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Why Take on the Tobacco Industry: the Political Economy of
Government Anti-smoking Campaign

By Zhihao Yu

Abstract

This paper shows that government anti-smoking campaign can benefit the government in the
political bargaining with the tobacco industry by reducing the latter's alternative welfare.
Although the equilibrium regulation on the tobacco industry increases as a result of
government anti-smoking campaign, the political contribution from the tobacco industry will
not necessarily go down. Anti-smoking campaign reduces the welfare of the tobacco industry
but its potential loss of not lobbying increases. When the incumbent government/politician
becomes more hungry for political contribution, it increases its effort in anti-smoking
campaign and this could induce more political contribution from the tobacco industry under
some plausible conditions.
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Non-technical summary

Each year tobacco industry spends millions of dollars on political contribution and some of its
firms are the major donors in the agri-business sector as a whole. For instance, Philip Morris
gave more than $3.4 million in 1999-2000, making it the largest contributor in the agri-
business sector and the 14th largest contributor overall. In the past, however, governments at
all levels have increased regulations on the tobacco industry (e.g. imposing high taxes,
restricting tobacco advertising, etc.). This could result from the growing political pressure
from anti-smoking activists (e.g., anti-smoking interest groups or the public). It could also be
the case that governments are simply trying to correct the negative externality of smoking but
this view is not shared by all. See more discussion about this in Section 4. But why do
governments spend millions of dollars each year to launch mass-media anti-smoking
campaigns to attack the tobacco industry? For example, in the late-1960s the U.S. Federal
Communications Commission launched a major anti-smoking message broadcast under the
so-called Fairness Doctrine. More recently, in 1995 California, among several other states,
spent $12 million on anti-smoking advertising. When government politicians initiate these
anti-smoking programs, are they not afraid of losing political contribution from the tobacco
industry? This paper searches for answers to these questions and suggest some alternative
explanations based on pure political motivations of the government.

I use the Nash bargaining approach as a basic framework to model the interaction between an
incumbent government/politician and the tobacco industry, in which political contribution
from the industry is used as a transfer payment to compensate the government for its
regulation/policy that deviates from the public's most preferable level. In the model anti-
smoking campaign changes the median-voter/public's demand on the level of government
regulation on the tobacco industry. The paper investigates the effects of government anti-
smoking campaign and its political motivation.

The paper derives four main results that yield new insights on the political interaction
between an incumbent government and a special interest group. First, government anti-
smoking campaign raises the public's demand for a tougher regulation on the tobacco
industry. The tougher regulation demanded by the public reduces the industry's alternative
welfare (if not lobbying), which benefits the government in the political bargaining with the
tobacco industry. Second, although the equilibrium regulation on the tobacco industry
increases as a result of government anti-smoking campaign, the political contribution from the
tobacco industry will not necessarily go down. For instance, as long as the equilibrium level
of regulation is not ‘over-adjusted' (i.e. more-than-proportionate) to the change in the pubic
demand, the political cost for the government would be higher and therefore it has to be
compensated by more political contribution from the tobacco industry. Third, anti-smoking
campaign reduces the welfare of the tobacco industry but its potential loss of not lobbying
increases. The latter is precisely due to the fact that anti-smoking campaign reduces the
industry's alternative welfare. Fourth, when the incumbent government/politician becomes
more hungry for political contribution, it will increase its effort in anti-smoking campaign.
The reason for this is that when government politicians become more $-hungry, effectively
they care less about the opposition from the public. Therefore, the political cost of a rise in the
public demand for a tougher regulation becomes smaller, this leads to a further increase in the
equilibrium effort of government anti-smoking campaign. We show that such anti-smoking
campaign induced by $-hungry politicians indeed could bring in more political contribution
under some plausible conditions.



1. Introduction

Each year tobacco industry spends millions of dollars on political contribution and some
of its firms are the major donors in the agri-business sector as a whole. For instance,
Philip Morris gave more than $3.4 million in 1999-2000, making it the largest contributor
in the agri-business sector and the 14th largest contributor overall.! In the past, however,
governments at all levels have increased regulations on the tobacco industry (e.g. imposing
high taxes, restricting tobacco advertising, etc.). This could result from the growing political
pressure from anti-smoking activists (e.g., anti-smoking interest groups or the public).? But
why do governments spend millions of dollars each year to launch mass-media anti-smoking
campaigns to attack the tobacco industry?® When government politicians initiate these
anti-smoking programs, are they not afraid of losing political contribution from the tobacco
industry? This paper searches for answers to these questions and suggest some alternative
explanations based on pure political motivations of the government.

I use the Nash bargaining approach as a basic framework to model the interaction between
an incumbent government /politician and the tobacco industry, in which political contribu-
tion from the industry is used as a transfer payment to compensate the government for
its regulation/policy that deviates from the public’s most preferable level. In the model
anti-smoking campaign changes the median-voter/public’s demand on the level of govern-
ment regulation on the tobacco industry. The paper investigates the effects of government
anti-smoking campaign and its political motivation.

The paper derives four main results that yield new insights on the political interac-

tion between an incumbent government and a special interest group. First, government

!See www.openscrets.org. Date visited: 20 May 2003.
2Tt could also be the case that governments are simply trying to correct the negative externality of

smoking but this view is not shared by all. See more discussion about this in Section 4.
3For example, in the late-1960s the U.S. Federal Communications Commission launched a major anti-

smoking message broadcast under the so-called Fairness Doctrine. More recently, in 1995 California, among
several other states, spent $12 million on anti-smoking advertising (Pechmann and Reibling, 2000). Also see

Hu, Sung, and Keeier (1995).



anti-smoking campaign raises the public’s demand for a tougher regulation on the tobacco
industry. The tougher regulation demanded by the public reduces the industry’s alternative
welfare (if not lobbying), which benefits the government in the political bargaining with the
tobacco industry. Second, although the equilibrium regulation on the tobacco industry in-
creases as a result of government anti-smoking campaign, the political contribution from the
tobacco industry will not necessarily go down. For instance, as long as the equilibrium level
of regulation is not ‘over-adjusted’ (i.e. more-than-proportionate) to the change in the pubic
demand, the political cost for the government would be higher and therefore it has to be
compensated by more political contribution from the tobacco industry. Third, anti-smoking
campaign reduces the welfare of the tobacco industry but its potential loss of not lobbying
increases. The latter is precisely due to the fact that anti-smoking campaign reduces the
industry’s alternative welfare. Fourth, when the incumbent government/politician becomes
more hungry for political contribution, it will increase its effort in anti-smoking campaign.
The reason for this is that when government politicians become more $-hungry, effectively
they care less about the opposition from the public. Therefore, the political cost of a rise
in the public demand for a tougher regulation becomes smaller, this leads to a further in-
crease in the equilibrium effort of government anti-smoking campaign. We show that such
anti-smoking campaign induced by $-hungry politicians indeed could bring in more political
contribution under some plausible conditions.

Recently there is growing research interest in the effects of mass media on public policies
(e.g., Besley and Burgess, 2001, 2002; Stromberg, 2001, 2002). However, the focus of that
literature is different from the present paper. For example, Besley and Burgess examine
the effects of mass media on the government responsiveness to the public needs in India.
Stromberg investigates the role of mass media on public policy with the media being a
profit-maximizing agent in providing information to the public. While these studies show
that how the presence/role of mass media could affect government policy, the focus of my
studies is on how the government and interest groups could engage in public persuasion
(through the media) to benefit themselves in the political interaction among them.

The current paper is more related to Grossman and Helpman (2001) and Yu (1999).



Grossman and Helpman investigate the issue of ‘educating voters’ in an electoral-competition
model with active special interest groups. Their focus is on the timing of communication
of interest groups with voters, namely, ‘early communication’ will allow the parties to react
to any changes in the political climate that result from the group’s communication with
the voters, which otherwise would not be possible with ‘late communication’.* There the
issues of lobbying and educating the public, however, are discussed separately in their study.
Yu (1999) extends the common-agency framework in Bernheim and Whinston (1986) and
Grossman and Helpman (1994) to study how opposing interest groups engage in both ‘direct’
(lobbying the government) and ‘indirect’ (persuading the public) competition to influence
government policy, and the interaction between these two kinds of political competition.
Unlike these studies, however, the current paper focuses on how governments could engage
in public persuasion to benefit themselves in the political interaction with special interest
groups.

Among many different approaches in the political-economy literature,” the Nash bargain-
ing solution has proven to be a very useful approach to analyze the political interaction
between one special interest and the government. For example, Maggi and Rodriguez-Clare
(1998) and Qiu (2001) use this approach to study Free Trade Agreements when govern-
ments are subject to lobbying from domestic industries. Shleifer and Vishny (1994) use
this approach to model the interaction between a government and a firm to study privati-
zation in Russia. The spirit of the Nash bargaining approach is actually similar to that of
the common-agency approach since the equilibrium government policy in both approaches
maximizes the joint welfare between the special interest group and the government.%

The rest of the paper is organized as follows. Section 2 characterizes the political-
equilibrium of the Nash bargaining solution between the tobacco industry and the incum-

bent government. Section 3 analyzes the effects of government anti-smoking campaign on

1“Barly communication’ (resp. ‘late communication’) means releasing information to voters before (resp.
after) political parties have committed to their positions on pliable policy issues.
’See Hillman (1989) and Rodrik (1995) for surveys in political-economy models, and Persson and Tabellini

(2000) for an excellent textbook in political economy.
See more discussion about this in Yu (2000, pp.1077).



the above political equilibrium. Section 4 discusses a possible motivation behind the anti-

smoking campaign. Section 5 provides some concluding remarks.
2. INDUSTRY REGULATION AND POLITICAL CAPTURE

Suppose that r is the level of government regulation on the tobacco industry. The in-
dustry profit is a function of r with 7/(.) < 0 and 7”(.) < 0. The tobacco industry is
politically organized as a special interest group, which provides political contribution, C, to
an incumbent government for favorable government policy. Therefore, the net welfare for
the tobacco industry is W = m(r) — C

Suppose that 7, is the level of government regulation that is considered to be optimal by
the median-voter /public.” The incumbent government cares about the ‘political cost’ of its
policy that deviates from r,. Following Yu (1999), the objective function of the incumbent

government /politician is assumed to take the following form:
G=C—-aM(r—rp),a>0 (1)

where parameter a is the relative weight attached to the political cost, M (.), which is defined
as a symmetric U-shape function with M(0) = M’(0) =0 and M"(.) > 0.

The political-equilibrium level of government regulation on the tobacco industry is deter-
mined through a Nash bargaining process between the tobacco industry and the government.
When the tobacco industry does not provide political contribution (or the bargaining breaks
down), the government optimally chooses r = rp, and hence G = 0 and © = 7(rp). They
serve as the threat-point level of ‘welfare’ for the government and the tobacco industry: i.e.
G =0 and W = m(rp).

The net gain from participating (or the potential loss of not participating) in the Nash

bargaining process is W; — Wy for the tobacco industry, and G — G for the government.

"To avoid unnecessary details, here I just assume 7, but in Yu (1999) I derived the optimal level of policy

for the median-voter (or the public).



The Nash bargaining solution solves the following maximization problem:

max(G — Q)ﬂ(WI - M)lfﬂ or, max[C' — aM (r — rp)]ﬂ[w(r) —C - ﬂ(rp)]lfﬁ (2)

rC rC
where [ € (0, 1) represents the bargaining power of the incumbent government relative to
the tobacco industry and is assumed to be a constant.

Following the standard Nash bargaining solution of solving (2), it is straightforward to
obtain the next proposition that characterizes the political-equilibrium level of government

regulation and political contribution.

Proposition 1 (i) The political-equilibrium level of government regulation is
r® =argmax J = n(r) — aM(r —rp) (3)

where J is the ‘joint welfare’ between the tobacco industry and government (J =W+ G);

(ii) The equilibrium level of political contribution is

C? = Plr(r?) —m(rp)] + (1 = B)aM(r® —rp)
= B(J° = L) +aM(r® —1p) (4)

That is, the equilibrium level of regulation on the tobacco industry is chosen to maximize
their joint welfare. The equilibrium level of political contribution first covers the govern-
ment’s political loss (since 7° < 1,) and then gives the government  share of the increase
in the joint welfare. Therefore, the equilibrium level of welfare for the tobacco industry

becomes W7 = m(r°) — C° and for the government, G® = C° — aM (r° —1}).
3. THE GAME OF ANTI-SMOKING CAMPAIGN

Now suppose rp, the level of government regulation that is considered to by optimal by the
public can be changed/shifted by government anti-smoking campaign. Specifically, assume
that rp is a function of T' with 7,(T") > 0, where T' is the tax money from the Treasury to
fund the anti-smoking campaign. The political cost of using tax money from the Treasury

is v(T') with v(0),7'(.) > 0,4”(.) > 0. Note that v(T) is generally smaller than T since



the incumbent government/politician is spending the tax money rather than his/her own
political contribution on anti-smoking campaign. Suppose that prior to the above Nash
bargaining process, there is another stage of the game in which the government choose T’

to maximize the following objective function,
max G° — (T) ()

Proposition 2 Although anti-smoking campaign reduces the joint welfare, it can benefit
the government. Specifically, (i) dJ°/dT < 0;(ii) dG°/dT > 0 if and only if aM'(r° —rp) —

7' (rp) > 0.
Proof: (i) Using (3) and the envelope theorem, we have
dJ°/dT = aM'(r° — rp)r, < 0 (6)

where M'(r® —rp) < 0 since 7° < rp.

(ii) Using (1) and (4), we have

G° = C°—aM(r°—rp)
) ™
= BlJ = (rp)]

since J = Wr + G = m(rp). Then, using (3) and the envelope theorem, we obtain

dGe dG° dry
T dry dT
= BlaM'(r® —rp) —7'(rp)lr, = (8)

From (7), the intuition for the results can be understood as follows. Government anti-
smoking campaign raises r,. This increases the government’s political cost at the margin
and hence reduces the equilibrium joint welfare. However, a higher level of r;, also lowers
the tobacco industry’s welfare and hence the joint welfare at the threat-point. As long as
the effect on the political cost of the government (the first term in the bracket in eq. 8) is

less than that on the profit of the tobacco industry (the second term in the bracket), the



government is better off. Notice that here what the government essentially does is to reduce
the tobacco industry’s alternative welfare (or welfare of the outside option). By doing so,
the government can improve its equilibrium welfare even though the relative bargaining
power, (3, remains the same.®

For the rest of our analysis, we assume that aM’'(r°® —r,) — 7’(rp) > 0 holds. Therefore,

the optimal level of anti-smoking campaign (in terms of the amount of the Treasure money

used) is determined by the following equation,
T* = argmax C° — aM (r° —rp) — v (T) 9)

As illustrated in the next proposition, the effect of anti-smoking campaign on the equilibrium

level of regulation is straightforward.

Proposition 3 Anti-smoking campaign increases the equilibrium level of requlation on the

tobacco industry, i.e. dr®/dT > 0.
Proof: The first-order condition for (3) is
7' (r°) —aM'(r° —rp) =0 (10)

Total differentiation of (10) yields

dro_dre dry
dT~ dr,dT
M//

— _aAJ vl >0, (11)

where A is the second-order condition for (3). m
Anti-smoking campaign raises r, and hence increases the government’s political cost at
the margin. Consequently, the equilibrium 7° will have to be adjusted upwards at the

margin. How this is going to affect the level of political contribution? From (1) and (8), we

8 As will become clear, unlike the current analysis, the effects of a chagne in the bargaining power are much
simpler. For instance, an increase in 8 will not affect »° and J°, but it will increase C° and consequently,

G° will be higher but W7 and W7 — W7 will be lower.



have

dc® dG®° dr®
— M/ - 1 /
dT ar H Mg U
o dr®
= BlaM'(r° —rp) — ' (rp)]ry, + aM/(drp — 1), (12)

Therefore, after rearranging we have

ace . dr® ' (rp)

> — < N _ 1)
a7 2 0 if i = 1+ 6( AL 1);
dC® .
T < 0 otherwise.

Notice that Wég\zp,) > 1 and therefore, we have the following proposition.

Proposition 4 Government anti-smoking campaign will not necessarily reduce the political
contribution from the tobacco industry. A sufficient condition for an increase in political

contribution is dr®/drp, < 1.

From (11) notice that dr°/dr), is positive, and it measures the adjustment of the level of
government regulation on tobacco industry in response to a change in the public demand.
A rise in 7, will increase the political cost for the government as long as 7° does not increase
more than proportionately. Then, the government has to be compensated by more political

contribution.

Corollary 1 As long as the equilibrium level of regulation on the tobacco industry is not
‘over-adjusted’ to the change in the pubic demand (i.e. dr°/dry is not greater than one),
government anti-smoking campaign will increase political contribution from the tobacco in-

dustry.

The next proposition shows that independent of whether the tobacco industry reduces or
increases its political contribution, its welfare is reduced. However, the potential loss of not

providing political contribution increases as a result of government anti-smoking campaign.

Proposition 5 Anti-smoking campaign reduces the welfare of the tobacco industry but its

potential loss of not lobbying increases. That is, dW7/dT <0 and d(W7 — Wy)/dT > 0.



Proof: (i) Since W} =7 (r,) — C°, using (12) and (10) we obtain

WG ey dC
7N 7
— 71'/(7’0)2—;7’;) — BlaM'(r° —rp) — W’(rp)]r; - aM/(d:p - 1)7‘]’3
d o
= 7' (1) — aM'] d:p — BlaM’ — 7' (rp)|ry, + aM'r,
= aM'r, — BlaM’ —7'(rp)]r, <0

(ii). Since Wy = 7 (1), following part (i) we have

AWy — W)

i = aM,T;) — BlaM’ — W'(Tp)]d) — 7' (rp)ry

p
= (1= B)laM’ — 7' (ry)
= 1 B[R () — ()] — [ (r°) — aM]}

= 7“;,(1 — B (r°) — ' (rp)] >0 (since 7° < rp and 7’(.) < 0) m

The intuition for the results can be easily explained. Anti-smoking campaign reduces the
tobacco industry’s alternative welfare (at the threat-point), which increases its net gain in
the Nash bargaining process, ceteris partbus. This increase in the net gain of the tobacco
industry will be shared by the government. Therefore, accordingly Wy will be reduced but
by a less-than-proportionate change.

So far we have only examined the effects of anti-smoking campaign. In the next section
we try to identify a possible political reason for the government to launch anti-smoking

campaign to attack the tobacco industry.
4. MOTIVATION FOR ANTI-SMOKING CAMPAIGN

It could well be the case that governments may simply want to correct externality and save
lives by launching anti-smoking campaign. The normative argument for government anti-
smoking campaign is certainly very important but it is not within the scope of the present
model of political economy. However, the normative argument is not entirely shared by all,

especially when the efficacy of government anti-smoking campaigns sometimes is not always



clear.? For example, Kevin McCormack asks, “Who will decides if these efforts [government
anti-smoking campaign| support positive causes or take on the trapping of propaganda and
social programming?” (10/27/1997, Adweek Eastern Edition, pp.12).1°

Government anti-smoking campaign could also result from the growing political pressure
from anti-smoking activists (e.g., anti-smoking interest groups or the public). Explanations
along this line would be similar to what is discussed in Yu (1999), where opposing special
interest groups engage in both direct (lobbying the government) and indirect (persuading
the public) political competition to influence government policy.

In this paper, we try to identify the government’s pure political motivation for launch-
ing anti-smoking campaign to attack the tobacco industry since our focus is on how the
government could benefit from anti-smoking campaign in the political interaction with the
tobacco industry.

Recall that G = C' — aM(r —rp) from (1). A reduction of parameter a means that the
incumbent government increases its weight on political contribution relative to the public
opposition to its policy. Alternatively, this could mean that the incumbent government
becomes more hungry for political contribution.'’ The next proposition shows, however, a

reduction in a would increase government’s effort in anti-smoking campaign.
Proposition 6 d7*/da < 0.

Proof: From (8), the first-order condition of (5) becomes
BlaM'(r? = rp) — 7' (rp)]ry,(T) = /(T7) = 0 (13)

Total differentiation of (13) yields

dT* BM! (10 — 1)1, (T™)
P AL <0 (14)

See Chaloupka and Warner (2000) for a recent review on the economics of smoking, and Bulow and

Klemperer (1998) for the recent issues on the tobacco settlement.
2 Also see the articles by Kevin Dowd (1991) and Pierre Lemieux (2000).
"'Lahiri and Raimondos-Moller (2000) interpret the relative weight between political contribution and

social welfare [as in Grossman-Helpman (1994) and Dixit-Grossman-Helpman (1997)] as the degree of gov-

ernment corruption.

10



where Ag is the second-order condition for (5). m

The intuition is clear. A reduction of a raises the government’s marginal gain from anti-
smoking campaign since the political cost becomes lower. This leads to a further increase
in the equilibrium effort of anti-smoking campaign.

Interestingly, such anti-smoking campaign induced by $-hungry politicians could indeed

bring in more political contribution if the condition in Proposition 4 is satisfied.

Corollary 2 dC°/da < 0 if and only if gLT; <1+ ﬁ(ﬂ;gﬁ) —1). A sufficient condition for
dC°/da <0, for example, is dr®/dr, < 1.

5. CONCLUDING REMARKS

The paper shows that government anti-smoking campaign can result in a tougher regu-
lation on the tobacco industry but without necessarily a reduction in political contribution
from the tobacco industry. The key reason is that anti-smoking campaign increases the
public demand for a tougher regulation on the tobacco industry and hence reduces the
industry’s alternative welfare (if not lobbying) in the political bargaining with the gov-
ernment. Anti-smoking campaign lowers the welfare of the tobacco industry but raise the
industry’s potential loss of not lobbying.

More generally, this paper focuses on the government’s strategy of engaging in public
persuasion in order to benefit from the political interaction with special interest groups. In
that sense, this is a companion paper to Yu (1999), where I focus on how special interest
groups engage in public persuasion, in addition to lobbying the government. As long as
public preferences are, to some extent, taken into account by the government in the political
process, the government and special interest groups can explore how public persuasion could
benefit themselves in political competition. Given that the increasing amount of available
data on issue advertising and its increasing importance in politics, it would be interesting
to see some empirical strategies to be developed to further investigate the issues raised in

this research.
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