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I 	 June 26, 1997 
I 

MEMORANDUM TO: 	 DEPUTY SECRET ~RY SUMMERS 

I 	 c ("J'"
FROM: 	 JONATHAN GRUBJi:R >\..: 


Deputy Assistant Secretary (Economic Policy) 

, 

KARL SCHOLZ ,}I.~.) 

Deputy Assistant Stcretary (Tax Policy) 


NEAL WOL~N~ I 

Deputy Genera] Courtsel 


; : 

RE: 	 Tobacco Settlement ; 

: 
This memo lays out what we see as the central issue~ for an economic evaluation of the tobacco 

, settlement. We are interested in your reactions alonglthree dimensions:, 

I 
• 	 Docs this represent the appropriate set of questions? 
• 	 What is your sense of priorities across these questions? 
• 	 To what extent should our internal Treasury tinalysis move ahead ofthe interagency 


process that is addressing these questions? 




, What is the'couilterfactual? 	 i 
I 

The central question for eval uating this settle~ent isl a detailed understanding of the 
counterfactual: what would the world be like withouta tobacco settlement? How much would 
the tobacco companies lose in this alternative world,! and how much does the rest of society gain? 
This establishes the '"threat point" of each ofthe parties to this settlement, and thereby the 
mutually acceptable range of agreement. This ca1cul,ation consists of a number of components, 
some easier to compute than others. A'number ofth~se questions require probabilistic answers, 
both in terms of the economics and the p'olitics: I , I 

• 	 What would happen to FDA re~ulatjon of ciJarettes in the absence of a deal, and what 

would that imply for cigarette sales/profits? I ' , 


• 	 How much could we raise through cigarette thxation in the absence of a deal, and what 
would that imply for sales/profits? 	 I , 

- what is the political will for a tobacto tax rise instead? 
- docs the settlement "crowd out" a tobacco tax increase? 
- docs acollapse of the s,ettlement make it hard to immediately raise taxes? 

• 	 What would he the net litigation costs to the ~obacco companies and to the rest of society 
in the absence of a deal? i 

• 	 What would happen to smoking in the absende of a deal. and what are the associated 
costs? 


- youth and adult tobacco use 

- pub I ic health costs 


i 

What is the cost ·()f the settlement to the companies? 
I 

• 	 Compute after~tax payment amount 
1 

• 	 Compute posl-settlement profit stream 
I 

, I 
What are the gains to settlement for the government? 

I 
• 	 Compute net payments from tob,acco settlement, incorporating tax deductibility, and 

"leakage" from ,existing excise taxation as prices rise 
- Divide these net payments into feder~l and state/local components 

• 	 Compute dfects on social insurance programs - SS, Medicare, Medicaid 
I 

Market based analysis of the settlement 

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

•
• 

, , 



- what about other res~.ctions on en~ through advertising/marketing rules? 
, 	 .~ 

• 
Concerns about parameters of the deal 

I 

Tax Issues 	
t 

• 	 Should the settlement be tax de~uctible? • ' , 
• 	 Are there sufficient protections:against foreign spinoffs to avoid profit taxation? 

. I 

TargC?ting & Penalties 
• 	 What is the correct share of inqemental profits that should be retained by tobacco 


companies (currently 75%)? 


• Should the lookback provisions apply company by company? 


• What is the correct rule for determining future stream of payments - e.g. to what units 

should payments be tied,;and how? I 

- if you tic to unit sales, ;incentives to !increase tar 
- i ryou tie just to cigarettes, incentiv~s to move to other forms of smoking (roll
yOUf-DWl1 or little cigars) ,I . 

• Are the look back penalties (roughly $80 million for each percentage point shortfall of 

youth smoking target, with cap of $2 billion) large enough, relative to stream of future 

profits lost from reduced youth smoking? 


• What doc:; state experience teach us about the most effective means of reducing youth 

smoking. and is that,reflected in the paramet~rs of the deal? ' 


• Implications of using a quota, auctioned off across companies, rather than a tax? 

, I ' 

Spillover effects 	 I ' 
• 	 Concerns about other sectors: ' 


- advertising 

.; vending 

- sporting events 

- retail 

- hospitality 


• 	 EfJect on farmers 
• 	 Effect on .labnr demand - employment and w~ges 


- tobacco directly (lots of "good jobs") 

- other sectors indirect1y' . 


• 	 Smoking cessation sector will b¢riefit - tobac~o company ownership issues? 
; I 

Other issues.· : . . I . 
• Why should we preclude future class action suits? 

. • Should we ignore the rest of the world? 



• Are we tough enough/too tough on envjronmental (second-hand smoke) issues? 
• Why are (effectively) tax dollars going to pa~ the costof plaintiffs' attorneys? 

Distribution of spending of settlement dollars 
I 

Should we diversify beyond kids health? I• 	
I 

• Should we compensate smokers who die bef9re 65? 

• Should we finance buy-in to Medicare (tied to smoking because benefits those who don't 
live until Medicare eligibility age) I. . . . 

• Should the federal government insist on 570/6 (federal Medicaid share) of the non
earmarked dollars (dollars not going to liability fund, smoking cessation, etc.)? (EP) 

. ! 
I 

Make contact with'outside experts 	 I 
! 
I 

• Establish appropriate academic and other expert contacts to draw upon as we carry out 
analysi~ 	 I 

- Jeremy Bulow already contacted' ' 
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MEMORANDUM FOR DEPUTY SECRETAR\j ,SUMMERS 

FROM: 	 I\i
l fd'DONALD LUBICK ~tL. "r). 


ACTING ASSISTANT ~E ETARY (TAX POLICY) 


SUBJECT: Tax Issues in Tobacco S~ttlement 
I: 

i 
, 'I 	 ' 

Under Title V J, Part D of the tobacco settlerrl~nt, it is contemplated that Congress would 
enact legislation to the following effect:' ' 

All payments pursuant to this Agreement (ini:~/Jding those pursuant to Title II [relating to 
financial penalties tor failure to reduce tobac 0 use byminorsj) shall be deemed ordinary 
and necessary business expenses for the yearf payment, and no part thereof is either in 
settlement of an actual or potential liability f( Ja fine or penalty (civil or criminal) or the 
cost of a tangible or intangible asset. . ' I ' 

As discussed in detail below, this provision woulq !notclearly result in a different tax treatment 
of the: settlement payments than would appertain ynder current law. Further, to seek 
legislation to prevent the deduction of these payme1nts would be inconsistent with prior publicly 
stated positions of the Office of Tax Policy. ' ! ' ., I 

: I 
,I 

A. 	 Current Lav\!: i I 

i 


No provision of current law would clearly pr~lude the tobacco companies from claiming 
a tax deduction for the settlement payments. Seclji~n 162(a) of the Internal Revenue Code 
allows a deduction for ordinary and necessary bu~ipess expenses. Amounts paid as 
compensatory or punitive damages are deductibleiif the acts giving rise to the litigation were 

, I 

performed in the ordinary course of the raxpayer)ibusiness. Moreover, there is no general 
principle that would deny a deduction on the basi~ lof public policy (although there are . 
deductions disallowed by statute for this reason). IPenalties paid to a government, however, 
generally are not deductible. ' There is no qUestiol~ltha,t the tobacco companies are carrying on 
a trade or busine:ss. Thus, rhe payments to be rna e under the settlement would meet the 

I 

rhresl10ld test for ~eduction unless they represent 	 'enalties paid to a government. 

It is unlikely [hat [he tobacco companies woullfJ be treated ullder current law as paying 
penalties under the settlement. IRS regulations p~~vide that any amount representing attorney 
fees or compensatory damages, even if paid to a government, do not constitute a fine or 
penalty. Moreover, it does not appear the tobacc~ companies have been charged with 
violating a law tor which a fine or penalty could t~ imposed (although that should be ' 
confirmed). The various amounts paid to the fedl tal and state governments have not been 

I ' 
, 	 I 

11 	 . 
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I 
, 

designated as fines or penalties and are intended to ~ompensate the governments for health
related costs incurred as the result of using tobaccolproducts. Thus, unless these payments 
represent capital expenditures, they should be deductible in ·the year paid or incurred. 

Taxpayers cannot claim deductions for capital ~xpenditures. These include expenditures 
that result in the creation of an asset (whether tangiple or intangible) having a useful life 
extending substantially beyond the close of the taxa~le year. In INDOPCO, Inc. v. 
Commissioner, 503 U.S. 79 (1992), the Supreme Gourt stated, however, that the mere 
presence of some future benefit (particularly a speculative future benefit) is not sufficient to 

. I 

require capitalization of the expenditu~e. 	 I 
, 
I 

The payments provided for under. the settlemerH compensate various parties for the 
consequences of the prior manufacture and sale of tobacco products, a fact that would support 
current deduction. However, the tobacco compani~s also get some future benefits, including 
limited protection from further litigation, the apparfnt ability to generate additional revenues to 
pay the costs of the settlement, and relative certainty that the profitable manufacture and sale 
of tobacco products may be continued. The propoied legislation, if enacted, would preclude 

. 	 I 

the Service from raising a capitalization issue. 

B. 	 Prior Treasury Position 

Taking a position contrary to the settlement, <l?d in favor of legislation to deny a 
deduction of all or a portion of the settlement paYlIients, might be viewed as contrary to the 
position taken. by a prior Administration. I 

I 

! 
After the Exxon Valdez oil spill incident, Exxon settled its liability to the United States by 

the payment of approximately $1 billion, only $25 ImiJlion of which was specifically 
designated as a criminal penalty. Bills were introd~ced in Congress that would have 
disallowed deductions for environmental c1ean-up~,.! On June 21,1989, Kenneth W. Gideon, 
then Assistant Secretary (Tax Policy) 'in the Bush Administration, testified that disallowing 
these deductions would violate a fundamental prjoc,iple of business taxation. 

cc: 	 Gruber 
Wolin 
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DEPARTMENT OF THE' TREASURY 
WASHINGTON, D.c.120220, 

I 
September 9,:1997 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

rrn'!{~ •.., ~", 
FROM: 	 Jonathan Gruber I' 

Deputy Assistant Secretary for Economic Policy 

I 
SUBJECT: 	 Tobacco Settlement Analy:sis 

i 
Economic Policy has been working closely with the Council of Economic Advisers 

(CEA), the Office of Management and Budget, (OM~). and Bruce Reed of the White House to 
analyze the proposed Tobacco Settlement as negotiated by state Attorneys General and the major 

I 	 • 

firms of the tobacco industry. Accompanying this memo are several key analyses and sets of 
projections relating to the proposed settlement and various options for reforming the settlement. 
Summaries of those analyses follow. I . 

I 

i 
Economic Analysis of the Tobacco Settlement 

Tobacco fiims appear to have struck a favorable deal in the settlement. They have agreed 
to various marketing restrictions and to make what appear to be substantial up-front and annual 
payments in exchange for complete legal relief from Flass action lawsuits and individual punitive 
awards. Consumets, rather than the firms, likely would bear most of the burden of the penalty 
payments as they are now structured. Wall Street an~lysts consider the settlement to be quite 
favorable for the firms, rating the major tobacco firm:s as likely to outperform the broad market. 

The analysils examines the mechanics of the s~ttlement and the effects on consumers, 
industry, and government, as well as addressing mar~et reactions, incentive issues, and 
macroeconomic and sectoral issues. The analysis concludes by addressing various tensions in 
evaluating the settlement (such as the tension betweer collecting penalties vs. rewarding a 
reduction in smoking) along with various policy options. 

Cigarette Consumption and Adult and Teen Particip~tion Projections 
I 
i 

In response: to initial requests from the WhitelHouse, we made projections of the 
se.ttlement's likely effects on cigarette prices and sal~s (number of packs), as well as the number 
of adult and underage teen smokers. These projectiops went through a number of revisions as we 
more carefully examined the likely responses of smokers' behavior to changes in prices; an 
earlier, preliminary version of the projections. which showed larger effects was somehow released 
to the Washington Post and discussed in an article. ~. . 

I 
I 

. Several aW:rnative projections are shown: a pre.Balanced.Budget Act (BBA) projection; 
a "Current Law" projection that includes the Federalicigarette excise tax increase of the BBA; an 

I 
! 
I 



2 
. I 

"Agreement" projection which as~umes the credit ptovision of the BBA applies; and an 
"Agreement + Offset" projection that assumes that the BBA excise tax credit effect is completely 
offset by higher penalty paymentsl. . I 

Ii' 
The projections show that the price increases from the "Agreement + Offset" case would 

lead to about a 15 % reduction in ~igarette sales rel4tive to the current law projection by 2003. 
The number of adult smokers would decline by about 10 % and the number of underage teen 

I I 
smokers would fall by about 22 o/ci. 

, I 

These projections and the inethodology employed in making them were shared with 
OMB for use in making their proj~ctions of paymerhs and budget effects. 

i 


. . kS! I
ReVISIng the Youth Look-Bacurcharge 
I 

I 

The proposed settlement contains a "Iook-b~ck" provision with the stated purpose of 
providing incentives to tobacco fitms to achieve "dtamatic and immediate reductions in the 
number of underage consumers of tobacco products." Tobacco firms would have to pay a . 
surcharge if teen use-reduction tru;getsare not met. lOur current price and use projections indicate 
that the reduction targets would not be met. I 

The analysis addresses a n~mb.er ofpotentiJI problems and suggested changes for the 
, I 

youth look-back surcharge including: the penalty i$ of insufficient size and should be increased; 
the penalty payment should not be subject to an a.nri.ual cap; fines should be l~vied on a firm-by-

I I 

firm basis; surcharge payments s~ould be treated ~ a fine or penalty for tax purposes; the partial 
abatement provision should be rn<"dified; the penalty could be made to cost more as youth use 
levels exceeded the target by greater amounts. (OMB is in. the process of making estimates that 
include various versions of these proposals.) i I 

, 
I I 

OMB Projection:; for Various Alt~rnatiyes I 
i
I 

i 

OMB recently has made p'rojections for various alternatives for the proposed settlement. 
OMB's Base Case assumes that the BBA excise trut credit provision is repealed and the ) 
settlement is implemented as in trye agreement (effdrts are already being made in Congressjo 
repeal the credit). OMB also exainined converting ,the volume adjustment to an increasing excise 
tax that offsets the volume decline (Correct Volume Adjustment); raising base penalty payments 
to attain net industry payments of$lObillion (real)i in 2003 (Restore Gov't Share); a net $15 
billion payments (real) in 2008 edse; increasing paYments with GDP growth; and a triple youth 

I I
surcharge case. 

I 
, 

I
I 

I I 

Two summary tables are provided along wi~h more detailed tables for each case. The 
first summary table shows a comparison by payment periods for (I) Net Industry Payments (after 
adjustments and credits); (2) Net !\.dditional Receil?ts (which accounts for tax offsets and excise 
tax reductions); and, (3) Total Potential Uses (required distributions of funds plus potential 

. I I I 

i 
I 

I 

I 



3 
I 

additional Federal Medicaid expo~ure). The seconq summary table was provided by OMB to 
accompany the d,etailed projection tables. 

! 	
I 

• 	 Lines 1 and 2 of the first spmmary table sho;W that converting from using the volume 
adjustment of the settlement to a rising excise tax equivalent has only a small effect on 
net payments and uses. I i 

: 	 I 

• 	 . In contrast, line 3 shows t~at increasing the base annual payments so as to assure that net 
real industry payments are; $10 billion in re~l terms-in 2003 has dramatic effects, 
increasing net payments and receipts by 50%, and leading to a rough balance between net 
additional receipts and tot~l potential uses. An even larger effect on net payments and 
uses is shown in line 4, for the case ofhavirig annual payments raised high enough, to 

, assure $15 billion net receipts in 2008. ! 	 '. 

. i 	 i 

• 	 Line 5 shows that the case
l 
ofincreasing payments with GDP also leads to a significant 

increase in receipts relativ~ to base, but a surge in potential uses as well; a similar result 
exists for the triple youth surcharge case ($240 billion per percentage point of excess teen 

I 	 . 

, smoking), although poten~ial uses are even higher relative to net receipts. . , , 
, ' 
I 
I 



August 22, 1997 

An Econoinic Analysis of the Tobacco Sett~.' -lent 
. 	 I 

I. Overview 
, 
I I 

The tobacco settlement marks an: implicit acknowledgment by the major tobacco manufacturing 
companies that the tide of history pas turned against lthem. Nevertheless, they appear to have struck 
a quite favorable settlement. . ~ ~ . 

. 	 I·
I 

• 	 They have been relieved ofsubstantial financial uncertainty and potential financial ruin from 
an endless stream of individual and class action lawsuits-they no longer have to fear being 
"Johns-Manvilled". I i 

• 	 Although they are required to make substanti:al annual payments, they are expected to collect 
those payments from smokers in the form of higher prices-the payments do not come out 
.of their bottom line. Indecld, they are encourkged to work together to achieve this goal. The 

, 	 I 

small fixed payments mandated by the settlement amount to only slight(v more than one 
year 's profits for the indu~try. I 

,I 
I 	 , 

• 	 This and other collusion-f*cilitating aspects of the settlement, such as the ban on advertising 
" and restrictions on entry, will probably lead t6 a consolidation ofmarket power and will most 
likely make the major tobacco manufacturerS far better off financially than they would be in 
the absence of a settlemedt. i . 

! 	 i 

• 	 The benefits to the industry from this settlement are reflected in Wall Street's reaction, which 
has heen very positive: to~acco companies, ~ho had been expected to see a discount in their 
future prices of up to one-(hird, are now exp~cted to perform as well as the market generally. 

! 	 i 
I 

The settlement tries to achieve multiple, sometimes conflicting objectives, including discouraging 
smoking, punishing the tobacco industry for past behavior, and encouraging better behavior by the 
industry. i 

I 

A key question for consideratidn is whether thel right balance has been struck among these 
ohjecth·cs. 

. . 	 I 

• 	 The current settlement offers very valuable iI'tsurance to the tobacco industry at what appears 
to be. relatively little cost, allows them to ~ollect their penalty payments through higher 
prices. and· facilitates collhsion. I 

• 	 A restructuring ofthe settl~ment that shifted bore of the financial burden onto the companies 
could also increase the public monies available to pursue desirable public health objectives. 

I I 	 . 

I 	 I 

• 	 That is, if there are subst<iI;Jtial rents to the tobacco industry from this settlement, they should 
be willing to agree to eveq steeper public he?lth benefits than are currently envisioned in the 
parameters of the settlem~nt. 



I 

II. Mechanics of the Settlement 
I 

, 
I 

The industry payment is structurdd to function like!an excise tax on tobacco products. 
, 

• 	 Apart from an initial payfuent of $10 billidn, the actUal industry payment will depend on 
industry sales. The settlement lays out a s~hedule of base payments, which begin at $8.5 
billion in the first year, b~tquickly ramp up to $15 billion a year in perpetuity. 

• 	 This dependence on quant;ity sold makes th~payment function like an excise tax. Applied 
to all tobacco products, th~ excise tax equiva)ent ofa $15. billion payment is about 58 cents; 
applied just to cigarettes it is about 62 cerit~. 

! 

• 	 The settlement calls for the payment to be reflected in the price of tobacco products but it 
does not prescribe a preci~e formula for ho~ this should be done. . ' 

f 	 : 

In addition to the: quantity adjus~ent, the settlement calls for what amounts ,to an excess profits tax 
of 25 percent: th{: quantity adjustrrient is reduced by 25% of the increase in profits over the base year. 

. I . I 

There is also a youth smoking "160kback" penalty.: That penalty is considered in more detail in a 
separate memo prepared by Tre~ury. ' 

I 

i 	 ' 

III. Effects of the Settlement on' Consumers, tbe1lndustry, and tbe Government 
! 	 ! 

Statistical c\idence suggests that the demand for cig~ettes is inelastic, with an elasticity ofdemand 
among adults of -0.47. Teenagers~ which represent ~bout 7 percent of smokers (but consume fewer 
packs than adults), appear to be rriore responsive to; price than adults. 

I 	 ; . 

Irthe volume adjusted payments Were passed on to ~onsumers on a I-for-l basis, the average price 
orcigarettes \\'ou Id rise from about $1.90 to $2.50 per pack, and overall cigarette consumption would 
Jecline by ahout 15 percent within' 5 years compared! with what consumption would be under current 
law (smoking has been declining at about a half percent per year in recent years independent ofprice 
changes). ! I 

I 	 , 

The number of adult smok'ers would decline iby about 1 0%, and the number of teen smokers 
, 	 I 

would fall by about 20%,Jor a decline of 800,000 teen smokers 

.! 	 I 
• 	 These nllmhers are described in more detail in the Appendix to this paper, which presents 

detai led time paths of cig~rette consumptioll and the number of adult and youth smokers. 

• 	 This would amount to la regressive taXi increase on consumers, since smokers are 
disproportionately low inyome I 

iI. 	 I 
, 	 I 

At the same time, this settlement ,places relative~y little burden 011 the companies , , 

i I . 
• 	 The jixed payment of$1O billion represents only about 14 months of pre-tax profits of the 

tobacco industry! 
I 

I f 

2 



I. 	 . 
• 	 The fact that the market for smoking is shrinking through this price increase does lower 

profits, but this is largely bffset by reducedbxpenditures on advertising and legal fees. 

Our analysis suggests that, overall~ the reduction thiJ settlement will imply at most ci J0% fall in the 
profits oftobacco companies by t~e fifth year of th~ agreement 

I 

This computation assumes only aone-far-one pas~ through to prices. But antitrust experts have 
raised concerns that the settlement'will strengthen the market power of the signers and may lead to 
the price rising by more than the ~xcise-tax equivalf!nt ofthe industry payment. . . 

I 	 . 

• 	 To the extent that the settl~ment facilitates c60perative price fixing (it has language calling 
for an antitrust exemption), discourages enfry, reduces advertising which largely leads to 
brand substitution and not new smoking, an~ raises the costs ofoutput expansion, it could 

. 	 I 

lead to price increases greater than the excis~4ax equivalent of th'e industry payment. 
! 

• 	 A greater··than-l-for-l pass through·ofthe industry payment could actually lead to a rise in 
industry profits, which wi~l be incrementall~ taxed at only 25% by this settlement. . 

I 	 I· . 
.' 	 . ! 

From the government's perspective, the revenues from this settlement are much lower than the 
statutory stream ofpayments, due to offsets to other (excise and income) taxes and payments for civil 
suits . 

I
i 
I 
I 

I 	 : " 

• 	 The OMB estimates that, by the fifth year of,the settlement (2003), the federal goveinment 
will only collect about $7.f ofthe $15 billion in statutory payments 

I 

Th us. the breakdown of payments! in that year is: 

Statutory: S15 billion 
Volume adjusted: S12.3 billion 
Share borne by tobacco companies: SO.7 billion 
Share borne bv consumers: . • I $11.6 billion 
Net Federal revenues: I $7.5 billion, 

i . 
I . I • 

Tills fuhle lughligllls two keyfeatuf;es ofthe settleme,it: if raises less money than envisioned. and it 
raises almost all ofthat money frO,m consumers. 

IV. Wall Street reaction 
I 
I 

I 

Wall Street financ:ial analysts generally view the settlement as quite favorable to the industry. Major 
analysts expect tobacco stocks to perform well, primarily because the substantial reduction in 
uncertainty about litigation removes the heavy discqunt for risk. 

. ! 	 I 

• Over the past few' years tobacco stocks hdve fluctuated in response to changes in the 
litigation outlook.: i 

3 




• When settlement talks w~re announced Aptil 16, tobacco stocks jumped sharply. 
, 	 ! 

• 	 Since that tic .... , 18 analysts have made anno~cements to confirm or raise recommendations 
to buy, one con finned a fairly low rating, ahd 3 recommended cut. 

I 

The key to Wall Street analysts ,positive receptioJ appears to be the reduced risk ofbankruptcy 
offered by the s€'Ulement in its presentform. ! 

• 	 For this reason they expec:t that the ratio of ~hare price to earnings to rise from a discount of 
one-quaner to one-third off the average for the equity market to parity or near parity. 
Earnings per share are, hoi.vever, expected t6 fall modestly as the initial payment is absorbed 
and the industry adjusts t9 rising prices. I 

I 
To illustrate what might happen, consider the dominant finn Phillip Morris. 

• 	 1 

• 	 It is cUIT,ently trading at about 16 times ea.rhings and has a market valuation of about $100 ' 
billion. 

• 	 If earnings fell 10 percent: but the price-earryings ratio rose to 20 ( a little below the current 
stock market average), th~ value ofPhillip t10rris stock would rise to $112.5 billion (Pnew = 
(20/16)*(9/10)*Po'd)' ' 

• 	 Thus, (he value ofPhillip Morris' stock would rise by $1?5 billion, more than (he entire $J 0 
hillioll initial payment du~ from the industry. 

V. Other incentive considerations 

The settlement creates reduced irlcentives to devel~p "less hazardous" tobacco products 

• 	 The settlement hopes to e~courage the develbpment of less hazardous products by requiring 
full disclosure of such products and requiAng manufacturers to license them to others at 
"commercially reasonabl6" fees. ' 

I 	 'I 

• 	 But a system of forced disclosure and mand~tory licensing reduces the incentive to innovate 
. I 	 \ 

compared with a palent system. I 
I 	 I 

• 	 To the extent that all the information needed to develop less hazardous products has already 
been developed, disclosure and licensing fiave the beneficial effect of encouraging rapid , 	 , 
dissemination of that kno~ledge. 

I 
I 

• 	 . But they can have a chilling effect on the 'development of new knowledge: if companies 
think they will have to disclose R&D results prematurely or will have to share most of the 

, 	 I 

benefits of their R&D efforts with other ,companies, they will invest less than if they
I 	 I 

expecteClto be able to appropriate more oflhe benefits for themselves. 

• This subject is discussed tn more detail in ~ separate memo. 
, 	 i , 



I 
1 

i 
I 

The settlement t~mbodies some perverse incentive~ with respect to lawsuits 
. 	 I I . 

• 	 The Agreement would e·liminate class-ac~on suits and punitive damages for past hann. 
Individuals could still su~ for damages (just not punitive damages), and 80 percent of any

I 	 . . 

awards in these suits would be paid from the Settlement Fund (subject to an annual limit, 
excess claims are carried:over to the next year). 

i 	 ' 
• 	 This means that the industry has little incehtive to fight these cases and that the States and 

the Federal government- who are the residual claimants to the Settlement Fund-would be
i 

in the peculiar position o(not necessarily w~ting to see the funds exhausted by private suits. 
, 	 I 

Lawyers may receive a disproportionate share oftre settlement funds 
, ' 


. I 


• 	 We do not know specific~lly what agreements attorneys have with States for payment, but 
many may have contingency agreements; which could give them up to a third of the 
settlement (how this wou'ld work in practic:e is not clear). 

. 	 , 

• 	 Similarly. under Medicajd statute, the St*tes are allowed to deduct reasonable costs of 
litigation up to 50 percent of the settlement before splitting it with the Federal government. 

, 	 I 

" 	 IVI. Macroeconomic and sectoral impacts I 
I 

Employment in the tobacco man~facturing industry:accounts for less than 50,000 jobs, which is less 
than one-half of the monthly job 'growth generated: by the U.S. economy over the past year 

~ I· 	 . , 	 ,
,I 	 . 

What happens to tobacco manufafturing does, how~ver. affect both upstream (tobacco growers) and 
downstream (wholesalers and refailers) industries.i 

. 	 I 
I 

• 	 About 125,000 farms grow tobacco, but many engage in the production of other products as 
weI L Lost sales due to a 160 cent increase in the price of cigarettes would amount to about 
S885 per farm, on a tobacco crop worth an iaverage of $18,000 per farm. 

~ . 	 I I 

• 	 Any employment effects:of changes in the: tobacco industry would be concentrated in the 
Southeast tobacco region; of the country. i 

: 	 i 
• 	 One study estimates that this industry w*, responsible. directly or indirectly, for about 

300,000 Jobs in 1993. This settlement wilt', at most, reduce the firms' domestic market by 
less than one-quarter, and Ileave unaffected their growing international market. Moreover, 
there will be job growth elsewhere in respon~e. for example in the development ofalternative 
nicotine delivery systems.: ' 

I I 
So the effects on jobs, both in industry and on farms. will be very small. 

I 	 ' 

I 	 ! 
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VII. Tensions in Evaluating the Settlement 
I 

The financial centerpiece of the tobacco settlement is the $368.5 b:;·)n (over 25 years) industry 
payment. But a number of consi~erations suggest ~hat this payment'is inadequate: 

, 	 . 

• 	 The $10 billion lump sum payment to be paid when the statUte is. signed is substantially 
smaller than the expected gain in the stock rrlarket value ofthe companies once the threat of 
bankrupting litigation is removed. : 

I 	 i 

• 	 Industry profits will increake as a result oft~e settlement tothe extent that the already tight 
oligopoly structure ofthe industry is strengthened and the actual price increases exceed those 

I 	 I 

required to pass the annual paJ:11lents through to prices. 
I 

• 	 The actual annual payme~ts will be substantially smaller than their $15 billion face value, 
to the extent that price in~reases and an underlying declining trend lead to less smoking, . 
which in tum will reduce Ithe payment through the quantity adjustment mechanism. This 
reduction will be larger ifcompanies raise prices more than the required pass-through. 

, 
• 	 Even the volume adjusted payments are much larger than the net receipts to the government, 

due to offsets to other excise and income tax receipts and the costs to the government of a . 
, 	 I 

rise in the: CPI. 

I 	 . 

• 	 Although the annual payments are adjusted for general price inflation, many of the programs 
, ,I 	 . 

that may be funded are health and entitlement programs that have traditionally experienced 
I 	 I 

rates of cost growth far in excess of overall inflation rates. Even non-entitlement spending 
can he expected to grow in real tenns. As ~ result, the ability ofthe industry payments to 
fund entitlement programslwill shrink due t~ reduced purchasing power. 

, 	 I 
i 

• 	 The just-completed halanced budget legislation contains a provision that allows companies 
to credit the increase in the Federal excise ta:x on cigarettes against any required payments 
from the tohacco settlement. i 

~ 	 : 
Moreover, not only does the settlement raise less mo~ey than initially promised, it raises this money 
primarif\'from continuing smoker$ rather than from, the tobacco companies~ 

I 
I 

Nevertheless, any consideration o,f how to change ~he settlement must confront several tensions 
amonl.! several. ollen conflicting, policy objectives: ' 

~ 	 I 

• 	 discouraging smoking I 
I 

I 

• funding public health initiatives \ 
• punishing the tobacc'o ind~stry for past beha~ior 
• 	 encouraging better future ~ehavior ! 

I 

The tension' between collecting money from the cOrrlpanies and discouraging smoking 
, 	 i I 

Where the objective is to collect m<;mey from the c0nlPanies (as compensation for past behavior, for 
• 	 I , 
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I . 	 I 
I 

I 

. 	 I 
example), a fixed payment is th~ best approach. IThis is because companies' pricing and output 
decisions should be the same irrespective ofany fixed payment. In other words, a fixed payment will 
come out of a company's bottom :line and affect its ~hare price and earnings, but it will not trat:, ' ~ate 
into higher prices for cigarettes and other tobacco products. 

I 	 ! 

But this point highlights the tension with another go;al of the settlement: discouraging smoking. The 
alternative to a fixed payment is~a per-pack payment, which is achieved by volume adjusting the 
stream of payments. This appr9ach approxim'ates an excise tax, and as such is directly passed 
through to the price ofcigarettes with the resultant ~ec1ine in smoking. But such an approach puts 
the burden on continuing smokers (and possibly m4t"ginal tobacco companies) rather than on large 
and profitable companies; since the payments are passed on to consumers, with constant marginal 
costs there is relatively little effect on the companies' bottom line. Moreover, the industry could 
become more co llusive, which would raise profits.: 

! I 
This tension speaks to the bargaining strategy with the tobacco companies. Each dollar of fixed 
payments buys less public health benefits, but is m~ch more painful to the companies themselves. 
This suggests that the ultimate bargain may not appreciably raise the fixed payments, but that the 
threat of higher fixed payments is an important negotiating tool along the way. 

I I 


: I j 


The tension between adequate funding and rewardihg smoking declines 
, 	 I 

I . 	 , 

The current stream ofpayments e~visioned by the s~ttlement will decline over time, as noted above .. 
But ifone objective ofthe settlement is to provide adequate funding for public health programs (such 
as children's health initiatives), t~e payment should: rise over time in line with the needs and costs '. 
of such programs. This could be accomplished, for~example, by removing the volume adjustment 
and increasing the statutory payments by the health care CPI. 

I . 	 i 
. 	 I 

The problem with this approach, however, is that itlpenalizes efforts by the tobacco companies to 
lov,,'er smoking, because the per pack tax rises as volume falls (since the fixed payment is spread over 
fewer packs). That is, a non-volume adjusted payme~t has the unattractive feature that an innovation 

I 	 I 

that lowers smoking actually raises the tax per pack.; To the extent that the tobacco companies can 
control the level of smoking, this tYPe of approach would reduce their incentive to exert that control, 
because they would be penalized by a higher (effec~ive) excise tax. 

I 	 , 

, i 
The tension between higher prices and excess profits 

i ! 
rf the fears of the antitrust experts are realized and the settlement increases the market power of the 
parties to the settlement, prices cpuld go up by mo~re than the per-pack payment required by the 
settlement. This would have the desirable feature o~ discouraging smoking even more than would 
take place with a .one-for-one pass through. But it would have the unattractive feature that industry 
',\'ould become more collusive and ~ore profitable; itl may be a public relations disaster if the result 
of this settlement was a net incre~se in industry pr6fitability. Moreover, larger volume declines 
would lower the stream of payments available to fu~d public health programs. 

I 

, 	 I
I 

The .tension is therefore that we w~uld like prices t<{ rise, but not so much that profits go up. The 
ideal theoretical solution to this tension is an effective excess profits tax, and the settlement does 

: 	 I 
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contain a 25% excess profits tax:. But, as we note! below, this tax has a number of administrative 
difficulties. In the absence of such a tool, it may difficult to meet the requirement that prices rise, 
but not by too ITmch. ! " ! 

VIII. Policy O]!)tions , 

! I 

This analysis suggests that alternatives to the currbnt tobacco settlement should be considered in 
order to address inadequacies in the proposed industry payment structure. We consider below 

I 	 j 

several options for doing so, tak,ing into account the tensions among different policy objectives. 
These options assume that it is no~ politica11y realist~c to consider replacing the basic structure of the 
settlement with a Federal excise tax in the 50 cents '0 a dollar per pack range, the proceeds ofwhich 
would be distributed along the same lines as what Is contemplated for the industry payments. 

: 	 I 
We present five classes of options that can be use~ independently or in combination. A separate 
analysis by OMB will consider the budgetary impt'ications of each option. 

I " 

Option 1: Accept the industrY payment as corrently structured but restore the budget 
• : 	 I 

agreement excISe tax 	 I 

i 
I 

This option would call for either an explicit repeal of the provision in the balanced budget 
agreement, or for an increase thejbase payment bylthe real value of the Federal excise tax enacted 
in the budget agl'eement in order to restore the net revenues to the government. In effect this would 
undo the effect ofthe credit provision included at the last minute in the budget agreement. 

I , 
Pros: 	 I ) This restores th~ situation to the status qilo before the budget deal amendment. 

I 

2) This option allows us to take the high ro:ad on public health issues and not appear to be 
trying to be punitive tow¥d the industry. I 

1 

j 	 • 
Cons: 	 I) Doing this correctly actually leaves the topacco companies worse offthan ifthe provision 

had never been inserted. Since the tax lowers consumption, and therefore the net payments 
we receive, the statutory stream of payments must be set somewhat higher than the original 
deal envisioned. It is difficult to believe that in this situation the companies. would not 
simply support a repeal of this provision. ! 

I 

2) \\'c can probably do better. This is the leilst aggressive bargaining option. To the extent 
that we believe the settlerrient is a good deal! financially for the industry, it leaves money on 
the tab Ie and takes away: a potentially vah~able bargaining chip (the threat of requiring a 
larger payment). It may be a place to end up'with respect to the industry payment -- in return 
for other things we want +- but it is not the place to start. 

, 	 i 

Option 2: lncr(~ase the paymen't expected from the companies and their sbareholders. 

The settlement calls for an up-front lump-sum cash payment of $1 0 billion. But this is substantially 
smaller than the expected gain to the shareholders lin the tobacco companies from this settlement. 

I' 

8 



• 	 A rough ,calculation ofthose gains, based on: a conservative interpretation of the Wall Street 
reaction above, is $30 billion. , 

• 	 An altemative calculation is based on the ris~ in tobacco company market value ofabout $16 
billion 011 April 16th, when settlement talk~ were announced. 

Either approach suggests that we could substantially increase the fixed payment and still leave the ' 
companies much better off than they would have been in the absence of the deal. 

, 	 I 

,i 
Pros: 	 I) This explicitly recognizes the gains to companies and their shareholde~s from removing 

the risk of bankruptcy and enhancing collu:sion, and does not al10w them to profit from a 
jump in the value of stock ' , 

, i 
2) This increases the amount of money available from the settlement without raising the 
burden on continuing smokers (because it is a lump sum payment). 

, 	 I 
, 	 , 

Cons: 	 1) May be hard to sell, because stock market prices have returned to pre-deal levels (most 
likely due to uncertainty about the actual pr6spects of a deal), so that it involves comparing· 
company value to a projefted and uncertai~ future. 

, 
I 

2) This may 'not be passed through to prices and thereby discourages smoking less than 
increasing th~ volume adjusted payments. ! . 

. ! i 

Option 3: Increase their value of payments ov~r time to provide a more constant funding 
stream. , . 

. 	 , 

The settlement calls for annual payments that quickly rise to a face value of$15 billion per year but 
do not go higher (except for the inflation adjustment). Because quantity is expected to fall, however, 
the actual amount collected will b~ less than the fac~ value. Moreover, the purchasing power of the 
payments may h~ smaller still for the contemplated uses, the demands for which will grow at the rate 
of GOP or faster. ' 

As a result. the schedule of payments could be adjusted in any of three ways: 
i 

• 	 The volume adjustment c9uld be removed. ~ith payments adjusted by market share, there 
will still he some pass-through to price, although the pass-through is likely to be less than 
if the vo]ume adjustment ;is retained. : 

I 
• 	 The volume adjustment could be retained, bilt payments could rise over time in a proscribed 

manner to offset the expe~ted decline in vol41l1e. For example, the deal would announce that 
payments will rise steadily in real terms so:that they are roughly one-sixth larger by 2003. 
This would not undo the volume adjustment, since the rise would be determined initially, so 
that actual changes in volume would still affect p~yments on the margin. Thus, the payments 
would still be reflected in :prices, and theref~re lead to lower smoking. But it would at least 

. make the payments more:constant into the future. 
! 

I 
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• 	 In either case, the sched*le of payments cpuld be adjusted to rise at the rate of growth of 
nominal GDP, or the rat¢ of growth ofhea,th care costs. 

Pros: 	 1) This would increase tije funds availablel for public health and other purposes , 	 ' , 

2) This would make the funding stream more constant over time, making it more feasible to 
finance ,entitlement programs from this soo/ce. 

\ ' 

3) This could shift excess profits from co~panies to government (To the extentthat the 
settleme':nt facilitates industry collUSIon iliat results in higher prices and higher profits, a 
gradually rising annual payment could recapture these excess profits.) 

, 	 ! , 
I , 

Cons: 	 1) Removing the volume iadjustment woul~ penalize the industry for lowering smoking, in 
that the excise tax equiv~lent would rise as smoking falls. ' 

I, 	 , 
2) This could put an incre~ing burden on continuing smokers because the per-pack excise-
tax equivalent payment would go up in real terms over time. , . 

I 

3) The price could rise so high as to be counterproductive (past a certain point a higher 
payment per pack resultb in a lower total ~payment), but we do not know how much the 
payment could be increased before this wo~ld happen. 

4) Wou:ld increase the burden on and r~duce the competition from non-partIcIpating 
companies, who are required to post a bond ~qual to 150 percent oftheir share ofthe industry 
annual payment against potential liability payments (these escrowed funds carmot be 
reclaimed by the companfes for 35 years). 

Option 4: Assess and "excess revenues" tax 

The settlement currently contains: what is advertis~ as an excess profits tax equal to 25 percent of 
any increase in net operating profi~s (above base yeaflevels) from domestic sale of tobacco products. 
As noted above. this mechanism tries to reconcile Itne goals of facilitating price increases but not 
profit increases. But the excess profits solution to ~his tension has three problems: 

I 	 i 

T) It will be exceedingly complex to design and administer, given that it applies only to domestic 
tobacco profits of companies diversified both across products and nations. Companies should be 
readily able to divert activities to' hide any excess profits in the domestic tobacco line. 

, i 
I ' 
I 	 I 

ii) To the extent that companies can't hide potential profits, confiscatory tax rates provide incentives 
to undertake wasteful activities t~at lower profits, ~uch as excessive employee amenities. 

J 

iii) Including this option at all may lower the politic~l will to undertake the more serious options laid 
out above. which may more realistically capture thdsurplus of the tobacco companies that we know 
exists, relative to their uncertain future. We should not be excessively focused on profits relative 
to today's baseline; we should fJcus on the profits that they earn relative to the future of endless 
class-action suits. ' 

tOi 
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One alternative to the potentially: unworkable exce:ss profits tax is an "excess revenues" tax. This 
would tax the industry based on 111e difference between actual revenues and revenues forecast from 
a one-for-one pru;s-through ofthe per-pack payment! This is equivale..:.: :0 an ad valorem tariff with 
a fixed rebate (the payment would be: t[PQ - R*J ~ (tP)Q - tR*). 

I 	 1 

Pros: 	 1) Sales data are more readily available and less susceptible to manipUlation than profit data. 
I 

2) As with an excess profits tax, this ap~roach toes the line between supporting price 
increases, but not increas~sthat are too hig~.· . . 

i 
I 	 • 

Cons: 	 1) The fonnula does not reflect the fact that different companies have different profit margins 
ex-ante; nor does it accou.r\t for any changes ~n the industry cost structure. Thus, companies 
may still earn profits undet this system (if costs fall), leading to the potential problems that 
motivated the excess profit tax in the first place. 

, 	 I 
I 

2) To the extent that the cqst structure does change, then we might reduce the i~centive for 
productive (from a public health perspectiv~) price increases. . 
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. .,I 	 . August 21, 1997 

The attached tables show correctep projections for ~,. rUlths ofcigarette conswnption, ~<dult 


participation, anel teen participation under the tobacco settlement. The last two pages show 

various asswnpti,ons and data inp*ts used in the projections. 


, 	 I,'i 
The prices and dollar amounts used in making the projections were specified in 1998 dollars to 

help align with OMB estimating procedures. I' ' 


! . . I 

The use and participation estimates are now based on semi-logarithmic demand functions with 
the following approximate startin~ elasticities: cigJrette consumption, -0.47; adult participation, 
.0.26; teen participation, -0.7. The "arc" elasticitieJ (comparing changes relative to the . 
beginning price and use levels) as~ociated with thes~ demand functions decline slightly as the 
price increases. The cigarette conkumption and adult participation elasticities are smaller than 

I 	 ; 

the ones used in our initial estimates; that change occurred because a more thorough review of 
the economic literature and discus~ion with experts !indicated that the demand functions and . 
elasticities we are now using were: more appropriatd and reasonable. .. . . 

Some key price assumptions: pro~t per pack, cost Jer pack, and state excise taxes per pack were 
, assumed to rise, with inflation (staying constant inr~al tenns); Federal excise taxes were based' 
. on nominal values that did not chinge with inflatiori -- hence, over time the real value of the 
Federal excise ta~: is eroded under!the assumption of 3% inflation. This assumption is necessary 

. . I" I 	 Ito give proper 'current aw measyres. I 
I 

I ISeveral alternative projections are jpresented: 
i! 


Pre-BBA: Projection based o~ the outlook priOI! to the passage of the Balanced Budget Act. 

• 	 I ' 

Ii' 
; 

Current Law: 	 Projection that includes the Federal excise taxes for cigarettes from the BBA. 

Agreement: 	 Projection that inclLes the settlemJt penalties (with BBA credit) along with the 
lookback surcharge:for teen use level~ that would result under this projection. 

. 	 : i
I 	 . 

Agreement .;- Offset: I • 


Projection based on! the policy propoJal of offsetting the BBA credit provision. 
. ., 
including the additional fine required1to offset the volume effect on the total 

, pCila~ty payment (~rices include FE~ ofBBA, full per pack pena~ty, additional 
BEA credIt offset, and teen lookbacklsurcharge on a per pack basiS.) . 

. !,' I 

The final two columns in the table~ -- labeled "# deciline" and "% decline" -- show the number 
dccme and percentage decline of t~e the "Agreemen~ + Offset" projection relative to the "Current 
Law" projection. The declines areieven larger relatiVe to the pre-BBA projection. 

I ., 
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Agreement + offset 


Cigarette Consumption (mil. packs) -••-_•••••••_.............. compared to Current Law 


Pre·BBA Current Law Agreement Agrmnt + 'offset # decline % decline 


1995 

1996 24349 24349 24349 24349 0 0 

1997 24246 24246 24246 24246 
 0 0 

1998 24143 24143 24143 24143, 0 0 

1999 24039 24039 22242 22242 -1796 
 7 

2000 23934 23400 21944 21408 -1992 9 

2001 23828 23312 21451 20932 -2380 10 

2002 23722 22977 20873 20122 -2855 12 

2003 23615 22895 20076 19348 -3547 15 

2004 23507 22812 20304 19738 -3074 13 

2005 23400 22727 19888 19208 -3519 15 


--~-2006- - -23291------- -2264f-- -- 20016-- --- - -'1'9394 ---3-246--'-"" 
2007 23183 22554 19957 19336 -3218 14 

2008 23073 22465 19640 19048 -3417 15 

2009 22964 22376 19779 19202 -3175 14 

2010 22854 22286 19613 19059 ·3227 14 

2011 22744 22195 19565 19027 ·3168 14 

2012 - --- - 22634 22103-- 19452-- - -18933" -3170 14 

2013 22523 22010 19366 18863 -3147 14 

2014 22413 21917 19265 18780 -3137 14 

2015 22302 21823 19171 18702 -3121 14 

2016 22191 21728 '19074 18621 -3107 14 

2017 22080 21632 18976 18538 ' -3094 14 

2016 21969 21536 18877 18455 -3082 14 

2019 21857 21440 18779 18371 -3069 14 

2020 21746 21343 18681 18287 -3056 14 

2021 21635 21245 18583 18202 -3043 14 

2022 21524 21147 18483 18115 -3032 14 

2023 21413 21049 18383 18028 -3021 14 

2024 21302 20950 18282 17940 -3010 14 

2025 21191 20851 18182 17852 -2999 14 


~, 
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Agreement + offset 

Adult Smokers (millions) .......__....._---_........ compared to Current Law 

Pre-BBA Current law Agreement Agrmt + offset # decline % decline 


.........•-.-... 


1995 

1996 50.500 50.500 50.500 50.500 0.000 0 

1997 50.247 50.247 50.247 50.247 0.000 0 

1998 49.994 49.994 49.994 49.994 0.000 0 

1999 49.743 49.743 47.588 47.588 -2.155 
 4 

2000 49.492 48.853 47.079 46.414 -2.439 
 5 
2001 49.242 48.618 46.324 45.669 -2.950 6 
2002 48.993 48.083 45.447 44.479 -3.604 7 
2003 48.745 47.856 44.268 43.309 -4.547 10 
2004 48.498 47.630 44.424 43.682 -3.949 8 
2005 48.252 47.404 43.730 42.823 -4.582 10 

--- -- ..... -2006 ··--·48.007 ·---47.179·---43.761--- 42.931-- . ·---4.247 9 - ._._.. -._._.-. 
2007 47.763 46.954 43.545 42.710 -4.244 9 
2008 47.519 46.730 42.977 42.173 -4.557 10 
2009 47.277 46.506 43.035 ,42.250 ·4.256 9 

2010 47.036 46.283 42.677 41.916 -4.366 9 

2011 46.796 46.060 42.483 41.740 . -4.320 9 

2012 46.557 45.838--.- 42..198-- 4.1.417 . -- -4.361 10 - ----.. ---- --
2013 46.319 45.617 41.953 41.251 -4.366 10 
2014 46.082 45.396 41.689 41.006 ·4.390 10 
2015 45.846 45.176 41.434 40.770 -4.405 10 
2016 45.612 44.956 41.176 40.531 -4.426 10 
2017 45.378 44.738 40.918 40.290 -4.447 10 
~t:'lA.ft A ... ,eor,,1';\. AI"\, ,...,... A 

'UIO 45.145 "t"t.i:I'::U ,+U:OOI 40.050 -4.469 iO 

2019 44.914 44.302 40.404 39.810 -4.492 10 

2020 44.683 44.086 40.147 39.570 -4.516 10 

2021 44.454 43.870 39.892 39.330 ·4540 10 

2022 44.226 43.655 39.634 39.088 -4567 10 


.2023 43.999 43.441 39376 38845 ·4596 11 

2024 43.774 43.228 39118 38602 ·4625 11 

2025 43.549 43.015 38.861 38360 ·4(i55 11 


') 
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Teen Smo.kers (millions) •••••••••••• --.--••••••••••••••••• 
Pre·BBA Current Law Agreement Agrmnt + offset 

1995 
1996 3.456 3.456 3.456 3.456 
1997 3.507 3.507 3.507 3.507 
1998 3.546 3.546 3.546 3.546 
1999 3.588 3.588 3.196 3.196 
2000 3.617 3.498 3.179 3.064 
2001 3.656 3.539 3.126 3.014 
2002 3.726 3.553 3.080 2.916 
2003 3.802 3.631 2.986 2.826 
2004 3.878 3.708 3.117 2.989 
2005 3.945 3.778 3.097 2.941 

__20QEi __ 3.988 3.823 -3.182- ·---3.036-' 
2007 4.004 3.843 3.203 3.056 
2008 3.986 3,831 3.136 2.996 
2009 3.960 3.810 3.170 3.033 
2010 3.934 3.789 3.133 3.002 
2011 3.932 3.792 3.142 3.015 
2012 .3.930 .._ 3.794 3.136 3.012 
2013 3.928 3.795 3.136 3.016 
2014 3.925 3.796 3133 3.016 
2015 3.922 3.797 . 3.131 3.018 
2016 3.946 3.824 3.149 3.039 
2017 3.970 . 3.850 3.168 3.060 
2018 3.993 3:877 3.1-86 3.080 
2019 4.016 3.903 3.204 3.101 
2020 4.040 3.929 3.222 3.121 
2021 4.089 3.980 3.261 3.162 
2022 4.139 4.032 3.299 3.202 
2023 4.189 4.083 3337 3.242 
2024 4.238 4.134 3.375 3.281 
2025 4.288 4.186 3.413 3321 

.. 

Agreement + offset 

compared to Current law 

#. decline % decline 

0.000 0 
0.000 0 
0.000 0 

-0.392 11 
-0.434 12 
-0.524 15 

. -0.637 	 18 
-0.805 22 
-0.719 19 
-0.837 22 
"0.-781- -21 
-0.787 20 
-0.835 22 
-0.776 . 20 
-0.788 21 
-0.777 20 

. '--0.781 ..."H, 
-0.779 21 
-0.780 21 
-0.,780 21 
-0.785 21 
-0.791 21 
-0.796 21 
-0.802 21 
·0.808 21 
-0.819 21 
-0.830 21 
-0841 21 
·0.853 21 
·0864 21 
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Look back Lookback 
Excise Equiv Excise Equiv Budget Deal Surcharge Surcharge ._•• Cigarette Price --------.--. 

Inflation Adjus of Penalty enalty + offse Real Ex tax Agreement Agrt w offset Pre BBA Current Law Agreement Agrmnt + offset 
Factor .J~ p~EP_ackt_ (~p'~rp~~k) ($ p~r Rack) (~million~) ($millions) (' E~r pack) ($ Rer pa~t (~ pe.r p~~~L_J~ P.~! p~~~)

1995 
1996 1.0609 1.96 1.96 1.96 1.96 
1997 1.0300 0.00 1.96 1.96 1.96 1.96 
1998 1.0000 0.00 1.95 1.95 1.95 1.95 
1999 0.9709 0.325 0.325 0.00 1.94 1.94 2.27 2.27 
2000 0.9426 0.363 0.372 0.09 1.94 2.03 2.30 2.40 
2001 0.9151 0.439 0.450 0.09 1.93 2.02 2.37 2.47 
2002 0.8885 0.535 0.555 0.13 1.92 2.06 2.46 2.61 
2003 0.8626 0.573 0.594 0.13 2121.80 2121.80 1.92 2.05 2.60 2.75 
2004 0.8375 0.573 0.593 0.13 800.55 229.95 1.91 2.04 2.52 2.64 
2005 0.8131 0.573 0.593 0.12 2121.80 2121.80 1.91 2.03 2.58 2.73 

__2006___ ... 0.7894 0.573----0,592----- -0;-1-2-· -·-1211·.95 . -1063;85--- 1~90'-----' '2:02 .- -- 2:53 -- -- --2.66-
2007 0.7664 0.573 0.592 0.11 1062.58 1004.34 1.89 2.01 2.52 2.65 
2008 0.7441 0,573 0.591 0.11 1974.16 1881.66 1.89 2.00 2.56 2.69 
2009 0.7224 0.573 0.590 0.11 1013.35 944.11 1.88 1.99 2.51 2.63 
2010 0.7014 0.573 0.590 0.11 1299.83 1220.27 1.88 1.98 2.52 2.64 
2011 0.6810 0.573 0.589 0.10 1102.27 1033.71 1.87 1.98 2.50 2.62 
2012 0.6611 .. _ _0.573.. _______0.589 _ .. 0.10 1173.37 . - -.H02.83.-. 1.81 -1.97 2.50 
2013 I0.6419 0.573 0.588 0.10 1132.57 1066.62 1.86 1.96 2.50 2.61 
2014 0.6232 0.573 0.588 0.09 1148.50 1083.37 1.86 1.95 2.49 2.60 
2015 0.6050 0.573 0.587 0.09 1138.77 1076.31 1.86 1.95 2.49 2.59 
2016 0.5874 0.573 0.587 0.09 1141.41 1080.55 1.85 1.94 2.48 2.58 
2017 0.5703 0.573 0.587 0.09 1145.95 1086.75 1.85 1.93 2.48 2.58 

t:\ no • n,2018 0.5537 0.573 0.585 v.",,,, 1151.17 1093.45 1.0'" 1.93 2.48 2.57 
2019 0.5375 0.573 0586 0.08 1156.47 1100.24 1.84 1.92 2.47 2.57 
2020 0.5219 0.573 0.585 0.08 1161.80 1106.99 1.84 1 91 2.47 2.56 
2021 0.5067 0.573 0.585 0.08 1167.07 1113.66 1 83 1 91 2.47 2.55 
2022 0.4919 0.573 0.585 . 0.07 1179.90 1127.52 183 1.90 2.46 2.55 
2023 0.4776 0.573 0.584 007 1192.35 1141.00 1.82 1 90 2.46 2.54 
2024 0.4637 0.573 0.584 0.07 1205.97 115558 1.82 189 2.46 2.54 
2025 0.4502 0.573 0.584 . 0.07 1219.26 1169.83 1 82 189 2.46 253 

'l 
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Effective Effective Effective 	 ·offset· 
Teen Partic Adult Partic Overall Oem Budgel Deal Additional Teen Teen Use % -_••--_._._••• _ •••••_-_.... Teen Smok 

Elasticity Elasticity Elasticity Revenues Penalty Population Pre-BBA Current Law Agreement rmnt + offset Pre-BBA 
($billions) ($billions) (m.iflions) 

1995 18.586 18.2 

1996 
 18.989 18.200 18200 18.200 18.200 3.456 
1997 19.218 18.248 18.248 18.248 18.248 3.507 
1998 19.382 18.295 18.295 18.295 18295 3.546 
1999 , ...·~:9·66 -0.28 -0,48 0.000 0.000 19.563 18341 18.341 16.337 16.337 3.588 
2000 ~0.65 -0.22 -0.37 2.206 0.237 19.675 18.385 17.778 16.155 15.572 3.617 
2001 -0.64 -0.23 -0.38 2.133 0.285 19.84 18428 17.837 15.759 15.194 3.656 
2002 -0.63 -0.22. -0.36 3.062 0.523 20.174 18.470 17.614 15.266 14.455 3.726 
2003 -0.61 -0.23 -0.36 2.962 0.550 20.54 18511 17.677 14.535 13.757 3.802 
2004 -0.62 ·0.23 -0.37 2.866 0.534 20.902 18.551 17.739 14.915 14299 3.878 
2005 -0.61 -0.23 ·0.37 2.772 0.517 21.224 18.590 17.799 14.592 13.855 3.945 
2006 -0.62 -0.24 ~0.37 2.681 0.502 21.408 18627 17.858 14864 14.181 3.988 
2007 -0.62 . -0.24 -0.38 2.593 0.487 21.452 18664 17915 14.932 14245 4.004 
2008 -0.62 -0.24 -0.38 2.507 0.472 21.318 18700 17.971 14.711 14055 3.986 

._~___	2009. ---..,(1.62 --0.25-- -0.38--- 2.425··-· 0:458' ---2 1":-135 18.734 ~- '18~025 - - -T4~999 _. ----,4:352 -3.960 -- -- -- 
2010 -0.62 -0.25 -0.39 2.345 0.444 20.962 18.768 18.078 14.946 14320 3.934 
2011 -0.62 -0.26 ·0.39 2.267 0.431 20.915 18.801 18129 15.025 14.413 3.932 
2012 -0.62 -0.26 ·0.39 2.192 0.418 20.868 18.833 18.179 15.029 14.436 3.930 
2013 -0.63 -0.27 -0.40 2.119 0.406 20820 18.864 18.228 -15.064 14.486 3.928 
2014 -0.63 -0.27 -0.40 2.049 0.393 20.773 18.894 18.275 15082 14.520 ). 3925 
2015 -0.63 -0.27 -0.40 1.980 0.382 20.726 .• 18924 18321 15.106 14559 3.922 
2016 ~~63_. -0.28 -0.40 1.914 0.370- 20.820 ------18.952--- ... 18.366- 15.127 14.595 3:946' . 
2017 -0.63 -0.28 -0.41 1.851 0.359 20.914 18.980 18.410 15.146 14.629 3.970 
2018 -0.63 -0.29 -0.41 1.789 0.348 21009 19.007 18.453 15.164 14.661 3.993 
2019 ·0.63 -0.29 -0.41 1:729 0.338 21.103 19.033 18.494 15182 14 ..693 4.016 
2020 -0.63 -0.30 -0.41 1.671 0.328 21.197 19059 18.534 15199 14.724 4040 
2021 -0.63 -0.30 -0.42 1.615 0.318 21.429 19.083 18573 15215 14.753 4089 
2022 -0.63 -0.30 -0.42 1.560 0.308 21662 19107 18.612 15229 14780 4.139 

r.. '"\1"\1"\2023 -0.6-3 -0.31 ..0.42 "'''0 V.IC:;:; 21894 i9.i31 i8649 IS 242 14.806 4189.~uu 

2024 -0.63 -0.31 -0.42 1.457 0.290 22127 19154 18685 15254 14830 4.238 
2025 -0.63 -0.32 -0.42 1.408 0.281 22.359 19 176 18720 15266 14854 4.288 
2026 -0.63 -032 -0.43 1.361 0273 22.579 19197 18754 15277 14877 4.335 
2027 -0.63 -0.33 -0.43 1315 0.265 22789 19 <'11:1 18 7tH 15288 14899 4382 

.., 
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August 22, 1997 
, I 

REVISING THE LOOK-BACK 
; , ! 
, I 

The proposed settlement contains a "look-back" p~6vision'with the stated purpose of providing 
economic incentives to tobacco firms to! achieve "~atic and immediate reductions in the 
number of underage consumers 9ftobac;co produc~s." Manufacturers would face a surcharge if 
tobacco-use reduction targets for under~ge users .J.e not met. The surcharge would be imposed 

,I ') 

on the basis of a "look-back" comparing actual uriderage teen tobacco use to the targeted 
reduction percentages, and the annual payment w~uld be capped at $2 billion. Manufacturers 
could petition the FDA for partial abatbment of~e surcharge if they act in good faith and in full 
compliance with the Act. i 

Underage Daily Cigarette Smoking Percentages and Targets 
The chart illustrates the targeted. Michigan Survey Data and Settlement Look-Back Targets 

reductions in teen smoking. and the Percent 

paths of teen smoking projected to '2G r----;-----r--------------~ 
I I H': IstOfY Projected path from IJ=1occur under alternative assumptions ,; ! I - - 100% price markup 

about the passthrough into prices of . : I 
the industry'S annual and lookback ! 15 r' IBase=1S~%' • 

surcharge payments under the i, : 
proposed settlement. Clearly, the I: I 
price increases induced by the 10 I i 
settlement (and the recent budget I I I 

deal) will not be sufficient to cause! i· 
the targets to be met. (We have' 5 ; 

assumed tbat the payment credit: ' Use reduction targets 

inserted JIl the budget deal will be: 
offset b~' higher penalty pa~ents!in 0 ~;:::7---:-:-:=----:-::-------------------1 
the lcglslillion to implement the i 1991. 1993 1995 1997 1999 2001 2G03 2005 2007 2009 

, The ~ poce mat'kup IS retatlve to the per paCk cenalty and surcharge payments' lne reduehOOS n 
S C ItIe111ent, ) I .een ,use s'1Owll resu!! trom 'he effects of .he pnce "'creases VIa the leen e,astlcHy 01 demand I 

I 
!hc proposed surcharge -f $80 million per percentage point of the shortfall of the percent decline 
In underage use relatIve te;:> the re?uction tar,get percentage -- would be small in terms of the rice 
pef pack 01 cigarettes. Under th~ current st/Tucture of the settlement. and the above prOjecti!s of 
Y011lh smokIng. we calculate that the industry payments (before abatement) would be ro ghl .1 , i I u y . 

. Look-~ack S"rcbarge Payments under Current Agreement 
\car .; .' ~ I -1L -L .JL 9 10 J.L 

P:;J"ment (SbilsS97) : 2.001 0.22 ::.00 1.00 0.95 1.77 0.89 
Srt:r pack eqUivalent 0.08, 0.01 iI.08 0.04 0.04 0.07 0.04 

'The uneven pattern in ;this table is due to the competing effects of large payments in the 
years when the targets ratchet ,tlown (yea:rs 5,7,10), and the "double counting adustment" which 
Im,plIes that firms onl~ pay thf penalty fpr a new cohort of smokers (so that in year 2, for 
example. the penalty IS only p;ald on on1-fifth of teen smokers, the newly entering cohort). 

, 
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That is, this surcharge would amount to about 8 cents per pack in the first year, or about 2 cents 
after abatement. These small numbers indicate thdt a "lookhack surcharge at this level is unlikely 
to provide strong incentives for tobacco compani~ to reduce youth smoking unless the level is 
set much higher than the future ~tream ofprofits earned on a youth smoker. 

It is important to highlight that the analysis in this memo pertains only to the lookback 
mechanism, and not to the larger issue of the generosity ofthe settlement, which is addressed in a 
companion metno by CEA and Treasury. While a: central feature of the settlement, the lookback 
payments are a very small part of the overall pack~ge, even with the changes proposed here. 

I 

PROBLEMS AND PRINCIPLES 

TI1(> settlement's look-back provision is based on the principle that the penalty should reflect the 
present discounted value of the profits earned by ~ttracting youth smokers over and above the 
targeted number. But such a penalty merely mak~s the industry indifferent about whether it 
l1l~e{s the target or not. A larger penalty is requirfd to achieve meaningful deterrence. To 
correct IhlS and other problems,' the structure of the look-back should be altered in some rather 
• I

fundamental ways. I 

I 

I. Penalty as a multiple o(profits; No $2 billion cap. To assure that firms are given an 
. atkquate incentive to reduce underage yo~th smoking, the surcharge penalty should be a 
IIl11ltip(e ofthe present :valueofprofits a~d the 52 billion cap should be eliminated. 

, 
The base amount for the surcharge in the agreement was determined as part of the 
negotiations bet}Veen the Attome~s General and the industry. Our estimate for the 
"break-even" surcharge level under the current structure is about $60 million per 
percentage poin!, compared to the $80 million of the settlement. 

i 
i 

The S2billion cap for annual industry payments would have the perverse feature 
o(remo"Ing the incentive to reduce youth smoking if youth smoking were to 

, J • J 

rcmam high. Moreover, it is mor~ likely that the cap would be hit under the 
rnnciple ofhav:ing the surchargeipenalty be a multiple of profits. Thus, the cap 
should he removed. : 

:\ penalty which is set exactly eqral to the foregone profit stream offers no 
Incentive to requce youth smokirig. Instead, the penalty should be a mUltiple of 
foregone profits, to provide an in;centive to firms to find ways to reduce youth 
smoking. Setting the penalty as ~ multiple -- say 3 times -- of profits would point 
to a base surcharge level of abou~ $180 million under the current structure of the 
settlement. ' 



, 


I 
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The Ameri,.3I'! Me4icai Assodation:review of the settlement recommends using 
an approach based on "lifetime social cost ofunderage smoking". Their estimates 
sllggest that the present value of the 1lifetime social cost is in the $400 to $450 
million per percen~age point. As an ialtemative to the social cost measure, the 
AMA also reconut:Jends consideraticin of the "three times profits" method we 
ou~line above. . 

.1 

2. 	 Company by Company Fines: Fines should be levied on afirm-:-by-firni basis to create 
" 	 I 

the right incentives and to avoid "free-rider" problems. Because the smoking reduction 
targets an~ specified based10n industry-wide underage usage, individual firms have an 
incentive to keep selling to youths because t~ey reap the full reward while bearing only 
part of th,~ penalty. As each firm has this s~e incentive, in practice it is less likely that 
the reduction targets would be met. By spec;ifying the fines on a 'company by company 
basis. the fine will hit an individual firm's profits directly if it fails to reduce youth , 	 ; 

smoking of its brands. 	 ' 

However. there are, important data pfbblems with a company-by-company 
approach that mustbe addressed. Company-by-company fines would require that 
the Michigan Survey be expanded tolask the underage tobacco users about their 
brand preferences and use. Also, it isinot yet known what the base market share is 
for each company; if the Michigan S~rvey were expanded for that purpose, firms 
would have an incentive to boost their sales to teens in the near term so as to 
establish an inflated baseline from which to attain reductions. Finally, a 
mechanism must be developed to deal with reported use of more than one brand. . 	 . , 

, 	 '1 

Implementation on a company-by-cotnpany basis would require that the fines be 
specified on a per yputh smoker basis: in order to make proper calculations. , 

3 	 ~(\ tax deductibility: The surcharge paymen~ts should be tr~ated as afine or penalty for' 
Ia.\: purpOJes. 

I 

I 


Typically. payments required to be pdyable to government entities as fines or 
penalties are not tax deductible. The kgreement states. however, that payments 
"shall be deemed ordinary and necess,ary business expenses. , , and no part 
thcreof is a ... fine 'or penalty, . ,", We should reiterate that these payments are 
.lilies and are l1QJ. t~ deductible. (If, contrary to our recommendations, 
de~luctibility is retai'ned, the fine estimates shown below should be ,increased by 

! . 1 

ahout 50%), 

Fine Levels: Our calculations show that, with the above provisions, the break-even value for the 
fine wou Id be about S I 540'l'er youth smoker. Over time, the S 1540 base value would have to be 
adjusted by the change in industry per unit profits ($ :per unit) relative to the base year of the 

• 	 I 

agreement -- otherwise it could be froded by inflatiop and wouldn't capture true profit effects. 

http:Ameri,.3I
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The principle ofhaving penalties equal to three tirhes profits would therefore point to a total 
I

surcharge level ofabout $4620 per youth smolf..er. : 	 . 
. 	 I 

The use-reduction targets on a finn-by-finn basis ",ould be specified as the nwnber of teen 
smokers consistent with the targeted percentage ~uction (e.g. 60%) from the base number of 
teens who smoked that finn's product. This nwnb~r would be adjusted to account for the 
percentage change in the overall,population oftee~s from the base year to the surcharge year. 

I 
I 

. I 

4. 	 Improvc~d Partial Abatement Mechanism: The partial abatement -- under which firms 
could receive uJl to 75% abatement of the surcharge -- should be adjusted to create the 
proper Ifncentives. 

There is substantial concern that the abatement in its present fonn would erode the 
;incentive provided by the surcharg~ and likely would cause it to do little actual 
"work" in its stated purpose of having firms comply with the agreement. Many 
believe that It would be too easy fo~ finns to qualify for the abatement. 

,, 

In general, there is a tradeoff between motivating firms to follow the rules and 
motivating them to promote lower ~moking. A substantial abatement would offer 
strong incentives to follow the rules, but would limit incentives to consider 

I 

innovative means·oflowering youti1 smoking. Eliminating the abatement would 
provide an incentive to finns to figure out how to lower youth smoking, but offer 
no penalty for no~ following the rul~s. 

These considerati~ns suggest that t~e proper penalty structure should have two 
parts: ' 

a nOli-abatable penalty which is substantially higher than forgone profits. 
to provide the incentive to finns to find ways to reduce teen smoking of 
their brand. This must be higher than foregone profits to provide private 
incentives~ 

I 

I 

an abatabie penalty which is removed if firms are found (through a clear 
and unambiguous regulatol)! process, not a judicial process) to have 
"foll!Jwed;the rules". The government should have the flexibility to 
update these regulations to ciapture innovations in youth smoking 
reduction., 	 • 

, 
I 

5. 	 Penalty should be nonlinear to maximize impact. The non-abatable part of the surcharge 
could be structured to cost more per perce~tage point ofyouth use at higher levels tllan 
at lower levels. This would have the effect lof increasing the penalty as the level of 
noncompliance rises. : 

http:smolf..er
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example, if evidence emerged that to~acco companies were tar~e!ing 18- to 20~ 
year olds, or that smoking in this age range was rising rapidly ~lative to smoking 
at younger ages, then the reduction ttrgets could then be extended to cover the 18
to 20-year old age group.' i 

7. 	 The double-counting provision of the settlenient should be reconsidered. In practice, if 
the double: counting adjustrpent were elimin~ted, fIrms would face the prospect ofpaying 
for. a 13-y(~ar old smoker fIve times over a 5-year period. That would produce a 
signifIcant incentive for fIrms to keep young:teens from taking up smoking., 

! i 

Since more years of smoking as a tee~ willincrease the odds of addiction, it may 
be appropriate to intrease the fInes for each year that a teen smokes. , ' 

i 
, If the double-counting provision wer~ eliminated. the principle of tying the 
penalty to the foregone profIt stream would require a declining and uneven 

• 	 I 
penalty payment per smoker over the period when the reduction targets are phased 

Im. 

Our estimate~ suggest that by ~liminating the double-counting provision, 
an approximate "average" (bre'ak~even) payment of about $400 per smoker 
each year in perpetuity would make fIrms indifferent between the 
declining am~ uneven pattern and a fixed payment. 

, 

A justification for eliminating the dou~le-counting provision is that it would be 
extremely difficult in practice for the FDA to calculate the proper adjustment for 
double-counting. The targets are specified in tenns of the percentage reduction of 
all underage users and not the number of users by age category. This problem 
would be further complicated if fines Were to be specified on a company-by-

I ' , 

company basis. 

1 

I 
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Summary of Budgetary Effects for Various Cases for the Proposed Settlement 
($Billions) 

2003 2008 1998-2008 25 years 
Net Net Total Net Net Total Net Net Total Net Net Total 

Industry Additional Potential Industry Additional Potential Industry Additional Potential Industry Additional Potential 

Paym.l3_n~. ___~~~~fl!~. Uses P.,a.YlTle..':'1 .Rec:;eipls Uses .yaY~~rll ReceiE!_s_~U~es Payment Receipts Uses 

1. Base Case 13 9 16 14 9 12 117 80 111 352 241 307 

2. Correct Volume Adjustment ., 14 9 17 14 9 12 122 82 112 367 ·251 312 

3. Net $10 Billion in 2003 19 12 17 20 14 1... ' 17.6 117 130 "- 539 364 366 

4. Net $15 Billion in 2008 ......... . 23 15 18 31 20 17 248 164 153 760 510 431 


5. Payments Increase w GDP '" 14 10 18 15 10 13 126 85 120 420 287 363 

-' "-6', TripleYoutli 'Surcharge ........:-: .-.~fa 12 23 19 13 19 136 92 138 431 296 422 



--- - --------

ALTERNATIVE TOBACCO SETTLEMENTS -- SUMMARY 
(Dollar amounts in billions) 

-- ~.-- --Correct RestoreI 


AG I Volume Gov't ' 
Baseline Settlement Adjustment Share 

Youth Targets Not Met: 

Average PriCe pei Pack in 2003 11. .... . 1.93 2.57 2.60 3.02 

Millions of Smokers in 2003 .............. . 51.5 46.3 46.0 43.0 


Payments and Revenues in 2003: 

Gross Industry Payments .................................. . 19 17 33 

Net Industry Payments ..................................... . 13 14 19 


--9Net'Federal Revenues.: ....................... :.-........... . --
9 12 


Net Federal Revenues, Cumulative: 

Five Year Total (1998-2003) ............................. .. 37 39 54 

Ten Year Total (1998-2008) .............................. . 80 82 117 

25-Year Total (1998-2023) ................................ . 241 251 364 


.---~-

Youth Targets Mel: 

Average Price per Pack in 2003 11......................... 2.47 2.50 2.98 

Millions of Smokers in 2003 .......... ....... , .. ~ ...... 46.3 46.1 43.1 


Payments and Revenues in 2003: 

Gross Industry Payments ................................... 17 15 ' 31 

Net Industry Payments ....................................... 11 12 18 

Net Federal Revenues ....................................... 7 8 12 


Net Federal Revenues, Cumulative: 

Five Year Total (1998-2003) ............................... 36 37 53 

Ten Year Total (1998-2008) ............... , ............... 71 74 112 

25-Year Total (1998-2023) ................................. 206 214 341 


Note: all scenarios assume repeal of the TRA97 excise tax credit. 
1/1n constant 1996 dollars. Includes BBA97 excise tax increase. 

Inflate 
Payments 

'With GDP 
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SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETTLEMENT 0II1IMII1 ... 

C 

BASE SCENARIO 05:52 PM f 

(In billions of dollars) C. 

.., 
~1998 1999 2000 2001 2002 2003 2004 ~QQ.S 2006 2.QQl 2008 98:03 - &8::OB S6::23 

RECEIPTS (' " 
Base Payment (inc. trust and up-front payment)•.•••.• 10 9 10 12 14 15 15 15 15 15 15 89 144 369 

I· 
t 
tSPayments to Recoup Excise Tax Credit andlor losses" C. 

Adult Sales Volume Adjustment... ............. "."" .. " ...... -, -1 -2 -2 -3 -3 -3 -3 -3 ·3 ·9 t-24 ·78 
Credit for Personal Compensation Claims ........... " ........ -2 -2 ·2 ·3 ·3 ·3 ·3 -3 -4 -4 -11 ·29 c 

C,

-86 
Inflation Adjustment.. ......................... " .......... " ............... 0 0 1 1 1 2 2 2 2. 3. 4. ' 15 -97, 

- Credit for BBA Eiccise Taxes~:....... 
look·Back Surcharge for Youth Consumption ......... ,... - 3 1 3 2 1 :3 3 .u 50 

Net Industry Settlement Payments....................... 10 6 7 8 
' 

10 13 11 13 13 12 14 55 117 352 

, 

Tax Offsets 
tIndirect Business Tax Offset.. .............. -3 -2 -2 ·2 ·2 ·3 -3 -3 -3 ·3 -3 ·14 -29 ~
-88 

Corporate Income Tax on look-Back Surcharge... t 

Youth ExCise Tax Trigger. ................. -- -~ ~--~ ,-_._-- ---- --- ---- - _.
,... -'ReduCtion in 'Existing-Federal' Excise -taxes, .•,.. ·1 :1 :1 :.1 :1 :.1 :1 :1 :.1 :3 ::9 ::23 

Total Federal Tax Offsets ................................. 73 :2 ·2 :3 ::.3 ~ ~ ~ ~. 

----.-~---. 

~ ~ ::11 :3.8 ~ 
Net Additional Receipts to US Govemmenl..,.... 8 4 5 6 7 9 7 9 9 8 9 37 eo 241 

POTENTIAL USES/CHANGES 

State Attorneys General Proposals, TotaL ......... 5 5 6 7 9 6· 7 7 4 4 32 
 59 132. 
Offset Reduction in State Excise Taxes ....................... 1 1 1 1 1 1 1 1 
 1 2 5 12 39 

Use of Youth look-Back Surdlarge (90% grants) ............ 3 1 3 1
2 3 3 12 50 

Potential Increase in Federal Medicaid Matd1 ............... 1 2 2 2 2 :3 3 :3 3 3 3 12 28 86 


Total Potential U.es................................................... 1 7 7 9 11 16 11 14 14 
 12 51 111 307• 
Memoranda: 


Ad Valorem Equivalent of Net Payments............................. H'Y. 180/. 22% 26% 33% 29'Y. 33% 32% 31% 34% 

Change in Total Cigarette Consumption.............................. ·7% ·8Of. ·10% .12% -15% ·13% -15% ·15% ·14% ·15% 

Percentage Point Shortfall from Youth Target. ........................................................................ 26% 21% 44% 42% 43% 55% 
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SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETILEMENT 
WITH VOLUME ADJUSTMENT CONVERTED TO EXCISE TAX 

(In billions of dollars) 

09I0W1 

10:4' AM 

>
C 

I 
C 

RECEIPTS 
Base Payment (Inc. trust and up-front payment) ....... 
Payments to Recoup Excise TalC Credit andlor Losses .. 
Adult Sales Volume AdjustmenL.... 
Credit for Personal Compensation Claims .................... . 
Inft,ation ~djustmel:,-L ..... . 
Credit for BBA Excise Taxes ................... . 
Look-Back Surcharge for Youth Consumption .. . 

Net Industry Settlement Payments ...................... . 

1996 

10 

10 

1999 

9 

·2 
-0 

-:: 
6 

2000 

10 

-2 
-0 

7 

2001 

12 

-3 
-0 

9 

2002 

14 

·3 
-0 

11 

2003 

15 

-3 
-0 

3 
14 

200.4· 20:0.5 

15 15 

-4 -4 
- 0 0 

Q 3 
12 14 

2.IlO6 

15 

-4 
1 

2 
14 

2DOl 

15 

-5 
1 

1 
12 

2000 

15 

-5 
- l' 

3 
14 

SD:O.J 

69 

-14 
~1 

3 
58 

98:.n8 

144 

-36 
2 

12 
122 

BII::2J 

389 

-110 
59 

fi 
361 

,
;. 

r 
c 
f 
~ 
\; 
t 

f 
Co 
C 

Tax Offsets 
Indirect Business Tax Offset ................ . 
Corporate Income Tax on Look-Back Surcharge .. 

_yqu.th.J;xeise.l)ncTriggec 
Reduction in Existing Federal Excise Taxes .... 

Total Federal Tax Offsets .......... . 
Net Additional Receipts to US Governmenl...... . 

-3 

~3 
8 

-2 

:0 
~2 
4 

--_. -

-2 ·2 

----
:1 =.1 
:2 :3 
5 41 

-3 

~1 
~ 
1 

·3 

-1 
:5 
9 

-3 

~ 
~ 
8 

-3 

~ 
:5 
9 

-3 

----

:1 
:.5 
9 

-3 

----

:1 
::4 
8 

-4 

~ 
:.5 
9 

-14 

~ 
=.18 
39 

~ 

-30 

::S 
::3B 
8:' 

·92 

::2.4 
~ 
31 

t" 

t 

POTENTIAL USES/CHANGES 
State Attorneys General Proposals. Total ... .... .-. 
Offset Reduction in State Excise Taxes ......... 
Use of Youth Look-Back Surcharge (90% grants) ........... 
Potential Increase in Federal Medicaid Matdl............ 

Total Potential Uses .......................................... · ...·... ; 
1 
1 

5 
1 

2 
7 

5 
1 

2 
1 

6 
1 

2 
9 

7 
1 

3 
11 

9 
1 
3 
;3 

11 

6 
1 
0 
3 

11 

7 
1 
3 
3 

14 

7 
1 
2 
a 

14 

4 
1 
1 
3 
9 

4 
2 
3 
~ 

12 

32 
5 
3 

1J 
52 

59 
12 
12 
2.9 

112 

132 
41 
49 
90 

312 

M.moranda: 
Ad Valorem Equivalent of Net Paym.nts ............................. 
Change In Total Cigarette Consumptlon ....... -_..................... 

11". 
-8% 

19% 23% 28% 
·9% -10-4 -13% 

Percentage Point Shortfall from Youth Targel .................................. ; ..................................... 

35% 
-16% 
25% 

31% 
·14% 
20% 

35% 
·16% 
430/. 

34% 
·15% 
41% 

32% 
-14% 
42% 

38% 
.16% 
54% 
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Q8I04I'II1SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETILEMENT ... 
c:WITH PAYMENTS INCREASED TO YIELD NET $10 BILLION IN REAL DOLLARS IN 2003 	 oe:30PM. .. 
f,;(In billions of dollars) -
'r 

1996 1999 2000 2001 2002 20.03 2004 20Q5 20.00 20QZ 2OD.8 96::03 S8:08 i8:23 ~ 
RECEIPTS 

Base Payment (Inc. trust and up-front payment) ....... 

Payments 10 Recoup Excise Tax Credit and/or losses. 

Adult Sales Volume Adjustment.. ...... "....... ,..... " . ' 

Credit for Personal Compensation Claims............. .. 


--Inflation Adjustment,c; ..c- ..... " ..... , .... , .... ""....... c;;........ " 


Credit for BSA Excise Taxes ......... " 
Look-Back Surcharge for Youth Consumption ..... , ... " ... ,. 

Net Industry S.Wement Paym.nts....................... 

Tax Off1sets 
Indirect BUSiness Tax Offsel..." ...... " ................ 
Corporate Income Tax on Look-Back Surcharge ...... , .. 

-Youth Excise Tax-Trigger.. ,.c... :,.;-;-.:7.. ,';'C',:.:, ;,:-:,--=-; .. ".:,;, 

Reduction in Existing Federal Excise Taxes. 
Total Federal Tax Offsets ....................... , .... " ......... ~ 
Net Additional Receipts to US Government ........ 

POTENTIAL USES/CHANGES 

Stete Attorneys General Proposals. Total. .................. 

Offset Reduction in State Excise Taxes .................... , 

Use of Youth look-Back Surcharge (90% grants) ........... 

Potential Increase in Federal Medicaid Match ......... , ...... 


Total Potential Us..................................... · ............... 


Memoranda: 

. 

r-
c10 17 19 22 27 29 29 29 29 29 29 123 288 703 I· 

Cl" 
t;-2 -3 -5 -7 -6 -6 -9 -9 -9 ·9 -26 -69 -211 

-4 -4 -5 -6 -6 -6 -6 -6 -7 ·7 -24 -56 ·153 
0 1 1 2 2 3 3 4, 4 5 6 .25 165 \~ 

. ... 1 _.. 3 1 1 2 1 II 35 
10 10 

~ 

11 14 16 19 17 20 19 19 20 80 178 539 

-3 -3 -3 ·3 -4 -5 -4 -5 -5 -5 ·5 -20 -44 -135 __.1 _ 
,_ .. _. , -- .---- ~~-."."~- .. ~ .. -, _."-,--- "~,- .. ~"---"---,--"~.-~--- ----" ---

-1 -1 ~1 -2 -2 :2 ~2 ~2 ::2 ::2 ::6 ::.15 ::4D 
73 	 :3 :-4 :5 ::§ :6 :6 :1 :6 ::6 ~.1 :2.6 ::59 ::l:M 

8 7 8 9 11 12 11 13 13 12 14 54 117 364 


5 5 6 7 9 6 7 7 4 4 32 59 132 

1 1 2 2 2 2 2 2 2 3 8 20 eo 


1 3 1 1 2 1 8 35 

1 3 3 3 ~ 5 ~ 5 5 5 5 19 42 133 

1 8 9 11 13 17 13 17 is 12 14 60 130 388 


Ad Valorem Equivalent of Net Payments ............................. 32% 3S'" 42% 60',4, 57% 64% 61% 57", 57% 80% 

Change In Total Cigarette Consumption .............................. -140/, ·16% ·18% -22% -24% ·23% -25% -24% -24% -25% 

Percentage Point Shortfall from Youth Targel........................................................................ 10'" 7% 29% 26% 28% 38% 
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00lO3I97SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETTLEMENT 
04:54 PIAWITH PAYMENTS INCREASED TO YIELD NET $15 BILUON IN REAL DOLLARS IN 2008 

(In b«1OIl$ of doOan) ,, 
1998 HJ~ 2000 2001 2002 2003 ~004 2005 2006 2007 2{)O~ 984)3 ~8:Q6 

RECEIPTS 
Base payment ~ bust and up-front paymenl)..__.. 10 27 31 36 44 45 53 53 53 60 60 192 471 
Paymen!:s to ~ Bac:ise Tax Credi1 t.I1dIor losses. .... 

Ad.. SaIr$ VGlIme Ad;.tJnert. ....................................... (6) (8) (10, (15) . (16) (21) (22) (22) (27) (28) (55) (175) 

Cfecflt lor P.....Compensation Claims .........•...••.•.••••.• (5) (6) (6) (7) (7) (8) (8) (8) (9) (9) (30) (71 ) 

Infta:Iion A4U&bnenl....._.••.- ............................................. 0 1 2 3 4 5 '5 6 7 6 10 41 

Cfelfll for BaA ElIdse TIIIIOII8............................................. (~) . J2) ... (3) . (3) J2) (2) (2) . (2) . _(21 (9), (~) 


look-Back ~ for YOuth ConwmPtson...........:...:.. ..- - 1 1 0. 1 - 2 

Net Industry SeaIemerd PaymentL.._ ... _ ._..._._~ 10 16 16 19 2Z 23 26 27 28 3Q 31- 101 248 

TaxOffleb 

.,di-ed Business Tax 0ftIel.......................................... (3) (4) (4) (5) (6) (6) (6) (7) (7) (7) (8) (27) (62) 

Corporate Income T. en look-Back Su-charge ........... 

YouIh EJCCi&e TaxTrigger ................................................ 

Reduction In ExIdng Federal Excise Taxes ................... ill ill CD .C2l (Z) G) rn Q) @l Ql lID {Z~L .'_' -

Total Federal r. 0I'Iseta......................................_... en ~ m> Wl (§) «Il 00 lID um Wll (ill Q2.) iMl 

Net MdIIIorIat ReceIpts to US Govemment__._•• I 11 11 13 . f4 15 17 18 18 19 20 71 164 


POTE~US~CHANGES 

Sta1B ~Gen«II PropoGals. Total.. ...................... 5 5 6 7 9 6 7 7 4 4 32 59 ,

Offset Reduction i\ S1aCiIJ ElIr::ise Taxes .......................... _ 2 2 2 ;5 3 3 4 4 4 4 \2 30 .,
.Use of VouIh LDok-8lillck &n:haJge (90% grants) ............ 1 1 0 1 2 

potentiaJ hcntaae h Federal Medjcaid Ma1ch................... 1 ~ ~ ~ § 6 § Z Z Z §. ~ §.D.


ToIIIIl ,.11IIIa1 u........___.._.._.....•._._......_._.__ 1 11 11 13 t5 18 16 17 18 15 17 69 153 

Memoranda: 
Ad Valonlal equivalent of Net Payment5. ...... _______._ 52% 53'fo 63% 75% 71% 93% 95% ~ 10~ 112% 

CIlangIJIn Tatal Qga.... ConsumptJon .... ____••_._ .... _._. -22% ·23% .a% -31% .,)2% -37% -37% ..:r1% -41% -41% 

Perc;entage PoInt saaortfall rrom YOUCh Tatget.•••__.____...:.•._ .. _._..••_____•__......_._ 
 ..3% . -4% 9% 9% 9% 14% 

.. -----:- ......... ----- .. ~ .... - ----.
~~~ 
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SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETTLEMENT 0Ml4III7 

WITH PAYMENTS INFLATED AT GOP GROWTH 07:211 PM 

(In billions of dollars) 

1996 1999 20.00 2001 2Q02 2003 2004 2005 2006' 200Z 2.008 98:0.3 9fYl8 9B=23. 
RECEIPTS 
Base Payment (inc. trust and up·front payment) ....... 10 9 10 12 14 15 15 15 15 '16 15 69 1401 369 
Payments to Recoup Excise Tax Credit and/or Losses .. 
AduH Sales Volume Adjustment. .......................... .. -1 -1 -2 ·2 ;3 ·3 -3 -3 -3 -4 -9 -26 -88 
Credit for Personal Compensation Claims ................. -2 ·2 -2 -3 ·3 -3 ·3 -3 -4 -4 -11 ·29 -82 
Inflation Adjustment.. ...................................................... 0 1 1 2 2 3 3 4 4 5 6 26 178
Credit for BBA Excise Taxes ............. 
Look-Back Surcharge for Youth Consumption ... - -' 3 0 '3 2, 1 3 3 12 ~ 

Net Industry Settlement Payments....................... 10 6 7 9 11 14 12 15 14 13 15 57 126 420 

Tax Offsets 
t . 

Indirect Business Tax Offset ........ ................. ·3 ·2 -2 -2 ·3 -4 ·3 -4 -4 -3 -4 ·14 -32 ·105 
 tCorporate Income Tax on Look·Back Surcharge ......... 

Youth Excise Tax Trigger ................ , .. 

Reduction in Existing Federal Excise Taxes......... .. ,.. -0 :1 -J :1 :1 ~ :1 :1 :1 ~ 
 ~ :9 :28 

Total Federal Tax Offsets ..................... :3 -2 ~2 c3 :4 ·5 ~ :5 ::5 ~ :5 -18 ~ :133 

Net Additional Receipts to US Govemmenl....... 8 4 5 6 7 10 8 10 10 9 10 39 85 287 


POTENTIAL USES/CHANGES 
State Attomeys General Proposals, Total ........... 5 5 7 8 10 7 7 8 4 5 34 85 188 

-Offset Reduction in State Excise Taxes ................ 1 1 1 1 1 2 2 2 2 5 13 48 

Use of Youth Look-Back Surcharge (90% grants) .......... 3 0 3 2 1 3 3 12 
 44 
Potential Increase in Federal Medicaid Match.............. 1 2 2 2 3 4 3 4 4 J 4 13 30 103 

Total Potential Use8 ..... ~·............................................. 1 7 8 10 11 18 12 15 15 10 13 54 120 363 

Memoranda: 
Ad Valorem Equivalent of Net Paymen1B ............................. 17·~ 19°/. 23'1. 28·1. 360/. 32% 37% 37% 35% 40% 
Change In Total Cigarette Consumption.............................. ·8% ·9% ·11% .13% ·16% . ·14% ·17"-. .16% ·16% ·17% 
Percentage Point Shortfall from Youth Target. ........................................................................ 24% 20% 42% 39% 40% 51% 
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SUMMARY OF BUDGETARY EFFECTS OF PROPOSED SETTLEMENT 0III04IIJ7 .... 

WITH TEEN SURCHARGE OF $240 MILLION PER PERCENTAGE POINT 01;34 PM 

c
.. 
c.. 

(In billions of dollars) c: 

199.6 1999 20QQ 2001 20Q2 2003 2Q(M 2005 2006 2OI1Z 200fl ~ DB::08 aa:23 ~ 
RECEIPTS tc 

c: 
Base Payment (Inc. trust and up.front payment) ....... 10 9 10 12 14 15 15 15 15 15 15 69 144 389 c. '" 
Payments to Recoup Excise Tax Credit andlor Losses., !l 

(J' 

Adult Sales Volume AdjustmenL ....................... .,:....... ·1 1 ·2 2 -4 ·3 -4 -4 ·3 -4 ·9 -27 -86 t. 

Credit for Personal Compensation Claims ...., ................ -2 ·2 ·2 ·3 -2 ·3 ·3 ·3 -4 -4 ·11 -29 ·83 
 c. 

c: 
Inflation Adjustment.. .............................................., ......... 0 0 1 1 1 2 2 2 2 3 15 94 

Credit for BBA Excise Taxes ............................ 
 " 
Look-Back Surcharge for Youth Consumption., ............. B 8 8 .1 a a 
 3a 138 

Net Industty SeWement Payments ....................... 10. B 7 8 1D 18 11 18 18 11 19 59 136 431 


Tax Offsets 
Indirect Business Tax Oftset... ........... ., ...................... -3 -2 -2 -2 -2 -4 -3 -5 -5 -3 ·5 ·15 ·34 -108 tt 

Corporate Income Tax on Look-Back Surcharge., ....... & 

Youth Excise Tax Trigger ...................................... 

Reduction in Existing Federal Excise Taxes....... ., .. :0 -1 ::l ::1 ::l ::.1 ~1
~ :1 :1 :4 :10. =21. 

Total Federal Tax Offsets............. ........ ......... . :3 ·2 -2 :.3 ~3 ~ ~ -6 :6 :4 :6 ::19 
 ~ :13fi 
Net Additional Receipts to US Govemment....... 8 4 5 6 7 12 7 12 12 7 13 41 
 92 29i 

POTENTIAL USES/CHANGES 
Slate Attorneys General Proposals. TotaL.................. 5 5 6 7 9 6 7 7 4 32 59 132 
Offset RedUction in State Excise Taxes ................... 1 1 1 1 2 1 2 2 1 2 5
" 13 48 
Use of Youth look-Back Surcharge (90% grants) ........... 8 6 8 1 
 9 8 33 138 
Potential Increase In Federal Medicaid Match................. 1 Z Z 2 2 :! 3 5 5 3 5 1.3 
 3a 1Qa

Total Potential Us ..................................................... 1 7 7 9 11 23 10 21 21 8 19 58 138 422 


Memoranda: 
Ad Valo ... m Equlvale"t of Net P.yments............................. 17% 18% 22% 26% 44% 28% 45°.4 44% 29% 48% 
Ch.ngeln Total Cigarette Consumption .............................. ·7% -8"0 ·10% ·12% ·20% ·13% ·200/. .19% ·13% ·20% 
Percentage Point Shortfall from Youth Target ........................................................................ 28% 14% 46% 35% 36% 55% 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D;C. 20220 

September 12, 1997 

MEMORANDUM FOR: DEPUTY SECRETARY SUMMERS 

FROM: JONATHAN GRUBER 
Deputy Assistant Secretary (Economic Policy) 

SUBJECT: Economic Analysis of the Tobacco Settlement 

Attached is a summary economic analysis of the tobacco settlement, with the following pieces: 

• Overview analysis summary 

• Summary of FTC findings in soon-to-be-released report 

• Discussion of options to be considered by the President 

• Graph of stock market event analysis 

• Evidence on international tobacco prices 

• OMB revenue estimates tor options 

• Tax Policy analysis of excess profits tax options 



September .12, 1997 

Summary Economic Analysis of the Tobacco Settlement 

Three Key Point~;: 

The Tobacco COIl'lpanies Have Struck a Very Favorable Deal 

• 	 They havc been relieved of substantial financial uncertainty and potential financial ruin 
from an endless stream of individual and class action lawsuits-they no longer have to 
fear being "Johns-Manvilled". 

• 	 Although they arc required to make substantial annual payments, they are expected to 
collect those payments from smokers in the form of higher prices-the payments do not 
come out of their bottom line. Indeed, they are encouraged to work together to achieve 
this goal. . 

The small fixed payments mandated by the settlement amount to only slightly 
more than one year's projits/or the industry. 

Our analysis suggests that overall, the reduction this settlement will imply at masl 
a 10%/all in Ihe projits a/tobacco companies by the fifth year of the agreement 

• 	 This and other collusion-facilitating aspects of the settlement, such as the ban on 
advertising and restrictions on entry, will probably lead to a consolidation of market 
power and will most likely make the major tobacco manufacturers far better of I 
financially than they would be in the absence of a settlement. 

• 	 The youth "Iookback" penalties are set at a sufficiently low level, and are set on an 
industry-:wide basis. that they provide a trivial penalty lor increased youth sales, and 
virtually no incentive for a specific company to reduce sales to youth. 

This is Conflrmc~d by the Very Positive Wall Street Reaction 

The benefits to the industry from this settlement are reflected in Wall Street's reaction. which has 
been very positive. Major analysts expect tobacco stocks to perform well, primarily because the 
substantial reduction in uncertainty about litigation removes the heavy discount for risk. 

• 	 Over the past few years tobacco stocks have fluctuated in. response to changes in the 
litigation outlook. 

• 	 When seHlement talks were announced April 16, tobacco stocks jumped sharply (see 
attached graph) 

• 	 Since tMt time, 18 analysts have made annOlmcements to confirm or raise 
recomm(!ndations to buy, one confirmed a fairly low rating, and 3 recommended cut. 

....................----------~~~=========--------------------



The key to Wall Street analysts positive reception appears to be the reduced risk of bankruptcy 
offered by the settlement in its present form: tobacco companies. who had been expected to see a 
discount in their future prices ofup to one-third, are now expected to perform as weJl as the 
market generally. 

The positive Wall Street reaction is not just an interesting historical exercise; it is a sobering 
reminder of the potential political problem of confirming a deal that is overly generous to the 
industry. A large rise in tobacco stock prices after the announcement ofthe President's position 
could be p(}litica/~y disasterous. 

Government Rev,enues are Much Less than Statuatory Payments 

From the government's perspective, the revenues from this settlement are much lower than the 
statutory stream (,f payments. due to offsets to other (excise and income) taxes and payments for 
civil suits 

• 	 The OMB estimates that, by the fifth year of the settlement (2003), the federal 
govemment will only collect about $9 billion of the $15 billion in statutory payments 

Thus. the breakdown of payments in that year is: 

Statutory: $15 billion 
Volume adjusted: $12 billion 
Share borne by tobacco companies: $0.7 billion 
Share borne by consumers: $1 1.3 billion 
Net Federal revenues: $9 billion 

This table highlights two keyfeatures ofthe settlement: it raises less money than envisioned. and 
it raises almost all olthat moneyfrom consumers. 
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FTC Analysis 

, 
The FTC will release on September 15 (or a few days later) an analysis which emphasizes the 
benefits of this settlement for the tobacco ,companies. 

• 	 Their revi{~w of the literature indicates that a 100% pass-through to price is a fairly 
conservative assumption. lndeed, the most care.!ul ~\'/Udy ofthe 1983fedcral excise lax 
increase shows a 200% pass-through to price. 

• 	 Moreover, a 200% pass-through would still leave prices far below the monopoly price of 
roughly $4.00 per pack, and well below the prices in many other countries 

The attached table shows prices per pack in other countries. The U.S. price, 
even in high tax states such as California, is much lower, 

• 	 Their ,model of the industry is one of an oligopoly that is largely constrained from even', 
higher markups by small market share "outsiders" (e.g. Liggett). But the settlement 
weat1yfacilitates increqsed coordination 

The broad anti-trust exemption, literally interpreted, would not rule out side 
payments to outsiders in order to get them to raise their price 

The settlement dramatically increases the cost to outsiders by forcing them to 
contribute 150% of their contribution share to an escrow fund, tr9m which they 
will only receive distributions after 35"years ' 

• 	 At 1 00% pass-through, they estimate that profits will tall for the industry by $15 billion 
over 25 yt~ars - a trivial total relalive to the stream (?fpayments 

• 	 But a fair summary of the tone of the FTC report (although not explicitly stated) is that 
100% pass-through is an extremely conservative assumption, even if we limit the anti
trust exemption. At larger pass-throughs, the industry actually increases their profits 
throuKh lhis deal 

At 125% pass·through, profits rise by $22 billion over 25 years 

Al 200% pass-through, profits rise by $108 hi Ilion over 25 years 
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Options for Incr(~asing Industry Payments 

The attached tables from OMB show the effect of/iJur optionsjiH changing the settlement. 
These are the options that wi II be presented to the President: . 

1) 	 Accept the deal as written, with the BBA offset repealed 

2) 	 Dramatically increase youth lookback penalties 

First teir of company specific payments =: 2 '" expected profits 
Second teir of industry specific payments 

- reduce smoking 30-60 percent: $200 million per percentage point 
- reduce smoking 10-30 percent: $400 millon per percentage point 
- reduce smoking 0-10 percent: $600 million per percentage point 

3) 	 Increase the base payments so that the net receipts equal promised outlays ("Restore 
Promised Settlement"), with the first teir (company-specitic) lookback 

4) 	 Raise the base payments to acheive an equivalent of$I.50 per pack increase in price, with 
the first teir (company-specific) look back 

There are three alternativesjiJr evaluating the e//ects of'these options: 

• 	 Assume that the youth targets are met, because of effective non-price company actions in 
response to the tougher youth lookback 

• 	 Assume that youth smoking only responds through the price effect ("Mininum 
Deterrence") . 

• 	 Assume that there is some effect of non-price company actions, but that they are not fully 
etfective ("Moderate Deterrence") 

These differing assumptions have relatively small effects in contrasting options 1,3, and 4. But 
they have a huge effect in considering option 2 versus the alternatives. 

There are two points to emphasize in contrasting these options: 

• 	 It is critical to emphasize the inherent uncertainty in 'the revenue.ti&'Ures under option 2. 
The range presented shows clearly how unstable this stream is, and therefore how it will 
be unlikely to serve our public health interests. 

• 	 It is also critical to emphasize that ihe companies can u.tlhrd much lar~er payments: eyen 
for the most extreme case ($1.50 per pack increase), at a 100% pass-through, industry 

. profits fall by $.1.6 bi Ilion, which is 20% of base profits - smaller than the Wall Street 
analysis of the value to the firms from reducing legal uncertainty 
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At a 125% pass-through, profits will actually rise with a $1.50 per pack payment 

At a 200% pass-through, profits rise substantially 

• 	 Another issue is the incremental profits tax. Attached is a memo from Tax Policy which 
argues that it is very difficult to design an appropriate excess profits tax. They present 
two alternatives: 

A receipts tax. It is probably reasonable to assume a stable cost-structure tor the 
industry, so this isn't so bad from the perspective of the tax base. But the 
appropriate tax rate depends critically on the degree of pass-through, and as we 
emphasized this is very uncertain 

A gross profits tax. This makes it easier to set the rate, but raises difficult issues 
with fungibility in defining the base. 

NeUher olthese approaches is particularly altraclive. This once again 
emphasizes the imporlance (?f increasing the magnitude ofthe penalties, since a 
weak deal will be passed through to profits and will not be captured by the . 
g(}vernmenl. 
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