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Smoke and Mirrors

In the latest turn in tobacco litigation, an Illinois state judge has

ordered Philip Morris USA, owned by Altria Group, to post a $12

billion bond to cover its potential liability while it appeals a huge

verdict rendered against it in a class-action lawsuit. (The jury found

that Philip Morris deceived smokers into thinking that “light” ciga-

rettes were safer than regular cigarettes.) The size of the bond has

raised doubts about the company’s ability to service its debts, includ-

ing large payments promised to state governments as part of the 1998

tobacco settlement. The states, worried about the money, are trying to

get the appeal bond lowered. This points up an awkward conflict of

interest: Although public health policy focuses on discouraging smok-

ing, the states are financially dependent on tobacco money. The more

people smoke, the more money the government makes.

In the 1990s, state governments began
to sue the tobacco industry to recover the
costs associated with treating tobacco-re-
lated illnesses through Medicaid, the
health plan for the poor that is partly fi-
nanced by state governments. In 1998, the
attorneys general of 46 states plus the Dis-
trict of Columbia signed an agreement
with the four largest tobacco companies
(Philip Morris, R.J. Reynolds, Brown and
Williamson, and Lorillard) to settle these
lawsuits. Under this “Master Settlement
Agreement” the participating tobacco
companies (which now include a number
of smaller companies that have since
signed on) agreed to make annual pay-
ments in perpetuity to the states. Payments
are projected to total $206 billion over the
first 25 years.

Prior to this master settlement, four
states (Florida, Minnesota, Mississippi,
and Texas) settled their lawsuits sepa-
rately. They are expected to receive about
$40 billion over 25 years. Under yet an-
other agreement, the tobacco companies
also will pay $5 billion to 14 tobacco-
growing states to help compensate tobacco
farmers hurt by declining cigarette sales.
All told, the tobacco industry is projected
to pay about $250 billion to the states over
the next 25 years. As shown in the table
on the next page, about $30 billion has
already been paid, in payments ranging
from $2.9 billion for Texas to $58 million
for Wyoming. (The allocation formula

takes into account each state’s population,
number of smokers, and smoking-related
health-care expenditures.)

In addition to these payments, the mas-
ter settlement also included a number of
anti-smoking measures. It changed the
way tobacco companies market and ad-
vertise their products, banning them from
using cartoon characters such as Joe
Camel, selling merchandise with brand-
name logos, or using outdoor advertising.
It also prohibits them from paying to have
their products used in movies and videos
and from sponsoring most athletic events.

The Money Does Not Go
to Sick Smokers

Although the lawsuits that triggered the
settlement were spawned by individuals
with smoking-related illnesses, they were
brought on behalf of the states rather than
these individuals. If there were any doubts
about this, subsequent developments have
made clear that it is the states, not sick
smokers, who are covered by the agree-
ment. After it was signed, a number of
Medicaid patients being treated for smok-
ing-related illnesses sued their states,
claiming that they are entitled to a portion
of the settlement money. These lawsuits
have been dismissed by the courts by rea-
son of sovereign immunity (a legal doc-
trine that says states cannot be sued for
money damages without their consent).

The settlement also does not affect the

various individual lawsuits that have been
brought against tobacco companies, nor
does it preclude new lawsuits in the fu-
ture. (Last October, a California jury or-
dered Philip Morris to pay $28 billion to a
64-year old smoker with lung cancer. In
December, a judge reduced this award to
$28 million).

It also does not prevent the Federal
government from suing for costs incurred
by Medicare, the Veterans Administration,
or other Federal programs in treating
smoking-related illnesses. Indeed, in 1999
the Clinton Administration brought such
a lawsuit against the major tobacco com-
panies. A Federal judge dismissed much
of the Government’s original legal argu-
ment but the case is still working its way
through court. In March, the Justice De-
partment filed papers indicating that it
plans to sue for $289 billion in tobacco
profits that it claims were derived from
decades of “fraudulent” practices.

The Money Isn’t Tied
to Health Care, Either

The anti-smoking provisions of the
master settlement, and the fact that the
agreement grew out of demands to be re-
imbursed for medical costs, may have cre-
ated the impression that the settlement
money paid to the states would be used
mainly to pay for health care related to
smoking illnesses and for programs de-
signed to help smokers quit and to pre-
vent young people from starting to smoke.
However, the agreement does not require
that the funds be used for these purposes,
or indeed for anything else related to to-
bacco. Indeed, no strings are attached to
what states do with the money and the
payments have been used by the states to
pay for a raft of programs that have noth-
ing to do with smoking.

Tobacco settlement money has been
used to pay for college scholarships in
Michigan, to build an animal shelter in
California, to study the genetic makeup
of Acadians in Louisiana, and to promote
tourism and economic development in
Georgia. It has been used to pay for new
jails, reading programs for poor children,
bonuses for civil servants, earthquake ret-
rofitting of buildings, child care, eye-
glasses for the poor, terrorism prevention,
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road maintenance, and, in North Carolina,
a “horse park.”

According to a report by the U.S. Gen-
eral Accounting Office (GAO), in the first
two years of the settlement the states used
about 40 percent of the funds they received
to pay for health programs. However,
much of this was not directly tied to smok-
ing-related illnesses. Some states, for ex-
ample, used funds to expand Medicaid
coverage, provide prescription drug ben-
efits for the elderly, expand health care
programs for uninsured children, and fund
general medical research on illnesses un-
related to smoking. Not all of these out-
lays were for new programs; in some
cases, the settlement funds were used sim-
ply to replace existing state funding for
health care, rather than to supplement it.
In these instances, tobacco money simply
substituted for other sources of govern-
ment revenue.

The states have spent another seven
percent of their settlement funds on pro-
grams designed to discourage smoking.
The rest—roughly half of the money paid
out so far—has been used as a piggy bank
to pay for general government spending.

As state budgets have deteriorated in
the past year, officials increasingly have
used the settlement money to cover bud-
get shortfalls. In other words, they simply
lump the settlement funds in with general
tax revenue that funds general programs.
Fiscal pressures also have led some states
to cut funding for anti-smoking programs,
to the chagrin of anti-smoking advocates
who claim this betrays the “spirit” of
settlement. But again, the agreement it-
self contained no restrictions on how the

funds were to be used.

Future Payments—Up In Smoke?

A growing number of states have cho-
sen to sell off their rights to all or part of
the future stream of tobacco settlement
payments in exchange for a single large
up-front payment. In this process, called
“securitization,” the state issues bonds; the
future interest payments on these bonds,
along with eventual repayment of the prin-
cipal, are to be paid for out of settlement
funds paid by the tobacco companies.
Typically, the state receives a lump sum
that is less than half of its total projected
payments from the tobacco industry.

Although some states are securitizing
because they want the large lump sum to
help cover budget gaps, others did so even
before they faced serious fiscal problems.
Apparently a key consideration for state
officials is the risk that future payments
from the tobacco companies might not be
as large as expected: the payments are not
guaranteed. They are tied to future ciga-
rette sales. If the number of cigarettes
shipped by the participating tobacco com-
panies decreases or their market share
falls, the payments will be reduced.

Already, actual payments have been
less than initially projected. According to
the GAO study, the payments made in
2000 and 2001 totaled $13.5 billion, com-
pared to an original estimate of $15.1 bil-
lion. In other words, in just two years de-
creasing cigarette sales lowered payments
by $1.6 billion, or nearly 11 percent be-
low the projected payment.

Future tobacco settlement payments are
also at risk in the event the tobacco indus-

try becomes bankrupt. If the participating
companies were to file for bankruptcy pro-
tection from creditors—say, in response
to an extraordinarily punitive award by a
jury—the states would have to get in line
with other creditors.*

By securitizing their payments, states
can shift the risk of reduced payments
from themselves to the investors who buy
“tobacco bonds” backed by the settlement
payments. Of course, in the event of a
default, investors would claim that the
bonds were backed by the state. Up to this
point, most states have taken steps to pro-
tect themselves from any legal obligation
to bondholders, by using artful legal lan-
guage, creating special agencies to under-
write the bonds, etc.

As a result of the problems with Philip
Morris, however, the ratings of tobacco
bonds have been downgraded, leading
some states to postpone plans to issue new
bonds. They may now have to pay higher
interest rates to attract investors, or back
new bonds with state tax revenue.

Thank You For Smoking

The link between tobacco-settlement
payments and cigarette sales points up an
awkward conflict of interest faced by gov-
ernments. From the standpoint of public
health, government policy should focus
on discouraging smoking. But from a fi-
nancial perspective, the more people
smoke, the more money the government
makes.

In 2001 the states collected more than
$8 billion in cigarette excise taxes alone.
That figure may increase substantially this
year, because more and more states are
raising their tobacco tax rates. Moreover,
cigarette taxes have become a favorite way
to raise revenue during the current fiscal
squeeze. Nineteen states already have in-
creased their tobacco tax rates this year
and others are considering doing so.

Federal and state excise taxes, the to-
bacco settlement payments, and the sales
taxes that many states also levy on ciga-
rette sales totaled about $30 billion in to-
bacco taxes and payments last year. The
government now makes more money from
cigarettes than the tobacco companies do.

Of course, governments have long used
“sin taxes”—excise taxes on alcohol, to-
bacco, and the like—both to raise rev-
enue and to discourage consumption. In-

Do Smokers Cost the Government Money?
The $246 billion tobacco settlement is supposed to compensate state

governments for the costs they have incurred to treat Medicaid patients for
smoking-related illnesses. How the negotiators arrived at this figure is not
entirely clear, but reportedly it was based on statistical analyses that took
into account the typical costs of various medical treatments, average rates
of illness, smoking rates, etc.

However, such estimates of the “cost of smoking”  fail to take into
account how much smoking reduces other government outlays. When
smokers die prematurely, the government does not have to pay for
medical care (through Medicaid, Medicare, and veterans’ health programs)
that these individuals would otherwise receive if they had the same life
expectancy as a non-smoker. The government also does not have to pay as
much for Social Security retirement benefits, civil service pensions,
military pensions, and nursing home care. Smokers also add billions of
dollars to government revenue through the excise taxes they pay.

It is difficult to estimate the net effect of these reduced costs and extra
revenues, but some studies suggest that if they are taken into account,
smokers actually save the government money.  At a minimum, these
savings partially offset the cost of treating smoking-related illnesses. Most
state courts did not allow any of these other factors to be taken into
account in the lawsuits filed by the states against the tobacco industry.
Their focus was restricted to smoking-related medical costs, and therefore
the tobacco settlement did not take offsetting savings into account.

* Annual payments are also subject to adjustment
for price inflation, as measured by the change in
the Consumer Price Index, with a minimum an-
nual adjustment of three percent per year. Some
initial payments were exempted from this adjust-
ment. So far, this exemption combined with the
downward adjustment for reduced tobacco sales
has more than offset the inflation adjustment, thus
tobacco payments have been less than projected.
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deed, probably the best way to discour-
age people from doing something is to
raise the price of doing it. Anti-smoking
activists are upset that state campaigns
against tobacco use are being scaled back,
but it is not clear how effective these cam-
paigns are. Supporters often cite declin-
ing tobacco sales as proof that such cam-
paigns work, but they usually downplay
the significant role that higher prices play
in reducing sales.

From a fiscal standpoint, the problem
is that, if prices become high enough to
significantly deter smoking, the
government’s tobacco-related revenue
eventually will decrease. The point at
which this happens in a particular state
depends partly on whether smokers can
buy cheaper tobacco elsewhere. Large dif-
ferentials in the tax rates levied from state
to state will lead smokers in the states
with the most punitive excise taxes (such
as New York) to save money by buying
from states with lower taxes (such as Vir-
ginia and North Carolina). As more states
raise their excise taxes, these differentials
are shrinking. However, smokers in ev-
ery state also can save money by buying
cigarettes from Native Americans, whose
sales usually are exempt from state and
Federal excise taxes.

Higher taxes also make the black mar-
ket for cigarettes more lucrative, with po-
tential consequences that go far beyond
lost tax revenue. In June, Mohamad
Hammoud of Charlotte, North Carolina,
was convicted of using the profits from
cigarette smuggling to finance Hezbollah
terrorists. He would buy large amounts of
cigarettes in North Carolina, where the
cigarette tax is just five cents per pack,
and sell them at a profit in Michigan,
where the tax at the time was 75 cents.

A Tax By Any Other Name…

The tobacco settlement is not an ex-
plicit excise tax. It is not levied separately
on a pack of cigarettes, there is no stamp
affixed to each pack to show that ciga-
rette distributors have paid it, and Native
American vendors are not exempt from
it. Its costs ostensibly are to be paid by
tobacco companies, not retailers or con-
sumers. Like other costs of doing busi-
ness, however, the cost of the settlement
will be passed along to tobacco consum-
ers in the prices they pay. By agreement
between the states and tobacco compa-
nies, the tobacco settlement money will
be paid to state governments, which will
use it however they choose. In Webster’s
dictionary, a tax is defined as “a charge
usually of money imposed by authority
upon persons or property for public pur-
poses.” In short, the $250 billion tobacco
settlement is a tax in all but name.

Tobacco Settlement Payments and Excise Tax Rates on Cigarettes

Projected Actual
payments over payments Tax rate

25 years through January 2003 as of January 2003
State (billions of dollars) (dollars) (cents per pack)
Alabama 3.3  373,548,268  16.5
Alaska 0.7  80,822,079  100
Arizona 3.0  344,962,064  118
Arkansas 1.7  198,434,105  34
California 26.3  2,976,489,684  87
Colorado 2.8  324,513,170  20
Connecticut 3.8  432,931,432  111
Delaware 0.8  92,220,297  24
Florida * 13.0  2,208,423,000  33.9
Georgia 5.1  581,023,671  12

Hawaii 1.2  140,350,551  120
Idaho 0.7  85,991,958  28
Illinois 9.6  1,101,762,374  98
Indiana 4.2  482,866,343  55.5
Iowa 1.8  205,869,234  36
Kansas 1.7  197,348,902  70
Kentucky 3.6  410,689,921  3
Louisiana 4.6  533,891,249  36
Maine 1.6  182,122,188  100
Maryland 4.7  535,099,334  100

Massachusetts 8.3  941,861,359  151
Michigan 9.0  1,014,843,380  125
Minnesota * 6.1  1,226,265,000  48
Mississippi * 4.1  669,001,000  18
Missouri 4.7  211,202,633  17
Montana 0.9  100,550,299  18
Nebraska 1.2  140,845,469  64
Nevada 1.3  144,385,031  35
New Hampshire 1.4  157,640,886  52
New Jersey 8.0  916,790,605  150

New Mexico 1.2  141,178,528  21
New York 26.3  2,976,037,554  150
North Carolina 4.8  543,872,501  5.0
North Dakota 0.8  86,643,746  44
Ohio 10.4  1,192,487,776  55
Oklahoma 2.1  245,276,167  23
Oregon 2.4  267,625,689  128
Pennsylvania 11.8  1,198,236,562  100
Rhode Island 1.5  170,180,034  132
South Carolina 2.4  278,467,954  7

South Dakota 0.7  82,603,955  33
Tennessee 5.0  580,999,792  20
Texas * 17.5  2,891,530,000  41
Utah 0.9  105,314,486  69.5
Vermont 0.8  95,886,184  93
Virginia 4.2  484,039,963  2.5
Washington 4.2  486,050,912  142.5
West Virginia 1.8  209,844,156  17
Wisconsin 4.3  483,185,311  77
Wyoming 0.5  57,911,830  12

District of Columbia 1.3  na  100
Total 246.0  29,590,118,562

Federal  39

* These states settled separately and “actual payments”  are shown through Dec. 2001.  na = not

available.

There is a major difference between
this “tax” and others, however. The to-
bacco settlement is the product of an un-
legislated agreement negotiated by state
attorneys general. It was not approved by
a vote of elected representatives.

“No taxation without representation”

was the battle cry of the American Revo-
lution, of course. The Constitution re-
serves to Congress the power to tax. How-
ever, few protest the undemocratic nature
of the tobacco settlement. Perhaps this re-
flects the fact that it is not called a tax and
most people think that it is being paid for
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not by individuals but by tobacco compa-
nies, and nobody likes them. Even if the
public realizes that smokers are paying
for it, nobody likes them either.

Be that as it may, a $250 billion tax
levied without the approval of elected leg-
islators sets a terrible precedent. Tobacco
is not the only thing that makes people
sick and costs Medicaid money. One can

only imagine that companies selling alco-
hol, fatty foods, guns, you name it, will
become targets for negotiated settlements.
Forget a Twinkie Tax; that would have to
be put up for a vote. Now there is a prece-
dent for a Twinkie Settlement to raise rev-
enue to cover the government’s cost of
treating diabetes (or to pay for the new
jail, or the next horse park). ❑

INCENTIVES MATTER*

Professor Steven Landsburg has observed that “Most of economics

can be summarized in four words, ‘people respond to incentives.’” Wil-

liam Easterly’s book shows how “development experts” have ignored

this simple principle and have repeatedly failed to find policies to enable

the poorest countries to improve their citizens’ living conditions.

William Easterly spent many years as
an economist at the World Bank. His book,
The Elusive Quest for Growth, subtitled
“Economists’ Adventures and Misadven-
tures in the Tropics,” provides a look back
at the changing ideas of development
economists. These ideas influenced the ac-
tivities of aid donors and international in-
stitutions such as the World Bank and the
International Monetary Fund. The record
has not been good. The author writes:

Many times over the past fifty years,

we economists thought we had found the

right answer to economic growth. It

started with foreign aid to fill the gap

between “necessary” investment and

saving. Even after some of us abandoned

the rigidity of the “necessary” investment

idea, we still thought investment in

machines was the key to growth.

Supplementing this idea was the notion

that education was a form of

accumulating “human machinery” that

would bring growth. Next, concerned

about how “excess” population might

overwhelm the productive capacity of

the economy, we promoted population

control. Then, when we realized that

government policies hindered growth, we

promoted official loans to induce

countries to do policy reforms. Finally,

when countries had trouble repaying the

loans they incurred to do policy reforms,

we offered debt forgiveness.… None of

these elixirs has worked as promised…

In fact, during the past half century, as
living standards in the “first world” of in-
dustrialized market economies have con-
tinued their long-term growth trends, the
economies of the “third world” —with few

exceptions—have continued to lag. In
some instances, especially in sub-Saharan
Africa, people may actually be worse off
than they were a half-century ago.

In describing the fits and starts of
policy over the years, Easterly makes ex-
tensive use of cross-country statistical
analyses (a major activity of World Bank
economists). In so doing he finds little
correlation between any of the concerns
of the policy makers over the years and
the economic performance of a given
country. Countries that received the most
aid or loans did not grow faster than oth-
ers (often quite the reverse). High rates of
investment have not guaranteed growth.
Similarly, spending on education did not
turn out to be a determinant of growth
rates: countries that spend relatively more
on schooling do not consistently outper-
form others. And there has been little cor-
relation between the trends of birth rates
and economic growth rates. The forgive-
ness of debt has failed to “jump start”
economies.

Easterly concludes: “We have learned
once and for all that there are no magical
elixirs to bring a happy ending to our quest
for growth. Prosperity happens when all
the players in the development game have
the right incentives.”

The author describes four symptoms of
economies subjected to the wrong incen-
tives: a large black-market premium over
the official exchange rate; a low level of
financial development as measured by the
ratio of the money supply to GDP, which

is an indicator of a preference for holding
currencies other than the local offering;
negative interest rates (regulated interest
rates are below the rate of price inflation);
and large government budget deficits.

These conditions are all associated with
low growth, stagnation, or even economic
contraction. Typically they occur together
in varying degrees. That all four are re-
lated to money and finance is not a coin-
cidence—it is the price signals provided
by transactions in currency (lending and
borrowing as well as buying and selling)
that coordinate economic activity.

According to the author, such condi-
tions usually reflect policies designed to
benefit one segment of the public over
another. For example, unmanageable bud-
get deficits often reflect bloated bureau-
cracies or subsidies to uneconomic indus-
tries. If other currencies are held when-
ever possible, there will be little financial
intermediation and little available credit.

Requiring agricultural products to be
exported at an artificially low official ex-
change rate means that farming is, in effect,
taxed more heavily than other pursuits if
farmers must purchase inputs (such as fer-
tilizer) at world prices. Similarly, a large
black-market premium means that import
licenses become very valuable—favored
relatives or cronies can resell their imports
at world prices—a major source of corrup-
tion in countries with exchange controls.

Needless to say, favoritism is not the
only form of corruption. More direct tech-
niques such as bribery in the award of
major contracts (often financed with for-
eign aid or loans) and outright theft may
account for more of the boodle. Remark-
ably, according to the author, corruption
was not even mentioned by the World
Bank as an obstacle to development un-
til the end of the 1990s (and then only in
delicate phrases, such as “problems of
governance”), even though it would prob-
ably be very high on the list of anyone
attempting to do business in the third
world.

The Elusive Quest for Growth high-
lights the effects of misdirected incentives
without providing a plan to get them right.
Nevertheless, it does make it abundantly
clear that the problems of development
cannot be solved simply by “throwing
money at them.” ❑

* This article is a review of The Elusive Quest for
Growth, by William Easterly, Cambridge MA,
The MIT Press, 2002, 342 pp. with index, $17.95
paperback.


