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Tobacco Industry clearly
understands the impact of tobacco
taxation

"With regard to taxation, it is clear that in the US,
and in most countries in which we operate, tax

IS becoming a major threat to our existence."

"Of all the concerns, there is one - taxation - that
alarms us the most. While marketing
restrictions and public and passive smoking
(restrictions) do depress volume, in our
experience taxation depresses it much more
severely. Our concern for taxation is,

therefore, central to our thinking...."

Philip Morris, “Smoking and Health Initiatives”, 1985



Tobacco Taxation in the U.S.

* Federal cigarette tax initially adopted in 1864

— Raised during war time/lowered during peace time
— Set at 8 cents per pack in 1951

— Doubled to 16 cents per pack in 1983

— Currently 39 cents per pack

» About 60% of inflation adjusted value of 1951 tax
« State cigarette taxes
— First adopted by IAin 1921; NC last to adopt in 1969
— Currently: 7.0 cents/pack (SC) to $2.46/pack (RI)

— Average 91.7 cents per pack (25.7 cents in tobacco
growing states; 100.5 cents in other states)

— Most tax other tobacco products
— Sales tax applied to tobacco products in most states

Local Taxes

» Many localities add additional, typically low, tax
— $1.50 in New York City
— $2.68 in Chicago/Cook county
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Inflation Adjusted Cigarette Prices, 1955-2005
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Taxes as Percent of Cigarette Prices
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Total Tax for a Pack of Cigarettes (Y and Average Price of a Pack of
Cigarettes @ in the United States, 2001
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Cigarette Company Marketing Expenditures,
Inflation Adjusted, 1975-2003
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Tobacco Taxation in Minnesota

« Cigarette excise tax initially adopted in 1947
— 4 cents per pack

« Raised infrequently over time

— Most recent “tax” increase was from 43 cents to 48
cents per pack on July 1, 1992

— 75 cent “fee” added 8/1/05
— Currently 14th among state cigarette taxes

— Additional 35 cents per pack “equity fee” for non-
participating manufacturers

« Tax on other tobacco products: 35% of
manufacturers’ price

« Higher than the almost 20% share of state cigarette
taxes in wholesale cigarette price



Inflation Adjusted Cigarette Prices, Minnesota 1955-2006
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Taxes as Percent of Cigarette Prices, Minnesota
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Tobacco Taxes and Tobacco Use

* Higher taxes induce quitting, prevent relapse,
reduce consumption and prevent starting.

« Estimates from high-income countries
Indicate that 10% rise in price reduces overall
cigarette consumption by about 4%

* price elasticity of demand: percentage reduction in
consumption resulting from one percent increase in price

Source: Chaloupka et al., 2000



Total Cigarette Sales and Cigarette Prices, US, 1970-2005
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Cigarette Sales and Cigarette Prices, Minnesota, 1975-2005

v)
4
(&)
@
o
c
°
S
N
0
@
©
)

Price (1/06 dollars

325 $1.40
1975 1978 1981 1984 1987 1990 1993 1996 1999 2002 2005

Year

-s— Sales —— Price

2005 data preliminary




Tobacco Taxes and Tobacco Use

* Higher taxes induce quitting, prevent relapse,
reduce consumption and prevent starting.

« Estimates from high-income countries
Indicate that 10% rise in price reduces overall
cigarette consumption by about 4%

* price elasticity of demand: percentage reduction in
consumption resulting from one percent increase in price

« About half of impact of price increases is on
smoking prevalence; remainder is on average
cigarette consumption among smokers

Source: Chaloupka et al., 2000



Current Smoking Prevalence Among Persons > 18 Years
Old by Cigarette Price -- 50 US States and the District of
Columbia, 2003

28.0 -
¢ L 2
25.0 - * * r=0.13
. ¢ -
290 Lo o P ¢ B=-194

L 4
¢« S . P = 0.009
19.0 - . ‘“ ’00 ¢ ® N =51

Percent of Current Smoke

16.0 - ¢ * o *
13.0 - ¢

*
10.0 T T T T T T T T T |

3.0 32 34 36 38 40 42 44 46 48 5.0

Price of cigarettes ($/pack)

Sources: 2003 Tobacco Use Supplement to the Current Population Survey; Tax Burden on
Tobacco; compiled by Gary Giovino, RPCI



9du9|eNnalid

2004

—8— Price —e— Prevalence

<
o0
o
—
<
d
)
N
Q
c
=
=
)
O
c
Q
S
)
S
ol
o)
=
=
o)
S
0p)
©
c
@®©
B
O
=
ol
)
)
)
)
S
@©
I
O

Sre||op 90/T) 891.d




Tobacco Taxes and Tobacco Use

* Higher taxes induce quitting, prevent relapse,
reduce consumption and prevent starting.

 Estimates from high-income countries
Indicate that 10% rise in price reduces overall
cigarette consumption by about 4%

* price elasticity of demand: percentage reduction in
consumption resulting from one percent increase in price

« About half of impact of price increases is on
smoking prevalence; remainder is on average
cigarette consumption among smokers

« Some evidence of substitution among
tobacco products in response to
relative price changes

Source: Chaloupka et al., 2000



Cigarette Prices and Smoking
Cessation

- Growing evidence that higher cigarette prices
Induce smoking cessation

* 10% price increase reduces duration of
smoking by about 10%

* 10% price increase raises probability of
cessation attempt by 10-12%

* 10% price increase raises probability of
successful cessation by 1-2%
*Higher cigarette taxes/prices increase
Demand for NRT and cessation services

Sources: Douglas, 1999; Tauras and Chaloupka, 2001; Tauras, 2001;
Tauras and Chaloupka, 2003



Cigarette Price and Quitline Calls - lllinols,
2002-2003
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Percent of Ever Smokers Who’ve Quit among Persons >
18 Years Old, by Cigarette Price -- 50 US States and the
District of Columbia, 2003
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Lower SES populations are more
price responsive

» Growing international evidence shows that cigarette
smoking is most price responsive in lowest income
countries

*Evidence from U.S. and U.K. shows that cigarette price
Increases have greatest impact on smoking among
lowest income and least educated populations

In U.S., for example, estimates indicate that smoking
iIn households below median income level about four times
more responsive to price than those above median
income level

Implies tax increases may be progressive

Sources: Farrelly, et al., 2001; Chaloupka et al., 2000



B Proportion of disposable income youth spends on
cigarettes likely to exceed that for adults

M Peer influences much more important for young
smokers than for adult smokers

B Young smokers less addicted than adult smokers

B Young people tend to discount the future more
heavily than adults

Because kids are highly sensitive to price, and
given that 90 percent of smokers start when they

are 18 or younger, an increase in excise taxes

Is one of the best ways to achieve long run
reductions in overall smoking



Cigarette Prices And Kids

* A 10% increase in price reduces smoking
prevalence among youth by nearly 7%

* A 10% increase In price reduces average
cigarette consumption among young smokers
by over 6%

 Higher cigarette prices significantly reduce
teens’ probability of becoming daily, addicted
smokers; prevent moving to later stages of uptake.

* 10% price increase reduces probability of any
Initiation by about 3%, but reduces probability of
daily smoking by nearly 9% and reduces
probability of heavy daily smoking by over 10%

Sources: Chaloupka and Grossman, 1996; Tauras, et al., 2001; Ross, et al., 2001



State-specific Estimates of Current Smoking Prevalence
Among Persons 12-17 Years Old by Cigarette Price —

2002/2003
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12th Grade 30 Day Smoking Prevalence and Price
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8th, 10th, and 12th Grade Smoking Prevalence and
Cigarette Price
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Impact of a Federal Cigarette Tax
Increase

Based on these estimate, a $0.61 per pack increase
in the Federal cigarette tax (to $1.00 per pack) would:

» Reduce cigarette sales by over 1.1 billion packs
» Generate over $10 billion in new revenues
» Lead over 1.4 million current smokers to quit

* Prevent almost 1.9 million youth from taking up
smoking

* Prevent over 900 premature deaths caused by smoking

« Generate significant reductions in spending on
health care to treat diseases caused by smoking

 Reduce most state tobacco-related revenues



Tax Increases and Minnesota

Based on these estimate, a $0.50 per pack increase
In the Minnesota cigarette tax would:

* Reduce cigarette sales by 13.8 million packs
» Generate over $128 million in new revenues
 Lead almost 18,000 adult smokers to quit

* Prevent almost 23,000 youth from taking up
smoking

* Prevent over 11,200 premature
deaths caused by smoking

» Generate significant reductions in
spending on health care to treat
smoking attributable diseases

A reduction in the tax (e.g. elimination of the 75
cent fee’ would have the opposite impact



Myths About Economic Impact of
Tobacco Taxation and Tobacco Control

- Impact on Revenues?

~yth: .overnnent revenues wll fall as
Clgarette taxes rise, since peopl e buy fewer
Clgarettes

Truth: Cigarette tax revenues rise with cigarette tax
rates, even as consumption declines

 Every significant in federal and state cigarette taxes
has resulted in significant increase in revenues

Sources: Sunley, et al., 2000; World Bank, 1999



Positive Effect of Tax Increases on
Revenues Results from:

Low share of tax in price:
* state taxes account for less than 20% of price
» total taxes account for just over 25% of price

 Implies that large tax increase will have much smaller
Impact on price

Less than proportionate decline in consumption:
» 10% price increase reduces consumption by 4%

Example:

* Price $4.00, State tax $1.00

*Doubling of tax raises price to $5.00 — 25% increase
*25% price increase reduces sales by 10%

*00% of original sales at higher tax increases
revenues by 80%



Federal Cigarette Tax and Tax Revenues, Inflation
Adjusted, 1955-2005
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State Cigarette Taxes and Tax Revenues, Inflation
Adjusted, 1955-2005
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Combined State and Federal Cigarette Taxes and
Revenues, Inflation Adjusted, 1955-2005
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Minnesota Cigarette Tax and Tax Revenues,
Inflation Adjusted, 1970-2005
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Sustainabllity of Cigarette Tax Revenues

Some suggest that increases in revenues will not be
sustained over time as consumption declines, tax
evasion increases

» Looked at significant state tax increases over past 15

years where increase was maintained for at least 5 years
Separately for states with major tobacco control programs

«Conclusions:
- All significant state tax increases resulted in

significant increases in state tax revenues

* Nominal increases in revenues sustained over time in
states without tobacco control programs

* Nominal revenues decline over time in states with

tobacco control programs, but are significantly

higher many years later than prior to tax increase



Cigarette Excise Tax Revenues, Alaska
29 cents to $1.00, 10/1/97
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Cigarette Excise Tax Revenues, Michigan
25 cents to 76 cents, 6/1/94
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Cigarette Excise Tax Revenues, California
10 cents to 36 cents, 1/1/89
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Cigarette Excise Tax Revenues, California
37 cents to 87 cents, 1/17/99
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Myths About Economic Impact of
Tobacco Taxation and Tobacco Control

- Impact on Jobs?

~yth: 1gher tobacco taxes and tobacco control
generally wll result in substantial job | osses

Truth: Money not spent on tobacco will be spent on
other goods and services, creating alternative
employment

* Many countries/states will see net gains in
employment as tobacco consumption falls

Source: Jacobs, et al., 2000



Myths About Economic Impact of
Tobacco Taxation and Tobacco Control

- Impact on Tax Evasion?

~yth: ax evasion negates the effects of
| NCr eases
| n tobacco t axes

Truth: Even in the presence of tax evasion, tax
Increases reduce consumption and raise revenues

*Extent of tax evasion often overstated

*Other factors important in explaining level of tax
evasion

ffective policies exist to deter tax evasion

Sources: Joossens, et al., 2000; Merriman, et al., 2000



Myths About Economic Impact of
Tobacco Taxation and Tobacco Control

- Extent of Tax Evasion?
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Extent of Tax Evasion?

Last Purchase:

Source Wave 1 Wave 2
Reservation 3.0% 3.4%
Duty Free 0.5% 0.1%
Other State 0.4% 0.2%
Military Base 0.7% 1.1%
Toll-Free 0.0% 0.2%
Internet 0.6% 1.3%
Independent 0.1% 0.0%
Any 5.3% 6.3%

Source: Hyland et al., in press




Extent of Tax Evasion?

Any Purchase in past 6 months:

Source Wave 1 Wave 2
Reservation 2.3% 2.5%
Duty Free 0.7% 0.2%
Other State 0.8% 0.9%
Military Base 0.4% 0.4%
Toll-Free 1.2% 1.8%
Mail 1.7% 2.3%
Internet 1.4% 3.7%
Independent 2.1% 2.3%
8.4% 10.5%

Source: Hyland et al., in press



Efforts to Curb Tax Evasion
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Myths About Economic Impact of
Tobacco Taxation and Tobacco Control

- Regressivity?

~yth: l1garette tax increases wll negatively
| npact on the | owest | ncone popul ati ons

Truth: Poor consumers are more responsive to
price increases

« Should consider progressivity or regressivity of
overall fiscal system

* Any negative impact can be offset by use of new
tax revenues to support programs targeting
lowest income population or protect funding
for current programs



ar nar ked obacco axes

- Many states earmark tobacco tax revenues for
comprehensive tobacco control programs
*CA — 1989 and 1999 ballot initiatives
*MA — 1993 ballot initiative
*Several others since

*Others devote portion of MSA or other settlement revenues
to comprehensive programs

Comprehensive programs support a variety of activities:
*Anti-smoking advertising

*Quitlines and other cessation support

*School based prevention programs

Community-based cessation and prevention efforts
*Much more

*These activities can add to the impact of tax
Increases in promoting cessation and preventing
Initiation



Per Capita Funding for State Tobacco Control Programs
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State Tobacco Control Funding as Percentage of CDC Recommended Minimum, FY00-FY05
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State Tobacco Control Program Funding as Percentage of CDC Minimum Recommended Level,
FY00-FY05, Northeast Region

B0%

B0%

0%
0%

0%
80% 1

60% _|
40% 1

20% 1

O%.l——_

CT MA ME NH \J NY PA R VT

O FY00 B FYOL O FY02 O FY03 M FY04 BFY05
Impac




State Tobacco Control Program Funding as a Percentage of CDC Minimum Recommended Level

FY00-FY05, Southern Region
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State Tobacco Control Program Funding as a Percentage of CDC Minimum Recommended Level
FY00-FY05, Western Region
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State Tobacco Control Program Funding as a Percentage of CDC Minimum Recommended Level
FYO00-FY05, Midweest Region
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Research Findings — Comprehensiv
Programs and State Cigarette Sales

* Higher spending on tobacco control efforts
significantly reduces cigarette consumption

- Marginal impact of tobacco control spending
greater in states with higher levels of cigarette

sales per capita; average impact significantly
higher in states with larger programs

- Disaggregated program spending suggests that
Impact of programs focusing on policy change
IS greater than spending on other programs

Sources: Farrelly, Pechacek and Chaloupka. 2001; Liang et. al 2001



Research Findings — Comprehensiv
Programs and Youth Smoking

* Higher spending on tobacco control efforts
significantly reduces youth smoking prevalence
and cigarette consumption among young smokers

- estimated effects about 3 times those for adults

- Estimated impact of spending at CDC recommended
levels: minimum: 8-9% reduction in youth smoking
prevalence; maximum: over 20% reduction

 Estimates suggest that greatest impact is on
earlier stages of youth smoking uptake

Sources: Farrelly, et al. 2001; Chaloupka et. al 2001
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A Policy Research Partnership
to Reduce Youth Substance Use

Supported by
The Robert Wood Johnson Foundaton

oncl usi ons

Substantial increases in cigarette and other tobacco
product prices, including those resulting from
significant increases in tobacco excise taxes, lead to
large reductions in tobacco use and, in the long run,
reduce the public health toll caused by tobacco use.

Additional reductions in overall smoking and in
the prevalence of youth smoking result when tax increases are
coupled with comprehensive tobacco control efforts.
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