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Mr. Chairman and Members of the Committee, my name is Patrick Fleenor. I am the chief economist of
Fiscal Economics, a consulting firm specializing in the economic analysis of fiscal policy. Prior to my
current position I was a senior economist with the Joint Economic Committee of the United States
Congress. I have also served as chief economist of the Tax Foundation, one of the nation’s oldest and most
respected think tanks. It is an honor for me to appear before you today to discuss the impact of Internet
cigarette sales on state and local government budgets.

Introduction

Over the last § years, the retail price of cigarettes has soared. Buoyed by the rash of recent state and local
excise tax hikes as well as the implicit tax hikes which are part of the Master Settlement Agreement, the
average retail price of a pack of cigaretles has risen to neaily $4.00 per pack, almost twice the level just 5
years ago. In high-tax jurisdictions such as New York City, cigarettes can cost as much as $7.50 per pack.

Consumers have responded to these rising prices by increasingly searching out low-cost sources of
cigarettes. One source that has experienced considerable growth over the last several years has been online
tobacco retailers who sell cigarettes acquired from low-tax jurisdictions.

In 2000, it was estimated that there were roughly 40 U.S.-based websites selling cigarettes on the Internet.
Today, this figure has risen to more than 200 with an equal number of foreign sites also selling cigarettes in
the U.S. market. A September 2002 study by Prudential Securities estimated that 2 percent of the
cigarettes consumed in the U.S. — more than 400 million packs annually - were purchased online.! The
report projected that this figure would triple by 2005. Another study by Forrester Research forecast that
Internet cigarette sales would claim 14 percent of the U.S. market by 2005.



Estimating the Effect of Internet Cigarette Sales on State & Local Sales and Excise Tax Revenues by
State

With state and local governments frequently collecting more than $1.00 in excise and sales tax revenue on
each pack of cigarettes sold, Internet cigarette sales can have significant fiscal effects. It is possible to
calculate these effects by employing an economic model that apportions Internet cigarette sales by state

and then uses information on sales and excise taxes as well as average price data to calculate revenue losses
by jurisdiction.

This type of analysis was used to prepare the estimates presented in Table 1. Here it was assumed that
Internet purchases accounted for 2.0 percent of total cigarette sales in FY 2003. Under this assumption,
which is generally consistent with the estimate made in the Prudential Securities report, 413.9 million
packs of cigarettes will be sold over the Internet during the 2003 fiscal year.

The allocation module of the model uses population data, smoking rates, sales and excise tax levels, and
other information to calculate the demand for cigarettes as well as incentive to purchase cigarettes online.
Consequently, states with similar populations can have widely differing levels of Internet sales. Total
Internet sales in New York, for example, are estimated to be more than three times the level in Texas even
though smoking rates in the two states are similar. This occurred in large part because the incentive to
purchase cigarettes online — i.e. sales and excise taxes levied on cigarettes — were, on average, more than 3
times higher per pack in New York.

Once total Internet sales have been apportioned among the states the model calculates state and local excise
and sales tax revenue lost as a result of Internet cigarette sales. The model estimates that in FY 2003 state
and local governments in the U.S. will lose $552.4 million due to online cigarette sales. The bulk of these
funds, $399.4 million or 72.3 percent of the total, will be due to lost excise tax collections. The balance
will result from lost sales taxes.

Tables 2 and 3 present projections of state and local government revenue losses under current law for FY
2005 under two scenarios. The analysis underlying Table 2 assumes that Internet sales will capture 6
percent of the U.S. cigarette market by FY 2005, a forecast similar to that made by Prudential Securities.

Under this scenario state and local governments will lose $1.7 billion in excise and sales tax revenue during
that fiscal year.

The results of the analysis presented in Table 3 assume that Internet cigarette sales climb to 14 percent of
the market by FY 2005, a forecast generally consistent with that made by Forrester Research. Under this

assumption, state and local governments would lose roughly $4.0 billion in excise and sales tax revenue
during FY 2005.

Conclusion

The ability of Internet retailers to sell low-tax cigarettes at a time of rapidly rising cigarette taxes has
resulted in that sector supplying an ever increasing share of the nation’s cigarette market in recent years.
This has cost state and local governments billions of dollars in lost excise and sales tax revenue at a time of
widening budget gaps. Even in the absence of additional tax hikes, many industry observers feel that the
Internet sector will continue to expand over the next several years, with commensurate revenue losses for
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state and local governments, unless the tax advantage Internet retailers currently enjoy over traditional
brick-and-mortar retailers is significantly narrowed.

' Prudential Financial, Buying Cigarettes Over the Internet, September 24, 2002,

? Robert Rubin, Chris Charron, and Moria Doesey, Online Tobacco Sales Grow, States Lose, Forrester
Research, Inc., April 27, 2001.
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