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October 18, 1993

S>AM 0CT271W5

Dear Mrs. Clinton:

The provision penalizes companies which produce products for export 
in the U. S., and could force manufacturers to move even more of 
their manufacturing capacity offshore, resulting in the loss of good 
paying, high-tech American jobs, a reduction in the purchase of 
domestic grown tobacco, and a increase in the balance of trade 
deficit.

Mrs. Hillary Rodham Clinton 
The White House
Washington, D. C. 20500

It is still unclear what the impact of the content provision will be. 
I, along with a substantial number of my colleagues, believe the 
domestic content provision will have an adverse impact for tobacco 
growers.

I am concerned about my 10,000 constituents who work in the 
manufacturing facilities of Reynolds Tobacco Company and American 
Tobacco Company. I am concerned about my 14,000 farm families that 
grow tobacco in my district. I am concerned about the hundreds of 
thousands of people that depend upon the $8 billion that tobacco 
contributes to North Carolina's economy.

of tfje Sniteb ^>tate£
of Keprmntatfoesi

Mlagljington, JBC 20515

I appreciate your considering the hardship that will be placed upon 
tobacco workers and growers in the Southeast. But I want to clarify 
my position. Any assumption by the Administration that an increase 
in the tobacco excise tax, of any amount, is acceptable to a majority 
of Southeastern Democrats because of the adoption of the domestic 
content provision is wrong. The enclosed correspondence, which was 
sent to the President, makes clear the position of 26 Southern 
Democrats.

During your testimony before the House Ways and Means Committee, you 
mentioned the Administration's sensitivity to the economic burdens 
placed on tobacco growers by higher excise taxes. You explained that 
the adoption of the domestic content provision in the reconciliation 
package was encouraged by the White House to help ease the burden of 
the upcoming cigarette tax increase.
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Mrs. Clinton, it is unfair to single out one commodity and one region 
of the country to pay for a national health care program. I look 
forward to working with you and the President to achieve a reasonable 
and fair solution.



September 28, 1993

Dear President Clinton:

/

President William Jefferson Clinton
The White House
Washington, D.C. 20500

Mr. President, we would like to work with you and the First Lady on the specifics of the 
plan before it is sent to Capitol Hill. In that regard, we request the opportunity to meet 
with you as soon as possible. We must ensure our constituents that the plan is balanced 
and equitably financed.

We believe, however, that a critical element is missing. That element is "fairness." 
Experience dictates that support of the plan will hinge on the voters’ perception that the 
plan is fair for all Americans. As you indicated, financing the plan will rely solely upon 
two sources of new taxes: an Increased tax on tobacco products and a surcharge on 
large corporations who choose to retain their existing self-funded health care plans. 
While polls show that support exists for increasing tobacco taxes, we are certain that 
those polled do not realize the tax will fall disproportionately on people who live in one 
region of the country, the Southeast. Be assured that the 681,000 people engaged in the 
production, manufacture, and sales of tobacco products who live in our states and . 
Congressional districts and whose livelihoods are being jeopardized do not view an 
unreasonable tax as fair.

Congress of tfje Sniteti States
of &epregentatitiesi

SBasfnngton, 20515

We commend you for stepping forward and providing the much-needed and long-awaited 
leadership to overhaul the nation’s health care system. We agree that the system’s 
current condition warrants extensive examination by Congress. Many of us have urged 
past Administrations to undertake the effort that you and the First lady have started. 
The six guidelines that you presented on Wednesday night - security, simplicity, savings, 
choice, quality and responsibility - are fundamentals embodied in legislation that many 
of us have sponsored.



With kindest regards, we are

Sincerely yours,
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Congressional Signatories

H. Martin Lancaster Steve Neal

Eva M. Clayton L. F. Payne

W. G. Bill HefnerPete Peterson

Sanford Bishop, Robert ScottJr.

Melvin Watt David Price

Norman Sisisky Charlie Rose

Tim Valentine Rick Boucher

Tom Barlow John Spratt

James Clyburn Scotty Baesler

Bart Gordon Nick Rahall

Alan Mollohan Don Johnson

Owen PickettLeslie Byrne

Butler Derrick Bob Wise
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today to release k letter to CMn?on

alfoho1 beverage industry over who should be hit with

wholesale beer distributors’ spokesperson when told of the 
letter: ’’Wow." Accordincr to an ant i-alcohol 1 chH-u-i o+' mn

****-'' Liie over aauxtronal taxes on
alcohol beverages, featuring some of the most powerful and

abuse; A liquor tax will not avoid hurting low and middle income 
working Americans; a liquor tax will not meet any standard of 
fairness; A liquor tax will not promote economic growth; A liquor 
tax will not be politically viable.” Conclusion: "What happened 
to the commitment to protecting the middle class, tax fairness

Z-17 "resulting Bureaucracies willstifle innovation;” and that premium caps will cause companies to

. managing.”

8

and job creation?” (9/12).

*7 BUSINESS AND INDIVIDUALS! HOW REFORM WILL AFFECT THEM 
xHE EEAHS: Among the fears of business leaders are that 

they’ll gxve up control over health care benefits without" 
_c°srs;” that ’’resulting bureaucracies will

spend more time "beating the price ceilings than ..

Karen Ignagni: ”We’re bullish about the opportunities in
5Ut Want tO be adequately compensated so we can 

deliver adequate care” (George Anders, 9/14).
RE^0B1M ACTIVISTS: Citizen Action’s Ira Arlook: 

Clinton s commitment to universal coverage and health care cost 
svstP° “ aohl?Ye?«* in reforming our health care

.k J he.als° Citizen Action will continue to
^upport the American Health Security Act. Public Citizen will 
hold a news conference today to release a letter to Clinton fi™ 

sinoii 1,009 grassroots organizations expressing support for a 
single-payer plan (Public Citizen release, 9/14).
oa™ AiS°; The Hea?;th (7ax’e Reform Project will announce its 
campaign for comprehensive reform 9/15 (Project release, 9/10).

*6 ALCOHOL LOBBIES: BATTLING OVER WHO SHOULD PAY SIN TAX 
in theAf?^°irT>JeP0rtS "internecine warfare has broken out
L1? alcohol beverage industry over who should be hit with 
additional taxes" to pay for Clinton’s health plan. Following 

that the WH had decided not to tax beer and wine, 
Distilled Spirits Council of the United States' Fred Meister 
made an unprecedented attack on beer in a letter to Clinton." 
The letter stated: "The fact is that beer, not liquor, is the 
beverage of choice of the young and drivers. ... your proposal 
would perpetuate a 'beer subsidy' that is not rational and that 
sends the wrong message to young people." The reaction of the 
wholesale beer distributors’ spokesperson when told of the 
letter: ”Wow." According to an anti-alcohol lobbyist, "The
health policy people [in the WH] wanted to tax them all bun the 
political people said, 'No way,’ It (beer) is the Democrats’ 
drink.”' POST reports "the battle over additional taxes on 
alcohol beverages, featuring some of the most powerful and 
sophisticated lobbyists in Washington, has been underway behind 
the scenes as the health plan was being devised" and "will be one 
of the major sideshows in the fight over health care” (Walter 
Pincus, 9/11). The Distilled Spirits Council had a four-page 
advertising supplement in the N.Y. TIMES. The header: "The 
administration's proposed liquor tax fails on every sound public 
policy principle, what are they trying to achieve?" it includes 
an open letter on health reform from Meister and "the facts:” "a 
liquor tax will not raise anywhere near the revenue estimated; A 
liquor tax will not deal with the serious problem of alcohol 
abuse; A liquor tax will not avoid hurtincr low and 

"President

1l,.a “5or in r.fo^ing our beaAh
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easier to swallow" (Mike McNamee/Susan 
WH estimates that in '94 an individua

USA TODAY
reports that the Wn "dispatched" Treasury Sec. Lloyd Bentsen 9/13 
to give a speech to the Nat'l Restaurant Assn. — "a group 
hostile to mandatory employer-paid coverage" — in an attempt to 
"quell their uprising." Bentsen: "In the restaurant, business, 
you should be competing on taste, on value, on service. You 
don’t want your competitive edge to be, 'My steak is a dollar

9

businesses already pay 9 s^ o?

pay 13.5%." EBRI’s
BUSINESS WEEK: 

political control
of the

--—w u<Sf 'My steak is a dollar
less because I don’t offer workers health care insurance.'" USA

9Co!ng' ?oL:£Teo££siS 's

niii ?f payroll on premiums to Labor

fcayr?11 — and the smallest firms that insure p- 
william Custer: "who's going to fill the gap?" 
"Business's fears of regulation, price lids and 1 
of the health system may strip the final product

Rotions’ The result could be an Rx for health care 
that business would find easier to swallow" (Mike McNamee/Susan 
Garland, 9/20). Based on WH estimates that in '94 an individual 
policy would average $1,800 and a two-parent family $4,200, the 
employers 80% contribution would come to $1,440 and $3,360 
respectively. "Those figures would not change" if the'"worker 
chose a cheap or expensive plan" (AP/ARKANSAS DEMOCRAT GAZETTE,

THE BIG: Under the header, "Companies Fret Over Controls, 
Increased Costs," W.S. JOURNAL reports that "after working more 

yearS tO con^r°l health costs, big employers that have 
led health reform face new government rules that could tie their 
hands. Business coalitions ... [which] have pioneered the 
collective-purchasing strategy at the heart of Clinton's health 
reform plan will likely be forced out of business if certain 
features of the proposal become law." And revamping ERISA "could 
subject major companies to a confounding array of new sta^e 
regulations" (Ron Winslow, 9/13). A second JOURNAL article 
titled, "No Immunity: Changes to Hit Every Size Firm," reports 
that the plan takes away "many motives to self-insure, such as 
the avoidance of state-mandated health benefits" and increased 
regulations and it "gives a host of incentives for employers to 
]oin the alliances, including subsidies." Also, "the likelihood 
the ERISA exemption will be weakened may help discourage big 
companies from going it alone" (Greg Steinmetz, 9/13).

THE SMALL: Under the header, "Small Business Sees Burden 
Getting Lighter," the JOURNAL reports "for many small businesses, 
saddled with escalating health care costs," Clinton's package 
"comes as an unexpected windfall." While some owners worry over 
unclear tinancing mechanisms and increased bureaucracy, "many 
business owners say the provisions of the plan might actually 
offer them significant relief from the costs they are paying now" 
(Udayan Gupta/Jeanne Saddler, 9/13). L.A. TIMES reports that 
among the "targets" of the "no more free lunch" approach to 
reform "are small businesses that do not provide health 
insurance. ... Not surprisingly, those groups have already 
declared war on the plan" (David Lauter, 9/11). USA TODAY
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"The plan could be a mixed blessing for 
in the workplace," the W.s. JOURNAL

sign up for tax-deferred medical savings accounts; 
immediately" since "many companies are installing

“ ’ r 1 "* B MrXA w* ■ ’ A * w .A. All CA 'Cb CJ |r

AP/DEMOCRAT-GAZETTE figures that the annual costs for individuals
T.Zf-dt 1 r! A tfl E.l rt _____ J______  _ Au a „ „ > a -

10

I security" if they 
up paying more, and

------ the uninsured, part-time 
workers, small business employees, workers near or in retirement, 
the disabled, the unemployed, dependent students, and independent 
contractors. Boxed text in the article suggests "What to Do Now" 
for employed individuals who are likely to see "increasing 
deductibles, co-payments, and the percentage of premiums 
employees have to pay for medical coverage" rising: make 
doctor/dentist appointments this yeai* as your costs "will almost 
certainly increase next year, and some coverage may be cut back,- 
sign up for tax-deferred medical savings accounts;’file claims 
.immediately" since "many companies are installing cutoff points 
... if you don’t file in a timely manner;” and make sure you are 
covered and don't need prior approval before seeking "costly 
care" (Ellen Schultz/Georgette Jasen, 9/13). WASH. POST: 
"Employers of housekeepers, nannies, cooks and other domestic 
workers ... would also have to pay a share of their workers' 
health insurance premiums under the current version." The. plan 
"apparently will treat families who hire domestic workers like 
small businesses," regairing them to pay 80% of their workers' 
premiums if they are full-time employees and proportionately less 
for part-timers (Albert Crenshaw, 9/14). Using the wh estimates, 
AP/DEMOCRAT-GAZETTE figures that the annual costs for individuals 
would he $60 under a $1,500 plan, $260 under a $1,700 plan, $360 
under a $1,800 plan and $660 under a $2,100 plan (9/11). 

COMMENTARY: BOSTON GLOBE columnist Thomas Oliphant:
"Mandate, schmandate. Of all the health care absurdities being 
spread around here by the status quo's shameless defenders, none 
is more preposterous than the false alarm that more than a 
million people could lose their jobs. ... The truth is the ... 
Clinton plan constitutes a luscious opportunity for a minority 
now at a competitive disadvantage (small businesses that offer 
their workers no health insurance) ... to join the more
Competitive majority (those that do have health coverage)" 
(9/12) .

THANKS: The WH’s "Health Care Reform Today" points to the
Oliphant column and the W.S. JOURNAL article "Small Business Sees 
Burdens Getting Lighter." WH: "What's interesting to note ... 
is that in the sama JOURNAL article, (NFIB VP John] Motley never 
talks about whether or not it would be good for his members ... 

that it's too 'radical.' We believe his members will think 
different, when given an opportunity to review the plan" (9/14).

*e AUTOMAKERS: UAW TALKS CENTER ON CO-PAYS AND DEDUCTS
In the final hours of contract negotiations between Ford and

the UAW, union officials are resisting the automakers' demands to
make workers pay more for health coverage (see AHL, 9/9).

THE INDIVIDUAL: "'"Thl ’Si 9/1^ '

people already covered in the workplace, - &Jn 
writes. Although "they would gain increased 
switched or lost their job, "they could end i 
facing new restrictions." JOURNAL predicts that under reform, 
the workplace's winners will include: the uninsured, part-time 

small, business employees, workers near or in retirement.



This marker identifies the place of a publication.

Publications have not been scanned in their entirety for the purpose 
of digitization. To see the full publication please search online or 

visit the Clinton Presidential Library’s Research Room.

This is not a presidential record. This is used as an administrative 
marker by the William J. Clinton Presidential Library Staff.

Clinton Presidential Records 
Digital Records Marker
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Myth:

Reality:

i

Of those who the tobacco industry states sell tobacco products at the 
retail level, few depend exclusively on the sale of tobacco products?

TOBACCO, HEALTH AND JOBS 
MYTHS AND REALITIES

2.3 million jobs in the United States depend on continued tobacco consumption 
at current levels.

1.6 million of these jobs have no involvement with growing, 
warehousing, manufacturing, supplying or selling tobacco products; that 
is, they are not in and do not serve the tobacco industry.2 3

Much of what has been written about the impact of health measures designed to 
discourage tobacco consumption on jobs in the tobacco industry is patently false. More 
tobacco growing and manufacturing jobs have been lost over the past decade as a result of 
actions by tobacco manufacturers than because of health measures such as excise tax 
increases.

Of the 2.3 million jobs claimed by the tobacco industry to depend on tobacco, 
only-259,6161, or 11%, are actually involved in growing, warehousing, 
manufacturing or wholesaling tobacco products.

American 
Heart 
Association

Another popular misconception is that Price Waterhouse has issued a report projecting 
the number of jobs that will be lost if tobacco taxes are increased. It did not. Price 
Waterhouse has produced a projection of the economic impact of tobacco on the economy. 
Projections of the impact of an increase in the federal tobacco tax on jobs are entirely 
the work of the Tobacco Institute.

Does the greatest threat to workers in tobacco manufacturing and growing come from 
government mandated health measures, like the proposed increase in the excise tax on 
tobacco products? Will a substantial tax increase devastate tobacco workers or the tobacco 
growing region? The answer is no.

"The Economic Impact of the Tobacco Industry on the U.S. 
Economy," Price Waterhouse, 1992.

0

2 Price Waterhouse, 1992.

V CANCER 
SOCIETY*

3 "Economic Impact of Tobacco on the Economy," Price 
Waterhouse, 1990.
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Mvth:

Reality:

Tobacco Manufacturing Jobs5 Have Decreased By 29%:

The Number of Tobacco Farms6 Have Declined by 23 %:

U.S.

1985
1992

1982
1992

1983
1991

The number of cigarettes manufactured in the United States increased 
during the 1980s due largely to growth in the export market.

667.00 Billion
695.00 Billion

The primary cause of job loss over the past decade has been decisions by 
manufacturers and not government mandated health measures. Declines in manufacturing 
result from increased mechanization. Declines in tobacco growing are caused by the 
increased use of imported tobacco by American manufacturers.

However, even as cigarette production rose, both manufacturing and farming 
jobs have been lost.

Jobs in tobacco growing and manufacturing have declined over the last ten 
years because health concerns have caused decreased tobacco production.

Number of Cigarettes Manufactured 
in the United States4

Cigarette production has actually increased over the past decade but tobacco 
related jobs have fallen dramatically due to actions taken by the major 
manufacturers.

179,000 tobacco farms
137.000 tobacco farms 
42,000 fewer tobacco farms

68,700 jobs
49.100 jobs
19,600 jobs lost

5 "Labstat Series Report," Bureau of Labor Statistics, 
Department of Labor, January 1993.

4 "Tobacco Situation and Outlook,", U.S. Department of 
Agriculture, 1992.

6 Womach, Jasper, Congressional Research Service, 1985,
1992; Grise, V., "Economic Importance of the U.S Tobacco 
Industry," Tobacco Situation and Outlook, April 1991.
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Myth:

Reality:

Myth:

Reality:

Over the past decade, tobacco manufacturer profits and revenue have risen 
dramatically while farmers have not shared in their prosperity.

The financial health of the tobacco farm economy rises and falls in unison with 
the tobacco manufacturing sector.

An increase in the tobacco tax will significantly affect only a fraction of the 
jobs the Tobacco Institute says are at risk and will create many new jobs. 
Few jobs will be lost and many lives will be saved.

Between 1980 and 1991 the tobacco farmers’ share of the retail 
tobacco dollar fell from 7% to 3%, while the tobacco 
manufacturers’ share rose from 37% to 50%.8

Two-thirds (or 1.6 million) of the jobs which the Tobacco Institute says 
are dependent on tobacco and, therefore, at risk, are not in the tobacco 
industry and thus unlikely to be affected by a tobacco tax increase. 
The same is true for the jobs of those who sell tobacco at the retail 
level or supply materials to the industry, because only a fraction of 
their business depends on tobacco.

Between 1982 and 1991, tobacco manufacturers’ revenue rose from $13 
billion to $32 billion; the IRS reports that between 1981 and 1987 
tobacco manufacturers’ net income (profit) rose from $2.3 billion to 
$4.4 billion. At the same time, the tobacco crop value to farmers 
actually decreased.7

An increase of one to two dollars in the tax on tobacco products will result in 
the loss of hundreds of thousands of jobs in the U.S. economy.

Money not spent on tobacco products due to a tobacco tax increase will 
not disappear from the economy, but will be spent on other goods and 
services, creating new jobs, perhaps as many as may be lost in the 
tobacco industry. At worst, the net effect on the total number of jobs 
will be minimal.

7 "Tobacco Economies: What's Ahead," Agricultural Outlook/
September 1993, U.S. Department of Agriculture, 1993.

8 Grise, V., "The Changing Tobacco User's Dollar," Tobacco
Situation and Outlook, U.S. Department of Agriculture, June 1992.
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Tobacco causes death and disease, which seriously harms the economy. 
A reduction in tobacco use will improve productivity, reduce health 
care costs, and guarantee additional economic activity.

The economic impact of a tobacco tax increase would be fairly small as 
a share of total economic activity even in tobacco growing areas 
because these regions, particularly in North Carolina, have become less 
dependent upon tobacco and more diversified.9

Tobacco industry estimates of the impact of any proposed tax 
increase on consumption are grossly inflated. They also fail to take 
into account recent price decreases and the number of cigarettes 
exported.

There are only 259,616 jobs involved in growing, warehousing, 
manufacturing, supplying, and selling tobacco products. Jobs in these 
fields have declined and will continue to decline even if no tax 
increase is enacted.

9 "Tobacco Economies: What's Ahead," Agricultural
Outlook/September 1993, U.S.Department of Agriculture.
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TOBACCO, HEALTH AND JOBS: AN OVERVIEW OF ARTHUR ANDERSEN’S 
REVIEW OF THE TOBACCO INSTITUTE’S JOB LOSS ESTIMATES

The Tobacco Institute fails to consider thousands of jobs already lost because of actions 
by tobacco manufacturers even without a tax increase.

Arthur Andersen Economic Consulting has reviewed the Tobacco Institute’s estimates of the 
number of jobs that would be lost if tobacco taxes were increased and found the estimate grossly 
inflated and unreliable. The actual number of jobs affected would be a small fraction of the 
number cited by the Tobacco Institute.

Price Waterhouse claims 1.6 million jobs depend on tobacco-related spending; these jobs 
are in sectors or the economy that have no relation at all to tobacco.

American
Heart
Association

The Tobacco Institute also does not account for the significant price reductions on 
cigarettes in the past few months, which would partially offset any price increases from 
tobacco taxes.

i

The Tobacco Institute measures the impact of a price increase using a formula
inconsistent with research and experience in the U.S. and other countries. The actual
decrease in tobacco use will be smaller.

The Tobacco Institute’s estimates are based on the fraudulent concept that money not 
spent on tobacco products because of a tax increase will not disappear from the economy. 
In fact, this money will purchase other goods and services, creating comparable 
employment and business opportunities outside the tobacco industry.

Although the Tobacco Institute used a 1992 study by Price Waterhouse as the source of the 
predictions in its reports, the Institute’s dire conclusions are not warranted. Arthur Andersen 
also finds:

The Tobacco Institute calculations fail to take into account the percentage of American 
tobacco that is exported. Tobacco produced for other countries will not be affected by 
a U.S. tax increase.

The number of jobs dependent on tobacco is far fewer than the 2.3 million claimed by 
the Tobacco Institute. Only 11 percent, or 259,616, actually involve growing, 
warehousing, manufacturing, or wholesaling tobacco products.

Nowhere in either the Price Waterhouse or Tobacco Institute reports are the lost
productivity and health care costs caused by tobacco consumption included. The
government conservatively estimates these costs at $68 billion per year.

AMERICAN
V CANCER

SOCIETY’
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Price Waterhouse claims 1.6 million jobs depend on tobacco-related spending; these jobs 
are in sectors or the economy that have no relation at all to tobacco.

The Tobacco Institute also does not account for the significant price reductions on 
cigarettes in the past few months, which would partially offset any price increases from 
tobacco taxes.

The Tobacco Institute fails to consider thousands of jobs already lost because of actions 
by tobacco manufacturers even without a tax increase.

American
Heart
Association

The Tobacco Institute measures the impact of a price increase using a formula
inconsistent with research and experience in the U.S. and other countries. The actual
decrease in tobacco use will be smaller.

The Tobacco Institute’s estimates are based on the fraudulent concept that money not 
spent on tobacco products because of a tax increase will not disappear from the economy. 
In fact, this money will purchase other goods and services, creating comparable 
employment and business opportunities outside the tobacco industry.

Although the Tobacco Institute used a 1992 study by Price Waterhouse as the source of the 
predictions in its reports, the Instimte’s dire conclusions are not warranted. Arthur Andersen 
also finds:

The Tobacco Institute calculations fail to take into account the percentage of American 
tobacco that is exported. Tobacco produced for other countries will not be affected by 
a U.S. tax increase.

The number of jobs dependent on tobacco is far fewer than the 2.3 million claimed by 
the Tobacco Institute. Only 11 percent, or 259,616, actually involve growing, 
warehousing, manufacturing, or wholesaling tobacco products.

0

Nowhere in either the Price Waterhouse or Tobacco Institute reports are the lost
productivity and health care costs caused by tobacco consumption included. The
government conservatively estimates these costs at $68 billion per year.

AMERICAN
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VSOaETY*



t AMERICAN LUNG ASSOCIATION®

Coalition on Smoking OR Health

0

o

0

o

o

o

o

o

TOBACCO, HEALTH AND JOBS: AN OVERVIEW OF ARTHUR ANDERSEN’S 
REVIEW OF THE TOBACCO INSTITUTE’S JOB LOSS ESTIMATES

Arthur Andersen Economic Consulting has reviewed the Tobacco Institute’s estimates of the 
number of jobs that would be lost if tobacco taxes were increased and found the estimate grossly 
inflated and unreliable. The actual number of jobs affected would be a small fraction of the 
number cited by the Tobacco Institute.

The Tobacco Institute fails to consider thousands of jobs already lost because of actions 
by tobacco manufacturers even without a tax increase.

Price Waterhouse claims 1.6 million jobs depend on tobacco-related spending; these jobs 
are in sectors or the economy that have no relation at all to tobacco.

American
Heart
Association

The Tobacco Institute measures the impact of a price increase using a formula
inconsistent with research and experience in the U.S. and other countries. The actual
decrease in tobacco use will be smaller.

The Tobacco Institute also does not account for the significant price reductions on 
cigarettes in the past few months, which would partially offset any price increases from 
tobacco taxes.

Although the Tobacco Institute used a 1992 study by Price Waterhouse as the source of the 
predictions in its reports, the Institute’s dire conclusions are not warranted. Arthur Andersen 
also finds:

The Tobacco Institute’s estimates are based on the fraudulent concept that money not 
spent on tobacco products because of a tax increase will not disappear from the economy. 
In fact, this money will purchase other goods and services, creating comparable 
employment and business opportunities outside the tobacco industry.

The Tobacco Institute calculations fail to take into account the percentage of American 
tobacco that is exported. Tobacco produced for other countries will not be affected by 
a U.S. tax increase.

The number of jobs dependent on tobacco is far fewer than the 2.3 million claimed by 
the Tobacco Institute. Only 11 percent, or 259,616, actually involve growing, 
warehousing, manufacturing, or wholesaling tobacco products.

Nowhere in either the Price Waterhouse or Tobacco Instimte reports are the lost
productivity and health care costs caused by tobacco consumption included. The
government conservatively estimates these costs at $68 billion per year.
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V CANCER
? SOCIETY*



t AMERICAN LUNG ASSOCIATION®

Coalition on Smoking OR Health

0

o

o

o

o

o

o

o

TOBACCO, HEALTH AND JOBS: AN OVERVIEW OF ARTHUR ANDERSEN’S 
REVIEW OF THE TOBACCO INSTITUTE’S JOB LOSS ESTIMATES

American
Heart
Association

Arthur Andersen Economic Consulting has reviewed the Tobacco Institute’s estimates of the 
number of jobs that would be lost if tobacco taxes were increased and found the estimate grossly 
inflated and unreliable. The actual number of jobs affected would be a small fraction of the 
number cited by the Tobacco Institute.

Price Waterhouse claims 1.6 million jobs depend on tobacco-related spending; these jobs 
are in sectors or the economy that have no relation at all to tobacco.

The Tobacco Institute fails to consider thousands of jobs already lost because of actions 
by tobacco manufacturers even without a tax increase.

The Tobacco Institute also does not account for the significant price reductions on 
cigarettes in the past few months, which would partially offset any price increases from 

tobacco taxes.

The Tobacco Institute measures the impact of a price increase using a formula
inconsistent with research and experience in the U.S. and other countries. The actual
decrease in tobacco use will be smaller.

The Tobacco Institute’s estimates are based on the fraudulent concept that money not 
spent on tobacco products because of a tax increase will not disappear from the economy. 
In fact, this money will purchase other goods and services, creating comparable 
employment and business opportunities outside the tobacco industry.

Although the Tobacco Institute used a 1992 study by Price Waterhouse as the source of the 
predictions in its reports, the Institute’s dire conclusions are not warranted. Arthur Andersen 
also finds:

The Tobacco Institute calculations fail to take into account the percentage of American 
tobacco that is exported. Tobacco produced for other countries will not be affected by 
a U.S. tax increase.

The number of jobs dependent on tobacco is far fewer than the 2.3 million claimed by 
the Tobacco Institute. Only 11 percent, or 259,616, actually involve growing, 
warehousing, manufacturing, or wholesaling tobacco products.
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Nowhere in either the Price Waterhouse or Tobacco Institute reports are the lost
productivity and health care costs caused by tobacco consumption included. The
government conservatively estimates these costs at $68 billion per year.
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Dear Ms. Verveer:

Sincerely,

j Association

Fran Du Melle 
Deputy Managing Director, 
American Lung Association

The American Cancer Society, the American Heart Association and the American 
Lung Association, united as the Coalition on Smoking OR Health, strongly favors 
a tobacco tax increase of at least $2 per pack. We believe that the Administration 
has an opportunity of historic proportions to actively support such a substantial 
increase.

Melanne Verveer
Deputy Assistant to the President and
Deputy Chief of Staff to the First Lady 
The White House
Washington, DC 20500Fran Du Melle

American Lung Association

The attached National Cancer Institute report, "The Impact of Cigarette Excise 
Taxes on Smoking Among Children and Adults," provides additional strong 
support for the view that a major tobacco tax increase is much more than a 
revenue-raiser: it could save about 2 million lives. Such a tax increase is a 
critical step toward reforming our health care system, since it would represent a 
major preventative health measure.

T
American
Heart
Association

1150 Connecticut Avenue, NW, Suite 820, Washington, DC 20036 
Telephone: (202) 452-1184 FAX: (202) 452-1417

Counsel

Matthew L. Myers
Asbill, Junkin & Myers

Administrator - Federal Issues

Joy Silver Epstein

Legislative Advisory Council

American Academy of Family Physicians 

American Academy of Pediatrics 
American Association for 
Respiratory Care

American College of Cardiology 

American College of Chest Physicians 

American Public Health Association 

American Society of Internal Medicine 

Association of State and Territorial 
Health Officials

March of Dimes Birth Defects Foundation 

National Coalition of Hispanic Health and 
Human Services Organizations (COSSMHO)

Administrator - State Issues

Peter Fisher

Scott D. Efallin

We look forward to working with you in the weeks and months ahead. Please do 
not hesitate to contact the Coalition or any of its members for further information 
on this issue.

Alan C. Davis
Chair,
Coalition on Smoking or Health 
Vice President, Public Issues
American Cancer Society

Coalition on Smoking OR Health
August 27, 1993

Steering Committee

Alan C. Davis, Chairman 
American Cancer Society

Scott D. Ballin 
American Heart Association

: LUNG ASSOCIATION
® The Christmas Seal People ®
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•Scott D. Ballin 
Vice President, 
Public Affairs 
American Heart
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New U.S., Canadian Reports Show Higher Tobacco Taxes Save Lives, Protect Children

*

*

■ MORE -

American
Heart
Association

For Release:
Wednesday, August 25, 1993

That low income Americans - who have the highest smoking rates, suffer from 

the highest rates of diseases caused by smoking, and have the least access to 

health care and smoking cessation services -- would be as likely as, or more likely 

than, other groups to stop smoking in response to higher tobacco taxes.

Washington, August 25 - A report released today by the National Cancer Institute 

(NCI) concludes that a major increase in the federal tax on cigarettes may be the single 

most effective way to quickly and substantially reduce smoking among children and 

adolescents, as well as adults. This report, together with a recent Canadian government 

study reaching similar conclusions, provides a major boost to the campaign for a $2-per- 

pack increase in the federal tobacco tax being led by the American Cancer Society, the 

American Heart Association and the American Heart Association, united as the 

Coalition on Smoking OR Health.

That children and teenagers are at least as sensitive to price changes as adults. 

Thus a tax increase is expected to provide equal or greater health benefits to 

young people than to adults.

AMERICAN 
V CANCER 

CATIETV"

The NCI report, "The Impact of Cigarette Excise Taxes on Smoking Among 

Children and Adults: Summary Report of a National Cancer Institute Expert Panel," 

includes the consensus statements of a 26-member expert panel of health economists and 

other health experts convened by the NCI in November 1992. The panel reviewed the 

body of evidence on the health and economic effects of raising tobacco taxes, and 

reached consensus on the following points:

Phil Wilbur, ACS 
202/546-4011 
Curtis Allen, ACS 
404/329-7920 
Joe Marx, AHA 
202/822-9380
Diane Maple, ALA
202/785-3355

0 LUNG ASSOCIATION*
The Christmas Seal People •
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That even greater health benefits will be achieved by combining tobacco tax 

increases with a comprehensive tobacco control program that includes other policy 

interventions, the use of mass media, education of children, and help for smokers 

who want to stop.

That tobacco taxes must be increased regularly to maintain the public health 

benefits of the tax.

The Coalition on Smoking OR Health was formed in 1982 by the American 

Cancer Society, American Heart Association and American Lung Association to more 

effectively inform federal legislators and other public officials about the health 

consequences of tobacco use. The three health organizations represent more than six 

million volunteers throughout the United States.

"These reports confirm that a $2-per-pack tobacco tax will save more lives, and do 

more to improve the health of our nation, than any single health measure I can imagine," 

said Alan Davis, chairman of the Coalition on Smoking OR Health and vice president for 

public policy of the American Cancer Society. "This is the one tax that the American 

people and Congress support, because they understand it is about saving lives, not just 

raising revenue. This tax is really an integral part of reforming our health care system." 

A Gallup survey release by the Coalition in May 1993 showed that 73 percent of 

Americans support a significant increase in tobacco taxes.

Note to Editors: The Office of Cancer Communications, National Cancer Institute Press 

Office, may be reached at (301) 496-6641.

The Canadian government also has weighed in with its own report, "Tobacco 

Taxes and Consumption," documenting Canada’s success in reducing smoking among 

children and adults by raising tobacco taxes above $3 per pack. Canada’s tobacco taxes 

have reduced smoking among teenagers by about 60 percent over the past decade, and 

have helped Canada reduce tobacco consumption at twice the rate of the United States. 

(Information on, and copies of, the Canadian report are available from the Coalition on 

Smoking OR Health.)
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Please note: the data point on page 6, figure 3, for Greece should be 0.90 U.S. dollars per pack.
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Coalition on Smoking OR Health

August 18, 1993
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Dear Ms. Verveer:

Significant findings from the report include:

*

*

*

American 
Heart 
Association

Tobacco taxes do save lives: Tobacco taxes have caused 
substantial short-term and long-term reductions in tobacco use in 

Canada.

Melanne Verveer
Deputy Assistant to the President and

Deputy Chief of Staff to the First Lady 
The White House
Washington, DC 20500

Tobacco taxes are a reliable revenue source: Even at tax levels 
in excess of $2 per pack, the most recent tobacco tax increases 
in Canada are generating substantial new revenue for the 
Canadian Government, despite the dramatic decline in 
consumption. This fact should lay to rest unfounded concerns 
that tobacco tax revenue in the U.S. could begin to decline at $2 

per pack.

Tobacco taxes most affect children: The greatest reduction in 
tobacco use brought about in Canada has been among young 
people, who are more sensitive to price changes in tobacco 
products than adults, according to all indications in the analysis 
conducted by the Department of Finance.

Fran Du Melle
American Lung Association

Counsel

Matthew L. Myers
Asbill, Junkin & Myers

1150 Connecticut Avenue. NW. Suite 820, Washington, DC 20036 
Telephone: (202) 452-1184 FAX: (202) 452-1417

Administrator - Federal Issues

Joy Silver Epstein

An official report just released by the Canadian Department of Finance 
provides powerful support for the view that a $2-per-pack health tax on 
tobacco products in the United States would raise substantial revenue 
for health care reform and save countless lives. This report details the 
enormous benefits Canada has realized by raising federal and provincial 
tobacco taxes from U.S. levels in 1982 to an average of about $3 
(U.S.) per pack today, benefits which the U.S. also can realize if we 
raise our tobacco tax as recommended.

Steering Committee

Alan C. Davis, Chairman 
American Cancer Society

Scott D. Ballin 
American Heart Association

Legislative Advisory Council

American Academy of Family Physicians 

American Academy of Pediatrics 
American Association for 
Respiratory Care

American College of Cardiology 

American College of Chest Physicians 

American Public Health Association 

American Society of Internal Medicine 

Association of State and Territorial 
Health Officials

March of Dimes Birth Defects Foundation 

National Coalition of Hispanic Health and 
Human Services Organizations (COSSMHO)
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Administral
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Sincerely,

Alan C. Davis
Chairman
Coalition on Smoking OR Health 
Vice President for Public Issues 
American Cancer Society

Fran Du Melle 
Deputy Managing Director 
American Lung Association

August 18, 1993
Page 2

Finally, the Canadian report illustrates the importance of raising tobacco taxes on all tobacco 
products (including smokeless tobacco products) to an equivalent level to discourage mere 
substitution of one harmful tobacco product for another.

We look forward to working with you to make a major health tax on tobacco products an 
important part of health care reform in the United States.

Scott D. Ballin
Vice President for 
Public Affairs
American Heart Association
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CONSUMPTION
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LEGAL OR DOMESTIC CONSUMPTION

I
I ILLICIT CONSUMPTION

I
I EXPORTS

I
I DOMESTIC SHIPMENTS

I
EXPENDITURES

I
I DEMAND FOR CIGARETTES/FINE-CUT TOBACCO

I
I SMUGGLED TOBACCO

Smuggled tobacco is equivalent to the term illicit tobacco.

I

Expenditures refer to the total value of a product purchased and is equivalent to 
multiplying the price of the product by the quantity sold.

The paper focuses on many aspects of the interaction between price, tax and 
consumption. In an effort to make the material more reader friendly, brief descriptions of 
the various terms associated with consumption which are used in the paper are provided 
below.

Consumption refers to the total quantity of a specific product purchased by a consumer. 
The paper makes a distinction between legal and illicit tobacco (e.g. the legal tax-paid 
consumption of cigarettes and illicit cigarettes) and considers these as two different 
products.

Legal or domestic consumption refers to the quantity of tax-paid tobacco purchased in 
Canada.

The demand for cigarettes or fine-cut tobacco is equivalent to the fully-taxed domestic 
consumption of that product

Illicit consumption refers to the quantity of tobacco purchased in Canada which has either 
been illegally imported into Canada or obtained by some other illegal means and on which 
tax has not been paid.

Exports refer to the quantity of tobacco which is manufactured in Canada and subsequently 
shipped to a foreign country, sold in duty-free shops, sold as ships’ stores, or sold to 
diplomats on a tax-free basis.

Domestic shipments refer to the quantity of tobacco which is manufactured and sold 
tax-paid in Canada.
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how do tax increases affect the demand for tobacco products?

I to what degree are fine-cut tobacco and cigarettes substitutes?

I are younger Canadians more price sensitive than older Canadians?

I
I

The purpose of this evaluation is to examine the issues discussed above. 
Specifically, it will address the following questions:

In the recent past, there have been significant changes in the level of tobacco 
taxes. Since 1980, federal excise levies (both the excise tax and the excise duty) have 
increased by over 550% while provincial levies have risen by more than 500%. These tax 
increases led to higher prices which, in turn, affected consumption. Since the total tax 
revenues received by both federal and provincial governments depend upon the rate of tax 
and the level of tax-paid consumption, policy makers should have an understanding of how 
taxes affect tobacco prices and the relationship between price and quantity consumed.

During the latter half of the 1980’s and continuing into the 1990’s, the 
quantity of tobacco products exported from Canada increased dramatically. At the same 
time, there has been a large increase in the amount of illicit tobacco, particularly goods 
originating in Canada, seized by Customs at the border and inland by the RCMP. These 
recent trends suggest that smuggled tobacco has become an important substitute for the 
fully-taxed product.

The total quantity of tobacco products consumed in Canada is determined by 
two important decisions. First, an individual decides whether or not to smoke and, second, 
the smoker determines the quantity to be consumed. Studies have shown that over 75% of 
adult smokers made their initial decision to smoke before they turned 21. Other studies 
have found that teenagers are more sensitive to price changes than are adults. Given the 
habitual nature of smoking, price changes which deter teenagers from starting to smoke 
should have a greater, long-term effect on total consumption than the associated change in 
the quantity consumed by existing smokers.

Complicating this analysis is the fact that tobacco products are sold in a 
variety of forms such as cigarettes, fine-cut tobacco (which includes tobacco sticks), cigars, 
pipe tobacco, chewing tobacco, snuff and plug. To a certain degree, consumers treat these 
products as substitutes for each other. However, the two that are the most closely related 
are cigarettes and fine-cut tobacco since the latter can be used to create a "very good" 
substitute for the former. Hence, the change in the price of one may well affect the 
consumption of the other.
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Many academic studies have attempted to determine the price elasticity for 
tobacco and for cigarettes in particular. A review of these studies provides useful insights 
into the type of analysis and relevant data necessary to estimate the current price elasticity 
of demand in Canada. The estimated initial effect of a change in price on consumption, or 
the short-run price elasticity of demand, ranges from -0.3 to -0.4 in Canadian studies and 
from -0.22 to -0.49 in U.S. studies. The estimated final effect of a price change on

That is, the evaluation focuses on the interaction of taxes and tobacco consumption. 
Consequently, the evaluation does not consider such issues as the social costs of smoking; 
the health effects of smoking; the social costs of tobacco smuggling; or the notion of an 
optimal level of tax. The data used in the study covers the period beginning in 1968 and 
ending in 1991 and the findings are primarily based on these data.

Cigarettes represent more than 90 per cent of total tobacco expenditures in 
Canada. From 1968 to 1981, tax-paid cigarette consumption (as proxied by domestic 
shipments) grew by 2.8 per cent per annum. However, since 1981, tax-paid cigarette 
consumption has declined steadily by an average of 5.2 per cent per annum. As this 
decline has coincided with important tax and price increases, there appears to be a 
correlation between the price and quantity of tax-paid cigarettes consumed.

and, to what extent have recent tax increases affected the market for 
smuggled tobacco products?

Tobacco products bear several taxes, both federal and provincial, including 
three product-specific levies and as many as two types of sales tax. Currently, taxes 
represent about 75% of the final price paid by consumers. Essentially, the higher the share 
of taxes in the final retail price, the greater the influence of a given percentage tax change 
on the retail price and, in turn, on the quantity consumed. The relationship between price 
and quantity changes is measured by the price elasticity of demand which is defined as the 
percentage change in consumption which would occur given a one per cent change in 
price. For example, a price elasticity of -0.4 would imply that a 10% increase in the price 
of cigarettes would lead to a 4% decline in consumption.

Fine-cut tobacco (roll-your-own) comprises a large majority of the 
non-cigarette tobacco expenditures in Canada. In contrast to cigarettes, tax-paid fine-cut 
consumption declined slightly from 1968 to 1981 (2.9 per cent per annum), increased 
significantly between 1981 and 1988 (7.7 per cent per annum) and declined thereafter. 
The most recent decline coincides with significant federal and provincial tax increases on 
fine-cut tobacco. It is interesting to note that there appears to have been no correlation 
between price and tax-paid consumption prior to 1989. Instead, tax-paid consumption 
seems to have been affected by the real price differential between cigarettes and fine-cut 
tobacco. The higher this differential, the more likely were consumers to switch to fine- 
cut.
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consumption, or the long-run price elasticity of demand, falls between -0.57 and -1.5 in 
Canadian studies and -0.3 and -3.14 in U.S. studies. Such diverse results make it difficult 
to ascertain what price elasticity should be used in determining the final impact of a tax 
change on government revenues. Consequently, this paper develops a model which 
provides an elasticity estimate that takes into account current market conditions.

Second, the price elasticity of demand for cigarettes tends to be more 
inelastic in the long-run (-0.7) than in the short-run. This result could arise if smokers 
initially react to a price increase by either reducing the amount they smoke or quitting 
altogether. However, over time the habitual nature of tobacco consumption catches up with 
many of them and they return to their past consumption levels.

Although the overall demand for tobacco is an aggregate of the demand for a 
variety of products, cigarettes and fine-cut tobacco together account for more than 95% of 
the total quantity consumed in Canada. Thus, most of the demand for tobacco can be 
explained by estimating a demand function for cigarettes and fine-cut tobacco. The actual 
quantity consumed may be influenced by a number of factors which include: own price; 
the price of substitutes; population; education; social class; cigarette advertising; 
anti-smoking publicity; health consequences; smoking bans; and the degree of addiction. 
Unfortunately, some of these factors cannot be observed while others cannot be quantified 
reliably. As a result, the models used in this study include variables reflecting own price, 
disposable income and the price of substitutes. With respect to the latter, the recent 
emergence of smuggled tobacco products is captured in the models by including the real 
level of tax as a proxy for the savings associated with switching from a legal to an illicit 
product.

The empirical results support several conclusions. First, the price elasticity 
of demand for tax-paid cigarettes changes through time. For example, in 1991, the 
observed short-run value is -0.9 - that is, a 10% increase in the real price of cigarettes 
would lead to a 9% decline in consumption. This value is significantly higher than results 
reported in previous Canadian studies where estimates range from -0.3 to -0.4.

Third, there is a significant degree of substitutability between cigarettes and 
fine-cut tobacco. Since 1980, both price and tax increases have led to an increase in the 
real price differential between cigarettes and fine-cut tobacco. As a result, some smokers 
have switched from cigarettes to the cheaper alternative. In fact, it is estimated that a 10% 
increase in the price of cigarettes would lead to a 13% increase in the sales of tax-paid 
fine-cut tobacco.
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In order to assess the potential level of smuggled tobacco products, two 
additional models were developed to try to explain changes in Canadian tobacco exports 
over time. The first, the natural rate model, attempts to explain the supply of exported 
tobacco to legitimate markets to meet the demand created by Canadians travelling abroad. 
However, this model fails to explain the recent surge in the level of exports. A second 
model was therefore formulated which augments the supply to legitimate markets by 
incorporating variables which attempt to capture the influence of smuggling. Specifically, 
these variables include the real level of tobacco taxes in Canada, which should be 
proportional to the profits realized by smugglers, and a proxy for the expected cost of 
being caught smuggling.

In an effort to account for the apparent substitution from tax-paid to 
smuggled tobacco products, the real level of taxes was included in the domestic 
consumption models. The empirical results indicate that the real level of taxes has had an 
important influence on tax-paid consumption over the last few years. However, the models 
provide only an indication of the reduction in tax-paid consumption caused by the 
substitution and not the consequential change to the level of smuggled tobacco products.

The question of whether tobacco price increases affect younger people more 
than adults has not been addressed in many studies. In order to gain some insight into the 
price sensitivity of younger Canadians, a simple analysis was carried out to determine how 
the proportion of smokers among teenagers and adults is affected by the real price of 
tobacco. In all cases, the results showed that younger Canadians are, indeed, more 
sensitive to price changes than adults. That is, recent tax increases have led to a reduction 
in the number of teenagers who start to smoke and this will have a long-term effect on 
total tobacco consumption.

One of the goals of tobacco taxation is to discourage younger people from 
taking up smoking. In the 1991 Federal Budget, the Minister of Finance, the 
Honourable Michael Wilson, stated that "our national strategy to reduce tobacco use 
addresses all aspects of the problem of tobacco consumption. In particular, it is aimed at 
discouraging young people from beginning to smoke. ... Studies show that tobacco taxes 
are particularly important in discouraging younger Canadians from smoking". Given this 
goal, an evaluation of tobacco taxation should try to ascertain whether younger Canadians 
are affected more than others by a tax increase. As tax increases affect individuals through 
the consequential change in the retail price, the question is whether younger Canadians 
have a higher price elasticity of demand than adults.

The quantity of cigarettes and fine-cut tobacco exported from Canada 
increased very substantially between 1985 and 1991. For example, cigarette exports grew 
by over 440%. These increases in exports coincided with significant tax increases. There 
was also a large increase in the number of seizures of illicitly imported tobacco products 
indicating that smuggling had become a problem in Canada.
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All of the models can be used to assess the implications of the market for 
smuggled tobacco on government revenues. For instance, it is found that the existence of 
the market for smuggled tobacco cost the federal government anywhere from $555 million 
to $695 million in foregone revenues in 1991. However, it is important to realize that 
these revenue losses could only be recovered by the total elimination of smuggling at 
prevailing tax rates, which would likely be impractical given the long border between 
Canada and the United States. In addition, increases in enforcement entail additional costs 
which would reduce the potential increase in revenues. Therefore, the revenue losses 
should not be viewed as revenues which could actually be realized.

The empirical results of this smuggling model reveal that a 10% increase in 
the level of real tobacco taxes in Canada would lead to at least a 10% increase in the level 
of tobacco exports -- an amount which would appear to be destined for the smuggling 
market. In addition, the results indicate that the level of smuggling is influenced by the 
expected cost of being caught. That is, an increase in either enforcement at the border 
(number of searches) or the associated level of fines would result in a reduction in the 
level of smuggled tobacco.

The simulations are also used to estimate how tax-paid tobacco consumption 
and the associated federal revenues were affected by the 1991 budget. In fiscal year 
1991/92, tax-paid cigarette consumption would fall by about 28 million cartons while tax- 
paid fine-cut tobacco would decline by 3.2 million 200 gram tins. As a result, the tax 
increase would provide an extra $945 million in revenues from cigarettes and $105 million 
from fine-cut tobacco in that fiscal year for a total revenue gain of $1,050 million. This 
compares with the original budget estimate of $1,300 million.

The significant increase in the level of federal taxes has led some smokers to 
switch to smuggled tobacco products. It is estimated that this substitution led to a 
potential short-run reduction in tax-paid cigarette consumption of 3.8%. However, it should 
be recognized that there are legal ways to increase one’s consumption of tax-free cigarettes 
by taking advantage of the rules regarding duty-free importations - each individual is able 
to import a carton of cigarettes tax-free after being out of the country for more than 48 
hours. That is, smokers could spend more time outside of the country or encourage friends 
to bring them cigarettes on their return from a foreign trip. These types of importations 
are legal and should not be attributed to smuggling. Nevertheless, the influence of the 
tax variable in the domestic model might be capturing some of the increase in these legal 
importations.

The empirical results of the domestic consumption models can be used to 
• determine the potential impact on tax-paid tobacco consumption of the significant tax 

increase announced in the February 1991 budget. The 30 per cigarette excise tax increase 
resulted in a 27% increase in total taxes which led to a 19% increase in the retail price. 
As a result, it is estimated that tax-paid cigarette consumption would fall by approximately 
16% in the short-run and 12% in the long-run.
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Recent increases in federal tobacco taxes complement the government’s 
comprehensive strategy of reducing tobacco smoking in Canada. The empirical results 
indicate that an increase in the level of tax does lead to a reduction in tax-paid tobacco 
consumption. However, it also results in an increase in the market for illicit tobacco. On 
balance, federal tax increases since 1985 have resulted in a net decline in overall tobacco 
consumption in Canada.

Federal revenues are also affected by changes in provincial taxes and private 
costs. For example, unanticipated increases in both these areas during 1991 led to a 
decline in tax-paid cigarette sales of 13.8 million cartons in fiscal year 1991/92. Similarly, 
there was also a decline in the sales of tax-paid fine-cut tobacco. These quantity 
reductions could not have been incorporated into the federal government’s revenue forecast 
As a result, there was an unanticipated loss in federal revenues from tobacco excise levies 
which amounted to $220 million in fiscal year 1991/92. That is, when all of the changes 
in 1991 are considered, it is estimated that the federal excise revenues from tobacco 
products were almost $470 million lower than expected -- $250 million because of a 
higher-than-expected quantity response and $220 million due to unanticipated changes in 
provincial taxes and private costs.
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Fine-cut tobacco, which is also referred to as manufactured tobacco, is used by smokers to 
"roll" their own cigarettes either with a mechanical device or by hand. It should be noted 
that Statistics Canada includes "tobacco sticks" in their definition of fine-cut tobacco and 
this definition is adopted throughout the paper.

Through time, inflation reduces the real value of a dollar so that fewer goods and services 
can be acquired with that dollar. To account for the influences of inflation, economists 
express values in real terms by adjusting for changes in prices relative to a base year.

The total quantity of tobacco products consumed in Canada is determined by 
two important decisions. First, an individual decides whether or not to smoke and, second, 
the smoker determines the quantity to be consumed. Studies have shown that over 75% of 
adult smokers made their initial decision to smoke before they turned 21. Other studies 
have found that teenagers are more sensitive to price changes than are adults. Given the 
addictive nature of tobacco products, price changes which deter teenagers from starting to 
smoke should have a greater, long-term effect on total consumption than the associated 
change in the quantity consumed by existing smokers.

Tobacco products are sold in a variety of forms including cigarettes, fine-cut 
tobacco, cigars, pipe tobacco, chewing tobacco, snuff and plug. To a certain degree, 
consumers treat these products as substitutes for each other. However, the two products 
that are the most closely related are cigarettes and fine-cut tobacco since the latter is a 
very good substitute for the former. Hence, a change in the relative price between 
cigarettes and fine-cut tobacco should have an influence on the consumption of both 
products.

During the latter half of the 1980’s and continuing into the 1990’s, the 
quantity of tobacco products exported from Canada has increased dramatically. At the 
same time, there has been a large increase in the quantity of illicit tobacco products, 
including goods originating in Canada, seized by Customs at the border and inland by the 
RCMP. These recent trends suggest that smuggled tobacco products have become an 
important substitute for the legal product

In the recent past, there have been significant changes in the level of tobacco 
taxes. From 1980 to 1991, the level of taxes, expressed in real terms1, increased by 
250 per cent for cigarettes and 520 per cent for fine-cut tobacco2. These tax increases led 
to higher prices which, in turn, changed consumption patterns. Since the total tax revenues 
received by both the federal and provincial governments depend upon both the rate of tax 
and the level of tax-paid consumption, an understanding of how taxes affect tobacco prices 
and the relationship between price and quantity changes is important for policy-makers.
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The purpose of this evaluation is to examine the issues discussed above. 
Specifically, it will address the following questions:

and, to what extent have recent tax increases affected the market for 
smuggled tobacco products?

Chapter II provides background data which illustrate the changes in the 
tobacco market. Chapter III contains a survey of the literature pertaining to the demand 
for tobacco. Chapter IV’ develops a model for tobacco demand in Canada and Chapter V 
presents the associated empirical results. Chapter VI assesses the price sensitivity of 
teenagers versus adults. Chapter VII sets out models which can be used to quantify the 
market for smuggled tobacco products and presents the associated empirical results. 
Chapter VIII assesses the consequences of selected tax changes on federal tax revenues 
based on the results presented in earlier chapters. The final chapter presents the 
conclusions.

To answer these questions, it is necessary to quantify the factors which determine the 
demand for tobacco products. That is, the evaluation focuses on the interaction of taxes 
and tobacco consumption. Consequently, the evaluation does not include such issues as the 
social costs of smoking; the health effects of smoking; the social costs of tobacco 
smuggling; or the notion of an optimal tax rate. The data used in the study cover the 
period beginning in 1968 and ending in 1991 and the findings are primarily based on these 
data.
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Federal Taxes
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I Prior to January 1, 1991, tobacco products were subject to the federal sales tax.3.

I 4.

I In the case of raw leaf tobacco, the tax is payable by the tobacco packer.5.

I

The excise duty is levied on cigarettes and other tobacco products as they are produced. 
Prior to 1991, the duties were remitted to the government on a daily basis. However, since 
January 1991, manufacturers are allowed to remit the duties on a monthly basis.

A useful starting point in evaluating tobacco taxes is to review the historical 
trends in consumption, prices and taxes. The purpose of this chapter is to provide this 
background information. To that end, section 2 gives a general description of the taxes 
which are applied to tobacco products by both the federal and provincial governments and 
highlights significant changes through time. Section 3 discusses the major components 
which make up the price of a carton of cigarettes and 200 grams of fine-cut tobacco. 
Section 4 describes movements in the legal consumption of cigarettes and fine-cut tobacco 
in Canada and notes recent changes in Canadian tobacco exports. The final section 
presents historical data on federal excise tax and duty revenues from various tobacco 
products.

Excise duties are levied under the Excise Act as fixed amounts per unit on 
tobacco products manufactured and sold in Canada. The duty is imposed on production 
and is payable by the manufacturer1'5. While on the surface it would seem that imported 
tobacco products escape the excise duty, it should be noted that imports are subject to a 

Unlike most goods purchased in Canada, tobacco products are subject to as 
many as five different commodity taxes. The federal government levies an excise duty 
and/or excise tax along with the goods and services tax (GST). All provincial/territorial 
governments impose a product-specific tax and, in some cases, include tobacco products in 
their sales tax base.

At the federal level, all forms of tobacco products sold in Canada are subject 
to an excise duty. In addition, an excise tax is applied to these products with the 
exception of raw leaf tobacco. Imported tobacco products also face customs duties based 
on the country of origin. Finally, all tobacco products are subject to the GST.3 *



I
I

- 4 -

I
I
I
I
I
I
I
I
I
I
I
I
I6.

I7.

I
I* The tables and graphs discussed in this chapter are at the end of the chapter.
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Under the Canada-U.S. Free-Trade Agreement, the tariffs applicable on tobacco products 
imported from the United States are being phased out.

Taxpayers whose average monthly excise tax liability is in excess of $1 million are required 
to make payments on a semi-monthly basis. Taxes due on transactions during the first 15 
days of each month must be remitted by close of business on the last business day of the 
month while taxes collected during the remainder of the month must be remitted by close 
of business on the 15th day of the following month. This system of remittances was 
introduced in April 1988. Prior to that date, excise taxes were remitted monthly based on 
sales in the previous month.

Excise taxes are imposed under the Excise Tax Act as fixed amounts per 
unit of tobacco product except for the excise tax on cigars which is ad valorem. Unlike 
excise duties, they are imposed on both domestically produced and imported tobacco 
products. In the case of domestic products, the tax is levied at the manufacturers’ level at 
the time of sale. Imported products are taxed at the time of importation. The government 
generally receives the associated revenues on a semi-monthly basis or about three weeks 
after the time of sale.* 7

Over the last thirty years, the federal government has relied on three forms 
of tax to collect revenues from tobacco products -- sales taxes, excise taxes and excise 
duties. Over this period, the only major change to this structure has been the replacement 
of the 19% FST with the 7% GST. However, despite this change in the tax structure, the 
government ensured that the final price paid by consumers remained the same by adjusting 
the level of the excise tax. Consequently, the federal government neither gained nor lost 
revenues from tobacco products as a result of the change.

Of course, as Table 2.1* shows, the rates of tax have been changed many 
times in the last thirty years - especially since 1980. Starting in April 1981, the 
government introduced a system of automatic indexation where the excise levies (taxes and 
duties) were adjusted annually based on changes in the consumer price index for tobacco

customs duty which comprises the normal tariff and a component, referred to as a customs 
duty offset, equivalent to the excise duty.

The federal government also imposes a sales tax on tobacco products under 
the Excise Tax Act. Prior to 1991, the federal sales tax (FST) was imposed on an ad 
valorem basis on the manufacturer’s price including the federal excise duty or on the duty 
paid value of imported goods. In January 1991, the FST was replaced with the GST 
which is imposed at every stage in the production and distribution chain. As businesses 
are allowed to claim an input tax credit for the tax paid on their purchases, the GST is 
equivalent to a retail sales tax charged on sales to final consumers.
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The Price Structure of Tobacco2.3I
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Initially, the levies were to be adjusted quarterly. However, industry concerns prompted a 
change to an annual system of indexation.

The intitiative also included legislation to ban tobacco advertising and prohibit smoking in 
federally controlled workplaces. Moreover, publicity campaigns were launched which raised 
the public’s awareness of the health hazards of smoking and tried to dissuade teenagers 
from smoking.

products.8 *-’ The indexation system was abolished in the 1985 budget but not before the 
federal levies had risen by more than 55%. Since 1985, all subsequent changes have had 
to be approved by Parliament. As part of the federal government’s comprehensive strategy 
of reducing tobacco smoking in Canada10 and to raise additional revenues. Parliament has 
approved several significant tax increases since 1985. As a result, the total excise levies 
on cigarettes, for example, have increased by 318%.

The increase on September 1, 1984, was based on the total consumer price index as 
recommended by the Task Force on Alcohol and Tobacco Tax Indexation.

As with the federal levies, provincial levies have risen considerably in recent 
years -- by over 500% since 1980. Moreover, it is interesting to note that the cumulative 
increase in the average provincial levy in Canada since 1968, as shown in Table 2.3, has 
been over 2,400% which is significantly higher than the almost 700% increase in the 
federal levies. In contrast, the increase in the general price level (CPI) over the same 
period was just over 330%. Consequently, the provincial share of the retail price increased 
from 12.4% in 1968 to 34.5% in 1991.

It is clear that both federal and provincial taxes have increased significantly 
since 1968. However, consumers do not directly observe all of the taxes associated with 
tobacco products. Rather, they base their consumption decisions on the final price. 
Consequently, it is important to understand the relationship between tax and price changes. 
Figure 2.1 provides the composition of the average retail price of a carton of cigarettes in 
the month of December for each year from 1968 to 1991 in terms of federal taxes, 

In all provinces, tobacco products are subject to a specific tax which is 
levied on a per unit basis. At the end of 1992, the level of tax on a carton of 
200 cigarettes ranged from a low of $13.00 in Ontario to a high of $21.00 in 
British Columbia. In addition, all provinces other than Prince Edward Island, Alberta and 
British Columbia apply their retail sales tax to tobacco products. Moreover, there are 
differences in the provincial sales tax base. Newfoundland, Nova Scotia, New Brunswick 
and Quebec include the federal GST in their base, while the other provinces do not. 
Recent provincial tobacco tax and sales tax rates are shown in Table 2.2.
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While Figure 2.1 provides a picture of how each of the retail price 
components has changed through time, it fails to illustrate the relative importance of these 
changes. Consequently, Figure 2.2 shows the contribution of each component to the 
ultimate percentage change in the retail price. With the exception of 1974, retail price 
changes in the 1970’s were primarily caused by increasing private costs and provincial 
taxes. Since that time, changes in the retail price have largely been caused by federal and 
provincial tax increases.

Private costs comprise the manufacturer’s price and associated distribution margins (i.e. 
retail and wholesale) and can be calculated by deducting all applicable taxes from the final 
retail price.

While Figures 2.1, 2.2 and 2.3 describe what has been happening to the price of cigarettes, 
a similar story can be developed for other tobacco products. Table A1.2 in Appendix 1 
illustrates this point as it shows what has happened to the price structure of fine-cut tobacco 
through time.

Clearly, tax changes play a major role in changes to the retail price of 
cigarettes and other tobacco products12. For this reason, determining the impact of tax 
increases on total government revenues requires a good understanding of the relationship 
between the retail price and consumer demand. The purpose of this section is to look at 
what has happened to domestic consumption over time and to compare changes in 
quantities to the real price of tobacco and the real level of taxes. In addition, the 
emerging problem of tobacco smuggling is examined through a consideration of changes in 
Canadian tobacco exports.

An alternative way of considering the components of the final price is to 
calculate the share of the retail price which goes to either level of government in the form 
of taxes and the share received by the manufacturer, wholesaler and retailer. To that end. 
Figure 2.3 provides the composition of the retail price of cigarettes expressed as percentage 
shares. It is interesting to note that increases in provincial taxes and private costs during 
the 1970’s led to a decline in the federal share from a high of 50.1% in 1968 to a low of 
28.7% in 1984. Over the same period of time, the provincial share increased from 12.4% 
to 33.8% while the share of private costs remained fairly steady. The federal government 
significantly increased its taxes in 1985, 1989 and 1991 and this raised the federal share to 
39.9%. In contrast, the private share declined to 25.6% while the provincial share 
increased marginally to 34.5%.

provincial taxes and private costs11. Specifically, the figure shows that, in nominal terms, 
the retail price has increased from approximately $4.50 in 1968 to just over $47.00 in 
1991.
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There are no available data on the quantity of tobacco consumed. Therefore, domestic 
shipments are used as a proxy for domestic consumption. For a more detailed discussion 
see chapter IV.

Since smoking is not prevalent among people 14 years or younger, the total population to 
which the number of smokers is compared is limited to those aged 15 and over.

The total domestic consumption of cigarettes should be closely related to the 
number of people who smoke. Just as the level of domestic shipments of cigarettes has 
declined, so also has the number of smokers. Figure 2.6 illustrates that the percentage of 
the population who smoke* 14 decreased from approximately 50% in 1965 to 32% in 1989. 
This reduction is presumably due to factors such as price increases, smoking bans and anti­
smoking publicity. The decrease is even more marked among younger people (Figures 2.7 
and 2.8). For example, the proportion of teenaged females (i.e. between the ages of 15 
and 19) who smoke declined from a high of 48% in 1974 to 24% in 1991. In contrast, 
the proportion of adult women who smoke dropped from 38% in 1974 to 31% in 1991.

Fine-cut tobacco comprises a large majority of the non-cigarette tobacco 
consumption in Canada. Figure 2.5 shows that domestic fine-cut tobacco consumption 
declined slightly between 1968 and 1981 (2.9 per cent per annum, on average), increased 
significantly between 1981 and 1988 (7.7 per cent per annum) and declined thereafter. The 
recent decline coincides with significant federal and provincial tax increases on fine-cut 
tobacco. Furthermore, with the exception of the last few years, there appears to be no 
correlation between price and domestic consumption. Instead, domestic consumption seems 
to be responsive to changes in the real price differential between cigarettes and fine-cut 
tobacco. The higher this differential, the more likely are consumers to switch to fine-cut.

Cigarettes represent more than 90 per cent of total tobacco expenditures in 
Canada. As is shown in Figure 2.4, domestic shipments” of cigarettes grew by 2.8 per 
cent per annum, on average, between 1968 and 1981 and have declined fairly steadily at an 
average rate of 5.2 per cent per annum since then. The decline in domestic shipments 
during the 1980’s coincided with important tax and price increases (see Table Al.3 in 
Appendix 1). Consequently, there appears to be a strong correlation between price and 
consumption.
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2.6 Summary
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I
I16. The actual data are shown in Table A1.5 in Appendix 1.
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The background information presented in this chapter has provided some 
useful insights. Tobacco products bear several taxes, both federal and provincial, including 
three product-specific levies, the GST, and, in most cases, a provincial sales tax. Over 
time, there have been significant increases in the level of tax on tobacco. For example, 
since 1980, the federal excise levies have increased by over 550% while provincial levies

As Figure 2.9 demonstrates, the quantity of cigarettes exported from Canada15 
increased by over 540% from 1985 to 1991. A similar story is shown in Figure 2.10 
which presents the level of exports of fine-cut tobacco. However, the increase in the level 
of exported fine-cut tobacco products between 1985 and 1991 is even greater than that 
recorded for cigarettes and is steepest in 1990 and 1991. This enormous increase in the 
level of exported tobacco products has coincided with the major tax increases recorded in 
the latter part of the 1980’s and in 1991. In addition. Figure 2.1116 shows that there has 
been a large increase in the seizures of illicitly imported tobacco products over the same 
period. These trends suggest that smuggled tobacco products have become a viable 
substitute for consumers and so any empirical analysis of tobacco demand must address the 
smuggling issue.

Tax revenues are determined by the tax rate and the total tax-paid quantity 
consumed. Federal revenues from the excise duty and the excise tax on cigarettes and 
other tobacco products for fiscal years 1968-69 to 1991-92 are shown in Table 2.4. During 
the 1970’s, nominal revenues from the excise levies increased steadily reflecting a 10% tax 
increase in 1974 and the growth in domestic cigarette consumption. Nevertheless, the 
nominal increase in collections was more than offset by inflation so that revenues actually 
declined by more than 3 per cent per annum in real terms over this period. Since 1980, 
however, federal excise revenues have increased rapidly, both in nominal and real terms, 
and this was particulary true in the latter part of the 1980’s. In fact, the revenues in fiscal 
year 1991-92 are more than 4 times greater, in nominal terms, than in fiscal year 1979-80.

Subsequent to the creation of the data set reported in this paper, Statistics Canada has 
revised its reporting of cigarette exports to include so called "contract" sales. These sales 
represent the exportation of cigarettes where the Canadian manufacturer is acting as an 
agent for a foreign firm. These contract sales have been excluded from the analysis in this 
paper.



I
I

- 9 -

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

17.

I
I

In the absence of backward shifting (i.e. of a tax increase resulting in a 
decline in producer prices)17, the influence of a given percentage change in taxes on the 
retail price and, in tum, the quantity consumed increases with the share of taxes in the 
final retail price. Moreover, historical trends in domestic cigarette consumption show an 
important correlation between price and demand. Clearly, it is necessary to quantify how 
price changes affect the quantity demanded in order to provide reliable forecasts of 
government revenues.

have risen by more than 500%. Consequently, taxes now represent about 75% of the final 
price paid by consumers.

Furthermore, a review of the historical levels of domestic fine-cut tobacco 
consumption and exported tobacco products reveals that the price of substitutes could be an 
important determinant of demand. Specifically, domestic fine-cut consumption appears to 
be strongly influenced by the relative price between fine-cut tobacco and cigarettes. 
Moreover, the dramatic increase in tobacco exports and the corresponding rise in seizures 
indicate that illicit tobacco products have become a viable substitute for their legal 
counterparts.

Theoretically, there is a point at which the share of taxes in the final retail price is so large 
that it makes it difficult for a tax change to be completely shifted backward onto the factors 
of production.
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ITable 2.1

Historical Federal Tax Rates On Selected Tobacco Products I
Excise Duty Excise Tax

I
Effective Date

I
I
I
I
I
I
I
I

1Notes: I
2

I
3

I
I
I
I

11
12
12
12
12
12
12
12
12
12
13
13
14
14
15
15
18
19
19
7
7

The excise tax and duty on fine-cut tobacco were levied on a 
per-pound basis prior to April 1, 1981. The statutory rates have been 
converted to a per-kilogram basis for comparison purposes.

Cigarettes2
$/1,000

Rates are for standard weight cigarettes -- i.e. weighing less than 
1.361 grams.

Cigarettes
$/1,000

1.7600
1.7600
1.9800
1.9800
1.9800 
2.0410
2.2097
2.5502
2.9542
3.0987
3.0987
5.9000
5.9000
6.2540
6.2540
6.5040
6.5040 

11.3040
14.2540
15.2140
35.6480

4.000 
4.000
4.000 
5.000
6.100
6.289
6.808
7.857
9.101
9.547
9.547
9.547
9.547 

10.120
10.120
10.525
10.525
27.475
27.475 
27.475
27.475

5.000 
5.000
6.000
6.000
6.000
6.186
6.696
7.728
8.952
9.390
9.390

19.390
19.390
20.544
20.544
21.376
21.376
21.376
21.376
21.776
51.776

0.770
0.770
0.770
1.100
1.410
1.454
1.574
1.816
2.104
2.207
2.207
2.207
2.207
2.339
2.339
2.433
2.433

15.333
18.333
18.333
18.333

Sales Tax1

All
Products

%

Fine-cut
Tobacco3 

$/kg

Fine-cut
Tobacco3 

$/kg

April 10, 1959 
January 1, 1967 
December 1, 1967 
November 19, 1974 
April 22, 1980 
April 1, 1981 
September 1, 1981 
September 1, 1982 
September 1, 1983 
September 1, 1984 
October 1, 1984 
May 24, 1985 
January 1, 1986 
February 27, 1986 
April 1, 1986 
February 19, 1987 
January 1, 1988 
April 27, 1989 
October 1, 1989 
January 1, 1991 
February 27, 1991

The Goods and Services Tax (GST) replaced the Federal Sales Tax 
(FST) on January 1, 1991.
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I
I
I
I
I
I
I n.a.: Stands for not applicable.

I
I
I
I
I
I
I
I
I

Newfoundland
Prince Edward Island
Nova Scotia
New Brunswick
Quebec
Ontario
Manitoba
Saskatchewan
Alberta
British Columbia

Sales
Tax
(%)

Provincial Tobacco Tax and Sales Tax Rates as of December 31, 1992 
(per 200 cigarettes)

20.56
18.00
13.60
13.60
13.76
13.00 
16.00
16.00
14.00
21.00

Tobacco
Tax
($)

12
n.a.

10
11
8
8
7
8

n.a.
n.a.
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ITable 2.3

I
Federal Levies Provincial Levies Total CPIYear I

CumulativeCumulative Annual Annual CumulativeAnnual

I
I
I
I
I
I
I
I
I
I
I
I
I
I

4.8
1.3
5.2
4.9
9.4

12.3
9.5
5.9
9.4
8.4
9.7 

11.2
12.2
9.2
4.5
3.8
4.4
4.2
4.1
4.0
5.2 
5.0
3.8

0.0
0.0
0.0
0.0
0.0

10.0
0.0
0.0
0.0
0.0
0.0

10.0
11.6
15.4
15.8
4.9

52.8
6.0
4.0
0.0

53.1
0.0

62.2

29.6
0.0

20.0
1.2
0.0
0.0
0.0

57.6
14.9
26.6

6.7
6.3

29.4
25.9
27.2

8.3
17.5
15.8
13.8
12.6
7.6

19.3
23.0

1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

Percentage Changes in Cigarette Excise Levies and the Total CPI Since 1968 
(December over December)

29.6
29.6
55.6
57.4
57.4
57.4
57.4

148.1
185.2
261.1
285.2
309.3
429.6
566.7
748.1
818.5
979.6 

1,150.0 
1,322.2 
1,501.9 
1,624.1 
1,957.4
2,429.6

4.6
6.2

11.6
17.1
28.1
43.8
57.5
66.8
82.5
97.9

117.1
141.4
170.9
195.9
209.2
220.9
234.9
249.6
263.4
277.7
297.3 
317.1
332.9

0.0
0.0
0.0
0.0
0.0

10.0
10.0
10.0
10.0
10.0
10.0
21.0
35.0
55.9
80.5
89.4

189.4
206.6 
219.0 
219.0
388.5
388.5
692.5



Table 2.4

TOTAL EXCISE TAXES AND DUTIESEXCISE TAXESEXCISE DUTIES

Cigars TotalCigarettes Fine-cutFine-cut Cigars TotalFine-cut Cigars CigarettesCigarettes Total

Source: Public Accounts of Canada - Vol. II - Part I, Details of Expenditures and Revenues.

7.0
6.8
6.7
7.0
6.8
6.8
6.5
8.6
8.2
7.9
7.1
6.3
7.7
7.9

11.3
14.5
14.0
15.2
18.9
18.9
18.5

121.7 
106.3 
112.5

17.6
18.1
18.4
18.9
18.6
24.5
19.9
17.0
16.5 
32.0
13.2 
13.0 
13.0
12.3
18.3
21.3
23.1
43.5
49.1
60.2
51.0
56.8
62.1

192.0

4.6
4.8
5.0
4.9
5.2
5.7
6.7
5.5
6.8
5.5
9.0
6.5
6.9
6.2
7.6
7.1
6.7
9.6
9.5

10.2
8.2
8.5

10.2
20.4

24.6
24.9
25.1
25.9
25.4
31.3
26.4
25.6
24.7
39.9
20.3
19.3
20.7
20.2
29.6
35.8
37.1
58.7
68.0
79.1
69.5

178.5
168.4
304.5

1.0
1.1
1.3 
1.2
1.2
1.2
1.1
0.9
1.1
0.9 
0.9
0.9 
0.9
1.0
1.1
1.1
1.4
1.9
1.6
1.6
1.4
1.8
1.7
5.2

5.6
5.9
6.3
6.1
6.4
6.9
7.8
6.4
7.9
6.4
9.9
7.4
7.8
7.2
8.7
8.2
8.1

11.5 
11.1
11.8
9.6

10.3
11.9
25.6

1968- 69
1969- 70
1970- 71
1971- 72
1972- 73
1973- 74
1974- 75
1975- 76
1976- 77
1977- 78
1978- 79
1979- 80
1980- 81
1981- 82
1982- 83
1983- 84
1984- 85
1985- 86
1986- 87
1987- 88
1988- 89
1989- 90
1990- 91
1991- 92

188.7
186.0
204.2
213.2
217.8
226.4
248.8
292.3
306.3
320.5
306.1
324.0
394.1 
454.0
501.6
524.3
560.7 
580.0
532.1
537.1
547.7 

1,171.1
1,246.3
1,014.0

196.7
193.9 
212.2
221.4
225.8
234.4
256.4
301.8
315.6
329.3
314.1
331.2
402.7
462.9 
514.0
539.9
576.1
597.1
552.6
557.6
567.6

1.294.6
1,354.3
1.131.7

281.9
272.9
296.0
306.2
319.3
345.6
340.8
347.0
381.8
341.2
374.4
374.1
406.8
385.1
495.6
508.1
566.5

1,010.7 
1,048.8 
1,190.7
1,100.6

735.9
991.0

1,967.9

304.1
295.8
319.4
330.0
343.1
375.8
367.4
369.5
405.1
378.7
396.6
393.6
426.7
403.6
521.5
536.5
596.3

1,063.8 
1,107.4
1,261.1
1,159.8

801.2
1,063.3
2,180.3

470.6
458.9
500.2
519.4
537.1
572.0
589.6
639.3
688.1
661.7
680.5
698.1
800.9
839.1
997.2

1,032.4
1.127.2
1.590.7
1,580.9
1.727.8
1.648.3
1,907.0
2.237.3
2.981.9

500.8
489.7
531.6
551.4
568.9
610.2
623.8
671.3
720.7 
708.0
710.7
724.8
829.4
866.5 

1,035.5 
1,076.4
1.172.4
1,660.9
1,660.0
1,818.7
1.727.4 
2,095.8 
2,417.6
3,312.0

Fiscal
Year

Federal Government Revenues on Tobacco Products, 1968-69 to 1991-92 
(Millions of dollars)
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I 20. See chapter IV for a more rigorous presentation of these models.

I

In other words, the price variation is derived from the fact that the price of tobacco 
products differs from province to province or state to state.

Price elasticities are generally defined with respect to real rather than nominal prices. That 
is, if the nominal price increased by 10% and the rate of inflation was 10%, then the real 
price of the product remains unchanged. It is generally assumed that this would not affect 
the demand for the product.

There are several model types20 used to estimate the demand for tobacco. 
The simplest form is a "static" model where quantity changes are explained by 
contemporaneous changes in price and income. However, this type of specification does 
not take into account the habit-forming nature of tobacco consumption. Therefore, several 
models of demand incorporating features which attempt to capture tobacco addiction have 
been applied to explain tobacco consumption. The two most common are the partial 
adjustment model and the Houthakker-Taylor model (state adjustment model). Both are 
dynamic in nature in that they include past consumption as a means of capturing the 
addictive nature of tobacco consumption. The only difference between the two is the

Previous studies have used several types of data to estimate the demand for 
tobacco. The most common is time-series where the demand for tobacco is estimated over 
a given time frame based on observed changes in aggregate quantity, price and income. 
Second, there is pooled time-series data where time-series data are obtained for different 
geographic areas, such as by province or state, in an effort to expand the number of 
observations. A third type is cross-sectional micro data where the demand is estimated 
based on individual expenditure data for a given year. That is, tobacco expenditures are 
compared across varying demographic characteristics and income levels with the location of 
the household determining the observed price19.

The background data presented in Chapter II suggest that tax increases have 
played a major role in recent retail price changes and, thus, on changes in consumption. 
However, it is desirable to have a more precise estimate of the relationship between a 
change in price and a change in consumption - that is, the price elasticity of demand. 
Specifically, the elasticity measures the percentage change in consumption given a one per 
cent change in price. For example, a price elasticity of demand for cigarettes of -0.4 
would imply that a 10% increase in the real price18 would lead to a 4% decline in 
consumption. Many studies have attempted to determine the price elasticity for tobacco 
and for cigarettes in particular. Such studies provide useful insights into the type of 
analysis and data necessary to estimate the current price elasticity of demand in Canada.
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The partial adjustment model assumes that there is a "desired" level of consumption that is 
a weighted average of current and past consumption. In contrast, the state adjustment 
model posits that at any given time the habitual nature of smoking can be captured by a 
"stock" or quantity that needs to be consumed to maintain the habit This "habit stock" 
changes through time based on current consumption and the depreciated value of the 
previous period’s habit stock.

The empirical results (in particular, price and income elasticities) vary 
markedly from one model type to another. The results differ further depending upon the 
estimation technique or data set used. In this chapter, the results of selected studies are 
reported to provide a foundation for the analysis to follow. Section 2 considers the 
empirical results associated with the static model. Section 3 reports findings based on the 
partial adjustment model. Section 4 deals with the state adjustment model while section 5 
considers the rational addiction model. Attention is focused on studies carried out in 
Canada and the United States22.

The consumption series is derived from monthly manufacturers’ shipments data. Monthly 
figures are aggregated to construct an annual series, taking into account the assumed one 
month lag between shipment dates and the dates when the goods appear on retail shelves.

The vast majority of empirical studies have focused on cigarette demand since it accounts 
for well over 90 per cent of industry revenues and over 80% of "cigarette" equivalent sales 
(based on one gram of tobacco being equal to one cigarette).

In one of the earliest empirical analyses of cigarette demand using Canadian 
data, Thompson and McLeod (1976) regress per capita consumption23 on the real retail 
price of cigarettes and real per capita disposable income. The demand equation, which is a 
linear-logarithmic specification, is estimated using ordinary least squares based on annual 
data from 1950 to 1973. As the initial results indicated a large degree of correlation in the 
errors, the equation was re-estimated, with a correction for first-order autocorrelation, and 
then for second-order autocorrelation. In each case, the fit of the demand equation was 
good, as measured by the R2 statistic. The results indicate that the price elasticity ranges 
from -0.65 to -0.82 while the income elasticity lies between 0.15 and 0.43.

approach taken to explaining how demand changes over time21. An alternative specification 
is the "rational addiction" model that allows future health consequences, as well as one’s 
past consumption history, to influence current consumption.

Quan (1984) carried out a preliminary assessment of the demand for 
cigarettes for the Department of Health and Welfare. He used pooled provincial data for 
the period 1971 to 1981. The model postulated that per-capita demand is explained by the 
real price of cigarettes, real disposable income and a time trend. The price elasticity was 
estimated at approximately -0.7 and so is consistent with that of Thompson and McLeod.
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Panel data is similar to cross-sectional data except that there are observations for more than 
one year. Consequently, the empirical results would reflect price variation over time.

The empirical results of studies based on aggregate data generally find a 
much weaker sensitivity to price shocks since the total smoking population consists largely 
of adult smokers (18 and over). However, the finding by Lewit, Coate and Grossman 
should not be viewed as inconsistent with these other studies. Rather, it could be the case 
that price increases lead to a decline in youth participation and prompt some adult smokers 
to quit. The remaining smokers continue their habit largely unaffected by the change. As 
a result, the measured aggregate elasticity of demand is quite inelastic.

The authors measure smoking both in terms of participation (whether the 
youth is a current smoker25), and quantity consumed (number of packages of cigarettes 
smoked daily). Given the large sample size, these variables could be regressed on an 
extensive list of explanatory variables. The estimation technique was ordinary least 
squares. Those variables reported to affect demand significantly were the real cigarette 
price index and the number of anti-smoking messages aired26. The quantity-smoked 
regression and the smoking-participation regression both yielded an estimated price 
elasticity of just over -1.4 indicating that teenage demand is highly sensitive to price.

The only Canadian studies which utilise the partial adjustment model are two 
recent Informetrica studies27 of tobacco demand in Canada. In the first study, the partial 
adjustment approach is applied using a double logarithmic specification and two different

Smoking participation is captured by a dichotomous variable that assumes the value of one 
if the youth currently smokes, and zero otherwise.

Family and youth characteristics were included in the regressions, but the effects of these 
were not reported. Family characteristics captured were real family income, parents’ 
schooling, absence of father from the household, whether the mother works. Youth 
characteristics included age, race, sex, student status, the number of hours worked per week 
during the school year, whether the youth works during school vacations, whether an 
allowance was earned, region of residence, and size of place of residence.

The 1990 Tobacco Demand Elasticity Study and the 1992 Some Implications of Tobacco 
Taxation were prepared by Informetrica for the Canadian Tobacco Manufacturers’ Council.

In an interesting American study, Lewit, Coate and Grossman (1981) apply 
panel data24 comprised of 6,738 teenagers aged 12 to 17 in the U.S. from 1966 to 1970. 
This study attempts to demonstrate that cigarette demand by youths is more sensitive than 
it is for the adult population, due to the habit-forming nature of smoking. The implication 
is that changes in teenage smoking induced by government policy can have a significant 
and lasting impact on aggregate consumption in the long run.
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The author appears to misspecify the demand equation by using a wholesale rather than a 
retail price index. Since the consumer faces retail prices, the latter index should be used.

A linear specification of a demand curve implies that the price elasticity depends upon the 
quantity consumed and the price paid and, hence, it changes through time. In contrast, a 
double logarithmic specification represents a constant elasticity demand curve.

That is, the lagged dependant variable was Q1-( rather than Q,., required by the classical 
partial adjustment model (see equation 4.17 in Chapter IV).

The National Accounts contains data related to real personal expenditures on all forms of 
tobacco products and these expenditures can be used as a proxy for consumption. However, 
strictly speaking, the data do not represent the quantity consumed.

One of the most notable applications of the partial adjustment model is that 
by Fuji! (1980). Fujii estimates a linear demand equation and a double log specification 
using aggregate U.S. data from 1929 to 1973. The explanatory variables are a real 
cigarette wholesale price index32, real per capita disposable personal income, a cigarette 
advertising expenditure index, and dummy variables to capture the effects of three events

The more recent study utilises both a linear and double logarithmic 
specification. The logarithmic specification yielded results similar to those in the original 
study. By contrast, the linear specification yields 1991 elasticity estimates30 of -0.3 in the 
short-run and -1.6 in the long-run. However, it should be noted that the models used 
deviate from a pure partial adjustment model in two important ways -- consumption was 
regressed on a lagged price variable and the dependent variable was lagged four periods 
rather that just one period31. As such, the model makes the restrictive assumption that the 
current price has no influence on current consumption. Moreover, the lagged price variable 
implicitly captures part of the addictive nature of consumption as it takes approximately 
three months for a price change to affect demand.

Any model which contains a lagged dependent variable has an infinite number of elasticities 
due to the dynamics. To simplify the interpretation, the model parameters are used to 
calculate a short-run elasticity, the contemporaneous impact of a change, and a long-run 
elasticity which is calculated assuming that the dependent variable is stationary (Q^Q,.,).

data sources -- National Accounts tobacco consumption data28 and shipments data provided 
by the Canadian Tobacco Manufacturers’ Council. The estimated short and long-run price 
elasticities29 derived from the National Accounts data are -0.39 and -0.57, respectively. 
When the shipments data are used as a consumption measure, the estimated short-run price 
elasticity was slightly lower at -0.37. Because the parameter on lagged consumption was 
significantly larger in this second run, the estimated long-run elasticity was larger, 
at - 0.71.



I
I

- 29 - 

I
I
I
I
I
I
I

I 33.

I
34.

I 35.

I
36.

I
I 37.

38.

I

The ordinary least squares estimates were shown to be highly volatile, fluctuating 
substantially with the addition or deletion of three data points.

related to the health effects of smoking”. The dependent variable, per capita consumption, 
is measured using cigarette production data.

Box-Cox tests indicated that the linear functional form was more appropriate than the 
double-log specification. See Zarembka (1974) and Chang (1977) for details on this test.

The classical regression model is depicted as Y=X|3+e where p is estimated based on 
P=(X'X) 'X'Y. The essential idea behind ridge regression is that the problems resulting 
from an almost singular (XOC) matrix can be circumvented by multiplying each diagonal 
element of the (X'X) matrix by (1+k), 0<k<l. Starting with a low initial value, k is 
increased and the demand equation is estimated until the estimated parameters stabilize.

These events are: i) the first major health report of the U.S. Department of Health, 
Education and Welfare, in 1953; ii) the 1964 Surgeon General’s report on smoking and 
health; and, iii) the introduction in 1968 of the Federal Communication Commission’s 
Fairness Doctrine’s requirement that anti-smoking messages be broadcast.

Hoerl and Kennard (1970) show that while ridge regression increases the bias of the 
parameter estimates, it reduces the variance of them so that an overall reduction in mean- 
squared-error (MSE) is possible.

Multi-collinearity, which has been a problem in many of the American studies, arises when 
there is significant correlation between the explanatory variables in the estimating equation. 
If not addressed in the estimating technique, the parameter estimates will be highly sensitive 
to changes in specification or the sample data.

All of the studies considered to this point implicitly assume that demand is 
as sensitive to price increases as to price decreases. In contrast, Young (1983) assumes an 
asymmetric response and applies a "ratchet" model to test this. That is, the model contains 
two price variables -- price declines and price increases. Using the same explanatory 
variables and linear demand equation as Fujii, with modifications to allow for asymmetric

Fujii uses the ridge regression estimating technique* 34 because of multi­
collinearity35. While ridge regression yields estimates that are biased, the average error of 
the estimates is smaller than the average error of the ordinary least squares estimator36. 
The price, income, advertising and lag coefficients all had the correct sign, were 
statistically significant, and were stable across the two specifications of demand37 - the 
linear and double log specifications. The advertising coefficient, while having a negative 
sign when estimated using ordinary least squares, had the correct sign when the ridge 
regression technique was used38. The parameters obtained from the estimation of the linear 
demand equation (evaluated at the sample means) suggest a short-run price elasticity of 
roughly -0.48, and a short-run income elasticity of 0.22. The corresponding implied long- 
run elasticities were -0.71 and 0.33. When using the double log specification, the price 
elasticity of demand was found to be -0.63 in the short run, and -0.92 in the long run. 
The short and long-run income elasticities were 0.33 and 0.50.
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40. The large difference between the short and long-run estimates is due to the fact that the 

estimated coefficient for lagged consumption was 0.93.

The restriction on Young’s regression equation implied by Fujii’s model is that the 
parameter for a price increase is equal to the negative of the parameter for a price 
reduction.

Relative to the other models, there are few reported analyses of cigarette 
demand based on the Houthakker-Taylor (state adjustment) model. This is somewhat 
surprising given the attractive theory underlying it. Perhaps the lack of interest is due to 
estimation problems encountered in its application that, if not adequately addressed, can call 
the theory into question. This point can be illustrated by two Canadian studies which have 
used this approach.

price and income responses as described above, and the same estimating technique (ridge 
regression). Young’s results show that the short-run price elasticity of demand for cigarettes 
is approximately -0.34 for a price increase and -0.49 for a price decrease. Young’s 
estimates indicate that the income elasticity is about 0.27 when income is rising, and
0.14 when it is falling. The reported elasticities are short-run and calculated at the sample 
mean. Using a modified F-test, Young rejects the restriction implied by Fujii’s model” 
and claims support for his hypothesis. Young notes that his results would suggest that 
taxation policy would seem to be less powerful as a demand deterrent than is suggested by 
Fujii’s elasticity figures.

In another U.S. study, Baltagi and Levin (1986) use pooled data for 46 states 
in the U.S. over the period 1963 to 1980 to estimate the demand for cigarettes. Their 
work is significant because of its attempt to incorporate smuggling effects into the demand 
equation. Due to the substantial variation in cigarette tax rates across states, cigarettes are 
smuggled from low- to high-tax states. This implies that cigarette consumption figures 
based on retail sales would tend to overestimate consumption in low-tax states and 
underestimate consumption in high-tax states. Therefore, price elasticity estimates based on 
such figures would be biased if the presence of smuggling were ignored. The approach 
taken is to incorporate a "substitute" price variable, measured as the minimum real price of 
cigarettes in the neighbouring states. The real price of cigarettes within-state, the real per 
capita disposable income and advertising expenditures are also included as explanatory 
variables. Their results indicate a short-run price elasticity of demand of about -0.22, and 
a long-run elasticity estimate of -3.14* 40. The "neighbouring" price elasticity estimate was 
0.08, suggesting a small but statistically significant smuggling effect on demand. Income 
and advertising were found to be insignificant determinants of demand.
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Proponents of rational addiction models of demand maintain that there are 
important intertemporal linkages in cigarette consumption that ought to be accounted for 
when estimating demand. Unlike partial adjustment models, where the dynamics are 
limited to the influence of past consumption on current consumption, models of rational

The coefficient on the smoking habits stock measures the "strength" of the addiction. In 
this context, only a positive value would make any theoretical sense.

For example, it is assumed that one gram of fine-cut tobacco is equivalent to one 
manufactured cigarette.

The estimated equation in the 1990 Informetrica41 study regresses per capita 
cigarette consumption on lagged values of the dependent variable, the real price of 
cigarettes, and real per capita disposable income. Difference variables42, measuring the 
change in value between the current and the previous period, for the real price and per 
capita disposable income variables enter as explanatory variables as well. Using Canadian 
domestic sales data to measure consumption in one regression, and National Accounts 
figures in another, estimation of the demand equation yields results that are not supportive 
of the underlying theory. In particular, the implied coefficient on the smoking habits stock 
is negative while theory would suggest a positive value43.

Difference variables refer to variables that are constructed based on changes in levels. For 
example, a first difference variable would be obtained by subtracting the value of a variable 
in the past period from the value in the current period (X,-Xt.l).

A second Canadian study by Collishaw, Rogers and Myers (1984) used total 
per-capita tobacco consumption based on "cigarette" equivalent units44. The results indicate 
that the price elasticity of demand was -0.4 in the short-run and -0.8 in the long-run. The 
income elasticity of demand ranged from 0.4 in the short-run to -0.9 in the long-run. The 
major fault of this study was that the estimation did not adequately take into account the 
restriction in the state adjustment model which requires that there be only one rate of 
depreciation in the "habit" stock45.
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addiction allow for the possibility that individuals consider the future when making their 
current consumption decisions46.

This is theoretically possible if one allows current utility to depend on cunent consumption 
and past consumption. This effectively links decisions made in the past, present and future. 
With this formulation, the decision to consume Q, in period t will depend upon the 
consumption in period t-1 (Qm). Similarly, the consumption decision in the following 
period, Q,*,, will depend on Q,. Thus, there is an effective link between Q,.,, Q and Qul. 
One important implication is that, since future prices affect future consumption directly, they 
indirectly affect current consumption through the interaction of Q through time.

The studies discussed in this section provide a useful survey of the various 
types of data and models which can be used to estimate the demand for tobacco products 
and cigarettes in particular. Moreover, the studies provide an insight on how consumption 
is affected by price changes. The estimated initial effect of a change in price on 
consumption, or the short-run price elasticity of demand, ranges from -0.3 to -0.4 in 
Canadian studies and -0.22 to -0.49 in U.S. studies. The estimated final effect of a price 
change on consumption, or the long-run price elasticity of demand, falls between -0.57 and 
-1.5 in Canadian studies and -0.3 and -3.14 in U.S. studies.

The rational addiction model is derived in Becker and Murphy (1988) and is 
tested in Becker, Grossman and Murphy (1990). Using State cigarette sales data from 
1955 to 1985, the results show that a fall in price in the current period increases 
consumption in that period which then increases consumption in the following period 
because of the addictive nature of smoking. Both future and past price changes are found 
to negatively affect current consumption. Their parameter estimates indicate that the 
elasticity of demand with respect to current price is roughly -0.35 in the short run if the 
price shock is anticipated and -0.30 if it is unanticipated. The long-run price elasticity is 
estimated to be about -0.75. Income elasticities are not reported.

Applying the same framework to national U.S. micro data for a sample of 
28,000 people of all ages for years 1976 to 1980 and using the instrumental variables 
estimation method, Chaloupka (1990) obtains long-run price elasticity estimates that fall in 
the range of -0.27 to -0.48.
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As with all other markets, the market for tobacco products consists of a 
supply and a demand. Tobacco manufacturers provide a supply of tobacco products based 
on the going market price. The higher the price, net of taxes, the higher the supply. 
Smokers demand tobacco products based on various economic factors including the market 
price. The higher the market price, including taxes, the lower the demand. Assuming that

The review of the literature presented in the previous chapter identified 
several models which can be used to estimate the demand for tobacco products. Moreover, 
these models contain many different factors which are potential explanatory variables for 
tobacco consumption. The diverse approaches and results of these studies indicate that the 
choice of the most appropriate model to explain tobacco consumption in Canada requires 
careful consideration.

It would be virtually impossible to try to estimate the demand for each brand 
and size of cigarette. Nevertheless, one should always keep in mind that price-induced 
demand changes begin at the product-type level. For example, cigarettes are cheaper when 
purchased by the carton than by the pack. Therefore, price increases might simply cause a 
smoker to switch to buying cigarettes by the carton without having any impact on overall 
consumption.

It is clear that one of the most fundamental issues in evaluating tobacco 
taxation is the price elasticity of demand. A reliable estimate of this variable is essential 
in estimating the effect of tax changes on the quantity of tobacco consumed and the 
potential revenue yield of these tax changes. The purpose of this chapter is to develop a 
model for the domestic consumption of tobacco products. Section 2 provides a description 
of the factors that affect the demand for tobacco. Section 3 proceeds to develop an 
empirical model which can be used to estimate that demand. The final section outlines ±e 
econometric considerations to be taken into account in undertaking the empirical estimation.

Tobacco is sold in a variety of forms and the total demand for tobacco is an 
aggregate of the demand for many individual products. These products include cigarettes, 
fine-cut tobacco, cigars, pipe tobacco, chewing tobacco, snuff and plug. Even a product 
like cigarettes can be broken down by size and brand name. For example, consumers of 
cigarettes can buy packages containing either 5, 15, 20 or 25 cigarettes. Furthermore, 
cigarettes can be bought by the pack or by the carton (containing 200 cigarettes). 
Moreover, cigarettes come in three common sizes - regular, king or 100’s.
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markets always clear (the supply always equals the demand), then statistical data allow us 
to observe the points of equilibrium between the demand and supply of tobacco over time.

In theory, one should estimate both the supply and demand for tobacco 
products using simultaneous equations. However, simultaneously estimating supply and 
demand relationships is not common in empirical demand analysis. Instead, such analysis 
assumes that the supply curve is perfectly elastic - that is, producers are willing to supply 
any level of demand at a given price. Thus, shifts in the supply curve, caused by changes 
in either taxes or costs, allow points along the demand curve to be identified.

In essence, dP/dT represents the degree to which taxes are shifted forward to consumers. A 
value of zero would indicate backward shifting while a value of one would indicate full 
forward shifting which is implied by a perfectly elastic supply curve. A value for dP/dT 
which exceeds one should be interpreted as evidence of an imperfectly competitive market 
since this condition can exist under perfect competition only if the long-run supply curve 
has a negative slope.

In Canada, there are only three major cigarette manufacturers and, for the 
most part, the supply of raw leaf tobacco is governed by marketing boards. These supply 
characteristics might lead one to question whether it would be appropriate to assume a 
perfectly elastic supply curve in the Canadian context. One method to determine the 
validity of this assumption is to ascertain how prices respond to a tax change. If it can be 
shown that dP/dT (the change in P given a change in T), where P stands for price and T 
for taxes, is close to but not greater than one, it is reasonable to assume that the supply of 
tobacco products is perfectly elastic47. Analysis of quarterly data from 1968 to 1991 
supports this hypothesis as 9P/3T was found to be between 0.9 and 1.0. Therefore, this 
paper adopts the assumption that the supply of tobacco products is perfectly elastic.

Figure 4.1 illustrates how a demand curve is identified through shifts in the 
supply curve. Changes in the cost of production and distribution as well as the associated 
taxes will "shift" the supply relationship S through time. These shifts will allow us to 
"perfectly" identify the demand for tobacco D as it relates to price changes. For example, 
an increase in the manufacturer’s price would cause the supply curve to shift from S to St 
increasing the price from P’ to P, and reducing the quantity demanded from Q’ to QP The 
points of equilibrium a and b allow us to identify the demand relationship D.
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I The Market For Tobacco Products

I p

I
©I

sI p*

D

I
Q* Q

I
I
I
I
I
I
I
I
I
I

s
1

The previous chapter demonstrated that the majority of empirical studies have 
concentrated on the demand for cigarettes, although some studies, such as Collishaw, 
Rogers and Myers (1984), considered the aggregate demand for all tobacco products. 
However, none have attempted to address the issue of substitutability between different 
types of tobacco products. Since cigarettes and fine-cut tobacco together make up virtually 
all of the demand for tobacco products, the empirical analysis in this paper will focus on 
the demand for these two products and will try to determine the degree of substitution 
between them.

While the price of tobacco is an important influence on consumption, there 
are many other economic and social factors which also affect demand and so should be 
considered. These include the real price of substitutes (i.e. fine-cut versus cigarettes); 
population; education; social class; cigarette advertising; anti-smoking publicity; health 
consequences; smoking bans; degree of addiction; as well as other forms of taste changes. 
While changes in price cause movements along the demand curve, changes in these other 
factors lead to shifts in the demand curve. Unfortunately, it is not possible to include all 
of these factors since some cannot be observed while others cannot be quantified in any 
concrete way.

P
i

Q,
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A solution would be to explicitly allow for provincially-specific price and income elasticities 
in addition to incorporating the price of tobacco in neighbouring provinces. However, this 
would require the inclusion of a significant number of additional parameters and reduce the 
degrees of freedom.

The advantage of using quarterly national data is that the quarterly 
periodicity allows for more immediate demand responses to price or income shocks. In 
contrast, annual data tends to "average" out these responses providing a more "long-run" 
type of elasticity. However, one potential disadvantage is that seasonal patterns can have a 
significant influence on the results. Quantity and prices can be influenced by stocking 
effects such as higher inventories in anticipation of a tax increase.

The advantage of using pooled provincial data is that provincial taxes have a 
major influence on the price of tobacco and provincially-specific data would allow the 
model to make better use of this information. However, there are two serious limitations - 
- there is only annual data and the estimation invariably assumes that each province and 
each provincial market is independent of the others. The latter poses the biggest concern 
since several American studies have concluded that the demand for tobacco in a given state 
is affected by the price in a neighbouring state49. There is no reason to believe that a 
similar situation would not exist in Canada. For example, prior to its 1992 budget, the 
province of New Brunswick levied the highest provincial tobacco tax in Canada. As a 
result, smokers in the province took advantage of lower prices in Quebec or Nova Scotia 
leading to a noticeable reduction in reported consumption in New Brunswick50.

There are two potential sources of time-series data in Canada: pooled annual 
provincial data48 and quarterly national data. Annual provincial data would provide ten 
separate observations for each year since there is a given level of consumption and price in 
each province. In contrast, quarterly national data provide only four separate observations. 
Each source has its advantages and disadvantages.

The increase in information provided by provincial data can be assessed 
based on the correlation between provincial consumer price indices for cigarettes. The 
lower the correlation the greater the information content of the provincial data. Using 
annual data, it was determined that the lowest correlation value is 0.958 (Nova Scotia 
versus Newfoundland) and such a value suggests that it might be more beneficial to use 
quarterly national data than annual provincial data. Therefore, the empirical analysis 
conducted in this study uses quarterly national data to estimate the demand for cigarettes 
and fine-cut tobacco.
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21
36
37
34
21

22
38
34
30
16

An alternative variable would be the volume of retail sales of tobacco 
products. Unfortunately, Statistics Canada keeps track of only domestic shipments from 
Canadian Manufacturers and the quantity of tobacco imported into Canada. From a 
theoretical point of view, imports and domestic shipments could be added together to 
approximate total consumption. Excluding imports could lead to biased results. However, 
the same could be true if imports are included since neither domestic shipments nor 
imports provide a contemporaneously accurate proxy for consumption. Both take time to 
reach the final consumer and if the time lag associated with imports is different from that 
for domestic shipments then it would be statistically improper to add the two. 
Furthermore, imports represent less than 1.5% of the total Canadian market so that 
excluding them from the analysis should not pose a significant problem. Consequently, the 
dependent variable in the model will be the quantity of tobacco produced and shipped 
domestically by Canadian Manufacturers.

Ideally, the dependent variable in each case would be the actual amount of 
tobacco consumed. However, such data are available only through surveys and these 
results are not available on a consistent basis over a sufficiently long period of time. 
Furthermore, the health consequences and the negative stigma associated with smoking 
provide an incentive to under-report the true level of consumption.

Proportion of People Who Smoked in 1989 
(Percentages)

As noted above, the total quantity of tobacco sold in Canada is influenced by 
population. For example, an increase in tobacco consumption may be due to growth in the 
population of smoking age rather than individuals smoking more. Consequently, most 
studies estimate the demand for tobacco on a "per-capita" basis using the population age 15 
and over. Unfortunately, the use of per-capita consumption may not be ideal since it fails 
to take into account changes in the demographic make-up of the total population. 
Specifically, at any point in time, the proportion of the population who smoke is different 
across age and sex cohorts. For example. Table 4.1 shows the proportion of people who 
smoked in 1989.

15-19
20-24
25-44
45-64
65 +
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An alternative approach would be to explicitly capture demographic characteristics in the 
demand equation. However, this approach would entail additional parameters and reduce 
the degrees of freedom.

Any model which tries to assess the factors which affect demand through 
time must include a measure of price. In this analysis, the price of cigarettes is the CPI 
for cigarettes deflated by the total CPI. In the case of fine-cut tobacco, a retail price index 
is constructed using the methodology outlined in Appendix 2 and is also deflated by the 
total CPI.

Another important factor is income. One possible measure for income would 
be National Accounts data on personal disposable income. However, personal disposable 
income does not reflect the true discretionary income of an individual since it ignores such 
"mandatory" expenditures as rent and interest on personal loans. Furthermore, disposable 
income in the National Accounts includes monies earned by non-residents. Finally, interest 
and dividend payments contain elements that are related solely to inflation. Consequently, 
personal disposable income is adjusted to account for these factors53 and then is deflated by 
the total CPI and transformed to a "per-capita" basis using the population 15 and over.

The demand for any product is affected by the price of substitutes. The 
most obvious form of substitution is between cigarettes and fine-cut tobacco. However, as 
was discussed in Chapter II, the market for illicit tobacco products has grown significantly 
over the last few years. These black market tobacco products are also substitutes for their 
legal counterparts. Unfortunately, one cannot observe the price for illicit tobacco products. 
Nevertheless, it is still possible to try and capture the influence of illicit tobacco products 
on domestic demand.

The proportion of people who smoke is affected through time by changing socio-economic 
factors. If the model allowed for this proportion to change, then the demand equation 
would be assessing the impact of price and income changes on the average consumption of 
a smoker. However, the model being developed is designed to address the influence of 
these socio-economic factors on total tobacco demand and, therefore, the propensity to 
smoke must be held constant through time.

In light of these differing proportions, a change in the age distribution of the 
population could, by itself, influence the total amount of tobacco consumed. To account 
for this, an alternative approach is to divide the aggregate quantity consumed by a 
weighted population figure where the number of people in each cohort is "weighted" by a 
fixed proportion of people who smoke (usually the proportion at the beginning of the 
sample period)51. In the analysis to follow, the quantities of cigarettes and fine-cut tobacco 
are divided by a weighted population based on the proportion of people who smoked in 
196552.



I
I

- 39 -

I
I
I
I
I Figure 4,2

I
I p

I
I s+t

: d1

P*

I
I

Q* Q

I
I
I
I
I
I

An increase in the domestic tobacco tax affects both the demand for 
domestic tobacco products (i.e. legal products) and the demand for smuggled tobacco 
products. Figure 4.2 shows the impact of the tax increase on the domestic market. The 
supply curve shifts upward by the amount of the tax increase. As a result, the equilibrium 
point between supply and demand moves from a to b where the quantity demanded has 
fallen from Q* to Q, and the price has increased from P* to P,. However, this is not the 
end of the story since smuggled tobacco has become relatively cheaper and some smokers 
substitute the illicit for the legal product As a result, the demand curve for domestic 
tobacco products shifts downward (D to DJ. Consequently, the new equilibrium point 
moves from b to c and the quantity demanded falls from Qi to Q2 (providing an indication 
of the increase in the demand for smuggled tobacco products).

The impact of changes in the demand for smuggled tobacco products on 
domestic demand has consequences for the empirical estimation of the latter. Specifically, 
if there were no market for smuggled tobacco products, then the observed change in the 
equilibrium point would be from a to b. However, the existence of a market for smuggled 
tobacco products leads to an even greater fall in the domestic demand which would lead to 
a higher elasticity of demand being estimated if the existence of the smuggled product 
were ignored. As Figure 4.2 shows, a given price increase (P* to Pt) results in a reduction 
in quantity demanded of Q’-Q2 when there is smuggling rather than only Q*-Qi. To 
account for the presence of the market for smuggled tobacco, the empirical estimation of 
the demand for cigarettes and fine-cut tobacco includes the associated level of tax (both

Impact Of An Increase In The Tobacco Tax 
On The Demand For Domestic Tobacco Products

P
i

Qa (T

X \
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A fourth model, the rational addiction model, was also discussed. However, given the 
complexities and the novelty of this model, we are not taking it into consideration.

federal and provincial) as an independent variable. It acts as a proxy for the savings 
associated with switching from a legal to a smuggled product.

Quarterly data invariably have seasonal patterns associated with them. These 
patterns are captured in empirical studies by the use of quarterly dummy variables. 
However, it should be recognized that these dummy variables capture only systematic 
seasonal patterns and would not adequately reflect other supply shocks which might be 
associated with tobacco shipments. For example, pre-announced tax increases (such as 
during the time when the federal levies were indexed) provide an incentive for 
manufacturers to increase shipments to avoid the impending tax change. Moreover, there is 
always speculation prior to federal and provincial budgets about possible tobacco tax 
increases which might prompt agents to stock up inventories.

Specifically, reliable time series data are not available which would capture the effects of 
such things as tobacco advertisements and anti-smoking publicity. However, time trends can 
be introduced in an attempt to capture a decline in smoking which might be attributable to 
anti-smoking publicity. In addition, one could try using dummy variables to test the 
importance of certain events such as smoking bans.

The literature review in Chapter III identified three common models which 
have been used in other empirical studies - the static model, the partial adjustment model 
and the state adjustment model55. All of these models can be derived from an even more 
general model - the error correction model. Following an econometric approach which has 
been associated with David Hendry56, this analysis begins with a very general model which 
attempts to capture all of the factors associated with the demand for cigarettes or fine-cut 
tobacco. Using this general model, the restrictions which would be associated with the use 
of either the state adjustment, partial adjustment or static models are tested. Based on 
these tests, the appropriate model formulation will be derived. Of course, the choice 
among these formulations does not determine the functional form of the models as they can 
each be expressed linearly, logarithmically or in some other mathematical form.

There are other factors which could influence the demand for cigarettes or 
fine-cut tobacco. These factors include advertising by the tobacco industry, anti-smoking 
publicity, as well as other social factors. However, all of these factors are virtually 
impossible to quantify with any precision making it difficult to include them in the 
empirical analysis54. These difficulties have also been encountered by other Canadian 
studies. For example, Collishaw, Roger and Myers (1984) attempted to incorporate 
advertising without much success.
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Q,=a4-pP,+YYt+0S,+e[ (4.2)I
Re-arranging this formulation, one obtains.

I Sl=[Qt-a-pPI.-YYt-et]/e (4.3)

I
I St=Qt.I+(l-5)St.1 (4.4)

I Equations 4.3 and 4.4 can be solved and the following obtained:

(4.5)

I Or,

I (4.6)Ql=a0+a1(Pt-P,.1)+a2(YI-Y,.1)+a,P,.1+a4Yt.1+(a5+1 )QI.,+vt

I
I 57. See Houthaker and Taylor (1970).

I

The basic premise of the error correction model is that it provides for both short-run and 
long-run responses to a given shock. Furthermore, it allows the data to determine the 
exact nature of the short-run and long-run responses. The first part of the model provides 
the short-run effect of changes in either price or income while the latter part of the model 
provides an "error correction" mechanism which recognises the long-term equilibrium 
relationship between each of the variables.

The model also formulates a method by which the psychological requirement changes 
through time. Specifically, the psychological requirement in any period is based on the 
actual quantity consumed in the previous period and the depreciated value of the previous 
stock. Specifically,

To simplify the discussion of the different models, it is assumed that the 
demand for tobacco (Q) depends only on its own price (P) and income (Y) and that the 
equations are linear. As such, the functional form of the first-order Error Correction Model 
can be written as follows:

The state adjustment model, originally developed by Houthaker and Taylor57, 
is a dynamic model which assumes that consumers of addictive products are influenced by 
an unobservable psychological requirement that a certain quantity (or stock) must be 
consumed. Let us assume that the psychological requirement at time t is represented by S, 
then.

Q =5a+P(Pt-Pt.1)+y(Yt-Yt.1)+8pPt.1+8YYt.1+(e+1 -5)Q1.1+et+(8-1 )£,.,
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IWhere,

P-al (4.7) I
(4.8)Y=ai

I8=a4/a2=a}/a1 (4.9)

0—a54"(a4/a2) (4.10) I
a=aoa2/a4 (4.11)

R
I
I
I
IQ’=a+pPt+yYt+et (4.12)

I
IQ-Q1.1=5(Q7Q1.1) (4.13)

ITherefore,

QXQ-d-SXiJ/S (4.14)

ISubstituting back into the original demand relationship,

{QI-(l-8)Q1.1}/8 = a+pP.+yY.+e, (4.15) I
Solving for Q one obtains.

IQt=a8+p8Pt+y8Yt+[( 1 -8)/8]Q,.1+3el (4.16)'t

=b0+b1Pl+b2Y,+b3Q,.1+Mt (4.17)

I
I

Given the habitual nature of tobacco consumption, a partial adjustment model 
would be an obvious choice to estimate the demand for tobacco. A partial adjustment 
model is a dynamic model where shocks to the factors which influence demand take time 
to be fully incorporated into the quantity consumed. Specifically, the long-run functional 
form can be expressed as:

Equations 4.6 and 4.1 are identical except for the dependent variable. An 
OLS estimation of either equation will yield identical results except that the coefficient 
estimate for the lagged dependent variable in equation 4.6 will be exactly 1 greater than in 
equation 4.1. However, the premise of the state adjustment model gives rise to the 
parameter restriction shown by equation 4.9. This type of restriction can be tested using 
the error-correction model.

where Q*, is the "optimal" quantity desired. However, the quantity demanded in the short- 
run takes time to react to changes in income or prices. Specifically, one can postulate that 
the quantity demanded changes through time as follows:



I
I

- 43 -

I
I The final model is the static model which can be described by the following
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I (4.18)Q^o+C

I
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I Choosing the Functional Form

I
I

(4.21)Yt = a + px, + e,

I (4.22)y, = a + 0xt + e, (y^logY, and x,=logX,)

I The PE test is conducted by running the following two regressions:

I 58. See Godfrey and Wickens (1981).

See A.K. Bera and M. McAleer (1982).59.

I See J.G. MacKinnon, H. White (1982).60.

I

From the initial empirical work, it became clear that the final result depends 
upon the order in which these questions are answered. That is, the statistical tests for 
functional form could be affected by the choice of model. Therefore, the analysis begins 
by determining the appropriate functional form based on the error correction model and 
then the model selection tests are performed.

The partial adjustment model is derived from the error correction model based on equation 
4.1 with the following restrictions: a3=a1 and a4=a2.

The static model can be obtained from the error correction model if the following 
restrictions are true: a3=a1, a4=a2 and a5=-l.

It is clear that the error correction model described by equation 4.1 is the 
most general model considered in the analysis. That is, all of the other models can be 
derived from the error correction model with the implementation of the appropriate 
restrictions. There are two questions which have to be answered in the empirical 
analysis - what is the most appropriate model and what is the functional form (linear, 
logarithmic or some other mathematical transformation)?

There are several ways to test for the appropriate functional form. These 
include Box-Cox tests58 and a test developed by Bera and McAleer59 referred to as the BM 
test. An alternative test, which is employed in the analysis to follow, is the PE test 
developed by J.G. Mackinnon, H. White, and R. Davidson60. Suppose that one is interested 
in testing which of the following models is more appropriate.
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Z(M

Ilog z X = 0

I
IQ1(X’=a+pP,a’+YY,(X)+et (4.20)
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Choosing the Appropriate Model

I
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A more flexible form of this model would be to estimate a X for each of the variables 
contained in the regression.

The Box-Cox transformation allows the data to provide the appropriate 
functional form. In fact, linear and logarithmic formulations are special cases of the Box- 
Cox transformation. Any variable Z can be transformed in the following way:

Once the functional form has been established, the appropriate model can be 
determined using a simple F-test. Specifically, one imposes the required restrictions (let 
the number of restrictions equal q) on the error correction model to arrive at the model in 
question. The estimation of the error correction model provides the "unrestricted" sum of 
squared residuals (USSR) while the estimation of the alternative model provides the 
"restricted" sum of squared residuals (RSSR). Now, suppose there are n observations and 
k coefficients which are estimated in the error correction model. Then, the appropriate test 
statistic can be calculated as follows:

It is easily seen that the PE test could lead to an inconclusive result - if one 
accepts that y and 0 are both equal to zero then the relationship can.be either linear or 
logarithmic. In contrast, if one accepts that y and 0 are both significantly different from 
zero then the relationship is neither linear or logarithmic. In this case, one would have to 
explore some form of Box-Cox transformation.

zx- 1 
—

where V and y represent the predicted values obtained from estimating equation 4.21 and 
equation 4.22 respectively. If the null hypothesis that y equals zero cannot be rejected, 
then one cannot reject the hypothesis that the relationship is linear. If the null hypothesis 
that 0 equals 0 cannot be rejected, then one cannot reject the hypothesis that the 
relationship is logarithmic.

When X=l, z(X)=z-l; when X= -1, z^l-z'1; and when X=0, z(X)= log z because limk_0[(zx-
1)/X] = log z from L’Hopital’s rule. Application of this transformation to the static model 
would yield the following model:
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I V = (RSSR-USSR)*(n-k)/(USSR*q) (4.25)

and this statistic follows the F distribution with q and n-k degrees of freedom.

I
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I Threshold Variables

I
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I S^ao+a^+a^Z, (4.26)

Where,

I d,=l t=T,+1

I
I

Other Considerations

I
I
I
I 61.

ln^(P,G2lY,x)= - (T/2)ln2rt - (t^lno2 - (Y-Xp)'(Y-Xp)/2o2

I
I

That is, the dependent variable S is a function of the explanatory variables X and Z. The 
variable Z is a threshold variable since it has no influence from the beginning of the 
sample period (t=l) to period Tj. The appropriate time to introduce the threshold variable 
can be determined statistically by estimating equation 4.26 using all possible values for Tj 
and choosing the T[ which maximizes the log of the likelihood function61.

There are other econometric problems which may affect any empirical 
analysis. The first, serial correlation, exists when the value of the random disturbance term 
depends upon past values. The most commonly discussed form is first-order serial

For illustrative purposes, a simple threshold model can be represented with 
the following equation:

Using the equations described above, the state adjustment model (equation 
4.6) imposes one restriction (as described by equation 4.9) on the error correction model 
(equation 4.1). In similar fashion, the partial adjustment model (equation 4.17) and the 
static model (equation 4.18) impose two and three restrictions, respectively, on the error 
correction model.

A threshold variable is one which is included in a model for only part of the 
sample period. For example, the real level of tobacco taxes is included in the model for 
domestic consumption to account for the influence of smuggled tobacco products. 
However, it is evident that smuggling has become a measurable problem only in recent 
years. Therefore, it would be inappropriate to include the level of taxes over the full 
sample period used in the analysis (1968 to 1991).

The classic linear model, expressed in matrix form, can be written as Y=X|3+e. The 
corresponding log of the likelihood function can be written as follows:

d,=0 t=l,...,T1 
,T
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Iwhere g, - N(0,a2) (4.27)e, = pe,.! + p,

I
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I4.6 Summary

I
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I
I
I62. The t-statistics relate to the existence of a given order of serial correlation.

63. See equation 11.3.4 in Judge, Griffiths, Hill, Liitkepohl and Lee (1985).

I64. See page 38 in Amemiya (1985) for a more detailed description.

I

correlation where the random disturbance term can best be described by the following 
relationship:

The demand for cigarettes and fine-cut tobacco can be influenced by many 
factors including own price; the price of substitutes; population; education; social class; 
cigarette advertising; anti-smoking publicity; health consequences; smoking bans; and the 
degree of addiction. Unfortunately, some of these factors cannot be observed while others 
cannot be reliably quantified. For these reasons, the cigarette and fine-cut models include 
variables reflecting own price, disposable income and the price of substitutes. With respect 
to the latter, the recent emergence of smuggled tobacco products is captured in the models

In the context of the models being developed, there are two probable causes 
of serial correlation - misspecification or the prolonged influence of a random shock. 
Two tests for the presence of serial correlation will be used -- a residual correlogram with 
the associated t-statistics as provided by SHAZAM V6.262 and a joint test for any order of 
serial correlation based on a regression of the estimated error term on past values.

A second problem, heteroskedasticity, occurs when the variance of the 
disturbance term is not constant over time. In such a case, ordinary least squares leads to 
inefficient estimates. One test for the presence of this problem, the Breusch-Pagan- 
Godfrey test, involves regressing the square of the error term on all of the explanatory 
variables63.

A third consideration is the parameter constancy of the model. That is, the 
parameter estimates should not change through time. For example, if the sample period is 
divided into two sub-periods, the parameter estimates should be statistically equivalent 
between the two sub-periods. The parameter constancy of the models will be tested using 
either a simple Chow Test or an asymptotic F-Test which allows for the variance of the 
error term to be different in the two sub-samples64.

The demand for tobacco is an aggregate of the demand for cigarettes, fine- 
cut tobacco, cigars, pipe tobacco, chewing tobacco, snuff and plug. Of these, cigarettes 
and fine-cut tobacco account for more than 95% of the total quantity of tobacco consumed 
in Canada. Thus, the demand for tobacco can be largely explained by estimating a demand 
function for cigarettes and fine-cut tobacco.
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The empirical estimation follows the Hendry Approach. That is, the error 
correction model is estimated first and, based on the results, the appropriate functional form 
is assessed. Then, the restrictions associated with the state adjustment model, the partial 
adjustment model and the static model are tested to determine which model should be 
used. Finally, careful attention is paid to the statistical properties to ensure that the final 
model is structurally sound and the estimated error terms are consistent with the properties 
of ordinary least squares.

by including the real level of tax as a proxy for the savings associated with switching from 
a legal to an illicit product.
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65. I
66.
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The previous chapter outlined the components of the model for the domestic 
consumption of cigarettes and fine-cut tobacco. In this chapter, we present the empirical 
results from these models. Section 2 provides a description of the variables used in the 
estimation. Section 3 sets out the results for the demand for cigarettes while Section 4 
presents the results for fine-cut tobacco. The final section utilizes the empirical results to 
consider the potential level of smuggled tobacco products consumed in Canada.

Changes in private costs, such as the manufacturer’s price, could also affect the price of 
illicit tobacco products.

The inclusion of the level of taxes in the demand relationship is to account 
for the emergence of smuggling over the last several years. As there is no evidence to 
support the notion that smuggled tobacco products have had a significant influence on the 
domestic market over the full time period covered in our analysis (1968 to 1991), real

If TS is the per-unit dollar value of the applicable specific taxes, TV is the per-unit value 
of the applicable ad valorem taxes and PC are the private costs, then the adjusted tax value 
would be equivalent to the expression TS+TVxTS/(TS+PC).

The empirical analysis is carried out separately for cigarettes and fine-cut 
tobacco. As described in Chapter IV, the dependent variable is adjusted per-capita 
domestic shipments of either cigarettes or fine-cut tobacco. That is, changes in the 
dependent variable represent shifts in the quantity demanded by individual smokers and/or 
the individual’s decision to smoke (or quit). The explanatory variables used in the analysis 
include the price of cigarettes, the price of fine-cut tobacco, the real per-unit level of taxes 
on the applicable product, real disposable income and the quarterly dummy variables.

For the most part, the variables included in the model have been defined in 
the previous chapter. Nevertheless, special attention should be paid to the level of taxes. 
The real per-unit level of taxes, including all of the federal and provincial levies described 
in Chapter II, was calculated based on monthly provincial data related to the price 
components of a carton of cigarettes or 200 grams of fine-cut tobacco. However, it has to 
be recognized that some of the taxes are ad valorem so their per-unit value can be affected 
by changes in private costs. Moreover, it might not be appropriate to have the tax variable 
reflect changing private costs65. Therefore, the value associated with the ad valorem 
portion of the tax level is allocated proportionately between specific taxes and private 
costs66.
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The primary source of smuggled tobacco products appears to be Canadian exports. See 
chapter VII for a detailed description of the analysis of the supply of exported tobacco 
products.

The starting point in the analysis was a first-order error correction model as 
described by equation 4.1. Using this model, it was determined that the demand for 
cigarettes is best represented by a "box-log" formulation. That is, the dependent variable is 
transformed using the Box-Cox transformation while the explanatory variables are in 
logarithmic form. The initial results revealed that the threshold variable in the model - 
the real level of taxes -- becomes influential in the second quarter of 1987. Moreover, the 
analysis found that the real price of fine-cut tobacco is also a threshold variable since it 
had no influence on the demand for cigarettes prior to the second quarter of 1974. Finally, 
the simpler partial adjustment model was adopted since the null hypothesis that it was true 
could not be rejected using the error-correction model estimates.

taxes must be treated as a threshold variable. That is, up to a certain point in time it has 
no influence on demand and beyond that point its influence is measured by the coefficient 
Furthermore, we assume that there is a critical value of tax which must be exceeded to 
engender any significant level of smuggling. According to the results presented in our 
analysis of the demand for exported tobacco products67, it would appear that smuggling 
became a measurable problem only in 1983 for cigarettes and at the end of 1986 for fine- 
cut tobacco. Therefore, it is assumed that the critical value of tax which must be exceeded 
is the value of tax in the fourth quarter in 1982 for cigarettes and the third quarter of 1986 
for fine-cut tobacco.

Table 5.1 provides the results of the "box-log" partial adjustment model for 
the demand for cigarettes. The R2 value of .97 indicates that the model has a very good 
fit over the time period. The value for lambda, the Box-Cox adjustment factor, is 0.22 
indicating that the dependent variable enters the model roughly as the square root of the 
square root of domestic cigarette consumption.
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ITable 5.1

Final Model For The Demand For Cigarettes I
(Q.M)/1 = I

I
T-StatisticVariable

I
I
I
I

R2 .970

I
I

CT AX

I
I
I
I
I
I
I

Qm
X

p
PF

13.49
11.91

1.60
2.17
3.69

12.17
18.23
6.11
3.79

Adjusted Per-Capita Quantity 
Real per-capita disposable income 
Quarterly dummy for quarter i 
Box-Cox Adjustment Factor

Real price of cigarettes
Real price of fine-cut tobacco 
beginning in 74Q2
Real level of taxes beginning 87Q2

Estimated
Coefficient

The estimated coefficients for the explanatory variables are all consistent with 
economic theory. The coefficients associated with the price of cigarettes (Pt) and the real 
level of taxes (CTAX,) are both negative and significant. The coefficient associated with 
income (Y,) is positive but only significant at about the 90% level. Finally, the price of 
fine-cut tobacco (PFt) is positively correlated with the demand for cigarettes.

Q
Y
QDi
X

One interesting observation is that the coefficient related to the lagged 
dependent variable is negative. By contrast, the usual postulation in a partial adjustment 
model when it is used to explain the consumption of an addictive product is that the 
coefficient on the lagged dependent variable is positive. The rationale is that the addictive 
nature of tobacco makes it difficult to respond to price and/or income changes in the short- 
run. That is, casual smokers can react quickly to a price increase by reducing their 
consumption while addicted smokers find it more difficult to quit immediately although 
they may succeed eventually. Consequently, a price increase leads to a reduction in

a0+a1logPt+a2logYI+a31ogPFt+a4QD2+a5QD3+a6QD4
+a7logCTAX,+ag(Q,.1x-1 )/X

Constant
P
Y
PF
QD2 
QD3
QD4 
CTAX

24.907 
-3.781
0.385
0.324
0.337
0.772
0.902 

-0.805 
-0.347

.221
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I
I npqt = a/Q.1 (5.2)
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68.

I
I

Since Q, enters the formula, the price elasticity of demand changes through time. Similar 
elasticity formulas can be derived for income and the level of taxes. A sample of the 
calculated point elasticities is shown in Table 5.2.

current consumption which, in turn, reduces future consumption and this relationship is 
captured by a positive coefficient for lagged consumption.

Although the signs of the coefficients are consistent with economic theory, 
the "box-log" model does not allow for an immediate interpretation of the coefficient’s 
implications. To gain a better understanding of the results, it is necessary to calculate the 
various elasticities. In the case of the elasticity of demand with respect to changes in 
price, the elasticity can be calculated as follows:

Although the rationale for a positive coefficient for lagged consumption 
seems appealing, the observed negative coefficient need not imply that the partial 
adjustment model is inappropriate. Rather, a logical explanation could be that, when faced 
with a price increase, many smokers try to cut back either by reducing their consumption 
or quitting altogether. However, over time the addictive nature of tobacco consumption 
catches up with many of them and they return to their past consumption levels. That is, 
the short-term response to a price increase will be greater than the long-term response and 
this is captured by a negative coefficient on lagged consumption.

In the case of the model currently under consideration, it can be shown that the short-run 

price elasticity of demand68 can be derived using the following formula:

The long-run price elasticity is calculated assuming that the quantity demanded is stationary 
so that (1=0,.!.

r|pq = 30 P 
3P Q
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ITable 5.2

Implied Point Elasticities of Demand For Cigarettes I
IVariable/Year

Own Price (Assuming no tax change) I
I

Income

I
I

Tax (Assuming no price change)

I
I-0.15 -0.12

Price of Fine-Cut

I
I
I
I
1
I
I69. The highest order of serial correlation tested was 12th order.

I

1980
1985
1991

0.05
0.05
0.06

1980
1985
1991

1980
1985
1991

0.05
0.05
0.07

0.06
0.06
0.08

0.04
0.04
0.05

Long
Run

The parameter constancy of the model over time is an important 
consideration in estimating the demand for tobacco. During the time period covered in this 
analysis, there was a significant increase in anti-smoking publicity, smoking bans were 
introduced and the social acceptability of smoking declined. As noted in Chapter IV, it is

1980
1985
1991

Short
Run

-0.66
-0.71
-0.89

-0.53
-0.57 
-0.71

As with any econometric study, it is important to look at the statistical 
properties of the estimated model. The primary focus was to ensure that the error terms 
were statistically consistent with the principles of ordinary least squares, the model was 
structurally sound over time and that the assumptions related to the threshold variables 
were valid. With respect to the error term, the model exhibited no sign of 
heteroskedasticity or serial correlation69.
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70.

I
I 71.
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Of course, one could postulate that the real level of taxes also had an influence for the full 
sample. However, there is no evidence to suggest that smuggling had any significant affect 
on the market-place until the 1980’s. That is, the real level of taxes prior to 1982 would 
have no real relationship to an economic phenomenon. Moreover, it could be highly 
correlated to price changes through time which would distort its true impact.

The federal government implemented a two-stage ban. Effective October 1, 1987, smoking 
was permitted only in designated areas. This was followed by a prohibition of smoking in 
all federal offices starting January 1, 1989.

The inclusion of the real level of taxes in estimating the demand for any 
product is novel. Therefore, it would be useful to test the importance of its inclusion. To

The lack of evidence of a structural break is not sufficient to dismiss the 
influence of anti-smoking publicity, smoking bans or changing social values on the demand 
for cigarettes. An alternative method for accounting for these variables is to include a time 
trend and/or dummy variables in the model. The time trend would allow for a constant 
reduction in smoking over time which might result from anti-smoking activities. The 
dummy variable approach would try to capture the influence of specific events such as the 
elimination of tobacco advertisements on television in 1972 or the ban on smoking in the 
federal workplace70. When such variables were added, the estimated coefficients were not 
statistically significant at the 5 per cent level. Nevertheless, it could be that the influence 
of the social factors described above are highly correlated with a variable already included 
in the model and its parameter estimate reflects both the influence of the variable and the 
associated social factor.

A further test dealt with the integrity of the threshold variables. In the case 
of the demand for cigarettes, there are two such variables - the real level of taxes and the 
price of fine-cut tobacco. While the analysis conducted in Chapter VII indicates that 
smuggling started to become a measurable problem in 1983, the domestic model assumes 
no statistical influence until the second quarter of 1987. In addition, the price of fine-cut 
tobacco begins to have a statistical effect on consumption only in the second quarter of 
1974. These threshold points can be tested by re-estimating the model and including two 
extra "full-sample" variables - the real level of taxes since 1982 and the price of fine-cut 
tobacco beginning in 196871. The tests revealed that the coefficients of these "full-sample" 
variables were not statistically significant at the 95 per cent level.

introduced and the social accepubility of smoking declined. As noted in Chapter IV, it is 
very difficult to include these variables in any model even though they could well lead to 
changes in the demand relationship. Several tests were performed to ensure there was no 
problem with respect to the parameter constancy of the model. The first assumed a 
constant value for lambda over time and employed the standard Chow Test to detect any 
structural changes. The second recognized that the Chow Test implicitly assumes that the 
variance of the error term remains constant over time and, instead, an asymptotic F-Test 
was carried out. The final test was a maximum likelihood test which allowed for lambda 
to change in the sub-samples. In each case, there was no significant evidence of structural 
change.
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5.4 The Demand for Fine-Cut Tobacco

I
I
I
I
I
I(Qt-Qt-i)=a<)+a1(P,-P1.i)+a2(Pt.1-Pt.2)+aJ(¥t-Yt.1)+a4(Y,.1-¥t.2)

+a5Pt.2+a6 Yl.2+a7(Ql.1-Qt.2)+a8Qt.2+e, (5.3)

I
I72.

I73.

I74.

I

These assumptions are consistent with those made to present the various models described 
in Chapter IV.

Recall, domestic shipments are used as a proxy for consumption. Therefore, the forecast 
level of consumption is actually the forecast level of domestic shipments.

1984 was chosen as the end of the sample period since it excludes the significant increase 
in tobacco taxes announced in the 1985 federal budget.

In order to simplify the discussion for illustrative purposes, it is assumed that 
the demand for fine-cut tobacco (Q) depends only on its own price (P) and income (Y) 
and that the equation is linear74. As such, the functional form of the second order error 
correction model is as follows:

As was the case with the demand for cigarettes, the starting point in the 
analysis of fine-cut tobacco was a first-order error correction model as described by 
equation 4.1. However, significant problems with second-order serial correlation were 
discovered in the resulting error terms. As the error-correction model is designed to 
capture the dynamic influences of an economic relationship, the presence of strong second- 
order serial correlation suggests that these dynamics had not been properly accounted for in 
the model formulation. Consequently, it was decided to begin with a second-order error 
correction model as described by equation 5.3.

The final experiment dealing with the influence of the real level of taxes was 
carried out using the 1984 model (the tax variable is excluded as it begins only in 1987). 
Specifically, the model was used to forecast domestic consumption73 over the period 1985 
to 1991. The results of this forecast showed that the 1984 model consistently 
over-estimated the actual level of domestic consumption and that this discrepancy grew 
over time. Consequently, a model which excludes the influence of the tax variable in a 
world with smuggling would lead to a consistent over-estimation of domestic consumption.

do so, the model is estimated to the end of 198472 (the 1984 model) and then re-estimated 
without the tax variable over the full sample period. A joint F-Test was used to determine 
whether the coefficients had changed statistically -- an indication of structural instability. 
The joint F-statistic between the 1984 model and the full sample model without the tax 
variable was 15.1 which shows very strong statistical proof of a structural break. In 
contrast, the joint F-statistic between the 1984 model and the model including tax was 0.86 
showing very little evidence of structural change.
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In contrast to the results for cigarettes, the coefficients associated with lagged 
consumption are positive and so are consistent with the classical assumption of the partial 
adjustment model. One explanation for this contrast might be that fine-cut tobacco 
represents a smoker’s last resort to maintain their habit. The high cost of cigarettes has 
forced many hard-core smokers to switch to the cheaper alternative since the nature of their 
addiction makes it difficult for them to quit. This same addiction makes it difficult for 
these smokers to adjust their consumption to subsequent increases in the price of fine-cut 
tobacco.

The estimation phase started with the second-order error correction model. 
The empirical results confirmed that a first-order model was inappropriate since the 
restrictions required for the first-order error-correction model were rejected at the 95% 
level. The null hypothesis of a linear specification was not rejected and it was evident that 
the coefficient of the tax threshold variable became significant in the fourth quarter of 
1989. Furthermore, it was discovered that the influence of the price of cigarettes on the 
demand for fine-cut tobacco seemed to change beginning in the first quarter of 197875. 
Finally, the restrictions implied by a second-order partial adjustment model were accepted76.

Table 5.3 provides the empirical results for the demand for fine-cut tobacco 
as represented by a second-order partial adjustment model. The R2 value of 0.906 indicates 
that the model provides a reasonable fit over the time period. The income coefficient is 
strongly significant and reveals that fine-cut tobacco is an inferior good -- increases in 
income lead to a reduction in consumption. The price of cigarettes, a substitute, is 
positively related to the consumption of fine-cut tobacco and is statistically significant. 
However, the influence of the price of fine-cut tobacco is statistically insignificant. Finally, 
consumption is negatively correlated with the real level of taxes.

In the preliminary analysis, there was significant structural instability in the empirical 
results. One possible explanation is that the influence of the price of cigarettes on the 
demand for fine-cut tobacco changed through time (a change in the slope of the demand 
relationship). The existence and the potential timing of this change was determined by 
maximizing the log of the likelihood function by introducing a second variable for the price 
of cigarettes into the analysis at various points in time.

The restrictions required for equation 5.3 to be equivalent to the first-order error correction 
model are that a2=a5, a4=a5 and a7=a8.

Using equation 5.3, the restrictions required for a partial adjustment model are that 
a,=32=3, 3nd 33=34=3*.
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ITable 5.3

Final Model For The Demand For Fine-Cut Tobacco I
a0+a1Pt+a2Y[+a3PC78t+a4PCt+a5FrAXt+a6QD2-i-a7QD3+a8QD44-aqQt.1+a10Ql.2Q.=

I
IVariable T-Statistic

I
I
I
I

R2 .906 I
I

QDi

I
I
I
I
I
I
I

p
PC78

5.00
0.77
4.37
5.66
3.11
5.84
1.40
2.34
3.40
0.42
3.29

As noted in Chapter IV, a model which includes quarterly dummy variables 
assumes the same seasonal trends through time. However, these dummy variables could 
not account for exceptional changes in the level of manufacturers’ shipments in a particular

Q 
Y
PC
FT AX

In recognition of the structural breaks, several attempts were made to 
determine the source of the instability. For example, the model was modified to allow the 
coefficients of the various parameters to change at given points in time using dummy 
variables. However, all of these attempts failed to alleviate the structural problems.

Real price of fine-cut tobacco 
Real price of cigarettes 
beginning in 1978
Quarterly dummy for quarter i

Adjusted Per-Capita Quantity
Real per-capita disposable income 
Real price of cigarettes
Real level of taxes beginning 89Q4

Estimated
Coefficient

The fine-cut model was subjected to statistical tests similar to the ones used 
in the demand for cigarettes. Unfortunately, two serious statistical problems were 
discovered. First, the associated error term showed strong signs of heteroskedasticity, 
Second, the model was not structurally sound. The latter problem is the more serious as 
structural breaks were discovered over a large portion of the sample period.

Constant
P
Y
PC78
PC 
FT AX 
QD2
QD3
QD4
Qt..
Q.-2

0.117
0.024

-2.569 
-0.056
0.136

-1.070
0.005
0.010
0.012
0.033
0.252
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The variable is calculated on a monthly basis using the monthly share of total annual 
shipments. The share in a given month in each year is compared. If the share in a given 
year is greater than (less than) the average share by at least 20%, then QSHOCK takes on a 
value of 1 (-1). The quarterly value of QSHOCK is simply the sum of the monthly values. 
The computed values are shown in Table Al.6 of Appendix 1.

period. Such exceptional changes could lead to structural instability and there is no reason 
to believe this is not the case with fine-cut tobacco. For example, pre-announced tax 
increases (such as during the time when the federal levies were indexed) provide an 
incentive for manufacturers to increase shipments to avoid the impending tax change. 
After the tax change, shipments fall below the seasonal average. In a crude attempt to 
account for such deviations in shipments, a variable (referred to as QSHOCK) is 
constructed to indicate those periods in which shipments are either significantly higher or 
lower than the seasonal norm77.

The fine-cut model was re-estimated including the variable QSHOCK. As 
Table 5.4 shows, the inclusion of QSHOCK has a significant influence on the final results. 
The most obvious indicator is that the R2 increases from 0.906 to 0.930. Furthermore, 
there are relatively large changes in the coefficient estimates. The most important of these 
are the reductions in the influence of real income and the real level of taxes. Finally, the 
real price of fine-cut tobacco, although statistically insignificant, becomes negatively 
correlated with consumption.
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ITable 5.4

I
I0.=

I
T-StatisticVariable

I
I
I
I
I

R2 I.930

I
QDi

I
I
I
I
I78.

I

p
PC78

4.06
0.71
3.53
5.47
4.36
4.79
2.29
1.89
4.44
5.36
1.51
3.67

The inadequacies of the fine-cut model which excludes the variable 
QSHOCK might lead one to question the results of the model which includes it. While it 
is true that QSHOCK is arbitrary in nature, its purpose is to capture periods of exceptional 
shipments which could be the cause of the structural problems encountered in the model 
excluding QSHOCK78. Such structural problems were not evident in the model describing 
the demand for cigarettes. Thus, it might be useful to determine what the impact of 
QSHOCK would be on the parameter estimates in the domestic demand model for

Q 
Y 
PC
FT AX

In fact, the heteroskedasticity discovered in the model excluding QSHOCK could also be 
caused by the structural instability.

Real price of fine-cut tobacco 
Real price of cigarettes 
beginning in 1978

Quarterly dummy for quarter i

Adjusted Per-Capita Quantity
Real per-capita disposable income 
Real price of cigarettes
Real level of taxes beginning 89Q4

Estimated
Coefficient

Final Model For The Demand For Fine-Cut Tobacco 
IncludillgOSHOCK

Constant
P
Y 
PC78
PC 
FT AX 
QD2 
QD3 
QD4 
QSHOCK
Q-
0.-2

a<)+a1Pt+a2Yl+a3PC78t+alPCl+a5FTAX,+a6QD2+a7QD3+a8QD4-i-aqQSHOCK
+aioQt.l+auQl-2

0.086
-0.020
-1.860
-0.050
0.170 

-0.800
0.007
0.007
0.014
0.012
0.105
0.243
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Table 5.5

The Impact of QSHOCK on Cigarette Demand Elasticities

I (1985)

Including QSHOCKVariable Excluding QSHOCK

I Price:

I
Income:I

I
Price of Fine-cut Tobacco

I
I
I

tT, = a.P/Q, (5.4)

I
I

79.

I

Short-run
Long-run

0.08
0.06

0.06
0.05

0.06
0.05

0.05
0.04

It is not possible to compare coefficient estimates between the two models directly since the 
corresponding Box-Cox transformation parameters were different

The fine-cut model described in Table 5.4 can be used to determine the point 
elasticities of demand. Following equation 5.1, it can be shown that the own-price 
elasticity of demand, in the short-run, can be calculated using the following formula:

cigarettes. Accordingly, Table 5.5 compares the 1985 point elasticities79 for cigarettes with 
and without QSHOCK and shows that the elasticities in both cases are basically the same. 
Since QSHOCK does not significantly change the results for cigarettes, the use of 
QSHOCK in the fine-cut model should not pose any serious problem.

Similar formulas can be derived for the elasticity of demand with respect to changes in 
real incomes, the real level of taxes and the real price of cigarettes. The estimated point 
elasticities of demand for selected points in time are contained in Table 5.6.

-0.75
-0.56

-0.71
-0.57

Short-run
Long-run

Short-run
Long-run
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ITable 5.6

Implied Point Elasticities of Demand For Fine-Cut Tobacco I
Variable/Year

I
Own Price (Assuming no tax change)

I
IIncome

I
ITax (Assuming no price change)

I
IPrice of Cigarettes

I
I
ITobacco Smuggling5.5

I
I
I
I80.

I

1980
1985
1991

1980
1985
1991

1980
1985
1991

1980
1985
1991

-0.14
-0.16
-0.47

Long
Run

0.89
0.94
2.01

0.58
0.61
1.31

-0.09
-0.10
-0.30

-0.77 
-0.59
-0.68

-0.50
-0.38 
-0.44

Short
Run

Illicit tobacco products can also include tobacco which is supplied as ships’ stores or for 
use by diplomats and subsequently resold.

The term tobacco smuggling generally implies that a tobacco product has 
been illicitly imported into Canada80. These importations can be made by professional 
smugglers or by ordinary individuals. However, it should be recognized that there are 
legal ways to increase one’s consumption of tax-free cigarettes by taking advantage of the 
rule regarding duty-free importations — each individual is able to import a carton of 
cigarettes tax-free after being out of the country for more than forty-eight hours. That is.

n.a.
n.a. 

-0.58

n.a.
n.a. 

-0.89
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81. See Lewis and Coate (1982).

I 82.

I As with cigarettes, this should approximate the total annual magnitude.83.

I
k

smokers could spend more time out of the country or encourage friends to bring them 
cigarettes on their return from a foreign trip. These types of importations are legal and 
should not be attributed to smuggling. However, it is difficult to account for these legal 
imports as it is impractical for Customs to keep track of personal duty-free importations. 
Consequently, the influence of the tax variable in the domestic model might be capturing 
some of the increase in these legal importations.

To isolate the impact of the tax, it is assumed that none of the other variables change, 
especially price.

Table 5.7 presents the final results of the simulations. Only the short-run 
results are presented as it takes several years for the long-run consequences of a given 
shock to be fully realized. As one would expect, the largest increase in tobacco smuggling 
coincided with the significant tax increases which occurred in 1989 and 1991. Specifically, 
the potential increase in the level of smuggled cigarettes in these two years was 
21.2 million cartons. The total increase in cigarette smuggling since 1988, which should 
approximate the total annual magnitude, could be as high as 25 million cartons and this 
represents about 13% of the domestic shipments in 1991. A similar story emerges for 
fine-cut tobacco as the cumulative increase in smuggling since 198983 is approximately 
18 million 200 gram tins equivalent to almost 57% of total domestic shipments in 1991.

The inclusion of the real value of taxes in the analysis attempts to capture 
the substitution between legal and illegal tobacco products. That is, as described in 
Chapter IV, the tax level is a proxy for the potential savings associated with consuming 
illicit rather than legal products. Of course, the substitution being measured reflects only 
the change in domestic consumption and not the change in smuggling. Moreover, there is 
no reason to believe that the change in domestic consumption would be equivalent to the 
change in illicit tobacco consumed since the prices of the two products are not the same. 
For example, an increase in real taxes would lead smokers to switch from legal to illegal 
sources. Since the price of illicit tobacco is lower, this could lead to an increase in 
consumption. However, there is no reason to believe that this change in consumption 
would be significant since the price elasticity of the individual (the source of the 
substitution) should be less than the aggregate price elasticity81.

The estimated models for domestic cigarette and fine-cut consumption are 
used to simulate the potential increase in the quantity of smuggled tobacco products over 
the last few years. Specifically, the models are simulated using actual changes in the real 
tax variable to determine the potential impact of these changes on domestic consumption82. 
The results of these simulations can then be compared between years to determine the 
potential change in smuggled tobacco products.
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ITable 5.7

I
IYear

I
I

Total 24.8 18.1

I
I5.6 Summary

I
I
I
I
I
I
I
I
I
I

2.2
10.4

1.4
10.8

1988
1989
1990
1991

The results presented in this chapter support several conclusions. First, the 
price elasticity of demand for cigarettes is currently -0.9 in the short-run and this value 
changes through time based on changes in total domestic consumption. This result is 
higher than most other Canadian studies where estimates range from -0.3 to -0.4. Second, 
the demand for cigarettes tends to be more inelastic in the long-run (-0.7) than in the 
short-run. Thirc. there is a significant degree of substitutability between cigarettes and 
fine-cut tobacco. Finally, illicit tobacco products are becoming an important alternative to 
their domestic counterparts.

Fine-cut Tobacco 
(200 Gram Tins)

Cigarettes
(Cartons)

Potential Change In Smuggled Tobacco Products 
(Millions)

n.a.
n.a.
2.7

15.4
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I THE PRICE SENSITIVITY OF YOUNGER CANADIANSVI
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I 84. See United States General Accounting Office (1989).

85.

I
I

The three studies are: Lewit and Coate (1981); Lewit, Coate and Grossman (1981); and 
Lewit and Coate (1982).

The only Canadian study on this issue assessed the effects of prices on 
cigarette consumption of teenagers and adults over the period 1980 to 1989 and was 
conducted by Ferrence, Garcia, Sykora, Collishaw and Farinon (1991). Their analysis 
attempted to calculate "arc elasticities" by comparing the change in consumption to changes 
in price. The consumption variable was estimated based on the proportion of people who 
smoke and the average daily consumption of cigarettes for each age cohort derived from 
various surveys. For those years in which there was no available survey, a "straight line" 
approach was used to determine the potential survey results for that year. Based on then- 
analysis, the authors found that the elasticity of demand for teenagers was higher than that 
for adults.

In the 1991 Federal Budget, the Minister of Finance, the Honourable Michael 
Wilson, stated that "our national strategy to reduce tobacco use addresses all aspects of the 
problem of tobacco consumption. In particular, it is aimed at discouraging young people 
from beginning to smoke. ... Studies show that tobacco taxes are particularly important in 
discouraging younger Canadians from smoking". Given this goal, a review of tobacco 
taxation should address the question of whether younger Canadians are affected more than 
others by a tax increase. As tax increases affect individuals through the consequential 
change in the retail price, the issue is whether younger Canadians have a higher price 
elasticity of demand than adults.

The question of whether tobacco price increases affect younger people more 
than adults has not been addressed in many studies. In the United States, there have been 
four major studies which address this question. Three of these were co-authored by Lewit 
and Coate85 and conclude that younger people are more price sensitive than adults — 
especially in the context of the decision of whether or not to smoke. However, a more 
recent study by Wasserman el al (1991) concluded that there were no significant 
differences in the elasticity of demand between teenagers and adults. Rather, the 
differences were explained by smoking restrictions such as smoking bans in public places.

Individuals usually begin to smoke early in life. For example, surveys 
conducted in the United States found that over 75% of adult smokers began to smoke 
before they turned 2184. Consequently, there is a good chance that if someone has not 
started smoking by the time they reach their mid-20’s they never will. Furthermore, 
individuals who are already addicted to tobacco find it hard to quit. Consequently, 
preventing people from starting to smoke has a long-term effect on the total consumption 
of tobacco products.
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In an effort to confirm the results found by Ferrence et al, the following 
simple regressions were run:

The coefficient estimates should be negative and, for a, to be greater than b| in absolute 
terms, bi-a, would be positive.

Equations 6.1 and 6.2 state that the proportion of people who smoke is 
influenced over time only by changes in the real price of tobacco products. If the 
influence of price is greater for younger Canadians, then the coefficient estimate for at 
should be greater, in absolute terms, than the estimate for bp Moreover, statistically they 
should be significantly different from each other. That is, b^a/6, which is referred to as 
the price sensitivity differential, should be significantly greater than zero.

As with the Ferrence et al study, data are available for only selected years. 
However, rather than deriving observations for these missing years as they did, this 
analysis simply ignores them. Furthermore, the survey results which are used in the 
regressions are adjusted to ensure comparability over time as suggested by Stephens (1988).

Table 6.1, which presents the results from the analysis, indicates that the 
price sensitivity differential between teenagers and adults is almost identical for males and 
females. Furthermore, in all cases, the estimates for teenagers and adults are statistically 
different at the 95% confidence level. These results would indicate that younger Canadians 
are, indeed, more sensitive to price changes than adults. However, one has to be careful 
about jumping to conclusions since other factors, such as the anti-smoking publicity that 
has been aimed at younger Canadians, might explain this differential. That is, the observed

where t represents time and i represents either males, females, or total. The mnemonic 
PR 1519 represents the proportion of people between the ages of 15 and 19 who smoke as 
reported in the various national surveys from 1965 to 1989. Similarly, PR2099 represents 
the proportion of people aged 20 and over who smoke. Finally, PTOB represents the real 
price of tobacco products as measured by the consumer price index for tobacco products 
deflated by the total CPI.

The ideal approach to assessing the influence of price on the decisions to 
smoke and the quantity to be consumed by an individual smoker would be an econometric 
study based on panel data providing price and quantity observations for a sample of 
individuals over time. Unfortunately, such a data set does not currently exist in Canada. 
An alternative approach would be to use available cross-sectional micro data where price 
variation is derived from the fact that tobacco prices are different in each province. 
However, there is only a limited variation in prices across provinces and this makes it 
difficult to obtain a reliable estimate for the price elasticity of demand.
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Table 6.1

I Comparing the Price Sensitivity of Teenagers and Adults

I Cohort

0.54Males Yes

I
Females 0.56 Yes

I Total 0.54 Yes

I
I
I

Table 6.2

I
I

Cohort

I Males 0.55 Yes

Females 0.67 YesI Total 0.60 Yes

I
I
I
I

Price Sensitivity
Differential

Significantly
Different

Significantly
Different

higher price sensitivity of teenagers might be capturing the influences of a well-targeted 
advertising campaign.

Price Sensitivity
Differential

Comparing the Price Sensitivity of Teenagers and 
Adults Including a Time Trend

In an effort to account for the possible effects of anti-smoking campaigns as 
well as other possible changes over time, equations 6.1 and 6.2 are re-estimated with a 
time trend. The purpose of the time trend is to capture any decline in smoking which 
might be attributed to social factors and anti-smoking publicity. The revised results, which 
are presented in Table 6.2, confirm the previous findings.

While, it is reassuring that the introduction of the time trend does not change 
the overall results, the model is too simple to be sufficient to draw a definitive conclusion 
that younger Canadians are more price sensitive than adults. Furthermore, survey data on 
smoking have several potential problems. For example, the social stigma of smoking leads 
many people to underestimate their true tobacco consumption. Moreover, it is now illegal
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Federal legislation prohibits the sale of tobacco to people under the age of 16. However, 
Prince Edward Island, New Brunswick, Ontario and Manitoba have made it illegal to sell 
tobacco products to anyone under the age of 18.

in four provinces’7 for those under the age of 18 to purchase tobacco increasing the 
likelihood that these individuals might be dishonest about their smoking. Consequently, 
one can only say that the results in Tables 6.1 and 6.2 provide an indication that younger 
Canadians have a higher price elasticity of demand.
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I THE SUPPLY OF EXPORTED TOBACCO PRODUCTSVII

I Introduction7.1
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7.2 The Economics of Smuggling

I
I
I
I

As indicated in Chapter II, the quantity of cigarettes and fine-cut tobacco 
exported from Canada increased very substantially between 1985 and 1991. For example, 
cigarette exports grew by over 440%. Over the same period of time, there have been 
significant tax increases. Moreover, there has been a large growth in the number of 
seizures of illicitly imported cigarettes and this indicates that smuggling has become a 
problem in Canada.

The important difference between today’s experience and the smuggling 
problem of the early 1950’s is the source of the product. In the 1950’s, illicit tobacco 
products were American whereas today Canadian products are the primary source. 
However, the 1950’s experience illustrates that Canadian smokers, given a sufficient price 
differential, will ignore differences in taste and switch to American cigarettes.

This is not the first time that tobacco smuggling has been a problem. In 
1951, the federal excise levies were increased by over 21% and, when combined with an 
increase in the manufacturer’s price, the retail price of cigarettes rose by more than 25%. 
As a result, the price of cigarettes sold in Canada was about twice that in the United 
States. By the fall of 1951, there were numerous reports of widespread cigarette 
smuggling. In Parliament, Opposition members made repeated calls for a reduction in 
cigarette taxes to offset the surge in smuggling. Newspapers reported a sharp increase in 
the volume of contraband American cigarettes seized by the R.C.M.P. Finally, in 1952 and 
again in 1953, the government lowered the tobacco tax to combat what was referred to as 
" the smuggling corporation of America". In time, the number of seizures made by the 
R.C.M.P. fell and the smuggling problem dissipated.

The existence of the market for smuggled tobacco products has consequences 
for government revenues. This chapter outlines an economic theory which explains the 
market for smuggled tobacco products. This model will then be used to provide an 
empirical assessment of the factors which might explain the recent increase in tobacco 
exports - the primary source of illicit tobacco in Canada.

The market for smuggled tobacco products is an example of a "black 
market". As with any market, there must be a supply and a demand for the product. The 
supply side consists of tobacco products illicitly imported from the United States and 
distributed in Canada. The demand side is made up of individuals who have left the legal 
market but continue to smoke. Based on the interaction between supply and demand, an 
equilibrium price is established for smuggled tobacco products.
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If the price of smuggled tobacco products were the same as the legal price, 
there would be no demand for them. Therefore, for such a market to exist, consumers 
must be able to save money. On the other hand, if such a market exists with no barriers 
and perfect information, then consumers would purchase only smuggled cigarettes and the 
price of legally-sold tobacco products would fall until the prices became equal”. Although 
there are a few isolated cases where retailers are selling cigarettes as loss-leaders, there is 
no evidence to suggest an overall reduction in legal tobacco prices induced by the price of 
smuggled cigarettes. Consequently, there are either barriers between the two markets 
and/or there is less than perfect information.

Consider first the availability of information. Throughout the economy, there 
are significant variations in the prices of many goods and services. These price variations 
can be explained by a number of factors such as warranties, after-purchase service and 
quality of the sales staff. Perhaps the most important factor is the cost of information. It 
is costly to search actively among suppliers to find the lowest price for a given good. 
This cost involves search time (equivalent to one’s foregone wage) and resources (e.g. 
gasoline for the car). Therefore, rational consumers will continue to search for lower 
prices only so long as the search costs are lower than the expected savings.

Search (or information) costs are especially important with smuggled tobacco 
products. As these products are illegal, the vendor cannot disseminate information in the 
same fashion as other vendors. For example, smugglers are unlikely to take out advertising 
in the local newspaper to promote their product Moreover, most smuggled tobacco 
products are not available in the normal retail environment. Therefore, the potential 
consumer must determine who is selling the product and where it is available based 
primarily on word of mouth.

A further consideration in the demand for smuggled tobacco products is the 
fact that the consumer is participating in an illegal activity. Although it would be difficult 
to prosecute someone for smoking an illicit tobacco product, that smoker is certainly aware 
that the product has been obtained through illegal means. Since most individuals are law 
abiding, there is a perceived "cost" for smokers to purchase smuggled tobacco products and 
they are willing to purchase these products only if the savings more than cover these costs.

Of course, if the legal price does not fall sufficiently to equal the illicit price, the legal 
market would cease to exist.

The costs of search and participating in an illegal activity ensure that the 
maximum price which consumers will pay for smuggled tobacco products is less than the 
retail price. If the costs of search and participating in an illegal activity are i, then the 
maximum price which consumers will pay is:

p mai _ p rtuil
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where m is the private costs associated with supplying smuggled tobacco products and s is 
the cost of getting caught. If there is an increase in the price of getting caught, then the 
minimum market price would also increase causing a reduction in the supply of smuggled 
tobacco products89.

If the private costs m went up, the supply of smuggled tobacco products would be reduced 
only if the increase in private costs did not affect the price of legal tobacco products. An 
example could be higher tobacco taxes in the United States.

The supply of smuggled tobacco products is analogous to the supply of any 
other commodity. Economic agents will provide the product based on the principle of 
profit maximization. If the associated profits are less than zero, then the product will not 
be supplied. That is, if the price of the smuggled product does not cover the cost of 
supplying it, there will be no supply. Suppose the smuggled tobacco product originates in 
Canada and is purchased in the United States. The cost of supplying the smuggled tobacco 
product would include the manufacturer’s export price, the transportation costs to the 
United States, the transportation cost back to Canada, the American distribution markups, 
and possibly the American tax.

Unlike most other products, the suppliers of smuggled tobacco products risk 
legal consequences if they are caught and so the price charged by suppliers must reflect 
this potential cost. The associated risk premium would be equivalent to the potential 
penalty associated with getting caught multiplied by the probability of that occurring. 
Thus, the minimum price at which smuggled tobacco products will be supplied can be 
described as: 

where P is the legal retail price of tobacco products. If i increases, the demand for 
smuggled tobacco products goes down.
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An alternative way of describing Figure 7.1 is that the difference between the 
equilibrium price P* and the minimum supply price (P10”) can be viewed as a measure of 
the incentive to supply smuggled tobacco (tc‘). When the incentive is zero, there will be 
no supply of smuggled cigarettes. As the incentive increases, so too will the supply of 
smuggled tobacco products. On the other hand, when the incentive is equal to P““ minus 
P ,",n there will be no demand since the savings which accrue to consumers are just equal 
to the search costs. As the incentive declines, the savings for consumers increase and this 
leads to increased demand. This interpretation of the market is shown in Figure 7.2.

P*
*

Figure 7.1 provides a geometric description of the market for smuggled 
tobacco products. The demand for smuggled tobacco products (D) approaches zero as the 
price of the product approaches P““. As with any other product, the demand increases as 
the price falls. The supply of smuggled tobacco products is positively correlated with the 
price and approaches zero as the price of the product approaches P"*. The equilibrium 
price P* and quantity Q* are determined by the condition that supply equals demand.

Figure 7,1
Market For Smuggled Tobacco Products

I
Q *

3?
I
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This would be equivalent to increasing one of the federal excise levies or a provincial 
tobacco tax.

*
7F

I
Q*

Market For Smuggled Tobacco Products 
(Quantity As It Relates To The Supply Incentive)

pjnin .

The model outlined above can now be used to predict what would happen to 
the supply and the demand given a shock. For example, let us assume that there is an 
increase in the domestic tobacco tax’0. As Figure 7.3 shows, the demand for smuggled 
tobacco products will shift up by the amount of the tax. This shift arises from the fact 
that P has increased by the same amount as the tax (caused by the increase in P reUdl 
Therefore, the tax change will lead to an increase in the supply of smuggled cigarettes 
(from Q* to Q') and an increase in the associated supply incentive (from it to it').
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At first glance, the empirical estimation of the demand for smuggled tobacco 
products would appear to be impossible. As with any black market, one cannot observe 
the actual quantity traded or the associated price. Furthermore, it is very difficult to 
quantify information costs or the probability of being caught. Nevertheless, there are some 
methods which can be employed to test for at least the existence of the market for 
smuggled tobacco products and to obtain an approximation of the responsiveness of the 
demand for smuggled tobacco products to changes in the domestic tobacco tax.

To that end, two models are developed to explain the level of exported 
tobacco products over time. The first is a natural rate model which tries to explain 
changes in exports destined for legitimate markets. The second incorporates variables 
which attempt to capture the influence of smuggling explicitly. As with the analysis of 
earlier chapters, the models are developed and estimated for both cigarettes and fine-cut 
tobacco.

Impact Of An Increase In The Domestic Tobacco Tax 
On The Market For Smuggled Tobacco Products

TV
*

7T
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A significant number of retailers in American resorts which are popular destinations for 
Canadians carry Canadian tobacco products.

Canada Customs require that individuals be away from Canada for more than 48 hours 
before tobacco products can be brought back duty free.

If one assumes that the legitimate market for Canadian cigarettes in the 
United States consists mostly of Canadian travellers, then it is relatively straightforward to 
identify what factors would influence the level of supply. The first factor would be the 
real price of tobacco products in the United States -- the higher the price, the higher the 
supply. The second factor would be the number of Canadians travelling outside the 
country for more than 2 days” - the higher the number of travellers, the higher the 
demand. The final factor would be real disposable income in Canada which affects the 
consumption of each traveller.

This test is performed by breaking the sample in two and comparing the explanatory power 
of the regression in the sub-samples versus the overall sample.

In the absence of any smuggling, a properly specified natural rate model 
should be able to explain changes in the level of exports. However, once smuggling 
becomes significant, the variables in the natural rate model would not be sufficient to 
explain smuggling-related exports and the parameter constancy of the model would be 
compromised. Therefore, the natural rate model can be used to determine when smuggling 
became a problem by extending the sample period and assessing the parameter constancy 
of the model92 *.

If there were no smuggling, Canadian tobacco exports would be destined for 
a legitimate economic market. The first question then is who is the ultimate consumer in 
this legitimate market. It is clear that Canadian and American tobacco products are 
significantly different in terms of both taste and smell. It might be the case that some 
Americans prefer Canadian cigarettes. However, in 1982 Canadian exports represented 
such a small share of the American market (0.15%) that this seems unlikely. The other 
group of consumers would be Canadians travelling to the United States and other countries 
who purchase Canadian cigarettes either while they are outside the country91 or at duty- 
free stores on their way back.
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If the demand curve was shifting due to changes in information costs then it would be 
much more difficult to attribute changes in quantity to changes in price.

Therefore, the natural rate model for exports can be estimated based on the 
U.S. price of tobacco products, the number of Canadian travellers and disposable income 
using the following functional form94:

The linear formulation is used for illustrative purposes only. One would have to test this 
functional form versus a logarithmic formulation or some type of Box-Cox transformation.

The number of smokers is estimated based on population data for Canada and the 
proportion of Canadians who smoke through time.

The theoretical presentation of the market for smuggled tobacco products 
yields an alternative method for assessing changes in the level of exports. As Figure 7.3 
indicates, changes in the domestic tobacco tax cause shifts in the demand for smuggled 
tobacco products. If the quantity of smuggled tobacco products could be observed, the 
changes in the level of taxes would enable a researcher to observe the supply of smuggled 
tobacco products. That is, changes in tobacco taxes cause changes in the demand for 
smuggled tobacco products which leads to a new point of equilibrium along the supply 
curve. As long as only the level of taxes are changing then the relationship between 
supply and price would be identified96.

Ideally, one would like to construct the expected cost of being caught by multiplying the 
average fine with the probability of being caught. However, there are not sufficient data to 
allow this approach and a second-best alternative is followed.

where Xc is the amount of exported cigarettes per smoker95 in Canada; Xf is the amount of 
exported fine-cut tobacco per smoker in Canada; PUS is the real price of tobacco in the 
U.S. expressed in Canadian dollars; TRAV is the number of Canadians who travelled 
outside the country for two days or more as a ratio of the total population 15 years or 
older; and YD is real per capita disposable income.

Of course, the supply of smuggled tobacco products is also influenced by 
other factors such as the acquisition cost, distribution costs, and the expected cost of being 
caught (the actual penalty multiplied by the probability). Changes in any of these variables 
would lead to a shift in the supply curve and the impact of these shifts would have to be 
included in the empirical estimation. For example, the expected cost of being caught can 
be approximated97 by the inverse of the total number of Canadians travelling outside the



I
- 75 - 

I
I
I Xc or (=a0+a1*PUS+a2*TRAV+a3*YD+a4*TAXc or f+a<*COST ’ (7-2)

I
I
I
I
I
I

I 98.

I
I 99.

100. Statistics Canada reports export data beginning only in 1972.
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country98. As the expected cost increases, then the supply curve in Figure 7.2 will shift up 
causing an increase in the price of smuggled tobacco products and a decline in quantity.

Data from Canada Customs indicates that the number of searches at the border has 
remained relatively constant through the 1980’s. However, the number of crossings has 
increased considerably over the same period of time. Therefore, the probability of being 
caught should be inversely proportional to the number of crossings. Since the associated 
penalties have remained relatively constant in nominal terms, the real costs of being caught 
should be proportional to the inverse of the total CPI.

While it is useful to determine the factors that influence the level of 
smuggled tobacco products, it has to be remembered that there should still exist a level of 
exports to supply legitimate markets. Consequently, the smuggling components should be 
incorporated into the natural rate model described by equation 7.1. That is, the general 
smuggling model can be written as follows:

where TAXC is the real level of taxes per 200 cigarettes; TAX, is the real level of taxes 
per 200 grams of fine-cut tobacco99; and COST is an index of the expected cost of being 
caught which is computed by taking the inverse of the product of the total number of 
people crossing the border and the total CPI.

Unlike the domestic models described in Chapters IV and V, there is no adjustment made 
in the level of the ad valorem levies.

Therefore, the smuggling model described by equation 7.2 should be 
estimated for the full sample period (1972 to 1991100). The smuggling components become 
threshold variables where the associated coefficient is assumed to be zero during the period 
in which the natural rate model is structurally sound. As with the natural rate model, the 
smuggling model can be used to assess the potential change in the level of smuggled 
tobacco products over time.

As was pointed out above, the presence of smuggling should be reflected in 
the estimation of the natural rate model in the form of structural instability. Moreover, the 
point at which the structural problems are encountered should indicate when smuggling 
becomes measurable. The smuggling model can be used to confirm this hypothesis. That 
is, over the time period in which the natural rate model is structurally sound, the 
coefficients associated with the smuggling components in equation 7.2 (a< and aj) should 
not be statistically different from zero. Furthermore, if the smuggling components 
adequately account for the full-sample structural instability of the natural rate model, then 
the coefficients associated with the natural rate model component of equation 7.2 (at, a2 
and a3) should be equivalent to the values estimated for a structurally-sound natural rate 
model.
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In other words, more travellers take advantage of the duty-free limit including non-smokers 
buying tobacco for smokers.

As with the models for domestic consumption, quarterly data requires the inclusion of 
quarterly dummy variables - QD2, QD3 and QD4.

It is important to note that both of the methods described above can be used 
to measure only the potential illicit market for exported Canadian tobacco products. That 
is, the models fail to capture illicit tobacco products originating from other countries and, 
in particular, the United States. However, seizures of American cigarettes appear to 
represent only about 10% of total seizures and so this analysis should capture a large 
portion of the smuggling market Moreover, the models cannot capture the effects of a 
change in the propensity of Canadians to import duty-free tobacco on their return to 
Canada.

It is important to recognize that the existence of a structural break does not 
prove that smuggling is a problem. Other factors might explain the change. For example, 
there could have been an increase in the propensity of travellers to bring back tobacco102. 
In addition, Canadians could be spending more time away from Canada and this, in tum, 
would lead to an increase in the consumption of Canadian tobacco abroad. Finally, 
foreigners might have developed a preference for Canadian cigarettes. Therefore, the

The error correction model results obtained for both cigarettes and fine-cut 
tobacco indicated that the equations should be estimated using a static model expressed 
logarithmically. Since the purpose of the natural rate model is to determine when 
smuggling becomes a measurable problem, the analysis begins by estimating a static 
logarithmic natural rate model for both product types over the period 1972 to 1991. 
Throughout this period, the models are tested for structural breaks using a Chow test and 
an Asymptotic F-test. That is, the sample is split in two at various points in time and the 
parameter constancy between the two sub-samples tested. The results revealed important 
structural breaks starting in the first quarter of 1983 in the case of cigarettes and the fourth 
quarter of 1986 in the case of fine-cut tobacco.

The approach used in the estimation process is similar to the one described 
in Chapter IV. That is, the Hendry Approach is followed beginning with a first-order error 
correction model. The appropriate functional form (linear, logarithmic or some form of 
Box-Cox transformation) is determined using a PE test. Then, the appropriate model is 
chosen by testing the restrictions implied by either a partial adjustment or static model. In 
all cases, the models are estimated using quarterly data from 1972 to 1991101.
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presence of the structural break only suggests that smuggling started to become a problem 
in 1983 for cigarettes and 1987 for fine-cut tobacco.

The final natural rate model estimates should be based only on a time period 
in which the model is structurally sound. Therefore, the natural rate model for exported 
cigarettes is estimated from 1972 to the end of 1982 while the fine-cut model covers the 
period 1972 to the third quarter of 1986. The results are presented in Table 7.1.
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ITable 7.1

Empirical Results For The Natural Rate Model I
i) Exported Cigarettes (1972 QI to 1982 Q4)

IlogXC, = a0+a1logPUSt+a2logTRAV,+a3logYDl+a4QD2+a4QD3+a6QD4

I
Variable T-Statistic

I
I
I

R2 .776

I
ii) Exported Fine-Cut Tobacco (1972 QI to 1986 Q3)

IlogXF, = ao+a,logPUSt+a2logTRAVt+a31ogYD1+a4QD2+a5QD3+a6QD4

I
Variable T-Statistic

I
I
I

R2 .492

I
Per-smoker fine-cut exports

I
I
I

xc
PUS
YD

2.91
3.09
3.77
1.10
5.29
1.18

-4.9412
1.2264
1.5048
3.2185 

-0.1454 
-1.3212
0.2199

1.71
4.51
4.85
1.10
4.78
0.51

Per-smoker cigarette exports 
Real price of tobacco in the U.S. 
Real per capita disposable income

XF
TRAV Number of travellers (2 or more days) 
QDi Quarterly dummy for quarter i

Estimated
Coefficient

Estimated
Coefficient

Constant
PUS
TRAV 
YD 
QD2 
QD3 
QD4

Constant
PUS
TRAV 
YD 
QD2 
QD3
QD4

-0.7832
0.8471
0.7032
1.8574 

-0.0531 
-0.4656 
-0.0318
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103. We have no explicit information relating to the cause of this temporary reduction.

I 104. D90 takes on a value of one only in the second and third quarters of 1990.

One would expect that the coefficients associated with the price of tobacco 
in the United States would be positively correlated with the level of exports since the 
natural rate model measures a supply. In addition, the level of exports should be 
positively related to both the number of travellers and to disposable income. As Table 7.1 
shows, the results from both the cigarette and fine-cut models support these expectations.

It is important to ensure that the estimated models conform to the statistical 
principles associated with ordinary least squares. Specifically, the residuals from both 
equations were submitted to various tests to identify the potential presence of 
autocorrelation or heteroskedasticity. None of the tests revealed any significant problems.

In order to assess the impact of the factors that have contributed to 
smuggling, the natural rate models were re-estimated over the entire period incorporating 
the smuggling variables starting in the first quarter of 1983 in the case of cigarettes and 
the fourth quarter of 1986 in the case of fine-cut tobacco. Following the Hendry 
Approach, the results obtained from the error correction models indicated that a static 
model was appropriate in the case of cigarettes while a partial adjustment model would be 
more appropriate for fine-cut tobacco. Nevertheless, the results from the PE tests indicated 
that both equations should be estimated using a logarithmic functional form.

The models were estimated and tested for structural breaks. In both cases, 
the regression results indicated that the coefficient estimates were unstable. In particular, it 
was determined that there was a structural break in both equations in the second quarter of 
1991. Furthermore, a comparison of the actual level of cigarette exports and the level 
implied by the cigarette regression revealed an important over-prediction in the second and 
third quarter of 199O103.

The models had to be modified to account for these structural problems. To 
that end, an observation-specific dummy (D90) was introduced to account for this 
unexplained drop in the level of exported cigarettes in the second and third quarter of 
199O'M. In addition to the D90 variable, both equations were re-estimated twice: first, with
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I105. It should be noted that several different specifications were tested in order to account for 

this structural break. In particular, various specifications which included the interaction of 
observation-specific dummies and some combination of the other variables were tested. 
None of these specifications proved to be statistically appropriate. Clearly, there are not 
sufficient data after the break to allow us to identify the true nature of the problem.

the sample ending in the first quarter of 1991 and, second, incorporating another 
observation-specific dummy (D912) to account for the structural break observed in the last 
three quarters of the estimation period105.

The empirical results presented in Tables 7.2 and 7.3 indicate that a 10% 
increase in the level of real taxes on cigarettes would generate between a 10.2% and a 
10.9% increase in the level of exported cigarettes. Similarly, a 10% change in the level of 
real taxes on fine-cut tobacco would generate roughly a 10.2% change in the level of 
exported fine-cut tobacco in the short-run and a 16.5% change over the long-run. That is, 
there is a significant correlation between taxes and the level of exports.
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I Table 7,2

I Empirical Results For The Smuggling Model Excluding D912

i) Cigarette Exports

I logXC, =

I
T-StatisticVariable

I
I
I
I

R2 .944

I
ii) Fine-Cut Tobacco Exports

I logXF, =

I
T-StatisticVariable

I
I
I
I

R2 .923I
Per-smoker cigarette exports

I
I TAXF Real level of taxes - fine-cut

-1.9785
0.0341
0.5909
1.3044
0.0623 

-0.3263
0.0133
1.0883 

-0.1316 
-0.2034

-3.1990
1.2296
0.5401
2.3626
0.7100 

-0.5477
0.0223
1.0298 

-0.3413
0.3762

0.08
3.76
3.69
1.46
3.92
0.22
7.18
6.64
2.05

2.28
0.88
2.15
0.48
1.91
0.10
2.54
8.22
3.09

XC
PUS Real price of tobacco in the U.S. 
YD

Estimated
Coefficient

Estimated
Coefficient

Real per capital disposable income 
TAXC Real level of taxes - cigarettes 
D90 Observational dummy for 90Q2 

and 90Q3

a<3+a1logPUS1+a2logTRAVt+a31ogYDt+a4QD2+a5QD3+a6QD4+a7logTAXCt
+aglogCOSTt+a,D90

ao+a, logPU St+a2logTRA V^log YD,+a4QD2+a5QD3-i-a6QD4+a7logT AXF, 
-i-aglogCOST.+tuXF,.,

Constant
PUS
TRAV 
YD 
QD2 
QD3 
QD4 
TAXC
COST
D90

Constant
PUS 
TRAV 
YD 
QD2 
QD3 
QD4 
TAXF 
COST 
XF,.,

XF Per-smoker fine-cut exports 
TRAV Number of travellers 
QDi Quarterly dummy for quarter i 
COST Real cost of getting caught
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Table 7.3

IEmpirical Results For The Smuggling Model With D912

i) Cigarette Exports

I
logXC, =

IEstimated Coefficient T-StatisticVariable

I
I
I
I

R2 .959 I
ii) Fine-Cut Tobacco Exports

IlogXF, =

IVariable Estimated Coefficient T-Statistic

I
I
I
I

R2 .947

I
I

D90 I

0.38
4.00
3.47
1.01
4.17
0.75
6.33
5.83
1.89
5.13

-2.3727
0.1768
0.6717
1.3160
0.0461 

-0.3675
0.0484
1.0246 

-0.1232 
-0.1925
0.5847

2.33
0.91
2.18
0.47
1.96
0.12
2.60
8.37
3.25
2.03

a()+a|logPUS[+a2logTRAVt+a31ogYD1+a4QD2+a5QD3+a€QD4+a7logTAXF,
+a8logCOST,+a<)XFI.14-a10D912

Per-smoker cigarette exports 
Real price of tobacco in the U.S. 
Real per capital disposable income

XC
PUS
YD
CTAX Real level of taxes - cigarettes

Observational dummy for 90Q2 and 90Q3
TAXF Real level of taxes - fine-cut

a<l+a1logPUSt+a21ogTRAVt+a31ogYDt+a4QD2+a5QD3+a«QD4-i-a7logTAXC1 
+a8logCOSTt4-a9D90+a1()D912

Constant
PUS 
TRAV
YD 
QD2
QD3 
QD4 
TAXC
COST
D90
D912

Constant
PUS
TRAV 
YD 
QD2 
QD3 
QD4 
TAXF 
COST 
XF... 
D912

-3.2780
1.2332
0.5473
2.3503
0.0689 

-0.5482
0.0260
1.0190 

-0.3410
0.3803
0.7414

XF Per-smoker fine-cut exports
TRAV Number of travellers
QDi Quarterly dummy for quarter i 
COST Real cost of getting caught
D912 Observational dummy for 91 Q 2,3,4
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If seizures represent an unbiased random sample of smuggling activity, then American 
cigarettes could represent about 10% of the total quantity of smuggled cigarettes in Canada.

It is also interesting to compare the coefficients of the natural rate 
components in the smuggling model to the estimates obtained from the natural rate model. 
This comparison is accomplished by testing whether the coefficients between the two 
models are statistically different from each other. In every case, the F-test accepted the 
hypothesis that the coefficients were the same.

The natural rate model estimates changes in the level of tobacco exports 
which are destined for legitimate markets. The models are estimated only over the time 
period for which they are structurally sound and so smuggling is not a problem. These 
models can then be used to estimate the potential level of smuggling by projecting the 
level of exports consistent with the natural rate model and comparing it with the actual 
level of exports. The difference between this forecast and the actual levels can be 
attributed to smuggling. In interpreting the results, it is important to realize that other 
factors might explain the presence of a structural break and that the existence of the 
structural break does not provide statistical proof of tobacco smuggling.

The consistency of the smuggling and natural rate models provides even 
stronger evidence of the existence of a market for smuggled tobacco. Throughout the early 
years of the sample period, the natural rate models are structurally sound. Then, over the 
later years, the natural rate models fail to adequately explain changes in the level of 
tobacco exports. However, once the smuggling components are introduced, the revised 
models are basically structurally sound.

The empirical results of the previous section can now be used to assess the 
potential level of tobacco smuggling in Canada. However, it is important to remember that 
none of the models can measure the potential flow of tobacco from foreign countries and 
that there are indications that American cigarettes comprise as much as 10% of total 
cigarette seizures106. Moreover, the models cannot account for a change in the propensity 
of Canadians to legally import duty-free tobacco products on their return from foreign trips. 
Finally, the models provide only a proxy for an activity that cannot be observed.

It is also interesting to note that the COST variable, which is a proxy for the 
expected cost of being caught smuggling, is statistically significant in both equations. The 
results suggest that a 10 per cent increase in either enforcement at the border (number of 
searches) or the associated level of fines would result in a reduction of between 1.2 and 
1.3 per cent in the level of exported cigarettes and a 3.4 per cent drop in fine-cut tobacco 
exports. That is, an increase in either enforcement at the border (number of searches) or 
the associated level of fines would result in a reduction in the level of smuggled tobacco.
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Table 7.4 provides the results based on the three different models. As one 
would expect, the largest increase in the potential level of smuggling occurred in 1991. 
The cumulative increase in smuggling over the last five years, which should approximate 
the total annual magnitude, ranges from 9.3 to 23.9 million cartons of cigarettes and from 
3.1 to 12.0 million 200 gram tins of fine-cut tobacco. In other words, the cumulative 
increase in smuggling represents as much as 12% of the domestic shipments of cigarettes 
and 38% of the domestic shipments of fine-cut tobacco in 1991.

The smuggling models explicitly incorporate variables to measure changes in 
the level of illicit tobacco products - the real level of taxes and the real cost of being 
caught The potential change in the level of smuggling can be derived based on changes 
in these variables. Careful attention has to be paid to the observation-specific dummy 
D912 used to capture the significant increase in the level of exports in the last three 
quarters of 1991 which could not be explained by the other variables in the model. It 
could be capturing the effects of a missing variable, a one-time event, a significant change 
in smuggling or many other things. Therefore, the potential change in the level of 
smuggled tobacco is measured based on a model which excludes D912 (Table 7.2) and one 
which includes the variable (Table 7.3). In the case of the latter, D912 is assumed to be 
related entirely to smuggled tobacco.

The most startling observation regarding Table 7.4 is the influence of the 
D912 variable. Including D912 in the smuggling model and attributing its influence to a 
structural change in smuggling results in an increase in the estimated change in cigarette 
smuggling in 1991 of over 100%. As was noted earlier, there are many possible 
explanations for D912 and the data do not allow for a proper statistical assessment. 
However, it should be noted that the level of exports implied by the model which excludes 
D912 is significantly less than ±e actual level over the first two quarters of 1992. That is, 
there are strong indications that the influence of D912 is persisting.



Table 7.4

Smuggling ModelNatural Rate Model

Cigarettes

0.30.5 0.4 0.0 0.01987 2.0

0.5 0.1 0.4 0.01988 -0.4 0.2

2.0 0.2 1.9 0.22.7 0.31989

0.7 1.5-0.9 1.8 1.6 0.71990

2J. 17.39.6 18 10.11991 20.5

9.3 3.1 21.4 12.023.9 12.4Total

Fine
Cut

Fine
Cut

Fine
Cut

Without D912
Cigarettes

Potential Changes in the Level of Tobacco Smuggling 
(Millions of Cartons or 200 Gram Tins)

With D912
Cigarettes
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The true nature of D912 could have serious implications for future tax 
revenues and, as such, an understanding of the variable would be very useful. To that end, 
the theory developed in section 7.2 to explain the market for smuggled tobacco products 
might provide some insight into D912. Specifically, D912 might be capturing shifts in the 
supply relationship shown in Figure 7.2. For example, the recent increase in the real level 
of taxes has led to a significant increase in the real profits for smugglers. Consequently, 
there has probably been a large increase in the number of suppliers and this would cause a 
downward shift in the supply curve.

D912 could also be capturing shifts in the demand curve. For example, a 
large increase in the number of suppliers could have led to a reduction in the information 
costs of consumers since it would be easier for a smoker to find the product. Moreover, a 
large increase in the number of people purchasing smuggled tobacco products could have 
led to a reduction in the perceived "cost" of participating in an illegal activity causing a 
"bandwagon" effect. Both of these effects would lead to an upward shift in the demand 
curve.

In order to gain further insight into the possible explanation for D912, the 
models which describe domestic cigarette consumption and cigarette exports (including 
D912) are used to forecast domestic cigarette consumption and cigarette exports in 1992. 
The forecast values are then compared with the actual values over the first two quarters. 
The domestic model accurately predicted consumption in the first quarter but over-predicted 
consumption by almost 6% in the second quarter. On the other hand, the export model 
over-predicted exports in the first quarter by almost 19% while under-predicting exports by 
roughly 12% in the second quarter.

The failure of the export model to predict the level of exports in the first 
quarter of 1992 can be attributed to the influence of the tobacco export tax. Likewise, the 
under-prediction in the second quarter might be attributed to a surge in exports as 
American distributors were restocked following the suspension of the export tax. However, 
it should be realized that the forecast level of exports is artificially high since it does not 
take into account the important increase in the level of enforcement in 1992. Furthermore, 
Canadian cigarette brands are now being manufactured in the United States. These 
considerations, when combined with the fact that the domestic model over-predicted

The consequences of a downward shift in supply and/or an upward shift in 
demand are the same. Both lead to an increase in the quantity of smuggled tobacco 
products. If these shifts are only a one-time event, then there will be no further long-term 
consequences. However, if they are dynamic in nature, then the number of suppliers would 
be continually increasing causing further reductions in information costs and an even larger 
volume of smuggled tobacco products. Alternatively, one cannot discount the possibility 
that D912 represents a structural change in one of the coefficients in the smuggling model. 
For example, it could be the case that the supply of smuggled tobacco products has 
become more sensitive to tax changes. As a result, future tax increases might lead to even 
larger increases in smuggling.
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consumption by almost 6%, would suggest that smuggling is more of a problem than 
implied by the models described above.

This chapter has presented two models which try to explain changes in 
Canadian tobacco exports over time. The first, the natural rate model, sought to explain 
the supply of exported tobacco to legitimate markets meeting the demand created by 
Canadians travelling abroad. However, it could not explain the recent surge in the level of 
exports — an amount which is attributed to smuggling. Therefore, a second model was 
presented which included not only the supply to legitimate markets but also incorporated 
variables which captured the influence of smuggling. The results of this smuggling model 
reveal that a 10% increase in the level of real tobacco taxes in Canada would lead to at 
least a 10% increase in the level of tobacco exports -- an amount which would appear to 
be destined for the smuggling market.
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8.2 The Events of 1991 and Federal Revenues I
i) The Impact of the 1991 Federal Budget I

I
I
I
I
I
I107. The analysis assumes that taxes are shifted forward to consumers dollar-for-dollar.

I

In the 1991 budget, the federal government announced the largest tobacco tax 
increase in history - the excise tax was increased by three cents per cigarette along with 
commensurate increases in the federal rates on other tobacco products. Table 8.1 provides 
the impact of the excise tax increase on the price of a carton of 200 cigarettes. The pre­
budget price represents the average price of a carton of cigarettes in Canada during January 
1991. Furthermore, the analysis assumes that the tax change does not affect either 
provincial product taxes or private markups.

As Table 8.1 shows, the excise tax on a carton of cigarettes increased by $6 
from $4.36 to $10.36 — that is, a 137.6% change. Since both the GST and provincial 
sales taxes are levied on a price which includes the excise tax, their per-unit revenues 
increase automatically. The GST increased from $2.21 to $2.63 or by 19.0% while the 
average provincial sales tax increased from $1.94 to $2.32 for a change of 19.6%. As a 
result, the overall increase in the retail price of a carton of cigarettes was $6.80 or 19%.107

The estimates derived in previous chapters have direct consequences for the 
level of government revenues. The domestic consumption models estimated in Chapter V 
provide possible values for the price elasticity of demand. In addition, they show that, 
over the last few years, the change in the real level of tax has had an influence on the 
substitution between legal and illicit tobacco products. The models explaining the supply 
of Canadian tobacco exports attempt to shed more light on the market for smuggled 
tobacco products.

The purpose of this chapter is to take the empirical results developed in 
previous chapters and assess their consequences for federal revenues and overall 
consumption. Thus, section 2 looks at the events which took place in 1991 and their 
impact on federal revenues. In particular, attention will be paid to the 1991 federal budget, 
provincial tax increases and changes in private costs. Section 3 provides estimates for the 
potential loss in federal tax revenues as a result of the market for smuggled tobacco 
products. The final section provides an assessment of the potential change in overall 
tobacco consumption since 1985.
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I Table 8.1

I
I Price Component Pre-Budget Post-Budget % Change

I $ 6.23 $ 6.23 0.0Manufacturer’s Price

5.50 5.50 0.0Excise DutyI
4.36 10.36 137.6Excise Tax

I 0.0Provincial Product Taxes 10.77 10.77

4.72 4.72 0.0Private Markups

I Goods and Services Tax 2.21 2.63 19.0

I Provincial Sales Taxes 1.94 2.32 19.6

Retail Price 35.73 42.53 19.0

I
I
I
I
I
I
I
I
I

Impact of the 1991 Federal Budget on the Price of Cigarettes 
(A Carton of 200 Cigarettes)

Table 8.2 provides the impact of the excise tax increase on the price of a 
200 gram tin of fine-cut tobacco. The excise tax increased from $3.05 to $7.13 - a jump 
of 133.8%. As a result, the GST increased by 290 or 19.2% and the average provincial 
sales tax increased by 300 or 21.4%. Therefore, the retail price of fine-cut tobacco went 
from $24.41 to $29.08 or an increase of 19.1%.
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ITable 8.2

I
I

% ChangePre-Budget Post-BudgetPrice Component

I
0.0Manufacturer’s Price $ 4.59 $ 4.59

I0.0Excise Duty 3.67 3.67

Excise Tax 3.05 7.13 133.8 I
Provincial Product Taxes 6.90 6.90 0.0

IPrivate Markups 3.303.30 0.0

Goods and Services Tax 1.51 1.80 19.2

IProvincial Sales Taxes 1.70 21.41.40

IRetail Price 24.41 29.08 19.1

I
I
I
I
I
I
I
I

Table 8.3 provides the estimated potential impact of the 1991 federal budget. 
The excise tax increase affected three variables in each model -- own price, the price of 
the substitute, and the real level of taxes. As Table 8.3 shows, the change in the price of 
cigarettes, all else being equal, led to a 13.2% reduction in domestic cigarette consumption. 
The increase in the real level of taxes led to a further reduction of 3.8%. Finally, the 
increase in the price of fine-cut tobacco resulted in a 1% increase in domestic cigarette 
consumption. The net result is that the budget led to a short-run reduction in domestic 
cigarette consumption of 16%. Over the long-run, the addictive nature of cigarettes catches 
up with some of those who tried to quit and this reduces the impact to a decline of 12%.

One should bear in mind that there is no conclusive way to assess the true 
impact of the 1991 budget. First, the data never provide a point in time when domestic 
tobacco consumption is in a long-run equilibrium to which the tax shock can be applied. 
Second, it is difficult to identify the true level of domestic consumption immediately prior 
to the tax change. To approximate the potential impact of the budget, the domestic models 
are simulated assuming that the shock is applied to the observed data for the fourth quarter 
of 1990. Furthermore, the nature of the shock is derived from a pre-budget price -- the 
average price for January 1991.

Impact of the 1991 Federal Budget on 
the Price of Fine-Cut Tobacco 

(200 Grams of Tobacco)
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I Table 8.3

I
I

VariableI
I

Price of Cigarettes -13.2 -9.9 20.0 30.7

I Cigarette Taxes -3.8 -2.9 n.a. n.a.

I Price of Fine-Cut 1.0 0.8 -4.6 -7.0

Fine-Cut Taxes -28.3-18.4n.a. n.a.

I Total Impact -16.0 -12.0 -3.0 -4.6

I
I
I
I
I
I
I
I
I

Long
Run

Long
Run

Short
Run

Short
Run

It should be noted that the estimated decline in domestic consumption 
represents only the change in the sale of legal tobacco products as measured by domestic 
shipments. It is not clear what happens to the true amount of total consumption as it 
includes the quantity consumed of illicit tobacco products. As discussed in chapter V, 
there is no reason to believe that the change in the demand for illicit tobacco would be 
equivalent to the change in legal consumption attributed to the tax changes shown in 
Table 8.3.

In the case of fine-cut tobacco, the increase in the price of the product led to 
a 4.6% reduction in domestic consumption in the short-run. The increase in the real level 
of taxes led to a further reduction of 18.4%. Finally, the increase in the price of cigarettes 
resulted in an increase of 20% in the demand for fine-cut tobacco. As a result, the net 
decline in domestic fine-cut consumption was 3%. Since domestic fine-cut consumption is 
positively correlated with past levels of consumption, the long-run impact of the budget is 
higher - a reduction of 4.6%.

Quantity
Of Cigarettes

Quantity
Of Fine-Cut Tobacco

Estimated Impact of the 1991 Federal Budget 
on Domestic Tobacco Consumption 

(Percentage Changes)

The model simulations can be used to ascertain the potential impact of the 
budget on domestic tobacco consumption prior to the switch to illicit tobacco products. 
Specifically, Table 8.3 shows that cigarette shipments decline by 12.2% in the short-run 
and 9.1% in the long-run (these values are obtained by subtracting the impact of taxes 
from the total impact shown in Table 8.3). This decline would be caused by a reduction
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ITable 8.4

I
Fiscal Year I
Cigarettes (Millions of Cartons of 200 cigarettes)

I
IFine-Cut Tobacco (Millions of 200 grams tins)

I
I
I
I
I108.

I109.

I

1990- 91
1991- 92
1992- 93

1990- 91
1991- 92
1992- 93

0.0
0.9
1.5

Private Cost
Increases

These simulations can be used to determine how federal revenues would have 
been affected by the 1991 budget. Table 8.4 provides the estimated impact of the tax 
increase on domestic shipments of cigarettes and fine-cut tobacco. In fiscal year 1991/92, 
the level of domestic cigarette shipments were estimated to fall by about 28 million cartons 
while the domestic shipments of fine-cut tobacco was estimated to decline by 3.2 million 
200 gram tins. However, the impact on domestic cigarette consumption in fiscal year 
1992/93 would be slightly reduced as smokers who tried to quit return to their old habit108. 
That is, the long-run decline in domestic consumption is smaller than the short-run.

Recall, the coefficient associated with lagged consumption in the domestic cigarette model is 
negative.

The budget actually forecasted a revenue gain of $1,400 million but this amount included 
$100 million in revenues from the application of the tax to inventories.

-0.1
-3.2
-3.7

Table 8.5 presents the revenue implications of the 1991 budget. It shows 
that the tax increase generates $945 million in extra revenues from cigarettes and 
$105 million from fine-cut tobacco in fiscal year 1991/92. That is, the total revenue gain 
is $1,050 million - $250 million less that the original budget forecast of $1,300 million109. 
In contrast, the total revenue gain in the following year, $1,075 million, is $30 million 
higher than that forecasted in the budget. It should be noted that the revenue reduction

in the quantity consumed by each smoker, a reduction in the number of people who begin 
to smoke and an increase in the number of smokers who quit In contrast, the quantity of 
fine-cut tobacco increases by 15.4% in the short-run and 23.7% in the long-run as the 
budget increased the real price differential between cigarettes and fine-cut tobacco.

February 1991
Tax Increase

-0.7
-28.0
-27.8

-0.7 
-41.8 
-45.3

Provincial
Tax Increases

-0.1
-3.9
-4.6

Tomi
Change

0.0
-2.5
-3.0

Estimated Impact of Private Cost and Tax Changes Announced 
since 1991 on Domestic Shipments of Tobacco Products

0.0
-1.6
-2.4

0.0
-11.3 
-14.5
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I

Table 8.5

I
I

Fiscal Year

I Cigarettes (Millions of Cartons of 200 cigarettes)

I
I Fine-Cut Tobacco

I
I Total

I
I

Excise taxes and duties only, i.e., not accounting for sales taxes.

I
ii) Provincial Tax and Private Cost Increases

I
I
I
I
I

1990- 91
1991- 92
1992- 93

25
945
975

Provincial
Tax Increases

0
(20) 
(30)

0
(25) 
(30)

25
735
705

30
830
790

30
1,050
1,075

5
105
100

0 
(175) 
(225)

0 
(195) 
(255)

0
(35) 
(45)

5
95
85

anticipated in the budget forecast assumed a constant decline in domestic tobacco 
consumption through time and this assumption is not supported by the empirical results 
described in Chapter V.

Private Cost
Increases

0
10
15

February 1991
Tax Increase

The increase in federal taxes was not the only factor that affected tobacco 
prices in 1991. The average provincial tax on cigarettes increased 23% and 28% for fine- 
cut during the year. Moreover, there was an increase of over 10% in the manufacturer’s 
price. These changes led to an even higher real price for tobacco. As a result, there was 
a further reduction in domestic consumption causing an unanticipated loss in revenues to 
the federal government

1990- 91
1991- 92
1992- 93

1990- 91
1991- 92
1992- 93

Total
Change

Estimated Impact of Private Costs and Tax Changes Announced 
Since 1991 on Federal Revenues* 

(Millions of Dollars)
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I
I
I
I8.3 The Impact of Smuggling

I
I
I
I
I
I

110. I
111.

I
I112. See Table 5.7 and Table 7.4.

113. I
114.

I
I

The increase in private costs represents the change in the manufacturer’s price and any 
changes in the distribution margins.

The analysis in Chapter VII clearly shows the importance of D912 in the smuggling model 
and it appears that the effects of this variable are persisting through time. Therefore, 
Table 8.6 does not consider the smuggling model which excludes D912.

Unlike the results of the simulated impact of the 1991 federal budget, the quantity reduction 
grows in the following fiscal year. This increase arises from the fact that the price and tax 
changes occurred throughout 1991 and 1992. As a result, the full impact of these changes 
are not reflected in fiscal year 1991/92.

The per-unit revenues would include the excise tax, the excise duty and the GST collected 
from each carton of cigarettes or 200 gram tin of fine-cut tobacco.

Both Chapter V and VII presented estimates for the potential change in the 
annual level of smuggled tobacco products since 1986112. These results can be used to 
assess the implications of the market for smuggled tobacco on federal revenues. Table 8.6 
provides the estimated potential revenue loss due to smuggling based on the per-unit 
revenues in December 199111’. That is, in 1991, the federal government lost anywhere 
from $555 million to $695 million in revenues114.

Table 8.4 shows that the increase in provincial taxes and private costs110 led 
to a decline in domestic cigarette shipments of 13.8 million cartons in fiscal year 1991/92 
and 17.5 million cartons in fiscal year 1992/93111. There was also a decline in the 
domestic shipments of fine-cut tobacco. These unanticipated reductions could not have 
been incorporated into the federal government’s revenue forecast. As a result, the 
associated unanticipated loss in the federal revenues from tobacco excise levies will amount 
to $220 million in fiscal year 1991/92 and $285 million in the next year. That is, when 
all of the changes in 1991 are considered, total federal revenues in fiscal year 1991/92 are 
estimated to be $470 million lower than originally forecast in the 1991 budget - 
$250 million because of a higher-than-expected quantity response and $220 million due to 
unanticipated changes in provincial taxes and private costs.
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I Table 8.6

I
I

Change TotalType of Model

I
400 695Domestic Consumption Models

I 605510Natural Rate Models

555455Smuggling Models Including D912

I
I
I
I
I
I
I

Change In Overall Tobacco Consumption Since 19858.4I
I
I
I
I

In interpreting the results, it is important to realize that the implied 
revenue loss could only be recovered by the total elimination of smuggling at 
prevailing tax rates, which would likely be impractical given the long border between 
Canada and the United States. In addition, increases in enforcement entail additional 
costs which would reduce the potential increase in revenues. Moreover, the models 
provide estimates which are only indications for a market that cannot be observed. 
Therefore, the revenue losses presented in Table 8.6 should not be viewed as revenues 
which could actually be realized.

It is interesting to note that the natural rate model and the smuggling model 
with D912 yield estimates which exceed those of the domestic consumption models in 
1991. Of course, there is no reason to believe that the domestic models would yield the 
same results as the export supply models. The level of tax in both domestic consumption 
models attempts to measure the change in domestic demand as a result of a substitution 
between legal and illicit products. In contrast, the export supply models try to quantify 
changes in the supply of illicit tobacco products based on the quantity of Canadian tobacco 
exports.

To this point, the study has provided insights into the relationship between 
taxes and domestic consumption as well as the market for smuggled tobacco. However, 
very little attention has been paid to the overall level of tobacco consumption in Canada 
which would include both legal and illicit tobacco purchases. The purpose of this section 
is to assess the potential change in the overall level of tobacco consumption in Canada 
since 1985.

Potential Revenue Loss From Smuggling In 1991 
Based on Per-Unit Revenues in December 1991 

(Millions of Dollars)
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I
I

115.

I
I

Table 8.8 provides a similar assessment for fine-cut tobacco consumption. In 
contrast to cigarettes, the overall consumption of fine-cut tobacco has generally increased 
since 1985. These increases can be attributed to the fact that fine-cut tobacco has become 
relatively cheaper than cigarettes. Consequently, smokers are switching to the less- 
expensive alternative.

Table 8.7 provides the potential change in the overall consumption of 
cigarettes. The domestic shipments column depicts the quantity of legal tobacco purchases 
in Canada. The estimated quantity of smuggled cigarettes is based on the results obtained 
from the natural rate model as described in Table 7.1. That is, the level of smuggling is 
determined by netting the quantity of cigarette exports suggested by the natural rate model 
from total cigarette exports. However, to take account of the cigarettes smuggled into 
Canada but manufactured outside of the country, the natural rate estimates are inflated by 
10%115. The overall consumption of cigarettes is obtained by summing domestic shipments 
and the estimated level of smuggling. As can be seen from Table 8.7, the estimated level 
of overall cigarette consumption has declined every year since 1985.

Recall, American cigarettes could represent about 10% of the total market for smuggled 
cigarettes in Canada. However, it should be noted that the market for smuggled fine-cut 
tobacco appears to be primarily supplied from Canadian sources.
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I Table 8.7

I
I %%

Year
(D+(2)

I
I
I
I

Table 8.8

I
I

%
YearI

I
I
I
I
I
I
I

k

1985
1986
1987
1988
1989
1990
1991

500.0
33.3
25.0

190.0
331.0

5.4
4.2
3.1
5.5
3.8
5.2

1985
1986
1987
1988
1989
1990
1991

294.8
277.2
263.1
255.3
238.0
229.6
194.7

34.3
37.1
39.3
40.1
38.7
33.3
32.0

0.5
2.3
4.6
4.1
7.1
6.1

28.7

0.0
0.1
0.6
0.8
1.0
2.9

12.5

34.3
37.1
39.8
40.8
39.7
36.1
44.4

-6.0 
-5.1 
-3.0 
-6.8
-3.5 

-15.2

Estimated
Smuggling

(2)

295.3
279.5
267.7
259.4
245.1
235.7
223.4

8.2
5.9
2.0 

-3.5 
-14.0 

-3.9

8.2
7.3
2.5 

-2.7 
-9.1
23.0

360.0
100.0
-10.9
73.2 

-14.1
370.5

%
Change

%
Change

The Overall Consumption of Fine-Cut Tobacco Since 1985 
(Millions of 200 Gram Tins)

The Overall Consumption of Cigarettes Since 1985 
(Millions of Cartons)

Estimated % Estimated
Smuggling Change Consumption Change

(2)

Estimated %
Change Consumption Change 

(D+(2)

Domestic
Shipments

(1)

Domestic
Shipments

(1)



I
I

- 98 -

tIX CONCLUSION
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I
I
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I

The purpose of this report was to address several important questions: how 
do tax increases affect the demand for tobacco products; to what degree are cigarettes and 
fine-cut tobacco substitutes; are younger Canadians more price sensitive than older 
Canadians; and, to what extent have recent tax increases affected the market for smuggled 
tobacco products. To that end, several models were developed to assess the demand for 
domestic tobacco products, the price sensitivity of younger Canadians and the supply of 
exported tobacco products.

The government has placed an emphasis on reducing tobacco consumption, 
especially among younger Canadians. In 1991, the Minister of Finance stated that "taxes 
are particularly important in discouraging younger Canadians from smoking". A simple 
model was created to test the price sensitivity of teenagers versus adults. The empirical 
results provide an indication that teenagers have a higher price elasticity of demand than 
adults.

It is clear that the tobacco taxes levied by both the federal and provincial 
governments comprise a large share of the ultimate retail price. As such, the retail price is 

very sensitive to changes in the level of tax. Therefore, this report has sought to quantify 
the price elasticity of demand for tobacco since it will be useful in providing more reliable 
revenue forecasts. Two models were developed to explain changes in the demand for 
cigarettes and fine-cut tobacco. The empirical results indicate that the short-run price 
elasticity of demand is currently -0.9 for cigarettes and -0.3 for fine-cut tobacco.

The level of Canadian tobacco exports has increased significantly over the 
last few years. At the same time, there has been a large increase in the number of 
seizures of Canadian tobacco products imported illegally into Canada. These trends 
provide a strong indication that tobacco smuggling has become a problem in Canada. In 
an effort to explain the changes in tobacco exports, two models were developed - the 
natural rate model and the smuggling model. The former attempts to explain changes in 
the level of exports destined for legitimate markets while the latter incorporates variables 
which might capture changes in the level of smuggling. These models were then used to 
estimate the potential change in smuggling activity over the last five years.

The analysis provides several other conclusions. First, fine-cut tobacco is an 
inferior good in that increases in income reduce consumption. Second, the demand for 
cigarettes is more inelastic in the long-run (-0.7) than in the short-run. Third, the cross­
elasticity of demand for fine-cut tobacco with respect to an increase in the price of 
cigarettes is about 1.3. This indicates that fme-cut tobacco is a strong substitute for 
cigarettes. Finally, the inclusion of the real level of taxes in the empirical analysis 
provides strong evidence that illicit tobacco products have become an alternative to legal 
products.

The empirical analysis of Canadian exports based on the smuggling model 
could not fully explain the extent of the increase in the level of exports over the last three
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quarters of 1991 without an observation-specific dummy variable. Although the data do 
not allow for a proper evaluation of the unexplained increase in exports, evidence would 
suggest that there has been a structural change in the smuggling market. For this reason, it 
would be useful to monitor the level of smuggled tobacco into Canada because of the 
implications for government revenues.

Recent increases in federal tobacco taxes complement the government’s 
comprehensive strategy of reducing tobacco smoking in Canada. The empirical results 
clearly show that federal tax increases have led to a reduction in the level of tax-paid 
consumption in Canada. However, it also results in an increase in the market for illicit 
tobacco. Moreover, the trade in illicit tobacco products creates a financial burden for 
society - higher law enforcement costs; higher insurance costs to protect against tobacco 
thieves; and the economic costs of increased criminal activity. On balance, federal tax 
increases since 1985 have resulted in a net decline in overall tobacco consumption in 
Canada.

I
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Table Al.l

I

YearI
I

I
I
I
I
I

I
I
I

I

Taxes
($)

2.26
2.27
2.27
2.27
2.28
2.28
2.54
2.56
2.57
2.59
2.60
2.61
2.92
3.26
3.73
4.28
4.56
6.61
7.14
7.42
7.70

11.86
11.99
18.76

0.56
0.71
0.71
0.83
0.83
0.83
0.83
0.84
1.32
1.52
1.92 
2.05
2.18
2.82
3.58
4.92
5.38
6.32
7.27
8.31
9.55

10.51
12.39
16.25

1.69
1.78
1.78
1.85
1.99 
2.03
2.32
2.69
2.84
3.21
3.29
3.50
4.25
4.92
5.23
5.63
5.97
6,57
7.38
7.77
8.47
9.51

10.75
12.05

37.5
37.4
37.4
37.4
39.0
39.5
40.8
44.2
42.2
43.9
42.1
42.9
45.5
44.7
41.7
38.0
37.5
33.7
33.9
33.1
32.9
29.8
30.6
25.6

1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

50.1
47.7
47.7
45.9
44.7
44.4
44.6 
42.0
38.2
35.4
33.3
32.0
31.2
29.6
29.7
28.9
28.7
33.9
32.8
31.6
29.9
37.2
34.1
39.9

12.4
14.9 
14.9
16.8
16.3
16.1
14.6
13.8
19.6
20.8
24.6
25.1
23.3
25.6
28.5
33.2
33.8
32.4
33.4
35.4
37.1
33.0
35.3
34.5

Taxes
(%)

Taxes
(%)

4.51
4.76
4.76
4.95
5.10
5.14
5.69
6.09
6.73
7.32
7.81
8.16
9.35 

11.00
12.54
14.83
15.91
19.50
21.79
23.50
25.72
31.88
35.13
47.06

Private
Costs

($)

Share of Retail Price
Private
Costs

(%)

Price Structure of a Carton of 200 Cigarettes 
(Average Canadian Price in December)

Federal Provincial
Taxes
($)

Retail Federal Provincial
Price

($)
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Table A1.2

I
I
IYear

I
I
I
I
I
I
I
I
I
I
I
I
I
I

Taxes
($)

1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

0.65
0.66
0.66
0.67
0.67
0.68
0.76
0.78
0.79
0.79
0.79
0.82
0.92
1.01
1.17
1.34
1.44 
2.04
2.26
2.34
2.52
7.93
8.08

12.80

1.82
1.90
1.90 
2.03
2.16
2.25
2.43
2.71
2.94
3.27
3.44
3.82
4.61
5.39
6.37
7.34
8.09 
9.67

10.86 
11.43
12.66
20.29
23.82
32.50

0.23
0.26
0.26
0.28
0.35
0.36
0.37
0.39
0.47
0.60
0.74
0.86
1.09
1.42
1.89
2.41 
.2.77
3.32
3.66
3.86
4.35
5.80 
8.03

11.12

0.94
0.98 
0.98
1.08
1.14
1.21
1.30 
1.54
1.68
1.88
1.91
2.14
2.60
2.96
3.31
3.59
3.88
4.31
4.94 
5.23
5.79
6.56
7.71
8.58

35.7
34.7
34.7
33.0 
31.0
30.2
31.3
28.8
26.9
24.2 
23.0
21.5 
20.0
18.7
18.4
18.3
17.8 
21.1
20.8
20.5
19.9 
39.1
33.9
39.4

12.6
13.7
13.7
13.8
16.2 
16.0
15.2
14.4 
16.0
18.3
21.5
22.5
23.6
26.3
29.7
32.8
34.2
34.3
33.7
33.8
34.4
28.6
33.7
34.2

Taxes
(%)

Taxes
(%)

Private
Costs

($)

Share of Retail Price
Private
Costs

(%)

51.6
51.6
51.6
53.2
52.8
53.8
53.5
56.8
57.1
57.5
55.5
56.0
56.4
54.9
52.0
48.9
48.0
44.6
45.5
45.8
45.7
32.3
32.4
26.4

Price Structure of 200 Grams of Fine-Cut Tobacco 
(Average Canadian Price in December)

Federal Provincial
Taxes
($)

Retail Federal Provincial
Price

($)
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Table A1.3

I Tobacco Products - Prices and Taxes in 1986 Dollars

I (3) (4) (6)(1) (D-(4)

Tax Ratio Price Taxes Tax RatioTaxes Real SavingsPriceYearI ($) ($)($) ($) (%)(%)($)

I
I
I
I
I
I
I

I
I
I

I

Cigarettes
(2)

62.2
62.6
62.6
62.5
62.5
60.5
59.1
56.9 
57.8
57.8
57.6
57.2 
56.0
56.2 
57.0
60.3
62.5
65.5
66.7
66.9
68.2
69.9
70.4
73.9

46.5 
47.0
47.1
45.5
46.5
45.2
43.8 
43.0
42.6
42.4
43.2
43.3
43.9
45.2
47.2
50.0
52.0
54.9
55.3
54.5
55.4
64.3
68.0
72.5

1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

9.65
9.76
9.62
9.65
9.28
8.65
7.91
7.68
7.88
7.87
7.92
7.58
7.40
7.50
7.94
9.36 

10.34
12.26
14.11
14.76
15.65 
18.05 
19.82
25.91

6.18
6.14
6.03
6.25
6.18
6.08
5:81
5.84
5.79
5.89
6.01
6.02
6.24
6.43
6.89
7.73
8.22
9.09 

10.26
10.60
10.89
14.54
18.30
23.44

9.34
9.46
9.33
9.19
8.67
8.21
7.59
7.65
7.86
7.72
7.75
7.24
6.96
6.92 
7.03
7.79
8.33
9.72

10.88
11.47
12.05
11.27
9.87

11.61

15.52
15.60
15.36
15.44
14.85
14.29
13.40
13.49
13.65
13.61
13.76
13.26
13.20
13.35
13.92
15.52
16.55
18.71
21.14
22.07 
22.94
25.81
28.17
35.05

Fine-Cut Tobacco 
(5)

Source: Statistics Canada - Consumer prices and price indexes Cat. 62-010 and internal 
estimates.

2.88
2.88
2.84
2.85
2.87
2.75
2.55
2.51
2.46
2.50
2.60
2.61
2.74
2.90
3.26
3.87
4.28
4.99
5.67
5.78
6.03
9.35 

12.45 
17.01
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Table A1.4

I
I

YEAR

I
n.a. I

I
I
I
I
I
I
I

n.a. stands for not available. I
Source: Statistics Canada - Production & Disposition of Tob. Products Cat. 32-022.

I
I
I
I
I

1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

FINE-CUT
SHIPMENTS
(’000 kg)

Production of Tobacco Products - 
Domestic Shipments and Exports

46,270
46,582
49,823
50.864
53,290
54.864
57,123
57,756
60,743
61,786
61,608
63,860
64,492
66,560
66,339
63,115
61,734
58,954
55,437
52,612
51,054
47,603
45,917
38,946

EXPORTED
FINE-CUT
(’000 kg)

CIGARETTE
SHIPMENTS 
(million #)

EXPORTED
CIGARETTES 
(million #)

n.a.
668
733
771
872
908
964

1,013
951

1,008
941
955 

1,063 
1,121
1,234 
1,538
2,012 
2,046 
2,742
2,630
6,696

n.a.
n.a.
n.a.

n.a.
n.a.
n.a.

4
4
5
7
9

10
7
8
7

10
9

11
13
9

18
123
153
211
573

2,493

7,022
6,818
6,922
7,190
6,979
7.363
6,706
6,759
6,577
6,313
5,660
5,227
4,785 
•4,765
5,552
6,025
6,164
6,866
7,414
7,863 
8,028
7,749
6,656
6.363



I
I

Table A 1.5

I Canada Customs Tobacco Products Seizures, 1985 to 1991

# of Seizures Value for DutyYear

I
I
I

Source:

I
I
I
I

I
I
I

I

1985
1986
1987
1988
1989
1990
1991

$12,579 
$75,706 
$30,706 

$249,868 
$171,712 
$718,634 

$1,681,733

Revenue Canada - Customs and Excise
Enforcement Directorate
Intelligence Services Division

45
83

335
1,180
1,334
1,969
9,567
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Table A1.6

IOSHOCK Values For Fine-Cut Tobacco

I
Period/Value Period/Value Period/ValuePeriod/Value

I
1974

I
I1975

I1976

I
1977

I
1978

I
I1979

I
I
I
I
I
I
I

Ql 1 
Q2 0 
Q3 0 
Q4 0 
Ql 0 
Q2 0
Q3 0
Q4 0
Ql 0
Q2 0
Q3 0
Q4 0
Ql 0
Q2 0
Q3 0 
Q4 0 
Ql 0
Q2 0
Q3 0 
Q4 0 
Ql 0 
Q2 0 
Q3 0
Q4 0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

1968 Ql
Q2
Q3
Q4

1969 Ql
Q2
Q3
Q4

1970 Ql
Q2
Q3
Q4

1971 Ql
Q2
Q3
Q4

1972 Ql
Q2
Q3
Q4

1973 Ql
Q2
Q3
Q4

1980 Ql 0
Q2 0
Q3 0 
Q4 0

1981 Ql 0 
Q2 0
Q3 0
Q4 0

1982 Ql 0 
Q2 0
Q3 0
Q4 0

1983 Ql 0
Q2 1
Q3 0
Q4 0

1984 Ql 1
Q2 -1
Q3 0
Q4 0

1985 Ql -1
Q2 -1
Q3 0
Q4 0

1986 Ql 0
Q2- 1
Q3 1
Q4 0

1987 Ql -1
Q2 -1
Q3 0
Q4 0

1988 Ql 0
Q2 0
Q3 0
Q4 0

1989 Ql 0
Q2 0
Q3 2
Q4 -2

1990 Ql 0
Q2 0
Q3 0
Q4 0

1991 Ql 2
Q2 1
Q3 0
Q4 0
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CALCULATING AN INDEX FOR THE 
RETAIL PRICE OF FINE-CUT TOBACCO



r

I
I
I

I
I RP=MP+FED+FST+FET+PPT+PMU+GST+PST (A.l)

I
I
I
I (A.2)FST = ratex(MP+FED)

Similarly, the goods and services tax can be calculated using equation A.3.I
(A.3)GST = ratex(MP+FED+FET+PMU+PPT)

I
PPT = ratex(MP+FED+FST+FET+PMU) (A.4)

I
I PST = ratex(MP+FED+FST+FET+PMU+PPT+GSTxTI) (A.5)

I 1.

2. Private markups consist of retail, wholesale and transportation margins.

I

The federal sales tax was levied on fine-cut tobacco prior to January 1, 1991. On January 
1, 1991, the goods and services tax replaced the federal sales tax.

If each of these elements is directly observable, then it would be quite 
simple to calculate an appropriate price index. Unfortunately, it is impossible to observe 
all of these variables over time. As a result, it is necessary to estimate the various 
components in order to calculate a price index.

The provincial sales tax, which is ad valorem, can be calculated in a similar 
fashion to the GST using the following equation:

Statistics Canada does not calculate a consumer price index for fine-cut 
tobacco, although it does for cigarettes. This index is essential in any attempt to calculate 
the elasticity of substitution between cigarettes and fine-cut tobacco. Therefore, it is 
necessary to use information related to the price of fine-cut tobacco and calculate a retail 
price index.

The retail price of fine-cut tobacco (RP) can be decomposed into the 
following components: the manufacturer’s price (MP); the federal excise duty (FED); the 
federal sales tax1 (FST); the federal excise tax (FET); provincial tobacco taxes (PTT); 
private markups2 (PMU); the goods and services tax (GST); and, where applicable, the 
provincial sales tax (PST). In other words.

Turning to provincial taxes, there are three different types of provincial 
tobacco taxes: specific taxes, specific taxes which are indexed to changes in the retail 
price, and ad valorem taxes. If the provincial product tax is ad valorem in nature, it is 
assumed that it can be calculated in the following way:

The tax variables in equation A.l are either specific or ad valorem levies. 
In either case, the value of tax or the tax rate is observable. Let us first look at the 
federal taxes. The federal excise duty and excise tax are per-unit specific levies which can 
be converted into the amount applicable on 200 grams of tobacco. The ad valorem federal 
sales tax can be calculated in the following way:



I
I
I
I

PMU = RP-PST-GST-PPT-FET-FST-FED-MP (A.6) I
I
IChoosing the Base Month

I
I
I
I
I
I
I

3. These provinces are Quebec, New Brunswick, Nova Scotia and Newfoundland.

I4. The relevant Cansim D number is 691236.

5.

I
I6.

I

Unlike the tax variables, the wholesale and retail markups associated with 
fine-cut tobacco are not directly identified. However, if one could observe the final retail 
selling price, then the private markups could be calculated as follows:

The pre-1991 data do not allow us to calculate a complete price structure for 
fine-cut tobacco since we cannot identify the retail price in Prince Edward Island, Quebec, 
Saskatchewan, Alberta or British Columbia. The data related to the various taxes collected 
from fine-cut tobacco on January 23, 1991 and June 9, 1991 allow us to identify the retail

The FST was levied on the manufacturer’s price inclusive of the excise duty. Therefore, to 
obtain the value of the manufacturer’s price, one only has to divide the FST value by the 
statutory rate and subtract the relevant excise duty amount.

The retail price is equal to the PST value divided by the PST rate and then adding the 
value of PST.

where, TT is a dummy variable representing whether the province in question includes the 
GST in their provincial sales tax base3.

Statistics Canada calculates an Industrial Product Price Index (IPPI) for fine- 
cut tobacco4. If one could identify the manufacturer’s price of fine-cut tobacco at a given 
point of time, then this price could be used to calculate a manufacturer’s price through 
time based on movements in the IPPI. Information on the federal and provincial taxes 
collected from fine-cut tobacco provided to us by the Non-Smokers’ Rights Association 
gives us some insight on the price structure for several points in time. Specifically, data 
related to the various taxes collected from fine-cut tobacco on June 9, 1989 and January 1, 
1990 allow us to identify the manufacturer’s price in each province as there is an estimated 
value for the FST5. The retail price in Newfoundland, Nova Scotia, New Brunswick, 
Ontario and Manitoba can be identified using the estimated provincial sales tax6. The 
private markups can then be calculated as a residual for these provinces.

A similar type of calculation can be done for the price structure of a carton 
of cigarettes. What follows is a description of how each of the elements is identified 
through time.

1

I



I
I

I
I Calculating the Retail Price Through Time

I
(A.7)

I
I
I PMU, = PMU (A.8)

I Calculating the Price Index

I
I
I

7.

8.

I
I

All of the data are then compared to test their consistency through time. 
Based on these comparisons, it was decided to use the estimated provincial price structure 
for June 1991 as the base for the price index calculation.

The retail price for fine-cut tobacco is calculated for each province by month 
based on the formulas described above. The manufacturer’s price is determined in the 
following fashion:

price in each province based on the amount of GST collected7. Unfortunately, we have no 
information on the relevant manufacturer’s price since there is no longer a FST. 
Nevertheless, this information can be estimated using either the June 9, 1989 or January 1, 
1990 estimates calculated above based on changes in the IPPI. Once estimates have been 
calculated for the manufacturer’s and retail price, the relevant private markups can be 
calculated as a residual based on equation A.6.

The retail price would be calculated by dividing the amount of GST revenues by 7% and 
then adding the amount of PST and GST.

The Consumer Price Index is a fixed-basket price index. That is, the index 
is calculated using weights established for a particular point in time. The weights are 
changed through time to reflect updated family expenditure surveys. In order to ensure 
that a change in weights does not influence the percentage change in the index from one 
month to the next, the indices are "linked". That is, both the old and new weights will 
generate the same average price for Canada for that month.

The appropriate taxes can be assessed directly based on the appropriate tax 
rate. There is no obvious way to calculate the applicable private markups since there are 
no "published" or "statutory" rates. Therefore, it is necessary to make an assumption on 
how the private markups change through time. We have assumed that the private markups 
change in proportion to the private markups on cigarettes8. That is

The private markups associated with the price of cigarettes (CIGPMU) is calculated as a 
residual. That is, the manufacturer’s price and the associated taxes are netted from the 
retail price.

I

MP, - MPjuMEgjXlPPI/IPPIjunE,!

](jNE9ixCIGPMU/CIGPMUj(JNE9!



I
I
I
IJanuary 1968 to March 1982 1978 Weights

April 1982 to December 1988 1982 Weights

IJanuary 1989 to Present 1986 Weights

I
I
I
I
I
I
I
I
I
I
I
I
I

We have attempted, where possible, to follow this type of methodology in 
creating the price index for fine-cut tobacco. The retail prices established above are used 
to calculate a weighted average for all of Canada based on the domestic sale of fine-cut 
tobacco by province. Following Statistics Canada, we have used the following weights:

1

I
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REP. LANCASTER: OFFERS WH TOUGH STANCE ON TOBACCO TAX 
In a full-page ad headlined, ’’Thank You Martin,” the Wayne 

Cty. Farm Bureau reprints a 7/19 letter by Rep. Martin Lancaster 
(D~NC) to Hillary Rodham Clinton in the Raleigh NEWS & OBSERVER.

EXCERPTS: ”1 continue to be disturbed by Ira Magaziner's
focus on tobacco as the only source of taxation to support health 
care. ... More tobacco is grown in my district than any other in 
the country. I have made universal health care my top priority 
for more than four years, long before it became a Clinton 
national priority. When other members of Congress held one 'town 
meeting* on health care last summer, I held seven. Four years 
ago, I held the first Rural Health Care Conference in any 
congressional district and began focusing the attention of my 
constituents on the need for health care reform at. that time. It 
will break my heart to do so, but please know that I will do 
everything in my power to defeat a health care reform package 
which singles out tobacco for a confiscatory tax and does not 
fairly spread the burden, at least to alcohol of all types. ... 
The North Carolina Democratic delegation voted unanimously for 
the President's budget and for reconciliation on the promise of 
the White House that tobacco would not be unfairly singled out to 
pay the cost of health care reform. If Dr. Magaziner continues 
to insist on tobacco as the only source of revenue, the white 
House should not expect to ever again get that kind of support 
from our delegation. I believe that the tone of this letter will 
indicate just how seriously I consider this matter, but just in 
case it is not coming through, there is not a more important 
issue for my constituents and for my future political success 
than this one. Please take that into account as you finalize 
this plan.” The letter is signed by Lancaster with copies to 
Ed. Sec. Richard Riley, WH Chief of staff Mack McLarty and WH 
health policy adviser Ira Magaziner.

THE MESSAGE: The ad concludes, ”No single region or state 
should be targeted for the costs of national health care reform. 
Thanlc you also to all the Members of the North Carolina 
Congressional delegation who continue their efforts to ensure 
that tobacco is not singled out to pay for the nation’s health 
care” (8/29) .

”It will depend on what the final package includes. There is 
strong support for the concept, but the’details will be pretty 
tough." Sen. Kit Bond (R-MO): "I have had a chance to read a 
draft of the president's plan. I would say there are probably 70 
to 75 percent of the things we could agree on." Bond on the" 
WH’s distribution of a health care briefing document to Dems but 
not GOPers (see AHL, 8/11): "It seems to me that whatever there 
was of bipartisanship may be in danger" (Rich Hood, 8/29).



MEMORANDUM

Ip

March 9, 1994

Distribution:

Attached is some background information on the tobacco issue prepared 
by Marion. If you have any questions you need answered prior to this meeting, 
please call Marion (at 6-6586) or Chris (at 6-2645) so that we can attempt to 
schedule a meeting at a mutually convenient time.

The tobacco issue has great potential to have an impact on early 
Committee actions on the Health Security Act, particularly during mark-ups at 
the Energy and Commerce Committee. Keeping this and the above-mentioned 
March 31st date in mind, we concluded that it would be highly advisable for a 
senior White House staff meeting to be held on this subject.

TO: Pat G., Harold I., Ira M., Carol R., Distribution 
FR: Marion Berry and Chris Jennings
RE: Tobacco Issues and Health Security Act

After reviewing all calendars, we have been able to secure a room 
(476 EOEB) and a time (4:00) for a meeting today that hopefully will serve to 
bring you up-to-date on this issue. We believe that it would be advisable to 
have a small group of representatives from the U.S.D.A., the U.S.T.A., and the 
Treasury Department to be on hand to provide historical and substantive 
perspective on this issue. Should any decision be contemplated that would 
alter our current position with regard to tobacco taxes, it will be critical for all 
three of these agencies to be involved in a coordinated strategy with the White 
House to send a consistent message to the Hill.

John Hart, Jack Lew, Lynn Margherio, Janet Murguia, Steve 
Ricchettf, Melanne Verveer

Following up on a recent meeting with the First Lady, Carol Rasco, Ira 
Magaziner, Secretary Espy and others, Carol requested that Marion Berry, 
Agriculture Special Assistant to the President, and Chris Jennings work 
together to review Administration options dealing with concerns raised by 
Members of Congress about the Health Security Act's tobacco tax provisions. 
In the course of our review, we discovered that it is possible that the 
Administration may need to make a decision by March 31st on a very relevant 
tobacco tariff issue; this decision has significant implications for discussions 
with Members of Congress from tobacco states regarding health reform.



INFORMATIONAL MEMORANDUM

Marion BerryFROM:

Tobacco IssuesSUBJECT:

BACKGROUND:

I

The so-called Ford Amendment to the budget reconciliation act of 
1993 limits the content of cigarettes sold in this country to 25 
percent foreign tobacco and requires certain assessments on 
imported tobacco. This domestic content requirement was intended 
to make the anticipated tobacco tax increase more palatable to 
tobacco growers and to reduce rapidly rising imports. This was 
understood to be a deal with the tobacco interest when it was 
included in the budget act in 1993. However, this requirement is 
clearly inconsistent with U.S. obligations under the General 
Agreement on Tariffs and Trade (GATT), and a GATT panel may so 
rule within 6-8 months.

The demand for U.S.-grown tobacco continues to decline. Large 
world leaf supplies at lower prices than in the United States are 
reducing exports of both tobacco leaf and cigarettes. Moreover, 
tax hikes in the United States, more stringent restrictions and 
outright bans on smoking in public places, and declining social 
acceptance of cigarette smoking are causing domestic tobacco 
consumption to fall at an increasing rate.

Tobacco producers have operated under the tobacco marketing quota 
and price support program for many years. The tobacco program is 
under pressure because high support prices are making U.S. 
tobacco less competitive in world markets and the program must 
operate at no net cost to the Government. Tobacco imports have 
grown significantly in recent years and U.S. producers have lost 
domestic market share.

The Southeastern United States contains many small farmers that 
are very dependent on the tobacco crop. Around 100,000 farmers 
grow tobacco, mainly in 6 states: North Carolina, Kentucky, 
Tennessee, South Carolina, Virginia and Georgia. Tobacco is the 
mainstay of the economy in many of these areas.



ALTERNATIVES TO DOMESTIC CONTENT REQUIREMENT:

Section 22

There would be a significant advantage in initiating these 
Article XXVIII negotiations in Geneva immediately and reaching 
agreement prior to the signing of the Uruguay Round protocol on 
March 31st. Successful Article XXVIII negotiations would 
eliminate the embarrassment from an adverse GATT panel decision 
on the Ford amendment.

With rising assessments to pay for the tobacco program and future 
marketing quota reductions, those concerned with tobacco grower 
interests feel a great sense of urgency to do something. They 
believe their most urgent need is to control imports of tobacco 
in order to maintain the domestic market share at current prices.

Under Section 22 of the Agricultural Adjustment Act of 1933, as 
amended, the President has the authority to implement emergency 
import quotas or tariffs if imports materially interfere with a 
commodity program. (The International Trade Commission would 
conduct an investigation and make recommendations to the 
President.) However, under the Uruguay Round GATT agreement, the 
United States has agreed to eliminate Section 22 when the GATT 
agreement is implemented in 1995. As a result, any Section 22 
action at this late date would be of limited duration and would 
also be considered inconsistent by our trading partners with the 
policies we have been urging in the GATT negotiations.

i

GATT Article XXVIII

The negotiations would need to include not only the Uruguay Round 
offer, but the current tariff binding for the affected tobacco 
products. Once the agreement is negotiated for the withdrawal of 
the current tariff binding, there would have to be statutory 
implementation either through declaration of the tariff-rate 
quota in the Uruguay Round implementing legislation or through 
creation of authority for the President to proclaim a change in 
the tariff schedule to make the tobacco tariff-rate quota 
effective as soon as possible. This authority could be 
accompanied in the legislation by repeal of the Ford amendment.

There is a GATT consistent way to limit tobacco imports. Under 
Article XXVIII.5 of GATT, the United States has reserved the 
right to renegotiate its tariff concessions at any time. Under 
this procedure, the United States would replace its tariffs with 
tariff-rate quotas as part of its offer for compensatory 
adjustment. Tariff-rate quotas would allow a fixed amount of 
tobacco to be imported at current tariffs with all other imports 
subject to much higher tariffs. We would have to negotiate with 
other GATT members who have Article XXVIII rights. If those 
members did not accept our offer, they could withdraw concessions 
of their own.



Tobacco quota buy out and price support reduction

Alternative excise tax revenue

Any buy out would require congressional action. A buy out could 
retire some quota holders, lower prices, and permit the remaining 
industry to become stronger. It would compensate producers and 
minimize disruption of the economies in these regions.

There is increasing debate about assisting tobacco farmers to 
offset reduced income from
tobacco. One option would be to retire or buy out tobacco quotas, 
though it would not be a popular one with tobacco interest. These 
are tobacco farmers and they want to remain 
tobacco farmers. There is no other crop that can replace tobacco 
in the cultural or economic
scope of their lives.

Another alternative is assistance for growing alternative crops 
(tobacco is the most valuable crop grown on tobacco farms). 
However, because of lack of management skills and consistent and 
profitable markets, and competition from other regions, this 
provides only limited opportunity to offset losses from tobacco.

Smokeless tobacco is approximately the equivalent of the 
cigarette excise tax.It is applied to a per weight basis and at 
one time was considerably less than cigarettes, but is now 
approximately the same.

Raising the Federal excise tax on a package of cigarettes from 
$.24 to $1.00 would increase excise tax revenues. However, the 
precise effect of higher excise taxes on consumption, and 
therefore revenues, is uncertain. USDA estimates that cigarette 
consumption would decline by 18 percent and revenues would 
increase by about $14 billion annually. An increase in the excise 
tax to $.74 per package would increase federal revenues by an 
estimated $10 billion and reduce consumption by 12 percent. 
Current annual excise tax revenues are $6 billion.

If about one-half of the quota was purchased, a buy out would 
cost about $1.7 billion for direct payments to quota holders. 
Similar amounts might have to be provided for others, i.e., 
tenants, farm workers, warehouse operators, and local 
governments. The total cost of $3.5 billion would amount to 8-10 
cents per pack of cigarettes for two years.

At a price of $2.50 per pound, the average payment would run 
$3,000 to $4,000 for burley quotas, and $25,000 to $35,000 for 
flue-cured quotas. Along with a legislated price-support 
reduction of around 25 percent, this option would provide a 
substantial incentive for participation in a buy out by less 
productive producers and help assure that the remaining producers 
would be more competitive.



The tobacco industry obviously feels mistreated because of the 
single nature of the above taxes. Other taxes have been discussed 
with the President and he rejected them at the time. Some of 
these are taxes on various forms of alcoholic beverages and soft 
drinks. They are still a possibility and would definitely soften 
the blow to the tobacco interest.


