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DO YOU REMEMBER?

If you have read the Wall Street Journal from October 21st – 25th 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. Why isn’t the cost of supplying a smallpox vaccine the only cost that needs to be considered in any government plan to vaccinate all Americans against the disease? Click for answer.
2. What happened to the U.S. trade gap in August? What factors contributed to the change? Click for answer.
3. How could west coast docks possibly affect Christmas sales this year?  Click for answer.
4. What action did President Bush take that is a big blow to drug makers? Click for answer.
5. Tax revenue in the United States is 29.6 of GDP. What is it in China? (a) 16 percent, (b) 27.1 percent, or (c) 37.4 percent. Click for answer.
6.  What unusual step is Mr. William, an addicted gambler taking to recoup losses?  Click for answer.
7. Are antitrust laws more stringent in the United States or the European Union?  Click for answer. 
8. Why doesn’t Fed Chairman attribute as much of the rise in labor productivity to investment in technology equipment as he had previously? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. The cost of vaccinating all Americans includes not only the cost of the drug itself, but also the health risks of the vaccine itself.  The White House is considering compensating victims injured by the vaccine should the vaccination plan be implemented. (See “Ugly Side Effects of Smallpox Vaccine Color Terror Plans” October 21, page A1.)
2. The U.S. trade gap widened to record levels. A decline in exports due to sluggish foreign economies and a rise in imports as Americans continued brisk spending contributed to the record gap. Go to www.doc.gov to read the full report. (See “U.S. Trade Gap Widens” October 21, page A2.)
3. The U.S. West Coast port was shut down for 10 days, delaying shipments of many holiday items. Companies worry that products will be at stores in time for holiday sales. (See “Christmas Toys Stall at Sea,” October 21, page B1)
4. He proposed rules to make it more difficult for makers of brand-name drugs to keep low-cost generics off the market. (See “Bush Deals Blow to Big Drug Makers” October 22, page A3.)
5. a. Like many developing countries, China has difficulty collecting taxes. (See “China Hunts for Tax Revenue” October 22, A16) 
6. He is suing the Casino, alleging that the Casino should not have let him gamble away his savings because he is known to have an addiction to gambling. (See “Betting on the Court” October 22, page B1)
7. The European Union. (See “EU Merger Decision Is Overturned” October 23, page A2.)
8. Productivity continued to increase over the past two years even as investment in tech equipment has slowed. (See “Fed Chief Is Encouraged by Productivity Growth” October 24, page A2.)
Return to Questions 
Four Biggest Cigarette Makers Can’t Raise Prices as They Used to
By Gordon Fairclogh
Staff Reporter of THE WALL STREET JOURNAL
ENFIELD, Conn. -- John Fitzgerald smoked Marlboros for nearly two decades. But last year, when the price of a pack here topped $4, the 35-year-old computer administrator decided to switch to USA Gold. Made by a small Kentucky company, the discount brand comes in a red, white and blue pack that costs only $2.78. "The big brands have gotten so expensive, it's insane," Mr. Fitzgerald says.

At Carolina Tobacco Emporium, the store where Mr. Fitzgerald buys his cigarettes, USA Gold and other bargain brands now account for 35% of sales, up sharply from just a year ago. "It looks like the big companies are in for a rude awakening," says owner Michael Washo.

For years, the tobacco titans -- Philip Morris Cos., R.J. Reynolds Tobacco Holdings Inc., Brown & Williamson and Lorillard Tobacco -- could raise prices with little danger of losing loyal customers. Now that has changed.

Smokers such as Mr. Fitzgerald are responding to sky-high prices by quitting entirely or switching to super-cheap cigarettes made by a bevy of small manufacturers, few of which even existed 10 years ago. Cut-rate cigarettes with names such as Rave and Hi-Val command nearly 10% of the market, compared with 3% just four years ago.

1. How has the price elasticity of demand for brand-name cigarettes changed? Use information from the article to support your answer.
In response to this threat, the big tobacco makers have now stepped up 2-for-1 deals and other short-term enticements of their own. But those are expected to eat up hundreds of millions of dollars of manufacturer profits in the second half of the year. Philip Morris and Reynolds, respectively Nos. 1 and 2 in the industry, have already slashed their 2002 profit forecasts.

Profit Margins Drop

As a result of its current discounting, the domestic tobacco unit of Philip Morris will see its profit per thousand cigarettes fall more than 50% in the fourth quarter, to about $15.85, compared with the year-earlier period, Martin Feldman, an analyst with Merrill Lynch & Co, estimates. At Reynolds, the comparable figure will fall 70%, Mr. Feldman projects.

Shares of Philip Morris and Reynolds hit 52-week lows after the companies issued their profit warnings last month. Philip Morris has bounced back, while Reynolds is still off by about 25%.
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The rise of the low-end manufacturers has reversed a 50-year consolidation trend in the tobacco industry, threatening its cozy oligopoly and creating a robust alternative to established brands. The big tobacco companies have lost a measure of control over a market they once dominated completely. The development raises questions about the viability of their basic strategy: relying on regular, hefty price increases to fuel profit growth and, in some cases, to fund a lavish corporate lifestyle.

Now it seems the top four companies raised prices too high and too quickly. "The price gap that exists between the full price and the low end" is "the core issue," Andrew J. Schindler, chairman of Reynolds, told analysts earlier this week.

Philip Morris executives say that in part through their discounting, they will shrink the gap, which currently is more than 50% in some instances. "I don't see some systemic change here," says Michael E. Szymanczyk, chairman and CEO of the company's domestic tobacco operations.

2.  Demonstrate the price of cigarettes if the industry were a monopoly. If it were perfectly competitive. 
More broadly, improvement should come as soon as next year for several reasons, Philip Morris predicts. An expected strengthening of the overall U.S. economy would encourage consumers to return to more-expensive brands, the company says. The major manufacturers also can count on substantial financial relief when certain of their obligations under multibillion-dollar legal settlements with state attorneys general will expire next year.

Merrill Lynch's Mr. Feldman estimates that the big companies could end up paying a total of $1.4 billion less next year than they did this year under settlements reached in 1997 and 1998. That would allow them to do more discounting without hurting the bottom line. Smaller companies, which weren't obliged to make certain "startup" settlement payments, won't enjoy the relative savings next year.

Separately, Philip Morris is pushing a proposal to let the Food and Drug Administration regulate cigarettes. If that happened, it could hurt upstarts that lack the resources to meet potential new safety standards.

Before the major tobacco companies' current round of temporary discounts, they issued a dizzying series of price increases. The average retail price of a pack of premium cigarettes such as Marlboro, made by Philip Morris, has hit $3.58, up about 90% since 1997. The rise was driven by the companies' hunger for ever-larger profits, their initial large payments under the state settlements and a spate of state excise-tax increases. In New York City, where taxes are particularly heavy, a pack of full-price smokes can sell for $7.50 or more.

Competition from low-end cigarettes could force the larger tobacco companies to act more like other consumer-product makers, from Procter & Gamble Co. to Coca-Cola Co. These companies have tried to fend off "private label" competitors for more than a decade. Despite holding commanding market shares, these large companies have lost some of their power to raise prices to boost profits.

Consumer-product giants looking for higher profits focus instead on cutting costs, inventing new products and revamping packaging to hold the line on prices. Above all, these companies emphasize marketing and advertising, reminding buyers why they should pay more for premium brands.

That kind of marketing is harder for cigarette makers, which are banned from advertising on television, radio and billboards. The top four tobacco companies have pulled much of their advertising from mass-market magazines, too. These limits have given well-established brands, such as Marlboro, a short-term advantage over lesser-known rivals. But over the long term, the restrictions on brand marketing could shift smokers' attention more to simple price comparisons. That would favor the new bargain brands, which can keep prices low because they typically don't advertise, have modest overhead and haven't been around long enough to get sued by sick smokers.

3. What are cigarette makers doing to fight competition?  

Cheaper Alternatives

The last time low-price cigarettes captured such a large share of the U.S. market was during the weak economy of the early 1990s. Many smokers started looking for cheaper alternatives to premium brands selling for the then-record price of about $2 a pack.

The big companies responded by launching their own low-end brands, even though the profits were much smaller than on premium cigarettes. In 1993, Basic, made by Philip Morris, became the best-selling discount cigarette.

But Basic's success was a mixed blessing for its maker. By early 1993, discount smokes of all sorts had grabbed about 40% of the market. With its flagship, Marlboro, losing market share, Philip Morris took drastic action. In a landmark consumer-marketing maneuver known as Marlboro Friday, Philip Morris announced on April 2, 1993, it would effectively cut the price of Marlboro and its other premium brands by 40 cents a pack. That sparked a price war that dented profits and sent tobacco shares into a tailspin.

By the end of 1993, Marlboro had recaptured a retail market share of 27%, up from its March low of 22%. Profits, though, took much longer to recover. Philip Morris was making $24.20 on every 1,000 cigarettes it sold in the U.S. in 1992. After Marlboro Friday, that figure fell to $14.42. It didn't return to its earlier level until 1999, more than five years later.

4. How would you characterize the market structure of the cigarette industry? 
After the huge price slash, the major manufacturers readopted their basic strategy: relying primarily on steady annual price increases, rather than cutting costs, to produce higher profits. At first, the price rise was gradual. But in 1997 and 1998, the big manufacturers settled a series of lawsuits brought against the industry by state attorneys general. Faced with $246 billion in settlement payments over 25 years, the companies simply passed the cost on to smokers, raising wholesale list prices 49% in a single year.

The companies didn't stop there. They boosted prices enough every year to keep profits growing. Since 1999, cigarette companies have raised prices seven times. The profit on each pack of Philip Morris cigarettes sold in the U.S. had jumped 38% between 1997 and 2001, before the current round of big-company discounting.

Rising prices caused more smokers to quit. The number of cigarettes smoked in the U.S. has been declining by 1% to 2% a year for decades. The sharp price increase immediately after the state settlements caused consumption to fall by about 7% in 1999.

The price increases also encouraged more-frugal smokers to switch brands. Some began moving from Basic and other discount cigarettes made by the big companies to even less expensive varieties made by a new group of upstarts.

Philip Morris didn't feel the sting as much as some of its rivals, because Basic has always generated a relatively small portion of the company's sales. But Reynolds and Brown & Williamson, a unit of British American Tobacco PLC, which had become more dependent on sales of discount cigarettes, suffered. B&W saw the number of its low-end GPC-brand cigarettes sold fall more than 55% from 1997 through 2001.

In March of this year, Philip Morris raised wholesale list prices of its premium cigarettes by 12 cents a pack, without increasing the amount of coupons and other temporary come-ons it was offering. Philip Morris now says it went too far. "We did not strike the optimum balance between income and [market] share growth," says Louis C. Camilleri, who took over as chairman and CEO in April.

State excise-tax increases exacerbated the situation. Struggling with budget shortfalls, 20 states have moved to raise cigarette taxes in the past year. The market-weighted average state cigarette tax climbed 48%, to 62 cents a pack, in October, up from an average of 42 cents during 2001.

By late spring, the most profitable premium brands, which for the most part had held steady since the state settlements, began to stumble. In last year's third quarter, about 73.4% of cigarettes sold in the U.S. were premium brands such as Marlboro and Camel. That dropped to about 71.7% in the third quarter of this year. One percent of the U.S. cigarette market is equivalent to about 200 million packs a year.

In the first nine months of this year, the difference in price between Marlboro and deep-discount cigarettes sold in convenience stores ranged between 55% and 65%, according to Philip Morris. The company says its goal is to get the spread down to the mid-40s, at which point it expects even frugal smokers to begin to switch back.

'Forget It'

Consumers have noticed the growing price difference. Virginia Reister, 52, started smoking when she was 10. She says she switched to USA Gold a couple of years ago. "I looked at the price of Marlboro and Winston and said, 'Forget it.' "

Ms. Reister, who works at a Sears store in Enfield, Conn., and earns less than $30,000 a year, says she smokes about a carton a week, so the price difference adds up. "Why pay the extra price if they taste the same?" she asks. "I like the USA Gold. They don't burn my throat like Basics do. And they satisfy the urge."

The temporary discounts the big companies are employing to try to woo the likes of Ms. Reister have effectively cut the price of premium brands by about $7.50 a carton. But Philip Morris and its large rivals don't have as much control over the market as they did back in 1993.

5. How has the market structure of the industry changed over the last decade? How has this impacted the industry’s ability to set prices? 

After the premium-price slashing set off by Marlboro Friday, the big companies gradually pushed prices back up, not only on their premium brands, but also on discount cigarettes they made. At the time, the big companies made almost all low-price cigarettes. This time around, by contrast, the deep-discount competitors, such as tiny Carolina Tobacco Co., are independent rivals that aren't following the lead of the big companies.

Carolina, which isn't related to the similarly named Connecticut store, started selling cigarettes in 1999. Its headquarters is in a converted home in a residential neighborhood of Beaverton, Ore. Its brand is called Roger, and it employs 25 people in the U.S.

"We make a very small profit compared with the majors. We think in terms of pennies," says the company's president, David Redmond. "We'll be able to maintain the price gap."

Carolina's cigarettes are manufactured at a factory in the former Soviet republic of Latvia. The plant is owned by House of Prince, a Danish tobacco company. The Roger brand is now sold in 42 U.S. states. Sales in the first nine months of 2002 are up 89%, compared with the same period in 2001, Mr. Redmond says.

Beyond the current round of temporary discount offers, the major manufacturers are counting on a variety of tactics to reduce the price gap with the deep discounters. Reynolds is giving retailers higher promotional payments if they agree not to sell any cigarettes at a price lower than what the store owners charge for Reynolds's own discount Monarch brand.

Philip Morris hopes that it will gain market share with what it calls a potentially less harmful cigarette. The company's scientists have been working on a new product they say has lower levels of harmful chemicals than regular smokes. Dinyar Devitre, the company's chief financial officer, says the new product could hit the market by mid-2003. The potential for such cigarettes is unclear, however. A purportedly less dangerous cigarette offered last year by Vector Group Ltd. has fared poorly.

Write to Gordon Fairclough at gordon.fairclough@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 3, 11-13 in Colander’s Economics and Microeconomics.

Refer to chapters 20, 23-25 in McConnell and Brue’s Economics and chapters 7, 10-12 in Microeconomics.

1. Makers of brand-name cigarettes are finding they cannot raise their price as high as they were once able to do without losing a large number of buyers. This suggests that demand has become more elastic. Return to article.
2. If the industry were a monopolist, it would produce where MC =MR and charge a price that consumers are willing to pay for that quantity—in this case PM. The competitive market price is PC, where MC intersects the demand curve.
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 Return to article.
3. Cigarette markers are lobbying government to regulate the cigarette industry in an effort to raise barriers of entry to new competitors. They also do spend money on advertising to create brand name recognition. This also contributes to monopoly power. Cigarette makers are willing to spend up to the increased profit they receive from their monopoly positions to maintain their positions. Return to the article
4. I would characterize it as oligopolistic because they have power to set price (face a downward sloping demand curve) and they earn profits. It is not perfectly competitive because they affect price and earn a profit. It is not monopolistic because there is more than one. It is not monopolistically competitive because they earn profits. Return to article.
5. With the introduction of more labels, the market has become more competitive. This has reduced the ability of firms to set prices. That’s what this article is all about—competition is a process. Return to article.
Return to Top









