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In health-conscious America, there 
are fewer and fewer smokers. And on 
tapering-fretful Wall Street, there are 
fewer and fewer bond bulls. These facts 
being understood, we write to extol the 
speculative merits of certain tax-exempt 
securities backed by cigarette sales and 
protected from inflation. Complex and 
controversial, tobacco bonds are high-
yielding for a reason. 

In 1998, the four big tobacco compa-
nies, on the one hand, and 46 states, the 
District of Columbia and U.S. territories, 
on the other, entered into an agreement 
to settle the outstanding litigation be-
tween them. Philip Morris, R.J. Reyn-
olds, Lorillard and Brown & Williamson 
comprised the big four, a.k.a., the “origi-
nal participating manufacturers.” Since 
the settlement, another 40 manufactur-
ers have signed on—call them, as the 
lawyers do, the “subsequent participat-
ing manufacturers.”

The “master settlement agreement,” 
or MSA, is the name stamped on this dé-
tente. It directs the companies to pay $9 
billion a year, before applying a variety 
of adjustments, into a trust to compen-
sate the plaintiff governments for the 
costs with which cigarette smoking has 
burdened them. Over the past 12 years, 
22 states and some municipalities have 
issued securitized claims on anticipated 
MSA-derived revenue; $34 billion worth 
at face amount are outstanding. 

Though states issue tobacco bonds, 
the credit of those states has nothing to 
do with the quality of the securities. Cig-
arette sales, rather, furnish the cash flows 
(it would therefore be a good thing if the 
currently solvent and profitable big ciga-
rette makers remained that way). The 
wrinkle is how those sales—and, thus, 

the inflation rate in the year preceding 
the payment date. One may think of this 
as low-cost protection against the 21st-
century paper dollar going up in smoke. 

In 1998, tobacco consumption had 
already been falling for 17 years. In cal-
culating the payment formula, the par-
ties negotiated what they judged to be 
a reasonable allowance for continuing 
declines in cigarette smoking. The ques-
tion is whether they were conservative 
enough. The formula for adjusting the 
cash flows to the MSA is not so interest-
ing. More relevant—and for the would-
be investor, more sobering—is the ac-
celerating rate of decline in tobacco 
consumption. A “base volume” of ciga-
rette shipments was written into the law 
in 1998; it was 475.7 billion cigarettes per 
annum. A measure of the success of the 

required payments into the MSA-related 
trusts—are totted up. 

It’s not as simple as just writing 
checks. The $9 billion annual base pay-
ment is adjusted for inflation, tobacco 
consumption and the tobacco compa-
nies’ success (or lack thereof) in retaining 
market share, among other factors. Fur-
ther complicating the situation is slow-
drip litigation between the states and the 
manufacturers, as well as the advent of 
electronic cigarettes. There are two good 
reasons to try to penetrate the legalistic 
fog: the high proffered yields and the for-
midable inflation armor.  

In 1998, 3% seemed a reasonable ex-
pectation for the annual minimum rate 
of increase in the CPI-U; accordingly, 
payments due from the manufacturers 
are slated to rise by the greater of 3% or 
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national anti-smoking juggernaut is that, 
in 2012, shipments totaled only 290 bil-
lion. And now come e-cigarettes.  

Tobacco bonds have been issued  in 
a variety of structures and maturities. 
Typically, revenue is apportioned to dif-
ferent classes of securities in hierarchi-
cal, or waterfall, fashion. First claim is 
interest on all the coupon bonds, senior 
and subordinated. Available cash is next 
apportioned to redeeming the serial, or 
bullet, maturities. Remaining funds go 
to redeeming the so-called turbo bonds 
in the order of their maturity. Last in the 
queue for dollars are the zero-coupon 
bonds, a.k.a., capital-appreciation bonds; 
they get nothing until all senior maturi-
ties are repaid. California, New Jersey, 
Virginia, Michigan and Ohio are among 
the foremost issuers of CABs. 

 Ohio’s 2007-vintage Buckeye To-
bacco Settlement Financing Author-
ity bonds make a good illustrative case. 
The issue comprises $211 million in 
senior bonds ($72 million of which have 
already been redeemed), $5 billion in 
turbo bonds ($130 million of which have 
been redeemed) and $319 million, face 
amount, of zeroes. The senior revenue 
bond due 2017, which carries an invest-
ment-grade rating from three agencies 
and is exempt from federal taxes (and 
from state taxes for Ohio residents), 
trades at 106.35 to yield 3.09%. At the 
other end of the credit spectrum, the 
Buckeye zeroes of 2047, which Fitch 
rates single-B-minus, are quoted at 3.2 
to yield 10.7%—they came to market at 
5.94 to yield 7.25%.  

“Date of issuance matters for credit 
quality,” colleague Charley Grant ob-
serves. “In general, securities that 
came into the world in the early part 
of the decade are likely to pay off by 
maturity or sooner, whereas issues from 
2006 to 2008 were structured with a 
lower margin of safety. Examples of 
the latter, higher-risk vintage include 

the 2006 New York City TSASC 5s of 
2026, quoted at 82.98 to yield 7.07%; 
the Golden State Tobacco Securitiza-
tion Corp. 5s of 2033, quoted at 74.87 
to yield 7.46%, and the Buckeye 51/8s of 
2024, quoted at 83.66 to yield 7.4%. Ex-
amples of safer and saner bonds—ones 
that could withstand a much steeper 
plunge in tobacco consumption—in-
clude the Illinois Railsplitter 6s of 2028, 
quoted at 109.32 to yield 4.55%, or the 
Arkansas Development Finance Au-
thority 51/4s of 2041, quoted at par.”  

Could smoking go the way of duel-
ing, medicinal bleeding or bearbaiting? 
Governments the world over seem de-
termined to snuff it out. Thirty states, 
the District of Columbia and Puerto 
Rico have banned smoking from the 
workplace, including restaurants and 
bars. The New York City Council just 
voted to raise the minimum age for buy-
ing cigarettes to 21. The mayor of Chi-
cago, Rahm Emanuel, is proposing to 
lift the city’s $3.68 per-pack excise tax 
by 75 cents. As it is, a pack of Marlbo-
ros in the south Loop will set you back 
$11.95. In lower Manhattan, the price 
is $12.71. Loosies—cigarettes sold il-
legally one by one—fetch between a 
quarter and a dollar each. And now the 
Web site of Americans for Nonsmokers’ 
Rights is on the rampage about a here-
tofore unknown menace it calls “third-
hand” smoke, e.g., the kind you smell 
on the sweater you wore to the party the 
night before. Since the MSA went into 
effect in 1998, cigarette shipments have 
declined at a compound annual rate of 
3.18%. In 2009 and 2010, respectively, 
they plunged by 9.2% and 6.5%. 

Nor does this exhaust the list of reasons 
a risk-intolerant investor might choose to 
steer clear. The tobacco companies do 
not passively remit funds to the MSA but 
pay lawyers good money to find reasons 
not to remit them. For instance, the ba-
sic agreement protects participating ciga-

rette manufacturers against competitive 
inroads made by producers who operate 
outside the MSA. By law, the latter must 
remit escrow payments in the approxi-
mate sums required of MSA participants. 
Whether or not such funds are duly paid 
in—it’s the states’ responsibility to col-
lect them—is a matter of controversy. 
If an arbitrator finds that a state’s failure 
to enforce the law has caused economic 
loss to a participating manufacturer, that 
manufacturer is entitled to recoup some 
or all of its payments to the MSA; about 
$2.5 billion remains in escrow for disput-
ed payments.  

“Some idea about the pace of conflict 
resolution is suggested by the fact that 
an arbitration panel’s ruling about $1.1 
billion in disputed 2003 MSA payments 
was handed down 10 years later—just 
two months ago, in fact,” Grant relates. 
“It happens that New York, Ohio, Il-
linois and Iowa, all with tobacco bonds 
outstanding, were among the winners. 
But a half-dozen states lost at arbitration, 
though none is a tobacco-bond issuer. 
Richard Larkin, director of credit analy-
sis at the Fairfield, Conn., bond house 
of H.J. Sims, contends that—based on 
continued 4% per annum declines in 
tobacco consumption, and inflation re-
maining below 3% per annum—several 
tobacco-bond issuers will suffer at least 
partial defaults.

“It certainly didn’t help that the bank-
ruptcy of Lehman Brothers resulted in 
the voiding of the state’s guaranteed 
investment contracts,” Grant goes on. 
“When these contracts and their mid-
single digit yields evaporated, MSA pay-
ments had to be invested at post-Lehm-
an money market rates. Ohio, along 
with Virginia and California, was forced 
to draw down cash reserves to make an 
interest payment. Which explains why 
when you punch up the Buckeye 51/8s on 
a Bloomberg terminal, the machine an-
swers with a red flashing message on the 

A pack of tobacco bonds
(in $ millions)

issuer coupon mat. date issue date par out.  rating tax-ex price yield
Railsplitter  Tobacco Settlement (Ill.) 6.00% 2028 2010 361 A-/BBB+ federal $109.32 4.55%
TSASC  (NY) 5.00 2026 2006 138 B+/BB- fed/state 82.98 7.07
Buckeye Tobacco Settlement (Ohio) 5.13 2024 2007 842 B3/B-/B- fed/state 83.66 7.40
Golden State Tobacco Securitization (Cal.) 5.00 2033 2007 611 B3/B-/B fed/state 74.87 7.46
        
Tobacco Settlement Financing (R.I.) 6.25 2042 2002 372 Ba1/BB/BBB- fed/state 92.37 6.87
Arkansas Development Finance  5.25 2041 2001 8.3 A1 fed/state 100.16 5.24
Niagara County Tobacco Asset Securitization  6.25 2040 2001 15 Baa3/BBB+ fed/state 88.29 7.30

source: The Bloomberg



article-GRANT’S/NOVEMBER 15, 2013 3

description page saying, ‘Distressed.’”  
What might cause the light to stop 

flashing? A bout of inflation could do the 
trick. The mandated inflation adjust-
ment—the greater of 3% or the year-
over-year rise in the CPI-U—is that most 
prized feature among value-seeking in-
vestors, namely, the free, or low-price, 
option. In this case, it’s an option on the 
inflation-seeking economists featured 
in a New York Times story of a couple 
of weeks ago finally getting their wish 
(Grant’s, Nov. 1).  

Another bullish possibility concerns 
the aforementioned tussle over that $2.5 
billion escrow fund. To the holders of a 
“leveraged” tobacco security—that is, 
a bond that will be hard-pressed to re-
deem on time if the falloff in cigarette 
smoking accelerates much beyond the 
3.5% or 4% rates seen so far—receipt of 
a few hundred million dollars in a legal 
settlement can spell relief. Ohio’s vic-
tory in the September arbitration ruling, 
which will boost the state’s 2014 MSA 
receipts by 11.9%, gave a 15-point lift 
to the Buckeye 57/8s of 2047. Before the 
news, the bonds changed hands at 62.61 
to yield 9.6%; today, they trade at 77.62 
to yield 7.7%. Another arbitration vic-
tory, this one for New York State, pro-
duced an even bigger rally in New York 
City’s TSASC 51/8s.   

Then, too, cigarette smoking may or 
may not decline by 4% a year until no-
body smokes and everybody runs mara-
thons and eats bean sprouts. “Maybe 
smoking a cigarette will seem less risky 
in the future than it does today, either 
through advances in manufacturing or 
medicine,” Grant speculates. “Or maybe 
declines in cigarette consumption will 
level off at a rate lower than 4%.” 

On this score, bulls can point to the his-
tory of American drinking. So astound-
ingly high was whiskey consumption in 
the early Republic that you wonder how 
the pioneers found the Allegheny moun-
tains, let alone crossed them. In 1851, 
Maine passed a prohibition law, and by 
1855 a dozen states had followed suit. 
There was a second, better-remembered 
experiment with national prohibition be-
tween 1920 and 1933. Per-capita alcohol 
consumption fell over the course of the 
centuries, but it never went away. May-

be cigarettes will have the same persis-
tence as the dry martini.  

As a threat to tobacco bonds, the elec-
tronic cigarette, too, may be overrated. 
E-cigarettes emit water vapor instead of 
smoke and do not contain tar or objec-
tionable additives. One doesn’t smoke 
them, one “vapes” them, and some ana-
lysts project that vaping could eclipse 
smoking worldwide by 2040. 

E-cigarettes are not—yet—part of 
the MSA proceedings, but it’s not so 
farfetched to imagine that state attor-
ney generals will press the argument 
that they deserve to be, especially since 
Lorillard, a card-carrying member of Big 
Tobacco, acquired Blu Ecigs last year 
for $135 million. The text of the MSA 
defines “cigarette,” in part, as “any 
product that contains nicotine, is intend-
ed to be burned or heated under ordi-
nary conditions of use, and consists of or 
contains any roll of tobacco wrapped in 
paper or in any substance not containing 
tobacco. . . .” It sounds to us not a little 
like an e-cigarette. 

But what if worse comes to worse and 
your Buckeye 51/8s of 2024 do default? 
Let us say, advises a paid-up subscriber 
who owns the bonds (and asks to go 
unnamed), that the 2024 maturity date 
comes and goes without you having 
been repaid. And let us say that $100 mil-
lion of the original $400 million remains 
outstanding. In that case, our informant 
notes, “you get a 5 1/8% coupon on that 
remaining $100 million. In the situation 
where consumption declines are draco-
nian, you basically get that in perpetu-
ity. . . . You’re getting a full coupon plus 
debt repayment off of an $85 price, and 
then you have this really long tail, which, 
in some instances, isn’t that bad. That’s 
a benefit of the structure. In 2024, it’s 
not like payments stop and you go into 
a bankruptcy, and you have to hire law-
yers and do a workout [the tobacco bond 
structures do not allow bankruptcy]. It’s 
not like we want a default. We don’t. But 
if they do, we can live with it.” 

Of course, just how one equably could 
live with default would depend. If inter-
est rates were as low as they are today, 
one might be delighted: a 5.125% tax-ex-
empt coupon in perpetuity would be no 
bad thing. In a ferocious bond bear mar-

ket, one would be less delighted. Even 
so, the built-in inflation protection would 
likely serve to remove some of the sting. 

A very different situation would con-
front the holder of the aforementioned 
Buckeye zero-coupon bond of 2047 in 
the event that smoking stopped. Funds 
being unavailable to redeem his securi-
ties in 2047, he would just have to wait. 
The longer he waited, the lower his in-
ternal rate of return would be. The ze-
roes came to market in the fall of 2007 
and traded right around the issue price 
(between five and six cents on the dol-
lar) until 2009. In March of that eventful 
year, they fetched just 1.5 cents on the 
dollar. Now they’re quoted at the afore-
mentioned 3.2 cents on the dollar. 

For Grant’s readers who prefer a less 
risky fixed-income investment, turbo 
bonds issued by the Niagara County, 
N.Y., Tobacco Asset Securitization Corp. 
may be worth a look. The 6 1/4s of 2040, 
callable at par, changed hands last week 
at 88.29 to yield a federal and state tax-
exempt 7.3%, a taxable equivalent of 
12.7% for New Yorkers in the top tax 
bracket. Just under $15 million face val-
ue is outstanding. Moody’s, which rates 
the bond Baa3, projected a breakeven 
annual rate of decline in cigarette con-
sumption of 5.8% in July 2012 (assum-
ing that inflation does not exceed 3%). 
This cushion is considerably fatter than 
the 2% to 3% annual decline that, in the 
agency’s opinion, Ohio and California 
turbos can withstand. The highest quali-
ty bonds can bear up under a 25% annual 
decline or greater in consumption—with 
uninvitingly low yields to match.

 “Bonds require complicated propri-
etary cash-flow modeling,” a Citigroup 
primer on tobacco securities warns—
“there are no common analytics pack-
ages.” To be sure, this is a complicated 
business. Were it otherwise, probably 
the opportunity would be less attractive. 

Please know that the staff of Grant’s 
has performed no such proprietary mod-
eling. Having consulted many who have, 
we conclude that the tobacco bonds are 
a worthy speculation. Widows and or-
phans may choose to stand clear—the 
latter shouldn’t be smoking anyway. 
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