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TOBACCO BONDS – LIGHT IN THE MIDDLE A LONG TUNNEL?

We are raising our outlook on the municipal to-
bacco sector from negative to cautious, primarily 
based on recent valuation changes, with prices on 
many issues falling sharply due to downgrades 
of some issues and tranches by S&P and Fitch, a 
consumption decline 2009 vs 2008 of 10% and 
a drop in MSA payments for 2010 by 16%.  For 
example Buckeye (Ohio) Tobacco Settlement Fi-
nancing Authority 5.875% due 6-1-47 (Baa3/BB-/
BBB-), which were downgraded to a junk BB- rat-
ing by S&P in November, had trading yields adjust 
75 to 125 basis points higher after the November 
11 downgrade.  

The year past was perhaps a watershed year for 
bonds secured by the 1998 Master Settlement Agreement.  Our December 6, 2010 report titled 
Tobacco Bonds explores and explains the workings of these issues.  On the negative side of the 
scales, the impact of excise tax increases, smoking bans and anti-smoking education efforts came 
home to roost in the form of record drops in US cigarette shipments and MSA payments.  Particu-
larly impactful was an April 2009 increase in the federal excise tax on cigarettes from 40 cents to 
a dollar per pack.   

We believe the year ahead will be more favorable.  According to the Department of Treasury’s Al-
cohol and Tobacco Tax Trade Bureau, shipments of cigarettes through September are down about 
5% compared to last year, a signifi cant improvement over the 10% decline of 2009, but still prob-
lematic for the structuring assumptions of many issues.  The likelihood of adverse legal results from 
challenges to the 1998 Master Settlement Agreement recedes as time passes.  Relatively high yields 
available on some of the more stressed bonds such as longer maturities from Buckeye, New Jersey 
and Virginia 2007 issues, offer an attractive risk return proposition for investors who understand 
the underpinnings of tobacco bonds and the associated risks, which are many.

The recent Railsplitter issue from Illinois established a potential template for future issues.  Based 
on relatively conservative structuring assumptions, the issue garnered A and A- ratings (depending 
on maturity) from S&P, the fi rst A category rating the agency has given a tobacco settlement backed 
issue since 2001’s Alabama 21st Century deal.  Fitch rated the entire issue BBB+.  The longest 
maturity, 2028, continues to trade at yields close to the original offering yield of 6.10%.  Illinois, 
with its troubled fi nances, used the proceeds to partially plug a budget gap.  With the ongoing 
fi nancial pressures associated with the aftermath of the Great Recession continuing, we would not 
be surprised to see other states, from among the thirty plus which did not securitize payments, issue 
bonds modeled after the Railsplitters.  

Given the many variables, legal and structural, which can impact payment streams underlying 
bonds in this sector, investors need to understand the inherent risks of tobacco bond investments.  
Many factors could change investment prospects, particularly for longer maturities, but we believe 
yields available today provide a level of income consistent with the risks of the sector.  

We are rais ing our outlook on the municipal 
tobacco sector to cautious from negative 
based on adjustments to valuations. 

Buckeyes (Ohio)
Daily Average
Low High

August  8.14% 8.37%
September 7.93% 8.44%
October 7.76% 8.14%
November 1 to 10 7.70% 7.91%
November 11 to 30 8.51% 9.39%
December 1 to 15 8.59% 9.40%

Yields are Higher Post Downgrade

Source:Janney FIS, MSRB

Our December 6 report 
titled Tobacco Bonds ex-
plores and explains the 
workings of these issues.  



JANNEY MONTGOMERY SCOTT

www.janney.com

© 2010 Janney Montgomery Scott LLC

Member: NYSE, FINRA, SIPC

TOBACCO BOND UPGRADE •  PAGE 2

J A N N E Y F I X E D I N C O M E S T R A T E G Y
DE C E M B E R 21, 2010

ANALYST CERTIFICATION

I, Alan Schankel, the Primarily Responsible Analyst for this report, hereby certify that all of the views expressed in this report 
accurately refl ect my personal views about any and all of the subject sectors, industries, securities, and issuers. No part of 
my compensation was, is, or will be, directly or indirectly, related to the specifi c recommendations or views expressed in this 
research report. 

DISCLAIMER

Janney or its affi liates may from time to time have a proprietary position in the various debt obligations of the issuers men-
tioned in this publication.

Unless otherwise noted, market data is from Bloomberg, Barclays, and Janney Fixed Income Strategy & Research (Janney FIS).

This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or 
published by any person for any purpose without Janney’s express prior written consent.

This report has been prepared by Janney and is to be used for informational purposes only.  In no event should it be construed 
as a solicitation or offer to purchase or sell a security.  The information presented herein is taken from sources believed to be 
reliable, but is not guaranteed by Janney as to accuracy or completeness.  Any issue named or rates mentioned are used for 
illustrative purposes only, and may not represent the specifi c features or securities available at a given time.  Preliminary Offi cial 
Statements, Final Offi cial Statements, or Prospectuses for any new issues mentioned herein are available upon request.  The 
value of and income from investments may vary because of changes in interest rates, foreign exchange rates, securities prices, 
market indexes, as well as operational or fi nancial conditions of issuers or other factors.  Past performance is not necessarily a 
guide to future performance. Estimates of future performance are based on assumptions that may not be realized.  We have no 
obligation to tell you when opinions or information contained in Janney FIS publications change.  

Janney Fixed Income Strategy does not provide individually tailored investment advice and this document has been prepared 
without regard to the circumstances and objectives of those who receive it.  The appropriateness of an investment or strategy 
will depend on an investor’s circumstances and objectives.  For investment advice specifi c to your individual situation, or for 
additional information on this or other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor.


