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The Effect of Liquor Taxes
on Drinking, Cirrhosis,
and Auto Accidents

PHILIP J. COOK

INTRODUCTION

Alcoholic beverages have been taxed at a relatively h|2%h rale throughout
the history of the United Slates. During the last 20 years, however,
taxes on beer, wine, and liquor have increased more slowly than the
overall price level. The result has been a substantial reduction in the
price of alcoholic beverages relative to other commodities. Federal and
state alcohol tax policies during this period have thus had the effect of
providing an economic incentive for increased drinking. Since alcohol
consumption is a contributing tactor in the etlolog¥ of highway accidents,
violent crime, suicide, cirrhosis, and a number of other causes of injury
and death, it is possible that the downward trend in the relative price
of alcoholic beverages has had the effect of reducing Americans’ life
expectancies and increasing morbidity. , .

ocs the rale of J.cohol taxation in facl have an important influence
on rate; of m_orbl_d|tr and mortality? There is almost no direct evidence
on this question in the social science literature, although the potential
importance of alcohol t-xalion as a public health policy instrument has
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been discussed in several recent scholarly presentations.1 The most con-
troversial aspect of this question is whether chanEes in the price of
alcohol influence the drinking habits of heavy drinkers; this group ac-
counts for the bulk of alcohol-related problems, and it is widely believed
that the drinking habits of this qroup arc insensitive to price.

In this paper, | review available evidence on the price elastluéy of
demand for alcohol and present a new statistical analysis that tends to
suppc t the view that liquor consumption is moderately responsive to
price in the United Slates. More important, | am able to demonstrate
with a high degree of certainty that increases in the tax rale on spirits
reduce both the auto fatality rate and the cirrhosis mortality rate. The
virtually inescapable conclusion is that the demand for alcohol by heavy
drinkers is responsive to gryce. . . _

The next section is a brief history of alcohol taxation, prices, and
consumPnon in the United St. tes since 19650 A review of tin econo-
metric literature follows on the price elasticity of demand with new
results for the 19601975 period using a “quasi-cxpcrimental” technique.
The next section reviews available results relating alcohol consumption
levels to mortality from certain ca» scs and then presents new findings
on the impact or alcohol prices on cirrhosis and auto fatalities. The
following section discusses the use of excise taxes on alcoholic bevera({]es
as part of a public health strategy for reducing alcohol abuse, and the
final section presents concluding observations.

PRICES AND TAXES

While the average prices of beer, wine, and distilled spirits have been
mcreasm% d_urln? the last two decades, the rates of increase arc less than
the overall inflation rate. The statistics in Table 1demon: (rate that the
price of spirits, relative to the average price of all other consumer goods
(as measured by the consumer pike index (CPI]), has declined 43 per-
cent since 19600 During the same period, the relative price of beer has
declined b)( 27 percentand wine by about -Dpercent.” _
We would expect that price reductions of this magnitude, especially
when coupled with the substantial increases in averadge real disposable
income during this period, would result in increased consumption. In
fact, average consuthlon of ethanol per person (aged 15and over)
increased 29 percent between 1960 an ; since_then average con-
sumption has remained roughly constant at about 27 gallons of ethanol

mSee Hruttn cl at. (1975); Pophnm cl @t (1976 and 1978); Medicine in the Public Interest
(1979).
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TABLE 1 Average Prices/Pint of Ethanol, 1960-1980

Current Prices (dollars) Adjusted Prices (1980 dollars)

Deer and Distilled Deer and Distilled
Year Ale Wine Spirits Ale Wine Spirits
1960 6.48 —_ 7.79 17.05 — 20.50
1561 6.50 — 7.84 16.89 — 20.39
1962 6.53 — 7.8/ 16.78 — 20.22
1965 6.59 4.02 7.96 16.73 ] 20.21
1964 6.64 4.01 7.99 16.67 10.07 20.05
1965 6.70 4.03 8.01 16.56 9.96 19.80
1966 6.81 4.05 8.06 16.34 9.73 19.35
1967 6.93 4.10 8.16 16.14 9.56 19.01
1968 7.12 4.26 8.27 15.95 9.54 18.54
1969 7.30 4.44 8.36 15.47 9.41 17.73
1970 7.54 4.79 8.57 15.16 9.63 17.22
1971 7.82 5.02 8.68 15.01 9.64 16.67
1972 7.89 5.21 8.86 14.67 9.69 16.48
1973 8.01 5.55 8.91 14.01 9.71 > 15.60
1974 8.78 6.04 9,05 13.87 9.55 . 14.30
1975 9.72 6.32 9.31 14.09 9.16 13.50
1976 9.95 6.46 9.46 13,63 8.85 12.97
1977 10.10 6.64 9.59 12.93 8.51 12.27
1978 10.66 7.29 9.98 12.69 8.67 . 11.88
1979 11.77 7.95 10.59 12.60 8.50 11.12
1980 (Jan.) 12.40 8.27 10.74 12.40 8.27 10.74

Note: Current juices were calculated as follows. The Liquor Humlhook.p. 2d (see Gavin-
Jolison Associates, Inc., 1978), gives data on consumer expenditures and volume purchased
(or beer, wine, and spirits in 1976. These data yield estimates of the average price per
pint of each type of beverage (10.45,0.94, and 4.06, res|)cclivcly). In 1976, beer averaged
4,49 percent alcohol, while wine was 14.6 percent and siirils42.9 |icrcenl (calculated from
data in National Institute of Alcohol Abuse and Alcoholism (1978, Table 3, p. 6)).
Therefore, 1 pint of alcohol was contained in 22.5 pints of beer, or 6.85 |>inls of wine, or
2.53 pints of spirits. These figures for the number of pints of beverage |ier pint of alcohol
were multiplied by the overage prices |>cr pint of beverage to obtain the 1976 figures in
the first three columns. Prices in other years were derived from these 1976 prices by use
of the Uurcnu of Labor Statistics pric: indexes for beer, wine, and spirits (unpublished).

Ber year. Figure 1depicts the recent history of consumption rates for
eer, wine, and spirits. , , ,
Nominal consumer expenditure for alcoholic beverages increased
from $L3 billion to $32 billion hetween 960 and 1975 (DISCUS Facts
Book 1977, p. 26), but this represents tin increase in real terms (con-
trolling for inflation) of only 36 percent. The Bercentage of total con-
sumer expenditures accounted for bK.alcoh.ollc everages declined from
37 percent to 30 percent during this period. Thus the decline in the
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riOUIU- 1 Trends inpcr-cnpitaethanol consumption in U.S. gallons, based on beverage
sales in cncli major beverage class in llie United States, 1946->976.

real cost of till types of nicoholir beyerages in recent years has been
%ccom anied by incre seg consumption but a reduced importance in
the ty;ﬁcal consumer's budget.

What accounts for the secular decline in the relative prices of alcoholic
beverages? Part of the answer, ?artlcularly in the ease of distilled spirits,
is that excise tax rates have not kept up with inflation. _

The last three columns of Table | were derived from the first three
columns, converted to "1980dollars" tg the consumer price index. For
exr,..iplc, according to die CIM, 1960 dollars had 263 times as much
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purchasing loower as 1980dollars. Therefore, 1960 prices were converted
to 1980 dollars by multiplying in each ease by 263

ALCOHOL UIiVLRAGIS TAXATION

Alcoholic heverages are subjected to a complex array of taxes and other
controls that affect retail prices. Distilled spirits arc taxed more heavily
than beer and wine; taxes on distilled stts include a federal excise tax
of $1050per proof gallon and state and local taxes and fees that averaged
$655 per gallon in 1975 (DISCUS 19774) and import duties on foreign
products. Beer and wine arc also taxed by all levels of government*. As
aresult, various direct taxes and fees account for about one-half of retail
expenditures for spirits and about one-fifth of retail expenditures for
both beer and wine (DISCUS 19774, p. 2).

The slates have legislated a considerable degree of government control
on alcoholic heverage prices and sales. Nineteen states have a legal
monopoly over the wholesale trade in spirits, and all but two of these
also monopolize the retail trade in..pints. Most of these monopoly states
also reguwe that wine be sold only in state stores, and several have
included beer as well.2In monopoly states, then, équces arc set by ad-
ministrative fiat. In the remaining states, retail distributors must be
licensed by the state, and in most of these states the distributors arc
subject to fair trade controls on pricing. The decline in real prices of
alcoholic beverages, then, directly reflects chuiccs made by stale leg-
islatures and regulatory agencies. More fundamentally, however, it 1s
clear that these choices have been influenced by costs. A major com-
Ponent of the cost of distilled spirits is the federal excise tax; the fact
hat it has remained constant at $1050 ?_er proof ?allon for the last 3
Eears has ?rea_tly contributed to the decline in real cost of this t?/pe_ of
everage. If this excise tax had been "indexed" to keep up with inflation
since 1960, it would now stand at about $28 per proof gallon; assuming
this tax increase had been passed along to the consumer with a 20-
perecut markup, the real price of spirits would only have declined %
about t22percent since 1960 in contrast with the actual decline of
ercent.

g Thus, prices of alcoholic beverages arc controlled by legislation and
government agencies to a considerable extent. Tax and requlatory de-
cisions in this area influence ﬁatterns of consumption, which in"turn
influence the public health. The remaining sections of this aper arc
devoted to developing evidence on the magnitudes of such etfects and
discussing their implications for pricing policy.

=Details on slate regulation®, arc given InDISCUS (19771)).
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THE DEMAND FOR ALCOHOLIC BEVERAGES

The prices of alcoholic beverages have had a downward Irend since 1960
(compared with the overall price level), while during much of (his period
average consumption increased. Was the decline in price responsible,
at least in part, for the increase in drinking during the ? More
generally, how much do economic variables—prices and income levels—
Influence drinking habits? This question has motivated a number of
empirical studies, both in North America and EuroPe._ My review of this
literature is limited to a few of the best of these studies based on U.S.
or Canadian data. The new results presented below arc based on recent
data on prices, income, and consumption in the United States. | begin
the review with a brief summary of the economic theory and terminology
useful to understanding the empirical studies.

NOTES ON THE ECONOMIC THEORY OF CONSUMPTION

Economic theory demonstrates that an individual’s rate of purchase
(quantity demanded) for any commodity that he or she consumes will
be influenced by the price of the commodity, the prices of related com-
modities, and by his or her purchasing power (wealth or income). The
relationship betiveen the consumer’s quantity demanded and these eco-
nomic variables can be characterized as a mathematical function of the

follow form:
b s N\
- >TT. e ... > 0)

g, = the quantity demanded of commodity i,

where

I\ P, = prices of the various commodities available, to the con-
sumers, including I\ (the “‘own price"),

P = a price index, such as the consumer price index,
)'-- the consumer’s income.

Adjusting Brlces and income for the overall price level p in (his fashion
is justified because only relative prices and income matter in determlnlng
demand. For example, a uniform increase of 10percent in all prices an
income would have no effect ou demand. o
Individuals have different tastes, and two consumers facing identical
prices and income may differ considerably in the mix of commodities
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they buy; the mathematical form of the function (1) differs amon_ﬂ in-
dividuals, However, economic theory predicts that consumers will be
alike in their qualitative response to a price change; an increase in ﬁrlqe
will reduce the quantity demanded.a It would be s.urprlsm? if alconholic
beverages proved to be exceptions to this basic principle of economics.

Economics offers some useful terminology for characterizing the’
shape of a demand function;

(1) If the quantity demanded of a commodity increases with income,
the commodity is termed normal; otherwise it is inferior, Cheap wine
of poor quality may be an exam[)fe.of an inferior commodity.

2) If two commodities are typically consumed together, one en-
hancing the U'[I|It?/ derived from the other, they arc termed com plem ents.
More precisely, two commodities arc complements if a reduction in the
price of one increases the demand for the other. Beer and whiskey arc
complements for people who consume their alcohol in the form of boil-
ermakers. For most people, however, we might expect beer, wine, and
liquor to be substitutes, meaning that a reduction in the pricc-of any one
of these three would increase the demand for the other two.

(3) Economists usually express the responsiveness of demand to
prices and income in tcims of elasticities. FOr example, tho “own price
elasticity of demand" is defined as the percentage change in quantity
demanded resulting from a 1-percent change in own price. The "income
elasticity of demand" is defined analogously. . .

If the own price elasticity is between zero and minus one, demand is
inelastic, If less than minus one, it is clastic. It can be demonstrated
mathematically that if the demand for a commodity is inelastic, then an
increase in its price will result in an increase in expenditure on that
commodity; if demand is clastic, expenditure will fall in response to
price incréase.

THE ECONOMETRIC APPROACH TO ESTIMATING PRICE AND
INCOME EFFECTS

In practice, estimates of price and income effects for alcoholic heverages
have been based ou a,(%ﬁregate data rather than da’i on individual con-
sumption decisions with respect to individual brands of alcoholic bev-

erages:
(1) Adequate data on consumption and income arc usually not avail-

A sufficient, hut by no means necessary, condition for this prediction is .hat the com-
modity is "normal” (i.e., quantity demanded lends to increase with income).
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able for individuals or households. Most demand estimates have been
based on data for average consumption, income, and price levels for the
entm% populations of geographic units—states, provinces, or even entire
countries.

(2)  Most studies have aggregated the scores of varieties of alcoholic

beverage into three categories: liquor, wine, and beer. Quantity is meas-
ured by volume of liquid within each category and price as Some sort
of average or indr.x of the prices of all the brands included in If cat-
egory. This type of aggregation conceals interbrand substitution that
may result from price changes. For example, an increase in the average
price of liquor may induce consumers to substitute cheaper for more
expensive brands, thereby perhaps maintaining their volume of liquor
consumption despite the general increase in prices.

Equation gl) Is too general ﬂi_n a mathematical sense) to be estimated.
In practice, the demand function that has been estimated has a form
similar to the following:

Q = pcr-capita consumption of spirits (or beer or wine),
ps< Ffl, P —prices of spirts, beer, and wine, respectively,

Y = per-capita disposable income,

P = consumer price index,

A, ..., A, =other variables thought to influence consumption.

Some studies'have used the logarithm of these variables instead of es-
timating the linear form of the equation. Other mathematical transfor-
mations arc also possible. The “correct” mathematical form is not
known; anz/. particular form chosen by the econometrician is at best an
apgr_omma jon of the correct form. =~ _

iven the appropriate data, it is possible to estimate the parameters
of (2) using standard econometric techniques (e.g., regression analysis).
The resulting estimates for bs, ~ and bw measure the effect of these
prices on quantity demanded. In a demand equation for spirits, we

W.IS. A i Y, w - 7V?Mr W Me-. .
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would expect /s to be negative, hw and hn to be positive (assuming they
are substitutes for splrlts%, and ¢ to be positive (assuming spirits is @
normal commodity). The econometric estimates of these parameters
serve as a test of these qualitative hypotheses. These estimates arc never
precise; the regression analysis provides a basis for calculating the range
oflstatlstlcally reasonable values for each parameter (confidence inter-
vals).

Tz\ere are a variety of statistical problems encountered in attempting
to develop reliable estimates of price and income effects. These problems
are introduced and discussed in the course of the literature review below.

RESULTS FROM ECONOMETRIC STUDIES

Of all published econometric studies of alcoholic beverage demand using
data for the United States or Canada, the most noteworthy is by Johnson
and Oksancn 5197_7). They estimated separate demand equations for
beer, wine, and spirits, using panel data tor 10Canadian Provmces for
15years (1956-1970). Each of their demand equations includes the fol-
lowing independent variables: prices for beer, wine, and spirits relative
to thé consumer price’ index; real income per adult; the dependent
variable (consumption) lagged 1,Kear; and variables _regresentmg eth-
nicity, schooling, religion, and strikes affecting alcoholic beverage sales.
Several estimation techniques were used. Since they yielded virtually
identical results, 1 will limit my discussion to one of these techniques:
ordlnarY least squares with seBarate dummy variables for each province.
Thelfol owing points should be taken into account in considering their
results:

(1) ~ The authors assume that prices arc exogenous, because "In the
Canadian institutional selhn%l, rices arc established by government
agencies” (p. 114). The possibility that the price policies of government
agencies may be influenced by demand conditions is not considered.a

4Presumably remit, .ice decisions arc influenced by prices charged try mmnufnclurcrs and
importers, which will in turn be influenced by demand conditions. Demand should play
a particularly important role in determining the price of aged whiskey and wine, which
arc in mote or less fixed supply in the short run. If observed prices arc influenced by
denrnd conditions, rather than being an exogenous determinant of rpiantily demanded
(as Johnson and Oksancn, "and most other econometric studies, have assumed), then the
parameter estimates in their dcmnnd equations will be biased and inconsistent. This isan
example of a widely recurring problem in statistical analyses of data generated by a
"natural™ process characterized by complex causal interactions among the variables.

Itshould also be noted that Johnson and Oksancn use data on IVCragr prices of alcoholic
beverages. ttwould be preferable to use price index data in this type of study, but alcoholic
beverage nricc indexes arc not available for Canadian provinces.
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(2) The authors avoid 'he problem of developing a statistical explan-
ation for the large cross-sectional (intcrprovince) differences in con-
sumption because of the nature of their data, All equations aie estimated
in first difference form, which of course is impossible when only cross-
sectional data for Lyear arc available.s This is important because the
large cross-sectional” differences in consumption Jevcls are probably
more a reflection of cultural differences than of differences in pricds and
income (Simon 1966). The use of the first difference form reduces the

importance of finding adequate empirical proxies for these cultural dif-

ferences. The same point applies to the problem of cross-sectional dif-
ferences in nonPncc regulations of beverage sales. Of course, to the
extent that "culture” and nonpricc regulations change over time, it is
still necessary to control for them. But these intertemporal chan%es are
likely to be small relative to cross-sectional differences, at least for the
15-year period under consideration here. _

(ﬁﬁ The_authors’ specification includes dummy variables for each
province. These variables arc meant to capture province-specific trends
In the underlying determinants of consumption behavior not otherwise
specifically accounted for in the demand equation. , _

(4) The inclusion of all three prices in each demand equation permits

e]§ft|mtat|on of the cross-price effects on demand, as well as the own price
effect.
_ _(E? The inclusion of Ia%ged consumption in the specification is jus-
tified by the possihility that alcohol consumption behavior exhibits somf
degree of habit formation, and lienee the full, long-run response to a
change in price or income docs-not emerge immediately. Including this
\t/ﬁrla lt% creates certain econometric problems, which arc d'scusscd by

e authors,

The key results of this analysis arc summarized in Table 2 The short-
run demand for spirits is elastic with respect to own price, but beer and
wine arc inelastic. Income changes have little or no effect on demand.
The cross-price effects ﬂnot shown in (his table) tend to be small. These
estimated effects suggest that spirits and beer arc compiements, Whereas
wine and beer arc substitutes—but the evidence from the Johnson-
Oksanoii study is not very strong on this issue.

")y way of illustration, the first difference form of (lie equation

Y, -n 1LUX, + m,

07 = B, - X,.,) roc
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TABLE 2 Estimated Elasticities for Spirits Demand in Canada

Beverage Short-Run Own Long-Run Own Short-Run

Type Price Elasticity Price Elasticity Income Elasticity
Beer -0.26 -0.29 -0.02

Spirits —1.13 -1.70 0.10

Wine -0.68 - 1.36 0.01

There have been no published studies using U.S. data that ate com-
lqar.able in scope and quality to that of Johnson and Oksancn. A major
imitation on studying U.S. alcoholic beverage demands is the lack of
state-level S5)r|ce data for beer and wine. One exception is llogarly and
Elzmdga %1 72), who were able to obtain data on beer'prices for two
brands; these data were entered into the public record as a result of an
antitrust suit by the U.S. Department of Justice. They used these annual
iﬁate—level data for the period 19656-199to estimate the following equa-
jon:

Logp = a + b Logk, + ¢cW +d LogF, 3

where
D = beer consumption per adult,
i, = price of heer,
F= percent foreign horn,
Y - per-capita income,

Their results imply a price elasticity of -0.9 and an income elasticity
of 04. They also experimented witli including a spitits price variable in
their equation but rejected it because the result implied that beer and
SPIH'[S arc complements—a residt that they thought highly unlikely. This
study makes no special use of the panel Structure of the data, and the
specification is highly inadequate to the task of controlling for non-
economic influences on beer consumption.

Price elasticities of spirits consumption estimated , om U.S. state-
level data have been questioned because of problems with official data
oi! ljquor sales. These data arc based on reports by wholesalers to the
tax authorities and differ from actual liquor consumption by state res-
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idnts in three potentially important respects: (1) "moonshine” liguor
is of course not included; (2) wholesalers may underreport their sales
in order to evade stale taxes; and ,?3) some consumers may “import"
their liquor from an adjacent state if price differences between the two
states make this activity worthwhile. . o

Jf a slate raises its tax on liquor, the resulting reduction in reported
sales may thus exaggerate the true reduction in consumption by state
residents due to either an increase in moonshining, an increased pro-
pensity of wholesalers to conceal sales from tax authorities, or increased
purchases in adjacent states (the "border effect"). These problems may
also be present for beer and wine sales, of course,

Two empirical studies (Walcr 1988 and Smith 1976) have attempted
to estimate the ma?nltude of the "border effect” in spirits commerce.
Walcr (1968) reports on (he basis of his analysis of 1930 cross-sectional
data for 42stales that “. . . the ?rlce coefficient becomes negligible and
insignificant when interstate effects arc included, suggesth that the
large and 5|?n|f|car]t price coefficient obtained in the misspccificd model
IS completeY spurious” (p. 838). Wal 's method for taking account of
border effects is complex and problcnwu -al, and his sPecn‘lcat jon of the
demand equation is highly inadequate (his only explanatory variables
arc price and income). Ilis conclusion therefore is in doubt.

Smith (1976) estimates his liquor demand equation from 1970 cross-
sectional data on 46 stales. One of his variables is the price of liquor
in the adjacent state with the lowest price—a variable that lie believes
should “control for" the border effect. This interpretation is dubious,
since relative prices in all adjacent states arc relevant to determining
the net magnitude of the border effect for any one stale.

Smith also _atte_m(?ts to allow for underreporting of liquor sales by
wholesalers, lie finds that the tax elasticity or demand is larger than the
elasticity with respect to net price (price net of lax) and interprets this
difference in elasticities as an indication that an increase in the state tax
increases the pro‘oensny of wholesalers to underreport. These results
arc critiqued by Iause {1976), and it is clear that Smith’s interpretation
IS tenuous. In-any case, Smith’s specification is highly 5|mP||st|c—he,
like Walcr, makes no attempt to control for interstate differences in
culture, ethmmvtvy, religion, or nonpricc regulations on alcohol sales and
consumption. We are left without reliable estimates of the importance

"Note licit astatemay liea net expotlci acrossone bonier ami an importer across another.
"Hie magnitudes of cinss-bnrdcr flows depend on die price differences, IHc number of
people who live on die higher-priced side of each border, and (lie effort devoted to
enforcing the laws against this sort of crnss-horder purchase.
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of the bortick effect, underreporting by wholesalers, and other difficul-
ties with stale data. o ,

There have been several econometric studies of the demand functions
for alcoholic beverages based on aggregate time series data for the
United Slates. Niskanen (1962), for example, estimated hoth demand
and supply functions for s%gts, beer, and wine, using observations of
22 years Zl%4~1941 and 1947-1960). The use of U.S. aggregate data
eliminates the border effect as a concern. A major problem is that the
small number of observations necessitates use of very simple specifi-
cations: the list of explanatory variables in Niskancn's demand equations
is limited to prices and two measures of consumer purchasing power.
Presumably, there were other factors havm%rymportant influence on
drinking patterns that changed between 1934 and 1960: Niskancn's
omission of these other factors (whatever they might lie) almost certainly
causes his estimates of price elas. -itics to be biased. Nonetheless, these
estimates arc widely cited—in part "cause they are dramatically large,
lie found the demand for spirits to be highly price clastic ( - 2.0), while
beer was -0.6 and wine around -0.7. Another econometric anal¥3|s
of spirits consumption based oil lime series data for the United States,
by Ioutliakkcr and Taylor (1966), is cited for the opposite reason: their
estimate of price clasticit, ' as.shPhtly positive, though not significantly
different from zero ina ? atical sense. . .

My conclusion from reviewing econometric studies of alcoholic bev-
erages is that there arc no reliable estimates for the price elasticities of
demand based on U.S. data.7Recent studies, summarized above, should
serve to sensitize researchers to some of the econometric estimation

problems that arc peculiar to ibis class of commodities.

OUAST-F-Xri.-T1IMI:NTAL ANALYSIS OI- till: DKM ANO 10R
t.1QUOR

The econometric approach to estimating the price elasticity of demand
for alcoholic beverages lias dominated this emg)lr!cal literature, but it
is not the only available estimation technique. Julian Simon (1966) in-
troduccd a "quasi-expcrimental” approach and argued persuasively that
it offers a basis for more reliable estimates than regression analysis of
cross-sectional or time series data. , -

Simon analyzed 23 eases in which the price of liquor increased by

"A number of oilier reviews of (he econometric lilcrnturc me available. llrmm cl at.
(1975, pp. 74-78) inul Medicine in (liePublic Interest (1979. pp. (M&=ftK) present nontcclmicnl
summitries. More detailed reviews tire in LnU (1975) and Ornstcin and Levy (cn. 1978).

A
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more than 2 percent from one year to the next in a state. Apparently
lie limited his s_tudﬁ to eases in which such a price change was induced
by an increase in the state liquor tax. For each such ease, he calculated
the apparent price elasticity of demand, using the following procedure:

(1) Calculate the following formula as a measure of the proportional
change in the slate per-capita liquor consumption resulting from the
price inrtea.vi:

R ! ,

where

Qi = Pcr-capita liquor consumption in s»alc a ﬂthe “trial" stale)
or a 12-month perioa Deginning s months after the tax

change;

C",. = comparison states’fcr—ca ita consumption during a 12-month
period beginning 3montns after the tax change;

and so forth. The "before” and “after" periods arc each 12 months
long, chosen so as to leave a 7-month gap around the month of the price
change. Simon used two grouPs of "comparison states”: if the price
change was in a monopoly stale, then the group of comparison states
consisted of all other monopoly slates except those that had a contem-
Poraneous price change; if the price change was in a license state, then
he group of control states consisted of nil other license states excePt
those with a contemporaneous price change. Simon experimented with
several methods for averaging consumption changes across control
states.

(2) The number calculated from the above formula was divided by
the percentage change i” price; the resulting ratio is then an estimate
of the1pr|ce elasticity of liquor demand. N ,

(3%, he median of the 23 estimates of price elasticity thus derived
was |g%’s choice for a point estimate of the price elasticity. Mis median
was -0.79.

Simon’s method shares some of the problems discussed above in ref-

erence to the econometric studies. In particular, lie makes no attempt
to control for the border effect or for possible changes in the accuracy
of reporting of sales by wholesalers, Fhe_docs take the moonshining
problem into account by excluding slates with a high incidence of moon-
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shmlbng frgm his analysis.) It is possible, then, that his elasticity estimates
arc biased.

There arc two great virtues of Simon’s technique: first, since the price
changes lie studies arc induced by chang{es in the tax rate, it is reasonable
to suppose that these ch_anges arc truly exogenous 'o the market and
not induced by changes in demand. The "causal ordering" problem is
thus circumvented—unless it can be argued that state legislatures and
regulatory agencies take market conditions into account when setting
the t x rate. Second, Simon’s method for controlling for nonpricc in-
fluences on liquor demand—his use of control states—is probably more
reliable than the econometric technique of specifying one or more var-
jables in the regression equation to reflect and control for these influ-
ences. it is not clear that these influences arc adequately measured by
any short list of socioeconomic variables. Simon’s technique is justified
by the Presumpt|qn that nonpricc factors that influence consumption in
one state in any ?lven year will also be influential in other states in that
éear. As long as the samgl_e of trial states is representative of the United

tates as a whole, then Simon’s approach yields an unbiased estimate.

Simon s 2%rlce elasticity estimate of —0.79seems reasonable. Since lie
has only 23 observations, and these observations have a rather high
variance, fg%g)omt estimate is not precise. Me reports that "We ma%
say with 0.965 probability that the mean of the population from whic
this sample of elasticity estimates was drawn is between -0.03 and
-0.097" (p. 198)

A REPLICATION

| have %cated Simon’s studY. u.smdq slate tax changes occurring be-
tween and 197 | have limited (his study to license stales and
excluded states in which the tax change was less than S0.25 ’oer gallon.
Alaska, Hawaii, and the District of Columbia were also excluded. The
resultln? samPIe contains 39 ohservations. . o
The formula | used to calculate the proportional change in liquor
consumption induced by these tax changes differs in a number of minor
respects from that use by Simon: (1) The "before” and "alter" com-
parison is hased on t' ¢ calendar years Precedln? and following the year
of the tax change v liout re?_ard to the month in which the change
occurred. This npproi di simplifies computations considerably. (2) In-
stead of using some so.t of average of proportional changes in con-
sumption for some group of states as a control, | have in all eases used
the median Proporthnal change in consumption for the year in question
as a basis of comparison. The median is ¢;;'rulatcd from the 30 license
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approaches to choosing a basis of comparison (e.g., using the median
of the entire list of 48 states in each year, or the proportional change
in total U.S. consumption as the basis for comparison), demonstrated
that this choice makes little difference to the results.

The formula | used can be written as follows:

Cn —C"

D) = Q - Median 0 (5)

where

¢, = total liquor consumption divided b%the population a%ed
21 and over inyear tand state a (the state incurring the
tax change).

My results arc reported in Taolc 3 Of the 39 observations, 30of the
net consumption changes, D", calculated from this formula were neg-
ative. This Is very strong evidence that an increase in tax reduces re-
ported liquor sales in a stale, other things being equal. One test of the
statistical significance of this result is the following: The null hypothesis
I that price has no effect on consumption. Under this assumption, the
lorobablllty of obtaining 30 or more negative changes out of 39 trials is
ess than one-tenth of a percent. This nonparamctric “sign” test is a
stron? indication that the null hypothesis should be rejected in favor of
the alternative that an increase in price reduces consumption.

An estimate of the apparent price elasticity of demand can be de-
veloped by converting each of the statistics in Table 3 ("net change in
liquor consumptlon”gb the proPortlonate change in price caused by
die tax change for each observation, To calculate the proportionate
change in price, | mu|t|PI|ed the tax increase by 1.2 (i.e., I assumed a
20 percent markup on tax) and divided by the average retail price of
liquor for the appro,: iaic Stale and yearKThe median of the resulting

“=file prices used for (Iris calculation were taken froip data in various issues of The Liquor
Honillindk on “retail prices of lending brands." Average prices for each stale and year
were calculated by ANOV A (analysis of variance), with main effects for each slate and
each brand. Separate ANOVAs were run for each year. The coefficients on the "state
effects" wetc used as a measure of average price. (The null category for brand was Bacardi
rum.)

To calculate the markup on tax changes, |proceeded as follows: For each year, price
changes for all 30 license staleswere calculated and standardized by subtracting that year"s
median price change. The resulting net price ciinngcs for stales with tax changes in that
year were divided by the lax changes. The median of the 39 ratios calculated in this fashion
was 1,1875, suggesting a "typical” markup of 18.75 percent, This estimate was rounded
to 7.(Lpercent in the elasticity calculations reported here.
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TABLE 3 Effects of Changes in State Liquor Tax Rates

Net Change Net Change
in Liquor in Aulo Net Change
Tax Consump- Fatality in Cirrhosis
Change”~tion"1 Rale" Death Rate"
Year State Q) %) Rank® (%) Rank® (%) Rank*
X1 Conn.I 1.00 - R.7 2 132 28 - 90 6
Mo.T 0.40 - 25 10 - 7.2 5 - 5.7 10
Nev.* 0.60 - 6.0 5 -39.2 1 -16.3 3
1953 Fla.” 0.33 - 0.1 14 - 27 12 9.7 28
Ncbr. 0.40 - 78 1 2.8 21 - 7.1 7
N.J. 0.30 - 19 7 4.7 23 - 3.3 12
NY.® 0.75 - 74 2 - 0.0 15 , 2.3 21 * -
S.D." 0.50 - 6.8 3 -17.2 4 -15.1 1
Tenn. 0.50 0,3 17 2.0 19 8.7 26
Wis. 0.25 1.6 22 - 43 8 -12.6 3
1964 Ga. 0.50 9.8 29 - 20 12 2.2 22
Kans. 0.30 - 7.0 3 - 6.1 7 - 1.7 8
1956 Mass.® 0.70 - 6.9 3 - 4.2 10 - 3.0 9
1967 Calif. 0.50 - 4.6 6 - 6.4 4 - 147, 2
Tenn. 1.50 -11.3 2 - 3.0 ] 8.9 = 25
1968 Ariz. 0.56 0.8 19 10.3 26 -5.7 22
Fla.* 1.23 - 9.9 1 8.0 24 4.9 20
1969 Conn." 0.50 - 9.2 1 - 6.3 i - 0.9 12
Del. 0.50 0.3 16 4.5 25 - 6.2 7
n.* 043 - 4.8 6 - 5.7 7 - 3.2 9
Mass.” 141 14.8 30 5.3 27 - 2.2 10
Minn. 0.755 - 4.4 8 - 9.0 4 - 0.2 14
Nev. 0.50 - 2.6 u - 17 12 11.4 21
N.J. 0.50 - 8.8 2 - 3,2 10 0.8 17
R.1." 0.50 - 4.3 9 -26.1 1 - 17.9 2
1970 Ky. 0.64 - 05 13 0.3 16 6.7 22
La. 0.82 - 0.6 12 - 15 14 - 1.0 13
1971  Del. 0.60 -10.7 3 -26.8 1 3.2 21
Okla. 1.60 - 7.3 4 - 21 . ] -11.2 3
Minn."  0.90 - 3.2 10 11 21 7.1 25
Mo.* 0.80 - 71 5 0.3 i; - 9,2 4
S.D. 1.75 1.6 21 19.6 30 3.3 22
Tex.*® 0.32 - 3.2 t - 0.5 14 - 34 1l
Wis. 0.35 2.9 23 0.3 18 - 13 14
1972 Ncbr. 0.40 - 23 ] -20.2 1 1.5
N.J. 0.50 - 7.2 6 - 17 ] - 8.8 5
N_Y. 1.00 - 10.0 3 - 3.3 7 - 9.9 2
1974 Ariz. 0.50 - 43 3 - 2.2 9 - 3.9 9
1975 Mass.® 0,69 0.2 16 — — — —

*A legislated change inf lie slate tax on distilled liquor, expressed in dollars per gallon.
"The changes inconsumption, aulo fatality rale, and cirrhosis dentil rale arc proportir” il
changes net of the corresponding change for the median slate in that year.

"eBased on a ranking of the 30 license stales (excluding Alaska and Hawaii) on the basis
of the proportional change in the given rale.

" An increase in the tax on beer was enacted in the same year.
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price elasticity estimates for the 39 observations was - 16. This result
Implies that a 1o-perccni increase in the price of spirits in a state results
ina 16-pcreent reduction in quantity purchased in that state. This is of
course a point estimate, which is subject to statistical error. Given the
distribution of the se elastlutY estimates, it can be shown that there is
a 95-percen( chance that the true elasticity is less than - 1.0 (i.e., that
the demand is clastic with respect to pnce%. _ _

My point estimate of -1.6'is consideranly larger than Simon’s esti-
mate of -0.8. The difference may be partly the result of Simon's using
a larger assumed markup. Me is not ﬁreuse about what rate of mark_ug
lie used, merely noting that it was the “customary retail” rate (whic
issurely higher than 20percent). If 1had assumed an 80-perccnt markup,
for example, my elasticity estimate would have been reduced to -1.07.
However, as explained in the preceding footnote, a 20-percent markup
ap|oears to be the appropriate assumption for the retail liquor mdustq.

t should be noted that the interpretation of the resulting e.|aS'[IC.IK
estimate is complicated by the fact that in 160f the 3instances in whic
states increased the liquor tax, there was a contemporaneous increase
in the state tax on beer. If beer is a substitute for liguor, then the effect
of these contemporaneous changes will be to bias the licuor price elas-
tICItF upward, hor this reason, the estimated price elasticity of demand
for liquor may understate the true price c’eslicity, _

For the procedure outlined above to give a valid, unhiased measure
of the effect of tax changes on liquor sales, it is necessary that stale tax
changes not be syster_natlcallr related to historical trends in consumption
in the slate. It is possible that the decisions of state legislatures to change
liquor taxes arc systematically related to trends in state sales (or tax
revenue collections). Suppose arguendo that legislatures tend to raise
taxes in response to an unsatisfactorily slow growth in liquor tax reve-
nues. Then states that raise their taxes will be a biased “sample” of all
states, the bias being in the direction of relatively slow growth in con-
sumption. The statistical procedure reported above would then yield
misleading results; the bias in the measure of price elasticity would be
negative, yielding an exaggerated potion of the degree to which reported
consumption was responsive to price. To test for this and related pos-
sibilities and more generally to test whether the state with tax changes
can reasonably be viewed ‘as a representative sample of all states, |
calculated the net proportional growth rate in liquor consumption (the
.am measure as reported in Table 3) for all states that had lax chan?es
during the sample period, but for a period that preceded the year of the
tax change by Years,. Consistent with the notation defined in formula

5) above, thisstatistic isdenoted DJL;. If tax changes occur “at random”
among states and arc not influenced by recent history in liquor con-

o on-hia ... L m
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sumption, then we would expect that it would equally be likely for any
one of these values to be £05|t|ve or negative. The results art consistent
with these predictions: 21 of 36 states (58 percent) for which it was
possible to do this calculations had negative values, while 15were pos-
Itive. The probability that this difference would occur by chance alone
is 40 percent. These results are compatible with the claim that tax
cham};es arc exogenous events with respect to consumption trends and
that the slates with tax changes are representative of all stales during
the sample period.

THE

EFFECT OF TAX INCREASES ON AUTO AND
CIRRHOSIS L

FATALITIES

INTRODUCTION

The association between drinking and execs; mortality from a variety
of causes has been thoroughly documented. Excess drinking has been
parthularly_stron%ly implicated as a major causal factor in aulo accidents
and cirrhosis of the liver, If an increase in the price of liquor reduces
average consumption, it is reasonable to suppose that an increase in the
liquor tax rale may reduce the mortality rate due to these causes. Never-
theless, there are a number of reasonable doubts about this conjecture,
which arc summarized here in three questions. . o

While the evidence presented in the previous section convincingly
demonstrates that an increase in the liquor tax rate reduces reported
liquor sales, the effect on actual consumption of liquor may be smaller
or nonexistent; the differences hetween reported sales and actual con-
sumption, as discussed above, are the result of moonshlnln?_, underre-
porting by wholesalers, and thc “horder effect,” Is average liquor con-
sumption’rcspoir.ivc to changes in the price of liquor?

Even if actua. consumption of liquor is reduced as a result of lax
(price) increases, consumers may maintain (Thelr.average level of alcohol
consumption by substituting beer or wine for liquor (Liquor only ac-
counts for about 40percent of bevera?.e alcohol consumed in the United
States.) Is average alcohol consumption responsive to changes in the
price of liquor?

Even if an increase in the price Of liquor docs reduce total alcohol
consumption, this reduction will have no effect on cirrhosis and auto
fatalities if it is limited to moderate drinkers. Studies of price effects on
average alcohol consumption give no indication of the distribution of

“Since no dala were available for 1958, itwar. not possible lo include the Ilucc slates that
had lax changes in 1961.

-..W-U Lv.w-4., b «
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these effects among different types of drinkers. Is average alcohol con-
sumption of heavy drinkers responsive to changes in the price of liquor?

There is no need to respond to these questions directly. The quasi-
cxperimental method of measuring the price elasticity of liquor con-
sumption, developed in the previous section, can also be used to measure
the effect of tax Increases on cirrhosis and auto accident fatality rates.
The resulting estimates can virtually speak for themselves. If changes
in liquor prices have the expected effect, it will be revealed by this
method, and we can then draw the appropriate conclusions about the
three questions. | report my results after a discussion of the literature
on cirrhosis. No discussion of the relationship between drinking and
auto fatalities is presented, since David Reed’s paper in this volume has
a thorough discussion of this issue.

CIRRHOSIS AND DRINKING

Cirrhosis Is a disease of the liver in which the capacity of the liver to
cleanse the blood and perform its other functions is reduced due to
scarring of the liver tissue. Most people who Jic of cirrhosis have a long
history of heavy drinking.""The liver is capable of processing a moderate
level of alcohol intake without sustaining any damage. The cirrhosis
disease pioccss reflects a repealed “overload” of alcohol in the system.”
If the cirrhosis victim reduces consumption then the scarring ,orocess
will be slowed or stopped and his or her life will ordinarily be prolonged.

Cross Mty latcs & an Idcetor of Hiy Dirkig

A number of researchers have s,ug?ested that the cirrhosis mortalltr rate
for a population is a good indicator of the fraction of the population
that is drinking "heavily" (Skog, forthcoming). As such, the cirrhosis
mortality rate can be used to compare relative incidence of heavy drink-
ing in different population: or to measure trends in the incidence of
heavy drinking for a single population. The main difficulty with using
cirrhosis mortality in this fashion is that the current cirrhosis mortality
rate reflects not rnly the current incidence of heavy drinking, but also

"*Nol all eases of r.ilnl cirrhosis arc related to alcohol. S nniidl (1977) estimated that the

death rate in 0.nada from causes other than excess drinking is ahont 4/100,(KK). If this .

"hase rate" «f alcohol mortality is applicable to the United Stales, then almost three-
quarters of cirrhosis deaths ate alcolml-rclatcd.

" .Schmidt (1977) reports evidence (hat drinkers who consume as litte as three ounces of
ethanol per day for long periods have a heightened risk of cirrhosis. A large percentage
ol those who die of alcohol-related cirrhosis have a drinking history (hat ismore moderate
than that of 1 clinical alcoholic population.
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the trend in heavy drinking during ilie precedinglls-zoyears Jcllinck
1947); @ Change |n.dr|nk|n?. habits in a population will not be fully
reflected in cirrhosis mortality for this period of lime. However, the
short-run response of cirrhosis to heavy drinking is not necessarily neg-
ligible. We can imagine a population to have a "reservoir” of cirrhosis
victims whose disease has progressed to a greater or lesser extent
(Schmidt and Popham, forthcoming); if this group chan%es its drinking
patterns, there will be some effect on the cirrhosis mortality rate within
a short time.

To the extent that cirrhosis mortality rates do serve as an indicator
of the incidence of heavy drinking, they are of considerable value in
alcohol research. A number of social and medical problems besides
cirrhosis arc related to heavy d.r|nk|n?.12I.f it can be demonstrated that
a particular alcohol-related ﬁpllpy Is effective in reducing cirrhosis, then
it would be expected that this intervention is also having the effect of
reducing other problems.associated with heavy drinking.

Reias 3L0es Ridliy Riceto Cirross Dits
Seeley (1960) calculated intertemporal correlations between an ak>' ji
price variable and the cirrhosis death rate for Ontario and for Canada,
using annual data for 193s-1956. His “price" variable was an index
representing the price of agallon of beverage alcohol, divided by average
disposable income, Ilis work was extent J to other countries-and time
periods by I'opham cl al. 976). The reported correlations are typically
close to 1.0. The authors’ intcprlation of these findings is that con-
sumption levels by heavy, cirrhosis-prone drinkers arc” responsive to
price.

There arc two main problems with these studies. First, the "price"
variable confounds the price of alcohol with income. The studies re-
viewed in the section above on demand foi alcoholic heverages have
consistently found that average consumption respond; differently to
changes in income and changes in price. Johnson and Oksancn (1977)
in particular found that drinking in Canada was hlghly responsive to
price but unres,oonswe to income. The second problem is that these
correlation results may well be the result of "third-cause” variables, not
included in the analysis, that arc responsible for trends in both price
and in (lie incidence 0f heavy drinking. o N

Historical "experiments” with large changes in price and conditions

"See I%licli nnd Orvis (1979) or nil analysis ol the relationship between consumption
level nnd the incidence of n variety ol alcohol-related problems in a sample of U.S. Air
Force personnel.
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of availability provide another source of evidence on the degree to which

heavy drinkers arc responsive to such environmental factors. Prohibition

IS an obvious case in point. Warburtuu (1932 p. 240) found that alcoholic

bevera%evpnces durln%.Prohlbmon were three to four times higher than
|

before World War 1. Cirrhosis death rates reached their lowest level of
the 20th centur7v shor.lI after World War | and remained constant at
this low level (7-8 per 100000) throughout the 19205 ?p. 213). Further-

more, the drop in cirrhosis death rates was apparently greater for the
relatively poor than for others, a result that reinforces the notion that
high i)rlces were at least in part responsible for the reduction in the
prevalence of heavy drinking during this.era:z Warburton (P. 239) re-
Ports that the cirrhosis death rate for industrial wage earners tell further
han for city residents as a whole. Terris (1967, p. 2077) reports that
the a%e—adbusted cirrhosis death rates dropped further for blacks than
for whites between 1915and 1920 and that these rates preserved their
new relative position through the 1920sH

Conclusion*

Most cirrhosis deaths arc the result of many years of heavy drinking.
Cirrhosis is to some extent an "intcrruptable™ disease process, so that
a reduction in consumption on the part of a cirrhosis victim, even one
whose condition is quite advanced, will extend life exPecta_ncy. The
cirrhosis death rate may be a reasonably good indicator of the incidence
of heavy drinking in a poPulatjon. Previous research has ﬁrowded some
evidence to the effect that an increase in the %nce of alconol win reduce
the incidence of heavy drinking and the cirrhosis death rate, although
this evidence is by no means decisive or compelling.

RESULTS OF A OIJASI-GM ERIMENTAL STUDY

The nature of and justification for the quasy-cxpcnmcntal approach to
studying the price elasticity of demand lor liquor was explained above
in the section on demand for alcoholic beverages. The same approach
is used here to measure the short-term effect of changes in the liquor

" Economic theory nml common ="r" hath suggest that the price elasticity of demand
for a normal commodity tend® to he relatively high for households inwhich expenditures
on lire commodity constitute a relatively large fraction of their budgets.

<A related bit of evidence isgiven inTerris (1967). llc notes that, in England and Wales
in 1950. the cirrhosis death rale increased strongly with socioeconomic class, unlike in the
United States. Ilis cxplann®ion is that "spirits have been taxed out of rcnch of the lower
social classes in the United Kingdom, where only the well-to-do can really afford the
luxury of dying of cirrhosis of the liver" (p. 2086).
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TABLE 4 Analysis of Tax-Related Changes

Net Cltangc Net Change Net Change
.in Liquor inAulo in Cirrhosis
Rank Consumption Fatality Rate Death Rale
1-5 16 8 9
6-10 8 8 9
11-15 6 9 6
16-20 4 4 3
21-25 3 5 n
26-30 2 4 2
Percent below median 76.9% 65.8% 63.2%
Sign lest: prob-valuc* <0.001 0.037 0 -072

<5uppose that a price change had no effect on litpior consumption. "llicn each observation
on the net change in consumption associated with a tax change would have a probability
of 0.5 of being negative. This is the null hypothesis. The "prob-valuc” reported in the
first column is the probability that 30 or more observations out of the 39 "trials" would
be negative if the null hypothesis were true. The prob-values in the second and third
columns arc defined analogously. These probabilities were calculated u,sing the normal
approximation to the binomial distribution, applying the continuity correction. These
procedures nnd terminology arc found in Wnnnacotl and Wonnncolt (1977).

tax on the death rate due to cirrhosis and auto accidents.,J This study
uses the same 39 observations as the consumption study with one ex-
gg%osrgzttgata did not permit inclusion of the 1975 lax change in Mas-

The results arc reported in Tables 3and 4. The formula used to
calculate the “net change in auto fatalities" is strictly analogous to the
formula used in the consumption study, with the aulo fatality rate re-

lacing liquor consumption per capita. The formula used to calculate
Ehe "net change in tPe cirrhosis death rale” is a hit more complicated.

can be written as follows:
2 Dih - pdn - i'ZD), -XD
¢op; g, - Median Wlt) o; ¢o; Q)

where

D%, = the “irrhosis death rate in the "trial’ stale /years after
the lax change,

“MorInlity rales for cirrhosis nnd aulo accidents were calculated from frequency counts
published in National Center for Health Statistics (1975, Table 1-13) nnd related tallies
in previous editions. Annual slate population estimates were taken from Bureau of the
Census (1971. 1978).
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and so forth. This formula permits delayed effects of the tax change on
cirrhosis to he taken into account. o

The results of this analysis arc summarized in Table 4 About ee
percent of the "net change” observations in the case of auto fatalities
were negative. If ax changes in met had no effect on auto fatalities, we
would expect 'hat only about 50 percent of these observations would
be negative. The probability that es percent or more would be negative
given the null hypothesis of “no effect" is less than 4 percent. Therefore,
we can conclude with considerable confidence that a liquor tax increase
tends to reduce the auto fatality rale. o
~About Percent of the "net change” observations in the ease of
cirrhosis deaths were negative. The probability of this high a fraction
of negative values by chance alone is about 7percent. It appears likely,
then, that increases in liquor tax reduce the cirrhosis death rate.

As in any statistical study, these findings do not offer definitive proof
of anything. However, the ﬁrepqnderan_ce of the evidence certainly sup-
ports the conjecture that the.price of liquor is one determinant of the
auto accident and cirrhosis death rates. The quasi-cxpcrimental tech-
nique employed here minimizes problems of interpretation and in par-
tlhcular n|1|n|m|zes doubts concerning the causal process that underlies
the results.

| conclude, then, that despite the questions posed at the beglnmngi
of this section, there is good reason to believe that the incidence o
heavy drinking responds to liquor price changes of relatively small mag-
nitude. The magnitudes of these responses arc h|gh|5( uncertain but can
be estimated using the same techniques as were employed in estimating
the price elasticity of demand. | converted the "nef change in auto
fatality rate" and the “net change in cirrhosis death rate" statistics (from
Table"3) into price elasticities. The median of these price elasticities is
-0.7 for aulo fatalit’cs and -0.9 for cirrhosis deaths. It seems entirely
reasonable that these elasticity estimates turn out to be less than the
price elasticity of demand for distilled spirits.

EVALUATING ALCOHOLIC BEVERAGE TAXATION

Alcoholic beverage prices have a direct effect on the prevalence of
chronic excess consumption and the prevalence of the various problems

caused by chronic excess consumption. There arc three sources of evi-

dence for this conclusion: (1) numerous studies, including my own (see
the section on demand for alcoholic beverages), have found that per-
capita consumption ol alcoholic beverages is responsive to price changes.
It :s possible but unlikely that this observed responsiveness of aggregate
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drinking to price is due entirely to light and moderate drinkers;"" (23
large changes in price associated with the adoption of Prohibition an
other "natural experiments" of this sort have been associated with Iar%e
reductions in the cirrhosis mortality rate and other indicators of the
prevalence of excess consumption; and (3) small increases in the tax
rate for spirits appears to reduce cirrhosis and aulo fatality rates.

Each of these pieces of evidence is subject to legitimate scientific
doubt. Nonetheless, Jbelieve that, taken together, they provide astrong
ease for the proposition that an increase in the price of alcoholic bev-
erages will reduce the prevalence of excess consumption and the inci-
dence of the various problems caused by chronic excess consumption.'
The magnitude of the effect that could be generated by, say, a 20-percent
increase in the alcoholic beverage Pnce level is h|ghly uncurtain, al-
though it appears ||ke|?]/ that the effect of such an increase would be
measured in terms of thousands of lives saved per year and billions of
dollars of savings in medical and related expenses. Since the prices of
alcoholic beverages arc currently and historically controlled to a con-
siderable extent by government policy, it is appropriate to view alcoholic
beverage prices as public health policy instruments. This conclusion is
empirical, rather than normative—it i$ by no means equivalent to con-
cluding, for examﬁle, that it would be a good thing to raise the federal
excise tax on alconol or that higher prices arc better than lower prices.
A complete evaluation of; change in alcohol price policy requires con-
sideration of other effects in addition to those related to public health.
In particular, the distributive effects of a tax-induced increase in price
should be considered, as should the loss in consumer benefits assoclated
with low alcoholic beverage prices. These two types of concerns arc
discussed helow.

INCIDENCE

The distribution of alcohol consumption levels among individuals is very
diffuse and skewed to the right. This characterization is valid for every
population group that has been studied (3ruun ct a'. 1979). Roughly
speaklnﬁ, one-third of U.S. adults abstain, one-third drink ver?/ lightly
(up to three drinks per week), and the remaining third account for most

16"lhere isconsiderable evidence Hint the Consumption levels of the median drinker nnd
the,say, 90th percentile drinker nrc closely related, ns demonstrated by comparing pop-
ulation groups that differ widely in pcr-capita consumption (Druun cl al. 1975). lienee
it would appear that the consumption lewels of the "typical" drinker nnJ the "heavy"
drinker nrc subject to the same environmental nnd cultural influences, and/or that drinking
patterns nrc interdependent or “contagious."
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of ihc total consumption.«z More precise characterizations of drinking
distributions can be calculated from two recent studies. The Rand surve
of drinking practices in the U.S. Air Force (Polich and Orvis
found that 10 percent of the surveyed population (including abstainers
consumes 5L percent of the alcohol; 10 percent of the drlnkm%pp U-
lation consumes 47 percent of the total alcohol. R DeLint and Schmidt's
?JQG? study of lintllc purchases from government stoics in Ontario
ound that 10 percent of consumers purchased 42 %ercen_t of the total
alcohol.-o Because the distribution of consumption has this loroperty of
concentrating a high percentage of consumption amon% a relatively few
()Neople, Inc incidence of alcohol taxation is necessarily very unequal,
hether this ocgrec of inequality is good or bad depends on one's
perspective. Three questions, reflecting three rather different normative
perspectives on the incidence issue, arc posed and discussed below.

Mow is the incidence of alcohol taxation related to the consumer’s
ability to pay? =~ . ,

Almost SI0 billion in direct taxes and fees on alcoholic bevera?es was
collected by all levels of government in 1976 (DISCUS 1977a). In most
jurisdictions this revenue was not earmarked for specific programs but
rather is used to help finance a wide range of governmental activities.
One traditional standard in the public finance literature is that such
%eneral public revenues should be collected on an "ability to pay basis”;

ouseholds with equal incomes should make equal coritributions, and
tax contribution should increase with income. By this principle, taxes
on alcol’o'ic beverages clearly receive low marks. Households with equal
incor,c; p\) vastlr disparate alcohol taxes, depending on their alcohol
ronsumptuM levels. o

How much of a burden docs alcohol taxation impose on members of
poor households? . . ,

The answer to this question is not known, but it is useful to outline
Inc relevant issues. First, an increase in alcohol taxes is disadvantageous
for adult individuals and household heads who drink; they would not
voluntarily choos< to pay higher prices. Their dependents may be made
better off, however, depending o . the response of the household’s drink-
ing members to the price change. An increase in the taxes on alcoholic
beverages can either increase or reduce the total expenditures of poor

1See report of the panel, pp. 27-7.8.

**Calculated from statistics reported in Policli and Orvis (1979, Appendix C). In ntnkinp,

the calculations, | used Ihc midpoints of each interval in Tnhlc E10 and assumed a mean
of 20.0 for Ihc top, opcn cndcd interval.

™lcer nnd on-premise consumption were not included in this study.

mimm "
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households on alcohol, thereby leaving more or less money for food
clothing, and shelter. For households whose demand for alcoholic bev-
erages Is clastic (price elasticity less than - 1.0), an increase in price
will"cause a reduction in total expenditure on drinking, while expend-
itures will increase for other households. Surely poor households differ
considerably among themselves with respect o price elasticity of de-
mand. However, the evidence above sug_?ests that the average house-
hold's demand for spirits, at least, is quite clastic; furthermore, poor
households would tend to be more clastic than higher income house-
holds. Therefore, for a high but unknown loercentage of poor house-
holds, an increase in alcohol taxation -hould reduce expenditures for
alcoholic beverages. Furthermore, it is quite possible that a tax-induced
reduction in drinking in households that arc at the high end of (he
drinking distribution may lead to reduced medical expenditures and
increaséd earnings from emfglogment. _ _

Is the incidence of alcoholic beverage taxation related to the benefits
received from government? . .

An alternative to the "ability to P_ay" standard is the “benefits” stand-
ard, which slates that the distribution of tax liability should be closely
related to the distribution of benefits received from ?overnme.nt. pro-
grams. To a large extent medical care, alcoholism treatment, minimum
Income maintenance, and other social services arc provided and financed
br government The various health and social problems associated with
alcohol consumption place expensive demands on these services. These
Broblems are hl%hly concentrated among the same group that pays the

ulk of alcohol taxes—the chronic excess consumers. It is clear, then,
that there is fairly close positive association between the amount of an
individual’s alcohol tax contribution and the expected value of govern-
ment services consumed by the individual for alcohol-related problems.
We view alcohol t™xcs as analogous to insurance premiums that arc
calibrated to one determinant of risk—the average rate of.alcohol con-
3ugnpt|on—1ust as health and life insurance premium* arc adjusted for

We could label this view of the alcohol tax the "drinker should pay"
standard. This standard suggests that it is apprognate to set alcohol
taxes at a level such that tax revenues are equal to the total government-
financed ,'osgs of alcohol-related problems. Or we could choose to go
further, by t esamegustlflcatlon, and structure taxes so that drinkers
collectively pay the

otal bill for the ah .hol-rellcd externalities, in-

Cluding private costs borne by other individuals (e.%., we alt pay higher

premiums for private health and life insurance policies because some
Insured people drink unhealthy or unsafe amounts). Aside from the
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FIGURE 2 Hypothetical relationship between individual*s con-
sumption and resulting social harm.

Problem of actually calculatmg the social costs of drinking, these quan-
itative standards arc vulnerable to a magor objection: Ik .social harm
of drinking is nol proportional to the rate at which an individual con-
sumes alcohol, so that a tax that is pMporlional to consumption will not
be strictly proportional to alcohol-related harms, Figure 2 mustrates a
hypothetical relationship that depicts average social cost increasing with
consumption. The relationship is not stnctl* proportional because it
incorporates two reasonable assumptions: (1) «"“rar'c socal cost in-
creases disproportionately with consumption; and ?*., I/«.nvk,uals at the
same consumption level differ widely with respect to the external harm
caused by their drinking, due perhaps to differences in personality,
metabolism, drinking patterns, and so on. A tax (hat is Pr_op_ortlonal {0
the r'thanol content of alcoholic beverages will then result in light drink-
ers, and the "safer" heavy drinkers, paying more than "titcir share” of
Ihc total bill for alcoholic-related social costs. Whether this arrangv ment
is deemed better or worse than paying these costs from genetal tax
revenues is a matter of preference, In mwudgm.ent, the "drinker should
pay" principle is not sufficiently compelling In itself I'OAUSW high taxes
on alcoholic beverages. Hut it should be kept in mind that high taxes
reduce the social costs of drinking in addition to providing it mechanism

for financing these costs.

COST-niiNEFIT ANALYSIS

Besides providing a source of qovernment revenue, taxes on alcohol
influence the volume of total sales and the distribution of that volume

Liquor Taxe. and Drinking, Cirrhosis, and Aulo Accidents 2X3

among individual drinkers. If alcohol were not taxed, the price of al-
coholic beverages would be too low because it would not reflect the
negative externalities of drinking. The Pigovian principle requires that
the tax on an externahty-g_eneratmg, activity be set equal to Ihc difference
between the marginal social cost of the activity and its marginal private
cost—an approach long advocated by economists for controlling envi- *
ronmental pollution. The objective of this type of tax is to “internalize"
(he external costs of the activity, thereby giving agents the incentive to
curtail the activity in question to the appropriate | vJ Fm , the level
at which every unit of the activity is valued at least a Vglily , s the true
social cost of that unit of activity). The normative force of this principle
Is undermined in the ease of drinking by the fact (illustrated above in ,
Figure 2) that the social cost of a drink differs depending on who con-
sumes it and under what circumstances. Therefore, an increase in the
tax on alcoholic beverages will deter some drinking that issocially worth-
while (the value to the consumer exceeds the social cost) as well as some
that is not worthwhile. Given this situation and ignoring the distribu-
tional issues discussed above, the appropriate tax rate should be chosen
by comparing costs and benefits at each tax level.

The marginal social benefit of a tax increase is equal to the value of
Inc reduction in negative externalities that will result from reduced
consumption, P'”S- the additional tax revenue obtained. The marginal
social cost of a tax increase is equal to the value of "consumers’ surplis- o
lost as a result of the tax. In principle, the tax rate is "ton low" if the
additional benefit of an increase exceeds the loss in consumers’ surplus.
It should be clear that it is verg( difficult to implement this principle due
to the considerable uncertainly about the actual magnitudes of these
theoretical constructs. But this discussion will perhaps serve as a useful
framework for further empirical research in this area.

CONCLUSION

Public enthusiasm for government restrictions on drinking peaked in
the early years of this century when many slates and eventually the
nation adopted Prohibition. Since the rcpcal.of Prohibition in 1933there
has been a more or less steady decline in government restrictions on
availability. Perhaps the most important aspect of this trend in recent

w Consumers UI |US is ticfioccl us the mnxiimmi nmonnl consumers would lie willing to
pay (or their CUIT nt consumption level, minus Ihc nmuuni (hey actually arc rciliiirc 1to
pny. This difference is positive hcemisc consumcis value iufrnmnrginal units of Ihc com-
m;Jdity at more than their price, as refler®cd in the fact that demand curves have negative
slope,
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yc;irs has been the rather sharp decline in the prices of alcoholic bev-
era(tzes (relative to average prices of other commodities) caused in large
par w the failure to increase taxes commensurate with the inflation
rate. While the public remains concerned about the "alcohol problem,”
there is a widespread belief that restricting availability is not an effective
strateqy for combating this problem. For example, a recent study hy
Medicine in the Public Interest (1979) concluded that state legislators
arc “generally skeptical about the effect of regulations, including tax-
ation, ou the incidence, patterns, or circumstances of use” (p. 31). On

‘hasis of the evidence reForted above, it appears quite likely that the
legislators’ v*ow is incorrect—taxes do reduce total consumption and in
particular reduce those portions of total consumption associated with
auto fatalities and liver cirrhosis. If correct, these findings sug?est that
legislators should view alcohol taxation as a policy instrument for com-
bating alcohol-related problems and not just a source of revenue. | am
not advocating that taxes be raised—there arc costs as well as benefits
to raising taxes and the evidence presented above is far short of a
complete cost-hencfit analysis of a tax change. Rather the message of
my results is that the benefits do exist and should be taken into account.

4
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Introduced: 2/16/82
Referred: Judiciary and Finance

1 IN THE HOUSE BY ADAMS

2 HOUSE BILL NO. 838

3 IN THE LEGISLATURE OF THE STATE OF ALASKA

4 TWELFTH LEGISLATURE - SECOND SESSION

5 A BILL

6 For an Act entitled: "An Act increasing the liquor tax; and providing for an
7 effective date."

8 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

9 * Section 1. AS "+3.60.010(a) is amended to read:

10 (@) Every brev *r, distiller, bottler, jobber, retailer, wholesaler.
1 or manufacturer who sell holic be XICATING

12 the state or who consigns shi ” ants of alcoholic beverages [INTOXICATING
13 LIQUORS] into the state, whether or not the alcoholic beverages [LIQUORS]
7 arc brewed, distilled, bottled, or manufactur :d in the state, shall pay
15 on all malt beverages (alcoholic content of one percent or more by

16 volume), wines, and hard or distilled alcoholic beverages [LIQUORS]the
17 following taxes: (!) malt beverages at the rate of 32-1/2 [25] cente a
18 gallon or fraction of a gallon; (2) wine or other beverages [LIQUOR] of
19 21 percent alcohol by volume or less, at the rate of $1 [60 CENTS] a
20 gallon or fraction of a gallon; and (3) other beverages [LIQUORS] having
21 d content of more than 21 percent alcohol by volume at the rate of $5.75
2 [$4] a gallon.

23 * Sec. 2. The increase in taxes under sec. 1 of this Act takes effect on
24 jhe first day of the month after the month in which this Act takes effect.
© * Sec. 3. This Act takes effect immediately in accordance with AS 01.10.-
%6 070(c).

27

28

29

. HB 838
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DEPARTAIENT OF REVENUE POUCH
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February 25 1982

eaeronorabIe Ramona L. Barnes
E%JSG &;@ﬂc (ion% mittee
(E itol Building
Juneau, Alas
Dsar Ms. Barnes:
Re: House Bill No.

House Bill No_ 838 an Act increasing the ligu 8r tax, was introduced In
the House on Februarey 16, 198 and /s referted to the House Judiciary
and Finance Committges.

For the ?on3|derat|on of the House Jud|C|ar Committee, | amenclosm&;
E)oeles 0 a otes ﬁ)re aEedE r. Robért Kes%el DlrectoF dit
Ivision and M. X ran conom|st ese rc Section of the
Department of Revenué concerning the proposed legislation.

Sincerely,

R. D. Stevenson
Special Assistant

Enclosures
cc: The. Honorable Albert P. Adams
al rmEn .
House Finance Committee

E)oseph K. Danohue
Cou. ||t53|oner
DeBar ment of Revenue

Rober R Kessel, Director
6 IVISIOTn
epartment of Revenue

\incent erght Chief
esearch S Fon
epartment of Revenue
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Bill/Resolution No. HB 8 3 8

Title An Act increasing the liquor tax.

Requested by Adams Date February 23. 1982

Il. FISCAL DETAIL
Agency Affected Department of Revenue
Program Category Affected Revenue Collection and Management
BRU, Program, Or Subprogram(s) Affected Audit Division
(N-"te: If more than one budget component is affected, separate line-item
amounts and funding for each component in the analysis section.)

EXPENDITURES (Thousands of Dollars) None.

Fy 8 FY 83 FY 84 FY 8 FY 86 FY 87

100 PERSONAL SERVICES
200 TRAVEL

300 CONTRACTUAL

400 COMMODITIES

S00 EQUIPMENT

600 LAND & STRUCTURES
700 GRANTS,CLAIMS,ETC.

TOTAL

FUNDING (Thousands of Dollars) None

GENERAL FUND -
FEDERAL FUNDS
OTHER (Specify Source)

POSITIONS None
FULL TIME
PART TIME
TEMPORARY
I11. ANALYSIS (See Fiscal Note Preparation Instruction, Section I11)

See attached memo to R. D. Stevenson dated February 23, 1982.

IV. DATE February 23, 1982 PREPARED BY Robert R. Kesse”
AGENCY Audit Division

Original: Legislative Finance PHONE 465-2320

cc: Budget and Management

Prime Sponsor (First Legislator Named)
33-001 (Rev. 12/81)
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600
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TWELFTH LEGISLATURE
FISCAL NOTE

REQUEST
Bill/Resolution No. HB 838
Title An act increasing tipﬂlﬁ?nnr fa*

Requested by House Judiciary nance fIMMet.ps Date N?/ 74757

FISCAL DETAIL

Agency Affected Department of Revenue

Program Category Affected

BRU, Program, Or Subprogram(s) Affected

(Mote* If more than one budget component i1s affected, separate linc-i1tem
amounts and funding for each component in the analysis section.)

EXPENDITURES (Thousands of Dollars)

FYy 82 FY 8 FY 8 FY 8 FY 8 FY 87

PERSONAL SERVICES
TRAVEL

PWATENE PRV
COMMODITIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS, ETC.

TOTAL

FUNDING (Thousands of Dollars)

GENERAL FUND 0 g71 993 MI?.
FEDERAL FUNDS
OTHER (Specify Source)

POSITIONS

FULL TIME
PART TIME
TEMPORARY

ANALYSIS (See Fiscal Note Preparation Instruction, Section III)

The above General Fund amounts are in addition to receipts estimated
for existing law of about (in thousands of do’lars) 9,000 per fiscal
year from 1983-1985, bringing the total liquor tax under this proposal
to the following:

V.

PV y MI >

DATE  03/33/82 PREPARED BY  Matty.Enoa-Eeasfc

AGENCY—DanartmQnfc-of Revenue------

Original: Legislative Finance PHONE 465-?174

Ccc:

Budget and Management
Prime Sponsor (First Legislator Named)

33-001 (Rev. 12/81)



Official Business

Alaska Otate legislature WHILE IN SESSION

Pouch V

House of Representatives St Capi
M g
Albert P. Adams '
Chairman N o
Committee on Finance Kotzebue, Alaska 99752

(907) 442-3320

TO: Representative Ramona Barnes, Chair
House Judiciary Committee

FROM: Representative Albert P. Adams ./gftairman
House Finance Committee

DATE: warch 18, 1982

SUBJ: HB 838 "An Act increasing the liquor tax; and providing
an effective date”

House Bill 838 rais-jas the state liquor tax, which has not
been raised since<J9"). CC-The increased tax would translate
to an increase of $.JJ4 per six pack of beer, $.32 per 3
liter bottle of wine, and $.23 on a half liter of whiskey
bourbon. These increases are not going to break anybody, and

may not even reduce the volume of liquor sales. It will,
however, provide an estimated increase of 417< in the amount
of funds generated from this source. In FY 81, the most

recent year for which we have these revenue figures, it

would have increased revenue from this source from about

$8.5 million ($8,481,656.75) to about $12 million ($11,983,085).
Even with this increase, the money from this tax will not

cover the direct costs to the state in dealing with the

problem of alcohol use and abuse, and crimes committed under
the influence, but it will come closer to this goal.

In FY 82 the state spent $14 million on grants to alcohol
rehabilitation and prevention programs across the state.
This is an increase in state spending of more than 4 times
over FY 80 spending on these programs. This funding does
not begin to include the total cost to the state in law
enforcement and corrections, and many less direct costs,
brought about by broken families, child neglect and abuse,
and medical treatment. It is fair to ask those who consume
alcohol to help bear the cost to society of its abuse.

It is estimated that one out of ten Alaskans who have ever
had one drink will become alcoholics. Although most people
can drink moderately without it becoming a personal problem,
or a problem to society, the fact remains that society 1is
forced to tolerate huge costs, both monetary and in terms of



Rep. Ramona Barnes
March 18, 1982
Page 2

negative effects on individuals, in order to allow people
the freedom and privilege to drink. Those who take advan-—
tage of this privelege should help bear its costs to society.

It is unconstitutional to dedicate funds, therefore this
bill does not attempt to do that. The increased tax, rather
than going directly to defray the costs of alcohol use and
abuse, can be seen as a reimbursement of these costs.

I urge the committee to pass this bill out quickly. Thank
you.
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E%rr Categ or Eec e

, r ram o rog rgsﬁ) Effected:
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"An Act

Using FY

POSITION PAPER

HOUSE BILL NO. 838

HB 838 would have amounted to an additional 53,501,428.
State of Alaska in FY "81.

>

Tax Rate Comparison

Existing HB 838
Beverage Rate per Gallon Rate per Gallon
Beer $ .25 $ .32 1/2
Wine .60 1.00
Liquor 4.00 5.75
Tax Revenue Comparison
h'B 838
Fy =81 Fy 81 Fy *81
Beverage Taxable Gallons Revenue Revenue
Beer 10,924,927 $2,731,232. $ 3,550,601
Wine 1,209,076 725,446. 1,209,076
Liquor 1,256,245 5,024,980. 7,223,409
TOTAL $8,481,658. $11,983,086
Price Per Drin- Comparison
Rounded to Nearest 1/4 cent
Exi sting HB 838
Beverage Tax Rate Tax Rate
12 o0z. can of beer 02 1/2 .03 1/4
4 oz. glass of wine .02 .03
1 oz. jigger of liquor .03 .04 172

The Department of Health and Social
liquor tax rate.
the Review Board on Alcoholism,

creasing the

increasing the liquor tax; and providing for an effective date".

"81 data as reported by the Department of Revenue, the impact of
in revenue to the

Rate
Increase

$ .07 172
.40
1.75

Revenue
Increase

$ 819,369
483,630
2,198,429

$3,501,428

Increase
Per Drink

.00 3/4
01
01 1/2

Service.5 is highly supportive of in—
This action has previously been endorsed by
Alaska Federation of Natives,

Interdepartmental Coordinating Committee, Association of Alaska Alcoholism
Village Mayor Conference, and the Community Mental Health
Directors Association.

Professionals,



The Department supports this bill for the following reasons:

- The Department has evidence that the price of beverage alcohol is one
determinant of levels of per capita consumption and that levels of per
capita consumption are directly related to levels of alcohol abuse.

- The existing annual economic benefit to the State of under $9 million
in alcoholic beverage tax revenue is far exceeded by the estimated
$180 million economic cost to the State each year in criminal justice
system costs, lost production, a'nd Health and Social Service programs.

- The rate of tax on alcoholic beverages has not increased since 1961
thus making it a cheaper item than other commodities over the years
due to inflation.

- The Department believes that increasing the alcoholic beverage tax is
equitable in that those who drink the most pay the most and are mosl
at risk for being recipients of State funded alcohol related servKj,
such as with public safety, the courts, and health.

Since tne proposed increases in HB 838 would result in only 3/4 of cent per
beer, .01 cent per glass of wine, and .01 1/2 cent per jiqger of liquor,
the Legislature might consider either; 1) increasing the rates included in
HB 838 or 2) relating this tax to the Consumer Price Index (Cpl) so the re—
venue to the State of Alaska would better keep pace with inflation.

The Department will be pleased to provide additional information on HB 838.

Recommended by:
Robert L. Cole

Coordinator
Office of Alcohol ism &
Drug Abuse
Date:
Approved by:
Beirne

Comini ssioner
Department of Health &
Social Services

Date;

December 29, 1981 letter to President Reagan from F.A. Meister,
President, Distilled Spirits Council of the United States. (DISCUS)

Descriptive Analysis of the Impact of Alcoholism and Alcohol Abuse
in Alaska, Volume 1V, 1977.



THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE

FISCAL NOTE

. REQUEST
Bill/Resolution No. HOUSE BILL NO. 838

Title"An Act increasing the liauor tax; and providing

for an effective date".

Requested by Date 3/15/8?
I1. FISCAL DETAIL

Agency Affected Department of Health ft Social Services

Program Category Affected nffirp gf mrnhr.1 isa/PEUg

BRU, Program, Or Subprogram(s) Affected

(Note: |If more than one budget component is affected, separate line-item

amounts and funding for each component in t. "nalysis section.)
EXPENDITURES (Thousands of Dollars)
FY 82 FY 83 FY 84 FY 85 FY s8e Fy 87

100 PERSONAL SERVICES
200 TRAVEL
300 CONTRACTUAL
400 COMMODITIES
500 EQUIPMENT
600 LAND & STRUCTURES
700 GRANTS,CLAIMS,ETC.

TOTAL -0- -0- -0- -0- -0- -0-

FUNDING (Thousands of Dollars)
GENERAL FUND
FEDERAL FUNDS
OTHER (Specify Source)

POSITIONS -0- -0- -0- -0- -0- -0-
FULL TIME
PART TIME
TEMPORARY

-0- -0- -0- -0- -0- -0-
I11. ANALYSIS (See Fiscal Note Preparation Instruction, Section II11)
TAN

IV. DATE March 1IS. 10pr,? PREPARED BY  Robert L.
AGE 1iCY

Original: Legislative Finance PHjNE

cc: Budget and Management

Prime Sponsor (First Legislator Named)
33-001 (Rev. 12/81)

ALC

Cole ~
SOEféce 1of Al rnhnlisin/nrug J\hn_sn---—-



The White House listed the alcohol, drug abuse andrgaggjgl health services (ADMS) hinnl].
grant among 43 aid programs slated for transfer to the states--beginning in i-Y- 84 Undn7~pfr.
ident Reagan®s "New Federalism"™ approach. Ve

Details of the wholesale shift from federal to state and local control were still being worked
out, according to Administration officials, and would be spelled out in legislative proposals to
be submitted to Congress in the coming months.

As outlined in Mr. Reagan®s State-of-the-Union address to Congress Jan. 26, programs
targetted for extinction at the federal level would be financed initially from a"$28 billion trust
fund made up of current federal excises on alcoholic beverages, tobacco, gasoline and tele-
phone services plus the windfall profits tax on de .ontrolled oil. The states would receive
shares of the fund based on amounts going to them in 1979-82 for the designated programs.
There would be a mandatory pass-through to local governments.

Beginning in FY-87, the trust fund would decline by 25 percent a year with a proportion-
ate decline in the federal tax”s until total elimination of the trust fund and the taxes by 1991.
States would have to raise U.air own tax rates to fund those programs they chose to continue.

The federal aid programs would be maintained through FY-87 vith states having the option
during the FY-84-87 period of dropping out of any of the programs and using the designated
monies in the trust fund for any purpose, with no federal strings. Total federal withdrawal
would occur by the end of the decade as the trust fund vanished.

"In a single stroke, we will be accomplishing a realignment that will end cumbersome ad-
ministration and spirauUng costs at the federal level while we ensure these programs be more
responsive to both the people they are meant to help and the people who pay for them,""said
Mr. Reagan.

The White House list of programs slated for transfer included, in addition to the ADMS
block grant, 17 other social, health and nutrition aid efforts, including: child nutrition, child
welfare, adoption assistance, foster care, runaway youth, child abuse, social services block
grant, legal services, community services block grant, crime prevention block grant, primary
care research and development, black lung clinics, migrant health clinics, family planning,

women, infants and children (WIC), primary carc block grant, and maternal and child health
block grant-.

Vocational rehabilitation, CETA and WIN were among five education and training programs
listed, while 11 transportation aid program would fall under the proposal. Six community de-
velopment and fecilities programs were on the roster along with revenue sharing, low income
home energy, and occupational safety and health state grants.

The omnibus budget reconciliation act authorizes the ADMS block through FY-84 vith pro-
visions designed to maintain separate funding for mental health and alcohol/drug abuse under u
formula based on a state®s share of the programs in FY-80 nnd FY-81. Mr. Reagan made plain
last summer that he was unhappy with Congressional modifications of his original block grant
proposals and would push for elimination of categorical features incorporated into the ADMS
nnd other block grant mechanisms.

Embracing the jurisdictions of scores of Congressional committees nnd .subcommittees and
even more constituencies, Mr. Reagan®s sweeping proposals were given little chance of enact-
ment during the current session of Congress, expected to te short because of the elections
next fall. But the Administration was mounting an elaborate campaign for their passage.

The President 3 speech put an end to reports that his Administration would propose hikes
in excise taxes on alcoholic beverages and other products. The Chief Executive had been
reported in favor of such increases, but was said to have changed his mind just a few days
before his State-of-the-Union address. Business groups, including the alcoholic beverage
industry, had lobbied vigorously against the tax boosts, which had included proposals for
increases up to 100 percent in the excise on distilled spirits.



F.-A. Meister, President of the Distilled Spirits Council of the U.S. (DISCUS), 1in a Dec.
29 letter to Mr. Reagan, protested that his industry "already is hit harder by the federal ex-
cise tax (FET) than any other U.S. industry."

"A major increase in the FET could remove frorti the states a key revenue source of the
very time that the states are being asked to fund a larger share of the financial burden of
state and local governments,”™ Meister said.

, "0ur industry estimates that a 100 percent increase in the federal excise tax could increase

liquor prices by as much as 50 percent and reduce consumption by as much as 20-25 percent,”
Meister wrote.

"A consumption drop of thir ..agnitude would have devastating results on our industry
and the roughly 826,000 people employed in the beverage alcohol industry at the manufactur-
ing, wholesaling and retailing level in the United States.”

Field groups plan to submit a legislative proposal which would mandate alcoholism and drug
abuse treatment and rehabilitation benefits for all government workers embraced by the federal
employee health benefits (FEHB) program.

At a meeting among mental health and alcohol/drug abuse groups Jan. 25, mental health
interests agreed to include proposals for alcoholism/drug abuse coverage in a package of draft
amendments seeking a legislative remedy to the action by the Office of Personnel Management
(OPM) drastically curtailing mental health coverage and eliminating the alcoholism treatment
benefit under Blue Cross/Blue Shield (AR, Dec. 15 et seq.).

Rep. Mary Rose Gakar (D-OH), who chairs the House Subcommittee on Compensation and
Employee Benefits, had requested those interests adversely affected by the OP M Cutbacks to
submit proposals for her consideration ;n introducing a package of amendments in February.

As AR went to press, alcohol/drug abuse groups were still negotiating with mental health
associations in drafting language for the proposals to be presented to Oakar. An attempt was
being made to ensure that the mandate for alcoholism and drug abuse benefits extend to "health
core" facilities rather than strictly medical settings, and include care by non-medical personnel.

IT the legislative effort is successful, it would, in fact, achieve more than was lost with
the OPM action affecting the BC/BS plan by requiring alcohol/drug abuse coverage in all the
more than 100 health plans for federal workers. The BC/BS Service Benefit plan covers about
half the 9.2 million federal employees, their families and retirees.

Meanwhile, the National Assn. of Alcoholism Treatment Programs (NAATP) disclosed that
it has arranged for a meeting with officials of OPM as well as BC/BS 1in Washington Feb. 3.
An attempt will be made to persuade them to reinstate the alcoholism treatment benefit, which
was dropped after only one year. Frederick W. Graefe, of the Washington law firm of Perito,
Duerk, Carlson & Pinco, which is being retained by NAATP, said a decision will be made follow-
ing the meetings on whether to proceed with plans for a court challenge to the OPM decision.

Scheduled to be on hand for the meetings were: Herb Pratt, Chairman of Raleigh Hills
Hospitals; Michael Ford, Ex. Dir., NAATP; A. Bela Maroti, NAATP President, DePaul Rehabi-
litation Hospital, Milwaukee; Gerald Shulmnn, Spofford Hall, Spofford, Nil; Eck Prud®homme,
csciitck Shadel, Dallas/Lori Worth, XX ; and Graefe.

In another development, .nc Federal Government Service Task Force--a bipartisan group
of b! Senators and House members--was reportedly preparing to join the protest against the
elimination of the alcoholism treatment benefit.

A task force staffer told AR that a letter has been drafted for dispatch to OPM Director
Donald Devine expressing the group®s concern about the dropping of the alcoholism benefit
specifically. The letter was being circulated for signatures of task force members as AR went
to press. The task force is a legislative . ipport group concerned with issues bearing on fed-
eral employment and is chaired by Rep. Michael Barnes (D-MD). (Federal Government Ser-
vice Task Force, House Annex «2, Rm. H-2301, Washington, DC 20515; 202/226-2494)
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