SMITH MOORE LLP

March 22, 2007

Mr. Francis W, Foote, Director

Regulations and Rulings Division

Alcohol and Tobacco Tax and Trade Bureau
1310 G Street NW, Room 200E
Washington, D.C. 20220

Attn: Notice No. 65

Re:  Notice No. 65/Tax Classification of Cigars and Cigarettes

Dear Mr. Foote:

On behalf of Philip Morris USA Inc. (“PM USA”), we submit PM USA’s comments to
the Alcohol and Tobacco Tax and Trade Bureau (“TTB”) regarding Notice of Proposed
Rulemaking No. 65, Tax Classification of Cigars and Cigarettes, which proposes certain
amendments to 27 CFR Parts 40, 41, 44 and 45.

L. CLARIFICATION OF THE REGULATIONS IS ESSENTIAL FOR
PROTECTING EXCISE TAX REVENUE AND PREVENTING
MISCLASSIFICATION OF CIGARETTES AS LITTLE CIGARS

PM USA commends TTB for undertaking this effort to examine the proper tax
classification of cigarettes and little cigars. As TTB points out, clarification is needed to ensure
that revenue is not lost because cigarettes are misclassified as little cigars. The tax rate on little
cigars is significantly lower than the tax rate on cigarettes. Because the current classifications do
not provide a sufficiently objective test for delineating between these two products,
manufacturers have been able to take advantage of the tax differential by marketing products that
are cigarettes as little cigars. The market data support this conclusion.

11 MARKET DATA INDICATE THAT PRODUCTS THAT ARE CURRENTLY
LABELED AND TAXED AS LITTLE CIGARS ARE CIGARETTES

Market data indicate that TTB is losing substantial cigarette tax revenue as manufacturers
market and sell more products as “little cigars” that are cigarettes. During the period from 1998
to 2006, the little cigar category has grown 167%'. Conversely, the cigarette category has
declined 17% over the same period. Little cigar volume has grown 52% over the period of 2004
to 2006. At least five states -- California, Connecticut, Florida, lowa and Tennessee -- have

' The little cigar and cigarette volume numbers have been obtained from ttb.gov.
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