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Abstract

Taxation is a crucial tool in the effort to attain a tobacco-free world. According research, increases in tobacco taxes
have a positive correlation with the reduction of tobacco consumption. Even though the tobacco industry is among
the successful industries, tobacco consumption kills more people than any other product. This paper through the
lens of economics discusses the role of taxation in tobacco consumption. It discusses tobacco taxation as a tool to
discourage smoking. Increasing tobacco taxes passed on to consumers in the form of higher tobacco product prices,
is one of the most effective ways to prevent and reduce tobacco use. Placing higher prices on tobacco products
encourage tobacco users to quit, helps sustain cessation and reduce consumption of tobacco among those who use
tobacco.
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1. Introduction

Louisiana received $477.4 million (estimated) in tobacco settlement payments and taxes in fiscal year 2018
(Campaign for Tobacco-Free kids, 2018). Of this, the state allocated $5.8 million in state funds to tobacco
prevention in fiscal year 2018, just 9.7 percent of the Centers for Disease Control and Prevention’s annual spending
target. Smoking-related health care costs: $1.89 billion per year Smoking-related losses in productivity: $2.49
billion per year Smokeless tobacco is taxed at 20 percent of the invoice price and smoking tobacco is taxed at 33
percent of the invoice price (Campaign for Tobacco-Free kids, 2018; Truth Initiative, 2019). Cigars are taxed
between 8 percent and 20 percent, depending on the manufacturer’s invoice price. E-cigarettes and vapor products
are taxed at 5 cents per milliliter of consumable nicotine liquid solution (American Lung Association, 2018)

In it’s third special session, it approved a partial extension of the state’s temporary sales tax hike. A one percent
increase in the sales tax was scheduled to expire July 1, but after heated debate, legislators have approved an
extension at a lower rate, a .45 percent increase. As of July 1, the state sales tax rate will be 4.45 percent (Campaign
for Tobacco-Free kids, 2018).

2. Tobacco taxes

The most common forms of domestic consumption taxation levied on tobacco products are (Value Added Taxes)
VAT and Excises.

Excise taxes are legislated taxes paid when purchases are made on a specific good such as tobacco, gasoline and
alcohol; specific and ad valorem are two types of excise taxes. A specific excise tax is a fee added to tobacco
per-unit (e.g. pack, weight, piece) of tobacco products. An ad valorem excise tax is paid as a percentage of the
overall value of the tobacco products. In the ad valorem taxation, firms have an incentive to increase production
because price falls when supply increases. But part of the price reduction is borne by the tax office, since the per
unit tax payment falls (Farrelly, 2000; WHO, 2010). That is, under ad valorem taxation government “subsidizes”
production expansion and lower prices. Along the same lines, if producers increase prices, part of the increase in
prices accrues to government as tax revenue. Under specific taxation, fixed prices are applied to certain purchases.
Any increase in the producer’s price go as revenue (to the producer), and thus would increase producers’ incentive
to raise prices of their products (Keeler, 1996). The choice between specific and ad valorem taxes is a long-standing
issue in tax policy, and both the level and the structure of excises have different implications for the interests and
goals of various groups. Given the market structure of the tobacco industry, a monopoly or oligopoly for most
products in most countries. Different excises may have a different effect on government’s revenues,
manufacturer’s profit, consumer’s price, product’s “quality” and variety, and ability to administer taxes (Sullivan,
2012; WHO, 2010). Consequently, the two types of excise taxes may have different implications for public health
through their impact on product “quality”, variety, and prices in the extent they affect individual consumption.
Moreover, governments have the potential to manipulate tobacco excises to manage demand, raise revenue and
promote public health (Johnson, 1978). A challenge for policy makers is how to choose which type of excise to
levy and at what rate or find the appropriate balance between specific and ad valorem taxation, so that the public
health objective is achieved while generating higher revenues. Ad valorem taxation has a multiplier effect that
favours low “quality”: for example, to cover the costs of a $1 “quality” improvement requires $1 more pre-tax
revenue under specific taxation, but $1.25 more if the tax is ad valorem at a tax-inclusive rate of 20% (Goolsbee,
2010). Tax generates a price increase higher than the cost of package that means, under ad valorem taxation, as
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producers increase their prices to cover the cost of improvements, tax revenue by the government increases as well
due to the multiplier effect. Any increase in the ad valorem tax makes markets relatively more competitive, which
causes the exit of some firms (brands), reducing product variety in the market. The result that specific taxation is
favorable to more appealing high-priced cigarettes is important from the tobacco control point of view (Anderson,
2001; WHO, 2010).

Value Added Taxes: VAT is a tax placed on a product whenever value is added from production to the point of
sale. It is a general tax on consumption of goods and services which leaves relative prices unaffected. As such has
great practical appeal for revenue generation. It records only the total value of sales needed and minimizes the
amount of detailed information needed for tax administration Tax authorities have no need to be concerned with
the nature of the goods and services traded (Barzel, 1976; WHO, 2010).

The base on which taxes are levied can take many forms. When the tax is uniform, that is, the same rate applies to
all cigarettes, the tax base can be on

1. Quantity: The most common base for a specific excise is a pack of 20 cigarettes or a tax per 1,000 cigarettes.
(WHO, 2010)

2. Price: The ad valorem excise may be applied based on the manufacturer’s price or the retail price. In some
countries, the specific excise varies by tiers, typically depending on the characteristics of brands. (WHO, 2010)

3. Industry profit Theory

This theory shows that profits are relatively higher under specific taxation (a tax increase may lead to an increase
in profits). More than 100% over-shifting is a requisite for an increase in profits: as a higher tax increases consumer
price and reduces demand, for profits to rise, the after-tax markup must rise (Kyang, 2003). It is not a surprise that
tobacco multinationals prefer specific taxes. Along with increases in the specific tax, governments may find they
need to implement other policies to counteract the tobacco industry’s increased market power. Generally, the level
of revenue from each tax varies according to the market characteristics. Governments care not only about its level
but also its certainty and stability, as well as the ease of administration and enforcement (Paton, 2001).

4. Level of tax revenue Theory

This theory suggests that there is probably an optimal balance between ad valorem and specific excises in terms
of maximizing government revenue, assuming this is the government’s objective, and/or minimizing variations in
tax revenues. As prices are affected both directly and indirectly by taxes through their effect on “quality” and the
number of different brands available in the market, consumers may consume less of their preferred brand, may
consume the same units as before but of a cheaper brand, or may consume less of a more expensive brand (Paton,
2001). Finding an accurate way of predicting revenue is quite difficult as one must forecast changes in consumer
behavior. Other than the changes induced by price increase, if we want to eliminate changes in consumer behavior,
other forms of taxation that have the least effect on product characteristics should imposed. (Anderson, 2001).

Since specific excises are independent of changes in price, they are more likely to produce a stable stream of
government revenue. As taxes increase, the industry also increases its own price, but the level of increase is not
certain; this fact is likely to cause uncertainty in the level of the tax-inclusive consumer price. In general, when
there is price uncertainty, price elasticity plays a crucial role in the determination of the type of excise levied on
cigarettes to ensure expected tax revenue or to eliminate the variation in revenue. Cigarette consumption will not
change as price changes, if demand is completely inelastic (Johnson, 1978). In such a case, as quantity remains
constant after a tax increase, taxing quantity (i.e. specific taxation) would remove any variations in government
revenue. Alternatively, if demand elasticity is constant, consumers spend on cigarettes the same amount of income
no matter what the price level; in this case, ad valorem taxation ensures more stable government revenue. However,
research shows that cigarette demand elasticity is somewhere between zero and one in most countries (WHO,
2010). Specific taxes are much easier to administer. Once the ‘unit’ of quantity is defined, the government revenue
can be collected at any stage (e.g. manufacturer, wholesaler or importation). In ad valorem taxation, the
government relies on the manufacturers’ declaration of price at manufacturing or retail level. To avoid
undervaluation, technically sound tax administration and awareness of the manufacturers’ pricing policies are
required. From a public health point of view, however, distorting product characteristics (not just prices) might be
desirable (Barzel, 1976).

Ad valorem taxation is more likely to involve valuation problems, especially if the tax base is the
manufacturer’s price. That is, in the ad valorem taxation, tobacco manufacturers can sell their products to other
companies at a low price, in order to reduce the excise tax liability (transfer pricing). Consequently, the government
revenue from ad valorem tax declines due to the reduction in tax base. Keeping pace with inflation: An ad valorem
tax maintains revenue value under high inflation given that the amount of the tax increases as prices increase,
while specific taxes need to be adjusted with the Consumer Price Index (CPI) to keep pace with inflation (Paton,
2001).

In specific taxation, manufacturers can manipulate the length and size of a cigarette or its pack to reduce tax
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payment. Minimization of incentives for tobacco users to switch to cheaper brands or products in response to tax
increases and improvement of tobacco tax administration to reduce opportunities for tax avoidance and tax evasion
are included as best practices for adoption of a relatively simple tax system that applies equivalent taxes to all
tobacco products (Farrelly, 2000). Combined with strong tax administration, adequate enforcement and severe
penalties on violators, such a tax system will have the greatest public health impact, while at the same time produce
a more stable, reliable stream of tax revenues (Sullivan, 2012)

5. Tax over-shifting

Tax over-shifting means that, when tax increases, the consumer price rises by more than the tax increase itself.
The impact of specific taxes on prices, is consistent with a greater possibility of over-shifting of such a tax. When
taxes are increased, prices are usually adjusted to reflect not only the tax increase but also other cost increases
during the last year or so. Cigarette taxes lead to significant price increases, more than double the size of the tax
increase, and this could not be explained by increases in manufacturing costs (Chaloupka, 2000). Under specific
taxation, any increase in producer’s price will go to the producer as revenue, and thus would increase producers’
incentive to raise prices of their products. This is not the case under ad valorem taxation, as part of the increase in
prices accrues to government as tax revenue. Specific excises provide incentives for more appealing and higher-
priced products, as well as greater variety. Producers’ ability to pass taxes to consumers depends on market power.
Producers go through great lengths to differentiate their products as product differentiation creates some monopoly
power (Siegel, 1999). Product differentiation can be vertical or horizontal. In vertical differentiation, firms produce
a product, but its quality varies; all consumers prefer the best quality or, in terms of cigarettes, the most appealing
brand, but differ in their willingness to pay for it meanwhile in horizontal differentiation, firms produce different
versions of a product. (Schneider, 2000).

6. Conclusion
In other to encourage tobacco users to quit, increasing the price of tobacco through higher taxes is an effective
way to do it. Increasing tobacco taxes passed on to consumers in the form of higher tobacco product prices, is one
of the most effective ways to prevent and reduce tobacco use. Placing higher prices on tobacco products encourage
tobacco users to quit, helps sustain cessation and also reduce consumption of tobacco among those who use tobacco.
The revenue generated in tobacco tax increases can be used to provide much funding tobacco control programs.
Therefore, tobacco control advocates should continue to support the imposition of higher tobacco taxes (CDC,
2016). They should also promote tobacco tax equity, to ensure that other tobacco products are taxed at rates like
those imposed on cigarettes

Tobacco control measures such as the demand-reduction measures e.g. higher taxes, bans on advertisement,
and the helping of those who want to quit tobacco usage are effective in reducing tobacco usage. With all the
benefits of these tobacco prevention measures, different governments have been reluctant in implementing strong
tobacco control policies because of the negative effect of these policies on the economy (CDC, 2018)
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