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S T A T E  O F  A L A S K A

19 9 9  LEGISLATIVE SESSION

BILL NO.

ANALYSIS CONTINUATION
d isa d van ta g e s  that the participating manufacturers experience (relative to the nonparticipating manufacturers) as 
a resu lt of the MSA. It requires the nonparticipating manufacturers that sell tobacco products in the sta te  and 
are not s igna to rs of the MSA to establish escrow accounts to pay for qualified claims for health-related concerns 
t ied to their sa les of tobacco products in the state.

A laska does not need to pass the model/qualifying statu te in order to receive payments under the Master 
Se tt lemen t Agreement, but failure to enact it could result in a significant reduction (as much as 65 percent) in 
the  s ta te ' s  allotment under the agreement in the future. If a sta te does not pass the model statute , the MSA 
prov ides for an adjustment to that state's payments if the participating manufacturers, as a result of the 
marketing restrictions, payments, and other restrictions in the sett lement, experience a disadvantage and lose 
market share for sa les of their tobacco products to nonparticipating manufacturers. However, under the terms 
o f the MSA , if a state passes the model statute and enforces it, it will be exempt from any payment reductions, 
even  if the sett lement w a s a significant factor contributing to the participating manufacturers' loss of market 
share .

Under terms o f the legislation, a tooacco product manufacturer selling cigarettes in the sta te must either become 
a participating manufacturer or place a set amount into an escrow account for each unit sold in the s ta te . The 
Commissioner of Revenue will be responsible for receiving certification that the manufacturer is in compliance 
w ith  the  terms of the legislation, and the Attorney General will be responsible for bringing a civil action against a 
non-complying manufacturer. It is impossible to predict whether nonparticipating manufacturers will enter the 
A laska market and whether there will be a need for the Attorney General to take legal action against companies 
th a t do not comply with the terms of the statute . At this time, however, we do not anticipate additional co s ts  
re lated to enforcing the legislation.

Page 2 of 2



A L A S K A  D E P A R T M E N T  O F  R E V E N U E
huimir mul f: \t isi' Audit Divi.sh>u

Cigarette Escrow Account 
Draft I -G B 1036.A 
February 5, 1999 
Page 2 of 2

B I L L  A N A L Y S I S

Section 1 describes the health consequences from smoking cigarettes, and the state’s obligation to 
provide and pay for medical assistance to and for persons with health conditions associated with 
cigarette smoking. This section holds the tobacco product manufacturers responsible for tiie 
financial burdens imposed on the state by cigarette smoking, describes the Master Settlement 
Agreement reached with the leading tobacco product manufacturers, and discusses the intent o f this 
legislation, which is to prevent non-signatory manufacturers from deriving short-term profits and 
from becoming judgement-proof before liability arises.

Section 2 requires non-signatory manufacturers selling cigarettes in the state to either participate in 
the Master Settlement Agreement or place into a qualified escrow account by April 15 o f each year 
an established amount for each cigarette sold in the state in the prior year. Funds in escrow will only 
be released: 1) to pay judgements or settlements from claims brought against the non-signatory 
manufacturer, 2) to the non-signatory manufacturer if payments placed in escrow exceed what would 
have been paid if the non-signatory manufacturer participated in the Master Settlement Agreement, 
or 3) to the non-signatory manufacturer after 25 years from the date o f deposit. This section directs 
non-signatory manufacturers selling cigarettes in the state to certify that they are in compliance with 
the escrow requirements, and provides for civil actions if they fail to comply.

Section 3 establishes an immediate effective date.

O P E R A T I N G  E X P E N D I T U R E S

This bill will require the Department of Revenue to revise its tax forms to allow verification of the 
name of each manufacturer whose cigarettes are being sold in the state. We believe the costs o f  new 
forms and the accompanying data capture and computer program modifications can be absorbed into 
the existing budget.

R E V E N U E

This Act provides no new revenue to the state.



.n o ;

F I S C A L  N O T E i .V e r s i o n :  , IB 1 0 2

Revision D ate/Tim e (Mole if correction) ___________________

Title Federal Government Tobacco Settlement

STATE O F  ALASKA
1999 L EG ISLA T IV E  SESSION

(I I ) Pub l ish  D a le . /  ] n/ 99

Dept A lleded  Hcvenue 

BRU Revenue Operation:,

Component Income and Excise Audit

Sponsor

Requester

R LS

Governor

Expend itu re s /R evenues

Component Serial No. 

(T h o u s a n d s  of D ollars)

113

Note: Am ounts do not include inflation unless otherwise noted below.

O P E R A T IN G  E X P E N D IT U R E S F Y  2000 FY 2001 FY 2002 FY 2003 FY 2004 FY 2005

Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures

Grants & Claim s

Miscellaneous

T O T A L  O PE R A TIN G 0.0 0.0 0.0 0.0 0.0 0.0
C A P IT A L  E X P E N D IT U R E S 0.0 0.0 0.0 0.0 0.0 0.0
C H A N G E  IN R E V E N U E S  ( ) 0.0 0.0 0.0 0.0 0.0 0.0
FU N D  S O U R C E (Thousands of Dollars)

1C02 Federal Receipts

1003 G F  Match

1004 G F

1005 G F/Program  Receipts

1037 G F/M e ntal Health

Other (Specify Type)

T O T A L 0.0 0.0 0.0 0.0 0.0 0.0 j

Estimate of current year (FY99) cost: 0.0
P O S IT IO N S

Full-time

Part-lime

Temporary J

A N A L Y S IS : (Attach a separate page it necessary)

S e e  a tta c h m e n t.

Tim Cottonqim , App^alsOlfice~'r) - A — Phone 465-3695

Date/Time February 5. 1999 

Dale F e b ru a ry ^  1995

Prepared by 

Division 

Approved by 

Com m issioner

Agency

P R E P A R E R  TO  P R O V ID E  A LL  D ISTRIBU TIO N C O P IE S  TO  G O V E R N O R 'S  LE G IS LA TIV E  O FF IC E

For further distribution information, call the G overnor's Legislative O llice

COMMI TTEE COPV ^  t * s

Cig99 - 2/D: 1999



LEGISLATION TO ACCO M PAN Y TOBACCO SETTLEM ENT  

“M O DEL STA T U T E ” -  HB 102/SB 84

The Tobacco Settlem ent: The tobacco manufacturers that participated in the November 23, 1998, 
settlement with the states represent over 98 percent o f  the tobacco manufacturing industry. The 
participating manufacturers agreed to make payments to the state for their violations o f  state law and to 
restrict their marketing practices. Alaska’s payments over 25 years will total nearly S670 million. No 
legislation to approve the terms o f the settlement is required. However, the Master Settlement 
Agreement (M SA) contemplates important legislation, referred to as the “Model Statute,” to assure 
that all manufacturers o f  tobacco products are accountable to Alaskans for potential future costs 
associated with their tobacco sales in the state.

Overview o f  the Model Statute Legislation: The settlement contemplates that all states will pass a 
model statute, with the goal being to provide assurances that all companies that sell tobacco products, 
including those that did not participate in the settlement, are financially capable o f fulfilling their 
economic obligations, if  any, to citizens and to the states. The model statute will give all tobacco 
manufacturers that sell their products in a state the option to either 1) sign on to the settlement 
agreement or 2) establish an escrow account and pay into that account at a stated rate per unit o f  
tobacco sold in the state. The rates are proportional to the payments to be made by the participating 
manufacturers under the settlement. In other words, a tobacco manufacturer that did not participate in 
the settlement agreement could not get around the restrictions in the settlement and sell its products in 
Alaska with impunity, leaving either individual Alaskans, or the state, to pay the costs o f  treating 
resulting illnesses.

In addition, passage o f  the model statue legislation will protect the state's annual payments from a 
potential, but unlikely, Non-Participating Manufacturer Adjustment (see explanation below).

This statute was the subject o f  extensive and difficult negotiations, including discussions on whether 
the statute would survive legal challenges. The statute was reviewed by a number o f  antitrust and 
constitutional law experts who opined that this statute would survive legal challenge.
Except for a few  minor procedural changes, SB 84 and HB 102 are identical to the Model Statute 
provided in Exhibit T o f the MSA.

Importance o f  Model Statute: Alaska is not required to pass the model statute to receive payments 
under the terms o f  the settlement. However, if  Alaska does not pass the model statute, it will risk a 
reduction in payments under the Non-Participating Manufacturer (NPM) Adjustment formula o f  the 
settlement. Passing and enforcing the model statute will protect against such a reduction.

The settlement provides for an adjustment to a state’s payments if  the participating manufacturers 
experience a disadvantage and lose in-state market share for sales o f  their tobacco products to non­
participating manufacturers as a result o f  the marketing restrictions, payments, and other provisions in 
the settlement agreement. However, each state has a safe haven from the application o f  the reduction 
formula: if  it passes the model statute and enforces it, the state will be exempt from any payment 
reductions even if  the settlement was a significant factor contributing to the participating 
manufacturers’ loss o f  market share. Indeed, even if  a court were to find the statute unconstitutional, 
the maximum NPM Adjustment Alaska would have to bear is 65% o f the payment in any particular 
year. Without the passage o f the statute, the maximum NPM Adjustment would be 100%.

Tobacco Settlement "Model Statute"
Alaska Department o f  Law
Page 1

HBI02/SB84
February 24. 1999



Section One: Section One is the findings and purpose section o f the model statute legislation. 
Section One identifies tobacco as a serious public health problem in Alaska and discusses the 
burden that treating tobacco-related illnesses places on the State o f  Alaska. This section also 
establishes that it is the policy of the State o f  Alaska that tobacco product manufacturers— not the 
state or its citizens— bear the financial costs o f  treating smoking-related illnesses. Section One 
establishes the need to prevent other non-participating manufacturers from reaping short-term 
profits in Alaska, while leaving the state and its citizens without any financial protection from the 
known harms related to cigarette smoking. Finally, Section One identifies the purpose o f the model 
statute legislation as the implementation o f the November 23, 1998, MSA

Section Two: Section Two amends Alaska Statutes, Title 45, by adding Chapter 53, which is 
entitled “Cigarette Sales.”

Sec. 45.53.010 recognizes the MSA entered into between the State o f  Alaska, and the 
Participating Manufacturers in State v. Philip Morris, 1JU-97-915 Cl.

Sec. 45.53.020 requires that all tobacco product manufacturers do one o f  two things: (1) 
participate in the MSA, or (2) establish an escrow account and place dollars into that account at a 
stated rate per unit sold in this state. The rates are calculated to be equivalent to the rates paid by 
the Subsequent Participating Manufacturers (tobacco companies that signed the MSA after it was 
signed by the four original participating manufacturers) pursuant to the MSA. The changes in the 
rates also mirror the changes in the MSA annual payments on a per unit basis.

A manufacturer who places funds in escrow is entitled to withdraw interest or other earnings from 
the account as they are earned. The principal deposited in escrow can be released from escrow  
only:

1. to pay a judgment or settlement on any claim brought by the State or a party located in or 
residing in Alaska;

2. if  the manufacturer establishes that the amount it would have paid the State had it 
participated in the MSA is less than the amount the manufacturer is required to place in 
escrow. In this case the manufacturer is allowed to withdraw the excess from the escrow; or

3. i f  the funds have remained in escrow for a period o f 25 years from the date o f  payment,

Sec. AS 45.53.030 requires the commissioner o f  revenue to adopt regulations under the 
Administrative Procedure Act necessary to determine the volume o f  cigarettes manufactured by a 
tobacco product manufacturer that enter Alaska for sale in the state based on the amount o f  excise 
taxes paid. This will allow the commissioner o f  revenue to determine whether a tobacco 
manufacturer that does not sign the Master Settlement Agreement is making the appropriate 
deposits into the escrow account provided under AS 45.53.020.

Sec. AS 45.53.040 provides for auditing by the Alaska Department of Revenue o f payments 
into escrow required by a tobacco manufacturer and enforcement by the Alaska Department o f  Law. 
This section provides for different levels o f  penalties against a tobacco manufacturer that fails to 
make the required deposits into escrow. If enforcement by the department o f law is required and

S e c tio n a l A n a ly s is

Tobacco Settlement "Model Statute"
Alaska Department o f  Law
Page 2

IIBI02/SBS4
February 24, 1999



the state prevails in an action brought under this section, the court may award the department full 
reasonable attorney’s fees.

Sec. AS 45.53.990 sets forth the definitions. Many o f the bill's definitions incorporate by 
reference the definitions in the MSA. This was done to avoid any confusion between the two 
documents, and to prevent this legislation from being overly lengthy. The MSA is a public 
document approved by the Juneau Superior Court on February 9, 1999, in the case o f  State of 
Alaska v. Philip Morris, iJU-97-915 Cl. A complete copy o f the MSA can be found at 
www.naag.org on the Internet.

Consequences If the Legislature Does Not Pass the Model Statute

It is important to note that the State o f  Alaska is not required to pass the model statute legislation. 
The MSA and the Consent Decree will remain in force and effect regardless o f legislative action on 
this bill. However passage o f  this statute will help protect public health and will protect the state 
settlement payments from a possible draconian and dramatic reduction. The MSA provides for an 
adjustment to state payments if  the disadvantages experienced as a result o f  the MSA are a 
significant factor contributing to the participating manufacturers' loss o f  market share, i.e., the 
“Non-Participating Manufacturer Adjustment" (NPM Adjustment) found on page 58, at Section IX 
(d), o f  the MSA

To illustrate the potential impact o f  the NPM Adjustment, assume the following hypothetical 
situation;

1. In 2003 the Original Participating Manufacturers' (as defined at Section II (hh) o f  the MSA) 
(OPMs) market share was reduced from 97.5% in 1997 to 93.5%;

2. The OPMs shipped fewer cigarettes into the United States and Puerto Rico in 2003 than they 
shipped in 1997;

3. The MSA was a "significant factor" contributing to the market share loss;
4. All states except Alaska , California, Colorado, and Wyoming have adopted a Model Statute; 

and
5. The year for which payments are being calculated is 2004.

Alaska’s paym ents based on the above hypothetical would be calculated as follows if  the state 
had not passed the model statute:

Step One: Calculate the total dollars to be adjusted. In this hypothetical the loss o f  market 
share for which an adjustment is required is 2%. That 2% is calculated by subtracting the 
2003 market share o f  93.5% from the 1997 market share o f  97.5% for a total market share 
loss o f  4%; however, the first 2% o f  the total market share loss is not counted as part o f  the 
NPM Adjustment calculations. Then multiply the 2% market share loss times 3, resulting in 
a total percentage adjustment o f  6%. (Note: under the MSA each 1% loss in market share 
results in a 3% reduction until the loss in market share reaches 16 2/3%, at which time the 
percentage reduction is calculated at a variable ratio.)

The 2004 total annual payment o f  57,004,000,000.00 to all o f  the states is reduced by an 
NPM adjustment o f  6%, or 5420,240,000.00.

Tobacco Settlement "Model Statute"
Alaska Department o f  Law
Page 3

HBI02/SBS4
February 24, 1999

http://www.naag.org


Stop Two: Allocate the $420,240,000.00 among the four states that did not pass the Model 
Statute. The following illustrates the allocation method:

States Allocation %  
E stab lished  
in Exh ib i t A 
to the MSA

2004 p aym en t 
w i th o u t  NPM  
ad ju s tm e n t

%  s h a r e  of 
N PM  

A d ju s tm en t

T o ta l NPM 
A d ju s tm en t

S420,240,000.00

2004 a d ju s te d  
P aym en ts

CALIFORNIA
COLORADO
ALASKA
W YOMING
T o ta l s

0 .1 2 7 6 3 9 5 5 4
0 .0 1 3 7 0 8 6 1 4
0 .0 0 3 4 1 4 1 8 7
0 .0 0 2 4 8 3 4 4 9
0 .1 4 7 2 4 5 8 0 4

S 8 9 3 ,9 S 7 ,4 3 6 .2 2  
S 9 6 ,0 1 5 ,1 3 2 .4 6  
S 2 3 ,9 1 2 ,9 6 5 .7 5  
S 1 7 ,3 9 4 ,0 7 6 .8 0

S I , 0 3 1 ,3 0 9 ,6 1 1 .2 2

0 .8 6 6 8 4 6 8 0 0
0 .0 9 3 1 0 0 2 0 1
0 .0 2 3 1 8 6 9 9 0
0 .0 1 6 8 6 6 0 0 9
1.000000000

S 3 6 4 ,2 8 3 ,6 9 9 .2 0  
S 3 9 ,1 2 4 4 2 8 .6 1  
S 9 ,7 4 4 ,1 0 0 .7 2  
S 7 ,0 8 7 ,7 7 1 .4 6
S 4 2 0 ,2 4 0 ,0 0 0 .0 0

5 5 2 9 ,7 0 3 ,7 3 7 .0 1  
S 5 6 ,8 9 0 ,7 0 3 .8 4  
S 1 4 ,1 6 8 ,8 6 5 .0 3  
$  1 0 ,3 0 6 ,3 0 5 .3 3
5 6 1 1 ,0 6 9 ,6 1 1 .2 2

The "% share o f  NPM Adjustment" (fourth column above) is calculated pro rata based on the states’ 
relative allocations given in Exhibit A to the MSA. For example, Alaska’s allocation established in 
Exhibit A is .03414187% o f the total allocation o f the four states whose payments will be adjusted 
by the NPM Adjustment because they did not pass a Model Statute.

The NPM Adjustment is calculated each year. For instance, if  the Participating Manufacturers 
continued to lose market share and the market share in 2005 remained at 93.5%, these four states 
would continue to experience an NPM Adjustment.

Tobacco Settlement "Model Statute"
Alaska Department o f  Law
Page 4

BBI02/SB84
February 24, 1999





Participating Manufacturers pursuant to (his subsection (c)(2) shall be subject to 

the Inflation Adjustment, the Volume Adjustment, the NPM Adjustment, the 

offset for miscalculated or disputed payments described in subsection XI(i), the 

Federal Tobacco Legislation Offset, the Litigating Releasing Parties Offset, and 

the offsets for claims over described in subsections XI 1(a)(4)(B) and XII(a)(8). 

Such payments shall also be subject to the Non-Settling States Reduction; 

provided, however, that for purposes o f  payments due pursuant to this subsection 

(c)(2) (and corresponding payments by Subsequent Participating Manufacturers 

under subsection IX(i)), the Non-Settling States Reduction shall be derived as 

follows: (A) the payments made by the Original Participating Manufacturers 

pursuant to this subsection (c)(2) shall be allocated among the Settling States on a 

percentage basis to be determined by the Settling States pursuant to the 

procedures set forth in Exhibit U, and the resulting allocation percentages 

disclosed to the Escrow Agent, the Independent Auditor and the Original 

Participating Manufacturers not later than June 30, 1999; and (B) the Non-Settling 

Slates Reduction shall be based on the sum o f the Allocable Shares so established 

pursuant to subsection (c)(2)(A) for those States that were Settling States as o f the 

MSA Execution Date and as to which this Agreement has terminated as o f the 

date 15 days before the payment in question is due.

^  ^QllrParticipatinp Manufacturer Adjustment.

Calculation o f  NPM Adjustment for Original Participating

To protect the public health gains achieved by this Agreement,

c e r ta in
vy Pa> ments made pursuant to this Agreement shall be subject to an NPM



Adjustment. Payments by the Original Participating Manufacturers to which the 

NPM Adjustment applies shall be adjusted as provided below:

(A) Subject to the provisions o f  subsections (d)(1)(C), (d)(1)(D) 

and (d)(2) below, each Allocated Payment shall be adjusted by subtracting 

from such Allocated Payment the product o f  such Allocated Payment 

amount multiplied by the NPM Adjustment Percentage. The “NPM 

Adjustment Percentage” shall be calculated as follows:

(i) If the Market Share Loss for the year immediately 

preceding the year in which the payment in question is due is less 

than or equal to 0 (zero), then the NPM Adjustment Percentage 

shall equal zero.

(ii) If the Market Share Loss for the year immediately 

preceding the year in which the payment in question is due is 

greater than C (zero) and less than or equal to 16 2/3 percentage 

points, then the NPM Adjustment Peicentage shall be equal to the 

product o f  (x) such Market Share Loss and (y) 3 (three).

(iii) If the Market Share Loss for the year immediately 

preceding the year in which the payment in question is due is 

greater than 16 2/3 percentage points, then the NPM Adjustment 

Percentage shall be equal to the sum o f  (x) 50 percentage points 

and (y) the product o f  ( / )  the Variable Multiplier and (2) the result 

o f such Market Share Loss minus 16 2/3 percentage points.
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(i) "Base Aggregate Participating Manufacturer Market 

Share"’ means the result o f  (x) the sum of the applicable Market 

Shares (the applicable Market Share to be that for ld l)7) o f all 

present and former Tobacco Product Manufacturers that were 

Participating Manufacturers during the entire calendar year 

immediately preceding the year in which the payment in question 

is due minus (y) 2 (two) percentage points.

(ii) "Actual Aggregate Participating Manufacturer Market 

Share" means the sum o f the applicable Market Shares o f  all 

present and former Tobacco Product Manufacturers that were 

Participating Manufacturers during the entire calendar year 

immediately preceding the year in which the payment in question 

is due (the applicable Market Share to be that for the calendar year 

immediately preceding the year in which the payment in question 

is due).

(iii) "Market Share Loss" means the result o f  (x) the Base 

Aggregate Participating Manufacturer Market Share minus (v) the 

Actual Aggregate Participating Manufacturer Market Share.

(iv) "Variable Multiplier" equals 50 percentage points 

divided by the result o f(x )  the Base Aggregate Participating 

Manufacturer Market Share minus (y) 16 2/3 percentage points.

(B) D e fin it io n s :



(C) On or before February 2 o f  cacli year following a year in 

which there was a Market Share Loss greater than zero, a nationally 

recognized firm ot economic consultants (the “Firm”) shall determine 

whether the disadvantages experienced as a result o f  the provisions o f  this 

Agreement were a significant factor contributing to the Market Share Loss 

for the year in question. I f  the Firm determines that the disadvantages 

experienced as a result o f  the provisions o f  this Agreement were a 

significant factor contributing to the Market Share Loss for the year in 

question, the NPM  Adjustment described in subsection IX(d)( I) shall 

apply. If the Firm determines that the disadvantages experienced as a 

result ot the provisions o f  this Agreement were not a significant factor 

contributing to the Market Share Loss for the year in question, the NPM 

Adjustment described in subsection IX(d)(l) shall not apply. The Original 

Participating Manufacturers, the Settling States, and the Attorneys General 

for the Settling States shall cooperate to ensure that the determination 

described in this subsection (1)(C) is timely made. The Firm shall be 

acceptable to (and the principals responsible for this assignment shall be 

acceptable to) both the Original Participating Manufacturers and a 

majority of those Attorneys General who are both the Attorney General o f 

a Settling State and a m ember o f  the NAAG executive committee at the 

time in question (or in the event no such firm or no such principals shall be 

acceptable to such parties, National Economic Research Associates, Inc., 

or its successors by merger, acquisition or otherwise (“NERA”), acting
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m m

principal or principals acceptable to such parties, if such a

can be identified and, i f  not, acting through a principal or principals
S t e p c r a w
pC" * ̂  * i?

Identified by NERA, o r  a s u c c e s s o r  firm se lec ted by the CPR Institute tor 

Dispute R eso lu t ion ) . As so o n  as  p rac t ic ab le  a f te r  the MSA Execution
■fife

j p alCi t|ie pjrm shall be jointly retained by the Settling States and the

j§V Original Par t ic ip a t ing  Manufacturers for the purpose o f making the
If, |f’ '

^ "  foregoing detennination, and the Firm shall provide written notice to each
atey»
^ r . { .

. 5cn|ing State, to NAAG, to the Independent Auditor and to each 

P . ,  Participating Manufacturer o f  such detennination. The determination of 

the Firm with respect to this issue shall be conclusive and binding upon all

W2i‘%v-- parties, and shall be final and non-appealable. The reasonable fees and

expenses of the Firm shall be paid by the Original Participating
i-s-. ■
^Manufacturers according to their Relative Market Shares. Only the

Participating Manufacturers and the Settling States, and their respective
w

'counsel, shall be entitled to communicate with the Firm with respect to the

^ v .F lm V  ’s activities pursuant to this subsection (1 )(C).

v̂ y ' (D) No NPM Adjustment shall be made with respect to a payment

M i^  If the aggregate number o f Cigarettes shipped in or to the fifty United
.r&T. « v

^ S t a t e s ,  the District o f Columbia and Puerto Rico in the year immediately 

^preceding the year in which the payment in question is due by those 

participating Manufacturers that had become Participating Manufacturers
t’* *

f n ° r ,0 14 days after the MSA Execution Date is greater than the 

■ggrcgatc number o f Cigarettes shipped in or to the fifty United States, the



District of Columbia, and Puerto Rico in 1997 by such Participating 
Manufacturers (and any of their Affiliates that made such shipments in 
1997. as demonstrated by certified audited statements of such Affiliates’ 
shipments, and that do not continue to make such shipments after the 
MSA Execution Date because the responsibility for such shipments has 
been transferred to one of such Participating Manufacturers). 
Measurements of shipments for purposes of this subsection (D) shall be 
made in the manner prescribed in subsection II(mm); in the event that such 
shipment data is unavailable for any Participating Manufacturer for 1997, 
such Participating Manufacturer’s shipment volume for such year shall be 
measured in the manner prescribed in subsection II(z).
(2) Allocation among Settling States of NPM Adjustment for Original

Participating Manufacturers.

(A) The NPM Adjustment set forth in subsection (d)(1) shall apply 
to the Allocated Payments of all Settling States, except as set forth below.

(B) A Settling State’s Allocated Payment shall not be subject to an 
NPM Adjustment: (i) if such Settling State continuously had a Qualifying 
Statute (as defined in subsection (2)(E) below) in full force and effect 
during the entire calendar year immediately preceding the year in which 
the payment in question is due, and diligently enforced the provisions of 
such statute during such entire calendar year; or (ii) if such Settling State 
enacted the Model Statute (as defined in subsection (2)(E) below) for the 
first time during the calendar year immediately preceding the year in
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which the payment in question is due, continuously had the Model Statute 
in full force and effect during the last six months of such calendar year, 
and diligently enforced the provisions of such statute during the period in 
which it was in full force and effect.

(C) The aggregate amount of the NPM Adjustments that would 
have applied to the Allocated Payments of those Settling States that are 
not subject to an NPM Adjustment pursuant to subsection (2)(B) shall be 
reallocated among all other Settling Slates pro rata in proportion to their 
respective Allocable Shares (the applicable Allocable Shares being those 
listed in Exhibit A), and such other Settling States’ Allocated Payments 
shall be further reduced accordingly.

(D) This subsection (2)(D) shall apply if the amount of the NPM 
Adjustment applied pursuant to subsection (2)(A) to any Settling State 
plus the amount of the NPM Adjustments reallocated to such Settling 
State pursuant to subsection (2)(C) in any individual year would either (i) 
exceed such Settling State’s Allocated Payment in that year, or (ii) if 
subsection (2)(F) applies to the Settling State in question, exceed 65% of 
such Settling State’s Allocated Payment in that year. For each Settling 
State that has an excess as described in the preceding sentence, the excess 
amount of NPM Adjustment shall be further reallocated among all other 
Settling States whose Allocated Payments are subject to an NPM 
Adjustment and that do not have such an excess, pro rata in proportion to 
their respective Allocable Shares, and such other Settling States’ Allocated



Payments shall be further reduced accordingly. The provisions of this 
subsection (2)(D) shall be repeatedly applied in any individual year until 
either (i) the aggregate amount of NPM Adjustments has been fully 
reallocated or (ii) the full amount of the NPM Adjustments subject to 
reallocation under subsection (2)(C) or (2)(D) cannot be fully reallocated 
in any individual year as described in those subsections because (x) the 
Allocated Payment in that year of each Settling State that is subject to an 
NPM Adjustment and to which subsection (2)(F) does not apply has been 
reduced to zero, and (y) the Allocated Payment in that year of each 
Settling State to which subsection (2)(F) applies has been reduced to 35% 
of such Allocated Payment.

(E) A “Qualifying Statute" means a Settling State’s statute, 
regulation, law and/or rule (applicable everywhere the Settling State has 
authority to legislate) that effectively and fully neutralizes the cost 
disadvantages that the Participating Manufacturers experience vis-a-vis 
Non-Participating Manufacturers within such Settling State as a result of 
the provisions of this Agreement. Each Participating Manufacturer and 
each Settling State agree that the model statute in the form set forth in 
Exhibit T (the “Model Statute”), if enacted without modification or 
addition (except for particularized state procedural or technical 
requirements) and not in conjunction with ar.y other legislative or 
regulatory proposal, shall constitute a Qualifying Statute. Each 
Participating Manufacturer agrees to support the enactment of such Model



Statute if such Model Statute is introduced or proposed (i) without 
modification or addition (except for particularized procedural or technical 
requirements), and (ii) not in conjunction with any other legislative 
proposal.

(F) If a Settling State (i) enacts the Model Statute without any 
modification or addition (except for particularized state procedural or 
technical requirements) and not in conjunction with any other legislative 
or regulatory proposal, (ii) uses its best efforts to keep the Model Statute 
in full force and effect by, among other things, defending the Model 
Statute fully in any litigation brought in state or federal court within such 
Settling State (including litigating all available appeals that may affect the 
effectiveness of the Model Statute), and (iii) otherwise complies with 
subsection (2)(B), but a court of competent jurisdiction nevertheless 
invalidates or renders unenforceable the Model Statute with respect to 
such Settling State, and but for such ruling the Settling State would have 
been exempt from an NPM Adjustment under subsection (2)(B). then the 
NPM Adjustment (including reallocations pursuant to subsections (2)(C) 
and (2)(D)) shall still apply to such Settling State’s Allocated Payments 
but in any individual year shall not exceed 65% of the amount of such 
Allocated Payments.

(G) In the event a Settling State proposes and/or enacts a statute, 
regulation, law and/or rule (applicable everywhere the Settling State has 
authority to legislate) that is not the Model Statute and asserts that such
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statute, regulation, law and/or rule is a Qualifying Statute, the Firm shall 
be jointly retained by the Settling States and the Original Participating 
Manufacturers for the purpose of determining whether or not such statute, 
regulation, law and/or rule constitutes a Qualifying Statute. The Firm 
shall make the foregoing determination within 90 days of a written request 
to it from the relevant Settling State (copies of which request the Settling 
State shall also provide to all Participating Manufacturers and the 
Independent Auditor), and the Firm shall promptly thereafter provide 
written notice of such determination to the relevant Settling State, NAAG, 
all Participating Manufacturers and the Independent Auditor. The 
determination of the Firm with respect to this issue shall be conclusive and 
binding upon all parties, and shall be final and non-appealable; provided, 
however, (i) that such determination shall be of no force and effect with 
respect to a proposed statute, regulation, law and/or rule that is thereafter 
enacted with any modification or addition; and (ii) that the Settling State 
in which the Qualifying Statute was enacted and any Participating 
Manufacturer may at any time request that the Firm reconsider its . 
determination as to this issue in light of subsequent events (including, 
without limitation, subsequent judicial review, interpretation, modification 
and/or disapproval of a Settling Slate's Qualifying Statute, and the manner 
and/or the effect of enforcement of such Qualifying Statute). The Original 
Participating Manufacturers shall severally pay their Relative Market 
Shares of the reasonable fees and expenses of the Fimi. Only the
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Participating Manufacturers and Settling Stales, and their respective 
counsel, shall be entitled to communicate with the Firm with respect to the 
Firm’s activities pursuant to this subsection (2)(G).

(I I) Except as provided in subsection (2)(F), in the event a 
Qualifying Statute is enacted within a Settling State and is thereafter 
invalidated or declared unenforceable by a court of competent jurisdiction, 
otherwise rendered not in full force and effect, or, upon reconsideration by 
the Firm pursuant to subsection (2)(G) determined not to constitute a 
Qualifying Statute, then such Settling State's Allocated Payments shall be 
fully subject to an NPM Adjustment unless and until the requirements of 
subsection (2)(B) have been once again satisfied.
(3) Allocation of NPM Adjustment among Original Participating 

Manufacturers. The portion of the total amount of the NPM Adjustment to which 
the Original Participating Manufacturers are entitled in any year that can be 
applied in such year consistent with subsection IX(d)(2) (the “Available NPM 
Adjustment”) shall be allocated among them as provided in this subsection 
IX(d)(3).

(A) The “Base NPM Adjustment” shall be determined for each 
Original Participating Manufacturer in such year as follows:

(i) For those Original Participating Manufacturers whose 
Relative Market Shares in the year immediately preceding the year 
in which the NPM Adjustment in question is applied exceed or are
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equal to their respective 1997 Relative Market Shares, the Base 
NPM Adjustment shall equal 0 (zero).

(ii) For those Original Participating Manufacturers whose 
Relative Market Shares in the year immediately preceding the year 
in which the NPM Adjustment in question is applied are less than 
their respective 1997 Relative Market Sharer, the Base NPM 
Adjustment shall equal the result of (x) the difference between 
such Original Participating Manufacturer’s Relative Market Share 
in such preceding year and its 1997 Relative Market Share 
multiplied by both (y) the number of individual Cigarettes 
(expressed in thousands of units) shipped in or to the United States, 
the District of Columbia and Puerto Rico by all the Original 
Participating Manufacturers in such preceding year (dt .ermined in 
accordance with subsection II(mm)) and (z) S20 per each thousand 
units of Cigarettes (as this number is adjusted pursuant to 
subsection IX(d)(3)(C) below).

(iii) For those Original Participating Manufacturers whose 
Base NPM Adjustment, if calculated pursuant to subsection
(ii) above, would exceed S300 million (as this number is adjusted 
pursuant to subsection lX(d)(3)(C) below), the Base NPM 
Adjustment shall equal S300 million (or such adjusted number, as 

provided in subsection IX(d)(3)(C) below).



(13) The share of the Available NPM Adjustment each Original 
Participating Manufacturer is entitled to shall be calculated as follows:

(i) If the Available NPM Adjustment the Original 
Participating Manufacturers are entitled to in any year is less than 
or equal to the sum of the Base NPM Adjustments of all Original 
Participating Manufacturers in such year, then such Available 
NPM Adjustment shall be allocated among those Original 
Participating Manufacturers whose Base NPM Adjustment is not 
equal to 0 (zero) pro rata in proportion to their respective Base 
NPM Adjustments.

(ii) If the Available NPM Adjustment the Original 
Participating Manufacturers are entitled to in any year exceeds the 
sum of the Base NPM Adjustments of all Original Participating 
Manufacturers in such year, then (x) the difference between such 
Available NPM Adjustment and such sum of the Base NPM 
Adjustments shall be allocated among the Original Participating 
Manufacturers pro rata in proportion to their Relative Market 
Shares (the applicable Relative Market Shares to be those in the 
year immediately preceding such year), and (y) each Original 
Participating Manufacturer’s share of such Available NPM 
Adjustment shall equal the sum of (J) its Base NPM Adjustment 
for such year, and (2) the amount allocated to such Original 
Participating Manufacturer pursuant to clause (x).



(iii) If an Original Participating Manufacturer's share of 
the Available NPM Adjustment calculated pursuant to subsection 
IX(dt(3)(B)(i) or IX(d)(3)(B)(ii) exceeds such Original 
Participating Manufacturer's payment amount to which such NPM 
Adjustment applies (as such payment amount has been determined 
pursuant to step B of clause “Seventh” of subsection IX(j)), then 
(J) such Original Participating Manufacturer’s share of the 
Available NPM Adjustment shall equal such payment amount, and
(2) such excess shall be reallocated among the other Original 
Participating Manufacturers pro rata in proportion to their Relative 
Market Shares.
(C) Adjustments:

(i) For calculations made pursuant to this subsection 
IX(d)(3) (if any) with respect to payments due in the year 2000, the 
number used in subsection IX(d)(3)(A)(ii)(z) shall be S20 and the 
number used in subsection IX(d)(3)(A)(iii) shall be S300 million. 
Each year thereafter, both these numbers shall be adjusted upward 
or downward by multiplying each of them by the quotient 
produced by dividing (x) the average revenue per Cigarette of all 
the Original Participating Manufacturers in the year immediately 
preceding such year, by (y) the average revenue per Cigarette of all 
the Original Participating Manufacturers in the year immediately 
preceding such immediately preceding year.



(ii) For purposes of this subsection, the average revenue

pCr Ciuarette of all the Original Participating Manufacturers in any
¥ ■’ vear shall equal (x) the aggregate revenues of all the Oricinal

' y . \r ':. Participating Manufacturers from sales of Cigarettes in the fifty
ijA

■?! United States, the District of Columbia and Puerto Rico after
ri :

F e d e r a l  e x c i s e  t a x e s  a n d  after p a y m e n t s  p u r s u a n t  to this A g r e e m e n t

&;•*
vv» . . . .- and the tobacco litigation Settlement Agreements with the States of
t Florida, Mississippi, Minnesota and Texas (as such revenues are
* j reported to the United States Securities and Exchange Commission
r.-. (“SEC") for such year (either independently by the Original
i v ;* *V Participating Manufacturer or as part of consolidated financial
rr • statements reported to the SEC by an Affiliate of the Original
* Participating Manufacturers) or, in the case of an Original 

Participating Manufacturer that does not report income to the SEC, 
as reported in financial statements prepared in accordance with
United States generally accepted accounting principles and audited 

V by a nationally recognized accounting firm), divided by (y) the
aggregate number of the individual Cigarettes shipped in or to the 
United States, the District of Columbia and Puerto Rico by all the 
Original Participating Manufacturers in such year (determined in 
accordance with subsection Il(mm)).

\ : (D) In the event that in the year immediately preceding the year in

■ C l ĉ blPM Adjustment in question is applied both (x) the Relative



Market Share of Lorillard Tobacco Company (or of its successor)
(“Lori 1 lard") was less than or equal to 20.0000000%, and (y) the number 
of individual Cigarettes shipped in or to the United States, the District of 
Columbia and Puerto Rico by Lorillard (determined in accordance with 
subsection II(mm)) (for purposes of this subsection (D), “Volume”) was 
less than or equal to 70 billion. Lorillard’s and Philip Morris 
Incorporated’s (or its successor's) (“Philip Morris”) shares of the 
Available NPM Adjustment calculated pursuant to subsections (3)(A)-(C) 
above shall be further reallocated between Lorillard and Philip Morris as 
follows (this subsection (3)(D) shall not apply in the year in which either 
of the two conditions specified in this sentence is not satisfied):

(i) Notwithstanding subsections (A)-(C) of this subsection 
(d)(3), but subject to further adjustment pursuant to subsections
(D)(ii) and (D)(iii) below, Lorillard's share of the Available NPM 
Adjustment shall equal its Relative Market Share of such Available 
NPM Adjustment (the applicable Relative Market Share to be that 
in the year immediately preceding the year in which such NPM 
Adjustment is applied). The dollar amount of the difference 
between the share of the Available NPM Adjustment Lorillard is 
entitled to pursuant to the preceding sentence and the share of the 
Available NPM Adjustment it would be entitled to in the same 
year pursuant to subsections (d)(3)(A)-(C) shall be reallocated tc 
Philip Morris and used to decrease or increase, as the case may be,



Philip Morris’s share of the Available NPM Adjustment in such 
year calculated pursuant to subsections (d)(3)(A)-(C).

(ii) In the event that in the year immediately preceding the 
year in which the NPM Adjustment in question is applied either 
(x) Lorillard’s Relative Market Share was greater than 
15.0000000% (but did not exceed 20.0000000%). or (y) Lorillard’s 
Volume was greater than 50 billion (but did not exceed 70 billion), 
or both, Lorillard’s share of the Available NPM Adjustment 
calculated pursuant to subsection (d)(3)(D)(i) shall be reduced by a 
percentage equal to the greater of (/) 10.0000000% for each 
percentage point (or fraction thereof) of excess of such Relative 
Market Share over 15.0000000% (if any), or (2) 2.5000000% for 
each billion (or fraction thereof) of excess of such Volume over 50 
billion (if any). The dollar amount by which Lorillard's share of 
the Available NPM Adjustment is reduced in any year pursuant to 
this subsection (D)(ii) shall be reallocated to Philip Morris and 
used to increase Philip Morris’s share of the Available NPM 

Adjustment in such year.
(iii) In the event that in any year a reallocation of the 

shares of the Available NPM Adjustment between Lorillard and 
Philip Morris pursuant to this subsection (d)(3)(D) results in Philip 
Morris’s share of the Available NPM Adjustment in such year 
exceeding the greater of (x) Philip Morris’s Relative Market Share



of such Available NPM Adjustment (the applicable Relative 
Market Share to be that in the yr î immediately preceding such 
year), or (y) Philip Morris’s share of the Available NPM 
Adjustment in such year calculated pursuant to subsections
(d)(3)(A)-(C), Philip Morris’s share of the Available NPM 
Adjustment in such year shall be reduced to equal the greater of (x) 
or (y) above. In such instance, the dollar amount by which Philip 
Morris’s share of the Available NPM Adjustment is reduced 
pursuant to the preceding sentence shall be reallocated to Lorillard 
and used to increase Lorillard’s share of the Available NPM 
Adjustment in such year.

(iv) In the event that either Philip Morris or Lorillard is 
treated as a Non-Participating Manufacturer for purposes of this 
subsection IX(d)(3) pursuant to subsection XVIII(w)(2)(A), this 
subsection (3)(D) shall not be applied, and the Original 
Participating Manufacturers’ shares of the Available NPM 
Adjustment shall be determined solely as described in subsections

(3)(A)-(C).
(4) NPM Adjustment for Subsequent Participating Manufacturers.

Subject to the provisions of subsection IX(i)(3), a Subsequent Participating 
Manufacturer shall be entitled to an NPM Adjustment with respect to payments 
due from such Subsequent Participating Manufacturer in any year during which 
an NPM Adjustment is applicable under subsection (d)(1) above to payments due

-75-




