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GENERAL COMMBNTS ON SHMOKI¥G AND HRALEH

2n whinking xbout amokiog and healwd, the firsy hilg Lhel
cémes to 20mes to mind ik produnet liability. VYer,
interaationally, this has not ydt bevome the ispun thac g
has here and, frenkly, I don't see that thore is muth we cHn
add &e & dfscussion of this point., Clearly, it is of the
gravest concern Lo All of us siuce (v pusun a poteariad
thraes Lo Whe antixre industyy Ln @ws) glauws, Ax 1 aee it,

thae bent help we cin offer i to ma¥a Aavhly fertdin thee we

40 nothing Overseas thac jeopirdizes whit is going con here,

Thate are, cthoual, other swmckig and healdh issuas thet we
oxn, ozt 40, wOIX On. HexXe } am referring to the impoact thar
thiy weuking 20 Nualck debidve 28 MEViRg ON CAXATIOND, On
parketing froadoma, s phldc emoking, snd mere racenkly on
passive gmoking, We afe workitg on all ghese issues
somavneee in. the world and our approaches Sopend On Ste
specifles 52 sach place.
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pABRBive SmOXing do depress volume, in our experience taxation
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%oat of PHI'e effurey Iln gcompupicating she industry's
position and polnt of view o the public, hae beeo directed
tovards the tax aapedts of smoking snd howith rather thap on

ekt Reaxlkeh sopcets alone. A3 you wndw, She "Tall the Termon®

‘campaiqn ia the K & cOLpit 0f Years 200 was an oxample, am
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in the tax aven with garefully srcdestrotea campeigns.

Goneraliy. “hough. outside the tax arca. PM1's track roeornd
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Been poox. He hava to <o more, Ope problum Sas keen that we
Rave relisd too heavily on local associations and nn IMEQTAB
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better rele in ropresentiag the indultry on smoking and
neaiinh, RKOllahd 18 One mAarket where we népe tc bees ug e
accooiation for amample. %o ape alto intending to *ao Lt
3loae” in some markets snch ax ¥oxrway and in Iteland. whexe
¥e are facing potentially quite soxioux 2iffiogluiec in ohe
soking and beaizh ares.

Qur recotd in comeunicating to iegisistors and regolmiory

a imk, ed vppuved Lo e public, I2 Wuowwhiol pecter.,  over

the 9oarg wae have comrapicched not onlv apout tax hue alzo
about other {ssues more &drectly relaied %o the Bealll
quosticn. These include health warning labels, markasting
rertxickions, pubiio smoking ard se om.

Cantral to CUT APPreACt TE Lhe SommINiczr.ions piobiem bheore
haa hoan the netwark Af PAlit{ral Fonvanre we Raven daonlepend
in many patvs of ke world, We hove political ovptiroach
programs which help ue on indastyy isimes in wodt of onr Rey
maxketar, Jn tho BEC for cwamplo they have helpad resolve kax
harponizacion preblema in Ftaly and NMollend, exnd they aze
PIOVAng NELPLvi in Germany, TYhay navg Alge boon ugaiui In

Franon it GeTting *he vignetre withdvawm. Pleavhers in rie
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Canada and iv dustrslia, and we are using et {n Woeq Rang e ]
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e wiv wotking A0 138F 10 ImPROVe GUE PRIIurmancs stidd
farrhar in conmmicetio) €o lagielatoxe, Our plan hag three
nepiets.

Firat we are going to rocruit Awre people ané better pacpls
and pay them more if nadengary. dshrain, &Stodkhalm, london,
#ortresi, the Philippines sad Japar are all lochticns where
s will ko 2383ing to cur cerporate sLfaixs ohiwnyth, Mesxe,
we Bre qOing te adopth & FJOLe systematic appzosal hn
cultivating the “right* progle. Tov date we may have veen A
Jiztle haphagard, Thizé, we afe going to poy mode attention
t&e cultiviting the bureadez=8y 38 aprosad to just the top
pecple.

The chird poist on the 146t s paid advexcising.
Comapnication sbout sacking ard healnh Lexuér thoteal paid
advertising ie¢ not sometbing we ave dging 8¢ the moment.
though we have gelinite pless 0 uo ko in (DB, There are
two areas which jend thmpselves to thie approsch = Passive

woOALNG afd “Truth ko Sciencer.

Ag rogards the Former, wa aYe working or developing 3

cempelgn with Suznett. Onee we have it, 5tep one of au? plan
i TO ixsnch it in Yorernsdetioral Enulist Lasfcuage newsgapers
and magazipes suth 35 tHe Rerald Tridune, Time and Newsweelk,
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WO Will #WITOD IWRAE TTOR ONI MACRELINg budgol to 40 this.
Our cooond e%mp Will be ta build on his tampwign with
inserts in Jogal pavers in important markats. e mre
tBinkiry pasrciouiarly af Germgny, the YK, Agstralia. Heng

Yooy, and Switagcland as appropriate markets for thie type of
approvech.

Wx e AOUALIAY 3 BEICE profelT On "IXuTh LR S¢ienget An
Mrxtrratis thia yaar. A Jpafling film wa¥nr Neo Poan
commigsipned ¢o produce 8 L1l on the subimct wieh emoXxipg
and health as rhe theme. 37 this works well, we will use it
elzewhaze Sn 1986 and doayond.

%o wiili alse ran poid sdvertising in svlecred narxevs as
loesk oendieiera Siobute On tax L0l aa wo hove donc in the

RSL,

¥ will not say any mcre obout puklic reiAtigns azd
conwunicationa activitigs beyond 23ding that wa will continue
to make uee of the New York Scoisty and the AECA 10 davelep

OUR NCiwEXK 0f combedtn Reva. Lalewisdc, wa viil ke
serurimrizing moce carefully than ws hove in the sast the
Pucineex barefit we caz ges from oug cOrTOrIte COBLLIBULIORND
internationally, Exoking and healeh will: be ane of the
poiats we wili bé¢ looking at,
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YAr eLfforen Lo nolist Che feip Of our naturst allieg such as
she trade and gxowere 8re still a long way from deina as
effective ag wo would fike. hur yu ara warking ar sv. jiers
39ain,; the succeseod wa have had have been principallv.
though not ¢xciasivaly, in ¢Re tax area rather than in hwalex
related matters,

We bLidve ywt Linx wndns o SYPPOLIC LRUUATIY Ltecues N Yeveras
countries, DPromineat hade Meen the #FFATRE thoy have mode »n
tax iasyes in the UK vheya thay were very involvad in o
lettorwriting caspaign to Members of Parliepent. Thay 83s2
helpeft ip hustralis ¢ protect nir matkoting Ereedomz as thsy
did more vecantiy Lu Svivlerlavd where they svuppartad she

INGRERrY LB 3 JatiOnal pefurendur on a similar igave.

¥e Nave 3lac Nelped organisc growers it a nurbex of
countries. with thelr assistance for sxmmple, tke indusizy
wag instramontal it moving the Peod and Agricuitural
Orgeaniration aweay fram ivs gnii-tobaceo stance. Indeed, tbe
FAO fagd Sade a Y0 Cegreq turn ©n thts MOLNt. Coontries
whore we wezied eioccly with nhe grawees, ¢nd vhieh wac
especiantly important ip antting this chamge ¢? porition,
iacluds Kalawi, Limbabwa, Thailand, and Axgeriinsa,

Az Tegards our plaes £or uming our satural sllies rote In the
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the growere an Burope Whero thay can certainly help in big
warhoto oseech ar Italy, Epoin, snd Grecca. ¥We will
conrentrate on doling Morsa wizh ths naisne and we hava
targeted Wolland, Germeny and the Scapdinavians countrisgs
qorerdlly, as narkexs$ where they can de ¢f immediate Belp on
tax mavtess. Latsr, wo ¥ill work wikh them on fssues nare
4directiy roloted to smoking and neslth.

Aunebar Aren we infend to oxploie move fwlly Se ere ad
sgencies ard wmedia nroprietoXs. #e have alrgady bBeep helped
2 great Gasl by the agencies in Homyg Rarc for oxemple, in our
afforts o Teglav advertining restrictions. As zresarlds khe
=edia, we plan s build siwmilar relationshiPe 1o thoge v now
have with Murdosh's News Limised with othiex rewspaper
proprigtoss. Toglioeh’s papare razely publish anticeowkiug

articles thyse davs.

Do sun gp, then, o2 using oux nparwral allies. Me bave Bade @
aLert; wWe have proved that £6 cun Pe done) we have foung thab
thay can Be & very wirective force; acd we intead to do mnte

Ln ubc fgauvc.

TOIMANG Now to primayy ang ppaeive smcking. T think we should

congentrate on PEXRiVe FARKING where the ptitisvical evidence

WE202

AN more favprable €O cuy cavse, The (X} swivey, for examplie
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showed (yi. and the (a) repoxt showed thi, We wili nake mora
use o vhis soxrl of malexial iy (he redis An 1965, te yer o
woxe Yavorable press, we axs Contsaplating organiziry enothex
ournalists® conferencs sikilar to the omne we put togather in
Hedrid for Latin Amerinwn jooroaliot inm 19234,

Hounver, even though wu will be foousing Loternationzlly on
passive smoxirg, and evex hongh we will continue to test ihe
Aow sideadycam concept, we Wil rot leunch any new ss&ravieonm

products yat.

ANG thio brings me o fnngvation. Frankly, tRis i$ probably
the osly rest soluticn *o the ilssues wa are discussing shis
‘ROIRiNg, HeTe are thisd RASSilic avetues wa ghould be

aaploxing.

Pirse, vo skould o0 o7 ways to identify &nd eliminnre for
sgbstitutel the rtop ten oSt eoatrdvctstn} oompounds Ln
cigarattas. Sectnd we ¢hould do more on nLIfducing an
odot)ese cigeretie. The zesdarch here coulid logk ibts
cllndicacing ulm Qietd wdor navsed Ry Lhe gahe ivwedd ool
into witminaving the odo:r left by cigarettus i ashirazl.
Thigd, we should view didestream prodofts ay an oppwrtunity
for zeai product irpevation from a marketing gtand peint. We

shovid, therefere, sdcpt 3 BOTe BGYLestive SLance and we
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ehouid Bave & free standing product cerdy. ¥We shouid algo be
ciwar abmuk hov O Go a Llaw siCusiivex Me: iboro, even (T we

don’'n 1ike the 4daa,

Arg this Drings gwe to the lapt two poines On iha 3ist «

pYptesting our businoss 854 leanl iphibitiong.

AE I veld ezriter, the sroRing apd h2aliih 1sfue has pot yet
asvumed the dimoncion it nap hwxe. Arevably, it wight aor do
s¢ 54nCe the ieaal syotems are diffsrent - "Kinge of Toret
Toaving no xitgdoms to yule orert ALl the vihllie this is the
case we will protect our internesional biasinecs by making ie
gTcw wherever &=l howeval we can. i€ we can rake inreade
j1nto the %o will gwitch funds ITow Obr matketing Dadget to do tais.
Dar ssvond 3tep will e Lu LVelld wir this vempaion wlcoh
inzarho 42 local papers i imperrane matkens. We are
thinking peveicularly of Germany. 0« UK, Museralie, fgey
Kong, and Swikgarland ag appxopriste mewkeks for tdis type of

approach.

W ae Dounding ¢ piloh projece oa "Arath in 3eiesce® in

faseralis thip ¢9gar, A leadipa $ilm agker has bren

)7

Qombsaioned te produce a Eilm on the subject with sooking
and health as the thoeme. IF this works well, e will use i=
elsevhora in 1986 Bnd beyend.
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CAMPAIGN for TOBACCO-FREE |

NATIONAL CENTER FOR TOBACCO-FREE KIDS

FACSIMILE TRANSMISSION
NUMBER OF PAGES: 23
TO: JERRY MANDE
456-6027
FROM: John Bloowr

Manager, International Issues
DATE: May 21, 1998

SUBJECT: Asdiscussed

There is plenty more where this came from. The first 6 pages are the two
documents we discussed. The rest includes statements made vesterday by leading
economists responding to the NYT piece, and other materials we have produced.

Please feel free to call Danny McGoldrick or me with any questions.

1707 L Street, NW Suite 800 Washington, DC 20036
Phone (202) 296-5469 Fax (202) 296-5427
www_tobaccofreekids.org
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CAMPAIGN for TOBACCD-FREE

8/23

INCREASING TOBACCO PRICES REDUCES TEEN SMOKING
(AND THE TOBACCO INDUSTRY KNOWS IT)

In study after study, increases in tobacco prices have been shown to decrease
tobacco use, particularly among youth. While the tobacco companies deny this
association publicly because they need to continue to recruit new smokers from
the ranks of the young, their intemal documents and analyses demonstrate that
they believe what virtually every expert on the subject does.

“In any event, and for whatever reason, it is clear that price
has a pronounced effect on the smoking prevalence of
teenagers, and that the goals of reducing teenage smoking
and balancing the budget would both be served by increasing
the Federal excise tax on cigarettes”

1981 Year Philip Morris intemal document.

“We don’t need to have that happen again.”
1987 Philip Morris internal document lamenting a decline in
youth smoking caused by price increases.

Despite their public rhetoric, the tobacco companies know that price increases
drive down youth smoking. The above statement that, “We don’t need to have
that happen again,” is a reaction to estimates that 420,000 teenagers who would
have become their customers were prevented from becoming smokers because
of price increases. Once again, the company’s bottom line was more important
than preventing kids from smoking. Nothing has changed since then.

The tobacco industry is almost completely reliant on teenagers to replace the
thousands of adult smokers who either die or quit smoking each day. This is
because nearly 90 percent of adults who have ever smoked cigareties began
smoking at or before age 18.

No wonder the industry is desperately conducting a multi-million dollar
disinformation campaign, including the aitached advertisement, in an attempt to
persuade Congress and the public that price increases will hot reduce teen
smoking. They do this despite the fact that economic research, expert panels,
experiences in countries that have had price increases -- and the industry’s
own documents - demonstrate the effectiveness of price increases in reducing
teen consumption.

1707 L Street, NW Suite 800 Washington, DC 20036
Phone (202) 296-5469 Fax (202) 296-5427
www.tobaccofreekids.org
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Economic Research

Numerous economic studies published in peer-reviewed journals have
documented the impact of price increases on both adult and teen smoking. The
most recent estimates are that every 10 percent increase in the real price of
cigarettes will reduce the prevalence of teen smoking by 7 percent.

Expert Conclusions

o Inits 1998 report, Taking Action to Reduce Tobacca Use, the [nstitute of
Medicine of the National Academy of Sciences concluded that “the single
most direct and reliable method for reducing consumption is to increase the
price of tobacco products, thus encouraging the cessation and reducing the
leve! of initiation of tobacco use.”

» A National Cancer Institute Expert Panel reported in 1992 that “a substantial
increase in tobacco excise taxes may be the single most effective measure
for decreasing tobacco consumption,” and that “an excise tax reduces
consumption by children and teenagers at least as much as it reduces
consumption by adults.”

o The 1994 Surgeon General’s Report, Preventing Tobacco Use Among Young
People, reached the conclusion that increases in the real price of cigarettes
significantly reduce cigarette smoking and that young people are at least as
price sensitive as adults.

» The U.S. Depaitment of the Treasury recently testified to Congress that the
effect of increasing the price of cigarettes from $1.94 to $3.19 in real terms
would reduce teenage smoking by 29 percent in five years. This does not
include the effect of other efforts to reduce teen smoking.

The Canadian Experience

An aftached charts shows what happened in Canada when cigarette prices in -
Canada increased dramatically. This chart stands in stark contrast to the

tobacco industry's outright claim that the price increase did not affect youth

smoking. As the table shows, between 1979 and 1991, when real prices in

Canada increased from $2.09 to $5.42, the smoking prevalence among 15 to 19 .
year olds fell from 42 percent to 16 percent. Overall consumption of tobacco also
decreased. However, when the government of Canada reduced taxes in

reaction to a smuggling problem that the tobacco industry helped create,

smoking increased after nearly fifteen years of continuous decline.

05/01/28
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In the Industry’s Own Words

Publicly, the industry decries price increases as ineffective and also disastrous
for the tobacco industry and others. Privately, however, in their own documents,
the industry admits exactly the opposite — that kids are especially sensitive to
price and that large price increases are unlikely to cause immediate damage to
the overall financial health of the industry. Consider the following quotes from a
Philip Morris (1981) document based on the company’s review of research by
the National Bureau of Economic Research on the impact of price on tobacco
use:

“Because of the quality of the work, the prestige (and objectivity of the
NBER), and the fact that excise tax on cigarettes has not changed in 30
years, | think we need to take seriously their statement that, ‘if future
reductions in youth smoking are desired, an increase in the Federal
excise tax is a potent policy to accomplish this goal.’

In any evert, and for whatever reason, it is clear that price has a
pronounced effect on the srmoking prevalence of teenagers, and that the
goals of reducing teenage smoking and balancing the budget would both
be served by increasing the Federal excise tax on cigarettes. It is worth
quoting the authors somewhat extensively on one point: ‘Such a policy
may also be an effective way to curb the detrimental health effects of
smoking in the long run without substantially harming the cigarette
industry in the short run. Since youth and young adult price
elasticities are much larger than adult price elasticities while adult
smokers account for the bulk of cigarette sales, a substantial excise
tax increase would substantially reduce smoking participation by
young new smokers but leave industry sales largely unchanged.’
[Emphasis added.)

In another quote from a 1987 dogument, Philip Morris, as quoted above, laments
the teen smokers that it lost due to price increases. The bottom line wins out
over kids again. '

You may recall from the article I sent you that Jeffrey Harris of MIT
calculated, on the basis of the Lewit and Coate data, that the 1982-83
round of price increases caused two million adults to quit smoking and
prevented 600,000 teenagers from starting to smoke. Those teenagers
are now 18-21 year olds and 35 percent of older smokers smoke a PM
brand, this means that 700,000 of those adult quitters had been PM
smokers, and 420,000 of the non-starters would have been PM
smokers. Thus, if Harris is right, we were hit disproportionately
hard. We don’t need to have that happen again. [Emphasis added ]

05/01/98
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A 1982 RJR document (attached) displays the company’s analysis of the impact
of price increases on youth smoking. This analysis actually calculates the
number of “new smokers lost” among kids as young as 13 years old (and every
other age between 13-18) if prices are increased.

06/01/28



Cigarette Prices and Daily Glgarette Smoking Among Canadians Age 15ta 19
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1991 smoking prevalence data: Statistics Canada, General Sociai Survey, 1991

1979-1986 smoking prevalence data: Govermment of Canada, Labour Force Survey supplements.
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CAMPAIGN for TOBACCD-FREE

EFFECTS OF INCREASES IN CIGARETTE PRICES (Per Pack)

PAGE

Reductions in | Reduction in #
Price Increase Youth Smoking of Regular - | Lives Saved™
Prevalence* Smokers**
$1.10 over 5 years 32.0% 5.32 million 1.70 million
$1.50 over 3 years 48.5% 8.06 million 2.58 million
$ 2 immediately 65.5% 10.89 million 3.49 million

* Reductions in youth smoking prevalence are at the end of five years.

 Reductions in regular smokers and lives saved are among kids alive today
under the age of 18. Additional reductions would be achieved among current
adult smokers.

Frank Chaloupka
Department of Economics
University of Hlinois at Chicago

Source:

13723
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CAMPAIGN for TOBACCO-FREE

PRICE INCREASES AND OTHER MEASURES WILL BE EFFECTIVE IN
REDUCING YOUTH SMOKING - AND THERE IS EVIDENCE TO SHOW IT

Contrary to today’s article in the New York Times, Politics of Youth Smoking Fueled b
Unproven Data (5/20/98; page 1), there 1s substantial evidence that the anti-tobacco
measures in the McCain bill will reduce tobacco use. In particular, the evidence on the
effects of price increases is conclusive, and there is considerable evidence that other
measures included in the bill will also be effective. Most importantly, a comprehensive
approach that includes all of these provisions is necessary to achieve the desired
reductions m youth prevalence.

The Evidence on Price is Conclusive

Aside from the basic law of economics that price affects demand, there is a body of
literature that documents the effects of tobacce prices on adult and youth consumption,
with a clear consensus that young people are more price sensitive. Virtually every expert

- economist, every expert panel, and the experience in other countries, particularly Canada,
document this effect. In hus article, Mr. Meier focuses on one recent unpublished study
from Comell University, Putting Qut the Fires: Will Higher Taxes Reduce Youth
Smoking, to try to make the case that the evidence that price will affect youth smoking 1s
weak. Virmally no one agrees that this one study, which is seriously flawed as noted
below, is any reason to doubt the body of evidence that price has a large effect on youth
smoking.

Mr. Meier cites one recent study that purports to refute all the others. He devotes a
substantial portion of his article talking about it and either did not consult other experts
whose research the Comell study purports to contradict or did not report his discussions
with them. These researchers could have pointed out the obvious flaws m the study.
Several pomts should be made about the Comnell study:

e When they conducted their analysis as others have done, the Comell
researchers virtually replicated the findings of other researchers,
demonstrating the effect of price on youth smoking,.

o The Cornell researchers then went on to conduct additional analyses, that
while offering an interesting approach, suffer from severe limitations, and
bave been called into question by leading economists.

1707 L Street, NW Suite 800 Washington, DC 20036
Phone (202) 296-5469 Fax (202) 296-5427
www.tobaccofreekids_org
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e Bill Evans from the University of Maryland and Thomas Dee from Georgia
Tech have analyzed the Comell data and found that the substantive resnlts are
“primarily an artifact of the way they constructed their sample.” When Evans
and Dee reconstructed the Cornell sample, they achieved results showing the
effects of price on youth initiation - virtually the same effects that the
Treasury Department used in their analysis.

o Qther researchers, such as Frank Chaloupka, have pointed to several other
flaws in the Comell study, including choice of the measure of smoking
initiation, the elimination of all 8" grade smokers from their analysis, their
focus on tax rather than price, and their choice of analytic method. The
conclusions reached by these researchers is that this study 1s biased in a way
that would lead one to find no effect of price on smoking initiation.

Several of these prominent researchers have issued statements reiterating the importance

of price increases to reducmg teen smoking and putting the Comell study in its proper
context. )

There is Research Showing That Other Measures Are Alsa Effective

Largely because of the tobacco industry’s influence, this country has never had a
comprehensive national plan to reduce tobacco use. However, there are a number of
studies showing the various components of these programs can be effective. These
include counter advertising , school-based program, youth access provisions, tobacco
advertising restrictions, and environmental tcbacco smoke restrictions.

Califoroia and Massachusetts probably have the closest thing to comprehensive anti-
tobacco campaigns, and both states have achieved significant results, despite substantial
interference by the tobacco industry. California has the lowest adult and youth smoking
rates in the country other than Utah, and Massachusetts has countered the national trend
of increased smoking rates among kids and reduced rates among younger age groups.

What is clear from all of the research is that a comprehensive plan is needed that
addresses the tobaceo problem at every level — on price, access, advertising, public
education, environmental tobacco smoke, and others.
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Egperts on the Effect of Price Increases on Youth Smoking

ID: 2022365427

Frank Chaloupka
William Evans
Thomas S. Dee
Kenneth E. Warner
Lynnpe X. Huang

Michael Grossman

Jeffrey Harris

University of lllimois at Chicago
Department of Economics

University of Maryland
Department of Economics

Georgia Institute of Technology

- School of Economics

University of Michigan
Dept. of Health Management & Policy

Umversity of Chicago
NORC

Nat’l Burean of Economic Research, Inc.

Massachusetts School of Technology
Departzuent of Economics

312-996-2683

301-405-3486

404-894-0424

313-936-0934

202-223-6040

212-953-0200

617-253-2677

PAGE
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CAMPAIGN for TOBACCD-FREE

PRICE INCREASES REDUCE YOUTH SMOKING

The following experts have concluded that price
increases have a dramatic effect on youth smoking:

¢ Institute of Medicine's National Academy of Sciences
« National Cancer Institute

o U.S. Department of Treasury

o U.S. Surgeons General

¢« Numerous Economists including:

Jeffrey Harris -- Massachusefts Institute of Technology
Ken Warner — University of Michigan .

Frank Chaloupka - University of illinois at Chicago
Thomas S. Dee — Georgia Tech |

William Evans -- University of Maryland

Lynn X. Huang — University of Chicago

and
The Tobacco Industry:

Since youth and young adult price elasticities are much larger
than adult price elasticities while adult smokers account for the
bulk of cigarette sales, a substantial excise tax increase would
substantially reduce smoking participation by young new
smokers but leave industry sales Jargely unchanged.’

‘Philip Morris (1981) document

(U]
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(312) 296-2883 Fax (312) 996-3348
May 20, 1998

A Statement from Frank J. Chaloupica, Associate Professor of Economics, University of Tliinois
at Chicago, and Research Associate, Health Economics Program, National Bureau of Economi¢
Rescarch :

1 am writing to clarify some of the confiizion that has been created in the debate over the impact
of proposed cigarctte tax and price ipcreases on youth smoking. For more than ten years, my
colleagies and I have been studying the impact of taxes, prices, and tobacco control policies on
cigarette smoking and other tobaceo use. For the past five years, much of this research has
focused on youth. One very clear conclusion emerges from this research: large creases in
cigarette prices are the single most effactive policy in reducing youth smoking Using data
on youth smoking for a sample of well over 100,000 tzens taken from the 1992, 1993, and 1994
Monitoring the Future Surveys of 8%, 10%, and 12" grade students, Michael Grossman and 1
conclude that a ten percent increase in cigarette prices would lead to an almost 7 percent
reduction in the mmber of young smokers and to additional reductions in average cigarctte
copsumption among youth whio smoke. Based on this researeh, I estimate that a $1.50
increase in the federal cigarette tax, implemented over three years and maintained in real,
mflation adjusted terms, will ent the prevalence of youth smoking in half No other single
policy measure would be as effective in producing significant reductions in youth smoking.
When large price increases are combined with other comprehensive measures to reduce youth
fmcssmwbawo;mmmhmnsonmnhngmmmonsmadvuumgmdmmmga
reductions can be achieved. .

The findings from the research by my colleagues and 1 are consistent with the findings from a
number of other recent studies of the impact of price on youth smoking coaducted by researchers
at the Upiversity of Maryland and the Roswell Park Cancer Institute. However, a recent study by
economists from Cornell University concludes that smoking initiation among youth would not be
affected by increases in cigarette prices. This study contains a sumber of methodological flaws
and should not be used 1o refute the findings from the larper literamre that concludes that youth
smaking is very responsive to price. Indeed, a recent re-analyais of the dats used by the Carnell
researchers corrects for some of the methodological problems with their analysis. This analysis,
by University of Maryland economists Thomas Dee and William Evans, produces estimates
consistent with the findings from the research by my colleagues and [ and other reeent research
on this issue. sztzs,brgeincrensesindgarmcpnmwﬂlladtombstanmlndnmonsm
the prevalence of youth mahng

ThmmanhmMncoppmnmnymsgniﬁmnﬂymxpxwepubhcheahhhymgnxﬁcanﬂym@cmg
youth smoking, Comprehensive Jegisiation to achicve this goal must include large mcreases in
cigarette prices.
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Statement of Williazs N. Evans
Associate Profeasor
Department of Econamics
University of Maryiand

" In g few doys, the Senate will vote an vote on a key component of comprehensive tobacco

legislation. An important compogent of most proposals are large tax changes that are designed to zeduce
teen smoking. The economic evidence on this issue is by now clear and conviaeing: Yourh smoldng will
fall when tabaceo taxes are increased. My own work in this arca demonstrates that smokimg rates among
bigh school senjors fell in states that raised their state excise taxX on clgarettes compared to smoking rates
in states that did not change their tax. My work with Lyon Husng of Natiopal Opinion Research Center

predicts that & $1.10 per pack iocrease in the cigarette tax will reduce teen smoking rates by 27 percent.

Arecent study by a team of Cornell researchers questions whether taxes will in fact reduce teer smoking.
In a commest on that work that I coanthored with Thomas Dee of Georgia Tech, we demonstrate that the
resuits of the Cornell work are solely an artifact of the way the authors constructed their data set. In
shont, the authors systematically deleted data for a group of students characterized by higher tax
incresses and subsequently lower rates of smoking. When we re-cstimated the models from the Cornell
study with these students back in the sample, we find that higher cigarette taxes will reduce teen smoking
by a considerable amount. A copy of this comment is avaitable on the web ot

http/iwww.econ.gatech edu/~tdee/research/comment0S98 pdf.

PAGE
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NORC

UMIVERSITY OF CHICAGO

Statemnent of Lymn X. Huang
Research Scientist
_ National Opinion Research Center
- University of Chicago

May 20, 1998

A kry component of the comprehensive tobacco legislation that is under considevation of the
Scnate is large tax changes that are desjgned to reduce teen smoking. _

Most economic evidence on this issue clearly shows that teen smoking will fall when cigarette
taxcs arc increased. My work with Willizm Evans of the Department of Econamics at the
University of Maryland demonstrates that smoking rates arnong high school seniors fell in states
that raised their state excise tax on cigurettcs compared to smoking rates in states that did not
change their tax. To put our resalts futo the comtext of the curvent debate, we estimate that a
$1.50 increase m the price of cigarettes wonld result in a 36 percent reduction in teen smoking
rates. '

Our study, as well as the bulk of the Literature on this issue, yield a uniform conclusion thet teens
are very responsive to the price mcrease of cigarettes and in fact more responsive to tax changes
than xdults.

Natiort} Opiion Resesrch Gonter 1350 Connecticut Avenue, N.W., Suite 500, Washington, D.C., 20036 2022230040 Fux 2022236104 l
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May 20, 1998

‘Statement of Thomas S. Dee, Ph.D.
Assistant Professor

School of Economics

Georgia Institute of Technology
Atlanta, GA

Recently, some articles in the popular press have presented an inaccurate or misleading picture of
the current scientific evidence on whether cigarette taxes influence teep smoking participation.
An article in today’s New York Times provides the most recent example of this unfortunate
misrepresentarion of the available evidence. Contrary to the impression left by such articles, the
clear consensus among prior empirical research in this feld is that teen smoking participation is
tax-responsive. In fact, the current Treasury estimate of this responsiveness is quite close to the
best estimates produced in this literature.

However, one recent study (i.c. the “Cornell Study™) has suggested that teen smoking is
unresponsive to 1ax changes. But, in a replication and comment on that study, William Evans
and I demonstrate that those results are primarily an artifact of how their data were constructed.
In particular, the authors of the “ Cornell Study™ deleted roughly 20% of survey respondents
because they did not or were unable to answer certain questions (e.g. about family income). On
average, these deleted respondents faced higher tax changes and had subsequently lower rates of
smoking. We find that the results of the *Comell Study” are highly seasitive to the deletion of
this large and non-random group of respondents. In particulsr, empirical models that utilize all
the available respondents demonstrate that teen smoking is responsive to tax changes.
Furthermore, the magrutude of this responsiveness is quite close to the Treasury estimate. A fall
copy of this comment is currenily available or. my web site (http//www econ gatech.edu/~tdec).

Georgia Tech Schooi of Economntics
781 Marietta Street, NW

Atanta, Georgia 30332-0615 USA
PHONE 404 #894°4919

FAX 4048541890

A Unit of the Urtoersity Systen of Georgia An Equal Eduantion and Emplayment Opportunity Inshitubion
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THE UNIVERSTY OF MY“HIGAN

Deparanent OF HEALTH MANACEMENT AND Poucy
SIHOOL OF PUBLIC HRALTH

105 OBSERVATORY

ANN ARBOR, MICHIGAN: 681092029

FAX 3137644338

STATEMENT BY KENNETH E. WARNER

Richard D. Remington Collegiate
' Professor of Public Health

There is a wealth of scientific evidence that indicates that children are definitely
Tesponsive 1o price increases and specifically that they are considerably more price
responsive than adults. Independent economists who have studied this issue are virtually
wnanimous in concjuding that price is a mejor determinant of changes in smoking patterns
by children and-adults. Internal tobacco industry documents clearly show that the tobacco
industry is well aware of thesc facts, and is in agreement with thus analysis, despite public

staternents to the contrary.
Wm
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! A considerable body of published research confirms that the law of the downward
sloping demand function holds for cigarette consumption: as the price of cigarettes rises, the :
pumber of adults and teenagers who smoke falls and consumption by those who smoke alsc falls.
The provosative oew and 85 yet unpublished study by Douald Renel, Alaa Mathios, and Philip -
Deflicca questions this finding, Since this research is still in progress, it seems prudent to
m« an evatuation of it until it has becn completed. Even if Kenke! and bis colleagues
de that teenage smoking is 10t responsive to price, this finding pertains to ope sample and
have to be considered with findings for at jeast three other large nationally repmenmm
myeysmwh:chnegame price effects are uncovered. N
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PHILIP MORRIS O. S. A.
IRNTER-OFFICE CORRESPORDENCE
Richmone, Virginia

To: - Mr_. Jon Zaoler Date: September 3, 1937

Froa: . -~ Hyron Johnstan

sukject: . Handling an excise tax increase

I bave been asked For my views as to how we should pass on the price increase
in the event of an increase in the excise tax. My choica is to do what 1
suggested to Mally McDowell in 2982: Pass on the increase in one fell swoop
and sake it clear to saokers that the governmenst is responsible for the
price tncraise, advertise to thit effect, suggest that people stock up %o
avoid the price {ncrease, and recomeend that they refrigeruh thefr cigarattes
*tq preserve thelr freskness.” (It would Be necessary to hastze that point
or we would get a ot of beetle complaints.) Then when people exhaust their
supply and go to the store to buy more, they will be less likely to remember
what they 13st pald and will be Jess Vikely to suffer from “sticker shack.®

As a result, thay should be Yess likely to use the price increase as an
incentive to stop sawking or redace their consumption,

Last time, of coursa, wa increased prices five timgs hatween fohrmary of 1882
and January of 1983, la less than a year the price went frow $20.20 to $26.50
per thousand {$2.70 more than the tax). and this fact was mot lost on consumers,
who could legitimately blame the manuficturers for the price imcreases. While
nrice increases of this sagnitude might have beem tolerated during the rapid
escalation jn the overall inflation rate betwsen 1977 and 1381, the imcrease in
the price of cigarettas {n 1332-83 was made evem more dramatic by the fact that
the overall rate of tnflation was slowing considerghly. You may recall frow the
article [ sant you that Jeffery Harris of HIT calculated, an the dasis af the
tewin and Coate data, that tha ]982-83 round of price iacreases civsed two
million ddults to quit smoking and grevented 600,000 teenagers from starting

to smoke. Those teenagers are now 18-2] years old, and since about 70 percent
of 18-21 year-olds and 35 percent of older smokers smoke 2 PN brand, this

means that 700,000 of those adult quitters had beep PH smokers and 420,000 of
the nan-starters would hj*g bgan PN smokers. Thas, {f Harris is right, we

were hit disproportionately hard. We don’t need to have that happen again.

[ think it is reascnible to assume thal wholesalers and retailers will behave
pratty auch as thay did in 1582. The wholesalers liquidated their inveatories
to avoid paying the flgor tix, consumers d5d not stockpile to any great extent
{probably in part because the price increase did got occur suddenly), and the
retailers, who faced ng flaor tax, stocked up because of the profit potential.
They stocked up on everything, that is. except Philip Marris brands. BA
loaded in November, Reynolds inm December. and we did not load, withk the resul?
that, in Richmond at loast, the shelves were virtually bare of PH drands. I
remember one irate 7-Elaven manager, whc knew that ] worked at PM, holding up

6219122202

C87-84530

TRIAL EXHIBIT

11,591
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2 pack of Marlbore I.i%;:t.s and teiling me that that was his entire stock of
Rariboro Lights, and that he was not due for another detivery for two days.
He was losing sales, and we may very well have lost some smokers. We
certainly tncurred the wrath of ratailers who 1ost sales because they were
out of our brands. We don’t need to have that happen again either.

Thus my recommendation {s to take the increase all at once;: advertise, Dlaming
it on the feds and encouraging smokers to stockpile; increase prices only to
the extent of the tax; apd a sure that the cigarettes that the retailers
stockpile are u¥ur_ brands this time. We might aiso take the oppartunity to
;gam point out the regressive nature of the tax and tell smokers what percent
of the price of a pack of cigarettes in their state is due to taxes,

' The only problem I can see with this appreach is that we might not have enough
production capacity to Fi11 the orders if saokers do stockpile heavily.

HEJ:f

cc: Ed Gee
Art Goldfarb

Ken Houghton ) \ e
Carolyn Levy
teo Meyer

E
Karen MiYier : o=
«John Tindall
/ Central File

AW

0819122202
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Y Septender 20, 1982 ’
TO: H:o Pl so calyln ;
FROM: D. S. Burrows

SUBSECT: ESTIMATED CHANGE IN INDUSTRY TEEND POLLOWING PYDERAL EXCISY TAX INCREASE

Backg round

Io 1981 the National Bursau of Ecomomic Restarch published two sconometric wodels

linkiag cigarstte pricas to iacidence end rate anong specific sge/sex groups. Oma
Telated to adults 20+, the other co tesus 12-17.,

A major {mplication of these models was that young people ars very price sansitive.
The modals Indicate that:

s Incidence -uong 20~25 yesr old van has a prics slssticity of -1.28. 1f
* prices vers l.OZ nighsr, 20-2%5 mals iacidance sould drop 12.8%.

¢ Incidence uou 12-17 year olds (male end female) has & price elasticity |

of -1.19. u ‘prices wera 0% higher, 12-17 focidences would ds 11.92
lowar, '

. )

Aﬂ‘*;lil B !

m;ﬁe ch.nps ia utidnc. asong othar groups may “sisp down” ths Industyy :twd.

raduced imeidenca. 1p this group {aplies that there will be fewer aew smokars entering
itha market. S5Since the Industry geowth rate depends on nev smokars, losses L& these
groups can change the direction of the Industry trend.

Thrae HEW nudin-:;iuw that almost all mals smokers etart bafors age 25, folloving a
couaistent startiog ags pattiara.
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Mr. Galyan
Page 2
SepLeaber 20, 1982

Analyeis (Continued)

This pattern implies that 1f s male {8 to become an adult smoker, it is probable he
will have started by a certain age.

Cumylative  Probability *
pes X Starting 0f Starting
. Age By Age After Age
: 12 8 92%
13 12 88
e , BRERT? 19 81
RS 29 o
- 18 82 58
- CGF 18 68 32 -
- -R9=20 83 17
i . 81=24 94 6
S 2% 100 -
N | S |
s " "Medisie Starting Age = 16.7 (50:50 Probability)

il

B |
Ta man has never wacked by age 18, the odds are three-to-one he never will. By age
244 the odds are teénLy-to-one. '

Temin gt

Tute pattern also yields estimates of incidence snd new ssokers smong young wales,
based on 18-24 wale fucidence. _

o
~

Cuidblative Index Estiaated Nev Szokers
A Age % Stapting  Varsus 18-24 Incidence (X Of Population)
" 12 8z 9 2.6% - -
an 13 12 14 3.9 - 1.3
16 &2 48 13.6 4,2
17 56 54 18.2 6.6
18 &8 18 2.0 3.8
19=-20 a3 95 26.8 .6
21-24 94 108 30.5 9
18-24 87 100 28.2* 1.7

*Trackar lndustry Analysis, 1981:4

Lu@8 g6l0s
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' My, Galyan
Page 3
SeptLember 20, 1982

Analysis {Continued)

On » trend basis, excluding price effects, we vould expect thess new saoksrs to start
in 1983, Eowever, based oo the Hational Bureau 0f Ecovowic Rasearch elgsticities and

aR estimated }5.1% increass in the veal price of cigsarettes during 1983%, the aumber
vill be lowver.

Estimating Lhe loss ampong teenagers of both saxes*® and males 20-24 (per the National
Butesu of Econastie Regearch price model), we find:

4 1 New Saokers Thousands Of
Age Trend JPrice Model Difference New Smokers Lost

g 12 g F -

' 13" 1.3% 1.12 2% 7.1

E 14 | 7 2.3 1.9 b 16.2

g 1w Ja2 2.6 N3 14
16 . . 4.2 3.4 .8 28.5

L : 1.5 4.6 3.8 .8 29.4

L=t 3.8 3.1 o7 27.4

19-205:& 2.4 1.9 5 31.4
o 21 uwﬁ .9 .7 o2 . 16 .8
i

Iy -:'.':’; » . TOTAL 175.9

S L ul

" “ .. .Y :
*Pight cent Fedérdl Excise Tsx incresse or equivalent manufacturer increasas, aver-
sge 2f per pack-state tsx increase, and a sanufacturar incraase of $1/M nid-1983.

#*The wale incidence/age patterus are rcasonable for famale tewnsgers since HEW
‘{ndicates females 12-17 bave slightly higher incidence, but also slightly higher
starting ages (-edhu e 17.1 years versus 16.7 for males).

.Ca;clution

I# these nev smokers had saveraged only ten cigarsttes s day, they would have -
aéix:'unted for 605 million cigarsttes in 1983 or about .13 of Industry.
Some of these pecple may lstar chooss to start smoking. However, for thoss 17-25,

the odds sre agafpst it. 1f wa estisate that only half of the new saockars 17=25 are
permanently lost, the lows to Industry by 1987 would still maount to .1X.

ones 856L0%
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Mr. Galyan
Page &
September 20, 1982

Conclusjon (Continued)

Lost Saokers

Age In u'tc
17+ 1987 Par Day
52.5M 21-29 32.3
AP na, -

C g

D' S. Burrows

Marketing Developwent Departaent

S oA
wl gsf

g7 2
e i
Lt v B -1
A e
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Annual
Yolume

619MM

2 of
Industry
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EMOKING AND UTSHLTY INATIATIVES ~ ¥.M, INTRRNATIONX.

I would like tn start aff by seying that therw avs twn things
which pose an immediate and vexy serious problem for our

industry. Thuse are product liability and kaxation. They

they shouié therefors assume the highest pricrity for sctices

ana yesource ailocation,

Regarding product Liability, X am awsre ghat we ars avpleing
an gypormous amGurt «f legal valant and time wo the problem,

I anr alsc aoware that we have the best legal pecple in &he
v.8. working on this prtoblem and my purpoge this afisrncon is
HQ% 0 CORRART ON the legal)l asspecty 8L how prodoct iahilicy
fe voing handlod. £t Jdz chinkt we couid d2 more i tre public
veistions azeaz on the problem, however, @nd I wlan %0 make &

spgcific suggestion on this later,

Witk regard to riarxation, it is clear that ip the 3.5., ang in
aGst coustides ia wWiIich We oparaue, LAY (& heCeming O BRIoK
kh¥ent tn nur exisreance,  Sposking Eox intexnational

1 have %o Leil you ther we have not done shotgh in she tax
arez. (ur efforts have been sparadic, venciive and, though

we have hag some successes, our effeciiveneasy in the fax ares

02

hae %een questicasdle to say the least. Again, I am going Lo
Muke. ¢ specrfic pz‘c:pc:se\}. Joter as Lo buw Lie IGun Loy .

become moym &ffective in dealing with Lhe Lux protian,
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Thirdly, T want £ exy to vou kBhot JIn srder o achkiove lowgs
taxation on ounr nrodumﬁx. ¢t achieve any af nur sabivctives in
ehe smoking and health zrea, it 46 crucial that we chanse the
public'y point of view towards our products, ‘The caoyrent
fexling of anrtagonism toward oer products and cur industry
creates g ¢limate which makes it easy for goveroments fo

incresse taxea or L3k VINEL Mwusuivd oysingl UN,
This leaéds to the one key overall odiective thsat Basish
caised fn hie meno cf March 27, 1985 - how ¢an we change the

yublic's view towards smoXing?

Carstly, T Les)iview we mustl vk Baider S0 Gt NROKET

a
m
3]
A 4
)
w
gv]

the indugery, I would like ko illustrate tha posats T want
to make here by using the U.S. as an exawple - atmply becsuse
nesk people a8reund this rable are very famstjiar wish ¢his

market,

Thoxa sen cema 50 mizlion amditars today in the V.0, L
reciize thatr regeaxch talls us that the matority of smokers
Wizshes they @id not smoke and are, therefsre, unlikeiy tc be
of muaeh hely o the pequstry. Thers ara probsbily 5% or =0 5f

ankers who are resdy o giamd up for their Babit and this

worldd Give 0% 3 DAy 0f eOnRe 2.9 wWiilidn reopre, This 25 3

TEERIZL20Z

Large Rlock of wolears. aven (o on GomrtTy oe Yorge ac rthe UK,
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wr
1

Un Fnxatian ¥ helieve that s grwater propertion <f oor

anokers wonld side «ith the industry, My auess is that a
laxpe cumber of qur zmokers must take hte view rhat, though
they muy try to quit, they wiil probably not ba successfuoi.
Having fared up o the facd that thay will probably contioue
TU sROX&, ¥ cannet balfeve that they wili wilizngly accept
higher ravaa 69 crgnareitas. On vhe tax ${ssue, thoreforxe, w-
can probably mebilize a fairly lqrée propertion of the 50
milliak smokess in the U.S. and ihis is a formidable numbar

v ovoters,

uthen aroups Sueh A5 the Xaticrai Xirle Amsooiation have heen
bighly guoraneful ac proteoting 2 cacningly iwpousible
fuuge. Thay dave €oaznd & way Lo mativete and use their

seehers and the peiiticians have vesgonded.

Lt saemyg O me that LOeSexuale have mada @ncrLecus prograss
La wlhispging thede Jyege dn thie ¢ountoy in e last coupi¢ of
tdreadas. A faw Yravs haok thay wera measidevead Ramaging, bad
and jmmgral.. but baday they heve hecoma acceptable awmbers of
society, There nugt be a considerable body of sc¢ial ascience
I exiggecce which coutd teld uzr hew & group such as the

noxoswxaal morament hes bean abla to change ity wublic imaon

£202

6o Ayamdticaliry. We ghould rescoerch Lhis marexsial aowl

»

serhaps leazrn fram it.

or
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Cre of the moat obrvives wiwan whete wy Could use oy layge
smaxer bage in on the taxaiion issnr: Ag 1 said asrhier, ¥
firmy believe many smokers would support us here. We couid,
tor ¢xample, use pack Anzerts prior ko a tax changs. We
wogld advise smokers of the likeliheod ¢f a tax increase,
point out the unfairsess of the scrion contewplated ané
cwsunpt tiied they wrize ¥e Lheir ekedtnd representatives in
Fuvernment pratexting rhe ircreass.  Similar ackisn couid bu
takeh on proposed legislation o restrict publie smoking or

smoking in the workplace,

In Internstiobal we are glanning o eniist the support of ocur
samhin @yl Liy wul suae of Lhe jdeas I have just carkeqd
ahret . e il <tare with Wogt Cermarny whore a lxrge tcax
increasas i3z srpected ie YFRI.

The fecuand subiect T wish B raise 18 faivrnesgs in taxetion.

Iy seoms ke me that we can exploit the wineow of agporiunity

offerad by Prasidend Redqgwi'y “Tairnens Ln taxation”

This is reiated Lo wy first poiny byk it is & marvelous

Ha
spportunisy to mobilize our smokers Lo Droiest the unfairness(y
. x

The thizd L thing I want to v&lk abous 4% guing public, I
belleve the industry shculd do sere 55 $hig and we have a

proepesal Lhis alternaon 10 o public in a differsant war.
i o 4

50f9
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Ardraw will now Present an ides which ha bas deusicped which
is almed gquarely at putting cigaretees inte the Hamn

persseative thst sppli=g 3o other conbeeversial praducts cnd

issues,

Fourll, we wust 43C0CX The antleSmoking groups and zealots

more confidentiy +han we havae 3n vtha pagt, XIf wa can cool
their zesl fust a bit, not oniy might seekizg as & subjeel
become iews ©f sn imgure, but aiso amokery might becin ts fuxi

iass embatyled.

Hexs pechaps we Coull wupssiesiun ¢ Doy o1 The Tantislirdustry
industry” amd shicw bhat enr abbackors nctuoally malka monay wulk
of ¢holr sctivities, a situsticr gesite at vorjispce with Lheir

Lragae todey.

Possibiy too, we eoan diseredit cuy critice, Fohn Babrzahf
fax oxample, ix aileged to be Lrvulvel In che porne LRORSTEY,
Can't we ese thig aomehow? I we stort fo dfc armuad, we

wil} ceytotniy Xind anewaiins which we can exploit.

Intersasichrally, we wi

Y

1 start IrneoXing in counttias vhere we

are under KevOry prassure,

Alrd

Eifth, um nood ko work %0 protecrt tha indegytxy by Acikng

ve

60of 9
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-6H-

¥ew, I am rat a loawysy and don't prefess Lo walulstoral tliv
issves. Muvke thowgh, ene possible way in which wa sould
h=lp with this legiglation is te enlist third party support
3roee product liaBiltity is prasumsbly a wicder issue than just
tebaces. The pharmaceutical inrdustry, the ohemicsal industry,
the nuclear power industry, and the food industry are all
vRenples vf thbvateuwd indystries and There are prebably
ottiersg. Shonido't «e hrn abie tn weave a soalition »f
thrextened industyies? Andrew's Libertsd {dea could help

here,

He should zlsa begin to werk to establish 4 mind set in khe
eubiic Al lavge ilatl Lashiwplimg buoye drdoxieisy such au

toharea {4 crbhinkaals.

%e have %o MAXG betbex LEs of the fact that todhpen i nui

iike asbegtes Lor exasple. At stake in our jndusiey, ané in

Q

bler

L]

which are bhreatesied, is amployment for sillicrs, and
GOVATRRGAY Krévesiuty of bLliions. Why zan't wa beein o gel
grticles placed and books writien whish develor scvenarios for
when the unthinkabie¢ happens? 'these =culd show whal wif)
heppen to jdividuezls, whole communities, and naticRal

acenomiey for examplie. L just has to be possible o

Z02Z

GemoBRIZate that large ifrdustrles catnet be Aane En disappaer

withmik cxbrapely Arave corceqvancas-

SLESS

Letss begin now ko work to establish this mind set.
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The =ixth point ] wanb ¢0 make i3 that we ave nol NEing oex

very qonsidarable clowt with tha pedfa. A number 0f redia

proprietcrs that ¥ have spoken to are sympatbetic to our
pasitior ~ Rupert Murduch ard Maleoole Forbes are two geos
exMmpiet.  Tiw awtia 1i%e the BOREY They Bake froh o

ddvertisements and they are an atly ¢had we can rad chould

exploit.

in most socivties in the world today public opirior is
foxmad, bto 4 gignificynt uxtert, by she aews madia and i
beliova we sivaidd wmaher o wonuceased effort in our principal
visrkots o inFlnoenes the wmedia o write artislos or
¢diterials positive bo the industiry positioan on the varinus
aspacks of the smoking contyoversy., T can't speak for the
T.S. buk § wen tall yau ail that we are et doine cencugh. io

this arege in Jotarsational.

There is one further point which I would Like o 2aXe. 7

nage this point b our Febcuary planning meezing but 1 want

10 repaat St LeC3ducs fr is impoxtant. '"he deqres of ouceess N

N . S

wa have in iafluencing public spinien on smoxing will: depend, s
TO 4 dlarge extaent, on e WAAT IesEfurcat we apply v vhe

' ¢

praoblam,  In Inteaxnikionil wo have not had oaough peophy, or g

the vight poople, working on smoXing jssiwes., wWe ars in the g

progess of corzectirnyg this but a lot more needs o R¢ dunms,

5/20/98 7:19 PM
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As with euy cther asgect of cur business, it g}) gets bask to
people and 1 firmly bellsave that this is one of she firse

things that ve shonlisd all adGrass.

fore 8 & Ilat of the pwinls tiat Andrew and I have @isousecd
(rass it arcund). I am not suggasting theas are the asly
things wa sheuld be doing and, of course, there ara a number
of octhezr initatlves which wo are eithexr tsking or plon to
Take. W2 4X0 suggesting these siN itoms Yecauss we believe
thay are practicsi and reasenzble faitiatives we can taka
Peatees our irdustry apd (o thanye Lhe public’s pesoapticn o

EMCKIRG.

Thank vou.

{1red

5/20/98 7:19 PM
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LiST OF THE FOINTS DISCUSSBY WITH ANLREW WHISS

Work harder ¢o get twokere to help the inductry

Pairness in taxation

aolay puklic

Discredit the amti-smoking groups sné realots

Kagten~type legislation

Make grestex vwse of the print medias industry
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CENERAL COMMENTS ON SMORIRG AWD HEatth

In thinking «bout smoking and healrd, the first Lhilg Lhal
comes to come® $O wmind i& produet liability. Yet,
intarnationally, this bas not yet become the igguw that is
has here and, frapkly, I don'v see that there is much we can
8dd te a discussion of this point. Clearly, it is of tke
gravest concetn to 4ll of us since it posus a potential
threok to whe entirs indusisy fn wosl plaves. Ax 1 see it,
the best help we can sffer ig Fr make Arubly rertain thot we

40 nothing overseas thar jeopardizes whet is going cn hera,

There are, though, other sutckig and health issues that we
can, ard do, work on. Herxe L am referring to the impact that
tlse wmeking and heaick debare Ig having on tAaxaticn, on
marketing freedana, nn pithlin emaking, and more racently on
passive smoking., We are working on all these issues
sowewhsere in the world and cur approaches depand on the

thacifios of esch place.

@f niX the conceInNs, yhere is5 one - Laxatich - that ailsrme us
the mnst. While marketing reasvictinne and pakrlis and
pazsive smoxing do depress volume, in our experience taxatiaon
depresses it spuch more severely. Our concern for taxation
is, therefore, centrai to c¢ur thinXing obout smoking srd

besrlsn., It bas historically been the area to which we have

SELNYZEZ0Z

daveted nmuzt vreyourdes vnd for the froresesable future, I

think things will Rtay thar way alassr evarywhave.

1of1
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PHILIP HORRIS U. 8. A. e
FXTEA~OFFICE CORREBPOKDERLE . .“SL”"
AHCHNAUD, YIRGINIA /a
Mr, Rarry §. Rantel pate: Sepiember 17, 1681

r Mysan cohniton

Teenage Smoking and the Federal Excize Tox on Cigsrstias

{ nave just {inishad studying a Natiumal Bureau of Lconomic Research {NBER)
working paper eetitlad “The Effect of Gavornment Regulation on Taesage
Smeking.** In the paper the suthors examing the Impsct an teerage stwking
of (1} the excise tax on cigarettes, (2} the ¥4¢ Fairress Soctrine (1.e. the
antf-smoking commercials), and (3) the cigargite edvertising ban, This is by
far the best study I have reac cancerning the effects of tha anti-smoking
teumere141s, Ang the only stygy L Know 9% tnat attempts to determine the
price pissticity of cigarettes among differant groups.

Bacause of the gquality of the work, the prestige {and objestsvity} of the
NBER, ond the fact that the excise tox ¢n cigarettes has not chongad in nearly
3D years, | think wa need to taka serisysly Thefr statement that *...if future
seductiong in gauth smoking ara dasired, an incrgass in the Fadaral excite tax
is 2 patent policy to accomplish this geal." Given that a further reduction
n vouth $moking IS the goal of many prassure groups and Federad agencies, and
that zhe goal of balancing the Federal budgel through budget cuts seems
ingreasing elusive, I think we can expect an increase in the excise tax on
cigarettes, probebly within a year.

™Here av¥e auher things that iead sr to Jelieve thal there wili Oe focreasas in
iha Federat excise taxes on bath cigarettes and alcaholic beverages: (1) it
ware be drgued bhal exciye taxes are “voluntary" taxfs N that PAyIent of thew
<an be avoided by refraining Jrom purchising the product, snd that therefora
{sereasing cxctzc tangt does not redece discretionary $ncomea, {2} Doth
cigarettes and alcoholic beverages have tow price elasticities, so the
adfitional daves can be pascted on to tha conguwmar wwith 1ittlg advarse effect
on the industries, (3) Prices of cigarettes and alcakiglic beverages (as
measured by the Consumer Price Index} have increased more slowly thas prices
generatly, (4) £xcise taxes contridbuted only 5,0 percent to %otal federat
revenves in 1980, down from 8.1 percent $a 3970 and 12.9 percent in 1980,

(3} A 2% percent increase in the excise taxes on cigarettes and alcoholic
beveragey wyuld reduce the Federal deficit hy aver two béllion ¢&ilars, yet
have a Inthimal effect or the Consumer Yrice Index. Given Lha ¢urrent price
of gascline and the state of the automobile industry, § do mat think it

would be potitically Pausidle to ralse 2aCise Loass bu uars ur yasaline, bgl
1 thirk cigareties and 21cohoifc Deverages are fair game for increzses taxes.

“The paper {5 A park nf the NRFR's ragesrch progras in Heslth Econoxics and
was supported by grants from the Naiions] Science Foundation ko ithe XBER and

frem the Hational Center for Hesith Services ta the New Jersey Medical Schaal.

The authars are Eugene M. tawit, Qffice of Primary Healts Care Education, Hew
Jersey Medical School; Couglas Coate, Department of Ecomomics, Mewsrk College
of Arts nd Sciences, Rutgeérs University; and Michael Srossmax, Department of
Econcmics, City University of New Yorx DBraduata School.

GIFBGESYOL
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Soma of the findiags reported in the paper are as Follows:

Moss researchers, mysel¥ included, have caleuiated that the best estimate
of the price ¢lasticity of cigarettes ic about ~G.4, f1.e, {hat a ten
percent increase in the retal! price of cigarettes will cause a decling
af about four percent in cigarette sales. Many oF us nave Bypotresized
that price elasticities are different for different deswgraphic or socio-
economic groups, €.9., that price increases would have less effect on

the higher income groups and on the older and therefora rore habitusted
seokers, than on other smokers. Beceuse of the lack of any reliadle
dsta, this hat remained until aow strictly a hypathes$s. The subhors of
this paper, however, have usad the resully of the 1986-1970 Health
Eagmination Survay of the Hatinaal Jenter for Healih Statistics, and have
coastructed an elegant longttudinal and cross-sectional cdel of teenage
awicing hehavisr.  This has made it possthle far them to calculate the
price elasticity for teenagers and compare it with the generally eccepted
price slasticity af cigaraftag Snr the total smoking pegulation.

Tha suthore conclude that the anti«amnking commercials represented 3
shock to the underlying upward trend in teenage smoking in the #1d-1960's
and early 1921*s, particularly in tha first pesr in whirh they were
aired, but thod the trend reasserted itself the following year, sl1though
tesnsge smoking remaingd at z lower lovel than wnuld have heen tha casa
in the sbsencs of the anti-smoking commercials. This is censistent with
my findings thyt rardom shocks, such as tha roport 2f the Reyel Cnllimgn
of Prysicians and Surgeons, the Readees DMgest articles, and the reparts
of the Surgcon Seneral, have brief effects, and that sales suhiaquently
rosume the upward trend, bul aore slowly and from a lower hase. The
asbhors aizc conclude that the cigarette sdvertizing han had a relatively
oinor #Ffect In discouraging teenage smoking.

The most imgortant finding, and the ane of gyreatest significance te the
conpany, i thgie caleulation of the price clasticity of cigarattes awong
tecnzgers. They caleulate that the sooking participation elasticity s
-1.2, Which means that a ten porcent incressa in the price of zigarsties
would Yead ta a decline of 12 percemt in the nusber of teasagers who
would ctherwiae hegin to smoke. Thetr calculation of the gquantity smoked
elasttcity For tesnagers is -}.4, which means that a ter percent {acrease
fa price would jYead to B 14 percent decling in eigarette comsumpticn by
teanagers. This fs ia cantrast te the aferementicned -B.4 elasticity

for the tetat smoking pepulation. In another paper. two of thase avthors,
Lewit and Coate, found that smoking by young adults 206 to 24 is much

more resuunsive o pelce than smoking by older ocdults, which again iz
consistent with thg Bypothesis mentioned sbove.

¢ 1¥6555V0%
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The authers concede that ope reason for the Yarge price elasticities they

found ameng tegnagers 15 that the alasiicities incorporate incomz effects and
substitution effects, i.e., cross-alasticities. Thig, of course, 45 true of
virtually a1l calculations of price elastiicities. As a result of some of the
relationshtips 1 discovered while workiag an oy report on tearage smoking,* 1

am inclized 26 believe that crnss-2lasticities are particularly important ia
the case of tecnagers. Among teenagers the provaleance of cirgarette smokng 15
highly correlated with income (from efther aliowances or working) while there
15 no simiiae correlation between sMHK1ny prevalence ana income among aduits.
Teernace scoking prevalence apopesrs to have begun ta dectsne amang boys at

ahout the time of the high feemawe ureaployinnb ratus of Lbe warty 1970's, o
which time the smoking prevalence ameng ¢irls was 311l increasing, and it is
tie males who would Ue sost tixely to feel the impect of unemployrant, Further-
aore, it was among the oider hoys that tha decline was greatest, ond, sgain,
gtie would expect that the oider boys would feal the inpact of uncmploymemk mors
thay the yaounger gnas.

With vegard to the substitution effects, or cross-elasticities, I think the

mast impartant euhstituting effact ie with gasaline. In my study,  found

that ihe custlative smoking incidence among beys in 1976 was about the same

as in 1979 up o the age nf 16, dut vast the age of 16 (the ape at which many

of them would have access te a car), the 1979 incidence was substantially

balow that of 1978. Consider alse that in 1967, for one dollar, a ileensger
coyld by two gallans of gascline and a pack of cigarsttes, As recently as
1978, if teenage incomes kept pace with irfistioe, the same purchasing pewer
would still buy & pack of cigarettes and two gailons of gaseline. With

income coatinuing to increase with inflation, this was no longer possible

for the 1979 teenager, and the 1980 teeadger coeld not gven artord the two
gattons of gasolime. [ thipk it %5 sore than coincidental that the sharpest
¢ec|wes in smnking prevaiente #mong taensge males gecurred in 1979 and 1980,
the yaars in which the price of gasaline rose rmost sharply. hen it comes to

2 chofce petweer smoking clgaretims ar cruising arvund in his cdar, Lue avecage
tsenage mate would probably chocse the Jattar. 1f this cross-elasticity between
viyarettes and gasoline i3, indeed, ralatad o the decline dn spoling prevalence
awong teenagers, wo would expact to sea save maderation in the rate of dectine
1n amoking émeng boys when the 188)1 date become aveilable.

In any event, and For whatevar reassn, it {5 slear that price ha a pronounced
gffect on the smcking prevalence of teenagars, and that the goals of reducing
teenange smoking and Balancing the hndget wauld bath he served hy increasing

the Federal excise tax on c¢igarsties, It &s worih quoting the authors some-
what pxtensively on ona point: "Such a policy [ncressing the Federal excise
tax] may also be an effective way to curd the delerimantal {sic} health effects
of smoking in the long run without substantially harming the cigarette industry
in the shart run. Since youlh aad young adull price elasticities are muth
Jargor than adult price elasticities while adult smokers account for the bulk
of cigarette sales, 3 substantial excige tax increase would substantially

&2
<=
1
31
*"Ygung Smokers: Previience, Trends, Isplfcations, and Reiated desographics,® v
March 31, 1981 oy
X
[
~
Wi
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raduce smoking participation by young new smokers hut leave indusiry sales
targely unchanged. Given the evidatice that individuals arp considerably lacs
likely to initiate amoking after age 25, 3t 35 culte pesstble that the cohart
of yourq smakers who never begin to smoke as & resuit of the tax increase would
ngver herome eocular smokers, AS 3 consegquence, over a4 period of severa)

decades, zggragate smoking and its associated detrimontal health effects would
degline substantially.®

it i3 worth noting that government actions designed to reduce smcking in the
tate 1960's and early 1970°s served to modarate an usaderlying upward trend 1in
Leanage sz ing, whlie mmy government action taken now will accelerate its
prasent downward trend, Given a price elasticity of -0.4 for totsl cigarette
sxtes and -1.Z for eenage smIKing RArXicipation, 4 2% per{eat 1ncrease i the
excise tax could de expected to reduce industry sales ta ahout 1.2 percent helow
wiral wuuld Le expechied i Wi sbsenue of sueh e lacrease, and 0 reduce the
nurier of teengae smokers te 3.5 to 4.9 percant beiow the number that would
dtherwise be axpected. The almost cartainty of improved econemic canditions,
tower inflation rates, and facreasing diseretionsry incomss over the next few
years, howevar, chould serve to moderste the adverse effect om sales of
excise tax increase, We can never 199k with eguanimity on increases in the
uxcicg tay, but decavsa of demographi¢c tremds and the improved economic outlook

an increase at this time would probably de l2¢s harmful than ¢ would have been
at. any nther time in Eha nast drrada,

cc: R, N, Thomsen . < /
£ J. X 2oler

[
1. T. oodals
C. H. Rowe m
L. F. Meyer
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THE ISSUBS RAISED IR HAMISK'S MEMO

In Jeriking aF the pmintg raiced. "sémmunication® ic o shresd

comnch O many, 86 i wilkl start by addreasing 2his.

Moat of PMl's etforyty in comsunicating the industry's

position ané point of view to the public, has hean diregtaed

towards the tar asspects of swmoking sngd health rather thas on

the hoaleh aspeste alenc, A3 you Hnow, the "Tall the toaxmen®

campaicgn ic the YK a coupie of years ago was an exampls, as
wgs the new campaign which we and the 7.3.¢. mounted just

befcre this recent budget. Poth waxe raasonsbly successful,

In Anstrails too, through FPUREST, we have awekersd the public

in the tax aven wisth carefully orchestrated campaigqns.

Generaliv. though, outside the tax ares, PM1'x track racord
oh ¢comhvnicating the industry™s view on health matters has
been poor. NWe have to do more. One problet hss been that we
have relied tod heavily on lotsal asgociaticns and on INTOTAR
to 4o the job for us. ¥We now reallze thast it is welld nigh
Lnpuasll2e o get o sgreed Tlodustry pusition” on BmoXing
and kealth and that we will have to do much moxe alone. And

we wili,

In 1985, we are workicg own $wo fyonts. We wilZ be

Strengbthrning 10Cal asROCLATIONS $0 that they «an play a

ROZEZUZ
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bettar role in xepresenting the induatry on smoking and
heairh. Hollangd 1§ ong parkat where we nope to beeft up the
accocidtion for oxample, %< are alse intending to “go it
alone™ in gome markets such ay Noxway and in Iceland. where

ve are facing paterntially #uite serioue difficulties in the

s@oking and health area.

Qur recoyd in cummuriicating to legislators and regulatory

dyeucies, es opposed Yo the puablic, is sonswhet becter, Over
the yearr we have mammunicrtud sot only about tax but algoe
sbout othet lssues more directly related %o the health
geestich. These include health warzlng labels, markstking

rustrictions, public smoking ard 2o omn.

Central to cur approach. T the communicarions problem berse
has barn the nuatwark nf pnlitiral contante wa have Aevelapned
in many parts of the world, We have political outreach
programs wbich help ug on icdustyry isxues ia me&t of oux key
maxkets. In the SEC for example they have hrlped rxesoive fax
harmonizagion problema in Jtaly and Hollend, and they are
proving Relprul in Germwany. Yhey hsve also begn Ugstul 1o

Franae in gereting the vigretre withadrawn. Mleavherae in rhe

e
worid our political network has heiped on tax isxues in Q.
Canadn &nd in Australia, and we are using it in Hong Xong to .
defend cur msrketing freedoms. ]
R
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Yo gz wiorking in 1983 to fmprove gur perXormnance still
furrhar jn communicating to legielatoxs. Our plan hag throe

ngpeots.

Firat we are going to recruit more pecple ané better peopie
and pay them mozre if necessary. Bfakrain, Stockholm, London,
¥ontreal, the Philippinas and Japap aze 81l locationz where
we will ke udding to our cerporats oLfoaixe shiviaytli,  Neat,
we are qoing te adopt § More systamatic approsch to
cultivating the “right* people. To date we may have been a
liatle haphazerd. <hirg, we are going to pay more atiention
to cultivgting the bureaucracy as opposed te just the top

people,

The ¢hirid paine on the lietr ie paic advexsiging,

Comunitakion about smoking arnd health iszues thrsogh paid
advertising ig not something we ave doing at the moment,

though we have definite plans v do & in 1983, There are
two areas which lend themselves to this approach ~ passive

BHORADY anv “Trutht in Science".

Az rogards the former, we are working on developing a
campaign with Burnett. Once we have it, Step one cf cur plan
i% to iavnchk it in Intermational Erclisk Language newsgpapers

and magazinpes such oy thiw Rerasld Tribere, Time and Newsweak,

32 44 4 71 Ped Ml
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We will RMW1teh tunde fYOR QUL marxetidg budge: to do this.
Our tucond e¢top will be ta build an +hie campaign with
inserts in local papers in imporsant markets. We are
thinking parvticuiarly of Cermany, the UK, Australia, Fong
¥ong, and Switzerlend as apprepriate markets for thie type of

approach.

W sre aoupnbing a pllos project on "iruzh In $clence” An
Australis thie yaac. A lpatding film maker haz hesan
copmigsioned to produce & filk on the subiect with smoking
and health as rhe theme, If this works well, we will use it

elsewhexe in 1986 and bgyond.,
We wiii also run paid advertising in selected makXets &s
local eenditiona dichete om bax Leuncd ad wo hove done in the

vagt.,

I will not say any more about public relations and

femmpenications activities beyond adding that we will continue
to make use Of the Kew York Scoiely and the AECA to develop
oux nedvwoxlh of ponteckns heva, Lilewise, weo wWiik be
scrutinizing more carefully than we have in the past the
business bernaefit we can get from dur corpozate costributions
internationally. $moking and healeh #ilk be ane of the

points we will be looking ut,

YOERRE20Z
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gur erfores ¢ enlist the neip ot qux natural allies guch as
the tvade and growsre sre otill & long way £xem being a3
effective ag we wouléd like, but we are warking ar iv.  jlern
again, the suctesses we Rave had have been principally,

though not ¢xciusively, in the tax sroa raother than in baslth

related matters,

We huve gut Llre undoas S0 SYPPOrT inCustry isspay §n geveral
countrias.  Frominent have hean the #ffnres they have msAu »n
tax issues in the UK wheye they were vezy invelved in o
ietrorwriting campaign to Members of Perlisment. They alkso
helped in hustraliz to protect ntr marketing freedoms as they
dic more vesantiy ts Switzerland where they zupporied ihe

InauEtYyY i & Datronal refarendum on a similar isgue,

We have alse helped orgunize growers in a numbex of
countries. #With their assisvancs Yor axrampls, the industry
wat instrumentsi in moving the Pcod and Agricultural
Organization away from its gnti<gobacesd stance. Inceed, the
FAQ hag made a 80 cdegree 2rn on this point. CLountries
where we wershed clocely with he growers, ong¢ which waxo
gapeciaily impovtant in getting this change 6% porition,

include Malawi, Simbabwe, Thaifland, and Axrgyeniina.

As regards onr plans for uwing our natural alljies more In the

Zusire, we lntead =0 dc mOore on Lax and heaixch {3s3ues with

ERYZL202
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the growers 1n Burope whers they can cextainly help in big
warketo avech as Iexly, Epoin, ond Greocce., We will
concentrate on daing more wirh the naime and we Bavae
taxgetod Holland, Germany and the Scandinaviasn countriss
gererally, as markets where they can e ¢f imwediate help on
tax matrers, Later, we will work wikh them on fssues hore

directiy related to smoking and health.

Arsthar area we intend to oxploit morve fwlly ie the ad
agencies and media proprietors. e have alrgady been helped
a great deal by the agencies in Hony Xong for example, in our
efforte to resiat advertising restrictions. As regards the
media, we plan to bufld similax relationships 1o thcee wa hew
have with Murdoch's Rews Limited with vther newspaperc
preprictory, HMurdoeh'’s puapore rerely sgublish anti-ameking

articles these gavs.

TO sum cp, then, on using Gux natural allies. HWe have made @
start; we have proved that ¢ ¢2n dbe done; we have fournd that
they can U0 & vory wmiiective force; and we intend to do wore

in thae Eyjure.

Torning now to primary and passive smekine, T think we should

ropgentrate on passive smoking where the gtatigbical evidense

45 moeve favorable ta owr eavse, The (x} swivey, for example

' A A
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showed (y) ., and the {a} repoxt sheowed (b)Y, We will make more
use of this soxrl of maLerial jn cbe medis in 1985. To yer o
more favorshle praec:t, we axe contamplating oxgenizing snothex
journaliste’ confermnce simiiar to the one we put togethey in

Radrid for Letin Anericap journalist in 2434,

However, sven though we will be focusing internationaliy an
pasasive smoking, and even though we will contihwe to test the
loy sideatycam concept, v wikX rot founclh any new midestveanm

produate Yet.

And this brings me to innovation. ¥Frankly, this i3 probably
the only resl solutich t¢ the issues we are dircuseing this
morning. Here are thigee poassibic avenues ws should be

SX3A0E Ly,

Fixst, we should look Inr ways to idsntify gnd eliminnre (or
sibstitutel the top ten AOSt controversial Compousnss in
cigarettes. Second we should do mere on producing an
odorless cigerntte. The research here conld ok into
eliminating e Qiusnl Cios Lavused by ULl sahe itsull and
into eltminaving the odor ieft hy cigareties in ashérays.
Fhird, we shonld view sidestrenm products as an oppurtunity
for zeal prnduct inpovatior from a markebing stand peind, We

shouzid, therefere, adept & more aggresgive stance 23d we

LYeRIZeZHY
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shouid have a free standing preduct ceady, We shouid algy be
clear obout héw o Go A lew sidunlives Mariburo, Even LY we

don’s likp tha f‘daa.

and this brings me to the last two points on the list -

protecting our business and legai inhibitions.

ks 1 ssic eariter, the smoking azg neaist i1s5ue has not yet

Acrwed the dimencion it hac here. Arawabiy, it might not do

s¢ sinve¢ the legal systems are diffurent = "Kings of Tarr®

havine ro xivadoms to rule overt A:l the while this is the

«ase we Wikl protect oux international kusiness by making it

grocw wherewer azd howevar we can. If we san pake tnroads

irto the We will switch (unds frem our matketing buadget to de this.
dur szoomd step will be Lo L0idd we this coampalon with

inserts in leocal papersg in important markeis. We are

thinking patticelarly of Germany, 4+he UK, Australia, Hong

Xorg, z2nd Switzerland as appropriate maxkets for Lhis type of

approach.

We are meyntibhyg o pilot pruject o "fruth in &ciesce® in

Rustrelin thiv vear. & leading film maker has bren

commissioned tc produce 3 f£ilm on the subject with sanking

“n

and kRealeh as tho theme., I1f this works well, we will use it
d.

elsewhkere in 1986 and beyon

SYERYZEZOL
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PHILIP MORRIS U. 8, A. tad I
{RTER-OFFICE CORRESPONDENGE Past i~
LICNMQAD. ¥5RETRIN f?a//:’
A, _;l
Mr. ¥. 6. Daaiel sate:  March 25, 1997

¥, £, Johnston

Sti11 Hore on the Price Elasticity of Cigsrettes

In two previoss semos ¢n this subject,® [ sumerrized tun napere donlisg with

the orice elasticity of cigarettes, the conclusfons of which were that price has
1ts greatest affect on the young, sarticularly voung maies. asd that price acts
through its effect on redycing the propertion who swoke to 4 mUCk grester extent
fhan in reducing the clgarette consuspticn of commitied smnkers, The authars of
these wa papers concluded that the price elgsticity of clgarettes was «9.42,
1.e,, that & ten percant increase in price would cause a &.2 percent decline 4n
saTU5. T3 18 within the vange (-U.1 1o =1.5) 2ound by 2ost investigators.

In this wwaw 1 repurt va thy results uf a shate-by-5Tate gnalysts of the ertect
of price increasas on clgaretie sales and conclude that orice elasticitias have
been dectining over time and ere probakly now ahour -0.2,

i mave continyed 30 pursue the subject of the prite olasticity of clgarertsas
for & variety of ressons: {1} 1 am gonvéinced tha® the §ssue of an Increzse in
rha fodersl eecise tar. on ctgarettes i not daad. There g $%91} gonsideradble
support Tor 7t in Congress, in spite of the Presideat's disavowsl of ¢s.

(2} States w11 he feriing an innreasing fisancis) pinch ac s repsit of the
“Sew federatism,” and will uddoudtediy riise excise taxes., Indeed, this has
already dequn. Aftar a2 rash of tncreases between 1955 and 1871 there came 2
pariad of very fow Sncrasses (Shart 1), but tn 198 sii $tates ralsed thelir
excise tyxes, thae ?reatest nuaber since 19721, In additfen. about 21 other
states Bava tax DiT1s pending,@ (3) I discovered that, in general, the

newer ¢tudiszs of cigaretts grice elssticities zhow slasticities that are lower
Wan the slder studies. (3] Mast imoartant, penple keep saying to me, in
effect: “You economists keey talking about price sTasticties, but sales
vanLites 9 RUrdase even Though the pricas alse increase. ¥hat gives 27

1. *Yegnage Smoking and the Fedesa) Cxeipe Tax on {3ganettns,” Eeptomber 17,
1981, and "Cigarette Price £lasticities ang the Isplications for Phitip
Moeris,™ Jasuary 5, 1982.

2, The reason for the consistows peais in add years 3% 2hat many atate
tegislatures mzet oqly in odd yaars, and sthers rave longar sessloss in
ndd than in even yesars, while but one lggislature [Rentucky! meets osly
10 even yedrs. This patters should moderate §n the future, as now only
31 state legislatures meet dieantally, In the 1960's, 3G did so.

36865280
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Just ¥hat 15 Price Elasticity?

A toupla of dafindtions are in order. (i) Price elasticity is the change in

the demand for o product that results frum a Chenye 1n the price of that
groduct. it is almost always negative, indicating that increasing prices
raduces demand. An clastfcity of 0.3 would indicate perfect fowlaslicily, 1.e.
that sn increase 1n srice would have no effect gn demand, while an slasticity of
«1.0t wiould indicate that a tan percant feoresse fn prige would reduce demgad by
ten nercent, (2) Cross aipsticity 1s the change fn the sales of one product
that resuits fenn a change in the price of some other product, 5.9. when the
price of beaf goes up, pecpte buy lass heef $0 sales of chicken ¢o up.

Price gtasticity works in two ways: {1} & chan?a fn price can cause & change
in the number of ceople who use the product, or {2) A change {in price can cmise
3 change 1n the quantily of a product that fts users consume. Ysually, however,
it works botna ways,

¥hat ty the Effest on Ligarette Sales?

The reason sadss custinew o ingrease 1n spite of price tacreases 15 thet price
f¢ but one factor in the demand for ¢igarettes, or anything £ise, for that
Mmatter. One thing that has caused cigerette sales to fincrease |5 Lhal Shere

has Been an {ncrepase in the smokisgrage populslfon. Hetwezn 1970 zof 1980 the

phpizlaring aged 18 ta 64 Ynerescod st an average annual wate of 1,83 perpent,
Théa 1acrease 4s slowing, hawever, and will averaga 0,87 percent detwean 1580
and 1990. Anothar thing ix that there appsars ta bs 3 streng secular trend.

Nopthetess, nrice 15 2149 an importast factor influenc$ng cisarette sales, as
will be shown below.

in attempting to deterwine which varlables are importamt fn datersiaing cfga-
rette saies, ! wont hack to my o1¢ sales forecasting model and ram repesteq
step~-wise mlifple regrassions, o4ing various combingtiong of all of the
varianlaes that | could thimk of that could be remotety waisted to cigaratte
sales.d Three varfaples proved to be most highlv correlated with sales, both
singly end fn comvination, They were the secylar trend, populatfonr, and price
per pack, and the addition of other variabdles decreased the significance of tha
corratation. Chart & shows the relasfonshin bewess astudl s2ies and (L} the
secular trend algae, {2} The secular jresd and populatios, and {3} The frend,
population, and grice par pack. As con Ve seen, the sgdition of the populaticsn
varighle improved the Pit coasiderably over the siwpla trend variable, and the
addition ¢f price furtheer improvcs the correspandence between agtual and
¢aiculated sales, The thrae varfables explain 99.8 percent of the varfance
{p<.00001). Nhan taken togethor tha ydgnificance Yavels of the theee varfabiaa
are; population p<,005, trend p<.002, and price £<.00005, Thus, price clearly
s teportant.

4. Many of the varfables were 20 highly intercorrelated that factor analysis

coutd npt be used o reduce the variadles ¢0 & few simple factors, hence
this more cumbersodw wethod.

LEEGSESTOG
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The effect of & price increese 45 ta cauas sales to increase wore yluwly than
woi1d have been the case without a price Tncrease, This mean§ That it the
alaeticity 15 -0.42, a ton percent facresse in price would vagse sates %a be
$.2 percent Tower than wauld have been tha case if there had not been 2 price
fpereacse. —e——

In a perdnd of reYat{va price stabiiity, o prive Tncrease wou1d be followed by
an shsolute decline 4n sales, but in & period of sustainsd (nflstion, when price
1ncegasos OF onc good are mp3ked by the general [ncrwuse In prices, the affect
of 2 price fncrease should, theorstically, de ralatively transitory, This
thoutd be sarticularly true of products [1fke cigarsbies) the prices of which
are Increasing more slowly than he consumer price {ndex for 211 commodities,
{Curiouply, maither the Soraumer price indox nor the ratlv Lutween cigarette
price iscreases and oversll prige {ncraases proved sighificant when entared 1nto
the c2lns forecasting aquation.}

A State-by-State Analysiz

Arother way of looking at the effect on sales of price changes s o observe
what happens 8o sales in Inditvidual states whus il watise taxes are changsd.
Obvionsly, not ail shtates can be studied {n this manner: 7The oaly states that
can 5g used are thogse 4p which thers are no mejor populalion concentratiafs near
the borders, or contiguous states 1n which the cigarette price & ¢farentiais
have remasnod xbout the sate aover the werlud ofF tise hetng scudied, States that
are hadvily dependent or wWurisy (sach as Florida and Nevady} must also de
9x¢ludod, betause of fluctwations fo teurist Lrade.

K qoad tlustration of why we must lepuse Lhis restrictfan, 3ud alse an
$1Tustration of a form of cross elasticity, €8 shown 15 Lhart 3, which shows
tigarctte priees zed per capfta saley in Massachuselys and dew dagmpghire trom
1961 to 1981l. #assachusetts has a sufffciently iarge papylation that price
differcnifaly hetween the two slales wyuid be expacred to have [1%tie¢ tmpact on
per capita cigarette salag there, while New Havpshfre, deing much smyller, would
chow grsater sensitdévity in pev cawlle sgles. In zha early 13607s cTgsrattes
were about 15 parsent more expansive in Massachysetis than In Hew Hampshire,
enocugh of a difforance to make it warthwhise lor proele in the B05tan drea to
grive to New Hampshire to buy cigarettes. In 1969 both states ralsed iaxes 2ad
Macgachusetts followad with another fmcregse frx 1966, and 1% the two following
years per capita salas in New Harpshire increased sharply. A 1967 increass by
Now Hampehiee returnod bhe relotive peices (4 e Tmo 31atS3 te abaul what 3t
was 1n the 1960-63 pardod, and over a twoe yesr period per ¢apita sales in New
Hampshire deopped ta sbout the 1350-65 Tevel. A 1969 fncrease by Massachusetts
caused per capita seles in New Hampshire %0 begin to rise, and this continued
aven after 3 omatt 19780 iacrcase 1o taxea In New Mampshtre. In L$7LF doth states
increased t3x¢s but the Massachusetts inrrease was larger, sn the upward trend
1n pear capita 38123 1n Xew Hampaliive continued umrtil the gasoline snortage in
the winter of i973~7% made driving to Massachusetts to duy ¢igarettes less
atgractive. S July of 31275 both ssates raised hetr taxes, Kew sampshire ny
one cant and Massachusetts dy five, Again per capita s3les ir New Howpshive
rose, dut after that the price d|Frerexttel remained constant and gssoline

prices continued o rise, and per capfta sales in New Hampshire went {nto ¢
decttna.

RGE6SEEVOE
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The remafndng chearts show the affect tax increases have had on per capfta sales
in several of the states selacted for amalysf<. {The use of per capita salqe
instead of total sales corrects for the different rates of population growth fn
the various states.} Per capits sales are Far Fiaral yoars.

tn Californfa, the 1967 tax increasas caucad s R.F paveant drop n sales, and
par capfta sales asver regained their forwar tevel. In Minnesots, the 1969
price increase depressed seles for ose year, after which they rebauedad te the
eariier level, asd the 1971 fncresse Causad 3 sharver drop in per capita sales
and resdlted fr a slower incresse to arevious Jevels.

Cotorsde 15 an Interesting case, because at one point $t decreased tages. thus
making it possthle to compute the price etasticity of cigarettes under
conditions of price decreasaes as well as price intreases. Roth tha 1973 and
1977 tax ncreases caused declines in sales that yield price elasticities of
«.22, and the tax dacrease 1n 1978 vesulied in fncreased s3les, and agata show
2 ~0.2Z price elastictty,

Many slales showed deciinfng price giasticrvies over time: In New Mexice, the
1368 price increase yields an impiied slasticity of -0.56, but the 1961 price
Tnerease {nut shown) yleldea an alastictty of ~U.83. in Texas, the elasticity
in 1989 was -0.26, and the price {ncrease in 1971 only slightly slawed the
underiying upward trend. In uonirest, the elasticitfes were -0.39 fn 1958 and
~0.68-1n 1955, 1In South Dakota the atasticity 1n 1969 was -0.51 and {n $979 it
was -3.28, hut in 1963 f¢ was -0.07.

This pattern of dicliaing claaticities over time 1s 2pparent In other states ss
well. In Wisconsin, for exampie, the implsad elasticitfes §n years of price

1acraases ware as follows:
196  .0.63
1063 +G.55
1965  .9.37
1968 U381
N nil

In Oklahoma the elzsiicity was ~0.57 n 1963 and <N.2F 1n 14968, In Nobraewa it
was «0.96 in 1963 and -0.20 in 1975, 1n Utah: <-0.74 fn %963 and <0.1] ¢n 1979,
io fdano:  ~0.80 fn 1981 and Q.84 in 1972,

{onclugion

As noted abeve, price is byt one factor 1nfluencing eigarette sales. On the
basis of the evidence of this state-by-etate anaiysis. 1t appears that price
sTasticriles are d=¢1ining over time, amd that the price elasticity of
cigaretres now 1s about -0,2, Thus a ten percent increage {n price would cause
Setus Lo be sbuut two percent lower than they would have been without a price
facrsase. Inasmuch as the increasa in profils occasfoned by an industry price
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increase would mura than offgot oy 1053 ue ta & 21omar tacrease in ynis 2dtes,
there 1s clearly ac reason to Tose any stesp when we ralse orices. wWe are att,
hrwever, entitlad to owr nights of {ngomnsa 1f tie federal guvarnment decides
to fngrease the oxcise tax by any stgnificant amount, You may recall tmat 1
reported Jast fall that a mombar af the staff nf fha Haen Audget Comwl ttpe
t01d #e that the increase befng considered was 25 percant, or twe cents g pack.
A two cent price Incregse would, theoretically, dagress sales by six tenths of
ane percent. In practice, 1% would probably ga unnoticed, except for all the
pubifeity that woutd surround it in the congressfonal debates. 1f there ¥4 2
proposed increass, and 1f it is indeed cne dpilar per thousand, it wouigd
probebly be less haemful o the fadustry to accept it without commant than o
Tiynt ‘.t1irlﬂ gIve The anti«faoxtng Tanatics anot®ey forum in which to vent
their spleen.
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Chart § — Number of States Imposing or
Increasing Excise Taxes, by Year, 1880-13881%1
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Chart 2 ~ Actual Sales and Caiculated Sales
Based on Various Var:iables

540
B Trand Dnly b
3--8 Yreng and Sopulstion 4,:?-3-
E2C 4> --we7trepnd, Frice., ard “opulation Pc
F~% pctyal Sales B
ezl
5 BOO e
p] “T
3 J/f’sl:';u/
i EBg . N L
1 4p'l E'F::’
0 oK
n (g
A £60 _ yo'd
.?-
i ,? ’
=40 S ,ﬂigff
€20 (/
1 1 i i 1 T I i ] T I
70 71 72 73 74 V) 7B 77 78 79 8¢
Year
413 23133 {1

96£65TSH0T

dse w3 woo stuowdijiyd - mmm//duy

al o0a:

11#6/96£65TSY0T



91jog

chaert 3 —~ Per Capita Sales

(Packs X 10}

96£65TSY0T

and Price, New Hampshire and vassachuseits

°
BN H,PPice e
Be--2.H, 58les i

50 ¥ ®Mass. Price N
*—%Mass, Saies PO A

. 4
I’ Pf
4 e
o pns G
) A“ﬁ/
40 o &
d "
,~£&' ..... .
Q,--a---e’ S
o -~
-G = .
B - S27 Tl I - St - NPIEL S
J:..é""-‘{ {_:;,' s ’.1_'_‘ < i3 . e .
A *""ﬁ”""'ﬁ"':l_é__'- 4 B = B
20 N B_..Qv-fu"'a
e o R r e
* * *-—-kv-—*--—*--nrh,*__*__‘,_,*.._*\**___*_*__.*_*____*

Gilattzt:tltill;:]}if"‘i“

BIB2B364ABSBEBTEEBI 7071 7R 737475767778 7360 Bt

Wd €7:8 86/0T/¢

£oresanioz

vear

dse-8wna3uoo siowdiyd - mmm//:diy

11v6/96£65TSH0T=Al DOUL



91306

Wd vT:8 86/0¢/¢

850

40

20

CALIFORNIA
{Tax Increaseq 8/1/87, 1G/1/867)
&3 price. per Pack /‘
@--Bper Lapita Consumption {(100s)

B B T - - e A - EY - I

i | S | H I ] 1 ! | |
EBE B? BB BB 70 71 72 73 74 75 76 77 78 79 80 84

Year

FOp8SeET0C

96£65TS¥0T

dse-3wnadwos stuowdijiyd mmm/:dyy

ar 00d:

116/96£6STSY0T



91Jo 01

Wd v:8 86/0T/S

MINNESOTA
(Tax Increased 5/30/88, 10/31/71)
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{Tax Increased 10/1/838, 7/1/71)

&~—Appice per Pack
5o _|BPPer Capita Consumption {100s)
40
I N S
20 B"“Q““Q“"a"ﬂau-g»-.g---g-—-ﬂu—ﬂ
L SO M W s B S B S R S M R N S R
66 67 68 63 70 71 72 73 74 76 78 77 78 73 BO Bt
Year
S0F652EY06

96£65TSY0T

dse-Swned oo stuowdijiyd - mmmy/:duy

11¥6/96£65TS¥0T=Al D0d¢



9liopl

Wd §T°8 86/0T/S
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vax Increased 7/1/88, 7/1/79)

4C _

2C |

a—APrice per Fack

R---Bper Capita Consumption (100s) /

-

P

e e e BB e g 1]

= e LA

6O0VPEERET O3

1 11 r 1 ©¥ 17 t®t 17T 1T 1T 1 11

BE B7 68 B2 7¢ 74+ 72 73 74 7B 76 77 78 79 8¢ 81

Year

96£65TS¥0T

dse-8ua8/woo siuowdijiyd - mmm/duy

ar 0od:

11¥6/96£65TSY0T



91Jogi

d 9Z:8 86/0T/S

WISCONSIN
{Tex Increased 9/1/88, 11/5/71)
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(Tax I[noreased 4/28/71)
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