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PHILLIF AURKIS U, 5. A.
FRTER~AFELDE CORRESOOKDEKRCE
Richmond, ¥irginia

To: « R, Jdon Zoler Dates

frem: v Ryron dohastiou

Septenber 3, 1987

Subject: . Handling an excfse tax increase

I have been asked for my views as tn how we should puss art the price fncreave
to the evact of an increase in the excise tax. My chnfco i% o dn what 1
suggasted to Wally McDowell {m 1982: Pass on the incyvease in ona Fell LN
and make 1t ¢lear to smokers thad the government 15 30lely responsible for the
price incroase, edvertise to thet effect, stwyesl Lbal peuple stock ug to
avoid the price increase, and recomwend that hay refrigerate thetr cigarettes
"to preserve thoir freshness.” (1t wasis he nacnenary &n ephasize that point
or we would get & jot of heotte complatnts.} Thon when people exhaust thetr
apply and go ta the store Yo bu{ more, they will bo less likely to remember
whal they 1232 pafd and will be less likely Ly suffer from “sLIceer shock . "
At a result, they should be less 1ikely to use the price fncresse as an
tncentive to stop smoking or reduce thelr consumption.

Last time, of Coursa, we increased prices five Limes betwoen February of 1982
and Januery of 1903, Tn Tess than 4 year Ute price went from $20.20 t6 $76.5U
pey thousand ($2.7¢ more than the tax), and this fack was not lost om consumers,
wo could legitimately dlame the wanufaciurers for the price ineraacac. White -
price increases of this magnitude mtght hiave been tolerated during the rapid
escatation in the overall Inflation rate betmeen 1377 angd 1981, the increase fa
the price of cigarattes in 1962 83 wes mode ever more dramatic by the fxutl that
the ovarall rate of inflatton was slawipg considerahly. You may recall from the
article | sont you that Jeffery Harris of #IT caleylated. on the dasis of the
Lewin and Coate data, that the 1982-83 vound of price increases causad two
willion adults to guit smoking and prevented 600,900 teenagers fram startiag

to smoka. Thoro teeargers svc now 19 21 years old, snd since sbout 70 percent
of 18-21 year-olds and 3% percent of older smokers smoke a BM brand, this

means that 700,000 of those adult Pauitter.s fisd deen P sookers and 420,000 of
the son-starters woytd Baye smokers. taus, $F Harris §s right, ws

were hit disproportivaately hard. We don’t need to have that happen zgain.

I think it is reasonable to assume that whelesalers and retatlers will behave
pretly much as they did ir 3982. Tho wholesalers Iiguidated thely invontortes
L¢ svotld paytng the floor tax, censgmers did not SLockpiie to any great extent
(probably 15 part because the price increase did BoL occur suddealy), and the
retailers, who Faced nn Flaar tax, sinckod wpy Ancansa nf the gro?n potantist.
They stocked up on sverything, that is, except Ph{tip Morris brands. Bau
Soaded {n Novemhor, Reynolds io Gecgmber, and we dfd not laad, with the resylt
thot, in Richmond el least, the sheivey were vlrtuedly bare of PM bramis, |
romanbes one irate 7-Etaven manager, who kiww that { worked at MM, holdfng up
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a pack of Maribore Lights and telling we that that was his entire stock of
Maribore Lights, and that he was mot due for another delivery for two days.
He was losing a&les, and we way very well have 1oit soma smokers. e
certainly tncurred the wrath of vretailers who Jost sales because they were
out of our brands. Ve don't need te hava that Rappon again eitder.
Thus sy recosmendation is to t3ke the {ncrexse all 3t once; adveriise, bl sming
42 on the feds and mcourastnz awokers Ly slockpile; fecresse prices only to
the extent of the tax; apd make sure that the cigarettes thal the retuilers
stockntle gre pur brands this time. We afght sizn take thm appertumity to
agasn point ot the regressive nature of the tax and tel) smokers what percent.
the price of a pack of cigarettes tn thedr stata i< due to taxes.
The anly problem I can see with this approach tr that we sight aol have enough
prodection capicity to fi11 the orders if swokers do stockpile heavily.
MES: F
cc: Ed Gee
Er\ !G{:Lgarh . "
)] $an il
Earo‘!y& Levy ’{h
1] Ha,v\sr Y
Karen Hfller .o
John Tindall
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fnished studying a Katlone] Bureau of Econasic Research
working paper entitled "The tffect of Governmant Requlation on Tesnage ... ¢ ~%-.'
.o Seoking,"* -In the paper the authqrs extnine the {apact on teenage smoking <2 y
of (1) the excise TiX Ont cigarettes, (Z) the FCC Fairnese Doctrine {4.e. the ° )

anti-smoking commercials), tnd (3] the cigirette advertising bea. This {s by
far the best study I have read concesaing the effects of the ami-sooking -~ - A
~eonmerciels. and the only study-Binav of that attempts to_deteratne the 7. i)
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-2 price elastfcity of cigarettes among d{fferent groups. B Legy oz
N - . . M . T S N ¥4
_‘%‘.’.’. Gecause of the quality of the work, the prestige (and cbiectivity) of the ~ ,;;-:, o
O KBER, and the fact that the excise tax on dglret:es has not dtmged th nearly R
bty 30 years, 1 think we need to Take serfously their statesent ehar °.. 17 futere - P
X redugtiens in _Puch smoking are desfred, an incresse in the Federal excise tax 2% -
i {s & potent ey to accomlish this gotl,® Qiven that a further reduction Sy
N in youth smking [S the goal of auny pressure groups and Federd] agencies, and it * Lt
Sl that the goal af balancing the Federd) budget through budget cuts seems | ... < ~a. "
Rt SN {nereasing elusive, [ think we Cdn expect an incresse in the excise tax on =+ . -

o, clgarettes, prodably within u yeur. - T R T ¢
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: There are other things that lead re ©0 beliave thit there will de increases in

s the Federal excise taxes on bath cigarettes and aleoholic baverages: g.) It 'n";_': .

S ;.. can be argued that excise taxes ara ‘voluntary" taxes in that gﬁmnt then -0
< 5. can be arofded by vefrataiag frox purchasing the product, and that therefore .',r:j_(;{;_

o e

~£ir " increasing excise taxes daes mot reduce discretfonery tacomas, (2) Both ="' ...
I C;glrettes and alcoholde beverages have lou price elasticities, so the ¥ .7 AT

-, additfonal taxes can be passed oa to the consumcr with 1{ttle adverse effect .
s ot the fndustries, (3) Prices of cigareties and alccholéc baverages (as .0 7L -
- measured by the Coasumer Price Iadex) have {ncreased sore slowly than peices . o - o
generally, (4) Excise texes contrituted only 5.0 percent %o tatal Federal ‘3&.: P

'::_--’-“':-:-.'- revenuei it 1980, down from 8.1 percent (n 1970 and 12.5 pertent in 196G, %
Tt (8) & 25 geccent tnerease 18 the exclse texes o cigarettes wd alcaholic . & -
a beveriges would reduce the Fadersl detfcit by over twa Billton dllers, yet _:,__’_ol'r-f, o

. have & minisal «ffect on the Concumer Price Index, Given the curremt price .-
. of gasoline and the ctate of the mitooobile fndustry, 1 &0 nat tatnk Tt 8 S
. " wauld be pelitically feasidble to rafse excise taxes on cars o gesoline, B -~s',.' rete
{ think clgarettes 8ad alegholic beverages are fair gaoe for {ncreaged taxas. ,_\L-'gf,.‘_',
. .. ‘. L S R T . I
- . L. NP - el e et te d\.-"'!.‘.:':"-"k”dh‘xzf
T T *The paper is & part of the KBER‘s veseareh peogran in Heslth Ccenamics ad aidd
7 was suppacted by grants froe the National Scienca Foundation to the KBER and 3
< from the Xationa! Center jor K2elth Services to the Aew dersey Medical Schesl. £
‘o -_t The authars are Eugene M. Lewit, Office of Primery Health Care Educatian, Rew i
Lo - Jersey Medical Schoo); Oyuglas Coate, Degartaeat of Seononics, Hewrk celtece
aage .. ©f Arts snd Sciences, Rutgers University; end Richeel Grossren Oepartment of
P Econemics, City Univeesity of New York raduate Sdioo};. 2.8 -
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oy e Sone of the f{indings reparted fa the paper are 25 follows: A0

B ~..{vl:.f:,_ ecanoaic groups,

Tal s Yere

sackers,

g behavior,

A
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. shack to the wunderlyd

+ aired, but that
7 teenage smoking r
| .in the shsence of

\ ‘my findings that r
_of Physicians and Su

esume the '

teenagers.
-1,2, which means

o [ TSalasticity for teenagers
g eeaamd dn price would
- -y ‘tesnagers.

a8 Lewit and Coate,

- found that smoking by young adults 28 to 24 {s oxch
1'% gore responsive to price than smok{ng by aldev adults,
Vo _consistent with the hypothesfs mentioned
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" Host resazrchers, nysell included, have caleulated that the best estd
T of the price elasticity of clgarettes e
1 fncresse $n the retatl price of cigarettes w1l cause a decliine
s B\ 0f about four percent 1n cigirette tales,

AL T “that price elastfcifles are different for different demagr
Kot s e.g., that price - 1
FRLNTTT the higher {ncome groups and on the alder and therafcre more habituated iy
S T than on other smikers. Becduse of

ig data, this has resained unt{l novw strictly 2
! this paper, however, hive used the results of L Tt
e & Examinat for Survey of the Ketfonst Center for Health Statistics, end have -
ey radeonstructed an elegant Tongitudine} and cross-sectionsl

This hts made it possible for them to caleulste the
- < price elasticity for teendgers

price elastfcity of Tigtrettes for
The a.utt;ors conclude ‘that the anti-smoking cdc.zneccills

2 ] Uand early 1970's, pcrﬁcuawly fn the $1rst year fn wh

the trend reasserted itself

emafned ot @ Tower level thin would have
the anti-gmoking comerclels.

andoas shocks, gsuch 48 the report of the Royal College

ecns, the Readers Digest articles

of the Surgeon General, hive befef effects, and that sa

upward trend, but more

authors alsa coaclude that the cigarette advertising bam hed & relatively
minor effect in discourgging teenige :

The wmost. fepordant finding,
company, 15 thelr calcyulation of the
They calculate that the saoking participation e
, that & ten percent facrease
‘would .lead to a decline of 12 perteat in the nugber of teendg
.would otherwise begin to ?‘“i't
s =1.4,

tead ta & 14 perceat decline in cligarette consumotfon by .

K This §s {n contrast to the aforementfoned -0.4 elasticity
“for the total smoking pepulation,

o
s .

ey S Wi kR o

{s sbout 3.4, 1.e. that a ten

Many of us have hypothesized %
dc or socto-
tncreases would have less effect on
the leck of relfadle <5
othesis. sthors of . °

e 1966-1970 Health = ' “.:

nodel of teenage -

ad compare it with the gensrally asccepted
the tatal swok {ng population. - .
represented 8 v ;
ey 1960's . . €250
e i lening vatr, aithough -
o) law ar, aithou -
e {:ea't.he cisg
This {s consfstent with

rd trend in teenage smokin

and the reports
es subsequently
siowly and from & lower base, The

srok ing. o L AL PV PP NC

‘the one of greatest significance {0 the
price elasticity of cigarettes amang
Lst‘l,c.ity s
{n. the price of cigarettes - ;
ors m PR )
Their calcotatfon of the quantity smoked .o
which peans that a ten percent increase
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The authors concede that dne reastn for the large price elasticities thay ... 7% -t
AT, found mwng teensgers i3 that the elasticities fncorpovate {ncowe effects and . 4o
e gybstitution effects, 1.e., crosseelasticities, This, of course, {s true of
3 5.5 Syfrtually a1l eslculations af ?riu clasticities. " As & resuit of sose of the
.2 retatfonstips 1 discovered while mkln? on my repord on teensgs swoking,* i
o/ am faciinad to belfeve that crost-elasticities we perticularly {important in
HETLe  the cese of teenagers. Asong teenagers the prevalence of cigarette swking {s
! highly correlated with {acome (from aither ailoyances or working) while there
. {s no statlar correlstion betweed ssoking prevaience and fncome 4rong aduits. “i.if
" Yeenage smoking pravaiencs &ppaars to have begun to decline mng boys &t - v
about the time af the high teentge unesployment rates of the edrly 1970's, at
which time the smoking prevaleace amag girls was still tacreasing, ad it {8 -~
e males who would be most 1ikely to feel the fmmact of unemployment. Further- -
dre, it was awong the older boys that the declfne was greatest, and, wain, UG

__’;,., o one would expect that the older buys would feel the {mpact of wetplayneat more
TX5L7 than the younger ones, | Y .. P e i
. =7 - .-_Q;--. - . -, - * <~ .‘_ ‘ “o““

“ ') R4th regard tothe swbstitution effects, or cross-elasticities, 1 think the
T most fsportant substituticn effect {5 with gasoline, In my study, [ found .-
. hat the cumslatfve seok{ng {ncidence swong boys fn 1976 was saut the saee LT
o SR ts in 1979 up to the age of 16, hut past the age of 16 (the age st which many .
way s - of them would have access to- 8 car), the 1979 incidence wac sybstantially . .74

4. - below that of 1976, Coas{der also that in 1967, far cae dollar, & teenager ..
L cayld buy twa gallons of gasoline and & pack of cigarettes. As recently as
- 1978, 1f tesnage incomes kept pace with inflatioa, the tame parchisiag power
O would still buy & pack of cigarettes and two gtllons of gasoifne, With . ..
sl fncédme continuing to ncrease with faflation, this was no um}ec possible - -
Yoo far the 1979 teenager, and the 1980 tewag«r could not even affard the two
At gallons of gasaline, 1 think {t 1s more haa coincidental that the sharpest

o7+ [deciines 1n smaking prevalence smong tetsage males oceurred in 1979 and 1880,
Ml the years tn which the price of qesoline rose most sharaly. When it comes to
.+ -1 & cholce between swoking clgerettes or cruising zround in his car, the &verdge
tesnage male would probably choose the latter. If this cross-elasticity between
garettes and gasoifme is, lndeed, related to the decline in smk{ng prevalence
aong teenagers, we would expect to see some mderation {n the rate of decline

fn smoking ameng boys when the 1981 data beceme avatleble, "~ -.- AT
.'-.‘ A . s ,.:‘\J‘.‘..-n._ C-."\."-._, o -
¥ T ln any event, and for whatever reason, it {s clear that price has a pronounced
T, feffect on the smoking prevalence of teenagers, snd that the gotls of reducing
-5 | teenage smoking and balancing the budget would both be served by increasing
e Federal excise tax on cigarettes, It s worth quoting the authors soae-

. what extensfvely on one pafnts “Such z policy (facreasin the Federal excise
-tax] mgy elsc be an effective way to eurd the detecimental (sfc) health effects
. of smaking: 1n the long run without substantially harming: the cigaretie Andustry
{n the short run. Since Twch and young adult price elasticitfes are such _ +° -0
larger than adalt price e asticities wirile adult smokers accoum for the bulk .
. (of cigarette. sales, & substantial excise tax increase would substantially

~e -
e e

L , Cler I S
' *rfoung Smokers: Previlence, Trends, Imptications, and fRelated Demographics,”™
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The T what would be expected fn the shsence of such
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Wt Tate 1960's and early 19
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Seplembec 27, {982

T0: Mr. P. E. Calyan
FROM: ™Ms., D. S, Burraws

RE; HARKSTING IMPLICATIONS OF THE NBER MODELS

‘The attached eemo suanar{zes the findings of the Natlonal Bureau of Economic
Reaeacgch on the relative price sengitivity of sge/sex groups, per your request.

A key finding (s thet younger sdult males are highly sensitive to price. This
suggeats that the steep rise {n prices expected §n the coning montha could
threaten the long tecm vitality of the industry, by dTying up tne supply of
vev/younger slult saokers entering the market. It could also undereise the

loag Tauge growth patentfal of brands which rely on tev/younger amokers,
including Marlboro and Xewvpore,

There ia no resson to aseuume that price teakes the {dea of rmoking less
appealing Co younger adulta, But price may create a barrier which prevencys
that appeal from developing 1uto su ongoing cholce to become a smoker.

RJR hae an o rtunity to break this price dbarrier with s dbrand targetsd to
younger adult usles, the most sens{tive group. 1hree spproaches are possible:

1. A gew younger adult msle brand vhish offers {magery combined with
lowar price.

2. A latger, econouy gize pack of a nev or existing brand.

3.

Marketing "half-packe® {10's or 12'2) ¢f a uew or exipting younger
asdult male brand, Lo addfitfan to 20's.

1 recommend aarketing “half-packs” because:

e Half-packa are a legical size for begincer smokers.

smokets, their rate will double (ox more).
carry this gaia over to the brand’s 20's.

A8 nature
Bezand loyalty would

Younger smokersa geem wmore seneftive te cash outlay than cost per
cigarette. (Othervise they would buy csrtons, aot packs.)
Half-packa could raduce comewmera’ 232% cutley by 10-50% versue
braanded 20's. Generic 20's anly offer a 16% lower cutlay.

Low price would not 1mply a “cheap brand~ wor reguize sacrifices in
unit profit, marketing support, or qualily.

Newport 10'a ere showing up in regular outlets (not just veunding),

suggeating Lorillard may aleo be eware of this younger adult price
seasitivity.

DS8/c¢ch —- §/25/82
Code: 5.21
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Half-packs targered to younger adults are not likely co achieve a large marke:
share theaselves:

new smokers accouat for perhaps 1% of che market in a given
year. But this is the percent Marlbtoroc has compounded for 2§ years. RIR's
loag tem ifavestment could pay off as handsomely,

Perhaps the half-pack {dea could also be explored as 2 way to addreas the

price sensitivity among older adults.

The young and the o0ld have two things
in cotmon:

they have lower incomes and ave light smokers.

Dy

Diane §. Burrows
MARKETING DEVELOPMENT DEPARTMENT

DSB/ch

ccs Hr. J. R. MHoore
Hr. J. R. Hribar
Mr. W. W. Doten

Mr. R. A. Davis
MDIC

DSB/ch — 3/22/82 -
Code: S5.21
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QEHZBAL COMMENTS ON SHORING AXD ABALLH

In uhinking xbout =mokieg and hesleh, the firsy hily (hal
comes ta cumes tO Giind ie preduet liebility. Yet.,
intecaationslly, this has not vet becoae the fapua thbt 13
has bere and, frepkiy, I don'b s4s that there is wath we ctn
add &c & digsruasion of this point, Clearly, 1t 1s of the
gravest concern Yo a1l of us giuce 1t pUBUE @ potentisi

ehreos Lo she entixe Aandunlyy hn ool plaves. Ax 1 axv it.

the best help we ckn offer i¢ ta ma¥a Aaubly feresin (3,

I W

4o nothing overseid thas 4eepardizes what is going on here.

ghare ave, though, other gpckiq and health iusves that we
oxn, ar@ do, work OR. Rexae I am referring to the impact that
Use weukdm; ana healcR de:;u'.e ag havihg On taxation, on
garkesing freadoas, o9 prbldc emoking, snd mard racangly o0
passive seaking, We 4w uorxiﬁg o all these iseues
somavhere ko Che world apd cur oppreaches Aopand on Lbe
specifles s? each place.

©f wil THE DOMCOINEg TNETE 15 ope - tEXFLION - LHAIT piaTmwa ES
tha mnsr. While oarvating vratpiobione K paklic and
pRBESIVE emoXxing o eepTeEsS volume, in our experience taxation
drprexsas At puch more eevarsly . tar eoncern £or taxetisn
is, therefare, ceneral to cur thinXing abcut swoking =t
tegkbn., It Uas histottéan? peen the vxed O whigh we tave
devetec Gt rcyourses vod for Lhe fosepenoble futeve, T

think thAIUQS Wwill stay #har wasy alans: evarywhare.
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