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PREFACE

This report identifies and suggests some potential outcomes over the next 10 years of various
factors that are likely to affect the future of burley tobacco. These trends include, but are not
limited to, increasing taxation on cigarettes at the state and federal levels, decreasing domestic
cigarette consumption, declining levels of domestic content in U.S. manufactured cigarettes, and
the increasing abundance of high quality (relatively cheap) burley in the world market. These
trends are important to Kentucky because they can affect future burley quotas, which can have
serious economic and social consequences for Kentucky's tobacco growing communities.
However, Kentucky’s policymakers can exercise varying degrees of leverage over these factors.
Accordingly, we offer recommendations on courses of action.

The bulk of the research for this report was conducted during the spring of 1994 -- a period of
turmoil and uncertainty for the tobacco industry. Since the release of the initial draft of this
report, a series of important events have occurred that could significantly impact future burley
quotas. For example, laws affecting tobacco imports have changed, national health care reform -
- and a possible tax increase on cigarettes -- is defunct for the current session of Congress, and a
Congressman from North Carolina has submitted a proposal that includes a provision to abolish
the tobacco price support system.

Consequently, any forecast of the future burley quota is fraught with uncertainty. It is difficult

indeed to determine what will happen over the next ten years. The results of this analysis are

based on expert opinion gleaned from the vantage point of spring 1994. Whileit isimpossible to

be certain about the course of future events, one thing seems certain: the “tobacco industry” is
on the decline -- the uncertainty centers on the magnitude of that decline.
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SUMMARY

"Thereis no one big thing Kentucky farmers can
do to offset the loss of foreign markets for
tobacco, but there are many little things they
can do that in the aggregate will save them."

- Dr. Thomas P. Cooper,
Dean of the University of Kentucky College of Agriculture,
July 1940

Background

Tobacco’s importance to the Commonwealth of Kentucky cannot be adequately understood by
simply reciting the statistics on the number of tobacco farmers or tobacco’s contribution to the
state’s gross product. Although these numbers are, in themselves, quite impressive, they do not
reveal the extent to which tobacco is interwoven into the basic fabric of the state’s history,
culture and ethos. Indeed, tobacco is much more than a $1 billion a year economic activity that
employs nearly 100,000 Kentuckians.

Tobacco is, in fact, an essential element in the cycle of Kentucky life, and forms an important
thread of continuity with previous generations. While the technology surrounding the tobacco
industry has changed, the basic activity has remained fundamentally the same for generations. In
the same way that his great-great-grandfather spent his spring preparing plant beds and his winter
stripping tobacco, today’s tobacco farmer is connected in an intimate and fundamental way to his
ancestors as he engages in the same activities, frequently cultivating the same land, and
sometimes even using the same tobacco barns.

Kentucky’s social, economic and cultural fabric, however, is beginning to show the strain from
the increasing pressure placed on tobacco by several forces. As away to help finance national
health care reform, proposals have been made to substantially increase the federal excise tax on
cigarettes. This could, if enacted, significantly reduce cigarette consumption, and thereby
accelerate its downward trend in the United States. Moreover, while cigarette exports have
experienced annual 15 percent increases for five of the last seven years, this trend will assuredly
slacken as international competitors continue to produce high quality burley at low prices.
Domestic content legislation, which took effect in January 1994, will help to stabilize tobacco
quotas in the face of these pressures. At the same time, however, this legislation could result in a
loss of jobs if value-added operations, like cigarette manufacturing, are moved to foreign
locations to escape the requirements of the legislation. Meanwhile, research and development
into extended uses for tobacco offer a ray of hope that innovative uses will spur new industries
and cushion the downward pressure on tobacco quotas.

Pur pose
The purpose of this research project is fivefold: (1) identify the factors that are affecting

tobacco’s future; (2) ascertain their likely outcome over the next 10 years; (3) delineate their
potential consequences on future burley quotas; (4) understand the economic implications of a
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changing burley quota; and (5) develop recommendations for policymakers that facilitate a best
case scenario and hedge against aworst case scenario.

Resear ch Approach

An extensive survey of the existing literature on the issues pertinent to the future of tobacco was
conducted. Then, tobacco experts throughout the country were interviewed and asked to
complete a questionnaire (7 experts were farm organization leaders, 6 were U.S. Department of
Agriculture experts in the production and marketing of tobacco, 5 were university faculty with
specialized knowledge of tobacco, 2 were economists working for (Kentucky) state government,
2 were agriculture speciaists within (Kentucky) state government, 2 were with a tobacco
advocacy and research organization, 1 was a private agriculture consultant, 1 was a tobacco
warehouseman, and 1 was anonymous). The interviews and surveys were conducted during the
spring of 1994.

The data collected from the interviews and surveys were used to identify the factors affecting
tobacco and to estimate their likely outcome over the next 10 years. Multiple scenarios regarding
Kentucky's future burley quota were constructed based on the anticipated trajectories of the
factors affecting it. This method helps to identify the points of leverage in the tobacco system
(i.e., which factors have the biggest impact on the system and which factors can be changed) so
that recommendations can be offered to policymakers on courses of action.

Results

The alternative scenarios generated in this analysis focus principally on future quotas and
implicitly assume that price support levels will remain relatively static. This is because growers
have typically shown a preference to maintain price at higher levels and accept lower quotas
when faced with pressure to accept either lower price support levels or lower quotas. This has
not, however, always been the case, and the experience of the mid-1980s illustrates how growers
have been willing to accept lower price supports in one instance. Indeed, many in the tobacco
industry have suggested that the same could happen during the mid-1990s.

As aresult, these alternative scenarios should be viewed as what could happen to future quotas

given circumstances and expectations prevalent during the spring of 1994. These scenarios
should not be viewed as the definitive and inclusive range of all possible outcomes. Obviously,

if the Chinese market suddenly opened in a significant way to non-Chinese cigarettes (currently

the Chinese market is largely closed to U.S. cigarette imports) then quotas in ten years could be

at least as high as they are today -- or even higher. At the same time, if the Food and Drug
Administration (FDA) takes action to significantly regulate cigarettes, then quotas could be
substantially lower in ten years than those estimated in this analysis. Likewise, other events

could occur, like magjor changes in the tobacco program or price support level, that could
significantly ater the course of events. Presumably though, the probability of some of these
events occurring should be implicitly captured by the “delphi approach” of soliciting expert
opinion. For example, an expert forecast of future cigarette exports would certainly reflect the
anticipation of changes in the status of the Chinese market access to U.S. produced cigarettes.

While there are many possible outcomes over the next decade for Kentucky's burley quota, this
analysis suggests that significant structural factors will likely depress Kentucky's basic burley
tobacco quota by around 40 percent over the next ten years -- resulting in the loss of 10,000 to
24,300 jobs. Moreovens decline of this magnitude is likely to occur even without a significant
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increase in the federal excise tax on a pack of cigarettes. The economic and social impact will
be felt unevenly across Kentucky, with certain "tobacco dependent” communities especially hard

hit.

Nevertheless, Kentucky’'s policymakers can mitigate the potentially deleterious

consequences of a declining burley tobacco quota.

Other noteworthy findings from an informal survey of tobacco experts include:

Over 95% feel that there will be an increase in the federal excise tax on a pack of
cigarettes. The consensus feeling is that thisincrease will be about $0.50;

Almost 60% think that the tobacco growing states can obtain a portion of the funds
generated by an increase in the excise tax in the form of a "tobacco rebate.” Most feel
that the likely percentage returned to the tobacco states would be around 3%

Nearly 90% of the experts believe that the domestic content legislation will not last
because it is likely to be ruled inconsistent with the free trade provisions of the General
Agreement on Tariffs and Trade;

Approximately 75% of the experts anticipate that the manufacturers will move cigarette
manufacturing operations "off-shore" as a result of the domestic content legislation.
They also believe that significantly less U.S. grown leaf will be used in these cigarettes
after production is moved "off-shore";

Over 50% believe there is a "moderate” to "very high" probability that the tobacco price
support system will be abolished within 10 years; and

Almost 50% believe thereis a"moderate” to "high" probability that foreign grown burley
will match the quality of Kentucky burley within the next 10 years.

Policy Recommendations

Kentucky’s policymakers and tobacco communities can simultaneously work to keep the burley
quota as high as possible and attempt to cushion the blow of declining quotas by helping farmers
diversify. Accordingly, we offer the following policy recommendations:

Work to enact legidation to have domestic content labeled on a package of cigarettes.
Approximately 50 percent of Kentucky’s burley is used in the production of cigarettes
that are consumed in the United States. Unsurprisingly then, the level of domestic
content in cigarettes exercises substantial influence over Kentucky’s burley quota.
However, the domestic content legislation that took effect in January 1994, which is
designed to increase the level of U.S. grown tobacco leaf in cigarettes, will likely be
ruled inconsistent with the free trade provisions of the General Agreement on Tariffs and
Trade (GATT). Pressure will then mount on the United States to abolish this legislation.
While some elements of this legidation might legally remain intact under Article 28 of
GATT, many believe that this legidation is accelerating the movement of cigarette
production "off-shore." One consequence of a "shift" from the United States to foreign
locationsis the likelihood that significantly less domestically grown tobacco will be used
in cigarette production. The same desired end (i.e., increasing domestic content) can be
achieved through market forces if burley groups can capitalize on their comparative
advantage of higher quality leaf, but this can only be done if domestic content is labeled
on apack of cigarettes.

Create a consortium of tobacco producing states to market leaf exports. About 30
percent of Kentucky’s burley is exported as unmanufactured leaf. Asaresult, the level of
leaf exports exerts a mgjor influence over Kentucky’s burley quota. Until a few years



ago, the federal government provided this service under the Market Promotion Program.
The tobacco producing states should fund market promotion programs to achieve this
purpose. Also, Kentucky should consider a Farm Bureau recommendation to provide
funding for an economist "to study and determine potential foreign market areas for
Kentucky grown tobacco” (Kentucky Farm Bureau Policies, 1994).

Fund research and development that is focused on extended uses for the tobacco plant.
The tobacco plant holds tremendous potential as a source of high grade protein and as a
tool for molecular biologists in bioengineering. While few believe that these extended
uses will mature sufficiently over the next decade to significantly help tobacco farmers,
there appears to be enough promise in these areas to warrant future research and
development. Policy-makers should encourage this type of research at the state’s
universities by ensuring that funding is channeled in the necessary directions.

Facilitate farm diversification. There is no single crop that can replace lost tobacco
income. There are, nevertheless, opportunities available to farmers wishing to diversify.
For example, conventional crops and livestock can be used to partially offset lost tobacco
income. Moreover, supplemental crops and animal products, including, but not limited
to, fruits, vegetables, aquaculture and specialty products can be pursued. A fundamental
obstacle to farm diversification is a suitable infrastructure necessary for transporting,
storing, and selling fruits and vegetables. Policymakers can help facilitate farm
diversification by targeting rural development funds toward several different
infrastructure investments. Some basic examples include coolers, storage facilities, and
trucks to haul produce to markets. A specific example would include the proposed
farmers’ market in Northern Kentucky. By ensuring that projects such as this reach
fruition, the state can play a positive role in facilitating farm diversification.

Develop a framework to increase local purchases. Over 70 percent of the food
consumed in Kentucky is brought in from outside the state. A significant marketing
effort would be required, but Kentucky’s farmers can help satisfy some of this consumer
demand if the proper framework is developed. Policymakers can help develop a
framework to increase local purchases by facilitating farm diversification and funding
programs like farmers’ markets and fruit/vegetable cooperatives. Moreover, the state can
also engage in a "Buy Kentucky" campaign to publicize the benefits of increasing local
purchases. Some of the ancillary benefits would include increased agricultural
sustainability, higher "vegetable income" for Kentucky's farmers, fresher products for
Kentucky's consumers, and ultimately a strengthening of Kentucky’s rural economies.

Work to develop farm commodity exports. In 1992, Kentucky exported $879 million in
agricultural products, which is equivalent to 27% of the state’s agricultural production.
Unfortunately, while U.S. exports increased by 12% from 1991 to 1992, Kentucky’s
exports remained static. The largest increases on a national level were seen in wheat,
soybeans, and live animals, and Kentucky has considerable opportunity for increased
production in each of these areas. Accordingly, Kentucky’s policymakers should ensure
that Kentucky's agricultural strategic development plan, Ag. Project 2000: A
Comprehensive Master Plan for Kentucky Agricultural Economic Development, receives
adeqguate attention and support.



Focus attention on those communities especially vulnerable to a significant decline in

the burley quota. Some geographic areas of the Commonwealth will suffer severe
economic distress as aresult of a significant long-term decline in the burley quota. State
government should recognize that these communities are in need of special assistance

and extraordinary consideration. There are many state government programs designed to

create new jobs, to retain and upgrade existing industries, to provide for the deployment

of new technologies for the purpose of enhancing workers’ performance and
competitiveness, and to reverse trends of prolonged periods of area dilapidation and
economic decay. Policymakers should ensure that any programs designed to accomplish
economic revitalization can be applied to the communities identified in this report as
particularly vulnerable to a significant decline in the burley quota.
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The Future of Burley Tobacco:
Potential Outcomes,
Points of Leverage,

and Policy Recommendations

KENTUCKY LONG-TERM POLICY RESEARCH CENTER 1

This report identifies and suggests the likely outcomes over the next 10 years of various
factors that are likely to affect the future of burley tobacco. These trends include, but are
not limited to, increasing taxation on cigarettes at the state and federal levels, decreasing
domestic cigarette consumption, declining levels of domestic content in U.S. manufactured
cigarettes, and the increasing abundance of high quality (relatively cheap) burley in the
world market. These trends are important to Kentucky because they can affect future burley
guotas, which can have serious economic and social consequences for Kentucky's tobacco
growing communities. However, Kentucky’s policymakers can exercise varying degrees of
leverage over these factors. Accordingly, we offer recommendations to policymakers on
courses of action.
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— « Rationale
» Approach and purpose
» Factors affecting burley’s future
» Alternative scenarios
 Economic and social implications
Policy recommendations
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This section explains the rationadle of the study. Tobacco's importance to the
Commonwealth of Kentucky cannot be adequately understood by simply reciting the
dtatistics on the number of tobacco farmers or tobacco’s contribution to the state’'s gross
product. Although these numbers are, in themselves, quite impressive, they do not reveal
the extent to which tobacco is interwoven into the basic fabric of the state’s history, culture
and ethos. Indeed, tobacco is much more than a $1 billion a year economic activity that
employs nearly 100,000 K entuckians.

Tobacco is, in fact, an essentia element in the cycle of Kentucky life, and forms an
important thread of continuity with previous generations. While the technology surrounding
the tobacco industry has changed, the basic activity has remained fundamentally the same
for generations. In the same way that his great-great-grandfather spent his spring preparing
plant beds and his winter stripping tobacco, today’s tobacco farmer is connected in an
intimate and fundamental way to his ancestors as he engages in the same activities,
frequently cultivating the same land, and sometimes even using the same tobacco barns.

Kentucky’s social, economic and cultural fabric, however, is beginning to show the strain
from the increasing pressure placed on tobacco by several forces. Asaway to help finance
national health care reform, proposals have been made to substantially increase the federal
excise tax on cigarettes. This could, if enacted, significantly reduce cigarette consumption,
and thereby accelerate its downward trend in the United States. Moreover, while cigarette
exports have experienced annual 15 percent increases for five of the last seven years, this
trend will assuredly slacken as international competitors continue to produce high quality
burley at low prices. Domestic content legislation, which took effect in January 1994, will
help to stabilize tobacco quotas in the face of these pressures. At the same time, however,
this leg-idation could result in aloss of jobs if value-added operations, like cigarette manu-
facturing, are moved to foreign locations to escape the requirements of the legislation.



Rationale

» Kentucky is obviously a “tobacco state”

— value of production in 1992 was close to $1 billion and
tobacco is grown in 119 of Kentucky’s counties

— Tobacco grown on roughly 60,000 of the state’s 90,000
farms (1987 census)

» most are small farmers

* The future is clouded with uncertainty
— KY’s basic burley quota continues to decline
— price support program under fire
— KY no longer sole supplier of high-quality burley
— possibly facing a substantial increase in excise tax
— declining numbers of smokers

KENTUCKY LONG-TERM POLICY RESEARCH CENTER 3

The rationale of this study istwofold. First, Kentucky is obviously atobacco state. Second,
the future of tobacco is clouded with uncertainty.

The value of tobacco production in 1992 was close to $1 billion, making it the state’s
primary cash crop. Moreover, it is grown in 119 of Kentucky’'s 120 counties (Pike county is
the one county without a burley quota) and on two-thirds of Kentucky’s farms -- particularly
on Kentucky’s smaller farms.

The future of tobacco, however, is clouded with uncertainty. The burley quota promises to
continue declining, the price support program is under fire in Congress, there is an
abundance of high quality and relatively cheap burley available in the world market, there is
a high likelihood that there will be an unprecedented increase in the federal excise tax on
cigarettes, and cigarette consumption is likely to continue falling among Americans.



State Rankings for Tobacco Production in 1992

Million Pounds

All Tobacco Burley Tobacco
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Kentucky is obviously a major producer of tobacco. This chart illustrates the tobacco
production for the top five producing states. North Carolina and Kentucky are first and
second, respectively, for all tobacco production. Kentucky, however, is the largest producer
of burley in the United States. Indeed, approximately 95 percent of the tobacco grown in
Kentucky is burley.

Source:  Kentucky Agricultural Satistics, 1992-1993, issued by the United States
Department of Agriculture National Agricultural Statistics Service and the Kentucky
Department of Agriculture, p. 6.
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Tobacco is the primary cash commodity for Kentucky’'s farms. This chart shows the top
seven farm commodities with the remaining commodities aggregated in “Other.”

Source: Kentucky Agricultural Satistics, 1992-1993, issued by the United States
Department of Agriculture National Agricultural Statistics Service and the Kentucky
Department of Agriculture, p. 82.



“Tobacco Farms” are Typically Smaller Farms
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Most of the tobacco farms are small farms. This chart illustrates that approximately 80% of
the farms with tobacco sales had total agricultural sales of less than $25,000.

Source: 1987 U.S. Census of Agriculture.



Kentucky’s Basic Burley Quota Continues to Decline
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This chart shows how Kentucky’s burley tobacco basic quota has fallen in recent years.
Since 1991 Kentucky’s basic quota has fallen from 486 million pounds to an estimated 365
million pounds -- a decline of around 25 percent.

Source: Kentucky Agricultural Satistics, 1992-1993, issued by the United States
Department of Agriculture National Agricultural Statistics Service and the Kentucky
Department of Agriculture, p. 29.



The Probability of Tobacco Price Support System Being
Abolished Within 10 Years
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It is accurate to assert that many within the “tobacco community” are feeling significant
apprehension about the future of tobacco. This is evidenced by the chart above. The
following question was posed to humerous tobacco experts who are involved in all facets of
the tobacco industry:

“Periodically bills are introduced in the U.S. Congress that are designed to eliminate the
tobacco price support program. Using the scale below, how probable do you believe it is
that the tobacco price support program will be abolished within the next 10 years?”

Respondents were asked to check one of five options: Very Low, Low, Moderate, High, or
Very High (refer to Appendix A, question 24, to see the survey instrument).

A frequency distribution of the response from the 24 respondents is provided in the chart.
The most striking element in this chart is that over 50 percent feel that there is a moderate to
very high probability that the price support system will be abolished within the next 10
years.

It is not our contention that the tobacco price support system is likely to be abolished.

Indeed, many have indicated that there will always be the option of using private funding to

operate this system. Rather, we are simply trying to illustrate the degree of uncertainty and
apprehension felt by many within the tobacco community regarding an important element of
tobacco’s future.

Note: These experts constitute a diverse group: 7 experts were farm organization leaders, 6
were U.S. Department of Agriculture experts in the production and marketing of tobacco, 5
were university faculty with specialized knowledge of tobacco, 2 were economists working
for (Kentucky) state government, 2 were agriculture specialists within (Kentucky) state
government, 2 were with a tobacco advocacy and research organization, 1 was a private
agriculture consultant, 1 was a tobacco warehouseman, and 1 was anonymous.



The Probability of Foreign Burley Matching Kentucky
Quality Within 10 Years
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This chart also demonstrates the apprehension and uncertainty felt by tobacco experts
regarding the future of tobacco. The following question was asked of the same tobacco
experts:

“Kentucky enjoys the distinction of growing the highest quality burley in the world.
However, foreign producers have increased the quality of their burley tobacco in recent
years. Using the scale below, how probable do you believe it is that burley produced
outside the U.S. will be of equivalent quality to Kentucky burley within the next 10 years?”

Respondents were asked to check one of five options: Very Low, Low, Moderate, High, or
Very High (refer to Appendix A, question 25).

A frequency distribution of the response from the 24 respondents is provided in the chart.
Again, the most striking element in this chart is that nearly 50 percent feel that there is a
moderate to high probability that foreign burley will match Kentucky quality within the next
10 years.

Parenthetically, it should be mentioned that there are really two issues associated with
“quality.” The first is that the foreign producers are gaining ground, and the second is that
quality doesn’t matter as much now because of the increasing sophistication of blending
techniques. The increasing quality of foreign burley and sophistication of blending
techniques have narrowed the taste difference between Kentucky burley and foreign burley.
At the same time, cigarettes produced with foreign burley (i.e., the “generics”) are
significantly cheaper. Smokers in the U.S. have demonstrated a willingness to sacrifice a
little quality for a significant price difference.



Will the Federal Excise Tax on Cigarettes be Increased?
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There is less uncertainty and more apprehension reflected in this chart. The following
guestion was posed to the tobacco experts:

“Do you think there will be an increase in the federal excise tax on a pack of cigarettes?”
(refer to Appendix A, question 1).

The pie chart above reflects their collective response. There is near unanimity that the
federal excise tax on a pack of cigarettes will be increased. In many respects this is not a
surprising result when one considers the broad base of support among the American public
for a tax increase to help finance national health reform. For examplmeNN poll
conducted in April 1994 found that 58 percent of non-smokers felt that the tax should be
increased to $1.25 (it is $0.24 now). When smokers’ preferences were included, the
percentage who felt that the tax should be increased to $1.25 was still over 50 percent -- an
amount substantially higher than the $0.75 increase proposed by President!Clinton.

The real question, then, is not, “Will there be a tax?,” but, “How large will it be?”
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This chart places the question of “How large will it be?” into a wider historical context. The
bars from 1950 to 1993 reflect actual data on the federal excise tax for a pack of cigarettes
(in constant 1989 dollars). The bar for 1994 reflects three different tax levels -- a $0.25
increase over the current $0.24 excise tax for a total tax of $0.49, a $0.50 increase to $0.74,
and a $0.75 increase to $0.99. These three hypothetical increases -- $0.25, $0.50, and $0.75
-- reflect the most likely outcomes according to a group of tobacco experts regarding the

current debate on whether to increase the tax.

Source: Federal Taxation of To