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Executive Summary

T

Control obligates Parties to the Treaty to implement
tax and price measures to reduce the demand

tobacco tax increases can also increase government
companies that produce them, the tobacco industry
tobacco tax increases.
The subject of this report is tobacco industry strategies
to avoid the impact of planned tobacco tax increases on
charged with developing and administering government
tax policy, it describes seven strategies often employed
by tobacco companies to undermine the anticipated
product attributes or production processes, lowering
prices, over-shifting of prices, under-shifting prices,
timing of price increases advantageously, and engaging
discussion on each strategy addresses the motivation
for tobacco companies to engage in such strategies,
the consequences of the strategy for governments and
counter tobacco industry actions to undermine tobacco
tax increases. Each strategy is illustrated with one or more
country case studies.
The report concludes with a section on the type of data
governments should collect in order to monitor tobacco
industry actions in response to planned tobacco tax

iv

Introduction

R

aising the price of tobacco by increasing tobacco

Convention on Tobacco Control obligates Parties to the
Treaty to implement tax and price measures to reduce the
demand for tobacco
Since tobacco tax increases have the potential to impact
developed numerous strategies to mitigate their impact,
and even to use tax changes to its advantage. These
strategies vary across jurisdictions and depend primarily
on the particular circumstances of the local tobacco
responses are largely predictable, particularly given that
companies.i
This document describes common strategies employed
by the tobacco industry in response to tobacco tax
increases and explains the industry’s motivations for
adopting these strategies. For each strategy, case study
examples are provided. Possible counter-measures
to mitigate the impact of industry‘s reaction are also
suggested.

i

Stockpiling

increase during the period prior to a tax increase and drop
when products are released for sale from the factory or
immediately after a tax increase, but this impact is only
and not at the point of retail sale. In the case of imported
products, customs duties are due at the time of import
the industry will begin to pay the new higher tax rate on
the products released for distribution, and sales and tax
of this time gap between the release of products for
real impact of the tax increase on demand.
of products by releasing larger than normal amounts of
tobacco use if the products with lower tax are sold at a
with products taxed at the previous lower tax rate when
cigarettes before a tax increase, thus driving up retail

If the industry and/or retailers decide to adjust the prices
immediately after the tax increase, the impact of the
higher tax on consumption will not be delayed while the
sales and tax revenue after a tax increase in the case of

By over-supplying product ahead of a tax increase,
the tobacco industry is able to delay paying the new,

sales and revenue to claim that the tax increase is causing
an increase in illicit trade and the reduction in legitimate
sales and government revenue.

tax once the new tax rate is in place. The industry can
cigarettes with the lower tax rates in order to prevent
of time. Alternatively, the industry can adjust its prices
were paid. This temporarily increases the industry’s per

Governments should monitor tobacco sales and tax
revenues before and after a tax increase in order to
before a tax increase, correctly identify reasons for any
changes in sales and/or tax revenue, and prepare counterresponses. In Philippines, for example, the Bureau of
3

the more time the industry has to produce and distribute
extra cigarettes, either at lower prices based on the old
tax rate or at higher prices based on the new tax rate.
The only limitation on the industry is the shelf life of its
products and its production capacity.

In jurisdictions with tax stamps on tobacco products,
banning sales of products with old tax stamps following
needs to be sold. In Poland, for example, stamps are only
valid for the current calendar year, and up to the last day
of February in the next year.4
of a new tax rate.4

Governments can also limit the quantity of tax stamps
months prior to a tax increase, using past trends in sales
which substantially increases taxes each year for the next

is considered a January purchase of the following year.4
In the UK, companies face a limit on the total quantity of
cigarettes that they can release for consumption between
4

In some countries, wholesalers are responsible for paying

The industry closely monitored the development of the new
tax legislation. In anticipation of a tax increase, the industry
began to frontload a substantial amount of cigarettes to the
see Figure 1
than at any time in the previous two years. As result, the
the legislation passed. The industry reduced its supply to

tax increase and the companies must pay the government
4
In numerous states in the
absorbed after about four months, the number of cigarettes

one-time excise tax placed on a commodity undergoing
the industry manifests itself not only in the statistics for

immediately prior tax rate.

Figure 1: Removals of Tobacco Packs, Philippines, 2011-2013

Oct-13

Dec-13

Aug-13

Apr-13

Jun-13

Feb-13

Oct-12

Dec-12

Aug-12

Apr-12

Jun-12

Feb-12

Oct-11

Dec-11

Aug-11

Apr-11

Jun-11

800,000,000
600,000,000
400,000,000
200,000,000
0

Feb-11

Tobacco packs

Source: Government of Philippines, 2014

3

Changing the attributes of tobacco products
or their production processes
If the industry does not otherwise alter its pricing strategy,
Tobacco tax structures can be quite complex, and
characteristics of tobacco products. For example, in some
tax systems, tax types and rates depend on the length
of cigarettes, the weight of a product, product price, or
may also vary by some characteristic of the production
process, such as the scale of production.
When taxes are increased on some types of products
more than others, the tobacco industry may exploit the
cases, the tobacco industry may change the physical
attributes of its products or its production methods so
that they fall into a lower tax category. For example, the
industry may change the weight or length of a product so

increase on tobacco use, because prices will not rise by
as much as intended.

The best strategy to prevent the tobacco industry from
manipulating the characteristics of its products to reduce
its tax liability is to implement a uniform tax structure as
recommended by the Guidelines for implementation of
to impose the same tax rate on all tobacco products
regardless of their characteristics, prices or production
process, with no exceptions. The Philippine tax reform of

As recommended by the Article 6 Guidelines, all tobacco
products should be taxed in a comparable way as

tobacco industry may also adjust its production processes
so that its products fall within a lower tax production
category.

exists. The goal is to minimize the tax rate gap between

based on product attributes often provide many
opportunities for tobacco companies to modify products
or production process in order to avoid paying higher
tax and avoid the full impact of planned tax increases on

policies may be needed to prevent the industry from

If the tobacco industry is successful in having some or

cigarettes and in so doing disguise price increases that

government’s tax revenues will be lower than expected.

4

the motivation for the tobacco industry to reclassify its
products to reduce the tax liability. Wherever possible,
comparable tobacco products should be taxed similarly.

Indonesia described above.
Some governments also regulate the number of cigarettes

after a tax increase.

5

increased, but the amount of the increase varied by product.
US, producers are allowed to self-classify the type of tobacco
in the absence of regulated standards, and after the tax
increase, the tobacco industry relabeled RYO as pipe tobacco,
reducing its tax liability. As a result, sales of RYO tobacco fell
pounds per month while sales of pipe tobacco increased more
see
Figure 2
further facilitated by installation of commercial rolling machines
in places of sale that allowed customers to roll their own
cigarettes using pipe tobacco and thus obtain cigarettes for
approximately one third the price of manufactured cigarettes.
Federal legislation requiring retailers who allowed the use of
commercial rolling machines to register as manufacturers, the

Indonesia has a very complex tobacco tax system.

Table 1
produced in facilities manufacturing more than two billion
produced in facilities manufacturing less than two billion
6
Since the tax rate favors smaller scale production,
tobacco companies were motivated to split up production
into large numbers of small scale producers to reduce
any potential gains from economies of scale of larger
production facilities
In order to address this tax avoidance, the government
changed the law so that subsidiaries of big companies
parent company.
Table 1: Indonesia Tobacco Tax Structure, 2013

TYPES

Figure 2: US Sales of RYO and Pipe Tobacco 2008-2013
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STRATEGY 3

Lowering prices

Tobacco companies may lower prices of some or all of
their products in response to a tax increase.

Tobacco companies may lower their prices in order to
reduce its tax liability and/or to meet a sales target.

tobacco companies can reduce the impact of the tax
increase by lowering product prices, which are used to
calculate the tax liability. In doing so they may reduce their

prices on some brands in response to a tax increase so

depending on the country. Such schemes result in less tax
being paid on products and can result in lower prices.

Reducing the base price of tobacco products may reduce

the price and tax reduction is passed on to the consumer
in the form of reduced prices.
Lowering prices in order to reduce the tax liability will

products subject to such tax manipulation and the overall
pricing strategy of the industry after the tax increase.

with a lower tax rate.
The tobacco companies can also decide to selectively
lower prices only on some products in order to minimize
the impact of a tax increase on sales. This type of price
while preserving or even increasing prices for less price
sensitive customers who consume more expensive
products.
In systems where the tax is not levied on retail prices,
producers/importers can conspire with distributors and
collect a portion of the price from distributers while

producer could release products from the factory at one
price and pay taxes on that price. The distributor could
retailers and return some portion of this higher price to
the producer. If the producers also own the distribution
within their own accounting systems to gain the same
advantage.

6

ad valorem tobacco systems.
Similarly, a uniform tax structure will prevent tobacco
companies from lowering prices with the intention of
moving them into a tier with a lower tax rate.
Countries with more complex tax system may need to

paying lower tax rate. In order to prevent the industry
from lowering its prices with the intention to qualify for
announced.

tobacco sales and on government revenue has been
questioned with the empirical evidence clearly favoring
possible tool to prevent the industry from lowering prices
minimum price is an alternative to establishing a minimum
eliminates the motivation for price reduction on those
brands where the minimum tax exceeds the tax amount
calculated using the existing tax formula.

additional tax revenue, rather than the industry receiving

Some jurisdictions have tried to reduce the industry’s
manipulation of prices by adopting minimum price laws.
Such laws mandate that all products meet a minimum

Senegal raised the ad valorem tax on premium tobacco brands

on ex-factory price of tobacco products. Tobacco producers

economy brands. In anticipation of the tax increase, Philip

distribution system to reduce their tax liability. The producers
sold cigarettes to distributors for a considerably reduced price
and then used this discounted price as the basis for calculating
the ad valorem tax liability. Once the tax was collected, the

By lowering the price, Marlboro

from the higher margin with the producers.
By lowering Marlboro prices, PMI not only lowered its tax

the ad valorem tax from the ex-factory price to the retail price,

STRATEGY 4

Over-shifting or increasing prices
more than a tax increase

Over-shifting occurs when the tobacco industry increases
its prices by more than the tax increase.

Since over-shifting results in higher prices, it is not in itself
a negative outcome from a public health perspective.
reduction in demand above the reduction expected as

The tobacco industry is well aware of the impact of higher
prices on demand. By increasing prices even more than
the amount of a tax increase, the industry can increase

tobacco companies may over-shift a tax increase on
some products while simultaneously under-shifting a
tax increase on other products. This will increase the

revenue due to decreased sales resulting from higher

impact on tobacco demand since those who would have

By increasing prices simultaneously with a tax increase
the industry can blame the government’s tax policy
for higher product prices and potentially reduce public
prices are to a large extent the result of the industry’s
price policy.
Similar to selective price reduction, the tobacco industry
might only over-shift taxes on some, usually higher priced
brands, because its consumers are less price-sensitive.
The industry often uses a combination of under- and

In the case of over-shifting, tax revenue resulting from a
tax increase may be less than projected since the demand
will decline more due to higher than expected price
increases. The overall impact on tax collection will depend
on the tax structure and on the down-trading behavior.

Although over-shifting can produce a positive outcome
from a public health perspective, it results in increased
expected tax revenue. It is also an indication that the
government that taxes can be increased.
Continuing to increase taxes may eventually limit the
industry’s ability to over-shift tax increases and result

under-shifting on lower priced products for more price
government revenue. Countries can also tax excess
under-shifting.
tax does not have the same public health outcome as
increasing the excise tax and adds complexity to the tax
system.

14

The tobacco industry increased prices of cigarettes, and thus its

Figure 3: Composition of Cigarette Retail Price, South Africa, 1970-2012
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Despite the rises in excise duties during this period, the total
amount of excise that BAT Australia and Philip Morris pay
has remained virtually unchanged due to the lower volume of
cigarettes sold.

Under-shifting

Under-shifting is the opposite of over-shifting. Undershifting occurs when the tobacco industry increases
that is, it absorbs some of the tax increase.

the tax increase on consumers and lower the impact of
the tax increase on demand. This response is usually
margin at the expense of preserving as much sales
volume as possible.

increases, since lower than expected prices result in
higher than expected demand, particularly if the industry
engages in targeted under-shifting for price-sensitive
customers such as youth. On the other hand, the excise
tax revenue generally will be higher than expected since
the higher tax will be collected on larger than expected
sales.

Continuing to increase taxes will eventually limit the
industry’s ability to under-shift tax increases as the

The tobacco industry may not under-shift a tobacco
shift tax increases on low and super-low brands to
accommodate more price-sensitive consumers. The
tobacco industry might combine the strategy of undershifting on low-price products with the strategy of overshifting on higher-priced products to minimize the impact

prevent the industry from under-shifting taxes. Such a
under-shifting on those brands where the minimum tax
exceeds the tax amount calculated using the existing tax
formula.

margin.
reducing their tax liability in ad-valorem or multiple tiered
tax system.

15

the tax represented a relatively small share of the retail price,
the tobacco industry was able to protect consumers from the
tax increases, under-shifting the tax increase. Between January

monopoly, which sets producer and wholesale prices jointly

Figure 4
over-shifted the tax increase, passing both the tax increase on to
consumers and adding an additional price increase to increase
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cigarette retail prices, preventing the industry from passing
the tax increase on to consumer. This reduced the industry’s
government while increasing the tobacco tax revenue managed
by another part of the government. Since the prices did not
increase, there was no change in cigarette consumption. If this
tax increase had been passed on to consumers, average retail

Prices in Ukraine (2002-2010)
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Source: Ross H, Stoklosa M, Krasovsky K. Economic and Public Health Impact of 2007 2010 Tobacco Tax Increases in Ukraine. Tobacco Control. 2012; Online First. doi:10.1136/
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STRATEGY 6

Timing of price increase

Price increases may coincide precisely with tax increases,
tax increase. Prices can increase just once or they can
increase gradually over time.

Delaying a price increase until after a tax change will
result in temporarily higher than expected tax revenue and
no initial change in consumption. Again, this can be used
for industry messaging about a public health failure. Once
the industry increases its prices, consumption will fall and
a result of the delayed price increase. The industry may
use this as an opportunity to point to the failure of the tax

By increasing prices before a tax increase comes into
customers to new, higher prices while simultaneously

high immediately after the tax increase, since the industry

customers to adjust gradually to higher prices and prevent

unchanged for some time.

caused by learning that something you want to buy has
become very expensive.

will reduce consumption and lower tax revenue prior
to the tax increase. The temporary revenue loss will be
impact of the tax increase on consumption after the tax
increase will be reduced since the demand has already
responded to new prices before the new tax went into
demand for its products, and therefore that it is a failure
from the public health perspective.

Gradual price increases may result in an overall smaller
decrease in tobacco demand compared to a situation
when prices are increased in one step. On the other hand,
tax revenue will be higher than expected due to higher
than expected sales.

It is important to monitor tobacco product prices and
the industry strategy. This will help with the interpretation
of sales and revenue statistics as they become available,
and with countering industry misinformation.

is reached.ii
The majority of tobacco companies have responded by
increasing their prices at the same time as the tax increases.
Philip Morris, however, made the strategic decision to postpone
its price increases by a few months after each tax increase in
order to gain a temporary competitive advantage, speculating
that some of the people who switch to its brands while they
were temporarily cheaper may stay loyal to the brand even after
its price increases. It proved to be a successful strategy since

companies followed suit.

Price discrimination/price-related
promotional activity
Consumers in lower income groups with high price
Price discrimination is selling the same product at
industry engages in price discrimination by using various
price-related promotions to lower the price or otherwise
add value to its products for a particular category of

promotions because the cost of their time is lower
disproportionately impact the poor, reducing the positive
impact of tax increases on tobacco use in low-income
groups.
Tax revenue will be higher than expected if the decline in
sales expected from a tax increase is less than anticipated
due to industry price discrimination practices.

The tobacco industry may use price discrimination to
groups following a tax increase. The goal is to prevent
price-sensitive tobacco users from quitting or reducing

Banning price-related promotional activity and discounts

new customers are not deterred by high prices. This will

step.

Price discrimination allows the industry to maximize

on more price sensitive consumers. The lower rate of

to its customers inviting them to register on its website to
be become eligible for promotional coupons. These types
of coupons are particularly appealing to women, youth and
industry. The email stated:

On February 4th, 2009, the Federal
Government enacted legislation to fund
the expansion of the State Children’s
Health Insurance Program (SCHIP) that
increases excise taxes on cigarettes by
158%.

In response to the tax increases, the industry introduced a new

prices of these very cheap cigarettes constant, protecting
them from the impact of the tax change by absorbing the tax
increase. While shielding the ULP segment, the prices on the
other price segments increased more than the tax increases
in these price segments. Thus, the industry over-shifted the tax
increases on its most expensive brands while under-shifting the
tax increases on the least expensive brands. As result of this

sales volume. The industry price strategy diminished the public

As a result, you will see the price of all
cigarettes, including ours, increase in
retail stores.
We know times are tough, so we’d like
to help. We invite you to register at
Marlboro.com to become eligible for
cigarette coupons and special offers
using this code: MAR1558.

Figure 5: Real Weighted Average Cigarette Prices by Price Segment in
the UK (2001 - 2010)
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Gilmore A, Tavakoly B, Taylor G, Reed H. Understanding tobacco industry pricing strategy and
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Conclusion

A

under each strategy, governments are not without
power when it comes to responding to tobacco
industry strategies to minimize the impact of tobacco
tax increases. Governments have the power to regulate
need to monitor industry behavior and collect data to
understand what the industry is doing and when to
regulate.
collect or require the industry to report the following data
to government authorities:
Sales/removals from warehouses by brand and/or
price categories
Tax revenue by brand and/or price categories
Changes in tobacco product prices by product
categories and brands
Data on price-related promotions such as gifts
with purchase, a chance to win a prize, discount
coupons, etc.
size, weight, length, etc.
Introduction of new products/brands, their
Total promotional expenditures and promotional
spending by product categories.
Governments will need to systematically analyze such
data in a way that will detect possible industry tax
avoidance. Analyzing this data will allow the government
will increase both tax revenue and the positive impact of
tobacco tax policy on public health.
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