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In the mid-1990s, the US tobacco industry appeared to be in its best shape
in decades. Cigarette consumption per capita, after a decline of almost
40% over the previous 15 years, actually rose from 1994 to 1995, before
declining only slightly in 1996. Smoking among high-school age youth, the
traditional pipeline to lifetime consumption of cigarettes, had been rising
sharply since the early 1990s. After a price war in the early 1990s, the major
industry players appeared to have consolidated their oligopoly and real
prices were steadily rising. Despite decades of lawsuits brought by smokers suffering from smoking-related illness or the relatives of deceased
smokers, the industry had yet to pay out a penny of damages to any plaintiff. Moreover, despite continual haranguing against the evils of smoking
and calls for sin taxes on cigarettes at both the state and federal level, a
powerful industry had managed to keep real federal and state excise taxes
on cigarettes one-third lower than their peak level of the mid-1960s.
The subsequent years, however, have seen a parade of adverse events
for the industry. In May 1994, the state of Mississippi filed a lawsuit
against the industry to recover the lost medical costs to the state from
smoking-related illness, and a number of other states shortly followed suit.
After an aborted attempt to negotiate a comprehensive settlement to all of
its legal woes, the industry agreed to pay the states $246 billion over
25 years just to settle the state lawsuits. Shortly after this settlement the
US Department of Justice filed an enormous new lawsuit against the
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industry to recover the medical costs to the federal government of smoking.
More recently a jury in Florida awarded a class of plaintiffs a record settlement of $145 billion in their suit against the industry. In addition, the
average state and federal excise tax on cigarettes has risen by more than a
third since 1995, to 76 cents per pack. Cigarette consumption has begun
to decline rapidly again, falling over 10% since 1996.
The rapid evolution of public and private actions against this $65 billion
industry suggests that the time is ripe for a review and reevaluation of public policy towards smoking in the United States. This paper begins with a
brief review of the background on the tobacco industry and smoking in the
United States, and of public regulatory and private legal developments
over the past decade. I then discuss the economic theory of tobacco
regulation, highlighting both traditional conclusions and some reason to
question their validity. Smoking-related illness remains the leading preventable cause of death in the United States, and the typical smoker shortens his or her life by about six years (Cutler et al., 2000). Indeed,
calculations presented later in this paper suggest that the rise in youth
smoking in the US in the 1990s could lead to 3.2 million years of life lost
for this cohort of teens. Yet, at the same time, existing taxes vastly exceed
the interpersonal externalities imposed by smoking, the common benchmark for setting taxes on addictive bads. Are these taxes really too high?
Finally, I offer some discussion of future policy choices. The Florida suit
suggests the potential of a wave of private actions that could use enormous
legal resources, significantly raise the price of tobacco products, and potentially even bankrupt an industry to whose products more than 20% of
American adults use regularly. Even ardent opponents of tobacco use must
wonder from time to time if there isn’t a better way to proceed.

Background
Facts on smoking and the tobacco industry
Figure 1 graphs the number of cigarettes consumed per capita in the
United States back to 1940 (Orzechowski and Walker, 2000).1 Cigarette
consumption grew steadily until the early 1950s (continuing a trend that
1
This volume, The Tax Burden on Tobacco, which is the standard reference on tobacco data for students of this
industry, was originally produced by the Tobacco Institute, an industry lobbying arm that was disbanded by the
1998 settlement with the states. All data in this section are from this volume unless otherwise cited.
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