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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 11th to February 15th you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article that provides the basis for the question. 
1. Does the European Union have a constitution that sets rules on such things as trade, commerce, taxes, bankruptcy and patent protection? Click for answer.
2. The Telecommunications Reform Act of 1996 set out to make the local telephone market more competitive. Since 1996, what has happened to local telephone prices and competition?  Click for answer.
3. Blue Chip Economic Indicators is a newsletter that reports consensus forecasts of the economy. What is the consensus for growth in 2002 (a) –1.5%, (b) 0%, (c) 1.5%, (d) 3%? Click for answer.
4. What oil-exporting nation threatens to undermine OPEC’s decision to cut production? Click for answer.
5. Candy makers are moving production to Mexico for a variety of reasons. Lower labor costs is one, what is another major factor? (think ingredients)  Click for answer.
6. According to Thursday’s Capital Column, why should we believe productivity gains of the 1990s are here to stay?  Click for answer. 
7. What does January’s retail sales report suggest about the U.S. recession? Click for answer.
8. What tariffs rate on imported steel does the U.S. steel industry want the Bush Administration to implement? (a) 10%, (b) 30%, (c) 40%, (d) 100%  Click for answer.
9. What the “biggest enemy” to Japan’s economic health?   Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. No. The EU plans to adopt one by 2004.   (See “Constitutions Could Spur Europe’s Economy” February 11, page A1.)
2. Prices have risen and the four remaining baby bells (SBC, Verizon, BellSouth, and Qwest Communications) dominate the local telephone market. (See “Local Phone Giants Beat Back Rivals, As Competition Stalls,” February 11, page A1)
3. c.  (See “Economists Become More Optimistic about 2002” February 11, page A2.)
4. Russia. (See “Russia Appears To Throw Curve at OPEC” February 11, A3) 
5. Sugar prices are lower in Mexico, lowering the cost of production for candy makers. Why? The United States charges high tariffs on imported sugar, about doubling the cost of sugar in the United States. (See “Visions of Sugar Plums South of the Border” February 13, page A15)
6. Any one: (1) productivity growth has held up during the recession, (2) companies are able to adjust inventories more quickly to changes in sales, and (3) information technology is making firms more efficient. (See “The Calm at the Center of a Roiling Economy” February 14, page A1.)
7. It may be over.  Excluding auto sales, retail sales rose 1.2 percent in January. Go to http://www.doc.gov for the full report (See  “Robust Consumer Spending Fuels Retail Sales” February 14, page A2.)
8. c. The Bush Administration is unlikely to implement 40% tariffs. (See “With Big Tariffs Elusive, U.S. Steel Forges Backup Plan” February 14, page A2.)
9. Deflation.  (See “Japan Targets New Enemy Ahead of Bush Visit: Deflation” February 14, page A14.)
Return to Questions 
Politicians Across the U.S. Crave
Cigarette Taxes More Than Ever

By GORDON FAIRCLOUGH 
Staff Reporter of THE WALL STREET JOURNAL

Wednesday, February 20, 2002
NEW YORK -- Michael Bloomberg, this city's new mayor, angered smokers and tobacco companies with his proposal last week to raise the local excise tax on cigarettes to $1.50 a pack in order to help balance the municipal budget.

The mayor isn't the only politician looking to cigarettes as a way of easing recession-related budget shortfalls. Governors and lawmakers in at least 23 states have proposed boosting cigarette taxes -- by amounts ranging from 10 cents to 75 cents a pack.

"Falling state revenue has sparked quite an interest in cigarette-tax increases," says Arturo Perez, a fiscal-policy specialist at the National Conference of State Legislatures.

1. From your reading of other Wall Street Journal articles, why do you think state revenue has been falling?
Driving the trend, Mr. Perez says, is a reluctance on the part of politicians to raise general taxes on income or retail sales. States generally have been cutting those taxes for the past seven years. That leaves excise taxes. And cigarettes -- socially disfavored products used by about one in four U.S. adults -- are an obvious choice.

Major tobacco companies are fighting the tax increases, which stand to push down consumption of cigarettes. But they may be less successful this year than they have been. Cigarette taxes have been popular with Democrats for some time, but even Republican governors are touting such taxes as a politically palatable way to raise revenue.

2.  Show graphically how cigarette taxes will result in lower cigarette sales.

John Rowland, Connecticut's Republican governor, for example, says that levies on cigarettes aren't like other taxes. "It's a voluntary tax, because you can choose to smoke or not," Mr. Rowland has said. And New York's Gov. George Pataki, also a Republican, has raised cigarette taxes twice in the past three years. That is good news for antismoking groups and health economists, who say that price increases are the most effective way to discourage smoking -- better even than health-education campaigns, warning labels and other such measures. The World Bank and the United Nations' public-health arm, the World Health Organization, encourage governments to raise taxes on cigarettes.

For most goods, this would risk cutting into tax revenue, since higher prices mean lower consumption and less tax paid. But, because people are hooked on the nicotine in cigarettes, they are less responsive to price increases than consumers of other goods. Economists estimate that for every 10% increase in the price of cigarettes in the U.S., consumption will fall between 3% and 4%.

For young people and the poor, who have less disposable income, the consumption declines are greater. Since curbing youth smoking is a major priority, the higher taxes on smokes can be politically appealing.

3. From the information given, state the elasticity of demand for cigarettes. Why would revenue rise if quantity demanded falls? Is elasticity of demand greater or smaller for the young and the poor?
Cigarette companies oppose the use of taxes as a tobacco-control strategy. "I don't believe that our tax system should be used for social engineering," says Ellen Merlo, a senior vice president at Philip Morris Cos.' domestic tobacco unit. "When an adult makes a choice, that choice should be respected. I don't think people should be taxed into making a decision they wouldn't otherwise make."

Tobacco levies have been popular for hundreds of years. Even Mr. Invisible Hand himself, Adam Smith, thought taxing tobacco was a good idea. In his 1776 book, "The Wealth of Nations," he argued that tobacco taxes would allow poor people to "live better, work cheaper, and to send their goods cheaper to market."

4. What argument do you suppose Adam Smith used to support his claim that tobacco taxes would allow poor people to send their goods cheaper to market? How would this help poor people? 

In the U.S., the federal government, states and even some cities, such as New York, get into the tax act, swallowing about 30% of the money smokers pay for cigarettes. Add in the cash -- $246 billion over 25 years -- that cigarette makers pay the states as part of legal settlements, and the proportion rises to nearly 50%. R.J. Reynolds Tobacco Holdings Inc., the maker of Camel, Winston and Doral cigarettes and the nation's second-largest tobacco company, estimates that governments get $1.54 of the $3.28 average price for a pack of cigarettes in the U.S. Wholesalers and retailers make about 28 cents and manufacturers earn about 10 cents in profit, the company says.

"There's a huge amount of revenue going to the state and federal governments and yet they keep trying to get more," says Tommy J. Payne, an executive vice president of Reynolds.
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Excise taxes, as with all consumption taxes, are regressive, meaning that they fall more heavily on the less well-off, since the tax accounts for a higher proportion of their income than that of wealthy taxpayers. That effect is exacerbated in the case of cigarettes because smokers tend to be poorer and less well-educated than the general population.

Reynolds's Mr. Payne says that 58% of households with adult smokers earn less than $35,000 a year. And he says politicians are playing the part of "politically correct Robin Hood in reverse. They're saying 'Let's take from lower- and middle-income people' " in order to reduce the state deficit.

Public-health advocates counter that poor people are more likely to receive the health benefits of a tax increase, since it is more likely to force them to give up smoking or at least reduce their consumption of cigarettes. Kenneth Warner, an economist at the University of Michigan's school of public health in Ann Arbor, says that cigarette-tax increases can even be progressive, since as poorer people quit smoking they bear less of a tax burden than wealthier people who keep puffing.

5. What is the difference between a regressive and a progressive tax. Do you think the tobacco tax is regressive or progressive?
Tobacco companies argue that sharp tax increases will hurt the small businesses that sell cigarettes. Nearly 20% of the nongasoline profit at convenience stores comes from tobacco sales. There could also be a host of unintended consequences. Payments to the states under the 1998 settlement agreement -- which are tied to cigarette sales -- will fall along with consumption.

If New York City does increase its cigarette tax to $1.50 a pack, from the current level of eight cents a pack, it is likely to encourage smokers to buy elsewhere. A pack of smokes could end up costing about $7 in Manhattan and about $4 across the Hudson River in New Jersey.

Write to Gordon Fairclough at gordon.fairclough@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 3, 4 and 6 in Colander’s Economics and Microeconomics.

Refer to chapter 3, 5, and 27 in McConnell and Brue’s Economics and chapters 3, 5, and 14 Microeconomics.

1.   State revenue has been falling because the United States is in a recession. A recession translates into declining tax revenue for states for a variety of reasons. Two significant sources of state tax revenue are sales taxes and income taxes. Thirty-five percent of state revenue comes from these sources combined. In all recessions, income declines, which means state income tax revenue falls. In this recession consumption has been declining, which means fewer goods are sold, which, in turn, means declining sales tax revenue. Return to article.
2. 
A tax on suppliers increases the cost of production by requiring a firm to pay the government a portion of its income from products sold. Because taxes increase the cost of production, profit declines and suppliers reduce quantity supplied at every price. Taxes shift the supply curve up as shown below. Equilibrium price rises to P2 and quantity sold falls to Q2. 
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Return to article.
3.
Elasticity of demand is .3:


[image: image3.wmf]Percentage change in quantity demanded3%

.3

Percentage change in price10%

==



Total tax revenue is the tax times the quantity sold. Revenue rises because the percentage rise in tax is greater than the percentage decline in quantity sold. The article states that the consumption response by poor and elderly would be greater, implying a higher elasticity of demand.

  Return to the article
4. Adam Smith probably recognized that tobacco smoking adversely affected people’s health. Poor health translates into lower productivity (greater number of days missed from the job and perhaps poorer concentration while at work). This would increase the number of hours required to produce goods, thereby increasing the cost of production. This increases the cost of goods brought to the market. Tobacco taxes would reduce consumption and increase worker productivity, thus lowering the cost of production and the cost of goods brought to market. This would help poor people by reducing the cost of goods they purchase in general (thereby raising their living standard) as well as raising their income (assuming workers are paid the value of their marginal product). Return to article.
5.
A progressive tax is a tax whose rate (as a percent of income) increases as a person’s income increases. A progressive tax is a tax whose rate (as a percent of income) decreases as a person’s income increases. Considering the tax alone, if poorer people smoke more, they will pay a higher percent of their income in tobacco taxes, making the tax regressive. Health benefits would offset the taxes by providing a benefit. If the health benefits financed by tobacco tax revenue are provided in greater proportion to the poor, the tax may be progressive. That is, total tax bill less health benefits rises as a percent of income rises (falls) as income rise (falls). It is a matter of judgment whether to include health benefits in the equation.  Return to article.
Return to Top
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