would be profitable for the 
cigarette companies, even though some smokers would react to the higher prices by smoking less 
or quitting altogether. Even substantial price increases are likely to be profitable, as long as they 
are made on a coordinated basis. 

Estimates of the elasticity of demand for cigarettes, a measure of price sensitivity, are 
commonly reported to be in the vicinity of -0.4.13 A demand elasticity of -0.4 indicates that a I 
percent increase in the price of cigarettes will be associated with a 0.4 percent decrease in the 
number of cigarettes sold. The -0.4 adult demand elasticity estimate is consistent with estimates 
derived from a variety of studies. Studies of per capita consumption report elasticity estimates in 
the range of -0.2 to _0.8. 14 This figure also represents the midpoint of the consensus range of 

\I One long-time industry participant, American Tobacco, was acquired by BAT, the owner of 
Brown & Williamson, in 1994. 

12 See generally Horizontal Merger Guidelines, supra note 2, at 15-25. The Merger 
Guidelines define highly concentrated markets as those with a Herfindahl-Hirschman Index 
("HHI") of 1800 or above. As Table 2 indicates, the five major finns account for almost 100 
percent of cigarette sales in the United States, with a HHI of 3260 in 1996. 

\3 Record evidence in the FTC's 1994 challenge of BAT's acquisition of American Tobacco 
was also consistent with a relatively low demand elasticity. FTC v, B,A,T Industries p Lc., 94 
Civ 7849 (filed Oct. 31,1994, S.D.N.Y.) (testimony of Lewis Tatem, economic expert for the 
FTC, Tr. 543-544.) 

14 For reviews of cigarette demand studies ~ F. Chaloupka and M. Grossman, fu£l:. 
Tobacco Control Policies and Youth Smoking. (National Bureau of Economic Research, 
Working Paper No. 5740,1996); and Surgeon General of the United States, U.S. Department of 
Health and Human Services, Center for Disease Control and Prevention, Preventing Tobacco Use 

(continued ... ) 
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elasticity estimates arrived at by a gathering of economists and other experts convened by the 
National Cancer Institute (-0.3 to -0.5}.t' Other studies allow for the possibility that smokers 
consider the future costs of developing a smoking habit when making current decisions to buy 
cigarettes. I. Studies based on this approach generally imply price elasticities that are higher over 
a relatively long period because consumer response to a permanent increase in the price of 
cigarettes grows over time; until it reaches a final equilibrium. These models, nonetheless, still 
find that demand is inelastic even in the long runY Applying this future-cost approach to state 
data, one study reports a short run price elasticity of -0.45 and a long run estimate of -0.75.\8 

Third, unlike in some other industries, changes in product or price are readily observed by 
all competitors. As a result, cigarette producers may not have effective means for increasing 
sales substantially before their competitors can respond to any strategic moves. Such 
marketplace visibility and responsiveness results from several factors. For example, restrictions 
on cigarette advertising in broadcast media make it difficult for firms to undertake major mass 
media campaigns, which would probably be the most effective way to launch new brands before 

14( ... continued) 
Among Young PeQple (1994). 

IS National Cancer Institute, National Institutes of Health, The Impact of Cigarette Excise 
Taxes on Smoking AmQng Children and Adults: Summary Re.pQft of a National Cancer Institute 
Expert Panel (1993). 

I. See G. Becker and K. Murphy, A Theory of Rational Addiction, 96 J. Pol. Econ. 675-700 
(1988). For skeptical assessments of this model, see J. Harris, A Working Model for Predicting 
the Consumption and Revenue Impacts of Large Increases in the U.S. Federal Cigarette Excise 
Tax (July 1, 1994) (unpublished manuscript); and 1. Gravell and D. Zimmerman, Congressional 
Research Service, Cigarette Taxes to Fund Health Care RefQrm: an Economic Analysis (1994). 

17 One study indicated that the time period for full adjustment to a new equilibrium might be 
as long as 69 years, a length oftime calculated to allow full adjustment in the age distribution of 
smokers. See J. Gravell and D. Zimmerman, ID!Pffi note 16. 

18 G. Becker et aI., An Empirical Analysis Qf Cigarette Addiction, 84 Am. Econ. Rev. 396-418 
(1994). Elasticity estimates based on survey data rather than observed consumption decisions 
tend to suggest demand is even more inelastic than these studies indicate. For example, in a 
study based on an economic model similar to that employed by Becker et al., using survey data, 
Chaloupka estimated long run price elasticities between -0.27 and -0.37. F. Chaloupka, Rational 
Addictive Behavior and Cigarette Smoking, 99 J. Pol. Econ. 722-42 (1991). Analysis of a 
similar database of survey respondents by Wasserman et al., resulted in a price elasticity estimate 
for adults of -0.28 for 1988. W. G. Wasserman et aI., The Effects of Excise Taxes and 
Regulations on Cigarette Smoking, 10 J. Health Econ. 42-64 (199l). 

5 



their rivals could react. 19 Marketing campaigns using less effective media are likely to be 
observed and responded to before they have a major impact on sales. Even the introduction of 
generic cigarettes, which was largely undertaken without traditional marketing support, was 
highly visible to competitors. In addition, price cutting to distributors likely would be observed 
directly (to the extent distributors are shared) or indirectly (in the form of lower prices to ~fi" 

consumers).20 In either case, rivals would be able to respond quickly to any price reductions, ! ~\~ 
making "hit-and-run" price cuts unattractive as a strategy for increasing firm profits.21 j C-" J. 
Accordingly, short-term deviation from the terms of a coordinated understanding on price and rv ' '\ 

other competitive dimensions can be expected to be quickly observed and quickly countered, and 
therefore to be unprofitable for the industry participants.22 

A fourth structural feature of the market is that entry does not significantly constrain 
market power. That is, entry of additional firms into the market (or its prospect) is unlikely to 
upset the stability of a coordinated pricing strategy. Despite increasing prices and increasing 
profit margins, as discussed below, the new firms that have recently entered the cigarette market 
have failed to gamer significant shares to date. Although the absence of significant entry does. 
not definitively demonstrate that incumbent pricing is unconstrained by new competition from 
entrants, characteristics of the cigarette market make entry difficult. For example, current 
restrictions on advertising may fall particularly hard on entrants or other firms seeking to expand 
rapidly. To the extent firms are less able to inform consumers about the availability and the 
attributes of their products or brands, they likely will be less able to be successful in the 
marketplace and likely will place less of a constraint on the behavior of the established firms. 

19 Schmalensee, S!Illi! note 4, at 125-133. 

20 After Marlboro Friday, Philip Morris established a large scale "Master" program in which 
retailers submitted information to Philip Morris regarding other cigarette manufacturers' discount 
offers and volume in return for discounts from Philip Morris. FTC v, B.A.T Industries p.l.c., 94 
Civ 7849 (filed Oct. 31, 1994, S.D.N.Y.) (testimony of Lewis Tatem, economic expert for the 
FTC, Tr. 548-49). 

21 Similarly, large buyers in some markets may be able to induce lower prices by reducing 
their own demand for a product, but this does not seem to be a factor in the U.S. cigarette 
industry. Retailing of cigarettes is extremely diverse with hundreds of thousands of outlets. 
With such ubiquitous distribution, it is unlikely that any buyers have large enough shares to 
make secret price-cutting profitable or otherwise exercise buyer power. 

22 Given that deviations from an implicit consensus would likely be unprofitable, the main 
impediment to more effective coordination among cigarette producers is likely the difficulty in 
harmonizing divergent interests to reach such a consensus in the first instance, as discussed 
below. This is not to say that alterations in the consensus will not occur over time, for example 
in response to exogenous shocks to the market or the development of innovations that cannot be 
quickly copied and that alter the long-term strategies of individual firms in divergent ways. 
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Under the proposed settlement, restrictions on advertising will be substantially tightened, making 
entry still more difficult. 

In addition, three decades of stagnant or declining industry demand have reduced the 
attractiveness of the cigarette industry to prospective entrants. Until the intensification of health 
concerns in the 1960s,23 cigarette smoking was a ubiquitous and growing feature of American 
culture during the 20th century. Since that time, the market for cigarettes in the U.S. has 
decreased significantly. U.S. cigarette consumption per capita declined from a peak of 4,345 
cigarettes in 1963 to 2,505 in 1996 (Table 3). The proportion of smokers among adults has also 
dropped from peak of 42.6 percent in 1966 to 25.5 percent in 1994.24 Even in the face of some 
media marketing restrictions and generalized demand declines, however, small firms have 
continued to enter niches of the cigarette industry. Although none of these firms has grown to 
the point that its market share is significant, they appear to be a permanent feature of the 
market.25 

C. Evidence of Market Power from Industry Conduct 

The Supreme Court has recognized a pattern of coordinated interaction in past cigarette 
industry practices.26 Price and cost patterns during the post-1980 period also suggest that the 
cigarette oligopoly may not be performing competitively. The rise in prices during this period 
has been extensive, increasing at a much higher rate than the general price level. As shown in 

23 These concerns led to the report by the Surgeon General's advisory committee on 
January II, 1964. Health concerns were also raised in the early 1950s. The introduction of 

filter cigarettes was closely related to these early expressions of concern about the health effects 
of cigarette smoking. Kluger, ~ note 4, at 148-182,258-262. 

24 Centers for Disease Control <www.cdc.gov/nccdphp/osh/prevail.htrn>. The smoking rate 
among men reached 56.9 percent in the 1950s. The rate among women peaked at 33.9 percent in 
1965 and 1966. 

25 However, as discussed below, some features of the settlement could harm this market 
segment, potentially causing it to disappear. 

26 The three major cases are Brooke Group. Ltd. y. Brown & Williamson Tobacco Corp., 509 
U.S. 209 (1993), American Tobacco Co. v. United States, 328 U.S. 781 (1946), and United 
States v. American Tobacco Co., 221 U.S. 106 (1911). Discussing the pre-1980 market for 
cigarettes, the Supreme Court in Brooke Group stated that "the cigarette industry ... has long 
been one of America's most profitable, in part because for many years there was no significant 
price competition among the rival firms .... List prices for cigarettes increased in lock-step 
twice a year, for a number of years, irrespective of the rate of inflation, changes in the cost of 
production, or shifts in consumer demand." Brooke Group, 509 U.S. at 213 (citation omitted). 
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Table 4, inflation-adjusted prices rose from $1.20 per pack in 1980 to $1.85 per pack in 1996.27 

While some of this price rise is a product of rising costs (including state and federal taxes), it 
appears that a significant portion may not be cost related. Comparing the rise in cigarette prices 
to costs for the 1980-94 period, one analysis concludes that "escalating prices for cigarettes 
cannot be attributed to higher input costs."" The tendency for price rises to consistently outpace 
cost increases is unlikely to be observed in a fully competitive market over a long-term period.29 

Consistent with the price and cost data, the publicly available evidence suggests that the 
cigarette industry has been relatively profitable.30 Also, profit margins for the industry based on 
Census data show a rising trend over the 1980-94 period -- even in the face of declining 
demand.31 This upward trend in profit margins halted, however, due to price declines in the 

27 Since Marlboro became the clear leading brand in the late 1970s, Philip Morris has 
typically been the price leader for premium-priced cigarettes, and Philip Morris led the most 
recent price increase. Scherer and Ross, ID!llffi note 4, at 250-251; FTC v. B.A.T Industries p.l.c., 
94 Civ 7849 (filed Oct. 31, 1994, S.D.N.Y.) (testimony of Lewis Tatem, economic expert for the 
FTC, Tr. 544-545); and Glenn Collins, Cigarette Makers Are Increasing Prices by Record 
Amount, New York Times, Sept. 3, 1997, at AI. While prices increased for all brands, price 
increases for the discount brands lagged behind those for established premium brands. 

28 C. Howell, F. Congelio, and R. Yatsko, Pricing Practices for Tobacco Products 1980-94, 
117:12 Monthly Lab. Rev. 3 (1994). The authors generated an input cost series from Census 
(material, labor and capital) and FTC (advertising and marketing) data. They did not specifically 
include state and federal taxes in their calculations, but the addition of these two components 
does not change the general result that prices rose at a much greater rate than costs. Thus on a 
per unit basis, input costs plus federal and state excise taxes rose 87 percent over the 1980-94 
period compared to a corresponding increase of 179 percent in nominal prices. 

29 Scherer and Ross, ~ note 4, at 339-347. 

30 Industry surveys based on SEC 10K submissions generally show the industry as displaying 
profit rates above the overall industry norm. See, s;.g,., the annual "Beverages and Tobacco" 
survey in Forbes Magazine. The exact translation between the concepts of accounting profits and 
economic profits is subject to considerable debate, however. Compare F. Fisher, and 1. 
McGowan, On the Misuse of Accounting Rates of Return to Infer Monopoly Profits, 73 Am. 
Econ. Rev. 82-97 (1983) with W. Long and D. Ravenscraft, The Misuse of Accounting Rates of 
Return: Comment, 74 Am. Econ. Rev., 494-500 (1984). 

31 In this analysis, profit margins are gross margins as a percentage of value of shipments. 
Data came from the following sources: Federal Trade Commission, Report to Congress for 1994 
Pursuant to the Federal Cigarettes Labeling and Advertising Act 15-18 (1996); U.S. Department 
of Commerce, Bureau of the Census, Tobacco Products, in 1992 Census of Manufacturers 21A-7 

(continued ... ) 
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aftennath of Marlboro Friday in 1993. In addition to the evidence on prices, costs and profits, 
econometric studies of pricing behavior in the cigarette industry have produced results consistent 
with the view that the cigarette industry is not fully competitive, though also consistent with the 
view that the level of market-sharing coordination is not high.32 

D. Imperfect Coordination and Divergent Firm Incentives 

While the structural and behavioral evidence cited above is consistent With the possibility 
of coordination among the major cigarette producers, it is also clear that any such coordination is 
far from complete.33 This is immediately evident from the econometric estimates of the industry 
demand elasticity, cited above, which suggest that adult demand is inelastic at prevailing prices. 
Because a monopolist facing inelastic demand would find it profitable to raise price until it • 
reaches elastic portions of the industry demand curve and this has not occurred, we can infer that 
coordination is imperfect.34 The occasional outbreaks of more intense price or product 
competition also suggest incomplete coordination. 

Other evidence of incomplete coordination comes from the long-tenn shifts in market 
share that have occurred in the cigarette industry. Market shares covering the period from 1947 
to 1996 are displayed in Table 5. Philip Morris, now the leading finn With the leading brand, has 
gained share from less than 10 percent to over 47 percent currently. Liggett and American both 

31( ... continued) 
(1995). The Census figures include the value of shipments and costs involved in the production 
of cigarettes in domestic plants destined for export, while the FTC advertising and marketing 
data relate only to domestic operations. 

32 D. Sullivan, Testing Hypotheses about Finn Behavior in the Cigarette Industrv, 93 J. Pol. 
Econ. 586 (1985); O. Ashenfelter and D. Sullivan, Nonparametric Tests of Market Structure: An 
Application to the Cigarette Industry, 35 J. Indus. Econ. 483-498 (1987); P. Barnett et aI., 
Oligopoly Structure and the Incidence of Cigarette Excise Taxes, 57 J. Pub. Econ. 457-470 
(1995). 

33 Incomplete coordination is discussed in the Horizontal Merger Guidelines, Sl!Pffi note 2, at 
section 2.11, p. 20. That section discusses the ability of finns to reach tenns of coordination and 
factors that might make reaching a coordinated outcome more or less likely. 

34 That is, the fact that relatively low demand elasticity estimates are found even using 
prevailing prices is consistent with the view that cigarette finns are not pricing near the 
monopoly level. Scherer and Ross, supra note 4, at 250-251. In addition, one estimate of the 
full-blown monopoly price in cigarettes in 1995 was in the $4.00 range. Prices of cigarettes 
today are at about half that level. See J. Harris, American Cigarette Manufacturers' Ability to 
Pay Damages: Overview and a Rough Calculation, 5 Tobacco Control 292-294 (I 966). 
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lost the vast majority of their initial shares over the period. Reynolds is the one major firm that 
maintained a fairly stable market share over the past 50 years. 

The inability of the cigarette industry to achieve complete coordination is most likely 
attributable in large part to partially divergent interests among the firms. Firm interests may 
diverge for a number of reasons. 

First, product innovation may affect some firms more than others. Product competition 
has historically taken the form of innovations in product design, such as the addition of filters 
during the 1950s.35 More recently, low-tar cigarettes were developed during the early 1970s,36 
and unbranded generic cigarettes were reintroduced in the early 1980s.37 These innovations 
generally favored some firms more than others, and in consequence tended to lead to a more 
competitive period during which the firms, in effect, identified a new oligopolistic consensus.38 

Second, as with most products that are not homogeneous, demand for some brands is 
more price sensitive than is demand for other brands.39 Similarly, the sales of certain brands may 
be more sensitive than other brands to variations in the prices of specific rival brands. Moreover, 
industry participants recognize that the demand for individual brands often has a well "defined 
"life cycle" -- an initial period of growth in market acceptance, followed by a share plateau, 
followed by an extended period of share decline. The rise and fall of Lucky Strike, Pall Mall, 
and later Winston, as Marlboro became the largest brand in the late 1970s, provide examples. A 
firm with most of its brands in extended decline may have different views about industry pricing 
than a firm with more brands earlier in the life cycle.40 As the end ofa brand's life cycle 
approaches, brand demand elasticity may increase above the norm, making a price increase more 

35 Kluger, lillllIllnote 4, at 141-182. 

36 Ill. at 190,273-275,379-382 

37 Ill. at 516. 

38 For example, the introduction of generic brands led to tiered pricing. Premium brands, both 
established and new, are typically priced well above the discount segment consisting of generic 
and private label cigarettes and branded discount cigarettes. The extent of the gap between 
discount and premium brands has varied over time. 

39 Differences in brand elasticities were an important consideration in the FTC's challenge of 
the 1994 proposal of BAT to acquire American Tobacco. 

40 Differences in brand mix across the life cycle may be responsible, in part, for the major 
shifts in market share among three of the leading firms over the past forty years. 
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problematic for firms with declining brands.4I Since a general price increase will accelerate the 
decline of the "aged" brands, leading firms with predominantly "aged" brands will likely prefer a 
lower industry price. The current major brands and the shares of these brands grouped by the 
five major companies are presented in Table 6. 

Third, the most important recent divergence of interest comes from differences in product 
mix across the firms. Premium brands are the mainstay of four of the five leading manufacturers. 
In contrast, generic and non-premium brands today account for a far greater fraction of Liggett's 
sales and profits. Furthermore, there are significant differences among the major firms in their 
commitment to discount segments. 

This commitment is indicated in Table 7, which quantifies the shares of each firm in the 
various pricing tiers. Philip Morris and Reynolds, the two largest firms in the industry, have 
approximately 16 percent and 37 percent respectively of their sales in the discount segment, and 
each does less than a quarter of that in private label and generics. Brown & Williamson, the third 
largest firm, ranks second in terms of its involvement in the discount segment. A little less than 
60 percent of its sales are in the discount segment; however, only about 10 percent of that is due 
to generic or private label sales. Lorillard, the fourth largest firm, has approximately 5 percent of 
its sales in the discount segment and none of that is private label. Liggett, the smallest major 
U.S. cigarette manufacturer, is by far the most intensely involved in the discount segment and 
most of its discount business is in the low-end generic and private label components. No other 
major firm comes close to this degree of involvement in the discount segment and the 
generic/private label subcomponents. These product mix differences across the firms are likely 
to be an important factor causing divergence of interests among the firms. 

E. Current Limits on Coordination 

The divergence of interests among cigarette industry participants makes it likely that the 
firms will differ as to their preferred coordinated price. In particular, firms with a relatively low 
commitment to the market today (u.., low share of current sales) but with a relatively high 
ability to expand (~, higher capacity share or other ability to expand output) can be expected to 
prefer an industry price well below the monopoly priceY 

41 The differences in pricing incentives based on differences in rates of decline in premium 
brands were a theme of the FTC presentation in its challenge of BAT's acquisition of American 
Tobacco. FTC v. B.A.T Industries p.l.c., 94 Civ 7849 (filed Oct. 31, 1994, S.D.N.Y.) (testimony 
of Lewis Tatem, economic expert for the FTC, Tr. 534-535). 

42 ~ J. Baker, Two Sherman Act Section I Dilemmas; Parallel Pricing. the Oligopoly 
Problem, and Contemporan' Economic Theory, 38 Antitrust Bull. 143,202-207 (1993); and J. 
Baker, supra note 7, at 585-606, particularly at 599-602. The discussion in the text assumes that 

(continued ... ) 
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In this setting, the seller with the lowest preferred price acts as a constraint on increases 
in the industry price (so long as that firm can significantly expand output if price el\ceeds its 
preferred level)Y Its rivals recognize that efforts to raise prices above what the constraining firm 
prefers would not be successfuL" If that constraining firm could obtain a larger commitment to 
the current market or could be induced to raise the price it prefers," however, then the constraint 
on industry pricing would be relaxed and prices would rise. Industry instability -- as reflected in 
price wars or other episodes of apparently more intense competition -- occurs when shifts in 
buyer preferences, changes in seller costs, variation in public policies, new product 
developments, or other exogenous factors lead one of the industry firms to prefer a new, lower, 
industry-constraining price. Under such circumstances, factors that eliminate the seller with the 
lowest preferred price or encourage that firm to prefer a higher price level likely will lead to a 
higher industry price.46 

During the I 980s, for example, Liggett first and American (now part of Brown & 
Williamson) later came to prefer a lower industry price. Both firms' major brands increasingly 
were older, declining, and near the end of their life cycles. Market shares declined for both 

42( ... continued) 
side payments are unavailable, and adopts the view that the threat of a reversion to competition is 
sufficient punishment to support high prices. 

43 For decades the cigarette industry has contained many tiny firms, though none has grown to 
garner any noticeable market share. Currently the non-majors account for less than one-tenth of 
one percent of industry output. These firms may have an ability to expand output that is 
comparable to that of a de novo entrant. 

44 Such a firm has been called a "maverick." Horizontal Merger Guidelines, supra note 2, at 
21-22. The use of the term "maverick" in the Merger Guidelines is broader than the way the 
term is often employed elsewhere, because the seller with the lowest preferred price need not 
necessarily engage in price-cutting behavior in order to constrain the prices charged by its 
competitors . 

., Rivals might induce the constraining firm to prefer a higher price by developing a scheme 
to compensate the maverick or by finding a way to raise the maverick's marginal costs, for 
example. 

46 As discussed further in Section II, the antitrust immunity envisioned in the settlement might 
allow firms to devise compensation schemes and the extra payments required of non­
participating firms might increase the marginal cost of the firms that now constrain industry 
pricing. The proposed tobacco settlement may contain provisions that will alter the price 
preferences of the firm that currently prefers the lowest price. 
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finns. 47 Each turned to discount and generic brands as a means of expanding sales.4S Introducing 
new brands at a lower price point or switching old brands to a new, lower price point thus 
became an attractive strategy, first for Liggett and later for American.49 In this way; Liggett and 
American became the constraints on industry pricing. The major finns responded initially by 
selling discount brands as wellso and later by lowering the relative price of premium brands on 
"Marlboro Friday." Thus the industry came to recognize that the coordinated price could not be 
maintained above the level preferred by Liggett and American.S.1 With the acquisition of 
American Tobacco by BAT, Liggett remains the only firm of significant size that has an 
appreciably older brand portfolio in tenns of premium-brand life cycles and a primary 
commitment to the discount segments of the cigarette market. This likely makes Liggett one of 
the most significant constraints on higher industry pricing today. 

The success of industry efforts to attain and maintain a coordinated price in the future 
will depend upon the extent to which the incentives of the constraining firm or firms diverge 
from the individual incentives of the remaining major producers. As discussed in the next 
section, the tobacco settlement has the potential to allow the major firms to coordinate their 
actions more effectively. 

47 Liggett's older premium brands include L&M, Chesterfield, and Lark. American's older 
premium brands included Pall Mall and Raleigh. 

48 American, for example, developed its own unique and promising approach to product 
distribution in introducing discount brands in the late 1980s. FTC v. B.A.T Industries p.l.c., 94 
Civ 7849 (filed Oct. 31, 1994, S.D.N. Y.) (testimony of Dennis Carlton, economic expert for 
BAT, Tr. 1052). 

49 Introducing new premium brands may have become problematic for these firms with 
various restrictions on advertising of cigarettes on television. 

so This response led to the Brooke Gr~up litigation, where Brown & Williamson was the 
primary defendant. At the time of the alleged predatory behavior, evidence suggested that 
Brown & Williamson was the only other cigarette manufacturer with a substantial presence in the 
discount segment. ~ J. Baker, S!!Prl! note 7, at 595. 

SI Philip Morris led the "Marlboro Friday" pricing move. Within a short time, most of the 
other firms raised discount prices and lowered premium prices to narrow the gap between the 
pricing tiers, as Philip Morris had done. American failed to follow the leader for an extended 
period of time. R. Margulis, The War of'93, Apr. 1994 Tobacco Rep. 22-24. Liggett was 
already viewed as outside the cooperative group with respect to the generic segment. 
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Firm 

. Philip Morris 

Reynolds 

Brown & 
Williamson 

Lorillard 

Liggett 

Others 

Industry Total 

Table 1 
U.S. Cigarette Company 

Domestic Shares and Volume, and Exports 
1996 

Domestic Share Domestic Volume in Export Volume in 1996 
of Cigarettes Sold . 1996 (billions of (billions of cigarettes) 
1996 cigarettes) 

47.8% 230.84 173.59 

24.6% 119.08 43.90 

17.2% 83.35 41.79 

8.4% 40.40 --
1.9% 8.95 .48 

0.1% .68 --
100.0% 483.30 269.76 

Source: John C. Maxwell, Market Uo, Apr. 1997 Tobacco Rep. 22. 
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Year 

1930 

1950 

1970 

1980 

1990 

1993 

1994 

1995 (American + B&W) 

1996 

Table 2 
Concentration Trends 

HHI Number of Major 
Firms 

2682 5 

2249 6 

2066 6 

2421 6 

2880 6 

2939 6 

2964 6 

3179 5 

3260 5 

Sources and Notes: Data for 1930 to 1993 are taken from Exhibits PX345 and PX336-E used 
during the cross examination of Dr. Dennis Carlton in FTC v. B.A.T Industries p.l.c. et aI., 94 
Civ 7849 (filed Oct. 31,1994, S.D.N.Y.), Tr. 1086-1087. BAT is now the owner of both Brown 
& Williamson Tobacco (B&W) and American Tobacco. Data for 1994 to 1996 are calculated 
from market share data in Maxwell, Market Up, Apr. 1997 Tobacco Rep. 22. HHI is an index of 
market concentration calculated by squaring the market share of each firm and adding the 
resulting products together across all firms. Market shares are measured in terms of units sold in 
the U.S. Markets with HHI statistics above 1800 are classified as highly concentrated under the 
April 1992 joint DOJIFTC Horizontal Merger Guidelines. 
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Year(s) 

1935-1939 

1940-1944 

1945 

1950 

1955 

1960 

1965 

1970 

1975 

1980 

1985 

1990 

1994 

1995 

1996 

Table 3 
U.S. Per Capita 

Cigarette Consumption 
1935-1996 

Number of Cigarettes 
Per Capita 

1,779 

2,558 

3,449 

3,522 

3,597 

4,171 

4,259" 

3,985 

4,123 

3,849 

3,370 

2,826 

2,524 

2,505 

2,482 

Notes: Economic Research Service, U.S. Department of Agriculture, Tobacco Situation and 
Outlook Report. various issues. 
" The peak year was 1963, with average per capita consumption of 4,345. 
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Year 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

1994 

1995 

1996 

Table 4 
Inflation-Adjusted Price 
per Package of Cigarettes 

1980 to 1996 

Price Per Pack in 1996 
dollars 

$1.20 

$1.20 

$1.33 

$1.49 

$1.48 

$1.52 

$1.58 

$1.64 

$1.72 

$1.82 

$1.84 

$2.00 

$2.05 

$1.84 

$1.86 

$1.85 

$1.85 

Source: Tobacco Institute, The Tax Burden on Tobacco(1996). 
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Year Philip 
Morris 

1947 7.0 

1952 9.6 

1957 9.3 

1962 9.4 

1967 12.7 

1972 20.0 

1977 26.7 

1982 32.9 

1987 38.4 

1992 40.9 

1993 40.5 

1994 44.8 

1995 46.1 

1996 47.8 
. 

Table 5 
Cigarette Company 

Market Shares 
(percent) 

1947-1996 

Reynolds. Brown & Lorillard 
Williamson 

29.7 3.2 4.3 

27.3 6.0 6.3 

28.7 10.7 7.7 

35.0 9.3 11.0 

32.5 14.3 10.2 

31.4 17.3 8.9 

33.1 15.8 8.7 

33.6 13.4 8.6 

32.1 10.9 8.2 

29.5 12.2 7.4 

31.5 11.3 7.3 

26.7 11.3 7.5 

25.7 18.0 8.0 

24.6 17.2 8.4 

Liggett American 
Brands 

21.3 34.5 

18.0 33.0 

14.5 29.1 

9.8 25.6 

8.1 22.2 

5.6 16.8 

3.4 12.3 

2.9 8.8 

3.5 6.9 

3.1 6.9 

2.5 6.9 

2.3 7.4 

2.2 * 
1.9 * 

Source: Robert Porter, The Impact of Government Policy on the U,S. Cigarette Industry in 
Empirical Approaches to Consumer Protection Economics 463 (P. Ippolito and D. Scheffinan, 
eds., Mar. 1986, Bureau of Economics Conference, Federal Trade Commission). Data for 1947-
1982 is based upon data from Schmalensee, ~ note 4 and various issues of Business Week. 
Data for 1987-1996 update Porter's statistics and are taken from 1. Maxwell, 1995 Maxwell 
Tobacco Fact Book, and Tobacco Rep. various issues. 

* American Brands was acquired by Brown & Williamson in late 1994. 
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Finn 

Philip Morris 

Reynolds 

Brown & 
Williamson 

Lorillard 

Liggett 

Table 6 
1996 U.S. Cigarette Industry: Leading Premium 

Brand Sales by Firm 

Leading Brand 2nd Leading 3rd Leading 
(share) Brand (share) Brand (share) 

Marlboro Virginia Slims Merit 
(32.3) (2.4) (2.3) 

Winston Camel Salem 
(5.3) (4.6) (3.6) 

Kool Carlton Pall Mall 
(3.6) (1.3) (1.1) 

Newport Kent True 
(6.1) (.8) (.4) 

Eve L&M Chesterfield 
(.2) (.1) (.1) 

Source: John C. Maxwell, Market Up, Apr. 1997 Tobacco Rep. 22-28. 
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4th Leading 
Brand (share) 

Benson & 
Hedges (2.3) 

Vantage 
(1.1) 

Capri 
(.6) 

Style 
(.3) 

Lark 
(.1) 

,: 
I II 

I 
I 



Firm 

Philip Morris 

Reynolds 

Brown & 
Williamson 

Lorillard 

Liggett 

Industry Totals 

Table 7 
1996 U.S. Cigarette Industry: Participation 

by Segment 

Firm's Share of Proportion of Proportion of 
U.S. Cigarette Firm's Sales in Firm's Sales in 
Unit Sales the Premium the Discount 

Price Segment Price Segment 

47.8% 84.4% 15.6% 

24.6% 63.0% 37.0% 

17.2% 42.9% 57.1% 

8.4% 93.7% 6.3% 

1.9% 25.3% 74.7% 

100% 71.5% 28.5% 

Source: John C. Maxwell, Market Up, Apr.J997 Tobacco Rep. 22-28. 

Proportion of 
Firm's Sales in 
the Discount 
Segment Due to 
Generic and 
Private Label 
Sales 

12.2% 

22.9% 

10.7% 

--
80.1% 

Note: Premium priced cigarettes are the traditional brands whose prices are similar. The 
discount segment includes all non-premium priced cigarettes. This includes the branded discoUnt 
category, generic cigarettes, and private label brands. Private label brands are those produced for 
distribution and sale by other firms under their own label. 
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II. Competition and the Expected Effects of the Proposed Settlement 

The proposed settlement has the potential to affect almost all aspects of cigarette industry 
behavior and performance. lbis section focuses on the provisions in the settlement with the 
greatest potential to affect competition in the industry and the effects that these competitive 
changes might be expected to have on market prices. 52 

A. Selected Settlement Terms and Their Potential Effect on Competition 

1. Annual Payment Structure. An important element of the settlement is the annual 
payment structure.53 The settlement specifies "Annual Payments" that increase in face value to a 
maximum of$15 billion in 2002 and following years (Title VI, pp. 34-35). Unlike the initial 
payment due at signing, these payments are not fixed in value, but instead vary according to the 
volume of cigarettes sold each year and industry profits. 54 Specifically, if the volume of 
cigarettes sold is less than the volume of sales in the base year, then the annual payment is 
reduced by the same proportion.55

•
56 For example, if sales decline by 20 percent in the year 2002 

52 This report does not analyze the consequences of the proposed settlement for other domestic 
industries using tobacco products such as smokeless tobacco. Nor does it examine the impact of 
the settlement on tobacco farming. 

53 The proposed settlement also requires a fixed $10 billion payment from the industry due at 
signing (Title VI.A, pp. 34-35). The settlement does not specifY how this payment will be 
apportioned among firms in the industry, but if it is shared by all, it could weaken the smallest or 
more marginal firms in the industry disproportionately. If, in consequence, the firms that help 
constrain the major producers are led to exit the industry, the result would be to relax the 
competitive constraints faced by the major firms. Alternatively, if the initial payment is paid 
entirely by the largest tobacco firms, then concerns about competitive effects from this provision 
would be mitigated. 

54 The payments are also adjusted for inflation. 

55 Similarly, if cigarette sales should rise relative to the base year, the annual payments will 
proportionately increase. This outcome is less likely to occur, however, since the settlement will 
cause cigarette prices to rise and demand is expected to fall. 

56 The settlement specifies that "adult" sales volumes will be used in calculating any 
proportional reductions in the payment and that total sales volumes, including both adult and 
youth volumes, will be used in calculating any proportional increases. This distinction is not 
empirically relevant since sales to adult smokers, defined as ages 18 and over, account for 
approximately 98 percent of all cigarettes sold domestically. J. Harris, Comments on Proposed 

(continued ... ) 
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compared to the base year, then the payment is reduced by 20 percent, from $15 billion to $12 
billion. However, ifindustry profits increase relative to the base year, then the industry will not 
be permitted to benefit by the full amount of this volume-related payment reduction .. Rather, 
annual payments will be restored by an amount equal to 25 percent of the indUStry's enhanced 
profits. Thus, in the example, if industry profits in 2002 are $4 billion greater than in the base 
year, then 25 percent of $4 billion, or $1 billion, of the annual payment will be restored, bringing 
it up to $13 billion. 

Because the actual size of the annual payment depends on the quantity of cigarettes sold 
each year, most of the payment can be treated conceptually as an excise tax per pack that will be 
passed on to smokers. The settlement, (Title VI.B.7, p. 35), envisions that the annual payments 
will be passed through to consumers in the form of higher prices for cigarettes. Assuming the 
settlement is enacted in 1997 as drafted, the implicit tax will be approximately 35 cents per pack 
in 1998, 39 cents in 1999,48 cents in 2000, 58 cents in 2001, and 62 cents per pack from 2002 
on. 57 However, under the Balanced Budget Act of 1997,58 10 cents per pack of the federal excise 
tax on cigarettes will be credited against the Annual Payments of the tobacco industry in the 
years 2000 and 2001, and this credit will be increased to 15 cents per pack in 2002 and 
subsequent years. Taking into account this credit, the implicit excise tax would be reduced to 38 
cents per pack in 2000, 48 cents in 2001, and 47 cents in 2002. As of this writing the Senate and 
House have each passed legislation that would rescind the credit against the Annual Payments. 59 

( ... continued) 
Tobacco Industry-Wide Resolution, Commissioned by the American Cancer Society 5 (June 26, 
1997) (unpublished manuscript). For this and other reasons, the analysis infm does not address 
anticipated effects of the proposed settlement on youth smoking. 

57 For example, when the $15 billion payment is divided by the approximately 24.2 billion 
packs of cigarettes sold in the base year, it amounts to about 62 cents per pack. Since the 
payment is volume adjusted, it remains at 62 cents per pack even if sales increase or decrease. 
However, the 62 cents per pack (and the other per pack figures above) do not include the profit­
related adjustment that applies if sales decrease and profits increase. This adjustment can be 
viewed as a 25 percent tax on each firm's increase in profits assessed in addition to the excise tax 
. of 62 cents per pack. The examples discussed in Section III account for both components of the 
payment. 

58 Balanced Budget Act of 1997, Pub. L. No. 105-33, III Stat. 251 (1997). 

59 Departments of Labor, Health and Human Services, and Education and Related Agencies 
Appropriations Act of 1998, S. 1061, 105th Congo 1st Sess. (1997) (Senate bill); Departments of 
Labor, Health and Human Services, and Education and Related Agencies Appropriations Act of 
1998, H.R. 2264, 105th Congo 1st Sess. (1997) (House bill). If this legislation becomes law, the 
implicit excise tax will grow to 62 cents per pack as stated above. 
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The potential effects of that recision on the calculations used in the example are discussed in 
Section III. D. below. 

As discussed below, the competitive conditions in the industry together with the low 
elasticity of cigarette demand are likely to enable cigarette companies to "pass through" to 
consumers the full amount of this implicit tax. In addition, other aspects of the settlement have 
the potential to increase the ability of the major firms to coordinate their behavior, so that the 
ultimate increase in consumer prices could be substantially higher than that required by the 
annual payment itself. The additional revenue would be expected to increase both corporate 
profits and public sector revenues. 

2. Broad Antitrust Immunity. The settlement gives antitrust immunity to the tobacco 
companies to coordinate their activities taken "in order to achieve the goals of this Agreement 
and the Act relating to tobacco use by children and adolescents." (App. IV.C.2, p. 50). The 
Department of Justice would have review rights subject to this standard. However, the breadth 
of this language, as currently drafted, may permit the industry members to discuss pricing 
arrangements that reach beyond the amount of a 100 percent "pass-through" to consumers of the 
cost of the annual payments.60 Also, the current language may permit a range of anticompetitive 
conduct involving non-price restrictions. Thus, the exemption increases the likelihood that 
prices will move closer to what a monopolist would charge. 

As discussed in the previous section, the ability of firms to charge monopoly level prices 
is constrained by their inability to meet to discuss differences in preferred prices and to put into 
place mechanisms to compensate those firms that would lose market share at a higher price.6 ) 

Such an agreement could make a firm like Liggett prefer a much higher industry price than it 
does today, loosening or removing a significant constraint on more effective coordination. In 
this way, antitrust immunity might allow the participating firms to agree to choose prices to 
maximize their total profits and then to allocate these profits in a manner that makes the 
agreement on prices acceptable even to the mavericks. 

3. Advertising and Marketing Restrictions. The settlement includes a variety of 
advertising and marketing restrictions that are intended to reduce sales, especially to youth. 
These restrictions may also lead to reduced expenditures on advertising and other marketing 
activities, reducing industry costs and prices accordingly (Title LA, pp. 8-11). The magnitude of 
these effects will depend in part upon the extent to which firms substitute toward the permitted 
non-price modes of marketing competition (such as direct mail advertising to smokers). In the 

60 The ramifications of the proposed antitrust immunity are addressed in greater depth in an 
Appendix to this Report. 

61 Compensation could take many forms, such as one firm making annual payments on behalf 
of another firm. 

23 



opposite direction, the settlement would restrict advertising that can help new entrants or 
maverick firms with new products, lower priced products,or new brands to gain market share 
from the other firms in the market. As a result, restrictions on advertising could reduce 
competition in the industry and thus lead to higher prices. 

4. Non-Participating Companies Could Face Added Costs. Firms not signing the 
settlement (including Liggett and potential entrants not currently in the U.S. market) would be 
bound by the legislated regulatory rules envisioned by the agreement but not the other voluntary 
aspects of the agreement (Title III.C, p. 28). Thus, for instance, these firms would not receive the 
civil liability protections of the settlement. Similarly, wholesalers and retailers dealing with 
those firms would not receive protection. 

Moreover, the legislation envisioned by the settlement would require the non­
participating firms to pay higher annual payments than would be required if they had joined the 
agreement.62 These payments would be made into an escrow account and could be reclaimed, 
with interest, 35 years later if not paid out in liability payments. Due to the difficulty of 
predicting the amount of future liability payments and the long delay before any money could be 
reclaimed, these payments are likely to be viewed as non-refundable costs of doing business. 
Thus, from the year 2002 onward, non-participating firms would have a cost disadvantage of 
nearly 23.5 cents per pack (half of the 47 cent implicit "excise tax") relative to participating 
firms.63 

These provisions have the potential to raise the marginal costs borne by Liggett, which 
now appears to help constrain industry pricing. They may also discourage entry, another factor 
increasing the likelihood that the industry will move closer to a monopoly pricing level after the 
settlement. In addition, the provisions may force many of the current small firms out of business, 
eliminating the possibility that they could expand enough to affect pricing decisions by the major 
manufacturers. 

S. R&D Incentives. The settlement requires that any safer cigarette technology developed 
by a firm in the agreement must be cross-licensed to all other firms in the industry at 

62 The settlement specifies that a non-participating firm will pay an amount equal to 150 
percent of its share of annual payments had it participated, other than the portion allocated to 
public health programs and law enforcement. The settlement does not discuss the terms under 
which non-participants might later join the agreement. If such membership is not limited, and if 
it entails no lump-sum up-front payments, then concerns about anticompetitive effects on non­
participating firms would be mitigated because they would have the option of joining the 
agreement on non-discriminatory terms. 

63 This cost disadvantage would be nearly 31 cents if the excise tax credit discussed above is 
rescinded. 
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"reasonable" prices (Title I.E, pp. 14-15). This provision reduces each firm's incentive to 
develop safer cigarettes, since such R&D becomes less profitable to the firm, and thus helps to 
discourage the emergence of additional rivalry from a firm with a new product that is attractive 
to smokers. 

In sum, all of these settlement terms, particularly the broad antitrust exemption, have the 
potential to increase the ability of the major industry members to coordinate their behavior so as 
to raise prices. The settlement terms also tend to discourage entry and innovation, including the 
development of alternative products. The resulting competitive effects on the cigarette market 
could be substantial, because inelastic demand characterizes the adult market. Thus, even small 
changes in competitive conditions could have sizeable effects on consumer prices and industry 
profits. 

B. The Pass-Through of Tax Increases to Prices 

This section reviews the historical evidence on how the cigarette industry has responded 
to increased taxes. As examined below, research shows that the industry has commonly, in 
effect, "passed through" to consumers 100 percent or more of tax increases by raising prices. If, 
as suggested above, the terms of the agreement make coordination on the remaining dimensions 
of competition somewhat easier, then prices following the tobacco settlement could increase by 
even more than would be predicted by applying historical pass-through rates. 

Pass-through rates are influenced by demand and supply conditions in an industry and by 
the extent of rivalry among industry members. Standard economic models of firm behavior 
predict that the pass-through rate in competitive markets will be no more than 100 percent, with 
the magnitude of the price increase depending upon supply and demand conditions.64 Pass­
through rates in monopolistic industries can be more or less than 100 percent, again depending 
on supply and demand conditions.6

' 

Several empirical studies have found pass-through rates of 100 percent or greater in the 
cigarette industry. Barnett, Keeler, and Hu estimate a pass-through rate from federal taxes to 

64 The more elastic the supply and less elastic the demand, the greater the extent to which a 
tax increase will be borne by consumers in a competitive market. The limiting situation in which 
all the tax is shifted to consumers (100 percent pass-through) occurs in the case of either 
perfectly inelastic demand or perfectly elastic supply. See J. Stiglitz, The Economics ofthe 
Public Sector 346-67 (1986). 

6' Id. at 359; J. Bulow and P. Pfleiderer, A Note on the Effect of Cost Changes on Prices, 91 
1. Pol. Econ. 182-185 (1983). 
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retail pricc;s of about 102 percent over the 1955 to 1990 period.66 Harris finds that the 1983 
increase of eight cents in the federal excise tax on cigarettes led to a rise of sixteen cents in the 
retail price.67 • 

Analyses of state tax increases also find pass-through rates of 100 percent or more.68 

Using this approach, Sung et al. estimate a pass-through rate for state excise taxes of 
approximately 127 percent based on their analysis of 11 Western states for the 1967-90 period.69 

Similarly, examining differences in taxes and prices for the 1954-78 period for 50 states, Sumner 
reports pass-through rates ranging from 103 to 107 percent.70 Using a later data set that included 
most states, Merriman estimates a pass-through rate of 106 percent.7I 

This literature on the pass-through of cigarette excise taxes examines the effect of a tax 
on retail prices regardless of the level in the distribution chain where the tax is legally imposed. 
The gains or losses from a pass-through different from 100 percent will accrue entirely to the 

66 P. Bamett et al., Oligopoly Structure and the Incidence of Cigarette Excise Taxes. 57 J. 
Public Econ. 457-470 (1995). 

67 J. Harris, The 1983 Increase in the Federal Cigarette Excise Tax, in L. Summers, Ed., 1 Tax 
Policy and the Economy 87-111 (1987). Becker, Grossman, and Murphy suggest that a greater 
than 100 percent tax pass-through is consistent with their model: if smokers are addicted but take 
into account the future consequences of their current actions, then firms are induced to further 
increase prices now because of the tax's deflation of future demand. ~ G. Becker et aI., ~ 
note 18, at 413. 

68 Bamett, Keeler, and Hu, 2!llIl! note 67, take a skeptical view of the literature focusing on 
state pass-through experiences, arguing that those studies are measuring pass-throughs by 
distributors rather than manufacturers because arbitrage prevents manufacturers from charging 
different wholesale prices in different states. Under such circumstances, an excise tax increase in 
a single state would not be expected to have much effect on the wholesale price, but 
simultaneous changes in excise taxes in many states would raise manufacturers' distribution 
costs, and these increases would be treated no differently than an increase in input costs by the 
manufacturing sector in determining the retail price. 

69 H. Sung et aI., Cigarette Taxation and Demand: An Empirical Model, 12 Contemp. Econ. 
Pol. 91-100 (1994). 

70 D. Sumner, A Measurement of Monopoly Behavior: An Application to the Cigarette 
Indust!)', 89 J. Pol. Econ. 1010-19 (1981). 

71 D. Merriman, Do Cigarette Excise Tax Rates Maximize Revenue?, 32 Econ. Inquiry 419-
428 (1994). In both the Sumner and Merriman studies, the estimated pass-through rates are 
statistically above one. 
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manufacturing sector, so long as the wholesale and retail distribution of cigarettes is competitive, 
with distributors obtaining no more than a competitive rate of retum for providing their 
services.n . 

The above evidence suggests that the cigarette companies are likely to raise prices by an 
amount equal to 100 percent or more of the implicit excise tax imposed by the settlement. 
Therefore, the examples in the next section assume as a lower bound baseline that prices will 
increase by an amount equal to the implicit excise tax imposed by the settlement. 73 

As explained in the beginning of this section, the settlement will have various effects on 
competition in the cigarette industry that may result in substantial price increases beyond those 
that can be accounted for by changes in costs. For example, suppose that prices rise by 60 cents 
per pack due to the pass-through of costs, and that prices rise by an additional 60 cents per pack 
due to the enhanced coordination among industry members. Then prices will increase by $1.20 
in total, or 200 percent of the per-pack cost increase. In the next section, this possibility will be 
described as a "price-increase ratio" of200 percent. For purposes of the illustrative examples, 
this ratio of200 percent will be employed as an upper bound. Even this upper bound scenario 
would probably leave prices significantly below the monopoly price level. 74 

n In maximizing profits, manufacturers seek an efficient distribution system that passes 
forward to consumers no more costs than are necessary to obtain competitive distribution 
services. Any excess price passed through to the ultimate consumer only reduces potential 
manufacturer profits. Prior to the settlement, the cigarette producers, wholesalers, and retailers 
would have reached agreements on reimbursement terms that were acceptable to all parties and 
that provided a competitive return to the distributors. Only if the settlement raised the costs of 
wholesaling or retailing would one expect distributors to be able to increase the increments they 
receive for providing distribution services. The settlement does not, however, appear to raise 
distribution costs in any significant way. Without observing alterations in payments along the 
vertical chain that occur in reaction to excise tax increases (~, changes in promotional 
allowances, payments for shelving, wholesale price variations, etc.), it is impossible to verify 
empirically which level in the vertical chain retains any additional revenue associated with a tax 
change. The literature indicates that after a tax increase, retail prices may rise somewhat more 
than the tax. Because the wholesale and retail distribution sectors are competitive, any revenue 
increases that accrue after a tax increase must benefit the manufacturing sector, where, as 
discussed in section I, a fully competitive outcome is less likely. 

73 The baseline example also assumes a 100 percent pass-through of the excise tax that will be 
assessed beginning in the year 2000. In addition, the example assumes a 100 percent pass­
through of cost savings due to anticipated reductions in advertising and legal costs. 

74 Under the 200 percent price-cost ratio assumption, prices rise to about $3.04 per pack. 
(continued ... ) 
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III. Examples of the Effect of the Settlement on Prices, Profits, and Public Sector 
Revenues 

This section presents hypothetical numerical examples illustrating the potential financial 
effects of the proposed settlement. The discussion highlights the potential effects of differing 
degrees of industry coordination on cigarette prices, cigarette manufacturing industry operating 
profits, and public sector revenues. The baseline scenario assumes that the cigarette industry 
cannot exercise more market power as a result of the settlement, and therefore that the industry 
will "pass through" to cigarette consumers the costs of the settlement at the approximate 
historical rate of 100 percent, without any additional price increase due to enhanced coordination. 
Such a situation will be said to exhibit a price-increase ratio of 100 percent. To evaluate the 
impact of the increased industry coordination, which may be facilitated by the terms of the 
settlement, the baseline scenario is modified by raising the price-increase ratio from 100 percent 
to the higher levels of 125 percent and 200 percent." 

This comparison demonstrates that increased industry coordination could add to cigarette 
industry profits and to a lesser extent to public sector revenues. If coordination is improved only 
moderately, as modeled by an increase in the price-increase ratio from 100 percent to 125 
percent, the present value of industry operating profits net of income tax over the first twenty­
five years of the settlement potentially rises by about $16 billion (in present value) and public 
sector revenues (mainly tax revenues) increase by nearly $7 billion (in present value) relative to 
what these sectors might receive absent features of the settlement making coordination more 
effective. A substantial increase in the effectiveness of industry coordination, modeled by an 
increase in the price-increase ratio to 200 percent, could raise industry operating profits by about 
$56 billion (in present value) and public sector revenues by around $33 billion (in present value). 
In general, these calculations suggest that roughly two-thirds of the benefits of improved 
cigarette industry coordination would go to the firms. 

The examples also show that regardless of the extent to which industry coordination 
increases, the cigarette industry and the public sector could benefit financially from the proposed 
settlement. The financial implications of the settlement for the cigarette industry depend upon 
the value of those features of the settlement calculated to limit civil liability in lawsuits, and also 

14( ... continued) 
Current prices in some European countries are substantially higher than this figure. Based on 
1995 data, Harris estimates that the monopoly price for cigarettes in the U.S. is approximately 
$4.08 per pack. ~ J. Harris, S!!lm! note 34, at 292-294. 

75 A price-increase ratio of 125 percent corresponds to a long-term increase in the price of 
cigarettes of about 14 cents in addition to increases accounted for by the pass-through of costs. 
A price-increase ratio of 200 percent corresponds to a similar long-term price increase of 57 
cents. 
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upon the direct effect of the provisions of the settlement on industry profits. In the baseline 
scenario, the cigarette manufacturers effectively purchase the liability limitations in the 
settlement for roughly $10 billion (in present value) in lost operating profits .. Unless the liability 
limitations are worth less than $10 billion to the industry, which is unlikely, the manufacturers 
would benefit financially on balance in the baseline case with the 100 percent price-increase 
ratio. Moreover, if coordination is enhanced substantially, as modeled by a price-increase ratio 
of 200 percent, the cigarette industry gains both the civil liability limitations and a potential 
increase in operating profits of$56 biHion in present value relative to-the settlement with a 100 
percent price-increase ratio. Public sector revenues, including existing taxes as well as the new 
payments proposed by the settlement, increase in present value by roughly $100 billion in the 
baseline scenario and an additional $33 billion in present value if enhanced coordination 
generates a price-increase ratio of 200 percent. Although these amounts are substantial, they are 
considerably less than the $368.5 billion "face value" of the settlement's annual payments 
package.7• 

The examples presented in this section are not intended to provide precise predictions of 
the absolute levels of future prices, sales, profits, or public sector revenues. Their purpose is 
instead to illustrate the potential incremental effects of the settlement that are likely to depend on 
(I) any change in the level of competition in the industry as a result of the settlement, and (2) the 
consumer responsiveness to price increases. The examples provide a rough guide to the possible. 
magnitudes of the financial flows that could be generated by the settlement. The remainder of 
this section details the basis for the conclusions set forth above. 

A. Description of the Baseline Scenario and the Calculation Method 

The example illustrates the effect of the settlement in a baseline scenario that uses data on 
current prices, quantity, taxes and industry costs. The baseline scenario also incorporates 
estimates of the demand elasticity, the secular downward trend in demand,77 the price-increase 
ratio, and the settlement-induced marketing and legal cost savings. The key assumption in the 
baseline scenario is that the price-increase ratio is 100 percent, reflecting the historical pass­
through rate but not presuming improved industry coordination. Each assumption used in the 
baseline scenario is presented in Table 8. 

7. Public sector revenues from the settlement will not reach the "face value" levels due to 
reductions in cigarette unit sales as prices rise and the continuation of the current u.S. trend 
toward reduced smoking. In addition, adjusting for the fact that the payments are made over a 
long time period rather than up front by discounting the future payments results in a lower 
present value of the settlement. 

17 The pattern of demand for cigarettes in the U.S. has shown a steady downward time trend 
that is unrelated to price changes. This trend is referred to as the secular trend in cigarette 
demand. 
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To facilitate the analysis, the example views the volume-adjusted portion of the annual 
payment as the equivalent of a per-pack excise tax, and assumes that the per-pac~ amount will be 
passed through to consumers in the form of higher prices.78 It also assumes that the profit­
penalty portion of the annual payment and the initial "up-front commitment" of$10 billion is not 
passed through in higher prices. 

In the example, the price-increase ratio relates the increase in price from the baseline 
price to all net cost changes under the· settlement. Therefore, price changes also reflect the 
settlement-induced advertising and legal cost savings, assumed to be five cents per pack.79 

The quantity of cigarettes sold in each year is calculated by adjusting the 1997 quantity 
for the secular downward trend in demand, assumed to be -0.6 percent per year,80 and for the 
quantity effect arising from the price increases caused by the settlement. The quantity effect 
arising from the price increase is calculated using the appropriate constant elasticity demand 

78 As discussed in section II.A.I, the annual payment amount is determined by first 
proportionally adjusting the "face value" amount specified in the settlement by any changes in 
sales volume that have occurred since the base year of the settlement. If volume adjustment 
reduces the amount of the payment, the reduction will be reduced by 25 percent of any additional 
operating profits the industry earns in that year as compared to the base year. This latter· 
adjustment is referred to here as the "profit penalty." The volume-adjusted portion of the annual 
payment can be viewed as the equivalent of a constant per-pack excise tax because the 
proportional adjustment will lower the total amount of the· payment but will always result in 
same per-pack amount, as in an excise tax. 

79 Cigarette industry advertising expenditures in media such as magazines, newspapers, 
billboards, and point of sale promotion totals about $1.5 to $2 billion a year, or about 6 to 8 cents 
per pack of cigarettes sold. The industry also spends another $3 to $3.5 billion per year in cents­
off coupons and other promotional expenditures that would not be directly restricted by the 
settlement. See FTC Report to Congress for 1995 Pursuant to the Federal Cigarette Labeling and 
Advertising Act. The industry will likely reduce overall advertising expenditures under the 
settlement but continue some advertising in permitted media such as direct mail, adult-only 
magazines, and point of sale promotion in adult-only establishments. Cigarette industry legal 
costs appear to be around 2.5 cents a pack. The assumption of a five cent per pack reduction in 
advertising and legal costs is consistent with a reduction of 50 percent to 60 percent in those cost 
categories. No reduction is assumed in the other cents-off coupons or other promotional 
categories. 

80 J. Harris, ~ note 56, at 5. 
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function, which in the baseline scenario is assumed to have a constant price elasticity equal to 
.0.4." Total sales revenues are then calculated by multiplying the price and quantity figures. 

The industry's operating profits in the baseline scenario are calculated by multiplying the 
estimated average profit margin times current quantity and subtracting the volume-adjusted 
amount of the annual payment. 82 Operating profits before income tax are calculated by 
subtracting from operating profits the "up-front commitment" paid at the start of the settlement 
and any annual payment profit penalties. Operating profits net of income tax are calculated by 
subtracting corporate income taxes,83 which are calculated by multiplying pre-tax operating 
profits by the current marginal corporate income tax rate of 35 percent. The calculations of 
industry profits do not include estimates of the value of the limitations on civil liability, although 
this likely constitutes a major component of the financial benefits of the settlement to the 

industry." 

Federal and state excise tax revenues are calculated by multiplying the pre-existing excise 
lax rates by the quantity of cigarettes sold in each year. Settlement payments are the sum of the 
initial "up-front commitment" payment and the annual payment, including any adjustments of the 
annual payment for volume changes and excess profits. Public sector revenues are from federal 
and state excise taxes, settlement payments, and corporate income tax revenue. Corporate 
Income tax revenues are calculated by multiplying pre-tax operating profits by the corporate 
income tax rate. And finally, present value calculations use a discount rate of7 percent.8S 

" The consequences ·of alternative assumptions about the functional form of industry demand 
II1C considered in Section III. D below. 

" The profit levels are approximations at best and are used mainly to examine the potential 
Incremental profits arising from an increase in the ability of the industry to coordinate pricing 
Juc to certain features of the settlement. 

II The calculation assumes that payments under the settlement are tax-deductible. 

U One Wall Street research firm has estimated that the value of a comprehensive tobacco 
ocnlcment to Philip Morris is on the order of$75 to $100 billion. G. Black and J. Rooney, 
Il1bacco: As Third Wave Draws to a Close. Revaluations Likely to Mirror 1987 4 (Bernstein 
Research, Aug. 6, 1997). Considering that Philip Morris is close to half of the cigarette industry, 
the: liability reduction due to the settlement might be worth as much as $150 to $200 billion to 
the industry prior to consideration of any anticompetitive gains due to enhanced industry 
Coordination fostered by the settlement. 

"Th e Office of Management and Budget recommends a 7 percent real discount rate for 
:resent value calculations involving government programs. ~ Office of Management and 
:ludgcl. Economic Analysis of Federal Regulations Under Executive Order 128669 (Jan. 11, 

(continued ... ) 
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B. Prices, Industry Profits, and Public Sector Revenues in tbe Baseline Scenario 

Table 9 presents the figures obtained for prices, quantities, sales revenues: and 
manufacturer domestic operating profits in the baseline scenario. Table 10 presents the figures 
obtained for public sector revenues. In both Tables 9 and 10, the main comparison presented for 
each quantity is what it would be without and with the proposed settlement. In each "without 
settlement" case, the example assumes that the existing state and federal excise taxes (including 
the recently passed federal excise tax)·are in effect. In each "with settlement" case, the example 
assumes that there are, in addition, the excise taxes needed to collect the settlement revenue and 
that the recently enacted excise tax credit is in effect.8

• All dollar figures are in 1997 dollars. 

In the year 2002 in the baseline scenario (see Table 9), the year in which the annual 
payment reaches its full face value amount, the price with the settlement will be forty-two cents 
above what the price would be in 2002 without the settlement. The higher prices reflect the 
settlement costs passed through to consumers in the form of price increases at the baseline price­
increase ratio of 100 percent. 87 Retail sales revenues increase by $5.5 billion, reflecting the 
inelasticity of demand. Before accounting for the value of civil liability limitations provided by 
the settlement, Table 9 shows that industry pre-tax operating profits decrease by $0.5 billion and 
bperating profits net of income tax decrease by $0.3 billion. Table 10 shows public sector excise 
tax revenues decreasing by $1.2 billion in the year 2002, reflecting the lower quantity of 
cigarettes sold. Combined excise tax and settlement payments increase by $8.8 billion, reflecting 
the addition of the settlement payments. The public sector's total gain from the settlement in 
2002, including excise taxes, settlement payments, and corporate income tax revenues, is 
approximately $8.6 billion.88 

8'( ... continued) 
1996). 

86 Under the Balanced Budget Act of 1997, Pub. L. No. 105-33, III Stat. 251 (1997), Federal 
excise taxes on cigarettes will rise 10 cents in the year 2000 and 5 cents more in 2002. Section 
9302 of Pub. L. No. 105-33 provides that excise taxes collected under that law will be credited 
against payments to be made under Federal implementation of the tobacco industry settlement 
agreement of June 20, 1997. 

87 The forty-two cent price increase is less than the often cited sixty-two cent increase due to 
the existence of the recently passed settlement credit and the assumed advertising cost savings. 
In 2002, under the 100 percent pass-through assumption, the without settlement price per pack 
would be equal to $1.90 + $0.15 = $2.05. The with settlement price would be increased by the 
$0.62 settlement excise tax and reduced by the $0.15 credit and the $0.05 savings on advertising 
and legal expenses, resulting in a price of $2.4 7. Therefore, the price difference would be $0.42. 

88 Corporate income taxes fall significantly in the first year of the settlement due to the initial 
(continued ... ) 
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Table 9 also shows that in the baseline scenario, exclusive of the effect of the civil 
liability limitation, the sum of industry operating profits net of income tax over the first 25 years 
of the settlement is $14.5 billion lower than it would be without the settlement, arid that the 
discounted present value of operating profits net of income tax is $10.2 billion lower over this 
period under the settlement. 

Table 10 shows that public sector revenues solely from the settlement's "up-front 
commitment" and annual payments total $241.8 billion over the first 25 years and have a 
discounted present value of $118.1 billion in the baseline scenario. This is in contrast to the 
$368.5 billion "face value" sum stated in the settlement. The sum of the settlement payments is 
reduced below the face value because of the decrease in smoking associated with the secular 
decline in cigarette demand and by the reduction in consumption that occurs due to the higher 
prices. 

Table 10 also shows that under the baseline scenario the discounted present value of the 
sum of excise tax and settlement payments collected over the first 25 years is $105.9 billion 
higher in the baseline scenario than the present value of the excise taxes that would be collected 
over this period in the absence of the settlement. With the settlement, the sum of excise tax 
revenues, settlement payments, and corporate income tax revenues is $207.3 billion ($100.4 
billion in present value) higher than without the settlement. 89. 90 

88( ••• continued) 
payment. After the initial year of the settlement, corporate income tax revenues fall slightly in 
the 100 percent price-increase ratio case because corporate profits decline modestly as consumers 
purchase fewer cigarettes at the new, higher prices. 

89 The increase in overall public sector revenues is smaller than the settlement payment figures 
noted in the preceding paragraph because the settlement payments (and the increased corporate 
income tax revenues) are partially offset by the decrease in excise tax revenues. 

90 If the law crediting the ten to fifteen cent per pack excise tax passed in August 1997 against 
the settlement payments is rescinded, the implicit settlement-related excise tax will increase by 
the amount of this credit. If, as in the baseline scenario, this increase is passed on to consumers, 
it will have little effect on industry operating profits but will increase public sector revenues. 
The resulting higher price of cigarettes would be expected to further reduce cigarette 
consumption. 
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C. The Effect ofIncreased Industry Coordination 

As discussed earlier, the less~than-fully-competitive nature of the cigarette Industry, the 
features of the settlement that may make industry coordination more effective, and the relatively 
inelastic demand for cigarettes may allow the industry to increase prices far in excess of the 
increased costs arising from the settlement. The effect of increased industry coordination on 
industry profits and public sector revenues can be illustrated by altering key assumptions and 
comparing the resulting scenarios to the baseline. It is not unreasonable to think that certain 
terms in the settlement, particularly the broad antitrust exemption, might make it easier for the 
cigarette producers to achieve a consensus on industry price and other dimensions of 
competition. Such enhanced coordination that might occur as a result of the settlement is 
captured in the examples as an increase in the price-increase ratio. 

In the baseline scenario it is assumed that price increases by 100 percent of the volume­
adjusted portion of the settlement payment. A price-increase ratio of 125 percent would 
represent somewhat more effective coordination. A price-increase ratio of200 percent would 
represent substantially greater coordination, though still less than monopoly pricing. Table 11 
presents the results of the example when figures of 100 percent, 125 percent, and 200 percent are 
alternatively used for the price-increase ratio.91 The baseline price-increase ratio of 100 percent 
corresponds to a price increase (after 5 years) of $0.42 per pack to consumers from the baseline 
price of$2.05. A price-increase ratio of 125 percent corresponds to a price increase of$0.56 per 
pack and a price-increase ratio of200 percent corresponds to a price increase of $0.99.92 

The results in Table 11 examine the effect, under the settlement, of industry coordination 
under a variety of assumptions about the elasticity of demand and the secular annual decline rate 
of cigarette sales.93 The results show that increasing coordination has a dramatic impact on 

91 As noted in Section II, estimates of the monopoly price for cigarettes calculated by Harris 
imply that the pass-through rate could extend beyond the 200 percent level. See J. Harris, supra 
note 34, at 292-294. 

92 With the 100 percent price-increase ratio, the full $0.57 cost increase (the $0.62 minus the 
$.05 savings in advertising and legal costs) is added to the base price of$I.90, bringing it to 
$2.47. With the 200 percent price-increase ratio, double the $0.57 (= $1.14) is added to the base 
price of $1.90, bringing it to $3.04. In both cases the new price is compared to the without­
settlement price of $2.05. Thus the change is price under the 100 percent is $0.42 (= $2.47 -
$2.05) and under the 200 percent is $0.99 (= $3.04 - 2.05). 

93 An elasticity of demand of -0.2 represents a smaller consumer response to changes in 
cigarette prices than does the scenario presented in Tables 9 and 10, implying that the quantity of 
cigarettes sold would not fall as much as in the original baseline scenario. Conversely, an 

(continued ... ) 
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industry profits, for each demand elasticity assumption. Using the assumptions in the baseline 
scenario, where the price-increase ratio is 100 percent, the sum of industry operating profits net 
of income tax over the first 25 years of the settlement would total $49 billion in piesent value 
terms. If the price-increase ratio is 125 percent, the sum of operating profits net of income tax 
over this period would total $65 billion in present value. And if the price-increase ratio is 200 
percent -- a figure suggestive of what could happen if the industry is given a broad antitrust 
exemption -- the present value of the sum of operating profits net of income tax over this period 
could total $105 billion, or roughly $56 billion more than what the industry obtains in the 
baseline scenario.94 These potential gains to the industry represent a market power premium that 
could accrue if the settlement leads to an enhanced ability to coordinate behavior among the 
firms. 

This same pattern of results holds for the various assumptions about the elasticity of 
demand and the secular rate of decline in cigarette sales. Under all of the scenarios, industry 
profits under the settlement increase substantially if the industry is able to increase the price­
increase ratio from the base level of 100 percent to the higher, and more uncertain, level of 200 
percent. For example, as shown in Table II, with a 100 percent price-increase ratio and a -0.2 
elasticity level, the present value of industry operating profits net of income tax is $51 billion 
compared to $117 billion if the price-increase ratio is 200 percent. At the much larger elasticity 
of -0.8, the corresponding values are $44 billion and $90 billion. In both cases the change in 
profits net of income tax due to the change in price-increase ratio is substantial. 

Changes in the price-increase ratio have a much smaller effect on public sector revenues. 
When consumer demand is inelastic, more effective industry coordination generally increases 
public sector revenues, because revenues from corporate income taxes and the profit-penalty 
portion of the annual payment increase as industry profits increase, and the inelastic consumer 
demand limits the quantity decrease and the resulting negative impact on excise tax revenues. In 
the baseline scenario, which uses the price-increase ratio of 100 percent, overall public sector 
revenues from the cigarette industry total a present value of $322 billion over the first 25 years of 
the settlement. If the price-increase ratio is changed to 200 percent, public sector revenues would 
increase to $355 billion in present value. The potential increase in public sector revenues 
resulting from the higher price-increase ratio is even larger when demand is more inelastic.9s 

93( ... continued) 
elasticity of demand of -0.8 represents a greater consumer response to changes in prices, which 
would result in a larger fall in quantity. 

94 As with all the industry profit figures discussed in this section, these profits would accrue 
mainly to the major cigarette companies, the firms with significant market shares. 

9S In contrast, when demand is more elastic, the consumer response to the price increase is 
(continued ... ) 
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Table 12 illustrates how the increased revenue from improved industry coordination 
would be shared between the public sector and the tobacco industry under the proposed 
settlement. When increased industry coordination occurs, industry profits rise because prices rise 
and demand does not faIl off enough to offset the price rise. Public sector revenues tend to rise 
because, under the assumed corporate income tax, the manufacturers pay 35 percent of their 
increased profits to the public sector. However, the increase in income tax revenues is offset 
somewhat by a reduction in revenues from excise taxes as the quantity demanded faIls. 

As the entries in Table 12 show, in the illustrative calculations the industry receives 
approximately two-thirds of the gains from the increases in industry coordination. These 
incremental gains represent a market power premium received by the industry due to the 
enhanced ability to coordinate. As the price-increase ratio changes from 100 percent to 125 
percent, the industry could receive a present value of$16 billion (or 70 percent) ofthe total of 
$23 billion of additional surplus generated by the enhanced industry coordination. % And, the 
industry could receive a present value of$56 billion (or 63 percent) of the $89 billion in 
additional surplus generated by increasing the price-increase ratio from 100 percent to the more 
uncertain level of 200 percent. In the examples, the public sector receives approximately one­
third of the total surplus generated by increasing the price-increase ratios. 

These results suggest that industry coordination is not likely to have a large negative 
impact on public sector revenues and may even lead to increased revenues. The main effect of 
more effective coordination, however, is to increase cigarette prices and industry profits. 
Industry operating profits may increase substantially above pre-settlement levels if the settlement 
enables the industry to coordinate more effectively. The additional profits would be obtained 
primarily at the expense of smokers, whose inelastic demand for cigarettes allows the industry to 
increase prices substantially while causing only a proportionaIly smaller effect on sales. Also, 
these additional profits are separate and apart from whatever value the firms might gain from 
civil liability limitations. 

95( ... continued) 
larger and the resulting larger drop in quantity causes a larger drop in excise tax revenues, 
offsetting the income tax and profit-penalty gains and causing the higher price-increase ratio to 
generate a small decrease in public sector revenues. In all cases involving a change from a 100 
percent to a 200 percent price-increase ratio, corporate income tax revenues rise because the 
government obtains a 35 percent share of the higher profits obtained by the firms as price 
increases much more than the cost of the excise tax increase. 

96 In this context, the term "surplus" refers to the total of excise tax revenues, settlement 
payments, income tax revenues, and manufacturers' operating profits net of income tax related to 
cigarette sales. The dollar amounts presented in Table 12 are the present discounted values of the 
25-year streams of payments. 
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D. Issues Not Addressed in the Examples 

A number of factors have not been explicitly incorporated into the example in order to 
simplify the analysis. These factors and their potential effect on the results are discussed here. 
While the example does not explicitly include all of the complexities discussed in this section, 
many of the issues are captured within the parameters of the sensitivity analysis, which varies the 
assumptions about the elasticity of demand and the. secular decline in cigarette sales used in the 
example. Furthermore, as noted earlier, the example is not intended to provide precise 
predictions of the absolute levels of future prices, sales, profits, or public sector revenues, but 
rather mainly illustrates the potential incremental effect of the settlement and how that 
incremental effect depends upon the ability of the industry to coordinate effectively and the 
consumer demand response to price increases. 

The example uses a constant elasticity of demand to estimate the demand effect of price 
increases. In alternative specifications of demand such as a linear demand curve, the elasticity 
will rise as price rises, implying that the reduction in quantity will be larger than that predicted 
under a constant elasticity assumption and that sales revenues, industry profits, and public sector 
revenues will be lower.97 The possible effect of a changing elasticity is largely captured in the 
sensitivity analysis presented in the top half of Table 11, which varies the elasticity assumption 
from a low of -0.2 to a high of -0.8. For example, if the demand elasticity rises from -0.4 to -0.8 
at the same time the price-increase ratio increases from 100 percent to 200 percent -- that is, if 
demand grows more elastic as price rises -- then, according to Table 11, the present value of 
industry operating profits net of income tax rises by $41 billion (rather than $56 billion in the 
constant elasticity case)98 and public sector revenues decline by $22 billion (rather than rising by 
$33 billion). Thus, under this alternative assumption about demand, only the industry benefits 
from more effective coordination; the public sector loses. These alternative specifications of 
demand may not, however, be appropriate for the cigarette industry, because in this industry it is 
possible that the demand elasticity will fall as price rises, as a higher price forces casual smokers 
with elastic demand out of the market and leaves only committed smokers with inelastic 
demand.99 In this case, quantity will fall by a smaller amount than predicted under a constant 

97 Another alternative specification of demand, a semi-log curve, also has the property thai 
elasticity rises as price rises. 

9'This can be seen by comparing the change in the present values of industry operating profits 
net of income tax for the constant elasticity base case of -0.4 with the change in the present 
values moving from the base case to the larger elasticity of -0.8 ( $90 billion minus $49 billion). 

99 O. Becker et aI., ~ note 18, at 412-413. Moreover, the international evidence is 
consistent with the assumption of constant elasticity. See M. Stewart, The Effect on Tobacco 
Consumption of Advertising Bans in GECD Countries, 12 Int'I J. Advertising 164 (1993). 
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elasticity assumption, and sales revenues, industry profits, and public sector revenues will be 
higher. 

The example also applies the same elasticity of demand to all smokers. Some studies 
have suggested that teenage smokers have a higher elasticity of demand than adult smokers, 
reflecting the fact that they are not yet as "hooked" as long-time smokers and that they have a 
much tighter income constraint on their expenditures. 100 A higher elasticity would imply that the 
price increases caused by the settlement will lead to proportionally larger decreases in demand in 
the youth market than in the adult market. The youth access restrictions required by the 
settlement also may contribute to a larger impact on the youth market. While both of these 
factors are important in any analysis of the effect of the settlement on youth smoking, they do not 
have much of an effect on the overall sales, profits, and public sector revenue figures calculated 
in the example. Youth smoking has been estimated to account for only about 2.1 percent of total 
cigarette sales. 101 Even a relatively large reduction in demand in the youth market would thus 
have only a minor effect on overall market demand, at least in the short term. 

The impact of any reduction in youth smoking would have a larger impact on overall 
market demand in the long term, however, because fewer youth smokers would grow into adult 
smokers. If the settlement substantially reduces youth smoking, which in turn substantially 
reduces adult smoking in the future, then the long-term demand-reduction effect of the settlement 
would be larger than indicated in the example, and long-term sales revenues, industry profits, and 
public sector revenues would be lower. 102 

The example also does not explicitly account for the potential reduction in demand 
caused by the advertising restrictions specified in the settlement. Any effect of the advertising 
restrictions is likely to be larger in the long term rather than short term. The biggest potential 
impact may be in the youth market of the future, where children may go through their teen and 
pre-teen years without seeing the number and variety of advertisements for cigarettes that exist 
today. The potential effect of the advertising restrictions is likely to be less on the current youth 
market because current teens have already been exposed to years of cigarette ads. The 
restrictions are also less likely to have a significant effect on adult smokers, who have already 
formed the smoking habit. An effect of advertising restrictions on the future youth market might 
be similar to the possible impact of higher prices and access restrictions on youth smoking noted 

lOO~, for example, F. Chaloupka and M. Grossman, ID!I1ffi note 14. 

101 J. Harris, 2!llIl! note 56, at 4. 

102 If future industry sales and profits drop far enough, public sector revenues could actually 
fall below pre-settlement levels, because excise and corporate income tax revenues would fall 
and would not be offset by settlement payments, which could be substantially reduced due to the 
volume decrease. 
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above. With such an effect, the settlement likely would cause a larger decrease in cigarette sales 
than estimated in the example, and sales revenues, industry profits, and public sector revenues 
would be lower. The intended effects of the advertising restrictions on aggregate youth smoking 
are suggested by the sensitivity analysis presented in the bottom half of Table 11, which assumes 
a faster secular decline in demand with the settlement than in the baseline case. '03 

The example uses a 7 percent discount rate to calculate the present values of the 25-year 
streams of payments and revenues. This rate is used by the Office of Management and Budget in 
evaluating federal projects. If 4 percent, the approximate real interest rate for long-term U.S. 
·Treasury.bonds,'04 is used instead of the 7 percent used in the example, the present values of the 
profit and public sector revenues would be approximately one-third greater than reported in 
Tables 10-12. Specifically, under a 4 percent discount rate, the present value of the industry's 
operating profits net of income tax in the baseline scenario would be $65.4 billion rather than the 
$48.9 billion shown in Table 9, and the present value of the public sector's excise tax plus 
settlement payments plus income tax revenue would be $423.6 billion rather than the $322.0 
shown in Table 10. The pattern of amounts and changes in Tables 10-12 would otherwise be 
unchanged. 

Another factor not included in the example is the possibility that the excise tax credit may 
be removed. As noted earlier, the U.S. Senate and House of Representatives both recently 
approved legislation that would eliminate the credit of the new excise taxes toward settlement 
payments. Eliminating the credit will increase the volume-adjusted annual payment under the 
settlement by 15 cents per pack, bringing the per-pack payment back to the original 62 cents 
provided for in the settlement. In the baseline scenario, the elimination of the credit makes little 
difference to industry operating profits while adding to industry settlement payments and public 
sector revenues. lOS More effective coordination continues to benefit both the cigarette industry 

103 The assumption of a 2 percent annual decline in the demand for cigarettes under the 
settlement is not intended to be an estimate of the likely effect of the settlement's advertising and 
marketing restrictions, but is used only to illustrate the effect of a larger annual decline in 
smoking on industry profits and government revenues. The financial effects on firms due to 
changes in the Food and Drug Administration jurisdiction or regulations or due to reductions in 
sales due to enhanced public health campaigns are also not included in the calculations provided 
here, but any negative effects on firm profits from such changes might be suggested by the 
scenario with the faster secular decline. 

104 A real interest rate is the nominal interest rate adjusted for the estimated rate of price 
inflation. 

lOS Without the credit, industry operating profits net of income taxes over the first twenty-five 
(continued ... ) 
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and the public sector, in about the same amounts as were reported in Table 12b under the prior 
assumption that the excise tax credit remained in force, with the industry still re~ning about 
two-thirds of the resulting gains.106 

Several additional factors not incorporated in the example could result in lower public 
sector revenues. There is a possibility that the higher cigarette prices caused by the settlement 
payments could lead to a larger black market in cigarettes.107 The black market may circumvent 
annual payments and excise taxes and act to reduce public sector revenues. 108 It is also possible 
that cigarette companies could adopt accounting strategies to reduce book profits, and so limit 
their payments of the profit-penalty and any increased corporate income taxes. This could also 
reduce public sector revenues below the levels estimated in the example. In addition, higher 
cigarette taxes could reduce the demand for other tobacco-related products and services and 
thereby indirectly affect public sector revenues derived from these related markets. 109 

Public sector revenues also may be reduced by awards in private suits against the 
industry. While the settlement (if enacted into law) would prohibit class action suits and punitive 
damage awards in private suits, it allows compensatory damage awards in private suits. The 

10'( ••• continued) 
years of the settlement in the baseline scenario will decrease slightly to $101.8 billion ($48.0 
billion in present value), industry settlement payments will increase to $302.5 billion ($143.9 
billion in present value), and total public sector revenues will increase to $714.3 billion ($344.2 
billion in present value). 

106 If the industry is able to coordinate somewhat more effectively under the settlement (as in 
the 125 percent price-increase ratio case), industry operating profits net of income taxes will 
increase to $137.8 billion ($64.1 billion in present value), industry settlement payments will 
increase to $303.4 billion ($144.8 billion in present value), and total public sector revenues will 
increase to $727.7 billion ($350.6 billion). If the industry is able to coordinate substantially 
more effectively (as in the 200 percent price-increase ratio case), industry operating profits net of 
income taxes will increase to $223.2 billion ($103.3 billion in present value), industry settlement 
payments will increase to $330.4 billion ($156.9 billion in present value), and total public sector 
revenues will increase to $782.4 billion ($375.5 billion). 

107 The higher prices could induce the smuggling of cigarettes from foreign countries and the 
diversion of U.S. produced cigarettes to a black market. 

108 An extensive black market would also lower the price-increase ratio, since it would be the 
equivalent of additional competitors in the market. 

109 The example also does not take into account any indirect effects of the settlement on 
overall U.S. economic activity and public sector revenue derived from this activity. 
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settlement specifies that the annual amount of compensatory damage awards will be limited to 33 
percent of that year's annual payment, and that any award payments will reduce that year's 
annual payment at an 80 percent rate. "o Thus, any future private suit awards Will reduce public 
sector revenues from the settlement. It is difficult to predict the size of any such effect. 

Public sector revenues may be increased by the payment of "look-back" surcharges if 
youth smoking is not reduced to the target levels specified in the settlement. The surcharges 
could total up to $2 billion per year, though up to 75 percent of the surcharge could be abated on 
a company-by-company basis if the FDA determines that the company has engaged in good faith 
efforts to reduce youth smoking. It is difficult to predict the likely amount of surcharges that will 
be paid by the industry, which will depend on the future levels of youth smoking and on the 
abatement decisions of FDA. 

Another simplification in the example is that it treats the cigarette market on an 
aggregated basis rather than breaking down the market into component segments, such as 
premium brands, discount brands, and generics. If the settlement causes the price differential 
between premium cigarettes and discount brands to change or if an identical dollar increase 
affects segment consumption in different ways, however, then the market shares of the 
component segments could also change. The effect of any such changes on the demand for 
cigarettes, industry profits, and public sector revenues, would be largely reflected in the example 
through their effects on the average price of cigarettes. III 

Finally, while the volume-adjusted face value of the annual payment is passed on to 
consumers in the form of higher prices, the example treats the profit-penalty portion of the 
annual payment (should it be implicated in any year) and the $10 billion "up-front commitment" 
payment as fixed costs that are not passed through to consumers. if these payments were passed 
through to consumers, industry profits would increase. Public sector revenues would likely 
increase in the relatively more inelastic demand scenarios and decrease slightly in the more 
elastic demand scenarios. The increase in industry profits would occur under all assumptions 
about the price-increase ratio, and industry profits would still increase substantially under more 
effective coordination. 

110 The 33 percent limit applies to the combined amount of judgments and settlements. 
Amounts in excess of the limit are carried over to be paid in the following year, or in the next 
year below the limit. 

III For instance, if the market share of generics grew, it would pull down the average price of 
cigarettes. This effect could be captured in the example by using a slightly lower price-increase 
ratio, which would result in slightly lower industry profits and public sector revenues. If the 
settlement led to increased industry coordination, however, the industry might be able to narrow 
the price gap between the segments and thus avoid growth of generic market share. 
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While all of the factors discussed in this section add complexity to the analysis, none 
changes the basic pattern illustrated in Tables 11 and 12 and discussed above -- that increased 
industry coordination, possibly facilitated by terms of the settlement, could lead to substantially 
increased profits under the settlement and that any additional surplus resulting from the increased 
coordination would likely disproportionately benefit industry, not the public sector. 
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Table 8 

Assumptions Used in the Baseline Scenario 

1997 Price (per pack) 
1997 Quantity (billions of packs) 

Current Excise Taxes (per pack): 
Federal . 
State (national average) 

Advertising and Marketing Costs (per pack) 
Legal Costs (per pack) 

Initial Average Profit Margin 
from Operations (per pack) 

Corporate Income Tax Rate on 
Incremental Industry Profits 

Present Value Discount Rate 

Cost Change Price-increase ratio 

Demand Trend Growth Rate 
Demand Elasticity 

Settlement Induced Advertising and 
Legal Cost Savings (per pack) 

New Budget Bill Excise Tax (per pack): 
Year: ~ ~ 

Settlement Payments ($billion): 
Year: J.ill!Z 1998 

Up Front Commitment 10.0 
Annual Payment 8.5 
Lookback Surcharge 
Private Suit Award Credit 0 0 
Annual Payment as 
Excise Tax per Pack ($) 0 .352 

New Budget Bill Tax Credit (per pack): 
Year: 1997 1998 

1999 

1999 

9.5 

0 

.393 

1999 

Sources for assumptions: (listed on the following page) 
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$1.90 
24.2 

$0.24 
$0.32 

$0.23 
$0.025 

$0.32 

35% 

7% 

100% 

-0.6% 
-0.4 

$0.05 

2000 
0.10 

2000 

11.5 

0 

.476 

2000 
0.10 

2001 
0.10 

2001 

14.0 

0 

.579 

2001 
0.10 

2002+ 
0.15 

2002+ 

15.0 
0 
0 

.621 

2002+ 
0.15 



NOTES TO TABLE 8: Sources for Assumptions 

I. price: 
Base price of$1.85 per pack comes from Tobacco Institute, The Tax Burden on Tobacco 
(1996), p. vii. This is the weighted average price of cigarettes for the U.S. as of 
November 1, 1996. This price was converted to a 1997 estimate by adjusting it by the 
rate of change in the BLS Tobacco and Smoking Products CPI index for the October 
1996-July 1997 period. 

2. output: 
Total 1996 cigarette consumption of 24.4 billion packs is based on the USDA estimate. 
This was then adjusted downward by the assumed 0.6 percent decline rate to get an 
estimated consumption figure of24.2 billion packs for 1997. 

3. taxes: 
1996 federal and state taxes from Tobacco Institute, The Tax Burden on Tobacco (1996). 

4. profit margin: 
Estimate of$0.32 is based on weighted average of operating profits per pack from SEC 
10K submissions of Philip Morris, R.J. Reynolds, Loews, and Liggett. The profits 
figures are based on domestic tobacco operations of the companies. 

5. secular decline rate: 
Estimate of assumed rate of decline in cigarette consumption of 0.6 percent from J. 
Harris, A Working Model for Prediction the Consumption and Revenue Impacts of Large 
Increases in the U.S. Federal Cigarette Excise Tax, (July I, 1994)(unpublished 
manuscript). 

6. advertising and promotion costs: 
Unpublished estimate from FTC, based on various FTC reports to Congress pursuant to 
the Federal Cigarette Labeling and Advertising Act. 
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Table 9 

Prices, Quantities, Sales Revenues, and Profits 

In the Baseline Scenario 

Yllar Q lhrg~gh 2~ 

(Year 0) (year 1) (year 5) (Year 10) (year 25) Present 

1997 1997 ~ 2007 2022 Sum Value 

Price ($ per pack): 

Without Settlement 1.90 1.90 2.05 2.05 2.05 
With Settlement 1.90 2.20 2.47 2.47 2.47 

Change 0.00 0.30 0.42 0.42 0.42 

QuanlilY (biiligns gf packs): 

Without Settlement 24.2 24.1 22.8 22.1 20.2 569.3 

With Settlement 24.2 22.7 21.1 20.5 18.7 531.0 

Change 0.0 -1.4 -1.6 -1.6 -1.5 -38.4 

Retail Sales Revenues ($billions): 

Without Settlement 46.0 45.7 46.7 45.3 41.4 1154.0 570.7 

With Settlement 46.0 49.9 52.2 50.7 46.3 1282.4 630.4 

Change 0.0 4.2 5.5 5.4 4.9 128.4 59.7 

Manufacturer Erofit§ EXl<lusive of 
Value of Liabiii~ Limitations 
($billions): 

Opernling Profil§ Before 
Income Tax: 

Without Settlement 7.7 7.7 7.3 7.1 6.5 182.2 91.0 

With Settlement -2.3 7.3 6.8 6.6 6.0 159.9 75.2 

Change -10.0 -0.4 -0.5 -0.5 -0.5 -22.3 -15.8 

Ogerating Profits Net of 
Income Tax: 

Without Settlement 5.0 5.0 4.7 4.6 4.2 118.4 59.1 

With Settlement -1.5 4.7 4.4 4.3 3.9 103.9 48.9 

Change -6.5 -0.3 -0.3 -0.3 -0.3 -14.5 -10.2 

Note: All dollar figures are 1997 dollars. 
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Table 10 

, 
l' Public Sector Revenues in the Baseline Scenario 

Xe~r 0 through 25 
(Year 0) (Year 1) (Year 5) (year 10) (year 25) Present 

1997 1997 ~ ~ 2022 Sum Value 

Federal & Slate Excise Tax ($billions): 

Without Settlement 13.6 13.5 16.2 15.7 14.3 391.1 189.8 

With Settlement 13.6 12.7 15.0 14.6 13.3 364.4 177.6 

Change 0.0 -0.8 -1.2 -1.1 -1.0 -26.7 -12.3 

Settlement Payments ($billions): 

Without Settlement 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

With Settlement 10.0 8.0 9.9 9.6 8.8 241.8 118.1 

Change 10.0 8.0 9.9 9.6 8.8 241.8 118.1 

Comorate Income Tax ($billions): 

Without Settlement 2.7 2.7 2.6 2.5 2.3 63.8 31.8 
With Settlement -0.8 2.5 2.4 2.3 2.1 56.0 26.3 

Change -3.5 -0.2 -0.2 -0.2 -0.2 -7.8 -5.5 

Excise Tax + Settlement Payments ($billions): 

Without Settlement 13.6 13.5 16.2 15.7 14.3 391.1 189.8 

With Settlement 23.6 20.7 24.9 24.2 22.1 606.2 295.7 

Change 10.0 7.2 8.8 8.5 7.8 215.1 105.9 

Excise Tax + Settlement Payments + Income Tax ($billionsl: 

Without Settlement 16.3 16.2 18.7 18.2 16.6 454.8 221.7 

With Settlement 22.8 23.2 27.3 26.5 24.2 662.2 322.0 

Change 6.5 7.0 8.6 8.3 7.6 207.3 100.4 

Note: All dollar figures are 1997 dollars. 
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Table 11 

The Effect of Increased Industry Coordination on Industry ProfitS and Public Sector Rel/enues 
Under Various Assumptions About Demand Elasticity and Annual Decline Rate of Demand 

The Present Value of Induslry Profils and Gov't 

Rev~nyes Over Y~ar§ 0 Through 25 (~billionsl 

Eubli~ Segar B~~enue§ 

Settlemenl Payments 
Excise Tax, 

Scenario Assumptions Industry Excise Settlement Years 0 Ihrough 25 
Price- (~billiQn§l Operating Taxes and Pmls, and 

Demand Increase Present Profils Net of Excise Settlement Corporale 

Elaslicitv Ralio Sum Value Income Tax Taxes payments Income Tax 

Secular Annual Rate of Decline in Demand Under Ihe Settlement = 0.6%: 

-0.2 100% 254 124 51 186 309 337 

-0.2 125% 263 128 68 184 312 349 
-0.2 200% 295 140 117 179 320 383 

-0.4 !QQ!o. ill lli 49 ill 296 322 

-0.4 125% 245 120 65 174 294 329 
-0.4 200% 275 133 105 165 299 355 

-0.8 100% 220 108 44 163 271 295 

-0.8 125% 213 105 59 156 262 294 
-0.8 200% 224 111 90 141 252 300 

Secular Annual Rate of Decline in Demand Under the Settlement = 2.0%: 

-0.2 100% 214 109 45 164 274 298 

-0.2 125% 216 111 61 163 274 307 

-0.2 200% 247 125 102 159 284 339 

-0.4 100% 204 105 43 157 262 285 

-0.4 125% 202 104 58 154 259 290 

-0.4 200% 224 116 93 147 262 312 

-0.8 100% 186 96 39 144 240 261 

-0.8 125% 178 93 52 139 232 260 

-0.8 200% 182 96 80 126 221 264 

Notes: (1) Baseline scenario underlined. (2) All dollar figures are 1997 dollars. 
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Table 12a 

Financial Flows Under Four Scenarios 
(billions of 1997 dollars) 

S~enS!rio ~[i~l[]crease Operating Profits Eubli~ ::illS<lQr 
Bmi2 

Without 
Settlement 

Settlement 100% 
Baseline 
Scenario 

Settlement 125% 
With More 
Effective 200% 
Coordination 

Comparison 
of Selliemeni 
Scenarios 

125% Price-Increase 
Ratio vs. Baseline (100%) 

200% Price-Increase 
Ratio vs. Baseline (100%) 

Net of Income Tax Revenue 

Sum Present Sum Present 
Value Value 

118 59 455 

104 49 662 

140 65 677 

227 105 735 

Table 12b 

Financial Implications of More Effective Coordination 
(billions of 1997 dollars) 

AdditiQnal Additional 
Ogerating p[ofils Public Sllctor 
Net of Income Tax Revenue 

Sum Present Sum Present 
Value Value 

36 16 15 7 

123 56 73 33 

222 

322 

329 

355 

Industrv Share of 
AddiliQnal Sumlus 

70% 

63% 

Notes: (1) The size of the Additional Industry Operating Profits Net of Income Tax can be viewed as the 
industry's mart<et-power premium. (2) Industry share of additional surplus is calculated by dividing 
additional industry operating profits by the sum of additional profits and additional public sector 
revenues, using the present value amounts. 
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Appendix 

An Analysis of the Proposed Antitrust Immunity 
For Tobacco Product Manufacturers 

The proposed Tobacco Settlement contemplates enabling legislation that, among other 
things, would grant antitrust immunity for collaboration and joint conduct by the cigarette 
manufacturers for the purpose of achieving the goals of the settlement. This Appendix will 
assess the possible need for immunity and the degree to which the proposed language is tailored 
to that need. The discussion takes as given that the goals of the settlement are legitimate and that 
the intent of the parties in proposing an exemption is simply to accomplish those goals without 
undue antitrust risk. 

Antitrust Implications of the Proposed Settlement 

The proposed tobacco settlement has, as a major goal, the reduction of tobacco usage by 
adolescents. To that end, the proposed settlement calls for a number of restrictions on marketing 
and advertising activities of cigarette manufacturers, including a ban on all outdoor tobacco 
product advertising, a ban on tobacco advertising on the Internet that would be accessible within 
the United States, restrictions on point-of-sale advertising in retail establishments that are 
accessible to minors, and a number of other restrictions. I 12 In addition, the settlement would 
require the manufacturers to make annual payments (denominated in the proposed settlement as 
"Industry Payments" or "Annual Payments"), part of which would fund various federal and state 
programs relating to tobacco usage; the settlement contemplates that these payments would be 
passed on to consumers through higher cigarette prices to discourage smoking by minors. I i3 

These and other provisions of the proposed settlement would be implemented through federal 
legislation, consent agreements between the manufacturers and individual States, and an industry 
"Protocol" that would bind the manufacturers to the requirements. 

Whether the proposed settlement might require some form of antitrust immunity depends 
in large measure on whether agreement among the manufacturers on price or other sensitive 
elements of competition is necessary to achieve the settlement's goals. There are two principal 
classes of conduct contemplated by the settlement that might have antitrust implications if 

I 
implemented by agreement among the manufacturers: the pass-through of Annual Payment 
amounts and the restrictions on marketing and advertising activities. In addition, it has been 
suggested that manufacturers may find it necessary to join forces to deal with retailers that 

112 See Title I, Part A. 

113 See Title VI, Part 8.7. 
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undermine efforts to reduce smoking by adolescents - for example, by terminating sales to such ( 
retailers. . 

An agreement concerning pass-through amounts likely would be viewed as a restraint on 
price competition, one of the most serious of antitrust violations. An agreement on price is per se 
unlawful (i&, without consideration of actual effects or possible justifications) unless it is a , 
reasonably necessary aspect of some cooperative relationship that may result in efficiencies and 
enhance competition. Certain kinds of marketing or advertising restraints that are directly related 
to price, such as a restraint on price advertising, could have similar detrimental effects on price 
competition and would be regarded as ~ unlawful. 

Restraints that are less directly related to price, such as limits on advertisements that draw 
consumer attention to the attributes of a particular brand, could also have adverse effects on 
competition. For example, such a restraint could lead to non-competitive pricing by enabling the 
firms to better coordinate their conduct along the remaining dimensions of business conduct, 
either tacitly or overtly, with less concern that one of them will seek to gain a competitive 
advantage through the kind of advertising that has been restricted. Such restraints are evaluated 
under a "rule of reason" analysis that balances the anticompetitive effects against any 
procompetitive effects of the arrangement. 

An agreement by manufacturers to stop dealing with retailers that failed to curtail sales to 
minors would be regarded as a group boycott. Such boycotts are sometimes treated as per se 
unlawful, although under many circumstances they are afforded "rule of reason" treatment. 

The Immunity Provision 

Those proposing the settlement appear to contemplate that implementation of the 
settlement would, indeed, involve joint action by the manufacturers on price and other 
competitive restraints, and therefore would entail a risk of antitrust liability. To remove this risk, 
the settlement proposes a general grant of antitrust immunity for actions undertaken in 
furtherance of the settlement and the proposed statute. The settlement agreement provides: 

In order to achieve the goals of this Agreement and the Act relating to tobacco use 
by children and adolescents, the tobacco product manufacturers may, 
notwithstanding the provisions of the Sherman Act, the Clayton Act, or any other 
federal or state antitrust law, ... jointly confer, coordinate or act in concert, for 
this limited purpose. Manufacturers must obtain prior approval from the 
Department of Justice of any plan or process for taking action pursuant to this 
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section; however, no approval shall be required of specific actions taken in 
accordance with an approved plan.' I4 

The Asserted Need for, and Appropriate Scope of, Antitrust Immunity 

The desire for an antitrust immunity appears to focus on three hypothetical situations: 
(I) manufacturers may have to discuss and agree on issues relating to the pass-through of Annual 
Payments amounts; (2) manufacturers.may have to agree on implementation of the proposed 
marketing and advertising restrictions; and (3) manufacturers may find it necessary to join forces 
to deal with retailers that undennine efforts to reduce smoking by adolescents. The following 
discussion considers whether any of these situations is realistic and warrants a grant of immunity 
and, if so, how that immunity might be framed to avoid unintended harm to competition. 

(1) Collaboration on the Pass-Through of Annual Payment Amounts 

The proposed settlement contemplates that" [i]n order to promote maximum reduction in 
youth smoking, the statute would provide for the Annual Payments to be reflected in the prices 
manufacturers charge for tobacco products.""s The proposal for antitrust immunity raises two 1 
issues in that regard. First, is collaboration by the manufacturers on the pass-through amounts 
necessary to give effect to this goal? Second, what unintended consequences - beyond 
achievement of this goal- could antitrust immunity have? 

On the first issue, no antitrust exemption would be needed for finns individually to / 
comply with a legal requirement that they pass on the Annual Payments. Even without such a 
requirement, the historical record and economic logic demonstrate that finns would be able to 
pass on the Annual Payments required by the settlement without an antitrust exemption. This is 
because the Annual Payments would be treated as an added (marginal) cost of business and 
would be taken into account in setting price. In fact, as discussed in section II of this report, 
cigarette manufacturers, even without express collaboration, could increase prices by at least the 
amount of the Annual Payments, and might well be able to increase prices by more than that 
amount. 

On the second issue, unintended consequences, it should first be recognized that the 
proposed regime for implementing immunity is somewhat unusual. Statutory grants of immunity 
for joint action of competitors more typically exclude specific classes of commerce from the 

114 Appendix IV, part C.2. 

liS Title VI, part B.7. 
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antitrust lawsll6 or exempt a specific transaction I 17 or agreementll ' that has been approved by a 
federal agency, usually in the context ofa regulated industry.1I9 Prior approval of an agreement 

116 Examples include the Webb-Pomerene Act, 15 U.S.C. §§ 61-66 (1994), which provides a 
limited exemption from the Sherman Act for associations formed solely for the purpose of 
engaging in export trade; Section 6 of the Clayton Act, 15 U.S.C. § 17 (1994), and the Capper­
Volstead Act, 7 U.S.C. §§ 291-292 (1994), which grant broad immunity to agricultural 
cooperatives engaged in the processing and marketing of certain products; the McCarran­
Ferguson Act, 15 U.S.C. §§ lOll-IS (1994), which excludes the "business of insurance" from 
the reach of the antitrust laws (with the exception of boycotts) to the extent that the business is 
regulated by state law; and the Shipping Act of 1984, 46 U.S.C. app. §§ 1701-1721 (1994), 
which immunizes the activities of ocean common carriers in the foreign commerce of the United 
States, so long as the activity is undertaken pursuant to an agreement filed with the Federal 
Maritime Commission, or an agreement that is not required to be filed. The statute describes the 
specific kinds of agreements that are subject to the filing requirement. See 15 U.S.C. app. 
§ 1708. 

117 Examples include the Interstate Commerce Commission Termination Act (ICCTA), which 
exempts from the antitrust laws railroad mergers approved or exempted by the ICC (now the 
Surface Transportation Board), see 49 U.S.C.A. § 1 1321 (a) (West 1996); a provision of the 
Sports Broadcasting Act that permitted the merger of two professional football leagues, 15 
U.S.C. § 1291 (1994); the Newspaper Preservation Act, which exempts, subject to approval by 
the Attorney General of the United States, joint operating agreements between newspapers in 
economic distress, 15 U.S.C. § 1803; and a provision of the ICCTA which exempts a merger of 
motor carriers of passengers if approved by the Surface Transportation Board, 49 U.S.C. §1403. 

II. Examples include the Federal Aviation Act, 15 U.S.C. §§ 41308-41309 (1994), which 
authorizes the Department of Transportation to approve and exempt from the antitrust laws code 
sharing and other marketing agreements between U.S. and foreign air carriers; the approval of 
motor carrier rate bureau agreements by the Surface Transportation Board, ~ 15 U.S.C.A. §§ 
13703-13704 (West 1997); the approval of motor carrier service pooling agreements by the STB, 
see 49 U.S.C.A. §14302; the approval of rail carrier rate agreements by the STB, see 49 U.S.C.A. 
§ 10706; and the Sports Broadcasting Act, 15 U.S.C. §§ 1291-1295 (1994), which exempts 
certain agreements by the members of professional baseball, basketball, football or hockey 
leagues to pool their television broadcast rights for sale in a package to purchasers such as 
television networks. 

119 In addition, there has been a trend to deregulate industries and remove antitrust immunities. 
For example, section 601(b)(2) of the Telecommunications Act of 1996 repealed the FCC's 
ability to confer immunity to telephone company mergers that were submitted to the FCC for 
review, and DOT's authority to approve domestic airline mergers expired in 1989 pursuant to 49 
U.S.C. app. § 1551 (1988); such mergers are now subject to ordinary application of the antitrust 

(continued ... ) 
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by a federal agency has not been required where the scope of the immunity was very limited,I2O 
but broader grants of immunity have been accompanied by strict controls on the development 
and implementation of agreements. 121 In contrast, the immunity proposed in the' tobacco 7 
settlement does not seek to exempt defined categories of transactions or agreements, and the 
scope of its application is left for future determination. 122 For example, the broad language of the 
proposed immunity provision could be construed to permit manufacturers to agree on the actual I 
prices of their cigarettes, not simply on the amount of their Annual Payments. The result could 
well be a price increase that would exceed substantially the Annual Payment amounts and would 
substantially increase the manufacturers' profits. 123 _ 

Even if the immunity provision were read as authorizing agreement only to the extent Of] 
ensuring a 100 percent pass-through of costs, immunity, once granted, could have effects not 

. contemplated by the statute. Not only would it be difficult to monitor and control the 
manufacturers' collaborations to ensure that the prescribed boundaries are not exceeded:24 but 

119( •.. continued) 
laws. Similarly, there has been substantial reduction of rate regulation of motor and rail carriers 
under the Interstate Commerce Act. 

120 For example, the Television Program Improvement Act of 1990, Pub. L. No. 101-650, 
§ 501, 104 Stat. 5089 (1990), granted an antitrust exemption for agreements among participants 
in the television industry for the purpose of "developing and disseminating voluntary guidelines 
designed to alleviate the negative impact of violence in telecast material." The exemption was 
limited to a three-year period following enactment of the law, and did not apply to any joint 
action that resulted in a boycott of any person. 

121 For example, the Defense Production Act of 1950,50 U.S.C. App. § 2158, and the 
International Energy Program, 42 U.S.C. § 6272, provide broad grants of antitrust immunity for 
voluntary agreements to accomplish specific national objectives, but both statutes contain 
detailed provisions for monitoring the formation and execution of such agreements, including 
rulemaking for the establishment of standards and procedures for such agreements, public notice 
of meetings to discuss the development of such agreements, and participation in such meetings 
by representatives of the Federal Trade Commission and the Department of Justice. 

122 Manufacturers are left to determine on their own, in the first instance, what joint activity 
may be appropriate to carry out the purposes of the statute. Although those determinations are 
subject to review, the resolution may require costly litigation. 

123 See Section II of this report. 

124 There are many examples in antitrust law where a meeting of competitors for otherwise 
legitimate purposes resulted in law violations when their discussions crossed permissible 

(continued ... ) 
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the back-and-forth communications, even on "permissible" pass-through of costs, could well 
affect the firms' pricing behavior on subjects that were not the subject of explicit agreements. 
For example, during the course of such discussions firms could signal an intention to pass 
through more than 100 percent of their costs, or even signal an intention regarding price. Such 
"signaling" behavior can raise serious concerns under antitrust law because it can enable firms to 
coordinate their actions without reaching explicit agreements. 

The generality of the immunity provision forces great reliance on the provision requiring 
prior approval by the Department of Justice of "any plan or process for taking action pursuant to 
this section."12S That provision, however, may not be effective in preventing a number of 
anti competitive agreements because the Department would not be able to require prior approval 
of "specific actions taken in accordance with an approved plan. "126 This provision is vaguely 
worded and may permit the manufacturers to engage in activities that are not fully disclosed to 
the Department. For example, the plan submitted for Department approval might be an industry 
resolution committing its members to operate in accordance with the purposes of the legislation, 
and the undisclosed "specific action" undertaken pursuant to that plan could be a price-fixing 
agreement or an agreement on other aspects of business conduct that could result in higher prices 
and industry profits. Issues will arise as to the scope of an "approved plan," what actions may 
reasonably be taken "in accordance" with an approved plan, and whether those actions are 
reasonably necessary to carry out the purposes of the statute. While the Department might be 
able to mitigate some of these problems by requesting additional disclosures before approving a 
plan (as it does in reviewing a request for a Business Review Letter) and by conditioning 
immunity on adherence to the factual representations made in seeking approval, it is unlikely that 

I 24( ... continued) 
boundaries. For example, members of a trade or professional organization may adopt a code of 
conduct that in most respects is perfectly acceptable under the antitrust laws, but some provisions 
may unreasonably restrict competition. 

12S The provision assigns oversight responsibilities solely to the Department of Justice. Both 
the Federal Trade Commission and the Department of Justice, however, have jurisdiction in most 
industries that are generally subject to the antitrust laws, which would still be true of the cigarette 
industry apart from the special immunity provision proposed by the settlement, and the 
responsibility for handling a particular matter is decided through an inter-agency liaison process. 
In recent years a substantial amount of antitrust work involving the tobacco industry has been 
handled by the FTC, including the 1994 litigation challenging the acquisition of American 
Tobacco by B.A.T Industries p.l.c. The FTC also has major responsibilities involving marketing 
and advertising practices of the tobacco industry under Section 5 of the Federal Trade 
Commission Act, 15 U.S.C. § 45, and the Federal Cigarette Labeling and Advertising Act, 15 
U.S.C. § I331. 

126 See Appendix IV, part C.2. 
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it would be able to anticipate all contingencies. And in contrast to a Business Review Letter, the 
purpose of immunity might be to change the legal standard that antitrust law would apply, not 
merely to clarify it. Consequently, the extensive set of doctrines that have developed to interpret 
the antitrust laws might not be available to aid in interpretation. 

In short, it appears that immunity is not necessary to assure the pass-through of the J I 
Annual Payments, and that the proposed immunity could have substantial unintended 
consequences that would not be cured by the broad requirement that a plan for taking action be 
reviewed by the Department of Justice. 

The foregoing discussion focuses on assuring the pass-through of costs once they are paid 
by the individual manufacturers. A related issue is whether immunity is required so that the 
manufacturers can discuss and agree among themselves as to what portion of the Annual 
Payments each will bear. Such discussion does not appear to be a necessary part of 
implementing the proposed settlement. Although the proposed settlement does not specify 
precisely how the Annual Payments are to be allocated, if it contemplates allocation by each 
manufacturer's share of sales or some similar allocation method, some mechanism would be 
needed to determine periodically what that share is. However, there would be no need for direct 
discussion among the manufacturers in order to do so. The statute could simply direct the 
companies to transmit sales information to a neutral third party that would make the appropriate 
adjustments. No immunity would be needed beyond that statutory directive. 

(2) Collaboration on Marketing Restraints Due to First Amendment Concerns 

Another argument that has been raised as a reason for providing antitrust immunity is that 
certain marketing or advertising restrictions may have to be implemented by agreement among 
the manufacturers. At first blush, it is not clear why such agreement would be necessary, since 
no antitrust issue would be raised if the legislation embodied the restrictions and each 
manufacturer simply complied unilaterally with the statutory requirements. Although each 
manufacturer would be expected to conform to the same standards of conduct, that would be 
achieved through operation of the statute, and collaboration with competitors would be 
unnecessary. The argument has been made, however, that legislation imposing such restrictions 
might be challenged by a nonparticipant in the settlement as a violation of the First Amendment 
guarantee of freedom of expression. If such a challenge were successful, and were to result in 
complete invalidation of the provision (as opposed to its unenforceability against any company 
that had not waived its First Amendment rights by entering into the settlement), the participant 
companies would no longer be under a legal obligation to refrain from the specified types of 
advertising and marketing. 127 They might nonetheless have some incentive to refrain from such 

127 This assumes that their obligation to refrain from such advertising and marketing as 
embodied in their consent decrees with the states (Ill.B. of the settlement) would fall along with 

(cOI;ltinued ... ) 
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advertising and marketing in order to help meet the targets for reducing youth smoking and thus 
avoid the penalties for failing to meet that target, so long as they could be assured that most other 
companies would similarly refrain from such advertising and marketing. 128 • 

Without intimating any views on the possible success on the merits of such a First 
Amendment challenge, it appears that there is a realistic possibility that such a challenge could 
be brought. 129 Assuming, for purposes of this discussion, that such a challenge resulted in ] 
complete invalidation of the advertising and marketing restraints, and that the participating firms 

~"? ~ L....-c.l.. t.....: 
1 27( ••• continued) l..<. 4, (,...... r 

the parallel requirement in the federal statute. If not, reasonable arguments could be made that d:::""::: ..1 

activities undertaken in compliance with a consent decree issued by a state court would not ~ '"" ~ 
violate the antitrust laws. Actions m comphance With the order could be viewed as unilateral 
conduct, notwithstanding the manufacturer's agreement to accept such an order, because the 
court's order becomes a separate, enforceable command. Cf. Fisher v. City of Berkeley, 475 
U.S. 260 (1986). Alternatively, to the extent that compliance with the order is viewed as joint 
conduct, it may be exempt from the antitrust laws under the "state ac' n" doctrine enunciated by 
the upreme ourt in Parker v. Brown, 317 U.S. 338 (1943) (holding that the antitrust laws were 
not intended to apply to the actions of a state). If greater certainty is desired, however, one could 
provide authorization for a limited grant of immunity on a contingent basis. as discussed in the 
\st. 

128 In all likelihood, they could not count on universal compliance, since, at a minimum, the 
company that had taken the trouble to mount a First Amendment challenge would likely seek to 
achieve °a competitive advantage by engaging in the specified forms of advertising and marketing 
at a time when most of its competitors did not. Given this likelihood, it may be that the other 
companies would be unable to reach an agreement to refrain from such advertising and 
marketing. For purposes of this discussion, however, we assume that the participants would wish 
to reach such an agreement and that such an agreement would be desirable. The question we 
address, therefore, is whether antitrust immunity might be necessary for such an agreement to be 
reached. 

129 For one thing, a First Amendment challenge has already been brought against similar (but 
in some ways less restrictive) cigarette marketing provisions adopted by the Food and Drug 
Administration. The case is pending before the United States Court of Appeals for the Fourth 
Circuit. Coyne Beahm. Inc. v. FDA, 966 F. Supp. 1374 (M.D.N.C. 1997), ll!lpeal pending. The 
merits of such a case could be complex. Courts have held that advertising constitutes 
"commercial speech" that is entitled to qualified protection under the First Amendment, ~, 44 
Liquormart. Inc. v. Rhode Island, 116 S. Ct. 1495 (1996); Central Hudson Gas & Elec. Corn. v. 
Public Servo Comm'n, 447 U.S. 557 (1980), but that the Constitution affords lesser protection to 
commercial speech than to other constitutionally guaranteed expression, Central Hudson, 447 
U.S. at 562-63. 
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wished to agree with each other to continue to refrain from such advertising and marketing .l 
despite the successful challenge and despite the fact that at least some firms would likely begin 
such advertising and marketing,130 such an agreement might become the subject 'of an antitrust 
suit as a restraint of trade. While the availability of advisory opinions from the FTC or the 
Department of Justice could eliminate uncertainty regarding a possible suit by the antitrust 
agencies, it could not provide any assurances against antitrust challenges from private parties. 
Accordingly, if it is desired to remove that uncertain , so as to encoura e the manufacturers to 
refrain om suc a vertisin and marketin in the event of a successful First Amendment 
cha enge, some provision for immunity might be necessary. Such a provision would need to be 
carefully Circumscribed, however, to avoid the kinds of unintended conse uences described in 
the prev! CIOn. t would need to be limited to implementing specific marketin restrictions 
and pot allow discussions on price. Moreover, SInce e prospect for a successful First 
Amendment challenge is still speculative, the exemption could be made contingent on that event, 
or authorization could be given to the antitrust enforcement agencies to grant a specific 
exemption if that prospect were realized. 

(3) Joint action to address problems associated with uncooperative retailers 

The third concern is that the sales practices of some retailers may frustrate the 
manufacturers' efforts to reduce adolescent smoking at the target rates specified in the settlement 
and proposed legislation. Failure to meet the target rates would result in monetary penalties for 
the manufacturers, and a state could lose part of ns aIlocahon of fullds from the manufacturers' 
Annual Payments. The argument is that joint action may be needed to respond to demands by a 
state to reduce sales to such retailers. 

The hypothetical (and, at this point, speculative) situation would not seem to warrant 
antitrust immunity for private enforcement against non-complying retailers because there are 
other ways to address those concerns. First, the proposed legislation already contains sufficient 
incenhves for the manufacturers to respond individually to non-complying retailers. There are It.<.lf"' c.o-v--, 
strong penalties for not meeting target reductions in underage smoking, but the proposed ~ I 

legislation provides for ~eme~of the penalty if a manufacturer has acted in good faith and 
taken all reasonable steps to achieve the required reductions. 131 A unilateral decision to reduce or 
stop dealing with a non-complying retailer would be evidence of good faith, and hence a 
manufacturer would have a strong incentive to do so. No antitrust immunity would be required 
to achieve this result. 

130 See note 16, supra. 

131 See Title II and Appendix IV. Failure to take steps that may violate the antitrust laws 
(such as a boycott) presumably would not be evidence of bad faith or failure to take reasonable 
steps. The proposed legislation could provide assurances to that effect. A state could avoid a 
reduction of its allocation of funds on similar grounds. 
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Second, there would be mechanisms for enforcement by the state if a retailer fails ~ 
adequately to control sales to minors. For example, the state could suspend or revoke the 
retailer's license to sell cigarettes, or assess other penalties. 132 Siffiilarly, if there· is a problem 
with legal-age persons buying for minors, that also could be addressed through state _ 
enforcement. 

In sum, based on our understanding of the possible factual situations as presented thus 
far, it is unnecessary to authorize antitrust immunity for boycott activities against uncooperative 
retailers. 

Conclusion 

In summary, the proposed immunity provision appears to be JJnnecessaxy to achieve the 
contemplated pass-through of Annual Pa ment amounts or to deal with retailers that fail to 
curtal sales to minors, and to be far broader than neces to allow adherence to the marketing 
restrictions III e event of a First Amendment challen e. ary 
or overly broadimmuru runs e risk offacilitating Ilrice increases greater than that required 
simply to pass through the per-unit cost of their Annual Payments. 

132 See Title I, part D, and Appendix II. 
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Q&As on FTC Tobacco Report 

1'0 \'"c.e.o -","nL.~r -

1'V\..L.....~'1 CI-1A~ ~> 

Q: Earlier today, the FTC released its analysis of the proposed tobacco settlement negotiated 
by the attorneys general. The FTC found that the agreement could result in additional 
profits for the tobacco industry of as much as $125 billion, What is your reaction? 

A: While the plan the President announced last week focused on significantly reducing youth 
smoking and not on the cost to industry, we are confident that industry profits will not go 
up under the President's plan, The President's plan calls for stiff financial penalties on 
the industry unless it meets ambitious targets for reducing teen smoking, The FTC report 
explores the consequences of providing broad anti-trust exemptions to the tobacco 
industry. We will work with Congress to make sure any anti-trust exemptions are 
narrowly written so that the industry cannot simply collude to raise prices through the 
roof, 

Q: Over the weekend, industry representatives in defending the settlement seemed to 
confirm what the FTC is reporting today -- specifically, that under the settlement they 
have reached with the AGs, when you factor in mark-ups by the wholesalers and retailers, 
the price of a pack of cigarettes would increase by the $1,50 the President has called for, 
Do you agree with the industry's analysis, which seems to be supported by the FTC 
report? 

A: No we do not. First, a number of economists have studied the terms of the settlement and 
have concluded that the price increase that would result under the proposed settlement is 
around $0,60, Second, the FTC report supports this conclusion, and specifically 
contradicts the tobacco industry's claim, The FTC found that because of the competitive 
nature of the distribution system it is highly unlikely that wholesalers and retailers would 
be able to add to the price increase (pg, 26-27 of the FTC report). 

Q: A number of the fmdings in the FTC report about industry profitability are said to mirror 
internal reports conducted by the Treasury Department for the White House. Is that 
correct? Also a number of members of Congress have asked to see the Treasury reports. 
Will you be making the Treasury analysis publicly available? 

A: During our review our economists developed models and spread sheets to help us predict 
the affect different policies would have. For example, how does a rise in cigarette prices 
affect youth smoking rates. We have offered to make our experts and their modeling 
capability available to Congress, [Note: We're not planning to make the Treasury 
analysis public.] 
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Record Type: Record 

To: Bruce N. Reed/OPD/EOP, Elena Kagan/OPD/EOP, Elizabeth Drye/OPD/EOP 

cc: 
Subject: Industry quotes about the settlement 

Here is an interesting item that ran on Borio's Tobacco web page this morning. 

Quotes About the Settlement from the Tobacco Industry 

"This gives shareholders and employees more certainty and consumers a respite from 
constant demonization of cigarettes." 

- Martin Broughton, CEO of B.A.T. Industries PLC (Brown & Williamson) 

"Most important, the agreement secures the tobacco industry's rightful place in the 
mainstream of legitimate U.S. commerce." 

- Steven Goldstone, CEO of RJR Nabisco Holding Corporation 

"We hope that legislation will move forward and with it bring a new era of 
cooperation and tolerance with regard to tobacco issues." 

- Steven Parrish, Philip Morris Senior Vice President 

"Putting an end to the litigation would free the cigarette makers to reassess their 
business. Initially the settlement would force the companies to make some changes, but 
throughout its long history the tobacco industry has always been as flexible as a rubber 
band snapping back into shape despite events that have stretched it to the limit." 

- Jane Shea; editorial in Tobacco International, a tobacco industry trade 
publication 

Regarding the provision eliminating the Tobacco Institute and the Council for Tobacco 
Research, "All we're going to do is change the name on the door. We're going to 
continue to do what we've always done. I don't understand why they're going through 
this exercise, frankly." 

- Walker Merryman, Vice President, Tobacco Institute 

And our personal favorite 

"They want a big payoff and we want a peaceful life" 

- Martin Broughton, CEO of B.A.T. Industries PLC (Brown & Williamson) 
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FROM: TOM FREEDMAN, MARY L. SMITH 

RE: ECONOMIC FOCUS OF TOBACCO INDUSTRY 

DATE: JUNE 30, 1997 

WHITE HOUSE WORKING GROUPS 

1. REGULATORY: FDA, advertising, labeling, and environment. 

2. PROGRAM AND BUDGET ISSUES: how to spend the money. 

3. LEGAL ISSUES: liability, antitrust. 

4. INDUSTRY PERFORMANCE AND ACCOUNTABILITY: 
A) OVERALL ECONOMIC ANALYSIS OF THE TOBACCO INDUSTRY 

• Makeup of tobacco industry and impact of settlement on industry in 
domestic market and internationally in terms of sales, profits, and 
projections 

• Advertising 
• Sporting events 
• Vending Machines 
• Impact on retailers generally 
• Farmers 

B) PARTS OF AGREEMENT THAT HAVE DIRECT FINANCIAL 
IMPLICATIONS 
• targets penalties and incentives (penalties on industry to reduce youth 

smoking) 
• provisions to keep out new start-ups or becoming foreign entities 

C) INTERNATIONAL PIECE OF TOBACCO CONTROL 
• advertising 
• different conduct overseas 
• general tobacco export promotion 
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ANNOTATION OF ECONOMIC IMPACT OF TOBACCO SETTLEMENT 

INDUSTRY PERFORMANCE AND ACCOUNTABILITY: 

A) OVERALL ECONOMIC ANALYSIS OF THE TOBACCO INDUSTRY 

• Makeup of tobacco industry and impact of settlement on industry in 
domestic market and internationally in terms of sales, profits, and 
projections 

U.S. REVENUES AND CONSUMER SPENDING 

• 25.5% of American adults smoke; 1996 consumer spending on tobacco 
products totaled $46.6 billion; and federal, state, and local excise taxes 
collected on cigarettes totaled $13.1 billion; world-wide cigarette sales in 
1996 amounted to $295.8 billion. (WSJ 6-23-97) 

• Cigarette sales in this country are a $45 billion a year business. The 
cigarette makers--Philip Morris, R.I. Reynolds, Brown & Williamson, 
Lorillard, Liggett, and American Tobacco--collect $20 billion in U.S. sales. 
Taxes account for another $14 billion. The other $11 billion is split by 
retailers, wholesalers, and farmers. From their $20 billion in sales, the 
companies make a profit of about $8.4 billion. If the deal goes through, 
this profit could fall to about $6.7 billion, according to the securities firm 
Sanford C. Bemstein-- $925 million in lower sales and $800 million in 
interest on the payments. (Chicago Trihune 6-22-97) 

JOBS 

• The Tobacco Institute's Industry Profile estimates that tobacco was a $65 
billion industry that supported at least 662,402 jobs in 1994, the last year 
for which figures are available. (Washington Times 6-16-97) 

MARKET SHARE 

• Phillip Morris has 50% of US cigarette market; RJR Nabisco has 25%; 
Brown & Williamson has 15% eN T. Times 6-25-97) 

2 
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OVERSEAS MARKET SHARE 

• The tobacco industry might be helped by growing markets overseas. Philip 
Morris' market share in Central Europe and Eastern Europe grew from 
22% in 1995 to 28% in 1996. Salomen Brothers estimates it will grow to 
32% this year. (Baltimore Sun 6-21-97) 

UP-FRONT PAYMENT UNDER THE SETfLEMENT 

• Philip Morris will provide the majority of the initial $10 billion payment 
(payment is based on stock market value) --Philip Morris will pay $6.5 
billion; RJR Nabisco will pay $600 million (reflects RJR Nabisco's weaker 
finaricial position); Brown & Williamson (BAT.) will pay $1.7 billion; 
Lorillard (Loews) $720 million; and U.S. Tobacco (UST) $324 million 
eN Y Times 6-25-97) 

PRICE INCREASES, FUTURE PROFITS AND STOCK VALUE 

• The Value Line Investment Survey forecasts 1997 tobacco industry profits 
to be $13 billion and expects the long-term net profit growth rate to be II 
percent a year, excluding any impact from the negotiations. (NY Times 6-
26-97) 

• Gary C. Black, and analyst with the securities firm Sanford C. Bernstein & 
Co., predicts that with an agreement, Philip Morris shares could rise to 
about $60 from about $45 and RJR shares could rise to $48 from about 
$34. Black believes that marketing expenses are going to drop and there 
will be no bankruptcy worry. Others disagree. The settlement will require 
tobacco companies to pay about $15 billion a year, a third of their annual 
U.S. sales of about $45 billion. Jack Maxwell, a tobacco industry analyst 
for Wheat First Butcher Singer, believes that the companies will have to 
borrow a lot of money. Art Cecil, a Baltimore-based analyst for T. Rowe 
Price, believe that if the price goes up 10%, there generally will be a 4% 
reduction in consumption. Sanford C. Bernstein estimates an II % drop in 
per-pack sales. The settlement of outstanding legal claims would cut 
industry profits from $8.4 billion to $6.7 billion. (Baltimore Sun 6-21-97) 
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• Pay-out averages $14.7 billion a year, more than double the industry's 
operating profits of $7.2 billion from domestic tobacco sales last year. 
Tobacco companies plan to offset the cost of the deal by increasing 
cigarette prices in the US by about 50 cents a pack, so the settlement will 
have the same effect as a big tax increase. The deal does nothing to 
impinge on the growth side of their business - their booming overseas sales, 
particularly in emerging markets. (Financial Times 6-23-97) 

• If the settlement passes Congress, the companies could lose $1.5 billion or 
so in profits next year, partly caused by lower sales and partly by interest 
on loans the companies will need to pay for the settlement. But the 
companies are still expected to make $6.7 billion in profits next year, deal 
or no deal. (Chicago Tribune 6-22-97) 

EXPECTED PRICE INCREASE AND IMPACT ON CONSUMPTION 

• 

• 

• 

• 

• 

Cigarettes might go up 75 cents a pack. Some research shows that every 
10% of price increase drives 12% of teen smokers to quit. (USA Today 
6-25-97) 

Poll shows that if settlement increases the cost of cigarettes by 75 cents a 
pack, 57% said that it would be somewhat likely to cause them to quit. 
43% say the price increase would not impact their habit. (USA Today 6-
25-97) 

The 50-cents-a-pack price increase, more than any other aspect of the 
settlement, may affect people's propensity to smoke. Other countries have 
found that big price increases reduce demand for cigarettes, particularly 
among youngsters. Mr. Gary Black, an analyst with Sanford C. Bernstein, 
has estimated that the price increase could cut consumer purchases by 
11 %. (Financial Times 6-23-97) 

John Maxwell, a tobacco analyst at Wheat First Butcher Singer in 
.. ' Richmond, VA, estimates that a 10% price increase usually cuts 

consumption about 2 to 3%, so a 75-cent increase could reduce smoking 
by about 20 to 30 percent. Manufacturers could turn to cheaper foreign 
tobacco, or push generic brands. These generic brands held 41 % of the 
market in 1993, but have since slipped to only 27%. (Chicago Tribune 6-
22-97) 

Studies at the University of Chicago and elsewhere suggest volume sales 
could fall by as much as 8% for each 10% increase in prices. mergen 
Record 6-21-97) 
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• The settlement could add 75 cents to $1 to the price of an average pack of 
cigarettes. Tax hikes being debated in Congress and in 16 states could raise 
the average price even more, from $1.85 to $3 or more. Marc I. Cohen, a 
tobacco analyst at Goldman Sachs & Co., estimates that if there is a 75-
cent to $1 retail increase, it will cost the average carton-a-week smoker 
about $400 to $500 more a year. (Chicago Tribune 6-22-97) 

• Even with the expected price increases, international experience shows that 
most smokers will not quit. Cigarette prices in Europe already are more 
than $3 per pack; the average price in Norway is $7. Smoking is still very 
prevalent in Norway. (Chicago Tribune 6-22-97) 

DEALfPENALTY 

• $2 billion cap for reduction in youth smoking comes to 8 cents per pack of 
cigarettes sold annually, 3 cents of that is tax deductible, so the penalty is 
really 5 cents a pack (USA Today 6-25-97) 

• The agreement provides for a financial penalty of up to $2 billion a year 
against the tobacco industry if it fails to cut under-age smoking by 60% 
over the next 10 years -seemingly, a form of guarantee that the deal will 
work. But the target looks so unrealistic as to suggest that tobacco 
manufacturers consider an extra $2 billion a year a price worth paying for 
the legal immunity they will gain. (Financial Times 6-23-97) 

DEAL/JOBS 

• For tobacco industry workers, John Maxwell, a tobacco industry analyst at 
Wheat First Butcher Singer in Richmond, V A, says there will possibly be 
layoffs. (Chicago Tribune 6-22-97) 

BANS ON ADVERTISING AND IMPACT ON CONSUMPTION 

• Canada imposed a ban on cigarette advertising in 1989. Since then, the 
percentage of Canadians who smoke has gone up from 30 to 31 %. In 
Finland, teenage smoking has gone up from 22 to 24% since a partial 
advertising ban in 1978. (Chicago Tribune. 6-22-97) 
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• Advertising 

• Advertisers and ad agencies will not feel much of a pinch from the 
settlement because they have been shifting their business away from the 
tobacco companies for years. Billboard owners get about 10% of their total 
revenue from cigarette advertising. For magazines, it is less than 3%. And 
cigarette advertising has been banned from television for 26 years. 
(Chicago Tribune 6-22-97) 

• According to John Fithian, counsel to the Washington-based Freedom to 
Advertise Coalition, even if Congress gives the advertising portion of the 
settlement the force oflaw, the advertisers can live with it because it will 
directly affect less than 1 % of the industry's total revenues. (Chicago 
Tribune 6-22-97) 

• Sporting events 
• Vending Machines 
• Impact on retailers generally 

• Retailers will feel an impact from 3 directions: (I) the public may buy less; 
(2) the companies may try to shave their markets; and (3) smokers may 
switch to cheaper brands. Lindsay Hutter, from the National Association 
of Convenience Stores, says that cigarettes account for 26% of sales in 
members' stores and will put her members in a much more competitive 
squeeze. (Chicago Tribune 6-22-97) 

• Convenience store owners take in $17.3 billion a year, 26% of their sales, 
by selling one out of every two cigarettes consumers smoke. Lindsay 
Hutter, of the Alexandria, VA-based National Association of Convenience 
Stores, even warns of a growing black market in tax-free tobacco, like the 
one that emerged after Canada raised taxes in the early 1990s. (Bergen 
Record 6-21-97) 
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• Farmers 

FEDERAL SUBSIDIES 

• Federal government's subsidies for tobacco farming are relatively small. 
Direct subsidies ended in the 1980s. Now the subsidies amount to a quota 
system in which the government licenses the right to grow tobacco and has 
a federal program to insure farmers against crop losses. The Department 
of Agriculture has budgeted $145 million for the insurance in the coming 
fiscal year; in years with no significant losses, it contributes little or nothing 
to the insurance pool. (The Guardian. 6-24-97· NT Times 6-23-97) 

• Huge export market is helping to make up for drastic declines in domestic 
consumption, according to Blake Brown, an agricultural economist at 
North Carolina State University. About 40% of flue-cured tobacco, the 
kind produced in North Carolina, is exported. However, the farmers are 
earning less than in the 1970s, as is North Carolina as a whole. Tobacco 
was 46% of North Carolina's farm income in 1964, but was only 15% in 
1994. (The Guardian 6-24-97· NY Times 6-23-97) 

STATE STATISTICS 

• Tobacco is a major crop in the Carolinas, Kentucky, Virginia, and other 
Southern states. But any ripple effect from the settlement would be felt 
most strongly in North Carolina, which produces 52% of all domestically 
grown tobacco. This is home base for much of the $45 billion-a-year 
tobacco industry. Both Philip Morris and RJ Reynolds, which together 
account for almost three-fourths of the cigarettes sold in the US, are based 
in North Carolina. There are about 17,000 tobacco farmers in North 
Carolina. Mark Vitner, a regional economist at First Union Corp. in North 
Carolina, said that two decades ago, the tobacco industry represented 20% 
of North Carolina's economy. Today tobacco accounts for only about 
6.5% of the state's economy, or about $12 billion annually. (LA Times 6-
23-97) 

• Kentucky and North Carolina are the largest tobacco-producing states. 
Last year North Carolina's crop sold for $871 million, which resulted in 
much tax dollars for the federal government. Blake Brown, an agricultural 
economist who tracks tobacco at North Carolina State University, says 
farm sales of tobacco generate 15 to 20% of the state revenue and tobacco 
accounts for about $12 billion of state receipts. Most of the tobacco grows 
in. the North Carolina's eastern and piedmont regions. The crop accounts 
for one in II jobs in the state. This year the tobacco-growing quota is the 
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largest it has been in 15 years. During the last three years, cigarette 
production has been breaking record levels. Brown says that cigarette 
production is on the rise and tobacco is on the rebound and attributes this 
increase to the European and Japanese markets. (Washington Times 6-16-' 
21) 

• In Virginia, tobacco is the largest cash crop, bringing in $186 million for 
more than 8,000 farm families in 47 counties in 1996. Even though the 
state's 2 Yz cents-a-pack tax is the lowest in the nation, it generated $17 
million in 1995. 29 cities and 2 counties added $33 million in 1995 in local 
cigarette taxes. A big part of tobacco's hold on Virginia is the $4,000 an 
acre that farmers take in for growing tobacco, compared with $136 an acre 
for wheat and not much more for other crops. Thousands of Mexicans 
harvest the tobacco fields --the pay is about $5.80 an hour; transportation 
to and from Mexico is provided, so is housing and health care. Foreign 
sales have kept the demand for Virginia tobacco high. This year there is an 
11.5 % increase in the amount of tobacco that farmers can grow in the 
states. (Virginian-Pilot 6-8-97) 

• In 1950, North Carolina had 150,764 tobacco farmers; now there are 
17,625. The crop back then accounted for 60% offarm income; now it 
accounts for 20%. While most farmers have diversified to other crops, 
they say they cannot afford to give up tobacco altogether because it 
remains the most profitable. (LA Times. 6-23-97) 

• In Richmond, Philip Morris, which produces 600 million cigarettes per day, 
is the city's largest private employer, with 8,000 workers and a yearly 
payroll of$456 million. The company's suppliers account for another 
17,000 jobs in the Richmond area. (Washington Times 6-25-97) 

• In Virginia, in 47 counties, 8,400 farms grow tobacco. Last year's crop 
brought farmers $186 million. 4% of Virginians earn their living from 
tobacco, directly or indirectly. (Washington Times 6-25-97) 

B) PARTS OF AGREEMENT THAT HAVE DIRECT FINANCIAL IMPLICATIONS 

• targets penalties and incentives (penalties on industry to reduce youth 
smoking) 

• provisions to keep out new start-ups or becoming foreign entities 
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C) INTERNA TIONAL PIECE OF TOBACCO CONTROL 

• advertising 
• different conduct overseas 
• general tobacco export promotion 

• The tobacco industry might be helped by growing markets overseas. Philip 
Morris' market share in Central Europe and Eastern Europe grew from 
22% in 1995 to 28% in 1996. Salomen Brothers estimates it will grow to 
32% this year. roaltimore Sun 6-21-97) 

• Foreign-grown tobacco has been improving in quality because of 
technological advancements. It is far cheaper than American tobacco, in 
part because of price supports and an American quota system that limits 
production in an attempt to keep demand high. Brazil, Argentina, 
Zimbabwe, and Malawi are now fierce competitors. (LA Times 6-23-97) 
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Jerold R. Mande 

06/25/97 02:20:02 PM 

Record Type: Record 

To: Bruce N. Reed/OPD/EOP. Elena Kagan/OPD/EOP. Christopher C. Jennings/OPD/EOP. Elizabeth 
Drye/OPD/EOP 

cc: 
Subject: Some key tobacco stories not in WH clips 

I have attached 4 stories I thought you should see. 

Taxpayers Might Pay $147B Toward Tobacco Industry Deal 
001 Newsday 

Tobacco Institute Workers Confident of Reincarnation 
+ 027 Los Angeles Times 

Tobacco Deal's Mountain of Cash Has Tetons Buzzing 
028 Los Angeles Times 

Senate review of tobacco case may take until '98 
051 I Winston-Salem Journal 

------------------------------ < 001 > ------------------------------

Taxpayers Might Pay $147B Toward Tobacco Industry Deal 

Newsday 
Wednesday. June 25. 1997 
By Harry Berkowitz. STAFF WRITER 

Taxpayers could end up subsidizing as much as $147 billion of the 
tobacco industry's landmark deal. tax experts said yesterday. 

Under a clause in the deal - which requires the industry to pay 
$368.5 billion over 25 years - the industry's entire cost would 
be counted as "normal and necessary" business expenses rather 
than a penalty or fine. 

That means. if Congress does not change the provision. the entire 
amount would be tax deductible. at the rate of about 40 percent 
between state and federal taxes. the experts said. 

"If it were not in there. the argument could be made that the 
entire thing is a fine or penalty, which would be nondeductible," 
said Bill Fleming, an executive and tax expert with Coopers & 



Lybrand in Hartford. If it is considered deductible, however, the 
cigarette companies would save $147 billion of the deal's cost. 

At the very least, the Internal Revenue Service would likely 
argue that a $60-billion portion of the deal that won the 
industry protection from punitive damages in lawsuits should 
count as a penalty, Fleming said. If it is considered normal 
business expenses instead, the companies save $24 billion. 

"If the money is going to be paid by Uncle Sam, the incentive is 
much smaller not to engage in the same misconduct in the future," 
said Richard Daynard, head of the Tobacco Products Liability 
Project at Northeastern University in Boston. 

Steve Berman, a Seattle lawyer representing a dozen of the states 
that sued the industry to recover smoking-related Medicaid costs 
and agreed to the settlement, said the industry insisted that the 
clause be in the deal and would not give it up. 

"They made a big stink," Berman said, adding that the $60 billion 
should count as punitive damages, which would make it a 
nondeductible penalty if not for the clause. 

Negotiators also agreed to let the tobacco companies seek a 
rebate if they pay a penalty for falling short of goals to cut 
teen smoking. Those goals include a 60-percent cut over 10 years. 
The industry could face penalties of up to $2 billion a year for 
falling short. But if the industry shows that it did its best and 
the failure was beyond its control, it can get back 75 percent of 
that penalty. 

Critics say the potential penalty is too small and the possible 
rebate is outrageous. 

"The fines are not set high enough to provide a real disincentive 
to addicting kids," said Stanton Glantz, a critic of the deal and 
professor of medicine at the University of California at San 
Francisco. 

Lance Morgan, a public relations consultant hired by the tobacco 
companies, said the rebate kicks in only if the industry proves 
its case. 

"The burden of proof is on the industry in order to obtain that 
rebate," he said. 

In another provision that's come under fire, if revenue from 
adult smokers declines enough, the companies would pay lower 
amounts into the settlement fund. 

"It's like saying to a murderer if you don't murder as many 
people when you get out of jail, we will cut your sentence," said 
Joe Cherner, president of Smoke-Free Educational Services, an 
anti-smoking group in Manhattan. 

) 
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Negotiators, however, said the provision makes sense. "It gives 
them an incentive to lower sales," said John Coale, a 
class-action lawyer involved in the talks. 

------------------------------ < 027> ------------------------------

Tobacco Institute Workers Confident of Reincarnation 

Los Angeles Times 
Tuesday, June 24, 1997 
By MARLENE CIMONS, Times Staff Writer 

WASHINGTON--Although the landmark tobacco settlement announced 
last week requires the industry to abolish its controversial 
lobbying arm--the Tobacco Institute--the mood at the institute's 
office here on Monday was anything but grim. 

"All we're going to do is change the name on the door," said 
institute vice president Walker Merryman, noting that the 
deal--with some stipulations--allows the formation of a new 
industry trade association after the old one has been dismantled. 

Merryman added: "We're going to continue to do what we've always 
done. I don't really understand why they're going through this 
exercise, frankly." 

Like other elements of the settlement, the proposed elimination 
of the institute--and its sister scientific organization, the 
Council for Tobacco Research U.S.A.--may not be all it initially 
appeared. 

At least that's what folks at the institute think. 

"No one around here is updating their resumes and overloading the 
copiers," Merryman said. "And my phone hasn't been ringing off 
the hook over this." 

Both organizations, which are among the defendants in the 
numerous lawsuits filed against tobacco companies that would be 
settled in return for $368.5 billion under the deal announced 
Friday, have been regarded as key players in creating the 
industry's public image. 

The settlement, which must be approved by Congress and the White 
House, calls for tobacco-product manufacturers to disband both 
the institute and the council within 90 days of the effective 
date of the deal. 

But the deal goes on to say that the companies can form or 
participate in any new industry trade group, as long as for 1 0 
years at least one-fifth of the new association's board of 
directors "shall be other than a current or former director, 
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officer or employee of any association member or affiliated 
company." 

Copyright Los Angeles Times 

------------------------------ < 028 > ------------------------------

Tobacco Deal's Mountain of Cash Has Tetons 8uzzing 

Law: Gathering of attorneys general is filled with talk of 
dividing up $300 billion. But criticism of accord mounts. 

Los Angeles Times 
Tuesday, June 24, 1997 
By MYRON LEVIN, HENRY WEINSTEIN, Times Staff Writers 

JACKSON HOLE, Wyo.--Against the ayvesome profile of the Tetons, 
one of America's natural treasures, attorneys general from all 50 
states Monday began considering how to divvy up an extraordinary 
treasure of a different kind: the roughly $300 billion that 
cigarette makers would pay in legal settlements to the states 
under the sweeping tobacco accord. 

The annual meeting of the National Assn. of Attorneys General, 
being held at a lodge on the shores of Jackson Lake in Grand 
Teton National Park, was scheduled long before last week's 
announcement that a group of state attorneys general had settled 
litigation against the tobacco industry for $368.5 billion. 

But the meeting here was abuzz with talk about how much lucre 
each state would get if the deal negotiated with the industry is 
approved by Congress and the White House. It appears that under 
almost any plan for dividing the loot, California would get 
roughly a half billion dollars or more annually through the life 
of the agreement, which initially covers 25 years. 

Meanwhile, there was mounting criticism of the deal Monday as the 
68-page settlement document began to receive thorough scrutiny 
from congressional and White House aides and public health 
advocates. 

Among the troubling details they cited: 

• The industry would be able to write off its payments, meaning 
that the taxpayers would bear about $110 billion to $120 billion 
of the costs of the settlement . 

• Industry obligations could be reduced by as much as 1 % for each 
percentage point drop in annual tobacco sales, creating an 
anomalous situation where the size of the settlement pot is at 
least partially dependent on millions of people continuing to 
smoke. 

I 

I 



• The industry's obligation to pay penalties if youth smoking 
doesn't go down in five years could be dramatically reduced if 
the cigarette makers can convince the Food and Drug 
Administration that they have utilized all "reasonably available 
measures." 

• A "passthr 
ough" provision that may mean the industry's payments 
would all be financed out of raising prices, not out of profits. 

These criticisms come on top of those already leveled by former 
Food and Drug Administration Commissioner David A. Kessler that 
provisions of the deal will make it very difficult for the agency 
to regulate nicotine content. 

On Monday, a White House aide said the FDA provisions will be 
examined by the first of eight working groups formed by President 
Clinton to review the settlement. The president has told the 
working groups to complete their critique within 30 days, White 
House spokesman Barry Toiv said at a briefing. 

The other working groups are to study: how the money will be 
spent, the impact of the settlement on the industry, workplace 
smoking, smoking-cessation programs, the impact on litigation and 
the industry's obligations to disclose internal documents, 

. international issues and how the agreement would be implemented. 

The massive settlement, in addition to being the costliest to an 
industry in history, calls for the tobacco companies to submit to 
FDA jurisdiction; eliminate their most potent advertising 
symbols; fund a nationwide, government-run anti-smoking campaign; 
and pay billions for smoking-cessation programs. 

In return, the industry secured significant protections against 
future legal liability. Among them are a $5-billion cap on the 
amount of damages it would have to pay in any given year, a ban 
on class-action lawsuits, a ban on Medicaid-recoupment suits and 
a prohibition on punitive damages in any of the individual 
product-liability cases now pending in courts around the country. 

On the first day of the meeting in the Tetons, reporters flocked 
around Mississippi Atty. Gen. Mike Moore, who filed the first 
state lawsuit against the industry in May 1994, persuaded other 
states to join in to make the attack a mass movement and then 
spearheaded the negotiations that led to the settlement. 

Bristling at comments by some critics, who said the industry 
yielded too little for the liability protections it got, Moore 
remarked: "To the naysayers, I say, 'OK, guys, you do it. This 
country has been waiting 50 years for you to do it.' " 

Some skeptics, led by Sen. Edward M. Kennedy (D-Mass.), contend 
that the settlement fund is not nearly large enough because it 



Jerold R. Mande 

06/26/97 12:48:07 PM 

Record Type: Record 

To: Bruce N. Reed/OPO/EOP, Elena Kagan/OPO/EOP, Paul J. Weinstein JrJOPO/EOP, Elizabeth 
Orye/OPO/EOP 

cc: Christopher C. Jennings/OPO/EOP, Toby Oonenfeld/OVP @ OVP 
Subject: FYI ... Koop-Kessler recommendation on performance penalties 

I wrote this down from their meeting yesterday. These are the points that were agreed to by 
consensus (including Heart, Cancer, AMA, the Campaign) for inclusion in their "blueprint," which is 
their effort to set the right public health agenda. They will also have a second document, a 
"letter," that will be a side-by-side of their blueprint and the proposed settlement. 

"First, and most important: Failure to meet youth smokin reduction tar ets must lead to severe, 
predictable sanctions that wou serve as a significant financial deterrent directly affecting 
shareholder value of industry companies. 

2. The tobacco industry should be required to meet increasingly stringent youth tobacco 
consumption reduction targets every year, beginning with the second year. 

3. No caps on any penalties that are related to meeting targets. 

4. Will remain silent in blueprint on this matter because it is not a public health question, but 
decided there should not be a rebate or abatement provisions. 

5. There should be non-financial penalties (e.g., plain packaging) for missing youth reduction 

t~. 

6. Funds collected from penalties should be used to further reduce consumption of tobacco 
products with youth as the first priorjtv. 

7. Performance penalties should be assessed on a company by company basis. 

8. There should be some industry oversight apparatus to help insure compliance with the youth 
reduction targets that would include review of industry behavior and help insure appropriate 
incentive.§. ... 
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Record Type: Record 

To: Paul J, Weinstein JrJOPD/EOP 

cc: Elena Kagan/OPD/EOP, mazur m @ al @ cd @ Ingtwy 
Subject: Ae: tobacco industry analysis working group ~ 

That looks like a good starting point, A few more ideas: 

1, I assume the industry effects group will conduct a full analysis of the tobacco market, foreign 
and domestic, and look at how they spend their money (advertising, lawyers, etc,), 

2. I wouldn't use the phrase "true terms" -- perhaps something more neutral like "Revenue 
Projections" 

3. I would create a 3rd group (headed by Summers) on "Demand Impacts", This group would look 
at the youth smoking performance incentives in the settlement, at the settlement's overall impact 
on adult demand, and at the economic impact and benefits of reducing demand. 

4. At some point, we will want to make estimates about how much this settlement (or a modified 
version) would reduce smoking, how many lives it will save, how much it will save the economy 
and the govt in smoking-related costs, how we measure the impact of people living longer. The 
FDA rule included a substantial cost-benefit analysis, which we may have to replicate. That will 
require a cross-cutting effort by all the teams, not just the industry analysis ones. 
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Record Type: Record 

To: Elena Kagan/OPO/EOP 

cc: Laura EmmettiWHO/EOP 

06/24/9706:42:46 PM 

Subject: Tobacco/Economic Analysis Meeting 

The one I sent before was a mistake. Sorry. 
---------------------- Forwarded by Paul J. Weinstein Jr.lOPD/EOP on 06/24197 06:42 PM ---------------------------
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• Paul J. Weinstein Jr. 

Record Type: Record 

To: Cathy R. Mays/OPO/EOP 

06/24/97 06:23:03 PM 

cc: Bruce N. Reed/OPO/EOP, MAZUR_M @ A 1 @ CO @ LNGTWY 
Subject: Tobacco/Economic Analysis Meeting 

Tobacco Industry Analysis Meeting 

Participants 

Bruce Reed (OPC) 
Paul Weinstein (OPC) 
Mark Mazur (OPC/CEA) 

Larry Summers (Treasury) . 

Josh Gottbaum (OMB) 

Alicia Munnell (CEA) 

Peter Orszag (NEC) 

Labor -- Ed Montgomery (Labor, Chief Economist) 

Joe Glauber (USDA, Chief Economist) 

Lee Price (Commerce, Chief Economist) 

Groups 

1) Effects on Industries: Suggested Lead -- Alicia Munneil/CEA 



- Tobacco (shareholders, managers, workers) 
- Farmers 
- Advertising/Communications 
- Sports 
- Transportation 
- RetailNending Machines 

Note: The industry effects group will conduct a full analysis of the tobacco market, foreign and 
domestic, and look at how they spend their money (advertising, lawyers, etc) 

2) Revenue Projections of Settlement: Suggested. Lead -- Josh Gotbaum/OMB 

- Price Per Pack 
- Present Value 
- Potential Decreases and Increases of Payments 

3l-Antitrust/Legal Implications: Suggested Lead -- Alicia Munnell/CEA - 't>t. T 

4) Effect on Stock Prices: Suggested Lead -- Summers/Treasury 

5) Demand Impacts: Suggested Lead -- Summers!Treasury 

Note: This group will look at the youth smoking performance incentives in the settlement, at the 
settlement's overall impact on adult demand, and at the economic impact and benefits of reducing 
demand. 

Government/Economic Savings: Suggested Lead -- Gottbaum/OMB 

Note: This group will look at whether the settlement will reduce smoking, thus saving lives and the 
impact on the economy and whether the settlement will reduce smoking- related costs to the 
Federal government. 
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f"'!'" "£.." 06/26/97 12:48:22 PM , 
Record Type: Record 

To: See the distribution list at the bottom of this message 

cc: 
Subject: International 

fbL .. u.o - ~Hlt~T-

\ "'- k' \.,. 'f l~ h.., .......... lJ-

Paul, by my calculations based on the business info you sent me, about 5 trillion cigarettes are sold 
worldwide outside the U.S, -- and only around 150 billion or so are from U,S. cigarette makers, 
(Phillip Morris 65 billion, RJR 41 billion; I couldn't find figures for US Tobacco and Loewsl. Are we 
really only 3% of the non-U.S. world market for cigarettes? 

Message Sent To: 

Paul J, Weinstein JrJOPD/EOP 
Jerold R. Mande/OSTP/EOP 
Elena Kagan/OPD/EOP 
Elizabeth Drye/OPD/EOP 
Mark J. Mazur/CEA/EOP 
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• • • Paul J. Weinstein Jr. 

Record Type: Record 

To: Bruce N. Reed/OPD/EOP 

06/23/97 03:54:24 PM 

cc: Elena Kagan/OPD/EOP, MAZUR_M @ Al @ CD@ LNGTWY 
Subject: tobacco industry analysis working group 

Tobacco Industry Analysis Working Group 

Coordinators -- Mazur/Weinstein/DPC 

Groups 

1) Effects on Industries: Alicia Munnell/CEA 

- Tobacco (shareholders, managers, workers) 
- Farmers 
- Advertising/Communications 
- Sports 
- Transportation 
- RetaiiNending Machines 

2) True Terms of Settlement: Josh Gotbaum/OMB 

- Price Per Pack 
- Present Value 
- Potential Decreases and Increases of Payments 

3) Antitrust/Legal Implications: Justice and/or CEA 

4) Effect on Stock Prices: SummerslTreasury 

Other Participating Agencies 

Labor -- Ed Montgomery (Chief Economist) 
USDA -- Joe Glauber (Chief Economist) 
Commerce -- Lee Price (Chief Economist) 
NEC -- Peter Orszag -- (Senior Economic Advisor) 
HHS -- •• 'Should we have somebody from HHS? 
OVP -- ••• Should we have somebody from OVP? 
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!-""~,, '(Jit.:.x), Thomas l. Freedman t.: 07/16/97 11 :41 :00 AM , 
Record Type: Record 

To: Bruce N. Reed/OPD/EOP, Elena Kagan/OPD/EOP 

cc: Mary L. Smith/OPD/EOP, Elizabeth Drye/OPD/EOP, Jerold R. Mande/OSTP/EOP 
Subject: tobacco growers 

A couple of points for the meeting with growers: 1. the profitablity of this crop is striking, 
sometimes 10 times or higher compared to other crops on a per acre basis; 2. accordingly, a key 
recommendation from the growers groups is the companies be required by the settlement to keep 
buying 600 or 700 million tons a year. 
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Even With Settlement, Big ToblfccO Can't Lose 

The economics of tobacco are so the estimate of Sanford C. Bernstein & 
unbelievable that the industry Co.'s Gary Black. Presto, most of its 
was able to grossly overpay to lost profits were just recouped: 

buy itself peace, underwrite real ad· What kind of business can raise 
vances for public health and emerg.e prices by nearly half, excise 'a third of 
with its killer instinct for profit saUs- its marketing and not miss a beat? 
fied. In an imperfect world, the recenT\ Must have a heck of a product (read: 
settlement is a win for both sides.· ,-J 1ID addictive one). Must have low costs, 

Before Big Tobacco folded, its ex- too. Cigarette machines churn out 
pected liability was far less than the \ 12,000 butts a minute. You go to a facto-
S368 billion·plus it just agreed to. Juries ry and see lots of maChines, not many 
have been seeing contemporary smok- people. But that's not an. Any other 
ers for what they are-people who business with such fundamentals would 
bought a.legal product and knowingly attract a ton of competitors. But imago 
took health risks upon themselves ine trying to persuade the board of, 
leven while the industry did 

annual tab will rise with inflation; how­
ever, it will be reduced iii line with 
sales. An in, the amount PM pays will 
grow very slowly. However, its $7 bil­
lion.hsh flow, which is increasingly fu­
elea by selling cigarettes overseas, 'is 
grpwing at double-digit rates. In ·time, . 
that cash flow will not merely eijiJal, it 
will greatly surpass and. eventually 
dwarf the settlement donars. 

The settlement won't (as the indus­
try hopes) remove the tar from its 
image, but 'it will get something that 
profits alone can't buy: a higher price­
earnings multiple on Wan Street. 

its best to dissemble). If left to D tiS k" M It" I 
individual courts; including espera e Y ee mg a U IP e 

Health-minded critics have 
argued that if tobacco'wins, 
the public must lose. But 
much as it may hlirt to say it, 
the public interest isn't re­
dUCing. tobacco profit; it's re­
ducing smoking, Particularly 
among bambinos; ·According 
to Bill Novelli, president of 
Campaign for TobaC~O-Free 
Kids, the single best way to 
cut into smoking is to make it . 
more expensive. The settle­
ment, pending CongT~'~ ap-. 
proval, win do that. - . 

appenate courts, the industry Price-earnings multiples of seven brand-name consumer 
might never have paid a dime. stocks and Philip Morris 

"We got more than I can 30 r---------'----,-----,-------, 
ever get in litigation," Chris-
tine Gregoire, Washington's -Brand-name average ., 

attorney general, told me. And ~::;::;:;:;;;F==~::=:~~~~~~I::~:-~ the donars are huge. The pre- 20 
sent value of Philip Morris's 
obligation is estimated at 550 
billion. That's about half what 
the company is worth. 

So is Big Tobacco a loser? 
Far from it. 

The industry that brought 
you the Marlboro man and the 0 W..I.L.i.J..w""-'-J.l.L..u.w..i.J..uJw.u.j,J,JUJ,,J,,I. ....... u..::-'-.u.J 

1994 '95 '96 '97 

. It also requires .states to 
police the stores. I was'dubi­
ous whether that would do 
much until I saw the figures: morning cough earns, it) the 

U.S., S7.7 billion a year pie- Source: s,n/ord C. Bernstein 
tax. To fund, annual payments 
under the settlement, cigarette prices 
will rise, within a'few years'by about 80 
cents a pack. So smokers are losers (un­
less they stop smoking). Nobody knows 
how many win qUit, but it won't be 
enough to offset the rise in prices. 
Rough guess: prices up 40%, smoking 
down 15'k. That works out to SI.2 billion 

I 
a year in tost profits. Throw in interest 
charges on the big payment that wilI'.be 
due upfroni, and manufacturers are out 
some $2 billion in yearly profits. . .•. 

However; with tobacco barred from 

l 
billboards and sporting events .and re­
stricted elsewhere, the industry's 56 
billion marketing budget will plum· 
met-as it did when tobacco was kicked 
off the airwaves. Suppose it drops 30'1<, 

say, Johnson & Johnson that it could 
raise its return by diversifying into to­
bacco. _ Fear of liability and social op-~ 
probrium act as a protective shi~ld 
against new entrants. : 

. Normany, when there are limited 
suppliers for a product perceived as 
necessary, such as electric power, the 
government holds down prices. But . 
that would stimulate demand. So tOhaC] 
co is unregulated· in price, addictive 
and insulated from new competition. In 
business,'it doesn't get any better. 

Philip Morris, the biggest company, 
has free cash flow of close to $7 bil­
lion-about equal to its annual settle­
ment bill from 2002 to eternity. IOn an 
aftertax basis, the bill is·smaner.) That 

Sixty percent of the under-iS 
inhalation set usually buy 

their own. By comparison, it's· pretty 
tough for a ·14-year-old to order a dry 
martini. Cigarette vendors, like bar­
tenders, now will be encouraged to fear 
loss-of-license and jail time. 

Expect less from programs to 
nance would-be quitters (you 
want to for yourself) and to pui~iCIz.~., 
the non-news that smoking 
sports can sen a 5150 rubber shoe, it 
can sen a pack of smokes. Ending the 
tie-ins is a good idea. 

courts, where results are 
ought to th1nk about that. 
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