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ALBANY GOVERNMENT LAW REVIEW
INTRODUCTION

In 1994 the attorney general of the State of Mississippi filed a
complaint against the tobacco industry,' beginning the frontal
legal assault by state attorneys general on the tobacco industry.’
Other state attorneys general quickly followed, suing the tobacco
industry to stop tobacco companies from selling cigarettes to
minors, and to recoup alleged -cigarette-related Medicaid
expenditures.’ After extensive negotiations, on November 23,
1998, the “Master Settlement Agreement” (MSA) was agreed to
and signed between the major tobacco companies in the United
States and forty-six state governments, the District of Columbia,
and five United States territories.* The MSA is the largest civil
settlement in United States history, and settles all legal claims
brought by the signatories against the major tobacco companies.’
At the signing, the tobacco companies involved in the MSA—
Brown & Williamson, Lorillard, Phillip Morris USA (now Altria),
R.J. Reynolds, Commonwealth Tobacco, and Liggert & Myers—
represented nearly 100% of the United States tobacco industry.°
The tobacco companies agreed to pay the bereaved governmental
parties an amount estimated at the time to be $229 billion

(nominal dollars) between 1998 and 2025 But note that
settlement payments have no end date; payments are to be made

I Comprehensive Settlement Agreement and Release at 1, In Re Mike Moore,
A.G., ex rel. St. Miss. Tobacco Lit., Cause No. 94-1429 (Ch. Ct. Jackson, Miss.,
filed May 1994), http:/www.agjimhood.com/images/uploads/forms/comprehen
sivesettlementagreement.pdf.

2 Michael Janofsky, Mississippi Seeks Damages from Tobacco Companies,
N.Y. TiMES, May 24, 1994, at A12.

3 MASTER SETTLEMENT AGREEMENT (1998), Exhibit D, http:/www.naag.org/
backpages/naag/tobacco/msa/msa-pdf.

4 Id. at 9, Exhibit A.

5 Master Settlement Agreement, WASH. ST. ATT'Y GEN., http://www.atg.
wa.gov/MSA.aspx (last visited Oct. 31, 2012) [hereinafter WASH. ST. ATT'Y GEN.].
The MSA has no legal import at the federal level. Indeed, the federal Justice
Department is currently suing the tobacco industry for $289 billion. See United
States v. Philip Morris USA, Inc., 396 F.3d 1190 (D.C. Cir. 2005) (deciding, 2-1,
that the federal government could not use the federal racketeering statutes to
seek the $289 billion civil penalty against the tobacco industry, throwing a
major stumbling block into the federal governments’ case), affd in part and
vacated in part, 566 F.3d 1095 (2010), remanded by 566 F.3d 1095 (2010).

¢ MASTER SETTLEMENT AGREEMENT, supra note 3, Exhibit K.

7U.S. Gov'T AND ACCOUNTABILITY OFFICE, GAO-01-851, To0OBACCO
SETTLEMENT: STATES’ USE OF MASTER SETTLEMENT AGREEMENT PAYMENTS 14
(2001) [hereinafter GAO-01-851].
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2013] TOBACCO SECURITIZATION & PUBLIC SPENDING

in perpetuity.®

The settlement represents a substantial windfall of billions of
dollars to state government’s general funds.” The expected
settlement payments are structured similarly to an annuity, with
roughly equal payments paid by tobacco companies annually."
The MSA did not place any legal restrictions on the use of funds;
therefore annual funds are general revenue to state governments
that can be used for any purpose legislated by the state
government."" Tobacco companies are responsible for directly
making MSA payments, but they are allowed to raise the money
for payments by raising cigarette prices.”” The cigarette price
increase represents “the equivalent of a per pack cigarette tax.”"
Effectively, the MISA imposes an increase in each state’s cigarette
excise tax without going through the standard budgetary
channel, the legislature, for imposing a tax increase."

States began receiving MSA payments in 1999."” Rather than
wait to receive the yearly payments, however, some state
governments have used their expected future proceeds, and
chosen to securitize all or a portion of their expected payments.'®
These states have sold the right to all or a portion of their
expected future payments from the MSA in order to receive

substantial upfront proceeds from the sale of a securitization

bond issue.” We analyze the designs and choices of states in

securitizing their expected MSA payments by selling tobacco
securitization bonds (T'SBs), and we describe the nature of the

8 MASTER SETTLEMENT AGREEMENT, supra note 3, at 56-57; WASH. ST. ATT’Y
GEN., supra note 5.

9 WASH. ST. ATT’Y GEN., supra note 5.

10 MASTER SETTLEMENT AGREEMENT, supra note 3, at 56-57; WASH. ST. ATT’Y
GEN., supra note 5.

I Walter J. Jones & Gerard A. Silvestri, The Master Settlement Agreement
and Its Impact on Tobacco Use 10 Years Later, 137 CHEST 692, 695 (2010).

12.C. STEPHEN REDHEAD, CONG. RES. SERV., RL 30058, ToBACCO MASTER
SETTLEMENT AGREEMENT (1998): OVERVIEW, IMPLEMENTATION BY STATES, AND
CONGRESSIONAL ISSUES 5 (1999).

13 W. Kip Viscusi & Joni Hersch, Tobacco Regulation Through Litigation 1
(Nat’l Bureau of Econ. Research, Working Paper No. 15422, 2009).

14 Id. at 1, 6.

15 Actual Tobacco Settlement Payments Received by the States, 1998-2009,
CAMPAIGN FOR TOBACCO-FREE KiDS (Aug. 10, 2009), http://www.tobaccofreekids.
org/research/factsheets/pdf/0218.pdf.

16 U.S. GOV'T ACCOUNTABILITY OFFICE, GAO-06-502, TOBACCO SETTLEMENT:
STATES’ ALLOCATIONS OF FISCAL YEAR 2005 AND EXPECTED FISCAL YEAR 2006
PAYMENTS 2 (2006).

7 1d.
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24 ALBANY GOVERNMENT LAW REVIEW [Vol. 6

securitization transactions from a risk and reward perspective.
We also analyze the use of proceeds from securitizations and
conduct an empirical analysis of the impact of securitization on
tobacco control and prevention spending. Our analysis has
important implications for evaluating the MSA, and implications
for designing future negotiated settlements implemented through
a public budgeting process. The most recent large settlement
with substantial, long-term public budgeting implications was the
April 2012 $2.5 billion mortgage and foreclosure settlement
between state attorneys general and major banking institutions.'®
We believe our analysis of the securitization of MSA payments
will provide useful information to policy makers and other
stakeholders involved in large, long-term negotiated settlements
because they deal with many of the same fundamental public
budgeting and finance issues presented by the MSA. We continue
the paper with a discussion of the financial obligations in the

MSA, and then we describe and analyze tobacco securitization
bonds (T'SBs).

I. ToBACCO COMPANY PAYMENTS

The MSA obligates tobacco companies to make yearly
payments each April in perpetuity.”” MSA payments are the total
of three legally distinct payments: initial, annual, and strategic
contribution fund payments.”® “Initial payments” were scheduled
to begin almost as soon as the ink of the signatories on the
agreement dried, or in legal terms, when the “Escrow Court

approves and retains jurisdiction over the Escrow Agreement.””

The initial payments totaled $12.74 billion to be paid in five
yearly installments.”? The “initial payment” was set as a base
amount per year at $2.4 billion, with modest annual increases to
$2.7 billion in 2003.*  Each tobacco company’s required
contribution was based on its market share of cigarettes sold.*

18 Paul Kiel & Cora Currier, Billion Dollar Bait & Switch, PROPUBLICA (May
22, 2012, 11:26 AM), http://www.propublica.org/article/billion-dollar-bait-switch-
states-divert-foreclosure-deal-funds.

19 See Viscusi & Hersch, supra note 13, at 14; Actual Tobacco Settlement
Payments Received by the States, 1998-2009, supra note 15.

20 GAO-01-851, supra note 7, at 14.

21 See MASTER SETTLEMENT AGREEMENT, supra note 3, at 55.

2 Id.

2 Id.

2 Id. at 9.
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2013] TOBACCO SECURITIZATION & PUBLIC SPENDING 25

Payments are distributed to the states based on each state’s
share of the MSA settlement, referred to as the “allocation
percentages.”” Each state received a certain MSA allocation
percentage in the settlement.” The allocation percentages were
negotiated between the states attorneys general and the tobacco
companies.”’ The average state allocation percentage is 2.134%,
but varies from 0.3414187% for Alaska to 12.7639554% for
California.”® The allocation percentages are reportedly based on
Medicaid  program and non-Medicaid smoking-related
expenditures incurred by each state. In an empirical study,
however, allocation percentages are significantly higher in states
with a greater share of medical costs and a higher cigarette tax
rate.”

Most funds from the MSA are annual payments, which have to
be paid by April 15t of each year.”’ Annual payments vary from
year to year according to a “volume adjustment” and an “inflation
adjustment.”** The volume adjustment adjusts payments
downward, while the inflation adjustment adjusts payments
upward.”® The volume adjustment is a function of annual
changes in the participating tobacco manufacturers’ cigarette
shipments for sale in the United States and their share of the
United States market.** Payments are reduced if the Original
Participating Manufacturer’s (OPMs) share of the total United
States cigarette market decreases or cigarette shipments decline
from decreased sales.”

It is important to note that cigarette consumption peaked in
1981, and has declined steadily.’® Since the MSA was executed in
1998, United States cigarette consumption declined from 465
billion to 301 billion, a decline of 35%.” OPM cigarette shipments

2 Id. at 64.

26 Id. at A-1, Exhibit A.

27 Viscusi & Hersch, supra note 13, at 29.

28 MASTER SETTLEMENT AGREEMENT, supra note 3, at A-1, Exhibit A.

2 Viscusi & Hersch, supra note 13, at 10.

30 See id. at 12.

31 MASTER SETTLEMENT AGREEMENT, supra note 3, at 56-57.

2 Id. at 8, 18.

3 Id. at 8, 18, C-1, Exhibit C.

3 Id. at 62—63.

3 Id. at 69.

36 Trends in Tobacco Use, AM. LUNG ASS'N., July 2011, http://www.lung.org/
finding-cures/our-research/trend-reports/Tobacco-Trend-Report.pdf.

37 Id. at Table Two. See Blake Brown & Will Snell, U.S. Tobacco Situation
and Outlook, N.C. ST. U. (Oct. 2011), http://www.ncsu.edu/project/tobaccoportal/
wp-content/uploads/2011/10/Oct-2011-Tobacco-Outlook.pdf.

V 9pIS /1 "ON 188ys -9 Jbe-21eE

€c¢¢cicl €10¢/60/¥0



33127Lagr_6-1 Sheet No. 17 Side B 04/09/2013 12:22:23

26 ALBANY GOVERNMENT LAW REVIEW [Vol. 6

reported according to the MSA have dropped by 38%, from 409
billion in 1999 to 250 billion in 2011.*® The cigarette volume
adjustment formula reduces the base annual payment by 0.98%
of the annual change in cigarette shipments from the base year,
1997 For example, a 10% decline in the major cigarette
companies’ United States shipments from 1997 to the prior year
would produce a 9.8% reduction in MSA payments to the states
for that year. The inflation adjustment is set at the greater of an
annual rate of 3% or the actual percentage increase in the
Consumer Price Index (CPI).* The inflation adjustment
increases base payments, and offsets lower payments from
decreased cigarette sales.*!

Finally, Strategic Contribution Fund (SCF) payments started
in 2008, causing a substantial increase in total 2008 MSA
payments, and will run through 2017.* SCF payments are
subject to volume and inflation adjustments, but are also based
on a distinct allocation formula agreed to by a panel of former
state attorneys general.” The SCF allocation formula is intended
to reflect the level of each state’s legal contribution to the final
settlement agreement.*

3 2012-04-05 MSAI Shipments and Total Market 1999-2011, NAT'L, ASS'N OF
ATTYS GEN., http://www.naag.org/backpages/naag/tobacco/msa-payment-info/201
2-04-05%20MSAI%20Shipments%20and%20total%20market%201999-
2011.pdf/download (last updated Apr. 5, 2012).

39 MASTER SETTLEMENT AGREEMENT, supra note 3, at E-1, Exhibit E.

40 Id. at C-1, Exhibit C.

41 Id. at E-1, Exhibit E.

42 Id. at 57.

4 LAURA MARTINEZ & ILYSE KRAMER, THE FINANCE PROJECT, TOBACCO
SETTLEMENT REVENUES 2 (2012).

“ Id.
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2013] TOBACCO SECURITIZATION & PUBLIC SPENDING

Table One: Actual MSA Tobacco Settlement Payments
Received by States 1999-2012%

Year Actual Payments*
1999 $3,817,589,936
2000 $5,862,991,841
2001 $6,308,159,253
2002 $6,923,578,608
2003 $5,739,426,367
2004 $6,173,832,316
2005 $6,261,773,967
2006 $5,728,202,643
2007 $5,961,424,271
2008 $6,855,077,378
2009 $7,499,455,904
2010 $6,270,007,624
2011 $5,918,782,621
2012 $6,035,219,577
Total $85,355,522,306.49
Average $6,096,823,021.89
Std.
Deviation | $827,445,961.47
* excluding Florida, Minnesota, Mississippi, and Texas

The actual MSA tobacco settlement payments received by the
states from 1999 to 2012 are shown in Table One.* The
governments received $85.3 billion over the fourteen-year period
from 1999 to 2012.” Annual payments varied from $3.9 billion in
1999 to a high of $7.64 billion in 2009.®* The average annual
amount is $6 billion per year, indicating that states have received
an annual $6 billion windfall from tobacco companies since
1999. The standard deviation of annual payments, however, is

4 Table One data derived from 2012-04-26 Payments to States Inception thru
April 18 2012, NAT'L ASS'N OF ATT'YS GEN., http://www.naag.org/backpages/naag/
tobacco/msa-payment-info/20120426.payments-to-states/link_view.

4 See supra Table One.

47 1d.

4 Total payments made in 2008 and 2009 increased when SCF payments
started. Id.

¥ Id.
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28 ALBANY GOVERNMENT LAW REVIEW [Vol. 6

high at $827 million,” indicating that the total year-to-year
variation in MSA payments is substantial, and may have an
impact on public budgets.

While the payments have been substantial, they have been less
than what was expected at the time the settlement was signed in
November 1998.°' Table Two™ compares expected MSA payments
to actual payments for the states.” At the time the MSA was
signed, payments through 2012 were expected to be
approximately $110 billion; actual payments have only been
approximately $85 billion, a shortfall of 22.57%.* Most states
lost 20% or more, with Virginia and Tennessee losing the most
(24.56%) and Alaska the least (9.61%).%

The average annual difference is approximately $1 billion.*
This 1s $1 billion in annual revenue states expected to receive
that never materialized. A $1 billion shortfall is also important
since beneficiaries of a long-term settlement often agree to
“capitalize” or “cash-out” of their expected proceeds by taking an
up-front sum of money and foregoing future revenues.”
Beneficiaries agree to exchange a series of promised future
payments for one large up-front payment (which is the present
value of expected future cash flows), and this is precisely what

states are doing when they sell TSBs.™

0 Id.

31 See generally MASTER SETTLEMENT AGREEMENT, supra note 3, at 102.

2 See infra Table Two.

33 MASTER SETTLEMENT AGREEMENT, supra note 3, at 102.

3 See infra Table Two.

S Id.

%6 Id.

57 Jody Sindelar & Tracy Falba, Securitization of Tobacco Settlement
Payments to Reduce States’ Conflict of Interest, 23 HEALTH AFFAIRS 188, 190
(2004).

3 Id.
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Table Two: MSA Estimated and Actual Tobacco

Settlements for States 1999 - 2012%
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II. TOBACCO SECURITIZATION BONDS (T'SBS): RISK & REWARD

Initially governments were content with the notion of receiving
their MSA windfall over time. But soon governments realized
that they could either wait to receive their expected MSA
payments each year or securitize all, or a portion, of the
payments and receive a large cash payment upfront.”” Moreover,
by securitizing, they could simultaneously transfer some or all of
the risk associated with the future of the tobacco industry to bond
investors.”'

Most states have not sold bonds backed by the MSA.” But
those states issuing MSA debt, have sold extremely large bond
issues.” Indeed it is not uncommon for states to securitize future
MSA revenue streams for well over $1 billion, as shown in Table
Three.”* Eighteen states (and the District of Columbia) have sold
thirty-four TSB issues; fourteen have sold bond issues for over $1
billion.®

All of the $46 billion in net proceeds, however, is not new
money. Several of the bond issues are at least partial refundings,
where some of the proceeds were used to refinance outstanding
bonds.”® Nevertheless, new revenue is often generated as a part
of the T'SB refunding transaction.

Another justification given for securitization is that the
revenue stream from expected MSA payments is risky and
fraught with uncertainty. First, annual payments are volatile,
and over time, actual receipts will likely be substantially less
than expected when the settlement was signed in 1998. As
reported above, our figures indicate a shortfall of 22.57%. One
major factor is that the consumption of cigarettes in the United
States has dropped an average of 3.37% each year from 1998 to
2010. The reduction in consumption is partly due to price
increases, anti-smoking campaigns, and the spread of laws

% Sindelar & Falba, supra note 57, at 189.

o Id. at 190.

92 See Glen R. Anderson, Tobacco Settlement Bonds, NUVEEN ASSET MGMT, 2
http://www.nuveen.com/Home/Documents/Viewer.aspx?fileld=55948 (last visited
Nov. 1, 2012).

6 See infra Table Three.

o Id.

% Anderson, supra note 62, at 2. See infra Table Three.

% See infra Table Three.

67 See James Diffley, A Forecast of U.S. Cigarette Consumption (2011-2030)
for the Tobacco Securitization Authority, IHS GLOBAL INSIGHT (USA), INC. B-1, B-
5 (Nov. 17, 2011).
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restricting smoking, all of which reduce the revenue stream.®
While MSA payments are directly a function of cigarette
shipments in the United States, and not of United States
cigarette consumption, changes in consumption significantly
influence future shipments.

Despite the fact that, to date, tobacco companies have not
missed a debt service payment, actual MSA payments have been
substantially less than original estimates in bond offering
documents. Indeed, in each year, actual total state settlement
payments have been less than originally expected. The shortfall
in 2009 was 11%, or $1.3 billion.” From the beginning, the lower
payments have mostly been due to the decline in cigarette sales.
Cigarette sales are expected to decline further, which will reduce
future payments. Moreover, the alleged growth in market share
by nonparticipating manufacturers significantly reduced
revenues to the states in 2006-2008."

Finally, tobacco companies may ultimately default on their
obligations by simply stopping payment, either under duress from
bankrupting lawsuits, or simply as a matter of strategic policy.
Indeed, the entire MSA revenue stream is subject to substantial
uncertainty. Tobacco firms are defendants in many product

liability and personal injury legal cases.” Compensatory and
punitive damage claims in some cases may be in the billions of

dollars.”” An adverse legal judgment against any one tobacco

company could force the firm into bankruptcy, and set a
devastating precedent, jeopardizing all future MSA payments. As
a result, states could find their expected MSA payments

% Settlement induced price increases have had an impact on consumption,
but less than projections. David M. Cutler et al., The Economic Impacts of the
Tobacco Settlement, 21 J. POL'Y ANALYSIS & MGMT. 1, 6 (2002) (estimating that
the settlement has resulted in an increase of $0.45 per pack); cf. Theodore E.
Keeler et al., The US National Tobacco Settlement: the Effects of Advertising and
Price Changes on Cigarette Consumption, 36 APPLIED ECON. 1623 (2004)
(demonstrating that the reduction in actual cigarette consumption has been
muted due the increase in tobacco company advertising expenditures).

9 See Cigarette Company MSA Payment Withholdings, CAMPAIGN FOR
ToBAccO-FREE Kips (July 20, 2010), www.tobaccofreekids.org/research/factsh
eets/pdf/0293.pdf.

70 See ERIC LINDBLOM, Cigarette Company MSA Payment Withholdings,
CAMPAIGN FOR TOBACCO-FREE KiDS (Apr. 28, 2008), http://staging.tobacco
freekids.org/research/factsheets/pdf/0293.pdf.

71 See Robert L. Rabin, A Sociolegal History of the Tobacco Tort Litigation, 44
STAN. L. REV. 853, 857—58 (1992); see also Lynn Mather, Theorizing about Trial
Courts, 23 LAW & Soc. INQUIRY 897, 903—-04, 908 (1998).

72 Viscusi & Hersch, supra note 13, at 24.
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Table Three: Tobacco Securitization Bonds Sold by States
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State governments have chosen to sell different amounts of
their future MSA payments, as shown in Table Three.” Several
states sold less than 100% of their expected MSA revenue.” The
states of Alaska, Iowa, Louisiana, Michigan, Virginia and
Washington sold between 24% and 80% of their expected
settlement payments.’

The states of California, Illinois, Minnesota, New Jersey, New
York, Ohio, Rhode Island, South Carolina, South Dakota,
Wisconsin, and the District of Columbia chose to sell all of their
future MSA revenue for the life of the bonds.” Some states
initially sold less than 100% on their first TSB, and then went
back into the market to securitize their entire MSA.™

To cash-in on a portion or all of their expected MSA payments,
states have turned to securitization.” Most securitizations
involve taking an illiquid asset, such as a credit card receivable,
mortgage loan, or expected settlement payment, pooling it with
similar assets, and then issuing securities backed by the expected
cash flows from the asset pool.¥ These are commonly referred to
as asset-backed securities. The sale of the marketable securities
results in transforming the stream of expected (illiquid) cash
flows into net proceeds, which is a large, upfront cash flow.

Asset-backed securities have the same basic cash inflows and
outflows as most other bonds, but the debt service payments flow
from the asset(s) being securitized.* This is slightly different
than a typical revenue bond, where the revenue generated from a
capital project or public enterprise is dedicated to repay the bond
issue.*” The primary difference between a government revenue
bond issue and a securitized bond issue is that in the
securitization, the government no longer “owns” the cash flows
expected to pay debt service.* The expected cash flows are, in
effect, “sold” to investors for the net proceeds from the

74 See supra Table 3.

7 Id.

76 Id.

77 1d.

7 Id.

7 Craig L. Johnson, The State of the Tobacco Settlement, 24 PUB. BUDGETING
& FIN. 113, 121 (2004).

80 Id.

81 Id.

82 NovaA EDWARDS, CAL. DEBT & INVESTMENT ADVISORY COMMISSION, ISSUE
BRIEF, www.treasurer.ca.gov/cdiac/reports/tobacco.pdf.

83 Johnson, supra note 79, at 121.
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securitization bond issue.™

Therefore, in the case of selling tobacco securitization bonds,
governments are selling their right to all or some of their future
settlement payments. The legal arrangement accompanying the
sale of the Golden State Tobacco Securitization Corporation
Series 2003A bonds is typical. The state of California established
the Golden State Tobacco Securitization Corporation, and then
executed a “Purchase and Sale Agreement” to sell future tobacco
revenues to the corporation.”” The language in the section in the
bond prospectus describes the sale of future MSA revenue:

Pursuant to the Purchase and Sale Agreement, on the Closing
Date ... the State will sell, transfer, assign, set over and
otherwise convey to the Issuer without recourse (subject to the
obligations set forth in the Purchase and Sale Agreement) all of
its right, title and interest in, to and under the Pledged TSRs.*

The purchase and sale agreement goes on to describe the
purchase side of the agreement: “the Issuer will pay, to and upon
the order of the State, the purchase price of the Pledged TRSs.
The purchase price is the net proceeds (after Financing Costs) of
sale of the Series 2003A Bonds and the Residual Certificate
issued under the Indenture.” Table Four® lists the use of

proceeds for the $3 billion bond issue. Please note that the $2.485
billion on the “transfer to State for General Fund” represents the
payment required by the purchase and sale agreement, and the
reason behind the transaction.

84 Id.

85 Molly E. Arnold, Staff Report, CAL. INFRASTRUCTURE & ECON. DEV. BANK,
Feb. 23, 2010, at 8-1, http://www.ibank.ca.gov/res/docs/pdfs/staff rpts/8%20To
bacco%20Staff%20Report%20Final.pdf.

86 GOLDEN STATE TOBACCO SECURITIZATION CORPORATION TOBACCO
SETTLEMENT ASSET-BACKED BONDS, SERIES 2003A 83 (2003).

87

o 1
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Table Four: Use of Proceeds®

GOLDEN STATE TOBACCO SECURITIZATION
CORPORATION

January 29th, 2003 $3,000,000,000 Tobacco Settlement
Asset Backed Bond Issue

Transfer to State for General Fund $2,485,048,416.50
Deposit for Liquidity Reserve Account | $249,240,937.50
Deposit for Capitalized Interest $152,241,425.73

Deposit for Capitalized Operating
Expenses $2,491,256.02

Deposit to Operating Contingency
Account $450,000.00

Net Original Issue Discount $87,009,684.15

Underwriting $20,655,467.10

Cost of Issuance $2,862,813.00
$3,000,000,000.00

The net proceeds are the funds the issuer gets to keep, and in
most states, transfer to the control of the state’s general
government. The debt service payable is what the issuer owes
the bondholders. The debt service payable captures how much
money the TSB issuer owes, but it understates the amount of
money the issuer is giving up.” Generally, for a revenue bond
issue, the annual cash flow supporting debt service repayment is

8 Table Four data derived from GOLDEN STATE TOBACCO SECURITIZATION
CORPORATION TOBACCO SETTLEMENT ASSET-BACKED BONDS, SERIES 2003A, supra
note 86, at 83.

9 Securitizing State Tobacco Settlement Payments Myths vs. Facts, CAMPAIGN
FOR ToBAcCO FREE Kips (Dec. 12, 2002), http://www.tobaccofreekids.org/rese
arch/factsheets/pdf/0132.pdf.
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greater than the amount of debt service (e.g., debt service
coverage 1s greater than 100%). Debt service coverage will also
be greater than 100% on TSBs, and in addition, the legal rights to
the revenue stream pledged to repay debt service has been sold,
irrevocably, to a third-party that is legally separate and distinct
from the general government.”

This is different than a traditional enterprise revenue bond, for
example, where the government generates revenue by producing
a service, retains ownership of the revenue, and appropriates the
required debt service payments to bondholders.” As long as the
government produces the service, it receives revenue; when it
stops producing the service, the revenue stops.” A TSB issuer, in
contrast, does not have to expend funds to produce any service to
receive settlement funds.” From the issuer’s perspective it is free
money, and hence the incentive to liquefy the asset as soon as
possible to reduce the risk of non-payment, and the willingness to
pay a high premium.

IIT. TOBACCO SECURITIZATION BONDS: USE OF PROCEEDS AND
TOBACCO SPENDING

The large cash infusion represented by securitization became
more attractive to governments once they ran into budget
problems and recognized that MSA funds were fungible, and
could be used for virtually any purpose.” During settlement
negotiations, many stakeholders believed settlement funds would
be used primarily to fund tobacco control, cessation, and
prevention programs.” Settlement funds, however, were never
earmarked exclusively for tobacco programs. In 2000 and 2001,
most funds were spent on health care and on other spending
(mostly yet to be determined at the time) according to General

o1 See, e.g., THE CALIFORNIA COUNTY TOBACCO SECURITIZATION AGENCY, SERIES
2006 82 (2006) (demonstrating that the average debt service coverage ratio was
1.60 and the revenue stream was sold to multiple underwriters).

92 See CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION, CALIFORNIA
DEBT ISSUANCE PRIMER 179 (2005).

% Id.

% See Edwards, supra note 82, at 2 (discussing how a TSB Issuer only needs
to collect the tobacco settlement revenue to which it has acquired rights).

%5 See Johnson, supra note 79, at 113-25.

% Steven A. Schroeder, Tobacco Control in the Wake of the 1998 Master
Settlement Agreement, 350 NEW ENG. J. MED. 293, 294 (2004); Frank Sloan &
Lindsey Chepke, Litigation, Settlement, and the Public Welfare, 17 WIDENER L.
REV. 159, 215 (2011).
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Accountability Office (GAO) information presented in Table
Five.”” By fiscal years 2003 and 2004, with states facing
increasing fiscal problems, the largest amount of settlement
funding was going to finance budget shortfalls, as high as 44% in
2004.” Overall, from 2001 to 2005, 22.9% of MSA funds were
allocated to budget shortfalls.” By 2005, the states’ budget
problems lessened, and less was going to cover shortfalls, but
more money began to flow into tobacco settlement bond debt
service.'”

97 L1sA SHAMES, U.S. GOV'T ACCOUNTABILITY OFFICE, GAQO-07-534T, TOBACCO
SETTLEMENT: STATES ALLOCATIONS OF PAYMENTS FROM TOBACCO COMPANIES FOR
FIscAL YEARS 2000 THROUGH 2005 11 (2007).

% Id. at 8.

9 Id. at 7.

100 Td. at 11.
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Figure 2 (2007),

101 Table Five-a data derived from U.S. GOV'T ACCOUNTABILITY OFFICE,

TOBACCO SETTLEMENTS STATE ALLOCATIONS OF PAYMENTS FROM TOBACCO

COMPANIES FOR FISCAL YEARS 2000 THROUGH 2005,

http://www.gao.gov/assets/120/115580.pdf.
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Table Five-b: Actual Use of Funds 2000-2005'"

Actual Use of Funds 2000 - 2005
Health 30.00%
Budget Shortfalls 22.90%
General Purposes 7.10%
Infrastructure 6.00%
Education 5.50%
Debt Service on Securitized Funds 5.40%
Tobacco Control 3.50%
Other** 7.80%
Unallocated 11.90%
Total 100%

** economic development, social services, rainy day funds, tax
reductions and payments for tobacco growers

While some states have used bond proceeds to meet basic
public policy funding priorities, such as education and economic
development, no state has used bond funds exclusively for tobacco
prevention and control.'” Most states have used their TSB
proceeds to reduce their operating budget deficits directly or
indirectly (by reducing their debt service costs through debt
refunding, for example). While in most states TSB issues make
up only a small portion of the states’ fiscal year revenues, most
bond issues cover 100% of the operating budget deficit; moreover,
bond proceeds cover multi-year operating budget deficits in many
states.'” From the perspective of a state issuing MSA securitized
bonds, TSB proceeds present a windfall that can erase their fiscal
year budget problems. Most bond sales of a billion dollars or
more have been new issues that directly reduced the budget

102 Table Five-b data derived from Id. at Figure 1.

103 Virginia used most of the funds from its 2005 TSB issue to fund an
endowment managed by the Tobacco Indemnification and Community
Revitalization Commission for long-term economic development projects in the
states’ tobacco farming regions. See Matthew Vadum, Virginia: Tobacco Bonds,
THE BOND BUYER 2005 WLNR 8288974 (May 19, 2005).

104 See, e.g. Joe Kimball, Minnesota Sells Tobacco Bonds to Raise $640
Million Needed in Budget Fix, MINN. POST (Nov. 17, 2011), http://www.minn
post.com/political-agenda/2011/11/minnesota-sells-tobacco-bonds-raise-640-
million-needed-budget-fix (showing Minnesota selling Tobacco bonds to cover
budget deficit).
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deficit. Other bond issues have provided indirect budget deficit
coverage by refinancing existing debt at a lower rate, and
transferring the savings to the general fund.'”

In the remainder of this section we use an empirical model to
test the impact of tobacco securitization on tobacco control,
cessation, and prevention spending. We attempt to answer the
question: Do states that securitize their MSA payments spend
less public money on tobacco control, cessation, and prevention
than states that do not securitize?

We model each state’s tobacco control, cessation, and
prevention spending (hereinafter referred to as “anti-tobacco
spending”) as a function of securitization, and several financial,
demographic, and economic control variables.'”  Variable
descriptions, sources of data, and descriptive statistics are
provided in Tables Six and Seven.'”’

105 Elizabeth Albanese, Tobacco Bonds Could Become ‘Gold Mine’ in Wake of
Refunding Rumors, THE BOND BUYER 2005 WLNR 11706229 (July 20, 2005).

196 Frank A. Sloan, et al.,, Determinants of States’ Allocations of Master
Settlement Agreement Payments, 30 J. HEALTH PoL. PoL’y & L. 643, 655-56
(2005) (basing controlling variables on variables that have been used in related
empirical studies in the literature, particularly this study).

107 See 2012-04-26 Payments to States Inception thru April 18, supra note 38;
Personal Income Per Capita in Current and Constant (2005) Dollars by State:
1980 to 2010, U.S. CENSUS BUREAU Table 681 (2010); Resident Population by Sex
and Age: 1980 to 2010, U.S. CENSUS BUREAU Table 7 (2011); The Fiscal Survey of
the States NAT'L GOVERNORS ASS'N OF ATT’YS GEN. & NAT'L ASS'N OF ST. BUDGET
OFFICERS 4, 15 (2011); Unemployed Workers —Summary: 1990 to 2010, U.S.
CENSUS BUREAU Table 622 (2011); A Broken Promise to Our Children: The 1998
State Tobacco Settlement 13 Years Later, CAMPAIGN FOR TOBACCO-FREE KIDS, ix,
103-06 (2011), http://www.tobaccofreekids.org/content/what_we_do/state_local_
issues/settlement/FY2012/2011Broken_Promise_Report.pdf. The content of
Table .Seven is the result of the author’s own research, and data is on file with
the author.
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Table Six: Variable Definition and Sources of

Information
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Table Seven: Descriptive Statistics
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Our primary variable of interest is whether the government
sold a TSB over our sample period from 2002 to 2011. We
directly compare the annual level of anti-tobacco spending in
states that sold T'SBs and states that did not sell TSBs. We also
include several control variables to hold constant factors that may
also impact anti-tobacco spending. By controlling for other
factors, we can isolate the impact of TSBs. Since securitization
proceeds have been used disproportionately for non-tobacco
purposes, it is unlikely that securitization will be associated with
higher levels of anti-tobacco spending, so we do not expect the
test variable, “Securitized Tobacco Settlement,” to be positive.
Anti-smoking advocates do not typically support securitization,
and they believe securitization is unlikely to increase anti-tobacco
spending. The Campaign for Tobacco-Free Kids has published
several documents critical of securitizing state tobacco settlement
payments.'”® In one document they stated:

States that have securitized settlement payments have
eliminated or diminished a stream of future state revenue that
could otherwise provide funds for state tobacco-prevention or
public health efforts, and have typically failed to allocate any of
the securitization revenues to public health tobacco prevention.

Even when special public health or tobacco-prevention funds have
been established using settlement or securitization payments, the

funds often end up being raided for other purposes.'”

Based on the above statement, securitization should lead to
less anti-tobacco spending. On the other hand, if even a small
percentage of TSB proceeds are used for anti-tobacco spending, it
may result in greater anti-tobacco spending than in states
without the large influx of money from TSBs. The average TSB
issue is $1.3 billion, which may leave funds available in the
general fund for anti-tobacco spending over the intermediate
term, even if the majority of funds are not directly budgeted for
anti-tobacco programs.

Our dependent variable, anti-tobacco spending, is annual state
government tobacco spending as reported by the Campaign for

198 Problems with Securitizing State Tobacco Settlements, CAMPAIGN FOR
ToBacco-FREE KiDs (Dec. 4, 2002), http://www.tobaccofreekids.org/research/fact
sheets/pdf/0217.pdf; Securitizing State Tobacco Settlement Payments Myths vs.
Facts, supra note 90.

109 Securitizing State Tobacco Settlement Payments Myths vs. Facts, supra
note 90.
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Tobacco-Free Kids."® In Model One, anti-tobacco spending is in
millions (constant $2002), and in Model Two we use anti-tobacco
spending per capita. The empirical results are presented in Table
Eight. The model includes forty-six states for years 2002 through
2011. We estimate the model with OLS and control for state and
year differences with fixed effects. The data fits both models well,
as indicated by the adjusted R squares of 85.38% and 79.38% for
Models One and Two, respectively.

Table Eight: Empirical Model Results!%
Model One:

Anti-Tobacco Spending is the Dependent Variable
(constant $2002 in millions)

VARIABLE COEFFICIENT | STANDARD ERROR
Expected
Surplus/Deficit
MSA Payment 0.1003396 0.0207075%**
Other Tobacco
Revenues
Personal Income -0.0000309 0.00000785%**
Population age 18- (%) | 15.77257 138.8644
Population age 65+
(%)

Securitized Tobacco
Settlement
Unemployment -0.9567569 0.4267382**
***Significant at the 1% level; **Significant at the 5% level
Model F Statistic 44.04

Prob> F 0.000
Adjusted R-squared 85.38%

N 458

No. of States 46

Years (2002 - 2011) 10

0.0028198 0.0008848***

0.0034041 0.0039875

250.3293 200.6517

-5.980602 2.361474**

110 State Tobacco-Related Costs and Revenues, CAMPAIGN FOR TOBACCO-FREE
Kips (Nov. 30, 2011), http://www.tobaccofreekids.org/research/factsheets/pdf/
0178.pdf.

105 The content of this chart is the result of the author’s own research, and data
is on file with the author.
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Model Two:
Anti-Tobacco Spending per capita is the Dependent Variable

VARIABLE COEFFICIENT | STANDARD ERROR

Expected Surplus/
Deficit per capita
MSA Payment Per
capita

Other Tobacco
Revenues Per capita
Personal Income Per
Capita

Population age 18- (%) 57.800 36.73
Population age 65+ (%) : 81.90851 50.24913

Securitized Tobacco
Settlement

Unemployment -0.3431885 0.106606***
***Significant at the 1% level; **Significant at the 5% level
Model F Statistic 29.37
Prob>F 0.000
Adjusted R-squared 79.38%

N 458

No. of States 46

Years (2002 - 2011) 10

0.0002265 0.0003791

0.0813661 0.0241558%**

0.0177339 0.0052095%**

0.0001797 0.000068***

-0.4703608 0.5327271

Securitization has a statistically significant, negative effect on
the level of real anti-tobacco spending. The coefficient for
“Securitized Tobacco Settlement” is -5.9, indicating the states
that have securitized, spent on average $5.98 million less on
annual anti-tobacco spending. In Model Two we control for
population and the coefficient for “Securitized Tobacco
Settlement” is not statistically significant. In both models, the
coefficients of “MSA Payment” are positive and statistically
significant at the 1% level. This indicates that as MSA payments
increase, anti-tobacco spending increases in terms of real dollars
and per capita.
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CONCLUSION

This paper provides an analysis of the securitization of MSA
revenue. We find that securitization has a significant negative
effect on the level of public anti-tobacco spending. State
governments have issued over $47 billion in TSBs, which are
secured by the sale of a portion or all of their expected MSA
revenue. TSBs have generated a substantial amount of “new”
money for state public budgets. The actual amount of MSA
payments received from tobacco companies, however, 1s 22% less
than expected at the time of the settlement. While TSBs enable
states to shift some of their exposure to risks associated with the
future of the tobacco industry to bond investors, the risk transfer
is not costless. TSBs are uniformly large, long-term, and have
high transaction costs. Net proceeds on the bond issues are
substantially less than gross proceeds.

Though generating windfall proceeds to support additional
government expenditures, states have generally not sold TSBs to
raise money for anti-tobacco programs. Public health advocates
could not have foreseen the budgetary problems states ran into
early in the twenty-first century, but by not imposing budgetary
control devices such as earmarking settlement proceeds, the
opportunity to have the MSA produce even more up-front anti-
tobacco spending from securitizing funds has been lost.
Moreover, we find empirical evidence that lower levels of real
anti-tobacco spending are associated with securitization.
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