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Abstract: This research note presents two economic frameworks to describe the
relationship between individual health risk aversion and smoking behavior. Using
a large-scale representative data set (GSOEP), direct empirical evidence is found
that individuals, who are more health risk taking, are more likely to be smokers
and have a higher demand for cigarettes smoked per day. Non-linear specifications
of risk taking reveal, however, that the risk effects are only significant for high
risk takers. The estimated effects are robust with respect to the econometric
methods (two-part vs. Tobit model) and hold also separately for men and women.

Keywords: cigarettes; health; risk aversion; smoking

JEL Classification: D11, D12, D81, 110, J17

1 Introduction

Smoking behavior has recently been analyzed in many studies (e.g., Chaloupka and
Warner, 2000; Goel and Nelson, 2006). The interest arises from the high costs smoking
imposes on health care systems. The impact of health risk taking preference has however
received limited empirical attention and is mostly reduced to the impact of perceived
smoking health care risks (e.g., lung cancer, mortality).! But especially the effect of risk
aversion on smoking behavior, as an example for unhealthy behavior, is important for risk
selections of health insurance companies, determination of risk premiums paid for health
insurances, and health policy.

In this research note, I present two simple theoretical frameworks, which describe
why risk takers might be more likely to be smokers and might have a higher demand for
cigarettes than risk averse individuals, in order to derive the estimation framework
(Section 2). The research hypotheses are tested with a large-scale representative data set of
German households, which contains information about risk taking preferences as well as
smoking behavior (Section 3). In the econometric part of this paper, results of the two-part
model are compared with the results of the Tobit model. The paper concludes with a short
summary of the main findings (Section 4).

" The lack in empirical studies might be reasoned by the fact that individual risk aversion cannot be observed
in most survey data sets.



136 Nordic Journal of Health Economics

2 Theoretical Frameworks and Research Hypothesis

2.1 Smoking Probability

All individuals start naturally as non-smokers and have to decide if they start to smoke.
Total utility Uy in equation (1) depends positively on utility from smoking (u(.S) ), health
status (u(H,)), and consumption of a numeraire composite normal good (u(Cy)). The
smoking status S is binary and takes the value one for smokers and zero for non-smokers.
The utility from non-smoking is hence u(S =0) =0 and from smoking u(S =1)>0. The
health status of a non-smoker is better than the health status of a smoker and thus
u(H,)>u(H;)=0. Consumption C; is total labor income ¥; minus income spent for
smoking, which is the price of smoking P. Because labor income depends on productivity
which is related to health status and health status is negatively affected by smoking, non-
smokers earn higher income than smokers (Y, >Y)). Therefore u(C,)=u(Y,)>0 and
u(C))=u(Y, - P)=0. The opportunity cost of smoking are consequently not only lower

consumption due to money spent for smoking but also a lower maximum consumption
level due to the negative productivity effect of smoking.

(1) Usg =u(S)+u(Hy)+u(Cy) =u(S) +u(Hy) +u(¥Yy - PS)

A utility maximizing individual starts to smoke if his utility from smoking is larger than
his utility from non-smoking.? As the individual is a non-smoker when the decision takes
place, there are no risks from smoking and no uncertainty about the utility for the non-
smoking status as presented in equation (2).

2) U, =u(H,)+u(Y,)

The utility from smoking involves, on the other hand, health risks from smoking and
uncertainties about these risks as well as about negative health and productivity effects

from smoking. The expected health status when smoking ( £ [ H1]) can be written as in

equation (3) and depends on non-smoking health status ( /,) minus the expected health

reduction due to smoking. The expected health reduction is the probability d to get sick
from smoking (d > 0) which reduces health by D (D > 0). I assume that the probability d
and the health reduction D are both objective values (e.g., from scientific research in
medicine), which are known and understood by all individuals to the same degree.
Heterogeneity arises in this framework due to differences in individual risk taking

2 Quite similar simple frameworks have been applied earlier by Viscusi (1990) and Liu and Hsieh (1995).
Risk in these papers is related to perceived mortality risk from smoking, which is also a result of information
and not only of individual risk aversion. The models for cigarette addiction by Chaloupka (1991) and Becker
et al. (1994) do not explicitly take into account risk aversion and uncertainty of health and productivity
effects of smoking. Since all individuals in my simple theoretical framework start as non-smokers, addiction
does not play an explicit role in determining the decision whether to start smoking or not. Implicitly,
addiction could be interpreted as a negative health effect from smoking.
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preferences (RE[0,1]), which affect subjective judgments of objective risks.® Therefore,

the same objective health risks are perceived (weighted) differently by individuals with
different risk taking preferences when forming their subjective expectations about health
and income effects of smoking. Extreme risk takers (R =1) are assumed to perceive no
health risks from smoking at all, i.e., health status and income are expected not to change
when starting to smoke. Completely risk averse individuals (R =0) perceive the health
risks from smoking as extremely high or even infinite, i.e., they expect deadly diseases
like cancer which would lead to zero utility from health status and to no labor income if
insurance and social assistances are neglected.” Whereas the objective mean probability to
get a health reduction (d) as well as the objective mean degree of the health reductions (D)
are known to individuals, the individual actual risks and health reductions involve also
uncertainties as they depend on exogenous unknown variables (e.g., genes, treatment
quality). Therefore, unknown error terms are included for the probability (v,) and the

health reduction (v,).

. OE[H]

(3) E[H|=H,-(d/R-d+v,)(D+v,) with — >0

The expected income when smoking in equation (4) depends on the relative change in
expected health status because I assume that productivity is the main determinant of

income and changes proportionally to health.

oE[¥]

E[Hl]y _y _(d/R-d+v,)(D+v,)
0 0

@ E[x]- i H

Y, with

Expected total utility from smoking is then as described in equation (5), which also allows
for uncertainty aversion. Risk averse individuals are assumed to dislike uncertainties about
the probability and the degree of health reductions due to smoking. This is reflected by the
last term of the expected utility function as more risk averse individuals experience a
larger expected utility loss if the variance of the error terms v, and v, is larger

(u(Var[U]) <0).

3 This assumption is at least partly consistent with previous empirical findings that smokers have lower risk
beliefs about the negative health effects of smoking (e.g., lung cancer and mortality risk) and that such risk
beliefs negatively affect the probability to smoke (Viscusi, 1990; Liu and Hsieh, 1995; Hammar and
Johansson-Stenman, 2004; Lundborg and Lindgren, 2004; Viscusi and Hakes, 2008; Lundborg and
Andersson, 2008).

4 Extreme examples would be that a completely risk averse individual perceives the risk of lung cancer due
to smoking as so high that he expects to be dead for sure, whereas the extreme risk taker might not really
care about this risk (e.g., a gamble to cheat death). From such different psychological valuations of objective
risks follows a difference in expected health status from smoking and, consequently, a difference in the
expected smoking effects on income.

> The specification of risk aversion R in equation (3) results into risk neutrality at R = 0.5 because the risk
neutral individual perceives the probability d as it is. For values R > 0.5 individuals underestimate health
risks (risk lovers) and for values R < 0.5 they overestimate health risks (risk haters).
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E[U,|=u(S)+u(H, -(d/ R-d +v,)(D+v,))
(5) +u(Y,-(d/R-d +v,)(D+v,)Y,/ H,-P) with aEa[;]lLo
+(1/ R=1)-(u(Var[v, ) +u(Var[v, ]))

The condition under which an individual starts to smoke is that expected total utility from
smoking is larger than total utility from non-smoking as stated in (6).

u(S)+u(H,-(d/R-d+v))D+vy))+u(Y,-(d/R-d+v,)(D+v,)Y,/H,—-P)

(6)
+(1/ R=1)-u(WVar[v, ) +u(Var[v, ) > u(H,) +u(¥,)
Since the primary interest of this research note is to estimate the impact of risk taking on
smoking, the condition in (6) can be incorporated into a Probit estimation framework in
equation (7), in which @ denotes the standard normal cumulative density function, a the
coefficient of risk taking parameter R, f a vector of coefficients for a vector of control
variables X, and ¢ an idiosyncratic normally distributed error term. Even without further
assumptions about the functional forms of u(-), the condition to start smoking is more

likely to be met if risk taking is larger. The rationale behind this hypothesis is that risk
takers expect lower utility losses from worse health status as well as lower income as
consequences of smoking and are not strongly affected by uncertainty aversion.

u(S)+ e >u(H,)-u(H,-(d/R-d +v,)(D+v,))

; Pr[S=1]=Pr +u(Y))—u(Y,-(d/R-d +v,) (D +v,)Y,/ H, - P)
@) ~(1/ R-1-(u(Var[v, ) +u(Var[v,))
- dD(aR + ﬂX)
_aPr[S=1]
Hypothesis 1: ————= = ¢(aR + /J’X)a >0.

oR

2.2 Demand for Cigarettes

The cost-benefit framework in the previous section does not include the demanded
quantity of cigarettes, on which the model in this section has its focus. The consumption
decision about the number of smoked cigarettes N is modeled within a simple rational
consumer choice model.® For simplicity no additional utility from health status and no
separate demand for health care is included in the model. Utility U in equation (8) thus
depends only on consumption of cigarettes N and a composite good C. All goods are
normal goods with decreasing marginal utilities.

® The model can also be seen as a simplified version of the health capital model by Grossman (1972).
Grossman's basic model for the demand of medical health care does not include uncertainties, which have
been later introduced by Dardanoni and Wagstaff (1990) in a static model and by Liljas (1998) in a dynamic
model.
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2 2
(8) U=U(N,C) with %w,ﬂw,ﬂw,"w

> - < 0
ON oC oC

Let us now turn to the budget constraint in equation (9). The maximum budget is labor
income Y, which depends on health as a major determinant of productivity. Because health
is negatively affected by smoking, income is also negatively affected by the number of
smoked cigarettes. As it does not matter for the subsequent analysis, I avoid further
restrictions of the functional form of the effect of smoked cigarettes on health and
income.” The budget can be spent on the composite good C with the price equal to one and
on cigarettes N with the price P.

©)  Y(N)=C+PN with %w

The optimal demand condition can be computed using the Lagrangian multiplier. Equation
(10) yields the standard condition that the marginal rate of substitution equals the marginal
costs. Marginal costs do not only comprise the cigarette price but also the negative health
and productivity effect of smoking, i.e., the reduction of the earning capacity and the
consequential lower consumption budget from smoking an additional cigarette. Therefore,
the demand for cigarettes would be lower if negative productivity effects of smoking are
larger.

(10) oU/ON =P—£

oU/aC oN

As discussed in the previous section, negative health and productivity effects of smoking
are likely to be perceived (weighted) differently between individuals who differ in risk
aversion. Higher risk taking preferences are associated with lower subjective perceptions
of objective health risks and, consequently, lead to lower expectations about the earnings
reductions due to smoking. An extreme risk taker expects no negative effect at all

(E [£|R = 1} =0), whereas the expected effect approaches infinity for a completely risk

oN

averse individual (E [£|R = O} = —»).* The expected marginal earnings reduction can

oN
be written as in equation (11).

oE oY
(11) E[ﬂl _ (l-l)ﬂ with E[ﬂ} so,J—laN >0
oN R oN oN IR
The optimal condition in (10) is reformulated accordingly in (12), from which the
econometric demand equation (13) is derived, where a denotes the coefficient of risk
taking parameter R, S a vector of coefficients for a vector of control variables X, and ¢ an
idiosyncratic normally distributed error term. It can be seen that the expected total costs of

7 The functional form could be linear, concave, or convex.
¥ Note that this form of specifying R is consistent with the specification in the previous section.
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smoking an additional cigarette are lower for risk takers, which increases their demand for
cigarettes. Risk taking should thus be positively correlated with the number of smoked
cigarettes.

12) aU/aN_P_(l l)aY

au/ac R

(13) N=aR+pX+¢

oN
Hypothesis 2: —=a > 0.
yp IR

3 Econometric Analysis

31 Data, Variables, and Methods

The German Socio-Economic Panel (GSOEP) is a panel survey of private households and
persons in Germany (Dohmen et al., 2011). It contains a rather stable set of core questions
asked every year (e.g., employment, education, income) and yearly topics with additional
detailed questions. The 2004 wave includes questions about smoking behavior, from
which the dependent variables are generated, and about health risk taking preferences. I
focus on a sample of 13,636 Germans who are aged between 18 and 65 years and have no
missing values in the variables used in this analysis. Smokers who are not pure cigarette
smokers, i.e., persons who smoke cigars and pipes, are assigned with missing values,
because their number of cigarettes cannot be interpreted as their total tobacco
consumption.’

At first, a binary variable is generated, which takes the value one for a cigarette
smoker and a zero for a non-smoker. About one third of all respondents are smokers and
men are on average more likely to smoke than women. This binary smoking status
variable is used to estimate the smoking probability equation (7) from Section 2.1. A
second variable is generated, which comprises the number of cigarettes smoked per day.
The average number of cigarettes smoked per day is about 5 for all respondents and about
16 for cigarette smokers. Men smoke on average more cigarettes than women. The
number of cigarettes smoked per day is used to estimate the cigarette demand equation
(13) from Section 2.2.

The respondents in the survey were also asked to rate their willingness to take risks
with respect to health issues and in general. The questions are quite general and do not
comprise specific health issues such as the risk of lung cancer from smoking. Risk taking
preference questions of this kind have been recently used, for example, in labor
economics, development economics, and economics in general (e.g., Dohmen et al.,
2011). The questions and answer categories are worded as follows:

Are you generally a person who is fully prepared to take risks or do you try to avoid
taking risks? (Likert scale, where the value () means "risk averse" and the value 10 means
"fully prepared to take risks")

® This restriction leads to a reduction of the sample by 206 observations or 1.5 percent, respectively. The
results for the probability of smoking are virtually identical without this restriction.
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People can behave differently in different situations. How would you rate your willingness
to take risks in the following areas? How is it with your health? (Likert scale, where the
value () means "risk averse" and the value 10 means "fully prepared to take risks")

The original values from the eleven answer categories ranging from 0 to 10 have been
divided by 10 for the empirical analysis. After this simple transformation the risk taking
values lie in the unit interval ( R€[0,1]), which is consistent with the presented theoretical

frameworks (R=0 for completely risk averse and R=1 for completely risk taking). The
empirical results are however not affected by this transformation as it is only a rescaling
of the variable values and of the estimated parameters. Average health risk taking is 0.32
in the total sample. Nearly 20 percent of the respondents are completely risk averse in
health issues and only a low share is very risk taking. For example, only about one third
rates their willingness to take health risks with more than 0.5. Women are on average less
risk taking than men. In addition, the difference between health risk taking and general
risk taking is computed. More than 60 percent are less risk taking in health issues than in
general, while only about 20 percent are equally risk taking and less than 20 percent are
more risk taking in health issues."

Three different measures of health risk aversion are applied in the regressions for
smoking behavior. In the first specification, I use the quasi-continuous measure of health
risk taking lying in the unit interval ( RE[0,1]). Second, the difference between

continuous health and general risk taking is used ( R™ - R*““ &[-1,+1]). The

advantage of this approach is that unobserved individual heterogeneity cancels out, which
might be correlated with general risk taking. Larger values of this health risk measure
indicate again higher willingness to take risks in health issues. The third specification uses
a non-linear specification of health risk taking. The eleven answer categories are grouped
into six new categories. The reference category are completely risk averse individuals,
whereas the five other categories simply pool two original answer categories to one
(Ry=0<R =02<R =<04<R =<06<R,<08<R,=<1). In all specifications a set of

control variables is included (gender, age, secondary and vocational schooling, household
income, employment status). Although I cannot control directly for differences in health
knowledge and understanding of health risks from smoking, important variables are
included which can be seen as proxies for such knowledge gathering and knowledge
process capabilities (e.g., education). Descriptive statistics of all variables are provided
together with the estimation results in the subsequent sections (see Table 1 for the total
sample and Table 2 for the subsample of smokers).

In order to estimate the probability to be a cigarette smoker and the demand for
cigarettes, two econometric models are estimated and compared. The first estimation
strategy is the two-part model emphasized by Cragg (1971) as an alternative to the
standard Tobit model (Tobit I). The two-part models are often used in the cigarette
demand literature because they are more flexible than the Tobit model. A recent paper by
Madden (2008) discusses the two-part model versus the sample selection model of the
Heckman type (Tobit II) in the context of smoking and drinking. The two-part model
estimates in its first part a Probit model for the probability to smoke in the total sample
and in its second part a truncated regression for the number of smoked cigarettes using the
truncated sample of smokers. Therefore, the two-part model allows to model and estimate
separately the decision to smoke at all and the decision of how many cigarettes to smoke.

" For a detailed discussion and the validity of the risk measures in the used survey see Dohmen et al.
(2011).
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This brings the benefit of flexibility so that the determinants of the probability and the
determinants of the intensity need not to have the same signs. The same logic applies for
Heckman selection models, which need however a hard-to-find excluding restriction
(instrument) to estimate the selection equation correctly.

The decision to smoke and the number of cigarettes demanded (on a typical day)
might however be a joint decision instead of two separate decisions. Moreover, it can be
expected that most determinants have the same signs in both equations; exceptions might
be the effect of advertisements and income effects. In the case of risk taking preference, it
seems reasonable to assume that higher risk taking preference increases the probability to
smoke as well as the demand for cigarettes, as has been shown in the theoretical
frameworks. In case of a joint decision the Tobit model is the correct choice from an
econometric point of view. A comparison between the Tobit model and the two-part
model is provided in the subsequent two sections.

3.2 Results from Two-Part Models

The first part of the two-part model is the binary Probit regression for the probability to
smoke cigarettes. The marginal effects are presented in Table 1. The average smoking
probability is 32.3 percent in the total sample. Individuals, who are 0.1 point more health
risk taking, are on average 2.6 percentage points more likely to smoke. This result also
holds in the second specification. Individuals, who are 0.1 point more risk taking in health
issues than in general, are on average one percentage point more likely to smoke. The
third specification allows to analyze non-linearity of the health risk taking effect.
Individuals with low risk taking preference have no significant higher smoking probability
than completely risk averse individuals. Individuals with more than average risk taking
preference have however a statistical significant higher smoking probability. Risk takers,
who rate their willingness to take health risks with 0.5 or 0.6, are about 10 percentage
points more likely to smoke than individuals, who rate their risk preference with less than
0.5. Extreme risk takers are even up to 30 percentage points more likely to smoke than
individuals who rate their willingness to take risks with less than 0.5.

Separate estimates for men and women reveal virtually same results (see also
Table 1). Additional regressions with interaction terms between gender and risk taking
show that the small differences between the two gender samples are not significant.'’ The
control variables have the highly significant effects on the smoking probability given
below: Women have a lower probability to smoke. The impact of age on the smoking
probability is inverted u-shaped. Better educated individuals are less likely to smoke.
Larger household income is correlated with a lower smoking probability despite of a
theoretical income effect that should increase demand. Unemployed individuals are more
likely to smoke than employed or non-employed. Employed individuals are more likely to
smoke than non-employed.

The second part of the two-part model consists of a truncated regression for the
number of smoked cigarettes using the truncated sample of smokers. The marginal effects
on the number of smoked cigarettes are presented in Table 2. An average smoker
consumes about 16 cigarettes per day. The first specification shows that individuals, who
are 0.1 point more health risk taking, consume on average about 0.33 cigarettes more per
day. In the second specification, individuals consume on average about 0.22 cigarettes
more per day, if they are 0.1 point more risk taking in health issues than in general. The
third specification shows again that only individuals with more than average risk taking

" The results of these regressions are not presented in this note but can be requested from the author.
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preferences have significant higher cigarette consumption level. As was the case in the
Probit estimates, no significant differences between men and women with respect to the
risk taking effect on smoking behavior is identified (see also Table 2).

The effects of the control variables have mostly the same direction in the truncated
as in the Probit regressions, though not always statistical significant in the truncated
regressions. An exception is the effect of the household income, which is negative in the
selection equation for the probability to smoke and non-significant or even positive in the
demand equation for cigarettes. An explanation for this findings might be the addictive
nature of cigarettes that seems to prohibit a demand reduction to zero cigarettes in case of
negative income shocks, despite of an income effect on the number of consumed
cigarettes.
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3.3 Results from Tobit Models

Whereas the two-part model assumes independent decisions of smoking status and
smoking intensity, the Tobit model assumes a joint decision so that probability to smoke
and the number of consumed cigarettes are jointly modeled and estimated. Thus, the Tobit
results in this section can be seen as a robustness check. Table 3 contains the results of the
Tobit regressions for daily cigarette consumption in the total sample. Risk taking has the
expected significant coefficients throughout all regressions. For a quantitative
interpretation marginal effects are computed for the probability of being a cigarette

smoker (compared to being a non-smoker) (Pr[N > 0]) and for the expected number of

consumed cigarettes conditional on being a cigarette smoker ( F [N |N > 0]) (McDonald

and Moftitt, 1980).

Specification one shows that individuals, who are 0.1 point more health risk
taking, are on average 2.6 percentage points more likely to smoke cigarettes and smoke on
average approximately 0.4 cigarettes more per day. The second specification shows that
individuals, who are 0.1 point more risk taking in health issues than in general, are on
average 1.1 percentage point more likely to be a smoker and smoke about 0.18 additional
cigarettes. The third specification takes into account non-linearity of the risk taking effect.
Individuals with low risk taking preference have neither significant higher smoking
probability nor intensity than completely risk averse individuals. Individuals with more
than average risk taking preference have however a statistical significant higher smoking
probability and intensity. An extremely high risk taker smokes for example about 5
additional cigarettes per day compared to less than average risk takers. The results are
robust in separate male and female samples (see Table 4 and Table 5).'?

The overall findings for risk taking and most control variables are virtually the
same as in the two-part model presented in the previous section. Thus, the choice between
Tobit and two-part models seems largely arbitrary for this application. Household income
however represents an example where Tobit and two-part models reveal different results,
as income effects might indeed have separate effects on smoking probability and smoking
intensity due to the addictive nature of cigarettes. From a statistical point of view, the two-
part model performs better than the Tobit model with respect to the log-likelihoods in all
used specifications and samples (see bottom of Tables 3, 4, and 5).

'2 Additional regressions with interaction terms between gender and risk taking show that the small
differences between the two samples are not significant. The results of these regressions are not presented in
this note but can be requested from the author.
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4 Conclusion

The main finding of this research note is that risk takers are significantly more likely to
smoke and have a higher demand for cigarettes smoked per day, which holds for men and
women. A comparison between the two-part model (Probit and truncated regressions) and
the Tobit model does not reveal noteworthy differences, but the two-part model
outperforms the Tobit model with respect to their log-likelihoods. One caveat of the
empirical analysis in this paper is that the used cross-section data does not allow to
analyze cigarettes as an addictive stock and that endogeneity of the risk taking preferences
cannot be ruled out (e.g., Chaloupka, 1991). Moreover, risk taking cannot be perfectly
separated from health knowledge, which includes collection of health information and
understanding of health risks. But even if the effect of risk taking preferences on smoking
behavior would not be directly causal, the significant correlations make risk taking
preferences a useful signal. Future empirical research should nevertheless try to shed some
light on these potential problems.

One reason for the effect of risk taking on smoking might be that risk takers expect
lower negative consequences from smoking, which has been emphasized in the theoretical
frameworks. Risk takers are hence more likely to be engaged in unhealthy behavior and to
be more costly for health care systems and health insurances. It is therefore rational for
health insurance companies to ask for risk premiums of more risk taking customers. The
findings might also suggest that it is, on the one hand, especially important to provide
information about health risks to low risk averse individuals to increase their subjectively
perceived health risks. More risk averse individuals, on the other hand, tend to
overestimate health risks and also have disutility from uncertainty about individual health
risks and health reductions. The additional information costs for low risk averse
individuals can hence be offset by reducing information to high risk averse individuals.
Furthermore, these costs might be more than compensated by health costs reductions so
that health insurance premiums and public subsidies for the health care sector could be
reduced or spend otherwise.

* Correspondence to: Christian Pfeifer, Institute of Economics, Leuphana University
Lueneburg, Scharnhorststr. 1, 21335 Liineburg, Germany. Phone: +49-4131-6772301.
Email: pfeifer@leuphana.de.
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