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he tobacco industry! had been lightly

levied with different kinds of taxes

since its inception until the publi-

cation of two government reports
in the early 1960s — one from the United
Kingdom (Royal College of Physicians, 1962)
and another from the United States (United
States Department of Health, Education and
Welfare, 1964) — provided compelling eviden-
ce of the negative effects of tobacco consump-
tion on health (IMF, 2016; Yach and Wipfli,
2006). Since then, society has increasingly
accepted stricter regulations on this industry
and heavier taxes have been introduced on
its products.

The greater relative tax burden on tobacco
is a case of excise taxation, even if it is achieved
through differential rates in general taxes or,
even in the case of equal rates, when they are
applied on tax bases that have been increased
as a result of some specific treatment, whether
through specific design of the taxable amount,
or by preventing the deduction of those excise
taxes from the tax base of general taxes along
the production chain.

There are arguments for selective treat-
ment of tobacco consumption that go beyond
those related to health and the correction of
externalities and behaviours resulting from
misinformation. These are arguments based
on the particular characteristics of demand
for tobacco products in relation to both price
inelasticity and complementarity with leisure

(or replaceability with job opportunities).
Even from a purely theoretical perspective, it
is not clear whether smoking is a complement
to leisure or a replacement for it. As noted in
Crawford, Keen and Smith (2010), “For some
people smoking may be a leisure-time pur-
suit; for others, it may help with the stresses
and social interactions involved in working;
for some it may be both.” On the other hand,
stressing that smoking restrictions in the
workplace may lead to certain observed re-
sults, the authors find statistically significant
evidence of the existence of a modest substi-
tution relationship between tobacco expen-
diture and labour supply, concluding that its
magnitude is not enough to justify greater
taxation on these products on the basis of this
argument.

Although not negligible in terms of rev-
enue collection, its theoretical justification
by using the “taxation inversely proportional
to elasticity” rule is not sensible in the long
term as part of an optimal structure. The poor
price elasticity of demand — which to some
extent may be a virtue in that it minimizes
the surplus burden of the revenue resulting
from taxes on “goods” - is also an obstacle to
the reduction of the harmful effects directly
related to smoking.>

However, there is a progressively validated
consensus on differential taxation on tobacco
based on hard evidence of its harmful effects
on the health of the population. This calls for

1. The word tobacco refers to all the products containing tobacco for final consumption, whatever the form in which it is presented

to the consumer.

2. However, in the medium term, it makes it possible to establish a means of taking advantage of revenue for relatively low product

prices with respect to the purchasing power of the population (high affordability). See Guindon, G. E. et al. (2015), and Goodchild,

M. et al. (2017).
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both corrective taxation on the externalities
resulting from tobacco consumption and a
forecast of the self-destructive effects on the
consumers themselves® in the medium- and
long term.

In regard to the externalities, the first
identifiable impact is on the population suf-
fering from the direct effects of second-hand
smoke, which, apart from the immediate
discomfort, results in many cases in tobac-
co-related illnesses affecting non-smokers.
But there is also another impact related to
the increase in the costs of healthcare sys-
tems, which requires the internalization of
this future public expenditure through the
collection of taxes matching those expenses,
possibly with more or less specific budgetary
implications. In both cases, individual con-
sumption decisions will not reflect the total
social costs of smoking, because the indi-
vidual consumer does not bear the marginal
costs of medical care or direct externalities
resulting from their own consumption deci-
sions. These excises are therefore a way for
the consumer to internalize such costs.

Another subject of discussion is the con-
sequences of individual consumption on the
health, employment prospects and decreased
productivity of smokers due to their early
morbidity. As such costs for the individual
consumer do not constitute any externalities,
they tend to lead to some skepticism from an

economic point of view regarding the need
to implement paternalistic policies to cor-
rect the perception of the harmful effects of
smoking on health, especially when “Almost
all tobacco consumption begins and sets in
during adolescence, a period of development
characterized by high levels of impulsiveness,
risk-taking and immature cognitive control
mechanisms” (Steinberg, 2008). However, the
vision of the rational, informed consumer
may not be adequate in terms of tobacco and
alcohol consumption, as noted by Crawford,
Keen and Smith (2010), “Some of the individ-
ual costs of smoking and drinking arise as a
result of the addictive nature of consump-
tion, and this adds a further dimension to the
problem. Current consumption may increase
the risk of future addiction.” The tax tool
therefore emerges as a way of correcting dif-
ferential treatment — in terms of legality and
illegality — given by the State itself to vari-
ous products with addictive characteristics;
in these cases, the increase in price through
taxation also seeks to prevent (discourage)
the transition to addictive consumption,
mainly among young people.®

Consequently, the arguments for excise
taxation on tobacco consumption are closely
related to the preservation of the popula-
tion’s health, but they represent a solution
to broader problems in the attempt to correct
market failures related to a lack of complete
information, whether these failures manifest

3. NCI (2016), “Tobacco Control Monograph 21”; and World Bank Group (2017), “Tobacco Tax Reform: At the Crossroads of Health

and Development - A Multisectoral Perspective.”

4. Under an assumption of irrationality, addictive goods might not follow the fundamental economic law of a reverse relationship

between price and consumption. However this view has been rejected by a large body of economic research that shows that the demand

for cigarettes clearly responds to changes in prices (Chaloupka, Warner, 1999).

5. See Warner et al. (1995); Jha et al. (2000).

L
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themselves as externalities, misperception of
risk, and/or addictive behaviours.®” In these
contexts, the patterns of rational addiction
are outweighed by empirical evidence of the
smoker’s change of heart, and the attitude of
paternalistic state intervention is replaced
with a necessary intervention aimed at cor-
recting flawed markets, while proclaiming
excise taxation on tobacco in addition to and
regardless of the necessary public interven-
tion in the presence of externalities. In this
case, a suitable structure of remedial taxes
plays a key role in the internalization of the
long-term social costs resulting from the use
of tobacco.

Considering the range of situations ob-
served in Latin America in relation to the
production and consumption of tobacco and
its products, the modality of taxation on
these products and other policies adopted
to reduce their consumption, it is necessary
to assess strengths and future challenges for
an effective reduction in smoking, which will
undoubtedly result in better living conditions
for the population in the region.

In response to that demand, between late
2017 and early 2019, Red Sur undertook a
series of studies as part of the global proj-
ect coordinated by the Institute for Health
Research and Policy of The University of
Illinois at Chicago (UIC) and supported by
the Bloomberg Initiative to Reduce Tobacco
Use of Bloomberg Philanthropies, for the
purpose of analyzing tax policy alternatives
as an effective tool to reduce the levels of

tobacco consumption and improve the health
of the population.

In the context of a regional call for project
proposals on thematic studies in Argentina,
Brazil, Ecuador, Mexico and Peru, seven re-
search teams were selected that developed
a series of studies focusing on the economic
and tax aspects of tobacco taxation policies
in each country. In the cases of Argentina and
Mexico, two national teams were selected that
addressed different topics.

The following are the teams that prepared
the country studies:

- Argentina:

» Ricardo Rozemberg, Gabriel Bezchinsky,
and Ariel Melamud, from Centro iDeAS,
National University of San Martin (UNSAM).

e Martin Gonzalez-Rozada and Julio
Berlinski, from the Torcuato Di Tella
Institute (ITDT) - Red Sur.

- Brazil:

e Ricardo Markwald, Livio Ribeiro and Vilma
Pinto, from Fundacao Centro de Estudos
do Comércio Exterior (FUNCEX)-Red Sur.

- Ecuador:

e Pedro Paez, Maria Dolores Almeida and
Ximena Amoroso, from the Pontificia
Universidad Catdlica del Ecuador (PUCE -
Pontifical Catholic University of Ecuador).

6. Gruber, Koszegi (2000); Guhl and Hughes (2006).

7. For a more thorough development of economic models in the presence of addiction, see NCI (2016), “Tobacco Control Monograph

21.” Chapter 4: https://bit.ly/2TyLq7t
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- Mexico:

 Liliana Alvarado, Rodrigo Bolanos, Claudia
Cordova, Dalia Toledo and Alejandro
Alegria, from Ethos, Laboratorio de
Politicas Publicas.

e Luis Huesca Reynoso, Cuauhtémoc
Calderén Villareal, Linda Llamas and
Abdelkrim Araar, from the Centro de
Investigacion en Alimentacion y Desarrollo
(CIAD).

- Peru:

e Carlos De los Rios, Hugo Cérdova and
Marco Ugarte, from the Institute for
Peruvian Studies (IEP) in collaboration
with the Comision Nacional Permanente
de Lucha Antitabaquica (COLAT).

Based on these documents, this report of-
fers an assessment of the status of taxation as

part of the policies aimed at reducing tobacco
consumption in these countries, placing them
in the regional and international context. It
also highlights some aspects that are con-
sidered critical for fast progress in obtaining
concrete results in the fight against smoking.
The report will begin with a short presenta-
tion of the seven studies and will then discuss,
in subsequent sections, the tobacco con-
sumption situation, the chief characteristics
of tobacco taxation, its impact on prices and
consumption (including calculations of elas-
ticities), other policies with the same goals,
the problems related to the supply of prod-
ucts, proposed specific allocations of revenue
from these taxes and the political economy of
taxation as a central aspect when considering
the feasibility of the necessary reforms. The
paper ends with a number of final reflections
and the main challenges ahead.

B
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s noted in the introduction, befo-
re starting to analyze the different
topics addressed in the studies,
there is a brief introduction to the
findings of each baseline study at the natio-
nal level. This presentation is not intended
as a replacement for the detailed reading of
studies that can be referred to separately in
their unabridged and summarized versions in
a Policy Brief format.® On the contrary, it is
designed as a foretaste of what can be studied
in depth in each national case study. In any
case, due to the nature of this section, some
considerations will have to be repeated in the
analyses completing the document.

2.1. Argentina,
ITDT-Red Sur study

The paper analyzes the effects of the two la-
test reforms in taxes on cigarette consump-
tion in Argentina. The first of the reforms was
implemented in May 2016 through Decree
626. This reform established an increase in
the rate of internal taxes on cigarettes from
60% to 75%. The decree was extended through
decree 15/2017 to December 2017. The second
reform was established on December 28, 2017.
On that date, the National Congress enacted
Law 27430, which once again modified the
taxes on tobacco consumption. In the parti-
cular case of cigarettes, the rate of internal
taxes was decreased from 75% to 70% and a
specific tax was introduced with a minimum
of 28 pesos for a pack of 20 cigarettes. This

minimum tax is adjusted for inflation every
three months and the Executive is empowered
to increase it by 25% or lower it by 10%.

The tax burden before the tax reform of
May 2016 was 68.5%. The average retail price
in April 2016 was almost 26 pesos for a pack
of 20 cigarettes and internal taxes accounted
for 47% of that retail price.’ Following the re-
form, the tax burden increased and reached
almost 80% in December 2017. That month
internal taxes accounted for almost 61% of
the average retail price of almost 50 pesos for
a pack of 20 cigarettes.

The second reform, in December 2017, has
been only partially implemented. It has not
been possible to establish a minimum tax yet,
so there are still some packs of 20 cigarettes
that cost less than the minimum tax. The tax
burden on a pack of 20 cigarettes at an aver-
age price of around 53 pesos is 76%. The drop
in the rate of internal taxes from 75% to 70%
led to a fall in the percentage accounted for
by these taxes in the retail price from almost
61% to 56.2%.

To analyze the impact of the reform im-
plemented by Decree 626 of May 2016 on the
consumption of cigarettes and on tax revenue
for the State, a simulation was implemented
which used the econometric tobacco demand
estimates made in this studio. The results of
this exercise suggest that taxes on cigarette
consumption can still be increased and tax
revenue can therefore be increased and con-
sumption reduced.

8. The national reports of this study are available at: http://www.redsudamericana.org/

9. The remaining 21.5% of the burden was accounted for by VAT and other taxes similar to internal taxes (FET and IAE).
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In regard to the tax reform promoted by
Law 27430 of December 2017, it has not yet
been fully implemented. Due to different legal
court actions by the tobacco industry it has
not been possible to introduce a minimum tax
on cigarettes. There are still packs of 20 cig-
arettes that cost less than the minimum tax
of 29.87 pesos. As this part of the law has not
been enforced, the price gap between expen-
sive and cheap brands has remained relatively
stable. This evidence suggests that there has
not been any substitution between the con-
sumption of expensive and cheap brands.

The findings of this study suggest that in
Argentina, increasing the rates of ad valor-
em excise taxes has a more immediate effect
on smoking and tax revenue than the imple-
mentation of a reform that includes only a
specific tax, as a result of evident institutional
pressure through writs of protection which
have managed to thwart attempts to enforce
minimum taxes.

2.2. Argentina, Centro
iDeAS / UNSAM study

Argentina has come a long way over the last
few decades with a comprehensive policy on
controlling and preventing the demand for ci-
garettes, including taxation aspects, banning
smoking in public places, raising awareness of
health impacts, and introducing limitations
in advertising guidelines, among other ini-
tiatives. However, although the percentage
of smokers among people older than 15 years
has decreased, tobacco remains the leading
factor in deaths due to cardiovascular pro-
blems in the country.

Apart from the efforts to reduce tobac-
co consumption, little has been done in
Argentina'® in recent decades in terms of
regulating supply, and initiatives aimed at
diversifying and/or shifting the specialization
of regional economies involved have so far
been few, far between and largely unsuccess-
ful. On the contrary, action to stimulate to-
bacco production is still being taken as part of
the Special Tobacco Fund (FET, for its Spanish
acronym). Indeed, the main characteristic
that differentiates this production from oth-
er agribusiness activities is that it enjoys the
benefits of the FET.

10.In 2017, manufacturers of tobacco products accounted for 0.65% of the Gross Production Value of the national industry, with a much

more signi cant presence in the northern, relatively less developed, provinces (11.6% in Salta, 11. 1% in Jujuy and 5.9% in Misiones).

In terms of employment, the early stages require some 50,000 people (mostly seasonal and informal work), while the industrial stage

generates an estimated 6,800 formal jobs. Argentina ranks as the eighth largest producer and seventh world exporter of tobacco. In

the 2016/2017 biennium, exports averaged US$ 340 million per year. China is an increasingly important market, accounting for 1 of

every 4 dollars sold to the world. Exported tobacco accounts for 80% of total production. The remaining 20% is sold on the domestic

market for the manufacture of cigarettes. Although taxes account for 80% of the value of a pack, the average price of cigarettes is

among the lowest in the world.
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The FET is financed through a tax of 7% of
the retail price excluding VAT of each pack of
cigarettes, plus an additional specific compo-
nent of $ 0.142 per pack sold (this value has
been modified by subsequent regulations).
Furthermore, cigarette manufacturers must
apply two kinds of withholdings which - al-
though unrelated to the FET funds — play a
significant role in the political economy of
the sector: 0.35% of the retail price excluding
VAT, which goes to the social welfare of the
labourers in the sector; and 1% of the same
value, used to cover marketing costs in the
domestic market.

The distribution of FET funds among the
producing provinces shows a high degree of
concentration: Jujuy receives 40%, Salta and
Misiones 26% each. These three provinces ac-
count for 92% of the fund’s total resources.
While the producers in Misiones are small,
the production structure in Salta and Jujuy is
based on large producers.

In addition to benefiting larger producers
to a greater extent, the FET also benefits the
cigarette stockpilers, dealers/exporters and
producers, since it reduces the price they pay
for the raw material. This way, the FET has
been institutionalized as a subsidy mecha-
nism that has produced a powerful coalition
of interests contrary to any change in the
status quo, despite the fact that the benefit
is largely concentrated in the strongest link
in the chain. It should be pointed out that
the FET funds come from the sales of ciga-
rettes on the domestic market, and then fi-
nance 100% of production (80% of which is
exported).

P
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In addition, while Argentina exported an
average USD 317 million annually in the last
five years, the FET collected an average USD
380 million per year in the same period. This
imbalance between foreign exchange earn-
ings and FET benefits is widespread in almost
all the producing provinces. Directly (via sur-
plus to tobacco growers) and indirectly (via
plans), the FET allows tobacco leaf merchants
and dealers to lower the price they pay to
producers. In the case of dealers, who export
tobacco, the FET constitutes an export subsi-
dy. Comparing the FET value and the tobacco
exported value, FET seems to be more of a
transfer from Argentinian smokers to inter-
national dealers than a subsidy to vulnerable
tobacco growers.

Far from encouraging crop diversification,
the FET has helped to expand and consoli-
date tobacco production subsidizing tobacco
exports. From the national and international
review of successful experiences, it becomes
apparent that the substitution of tobacco
production is possible from the technical
point of view and viable at the economic lev-
el. Numerous cases of restructuring in dif-
ferent countries around the world prove this.
However, this is a long, complex process that
must involve producers, seeking new forms of
partnership, and recruitment that can replace
the incentives provided by the tobacco chain.
It also requires the State’s active participa-
tion not only in the funding of the different
actions and technical assistance to producers
and associations, but also in the development
of infrastructure.

However, the coalition of stakeholders op-
posing the modification to the FET imposes
a severe restriction on any policy aimed at



restructuring — even partially — these policy
restrictions, any possibility of taking action
on the supply-side to complement efforts to
reduce tobacco consumption requires gradual
progress on different fronts. In this regard,
some actions that could be implemented
without the need for substantial modifica-
tions to the FET are:

e Improving the use of the funds that ben-
efit small producers.

» Prioritizing productive diversification proj-
ects rather than restructuring projects.

» Extending the benefits of the FET for a
period of 3 to 5 years after stopping oper-
ations as a tobacco producer.

Some additional further-reaching actions
could involve:

» Implementing a comprehensive regional
development programme that includes —
but is not limited to — the restructuring of
tobacco production.

e Conducting a campaign aimed at raising
awareness among producers of the world-
wide trend towards a reduction in tobacco
consumption.

« Contemplating a possible increase in tax
withholdings on tobacco exports as a
means of countering the encouragement
for traders and limiting the incentive to
expand production/exports.

* Amending legislation in order to turn the
FET into a co-participatory tax resource
for the producing provinces.

2.3. Brazil,
FUNCEX - Red Sur study

Over the past 30 years, Brazil has become one
of the world leaders in reducing prevalence of
tobacco consumption (from about 35% in the
late 1980s to just over 10% in 2016). This has
been possible through the implementation of
a wide range of policies.

Although increases in cigarette prices
were the spearhead of the strategy, Brazil
made several institutional efforts as part of
the National Tobacco Control Programme to
tackle the consumption of tobacco and im-
prove the outcomes of pricing policies.

It should be noted that, although it is
important to highlight the success of these
policies, there are still significant shortcom-
ings in the mechanisms used to continue
reducing tobacco consumption. In an inter-
national comparison, Brazilian cigarettes
remain very cheap, with prices close to those
in “tobacco havens”, despite their relatively
heavy tax burden. There is also mounting evi-
dence of the consumption of illicit cigarettes.
Independent researchers suggest that the
market share of illicit cigarettes has recently
increased and reached approximately 45% of
total consumption in 2016.

The FUNCEX study highlights the signif-
icance of Paraguay to explain the situation
of illicit tobacco in Brazil. The best-selling
brands, such as Eight and Gift, are legally
produced in Paraguay and illegally exported
to Brazil. In this regard, it should be noted
that international trade data have shown no
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official flow of cigarettes from that country
since 2002. In turn, seizures of cigarettes by
the Federal Police are highly concentrated in
the states or tax areas bordering Paraguay.

To understand the significance of Paraguay
in Brazil’s sectoral situation, the analysis
should not be restricted to cigarettes smug-
gled in. Paraguay is also a major buyer of in-
puts for the production of cigarettes, such as
tobacco leaves, artificial filaments for filters
(cellulose acetate paper) and cigarette-re-
lated papers. Brazil is a leading supplier of
such goods, which implies a very unbalanced
(official) pattern of trade between the two
countries. Despite these gaps, the literature
strongly supports the idea that production
consistent with Paraguay’s volume of inputs
is excessive given the possible legal needs
(consumption + net exports).!!

Unfortunately, the information available
on illicit activities is — as could be expected
— scarce. To corroborate the situation, it is
pointed out that in Brazil the statistical in-
formation on the cigarette production chain
shows major inconsistencies between the
trends of raw tobacco (inputs) available in
the country and the cigarette production es-
timated through taxes paid. This behaviour
of raw tobacco producers suggests a potential
illicit supply consumed within the country or
abroad. This mismatch has been growing over
the last decade. Since an inventory accumula-
tion of several years is irrational, these figures
suggest an increasing amount of inputs given
the final legal needs. Consequently, there are
elements that point to the potential existence
of illicit trade in the production chain (both

raw materials and cigarettes) and, probably,
illicit domestic manufacture of cigarettes.

Based on the above, it is possible to es-
tablish the need to address the information
gaps in trade (both at the border and within
the territory) to improve the understanding
of the cigarette production chain, and thus
remove doubts about the inconsistencies in
the trade and tax data.

The study found that tobacco control pol-
icies need continuous assessment, and the
estimates of income and price elasticities
provide significant information for the de-
bate of tobacco control policies and the de-
sign of tax policies targeted to reduce tobacco
consumption and increase tax revenues. The
deficiencies in the available data are a strong
restraint on econometric estimates in Brazil.
The analysis and consideration of the data
by analysts with extensive experience in the
area are indispensable for an adequate assess-
ment of the policies, since they require spe-
cific knowledge of the metadata and Brazilian
statistical approaches.

The study’s findings show that increas-
es in the tobacco taxes and actual prices of
cigarettes and the strengthening of tobacco
control policies produce the intended effect
of curbing the prevalence of tobacco con-
sumption and smoking, supporting the to-
bacco control strategy implemented in Brazil.

However, the presence of illegal products
jeopardizes the effectiveness of public health
efforts and makes the assessment of the to-
bacco market considerably more complex.

11. See Biz (2010) and Iglesias et al. (2012).
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The illegal cigarette trade in Brazil under-
mines the State’s ability to fight the tobacco
epidemic in the country and makes it difficult
to assess the policy, since total cigarette con-
sumption is unknown.

The study concludes that cigarette-relat-
ed tax revenues have been lower than they
should have been. The decrease in revenue
collection may be the result of the combina-
tion of rising illicit trade and declining smok-
ing prevalence. This gap could also be related
to tax evasion by domestic producers. As a
result, additional steps are needed to stop an
increase in the consumption of illicit ciga-
rettes and curb tax evasion.

2.4. Ecuador, PUCE study

The tobacco agribusiness in Ecuador is not
one of the most important economic sectors
either in terms of its level of contribution in
Gross Domestic Product (GDP) value added
(0.01% of GDP in 2016), export share (0.25%
of total exports in 2017) or direct generation
of jobs (less than 0.01% of the economically
active population in 2017). Three compa-
nies belonging to the Philips Morris Group
(TANASA, ITABSA, PROESA) concentrate the
market for the manufacture and wholesale of
tobacco products.

According to the Living Conditions Survey
(2014), 8.82% of the population over 12 years
smoke, either daily or occasionally. 88% of
them are male. Almost two thirds of the
smoking population lives in urban areas, and
27.3% live in rural areas. In regard to ethnic
self-definition, eight out of ten smokers define

themselves as mestizo; while in terms of their
age, the highest concentration in terms of
number of smokers is in the 30-45 age group,
but 50% of smokers start smoking when they
are between 16 and 19 years old. Smokers are
concentrated in the upper secondary and uni-
versity education groups and come from the
richer quintiles of the population.

Ecuador signed the Framework Convention
on Tobacco Control (FCTC) in 2004 and rat-
ified it in 2006. The country has adopted
and implemented a number of measures to
prevent and reduce tobacco consumption.
The following are some of the main non-tax
measures:

» Passing the Organic Law for the Regulation
and Control of Tobacco (LORCT) in 2011
and issuing its regulations in 2012. In the
context of this law, measures have been
implemented such as 100% smoke-free
areas, graphic health warnings on tobacco
packaging, a ban on sales to minors, ad-
vertising restrictions, among others.

e The signing of the Protocol to Eliminate
Illicit Trade in Tobacco Products (2014)
ratified in June 2018.

e The establishment and funding of a na-
tional intersectoral coordination mecha-
nism for tobacco control: Comité
Interinstitucional de Lucha Anti Tabdquica
(CILA - Inter-Institutional Committee for
the Fight against Tobacco).

The main tax measures include an in-
crease in the rate of the Special Consumption
Tax (known as ICE in Ecuador) on tobacco
and the recent implementation of the System

1
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for Identification, Marking, Authentication,
Tracking and Tax Traceability (SIMAR)
in 2017.

The ICE on cigarettes has undergone a
number of changes in rate and its calculation
in the following four stages:

I. From 1989 to 1992: an ad valorem rate
levied a maximum of 260% on for-
eign-brand blond cigarettes and a lower
rate of between 200% and 240% on do-
mestic-brand cigarettes.

I1. From 1993 to 2006: the ad valorem rate is
drastically reduced to 98% and is charged
simply by cigarette type (blond or black)
without any distinction between national
or foreign brands. Blond cigarettes were
always levied at a higher rate than black
tobacco.

III. From 2007 to 2011: the ad valorem rate
was increased to 150% without distin-
guishing cigarette type until late 2011.
IV. 2012 to the present: a specific rate is lev-
ied per unit, without distinguishing ciga-
rette types or brands. This rate increased
from 0.08 cents in 2011 to 0.16 cents in
2018. The 150% ad valorem rate has been
maintained, but only for tobacco substi-
tute products, whose sale is marginal in
the country.

Statistical evidence shows that for tax
reforms that have increased the ad valorem
rate and/or the specific rate per unit on to-
bacco, the increase has been transferred to
the consumer through price increases. The
tax burden on cigarettes, that is, how much

M
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of the price of cigarettes is accounted for by
the Special Consumption Tax (SCT) and VAT,
was close to 64.29% in 2011 and reached
66.37% in mid-2018, a value that is still below
the 75% recommended by the World Health
Organization (WHO).

In terms of revenue, the share of SCT
on tobacco has tended to decrease, going
from 0.19% of GDP in 2002 to 0.08% in 2017.
Although the reforms to the SCT on cigarettes
initially increased revenue in absolute terms,
as of 2015, when the rate was almost doubled,
revenue began to decline. This behaviour is
reflected in the decrease in sales reported
by tobacco-related Internal Revenue Service
(IRS) taxpayers, which could be attributed to a
decline in consumption, but could also be due
to an increase in tobacco smuggling. While
the implementation of SIMAR has improved
the registry of taxpayers and made more in-
formation available to close the tax return
gap, it is necessary to support the IRS in es-
timating the evasion gap, and other public
institutions need to join the control process
for improved efficiency. On the other hand,
taking account of the fact that the existence
of illicit trade could be covering part of the
demand for cigarettes, it is necessary to sup-
port the implementation of SIMAR to reduce
smuggling.

Finally, the PUCE study underscores the
importance of improving the effectiveness of
policies to reduce tobacco consumption by
increasing the tax burden to change the con-
sumption patterns of individuals. However,
they argue that this effort must not be dis-
jointed and isolated from other demand-side
public policies related to education and
health, which promote prevention and control



measures aimed at household habits and pro-
moting healthy lifestyles.

Additionally, it is essential to work on the
supply-side through the implementation of
public policies to discourage production.

2.5. Mexico, Ethos study

This study analyzes the tobacco control po-
licies that have been implemented in Mexico
over time, focusing in particular on the effec-
tiveness of tax policies in reducing cigarette
consumption and the impact of smoking on
public finances. To this end, it presents both
the legislative measures and the actions taken
since Mexico signed the FCTC.

Despite these efforts, prevalence in Mexico
remains high, since one of every five Mexicans
over the age of 12 smokes. Among the differ-
ent reasons, one is the serious shortcomings
in the implementation of smoke-free spaces
and the eradication of tobacco advertising.
Similarly, neither the health warnings on the
packs nor the anti-smoking campaigns have
yet had the intended impact.

The costs generated by tobacco in the
health sector are so high that the revenue from
the Special Tax on Production and Services
(IEPS) only covers half of them, excluding
the activities that seek the prevention and
elimination of tobacco consumption. In this
context, a higher rate of tobacco tax would
not only result in an incentive for people to
smoke less, but it would also help reduce the
burden of smoking on public finances. Taking
account of the fact that the IEPS has an ad

valorem and specific components, failure to
update the latter since 2013 has led to a sig-
nificant loss in revenue, so the effectiveness
of the tax has been eroded over time.

The study presents the results of a num-
ber of simulations in order to determine the
best way to modify the IEPS and make it more
effective. First, it analyzes what would hap-
pen if no tax changes were made. This would
imply that by 2022 there would have been an
increase in consumption and a decrease in
tax revenue as a result of the reduction that
would occur in the actual value of the specific
component of the tax. In the second scenario,
the specific component is updated annually to
match the evolution of inflation. In this case,
there would be no changes either in the levels
of consumption or in the actual value of the
revenue from collecting this tax.

Four tax reform scenarios are also consid-
ered. In the first two scenarios, each compo-
nent of the tax is modified, keeping the other
one constant and trying to increase the IEPS
more than inflation. When only the specific
component is increased, the reduction in con-
sumption is more evident, although there is a
risk that the tobacco industry will reduce the
number of cigarettes per pack in order to re-
duce the final impact of the price. On the other
hand, in the case where only the ad valorem
rate is increased, the increase in revenue is
more significant, although this would possibly
cause consumers to shift their consumption
towards cheaper brands.

Thus, one of the most important findings
of the research is that if the aim is to pre-
vent consumption levels from increasing or
remaining stable and increase tax revenue, it
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is necessary for the tobacco tax to be period-
ically updated at a greater rate than inflation
to reduce cigarette affordability. However, the
study warns that the possible adverse effects
that could occur in this type of reform should
be considered.

To prevent unintended consequences,
in the last two reform scenarios both com-
ponents are adjusted simultaneously, with
different goals in mind. In one case, the aim
is for the tax burden in the final price to con-
form to the recommendations of the WHO,
while, in the other case, the aim is to align the
retail price in Mexico with that in advanced
economies. As expected, in both scenarios
there are greater decreases in consumption
and greater increases in tax revenue.

The Ethos study provides information
on the amount of money that goes to the
fight against smoking through an analysis
of Mexico’s public budget. The conclusion is
that due to the current budgetary architecture
— where budget schemes do not distinguish
between combating tobacco and fighting
other drugs — it is difficult to break down an-
ti-smoking spending accurately. The study
also emphasizes that there is no indicator to
measure the efficiency of spending.

A number of recommendations can be
drawn from this paper at the level of tax and
budgetary policy:

» Linking the collection of tobacco taxes
with the prevention, cessation and treat-
ment of diseases caused by the consump-
tion of this product.
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» Redesigning the budget structure related
to tobacco control, designing specific in-
dicators to determine the effectiveness of
each of the actions taken by the State and
measure how efficiently public resources
are used in the fight against smoking.

» Setting and sustaining a high rate of the
Special Tax on Production and Services
(IEPS) and contemplating adjustment for
inflation in its design.

The study also proposes some measures
that could improve tobacco control in Mexico:

» Designing a National Policy for Tobacco
Control.

e Improving health warnings on packs.

» Extending anti-smoking campaigns to the
digital sector.

e Strengthening preventive measures
against exposure to tobacco smoke.

« Improving institutional activities aimed
at smoking cessation.

» Moving from vague legislation to specific
tobacco control policies targeted to reduce
consumption.

2.6. Mexico, CIAD study

This study evaluates the effect of the special
tobacco tax on the Mexican population’s con-
sumption and analyzes the distributive effects
in four tax reform scenarios.



From 2010 to date, tax revenues from the
special tax on tobacco have remained at the
same level of 0.2% of GDP. In 2018, these
revenues accounted for barely 36% of smok-
ing-related health spending and treatment,
which in turn accounted for 0.55% of GDP. In
Mexico, the prevalence of smoking in 2016
was 17.6%. At the same time, half of the pop-
ulation lives in poverty. Therefore, a tobacco
tax increase should have the direct impact
not only to reduce consumption, but also to
support healthcare costs related to tobacco
use, especially for households living in pov-
erty with high tobacco expenditures.

In Mexico, the special tax on tobacco is a
mixed levy; the ad valorem and specific com-
ponents have had the same structure since
2011 (160% and 0.35 pesos per cigarette, re-
spectively). This tax lag means that Mexico
is one of the few countries in Latin America
where the tax burden is not adjusted for infla-
tion, so the effect of the tax has been fading
over time. Furthermore, Mexico has one of
the lowest tax burdens on tobacco in Latin
America (just above Colombia and Paraguay).
At present, indirect taxes (special tax and val-
ue added) account for 67% of the final price
of the product.

The four reform scenarios are similar to
those considered in the Ethos study: a) in-
crease the specific component of the tax, to
1.35 pesos; b) increase the ad valorem compo-
nent to 240%; c) increase both components to
reach the tax burden suggested by the WHO
(260% and 0.80 pesos); d) increase the ad va-
lorem component to 240% and in the specific
component to 2.35 pesos for the purpose of
adjusting the internal price to international
levels.

The most important findings from this
study are:

 Contrary to tobacco use trends in other
countries, prevalence among poorer people
is the lowest relative to people in higher-in-
come deciles of the population. As highest
income deciles have a greater prevalence and
consume higher priced brands, a higher share
of tax revenues come from taxpayers in the
highest income decile. This results in a pro-
gressive redistributive effect.

» The estimated price elasticity for ciga-
rette demand is around -0.58, which is in line
with previous empirical studies in Mexico.
Elasticity of smoking participation is -0.12
plus conditional elasticity of cigarette con-
sumption -0.46.

e There is little variation in condition-
al price elasticity by income level, however
some preliminary evidence suggests con-
ditional price elasticity is lower in the first
decile than in the higher income decile.
Therefore, it is expected that poor smokers
who keep smoking after the tax increase will
reduce their consumption relatively less than
wealthy smokers.

e« The amendment of the IEPS should
increase the amount of the specific compo-
nent in a greater amount than the ad valorem
rate because the specific tax: a) is required
to be updated above inflation periodically;
and b) produces a greater reducing effect in
consumption.

 The increase of the specific tax compo-

nent does not increase the regressivity of the
tax, because much of the tax burden of the
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specific component falls on higher-income
smokers.

 The tobacco tax increase will have a lim-
ited impact on poverty. Even in the most ag-
gressive scenario, poverty will increase 2.6%
among those who continue to smoke after
the tax increase. For this reason, tobacco tax
increases should be part of a comprehensive
package of tobacco control policies to encour-
age smokers to quit.

» The effect of tax reforms on inequality
would also be limited. In the first two sce-
narios the increase of Gini index would be
less than a percentage point. In the third
and fourth scenarios would be 1% and 1.07%
respectively. Although the last two scenar-
ios establish more aggressive tax reforms,
their impact on inequality within their group
would be relatively low and imperceptible at
the national level.

The study suggests that with the addition-
al resources from the tobacco tax reforms, it
is possible to contribute to tackling the prob-
lem of poverty. It is suggested that the tax
resources from tobacco should be used for
two purposes.

The first purpose is to strengthen national
health programmes against smoking-related
diseases. One proposed strategy is to expand
the coverage of smoking-related diseases
through the existing Seguro Popular (which
does not include them at present), which pro-
vides health services to the low-income pop-
ulation in Mexico. In addition, the resource
should be used for the implementation of a
health programme to combat these diseases
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that includes a full package of studies for the
detection of tobacco-related diseases.

The second proposal involves assigning a
transfer to population groups living in pov-
erty consisting of a food basket (made up of
the most consumed foods among the poor:
eggs, beans, milk and tortillas) through food
stamps. As an action strategy, this could be
implemented by using the government distri-
bution channels known as Diconsa-Liconsa,
or by means of monetary transfers through
activated cards and labelling the resource
only for the acquisition of the four types of
food included.

Finally, the study recommends imple-
menting the type of reforms considered in the
third and fourth scenarios for the following
reasons: a) the smoking households would
reduce their tobacco consumption by 36% in
the low-income deciles, while in the high-
er-income deciles it would decrease by 23%;
b) the variation in the cigarette price would be
up to 42.8%, and higher in the lower deciles
(of 47.5%); and c) there would be moderate
increases in poverty levels among smoking
households.

Even though indirect taxes (excise tax plus
VAT) currently account for 67% of the price
of tobacco in the country, this total tax share
is still below the 75% recommended by the
WHO. In any tax reform scenario, it is essen-
tial for the specific component of the special
tax to be updated in keeping with inflation,
so that it does not lose its reduction effect on
consumption over time.

In regulatory terms, a subsidy on the ba-
sic food basket would compensate the most



for the poverty among continuing smokers
caused by the increase of the tobacco price
tax. These groups will therefore be able to
acquire more food and, at the same time, the
taxes will reduce the consumption of tobacco
and lead to a change in their consumption
pattern. On the other hand, this paper reveals
that a subsidy on health expenditure would
compensate only the smoking households
living in chronic poverty. In order to imple-
ment the described recommendations in the
form of public policies, it is necessary for the
Mexican government to pass laws for the al-
location of tobacco-related tax revenue re-
sources, since, if the corresponding law is not
amended, the additional resources obtained
will continue to be allocated to other public
expenditure items.

2.7. Peru, IEP study

The main objective of this research is to de-
velop a tax strategy to reduce the high social
and economic costs of smoking in Peru, in
keeping with the recommendations of the
WHO. The study uses information on the
amounts of tobacco consumed (apparent con-
sumption) that are econometrically related
to prices, the population’s income and a set
of variables that help to capture the effect of

non-tax policies (such as the implementation
of the FCTC agreement). With this informa-
tion and taking account of the recent beha-
viour of the industry before the changes in
taxes, tax policy scenarios are simulated that
could help progressively reach the tax burden
level required to meet the WHO objectives.

In Peru, the tax framework for cigarettes
is simple and consists of three types of tax-
es: the General Sales Tax (GST), the Special
Consumption Tax (SCT) and customs duties.
Since Peru is an importer of the cigarettes
that it consumes (it does not produce or ex-
port) and has signed free trade agreements
with the exporting countries,!? customs du-
ties do not apply as a tax policy instrument.
13 Therefore, the simplest and most effective
instrument for anti-smoking tax policy is the
SCT on cigarettes.

Since January 2010, the Finance Ministry
has been implementing a tax policy for tobac-
co control based on the use of the SCT specific
component, with no differentiation by kind of
product. The amount of the tribute was 0.07
soles from January of that year, increasing to
0.18 soles in May 2016 and 0.27 soles in May
2018.

In the latest changes to the SCT, the av-
erage tax burden on cigarettes rose to 60% of
the retail price (in 2010 it was 42%'4), taking

12.98% of imports come from Chile, Colombia and Ecuador, countries with which Peru has free trade agreements. The tax on imports

is currently 6% of the “customs value” for all cases in which there is no prior agreement.

13. At present, the General Sales Tax (GST) is 18%, and its tax base for calculation is the “customs value” plus customs duties and

other taxes (with the exception of the General Sales Tax). The “customs value” is made up of the value of the goods, the freight, the

insurance and the corresponding adjustments; and will be determined in accordance with the procedures and methods of the WTO

Valuation Agreement.
14. COLAT (2014), pp. 32.

7



W Effective tobacco taxes in Latin America

the average price of cigarettes in Peru' as a
reference (12 soles per pack of 20 cigarettes).
Consequently, it can be said that the Finance
Ministry does not have a clear programme
for updates according to changes in revenues
and prices in the economy, losing tax burden
when it fails to modify the tax, mainly be-
cause of the regular price increases policy of
the tobacco industry, which limits the long-
term effectiveness of recent tax policies and
compromises the objective of increasing the
total tax burden to 70% of the retail price.

This study shows that the effect of non-
tax policies (such as the implementation of
the FCTCQ) is significant and negative on the
demand for tobacco, and that it is possible to
differentiate that effect from that which oc-
curs as a result of price rises. In general, this
study confirms the findings of COLAT (2014)
regarding the inelasticity of the demand for
tobacco, so tax policy instruments could be
used effectively to reduce its consumption.
In fact, following the latest increases in taxes,
there has been a significant reduction in ciga-
rette consumption, which implies a reduction
in the social and economic costs of smoking
in Peru.

In order to identify a sustainable policy
for regular increases in taxation, the study
developed a predetermined mechanism for
constant SCT increase above inflation, which
would help to reduce apparent consumption
and reach the goal of excise tax being at least
70% of the retail price by 2030. Using the es-
timated demand equation (and the extreme
values of the 95% confidence interval) and
without considering income elasticity or the
exchange rate,'® 5% increases in the SCT were
simulated for the period 2019-2030, taking
account of three possible tobacco industry
response scenarios (full transfer of the tax to
consumers, 15% overshifting,!” and adjust-
ing prices in such a way that gross income
remains unchanged).

The results obtained indicate that the tax
burden by 2030 would be between 67.10% and
74.80%, achieving a drop in apparent con-
sumption of between -7.2% and -22.30%, and
an increase in revenue of between 34.80% and
56.30%. In this regard, the increase in tax-
es should be approximately two percentage
points above the average inflation in the last
decade (3%) to reach a tax burden that will
account for an estimated 70% of the retail
price by 2030.

15. The figures take as a reference the average supermarket retail price of the best-selling brands in the country as of November,

2018. https://bit.ly/2EZcrGT

16. Estimated income elasticity is not statistically significant and it is estimated that the evolution of the exchange rate is proportional

to inflation, so the only thing that will determine apparent consumption over time is price changes.

17. An overshifting policy involves transferring to the prices a higher increase than the effect of changes in costs. Consequently, a

15% overshift involves increasing prices 15% more than they would have increased by transferring only the increase in costs due to

the tax increase.
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ccording to WHO estimates, the

prevalence rate among smokers

over the age of fifteen was 20.7%

worldwide in 2015. There are sig-
nificant differences in rates between men
and women. In the case of men, prevalence
was 35%, and in the case of women, it was
6%.

An analysis of the time trend shows a re-
duction of smoking prevalence from 23.5% in
2007 to 20.7% in 2015. That is to say, the rate
fell by 2.8 percentage points in eight years.
However, this does not happen in the same
way in every country.

Despite the reduction in the global prev-
alence rate as a result of the growth in world
population, the number of smokers in the
world has not decreased.

An important aspect related to tobacco
taxation is the distribution of prevalence de-
pending on household income level.

Although the proposal on increasing the
taxation of tobacco to reduce consumption is
widely supported, it also has its detractors, in-
cluding — naturally — companies related to its
production and marketing. One of the argu-
ments used to lobby against this measure has
to do with the regressive effects that could
result from an increase in the tax burden
on tobacco. The argument is that lower-in-
come households tend to allocate a greater
proportion of their spending to tobacco con-
sumption and - assuming that consumption
patterns do not change - the results of the

increase in taxation would be negative for the
poorest sectors of the population.

Under certain circumstances, the situation
could be different, depending on the sensi-
tivity of demand to variations in the rela-
tive price of tobacco. If the reduction in the
amounts consumed were greater in the case
of people with lower incomes, the percentage
of increase in the tax burden for these people
would be lower than for people with higher
incomes. The tax burden on people with lower
incomes could even be reduced.

A study conducted for Turkey!'® shows that
a 25% increase in tobacco taxation would
result in a 35.3% reduction in consumption
among lower-income households and a 2.2%
reduction in the tax burden on tobacco. On
the other hand, among higher-income house-
holds, the reduction in consumption would
be lower (18.5%). As a result, there would
be a 9.7% increase in the tax burden for rich
households. In this case, the increase in to-
bacco taxation would result in a more equi-
table distribution of the tax burden.

In addition, considerations about the im-
pact of increased tobacco taxation on equity
are not exhausted with the analysis of the di-
rect impact of the tax burden. It is necessary to
take account of the fact that tobacco consump-
tion negatively affects the health of the pop-
ulation, generating expenses for households
that can become catastrophic, depending on
the health financing scheme in force in each
country. The lower the financial coverage of
people - that is, the greater the weight of the
direct health expenditure of households - the

18. Tobacconomics (2018), Policy Brief, February.
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greater the positive impact of increases in to-
bacco taxation in terms of equity."’

Given the effects of health problems on
absenteeism, tobacco consumption also im-
pacts on household income. In short, the
negative effects of tobacco consumption on
health can be direct and indirect. One direct
effect is the morbidity resulting from the con-
sumption of chemical substances contained
in tobacco. One indirect effect, particularly in
lower-income households, is that spending
on tobacco consumption can displace other
healthy consumptions — food being a case
in point. Reduced tobacco consumption can
improve the economic situation of lower-in-
come households by reducing direct personal
expenses on medical care.

3.1. Prevalence of
tobacco consumption
in the Americas

As in the rest of the world, there is a trend in
the Americas towards a reduced prevalence of
smoking tobacco. Between 2007 and 2015 the
rate went from 22.1% to 17.4%, a reduction of
4.7 percentage points, which is higher than
the worldwide percentage of reduction.

Although the average prevalence rate
in the Americas is similar to that observed
worldwide, the distribution by sex shows
smaller differences. The rate is 22% for men
and 12% for women, with a ratio of 1.7 male

19. Another possibility is that health systems may also introduce restrictions on access to certain services for smokers.
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smokers per female smoker. At the global lev-
el, this ratio is as high as 5.8.

The prevalence rates according to the Pan
American Health Organization (PAHO) for the
countries in the study are shown in the fol-
lowing table.

In the cases of Argentina, Brazil and
Peru - within the group of countries stud-
ied — the pattern is the same as that usu-
ally observed worldwide, characterized by
a concentration of the number of smokers
in the poor sectors with lower educational
levels, whereas Mexico and Ecuador are ex-
ceptions to this pattern.

Table 1.

In the case of Mexico, there is a higher
prevalence of households that consume to-
bacco as the level of income increases. In oth-
er words, the number of households spending
money on tobacco grows in proportion to the
level of income. More precisely, in the first
income decile, about 4% of households spend
money on tobacco, which accounts for an av-
erage 5.5% of their total expenditure. On the
other hand, the highest prevalence of tobacco
consumption is observed in the highest in-
come decile, where prevalence reaches 17% of
households; and tobacco-related expenditure
accounts for 2.0% of total expenditures.

Current consumption of smoked tobacco (%)
in adults, unless otherwise stated

Country Men Women Ratio Total

Argentina® 299 209 1,4 251 ﬂ i
Brazil 18,9 11,0 1,7 14,7 ‘H ﬁ
Ecuador 38,2 15,0 2.5 31,5 iﬂ f
Mexico 253 8,2 3,0 16,4 iii i
Peru™ 10,9 8,4 B 9,7 ﬂ ﬁ
World 3,8 “‘ﬁﬂ ﬁ
T SR D L B
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Something similar happens in the case of
Ecuador, with 36.4% of all smokers coming
from the fifth quintile of consumption, while
only 7.4% of the smoking population is from
the first quintile. The two highest quintiles
concentrate most of the Ecuadoran smoking
population.

Within the population of each of the con-
sumption quintiles, 6.3% of the individuals in
quintile 1 state they are in this habit; while in
the case of the individuals in quintiles 2, 3, 4
and 5, the prevalence is 6.9%, 8.1%, 8.9% and
10.9% respectively.

3.2. Spending on
health and tobacco
consumption

There is ample evidence that consumption of
cigarettes or manufactured tobacco products
worldwide is responsible for several chronic
and catastrophic diseases that lead to high
levels of morbidity and mortality. According
to the WHO, tobacco consumption around
the world caused the death of more than
seven million people in 2017. The forecasts
are that, if no action is taken to reduce
tobacco consumption, the number of deaths

Figure 1. Prevalence of households with tobacco
expenditure and proportion of expenditure on to-

bacco. Mexico 2016.
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Source: Developed by CIAD based on ENIGH, 2016.
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will increase in the future. These health
problems generate expenses for society
which are partly covered by public funds, and
partly by the affected households directly.

In this region, a significant part of health
spending is financed with public funds from
direct public provision or contributory social
insurance schemes. This share is as much as
61% in Peru, 55% in Argentina, 52% in Mexico,
49% in Ecuador, and 46% in Brazil (according
to statistical WHO information).?

Therefore, tobacco consumption has
a significant impact on the tax side of the
economies. On the other hand, when expen-
ditures are not covered by public funds, the
corresponding direct expenditure necessary
to deal with health problems can turn into
catastrophic expenditure for low-income
households.?

Every year, smoking is responsible for $
33,576 million in direct costs for health sys-
tems in the region (Pichon-Riviere, A. et al.,
2016). This amounts to 0.7% of the GDP in
the region and 8.3% of the health budget.
Cardiovascular disease, chronic obstructive
pulmonary disease (COPD) and cancer were
responsible for 30.3%, 26.9% and 23.7% of
this expense respectively.?

The cost attributable to smoking ranged
between 0.4% (Mexico and Peru) and 0.9%
(Chile) of GDP and between 8% (Brazil)?* and
12.7% (Bolivia) of health expenditure. In the
region, the tax revenue from the sale of ciga-
rettes barely covers 37% of the health expen-
diture attributable to smoking (8.1% in Bolivia
and 67.3% in Argentina) (Pichon-Riviere, A.
et al., 2016). Smoking is responsible for a
significant proportion of health spending in
Latin America, and the tax revenue from the
sale of cigarettes is far from covering it. The
countries in the region should give serious
consideration to a reinforcement of measures
such as an increase in tobacco taxes.

In Mexico, smoking is responsible for
49,189 deaths a year, 147,449 people with
COPD, 108,469 with heart problems, 21,062
with pneumonia, 15,273 strokes and 6,375
cases of lung cancer. The number of people
in Mexico diagnosed with a disease related to
tobacco consumption rose to 310,059, which
accounts for approximately 0.24% of the total
population.

The case of Mexico can be used as an
example of the potential extent of health
spending related to tobacco consumption.
The health cost resulting from smoking ac-
counts for an estimated 0.42% of GDP and
6.62% of total annual health expenditure in
the country. Of all the pathologies caused
by tobacco smoke, heart disease is the most

20. See https://bit.ly/2]JebK1]

21. A household with catastrophic health-related expenses is defined as one allocating more than 30% of their ability to pay to

financing their members’ health: https://bit.ly/1eQntzw

22. Pichon-Riviere, A. et al. Financial impact of smoking on health systems in Latin America. Rev Panam Public Health, 2016

40(4):213-221.

23.IECS: https://www.iecs.org.ar,

-content/uploads/Flyer_tabaquismo_Brasil-v9.pdf
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expensive because of the large number of
people suffering from it, followed by COPD,
also due largely to the number of people that
are diagnosed with this condition.

A debatable point, which is raised in some
of the studies conducted as part of this proj-
ect and requires further reflection, is the idea
of assigning all or a part of the funds raised
by tobacco taxes directly to the health sector,
in general, or to specific programmes such
as smoking cessation. Those responsible for
fiscal policy are concerned about the rigidities
that earmarking introduces in the allocation
of public resources. This will be analyzed later
in this report.
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his section presents the salient featu-

res of tobacco taxation in the region,

with a focus on the five national case

studies, preceded by some general
considerations regarding the tax burden on
tobacco from the theoretical perspective of
tax policy.

4.1. General
recommendations on the
tax burden on tobacco

Due to the different effects that the existence
or inexistence of a price “multiplier effect”
has on final prices, depending on whether it
is ad valorem or specific, respectively,?* the
optimal tax theory suggests a combination of
both components to avoid any possible bias
regarding the diversification of products, in-
creases in quality, or increases in added value,
in relation to the situation prior to the exis-
tence of taxes (Delipalla and Keen, 1992). In
this regard, the IMF (2016) warns that, to a
large extent, the combination of specific and
ad valorem structures tends to be the result
of the pressure of the industry. The powerful
impact of the multiplier effect on the struc-
ture of the market makes the choice between
ad valorem taxes and specific taxes a central
point of the industry lobby. In addition to

total tax burden, “changes in the existing tax
combination can, therefore, have a complex
impact on market dynamics and revenues,
and governments should analyze and as-
sess industry proposals based on their own
objectives.”

On the other hand, the motivation in to-
bacco taxation at present is not related to the
search for neutrality in the collection of tax
revenues, but in the protection of the citi-
zens’ health, so the adequate tax structure
for tobacco products will be motivated by the
choice of the most effective instruments for
the intended corrections in the population’s
consumption patterns, where the final impact
will be a result of the transfer in prices.

In 2014, the State Parties to the FCTC ad-
opted the guidelines for the enforcement of
Article 6, which recognizes price and tax mea-
sures as the most effective means of influ-
encing the consumption of tobacco products,
noting that they not only limit negative exter-
nalities (including high health costs and lost
productivity resulting from diseases attrib-
utable to tobacco), but they also contribute
to covering public health spending related to
consumption and exposure to tobacco smoke.

In this context, recommendations were
made on the design and management of these
particular tax instruments? that — with a fo-
cus on the reduction of consumption — leave

24. For example, if a manufacturer faced with a 50% ad valorem tax on the price upon leaving the factory decides to improve the

quality of their products and transfer the additional costs to the customers, the price increase will be 50% higher than the aggregate

cost, as a result of the ad valorem structure of the tax. This is known in optimal taxation theory as a multiplier effect on the price. On

the other hand, in the case of specific taxes, because the cigarette tax is fixed, manufacturers can enjoy the benefits of value-added

investments on their products with a lower price increase, as a result of not transferring part of that greater value added to tax revenue.

25. WHO (2014). Guidelines for implementation of Article 6 of the WHO FCTC (Measures related to prices and taxes to reduce

s
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general taxes on turnover or profits out of the
equation,?® and point to the introduction of
excise taxes in order to increase the relative
price of these harmful products and reduce
their affordability. These recommendations
can be summarized as:

» Making tobacco products less affordable by
not only considering the price and income
elasticity of products, but also the evolu-
tion of the general level of prices and
changes in household income, introducing
periodic revaluation of tobacco taxes.

» Establishing a simple, efficient system
through specific or mixed excise taxation,
with specific minimum taxes, which will
help to use administrative advantages
over ad valorem taxation.

» Taxing all tobacco products in an integrat-
ed and systemic way in order to prevent
substitution between cheap product cat-
egories in response to the price increase
caused by the policies implemented to
reduce tobacco consumption.

The aim is to raise the tax burden on tobac-
co products in real terms, both with respect to
other goods with the aim of encouraging the
substitution effect on their consumption, and
with respect to family income to reduce their
affordability in the population. A structure of

specific taxes or a mixed structure in the pres-
ence of minimum taxes, coordinated between
products, would help to reduce the level of
manipulation of market prices by the industry
and prevent migration between products.

The consolidation of this consensus in
Latin America is the result of the appearance
of international literature on the effectiveness
of tax increases in reducing the consumption
of tobacco products,?” and the greater interest
generated by the fulfilment of the Sustainable
Development Goals by 2030. These efforts
require the collection of resources to take
on the challenges related to providing pub-
lic goods and social welfare to take advan-
tage of the double dividend of this type of
Pigovian taxation.?® On the other hand, we
must take account of the particular objective
of achieving a reduction of 30% in deaths
from non-communicable diseases by 2025.%°
In this regard, WHO and PAHO highlight the
importance of generating a favourable con-
text for increasing the tax burden on tobacco
consumption. Through their annual reports,
both organizations point out that the ample
empirical evidence and continuous monitor-
ing of compliance with the FCTC show not
only that taxes are the most effective tool to
reduce tobacco consumption, but that light
tax burdens around the world today pave the
way for tax increases that will contribute to
an effective reduction in the consumption of

the demand for tobacco). Sixth Meeting of the Conference of the Parties to the WHO Framework Convention on Tobacco Control;
October 13 to 18, 2014, Moscow (Russian Federation). Geneva: World Health Organization, 2014 (FCTC / COP6 (5) decision).

26. This restriction in the approach limits effectiveness in the fight against tobacco on the side of production or investments in the

tobacco sector.
27. WHO (2010); TARC (2011); Guindon et al. (2015).

28. Taxes that seek to correct externalities. The name comes from the man who pioneered them: Arthur Pigou.

29. PAHO (2018); and WHO (2017).
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these products, whether through substitution
with healthier consumption or the reduction
in their affordability due to its increased price
in absolute and relative terms with respect to
other goods and services.

4.2.Tobacco taxation
in the region

As an introduction to the general features of
the situation on the continent, it can be poin-
ted out that, on the basis of the information
provided by the WHO Report database (2017),
a set of empirical regularities can be identi-
fied which characterize tobacco taxation in
the countries in the region.

Firstly, and as is often the case when an-
alyzing Latin American countries, it is not
possible to find a unique pattern of tobacco
taxation. As shown in figure 2, there is a wide
range of tax burdens on cigarettes as a per-
centage of the final price. Even though the
countries which are covered by this regional
project are among those with the greatest rel-
ative burden on the final retail price, retail
prices are still low in many in terms of inter-
national standards, and affordability has in-
creased in some of the selected countries. The
figure shows information on all the countries
in the region, in accordance with the series
developed by the WHO for 2016 (latest avail-
able data). In order to present the situation
of the different countries and compare this
information with that collected in the stud-
ies of this project, figure 2 incorporates the
data from each study, and the reference year
is included in brackets.

KU
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Secondly, figures 2 and 3 provide infor-
mation on recent changes in the tax burden
in Latin American and Caribbean countries.
It can be seen that from 2008 to 2016 there
were increases in the total tax burden on ciga-
rette consumption and in prices in purchasing
power parity dollars. Indeed, all 30 countries
of the sample prepared for the American
continent show price increases in purchasing
power parity dollars and only in four of them
(Barbados, Belize, Honduras and Trinidad
and Tobago) is there a reduction in the total
tax burden with respect to the retail price of
the best-selling brand. Although the cut-off
period of the aggregate information makes it
impossible to appreciate the four-point re-
duction in the tax burden for Argentina as of
2018 and the increases in Colombia, Peru and
Uruguay, this medium-term aggregate evo-
lution is evidence that the region as a whole
points to an increase in the price of tobacco
products based on increases in the taxes lev-
ied on their consumption.

Thirdly, the region seems to have moved
closer to the recommendations made in the
FCTC about cigarette tax structures where
specific and ad valorem components are com-
bined. As shown in figure 5, the exceptions
to this regularity are Brazil and Argentina. It
should be noted that in the case of Argentina,
the lack of specific taxation on tobacco is at-
tributable to political economy factors that
are clearly explained in the document by
UNSAM’s Centro IDeAS. In Brazil, a specific
component in cigarette taxation was in force
since 1999, with the ad valorem component
gaining a share between 2008 and 2016. As
in figure 2, information on the studies of this
project is incorporated for the years indicated
in brackets.



Figure 2.
Structure of taxes on cigarette consumption
(% of the price of the best-selling brand, 2016)
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With Respect to Weighted Average Price.

Argentina: Average retail price as of June 2018.

Ecuador (2018): Suggested annual average retail price 2018.

Brazil (2017): 2017 price of the leading brand “Derby” based on 2018 Euromonitor information.

Mexico (2018): 2018 annual price according to Ethos methodology (2019) table 7.1.

Peru (2018): Weighted average price as of November 2018 of the three best-selling brands (Pall Mall, Hamilton, and Lucky Strike)

according to information on average supermarket retail price of the best-selling brands (IEP, 2019 - Table 2).

Source: Devised by the author based on information from the project studies and the World Health Organization.

See https://bit.ly/20QyaUzp and case studies of the project.
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Figure 3.
2008-2016 variation of total burden on cigarette
consumption (% price of the best-selling brand)
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Figure 4.

2016 price and increase of the 20-cigarette pack

since 2008 (PPP dollars)
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4.3. The situation of
the countries studied in
the project

Figure 5, in turn, serves as an introduction
to a description of the situation of the coun-
tries studied in this project. This figure shows
the variations in the percentages of the retail
price of tobacco attributable to the burden
applied between the ends of the observation
period. This helps to identify changes in the
tax structure for all the countries in the sam-
ple. The main changes in direction recom-
mended by the FCTC are observed in Ecuador,
Mexico and Peru, as Brazil had had a specific
component since 1999, while Argentina taxes
cigarettes mostly on an ad valorem basis.

In the case of Ecuador, the change towards
specific taxation occurred in 2012, when the
150% ad valorem rate for cigarettes that had
been in force since 2007 was abandoned and
replaced with a specific value of USD 0.08 per
cigarette, which increased gradually in real
values until it reached USD 0.16 as of May
2016, with an inflation adjustment clause
since 2017.%° That very study shows a grow-
ing but accelerated tax policy: in the first
five years the tariff was increased every six
months, until in 2017 it reached an increase
of close to 100% in the rate of this SCT on cig-
arettes. Although the burden between 2011
and 2012 was similar in terms of the price of
cigarettes (64%), an increase was observed
in the latter of approximately 21% as a result

of its implementation. Pontificia Universidad
Catdlica del Ecuador (PUCE) describes how the
progressive increase in burden made it pos-
sible to reach a level above the retail price of
more than 73% in the first half of 2015. The
reduction observed since then did not result
from decreases in the value of the specific tax,
but as a consequence of the momentary in-
crease in VAT from 12% to 14%, introduced to
partially fund the rebuilding and reactivation
of the areas affected by the 2016 earthquake.
The subsequent business strategy involving
the in-excess transfer of the increases in costs
to the prices of the products meant that packs
of cigarettes reached the highest values in
the region, as measured through purchasing
power parity.

In the case of Mexico, it is not actually a
substitution. In fact, the effect of the fall in
the percentage of ad valorem taxes appears
as a consequence of the addition in 2010 of a
specific portion of 4 cents of Mexican curren-
cy that increased nine times in absolute value
the following year, remaining unchanged to
date. At present, the special tax on tobacco is
made up of 160% ad valorem rate on the net
retail price of VAT (whose rate is 16%) plus
35 Mexican cents per cigarette. As a result,
the total burden in 2018 on the retail price
of a pack of 20 cigarettes is as much as 67%,
with 39.6 percentage points accounted for by
the ad valorem tax, another 13.4 points are
added as a specific component; and finally
VAT completes the burden on consumption
with 13.8% of the total.

30. However, it should be noted that the previous ad valorem treatment persists for tobacco substitute products, whose sale is marginal

within the country.
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Figure 5. 2008-2016 variation of the tax structure
on cigarette consumption
(% price of the best-selling brand)
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With respect to Weighted Average Price (WAP)

Argentina: Average retail price as of June 2018.

Ecuador (2018): Suggested annual average retail price 2018.

Brazil (2017): 2017 price of the leading brand “Derby” based on 2018 Euromonitor information.

Mexico (2018): 2018 annual price according to Ethos methodology (2019) table 7.1.

Peru (2018): Weighted average price as of November 2018 of the three best-selling brands (Pall Mall, Hamilton, and Lucky Strike)

according to information on average supermarket retail price of the best-selling brands (IEP, 2019 - Table 2).

Source: Devised by the author based on information from the project studies and the World Health Organization.

See https://bit.ly/20QvaUzp and case studies of the project.
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Finally, in the case of Peru, since 2010, the
tax indirect structure has been the General
Sales Tax (GST), plus a Special Consumption
Tax (SCT). In the case of tobacco, it was set
at 7 cents of the Peruvian currency at that
time. It was increased by 11 cents in May 2016
and again in May 2018 — 50% more - to 27
cents. This makes it possible to estimate a
tax burden on the weighted average of packs
of cigarettes of approximately 57%,* made
up of 15 points of general sales tax and 42.1
points of the SCT since May 2018.32 The re-
port of the Institute for Peruvian Studies (IEP)
indicates that after the substitution of the
specific component, the tax increases were
fully transferred to the final prices of ciga-
rettes, with cases of overshifting close to 20%
in 2010 and 2016, and at the time of closing
the research, a possible overshift could not be
ruled out for 2018.

Analyzing the case of Brazil®® is an ex-
tremely complex exercise, because although
there have been no major reforms in recent
times, there is a widely distributed burden
within its tax federalism that - if one looks at
the highest rates of its State VAT (State Tax on
Circulation of Goods and Services, ICMS) and
its 2% municipal surcharge, allocated to fight-
ing poverty — can reach an effective rate of
78% of the retail price of the best-selling cat-
egory in Brasilia, in contrast with 10 percent-
age points lower in the state of Rio Grande do

Sul. On the other hand, at the federal level,
four other taxes are applied at the beginning
of the production chain (on the price upon
leaving the factory or the price related to im-
ports), in addition to the application of a min-
imum price as of 2011, which must be high
enough to accommodate all costs (production
and marketing), taxes and a minimum profit
margin of legal producers.* The taxes applied
at the federal level are made up of the ex-
cise tax on industrialized products (IPI); the
Tax for the funding of the Social Integration
Programme (PIS); the Contribution for the
funding of Social Security (COFINS); and
import duties, the IPI being the main excise
tax that establishes differential taxation for
tobacco products.

This excise tax started adding the specific
component in 1999, at an effective ad valorem
rate of 41.25%. This specific rate increased
progressively until November 2011, when the
scheme was reformed and the current struc-
ture of the tax was defined.

Since December 2011, two cigarette IPI
taxation rules have coexisted. The general
rule is ad valorem taxation with an effective
tax rate of 45% (as a result of the existing
300% rate on a calculation basis of 15% of the
retail price). Alternatively, there is the option
of the special rule, made up of the sum of two
rates, a nominal ad valorem rate (on the same

31. It should be noted that the increase shown in the foregoing charts may be inaccurate inasmuch as there are great differences

between the price of the best-selling brand and the price obtained as a weighted average.

32. Due to the specific nature of the tax, this weighted average shows wide variance depending on the retail prices observed in the

different brands. For instance, for the brand PallMall, with a price of S/ 10 per pack, the specific tax is as much as 54% of the price,

and the total burden is 69%, while in the case of Lucky, the values are 33.8 and 48.8%, respectively.

33. FUNCEX (2019).

34. Secretaria da Receita Federal do Brasil (SRFB) and Law 12546 of 2011.
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calculation basis observed in the general rule)
and a specific rate that until 2015 differenti-
ated amounts depending on whether the cig-
arettes were contained in a pack or presented
in the box format. Both the ad valorem rate
and the specific rate of the optional scheme
have increased progressively since its creation
and have now reached 66.7% (10% effective)
and R $ 1.50 since December 2016. The re-
search conducted by FUNCEX (2019) reveals
that all of the producers choose the special
rule, because it makes it possible to take a
greater proportion of the price increases.

Finally, the case of Argentina presents a
scheme with multiple ad valorem excise taxes
on tobacco products, various specific alloca-
tions and overlaps of taxable incomes which
form a complex framework for the political
economy of the tobacco taxation system. This
topic has been discussed extensively in the
specific activities of the project® and in the
corresponding section of this report. This set
of taxes has four components: the Additional
Emergency Tax (IAE), whose 7% rate is direct-
ly applied to the retail price without allowing
deductions from the other taxes; VAT, whose
general rate is 21% of the net retail price of
the amount paid for the other three taxes;
the FET, which is composed of an ad valorem
rate of 8.35% of the retail price and makes it
possible to deduct the Additional Emergency
Tax and VAT, but not the Internal Tax (II),
plus a specific FET component proportionally

adjustable since 2010; and finally, the Internal
Tax, calculated with a rate within® 70%
of the retail price, which makes it possible
to deduct all the other taxes from its base.
As explained in the ITDT document, there
have been two amendments to the Internal
Tax since early 2016. In May 2016, the rate
was increased from 60% (150% effective) to
75% (300% effective) until December 2017,
which raised the total burden on cigarettes
from 68.5% to 80%. However, a second reform
came into force in 2018 that reduced the rate
of Internal Tax (233%) to 70% and incorporat-
ed an alternative specific component through
a minimum tax of 28 pesos per pack of 20
cigarettes adjusted for inflation every three
months. However, the latter modification was
only partially implemented because different
court actions allowed some packs of 20 cig-
arettes to be sold below the minimum tax.%’
However, the modification to the ad valorem
component from 75% to 70% reduced the to-
tal burden on the average retail price of cig-
arettes to 76% as of 2018. The study carried
out by ITDT found that the increase in the ad
valorem tax of May 2016 had an immediate
impact of around 50% on the average price,
although this increase lessened in real terms
before the next reform of December 2017. As
the minimum tax reform could not be fully
implemented, no convergence is observed in
the evolution of the price gaps between ex-
pensive and cheap brands.

35.ITDT (2019) and iDeAS - UNSAM (2019).

36. Rate within means that a nominal rate of 70% turns into an effective rate of 233% through the following formula: EFFECTIVE RATE

= (100 x t)/(100 - t), with “t” being the legal or nominal rate of the tax.

37. In regard to the brands that secured court protection as of 2018, it should be noted that as a result of the measure they are not

affected by all of the reform, but only by the previous ad valorem rate of 60%, so they are benefited by both the application of the

minimum price and the increase in the internal tax rate.
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4.4. The revenue space
in the countries studied

From the perspective of revenue, the sensi-
tivity of the consumer’s demand to taxes is
decisive for tax policies as it will reduce the
tax base and limit revenue from tobacco ta-
xes. As these are products that usually show
little price elasticity of demand, excise taxes
on tobacco are common in most countries.
This is not only for the benefit in preserving
people’s health or the acquisition of correct
information, but also for economic reasons.
In addition to the price elasticity of demand,
the revenue potential also depends on the tax
share of the price. The higher the tax share,
the less elastic the product can be before re-
venue will begin to decline. From a certain
point, tax increases (reflected on retail prices)
will reduce revenues (Blecher, 2018). Thus, a
“critical elasticity” where the total value will
be lower than the participation of the total
tax on the price is established .>® Thus, even
with relatively elastic demand, if the tax sha-
re of the price is low, as is the case in many
countries, tax increases will still generate
revenue increases. For example, in the case
of Argentina — where in December 2017 the
tax share in the retail price was 80%, tax in-
creases transferred to prices resulted in more
revenue, as long as the price elasticity of the
demand for tobacco was lower than -1.25.
However, this turning point in revenue collec-
tion can hardly be identified for its direct use
in the determination of policies, inasmuch as
elasticities are only established empirically
and are valid for the real range of previous

prices, but not for all possible prices. Hence,
the recommendation is gradual and progres-
sive implementation of increases when the
objective is revenue collection (IMF, 2016).
Ultimately, as long as taxes are far from the
suggested threshold, countries may go down
a win-win political path towards the effective
removal of unhealthy consumption. In this
case, the reduced tax revenue would be an im-
plied and accepted consequence. This seems
to be the status in the region. The study ca-
rried out by Goodchild et al. (2017) concludes
that in Latin American and Caribbean coun-
tries there is fiscal room for an increase in
tobacco taxes and additional revenue. On the
basis of a cigarette market model with 2014
data in 31 countries, and using estimates of
demand price elasticity in 12 countries as
inputs, it is estimated that a 50% increase in
excise taxes would raise cigarette prices by
28% on average, diminish sales by 7%, and in-
crease tax revenue by 32%. This study points
out that in all the sampled countries there is
an increase in resources following the simu-
lated tax increase. Of particular significance is
the expected revenue increase of over 40% for
the Bahamas, Argentina and Mexico. These
results are confirmed in the Red Sur project
studies for the latter two countries.

Indeed, in the case of Argentina, Rodriguez-
Iglesias et al. (2017) found that the May 2016
amendment, which increased the total burden
on consumption from 68% to 80%, effectively
increased the tax revenue. Their simulations
indicate that this increase in collection would
reach 82.5% for a total inflection burden of
87% of the retail price. In line with this amend-
ment, the ITDT document (2019) points out

38. Crawford and Tanner (1995).
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that a 20% increase in the internal tax rate
would represent a USD 417-570 million in-
crease at the two ends of elasticities equivalent
to two standard deviations from the long-term
estimate.

Likewise, the study for Peru carried out
by IEP runs simulations for extreme values
of the confidence interval of 95%, but on the
basis of a strategy that gradually increases
the specific tax to 5% annually (two points
higher than the decade’s average inflation)
until a burden higher than 70% in 2030 is ob-
tained, in line with WHO recommendations.
The scenarios are then defined by the tobacco
industry’s transfer to prices in three simulated
cases: total transfer to prices; 15% overshift
and constant gross income from total sales
throughout the simulated period. The results
for estimated elasticity values, even in the case
of more limited transfer to prices, are 35.8%
price increases and an 11.7% reduction in con-
sumed amount, with total tax burden reaching
74.8% and revenue increasing by 48.9%.

Mexico has not updated the specific tax
component since 2011 (160% of the manu-
facturer’s price plus $ 0.35 Mexican pesos per
cigarette) because at the time of reform, no
adjustment mechanisms were established.
The commitment was extended through the
Tax Certainty Agreement from 2014, as indi-
cated by the document produced by ETHOS
as part of this project. This document indi-
cates that if the specific component of the
tax had been updated, the total burden for
the consumer would have been two per-
centage points higher than the estimate for
2018, close to 69%. As a result, and based on

a reduced tax burden and its relative lag, the
CIAD and ETHOS research projects coordi-
nated the gradual correction scenarios for
2022. It was pointed out that there is plenty
of room to increase the tax burden on retail
prices, reduce consumption, and increase
revenue in real terms. Even if the purchasing
power parity price was aligned with those
of the world’s most developed economies
(which would mean more than doubling that
of 2018), revenue would increase by 45% and
consumption of cigarette packs would fall by
44% as a result of increasing the tax burden
to 79.8% of the retail price.

Finally, Ecuador’s situation is emblematic,
as even though the final price of cigarettes is
not heavily affected by taxes, it has the high-
est pack price in the sample in figure 4, with
a 170% increase in purchasing power parity
since 2008. As a matter of fact, the report by
PUCE (2019) indicates that during the gradual
reform that doubled the excise tax between
2011 and 2016, there was a fall in revenue in
2016 and 2017. However, regarding the objec-
tives of reducing consumption, preliminary
simulations indicate that if the specific tax rate
as the share of the price per unit increases to
69% (from the current US$ 0.16 to US$ 0.27 tax
per stick), the consumption decreases to about
12 million cigarettes (from 8.8% to 1.9%).
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he economic effects of an increase

on the indirect consumption tax of

a certain product depend on the su-

pply and demand elasticity prices of
that product. As for the impact on cigarette
and tobacco consumption, the elasticity of
demand plays a key role as experience indica-
tes that the supply of this type of products has
high flexibility during market price fluctua-
tions. As analysis of the impact of tax changes
on these markets indicates that the specific
tax burden on tobacco will be mostly borne
by the consumers.

The value of price elasticity affects most-
ly two areas related to cigarette and tobacco
market. First, the consumption’s degree of
rigidity is a key element when determining
the consequences that tax changes have over
the revenue. When price elasticity is lower
than the unit (the total value), tax increases
produce an increment on the total revenue.
However, it is not as proportionate as the
contraction produced by the price increase
over the quantity consumed. Secondly, the
stricter the demand, less effective is the tax
policy over tobacco consumption. If there was
no price elasticity, the tax tool would lose its
effect of discouraging tobacco consumption,
although it would produce more benefits
for the tax authority. Thus, when demand
is extremely inflexible, tax increases do not
manage to reduce the consumption of an un-
healthy product.

The values of price elasticity of the de-
mand for tobacco in the studies conducted in
this research project have used two different
methodological approaches. In the studies
carried out for Mexico (CIAD) and Ecuador
(PUCE) estimates were made based on the

analysis of data from a household income and
expenditure survey. In the case of Ecuador, the
estimates were made by applying the method-
ology suggested by Deaton (1988) and Deaton
and Muellbauer (1993). On the other hand,
studies carried out for Argentina (ITDT), Brazil
(FUNCEX), Ecuador (PUCE) and Peru (IEP)
provided estimates based on the modelling of
time series using econometric techniques of
multivariate integration developed by Engle
and Granger (1987) and by Johansen (1991).

The estimates for Mexico were based
on the tobacco consumption data from the
National Survey of Household Incomes and
Expenditures (ENIGH) in 2016. Price elasticity
of demand for the population is 0.457. This es-
timate is in line with previous studies carried
out for Mexico. For Ecuador, the estimates
were made with data from National Survey
of Urban and Rural Household Income and
Expenditures (ENIGHUR) 2011-2012, which
contains information from a sample of 39,617
households. Although the specific estimate
for this scenario had the expected sign, the
estimated value of price elasticity was not
statistically different from zero. This result
provides evidence in favour of the hypothe-
sis of a greater inflexibility of the demand for
cigarettes and tobacco in Mexico.

The Argentina study provides tobacco de-
mand estimates based on the monthly data
from January 2015 and June 2018. The specif-
ic estimate of the price elasticity of tobacco
long-term demand was -0.44. Similar results
were gathered in Peru, the price elasticity of
long-term demand for tobacco was -0.398.
This value comes from model estimates based
on quarterly data on apparent consumption
from 1993 and 2017.
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The results of the study carried out by
FUNCEX for Brazil indicate that long-term
price elasticity of tobacco demand is between
-0.50 and -0.75, depending on the model
specification of estimates. The estimates were
made with monthly data from 2000 and 2018.
Information regarding some government ac-
tions aimed at modifying tobacco retail prices
have had major statistic results over demand
were provided by this study. Specifically, the
actions that had a greater effect over con-
sumption levels were tax measures and the
setting of minimum prices.

In the study for Ecuador estimates were
made based on a methodological view similar
to the one used for Argentina: monthly data
for the period January 2012 and December
2017. Long-term price elasticity estimate
was of -1.96. This estimate differs from the
one used by authors using cross section data.
As a matter of fact, it is an atypical value if
compared to most of the estimates available
on this subject. This result should be regard-
ed with caution due to the reduced amount
of data used in the estimates (72 studies),
and the difficulties authors had to undergo
to establish some series used in the econom-
ic estimates.

The estimates of price elasticity of de-
mand used in local studies indicate that
short-term effects of tax increments over
consumption are quantitatively more import-
ant than long-term effects. This means that
although the greatest tobacco consumption
reduction on the initial stages of tax increases
tends to moderate throughout time, this type
of result can be expected, at last partially due
to industry strategies, for example with the
accumulation of products. The information
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available indicates that when tax increases
are applied, consumers reduce the intake
amount. However, immediate effects are more
relevant than long-term effects.

The estimates of short-term dynamics
in Peru indicate a price increase of 1% that
would produce an immediate consumption
shrinkage of -0.70% for the next quarter. The
study for Argentina provides evidence regard-
ing the price increments registered after the
tax rates increased the total value of short-
term price elasticity of demand from -0.911
to -1.38. However, authors noticed different
results on more expensive or cheaper ciga-
rette brands sold in the Argentinean market.
The intake of more expensive brands shows
a reaction towards real price variation of
the product almost six times higher than for
cheaper brands. The greater demand rigidity
of cheaper brands is regarded as characteris-
tic consumption behaviour in Argentina. It
should be noted that the cigarette market in
this country is directed to premium brands
rather than more cheaper brands that repre-
sent a smaller fraction in the market.

It is noticeable that most of the estimates
made in this research agree that the price
elasticity of demand is lower than the unit,
and the value of this parameter is between
-0.40 and -0.50, which means that a 10% in-
crease in the retail price of tobacco would be
reflected in a 4-5% reduction in the amount
consumed. With these elasticity values the
tax increase would be consistent with an in-
crease in total tax revenue.

These estimates on elasticity of price de-
mand are similar to the ones of a report by the
International Agency for Research on Cancer



(2011), where more than 100 econometric
studies are compiled. In this report major evi-
dence regarding the relationship between the
amount of tobacco consumed and the level
of indirect imposition is provided. The report
concludes that a 50% increase of tobacco’s rel-
ative price causes an average 20% reduction of
the quantity consumed (this is an elasticity of
-0.4). The studies included in the report indi-
cate that this relationship takes place in high
income countries as well as those with middle
and lower incomes (Jha et al., 2014).

The distributive effects of the increase on
the indirect imposition over tobacco use have
been deeply analysed in this study for Mexico.
The tobacco demand estimates correspond to
different income strata clarify the different
usage reactions towards tobacco prices. The
heterogeneity observed in the price elasticity
among the different deciles of the population
was statistically significant although, from
the quantitative perspective, the estimates
did not show any significant differences. The
estimates indicate that consumption in lower
income strata is based, on a lower measure
than in higher strata, to retail price.

CIAD’s study indicates that among the
reform scenarios considered, the specific tax
tends used to be regressive as lower income
earners that keep smoking after the tax in-
crease cannot substitute for cheaper ciga-
rettes. Also, special taxes (ad valorem and
specific) and VAT tend to be less regressive
(richer people, even if they reduce their us-
age, keep buying more expensive). However, it
should be noted that CIAD’s investigation only
considers the effect over smokers that keep
smoking after tax increase, they do not regard
the effects over those that quit smoking.

The analysis of the distributive effects
on different reform scenarios for Mexico
indicates that the higher contribution to
tax collection would come from smokers in
the higher income strata, who would reduce
consumption levels. Particularly, the scenario
that foresees a higher tax increase, the high-
er income decile would register a reduction
close to 23%, and would contribute about 15%
to the increase of the collection. The fact that
tax amendments produce a higher collection
on higher income strata promotes the pos-
sibility of financing progressive high impact
programmes and initiatives that could com-
pensate lower income consumers who contin-
ue to smoke after the tax increase.

From a different methodological per-
spective, the study carried out in Argentina
provides indirect evidence to analyse the
distributive consequences that the increase
on tobacco taxes policy had in this country
during the last years. Particularly, authors
carry out price elasticity estimates for ciga-
rettes regarding more expensive and cheaper
brands. Although price elasticity is lower in
more expensive cigarettes, the results of the
estimates indicate in both circumstances a
higher demand rigidity. However, it should
be noted that 2017 tax increase was not com-
pletely applied to the tobacco industry; it
was not applied by companies that produce
cheaper brands.

The expected effects of a more aggressive
tax increment policy over tobacco depend on
the price elasticity of demand in tax chang-
es. In none of the local studies carried out
for this research explicit statistical contrasts
have been made. More research in this line
is needed.

s






ven tough tobacco taxation — as noted

above — can be regarded as one of the

most effective policies to reach the

objective of tobacco consumption, its
effectiveness can be increased if other poli-
cies are applied simultaneously. As a matter
of fact, the price elasticity of demand should
be interpreted with this relationship in mind,
mainly when assessing the effect of increases
in tobacco taxation on consumption.

Every case study in this project shows that
the countries have come a long way in this
area. Over the last decades Argentina devel-
oped a comprehensive policy regarding the
control and prevention of the demand for cig-
arettes. This includes, among other measures,
restrictions of smoking areas in public spaces,
information on health damages and restric-
tions on advertisements (IDeAS-UNSAM).
Regarding Brazil, several projects carried out
by the Foundation for Foreign Trade Studies
Centre (FUNCEX) took place. In Ecuador a va-
riety of non-tax measures by the Organic Law
on Tobacco Control and Regulation, which
include the generation of smoke-free areas,
tobacco sales ban to children, images depict-
ing tobaccos’ hazardous effect and advertising
restrictions (PUCE).

The most thoroughly studied case may
be that of Mexico (ETHOS and CIAD). Even
though the country had strategies and pro-
grammes in force since 1980 and 1990 to
reduce tobacco use, the WHO promoted a
tobacco control policy. The implementation
of the established measures was gradual, as
was the case with most countries in the region

(but some of them with more comprehensive
policies). First, the so-called General Law
for Tobacco Control (GLTC) was enacted in
2008. This law was designed to reflect what
had been agreed at the FCTC. The GLTC estab-
lishes provisions over the harmful effects of
tobacco usage. It also established smoke-free
areas in several public spaces. The Law also
developed on the measures to be carried out
to prevent the illegal production and trade
of these products, as well as the prohibition
of their promotion, advertisement and spon-
sorship, among others. A National Office of
Tobacco Control was created to sustain and
permanently strengthen the actions carried
out by the federate government to develop,
apply and strengthen public policies on to-
bacco control all over the country.

Regarding health institutions, the
Department of Health is in charge of issuing
and monitoring the enforcement of Official
Mexican Regulation® for the prevention,
treatment and control of addictions, which
covers tobacco. The objective of this regula-
tion is to establish criteria and proceedings
for the comprehensive care of addictions. It
establishes ways in which health care provid-
ers should carry out several activities: pre-
vention, treatment, rehabilitation and social
reintegration, damage reduction, research,
education and training; or addiction con-
trol. It also includes the National Committee
against Addictions which handles the domes-
tic policies on research, prevention, training
and development of human resources for ad-
diction control.

39. “The Official Mexican Regulations (OMR) are general rulings of a technical nature issued by agencies of the federal public admin-

istration. Its objective is the establishment of rulings, instructions, guidelines and characteristics that can be applied to a product,

process or service.” More information on OMRs at https://bit.ly/2FcMOPr
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o far, policies aiming to reduce the de-

mand for tobacco have been addres-

sed. However, a policy that expects to

increase the effectiveness of the fight
against tobacco also needs policies aiming to
reduce the supply. There are major differences
in the region between countries producing to-
bacco and tobacco products (which may also
become exporters) and those that depend on
imports. This involves different kinds of po-
licies on fighting tobacco consumption while
remembering that the objective is the reduc-
tion of tobacco use globally.

For countries that produce tobacco or its
derivatives, policies to reduce consumption
tend to face the additional challenge of pro-
ductive restructuring of ventures that tend to
be handled by small producers in low devel-
opment areas and high vulnerability social
conditions. Argentina and Brazil are examples
of this situation.

There, based on the iDeAS-UNSAM pre-
sentation, the first stage (primary produc-
tion) is implemented in a rural setting and
requires intensive labour for diverse tasks
such as soil preparation, development of
seedbeds, transplant, flower removal, har-
vesting, setting, drying and watering, among
other activities. Primary producers play a
major role in this stage. It is them who buy
the seeds, agrochemical, other basic goods
and machines and hire the necessary labour-
ers. Agreements with the stockpiling com-
panies, which guarantee farmers the supply
of inputs, technical assistance and other
services by “advance payments.” These are
later deducted from tobacco purchases. The
collectors determine the good’s price based
on its quality. 86% of this stage is located in

three provinces of low relative development
(Misiones, Salta and Jujuy).

A large amount of the tobacco produced
in Argentina is exported to different coun-
tries. The largest markets are China, Belgium,
United States and Paraguay. Since 2012 tobac-
co become the third most exported product
to China: Argentina is the fourth country to
provide this good, behind Brazil, Zimbabwe
and United States.

Exports are taken care of by dealers that
market tobacco in different manufacturing
degrees and play a major role in the market.
Argentina’s situation is particular (and op-
posed to what is expected for the area) as it
promotes the supply development through
the tax to tobacco production.

In accordance with the document men-
tioned before, not much has been done in the
last decades to restrictively regulate the offer.
The projects that aim to diversify or redirect
the specification of regional economies in-
volved have so far been exiguous or unsuc-
cessful. On the other hand, those measures
aiming to support and stimulate their growth
are still up to date in the FET.

However, as it is noted in another item of
this document, the Government has a major
role in the operation of this process through
the FET, which aids almost all the processes
in the chain: tobacco producers, industrial
sector, workers health care insurer provid-
ers, producer organizations and States of the
producing provinces.

It should be noted that although this sec-
tor is just 0.65% of the industrial added value
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(in accordance with estimates by the National
Statistics and Censuses Institute, INDEC),
the participation of the tobacco sector in the
industrial production of northern provinces
is much more representative (according to
INDEC ’s 2014 GGP, it exceeds 11% in Salta
and Jujuy).

Even though there are contributions of
the FET to tobacco cooperatives that make
investments in other farming activities, these
were not part of a planned diversification pol-
icy or crop conversion. In iDeAs-UNSAM ’s
study several experiences regarding crop con-
version for countries like Brazil, Indonesia,
India, Canada and Malawi have been gathered.
Brazil’s situation shows that even though lo-
cal and state governments of tobacco regions
do not tend to lead diversification of crop
programmes, it is necessary to have the local
authorities support to promote and merge the
diversification efforts.

In fact, when analyzing the limitations
and barriers for the diversification of pro-
duction, the study highlights the existence
of three elements, among which is the role
of state and local governments in supporting
and subsidizing activities related to the culti-
vation and processing of tobacco. The others
are the role of integrated production systems
that keep farmers financially dependent on
multinational tobacco companies, and the
high costs of growing tobacco, especially
when compared to traditional food crops.

Even though the WHO Framework
Convention on Tobacco Control urged the
countries to design and impose policies on
the supply-side of tobacco to support eco-
nomically viable alternative activities for
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tobacco growers and farmers, when analysing
the fulfilment of the objectives that under-
pinned the creation of the FET, it is noted that
far from contributing to crop diversification,
it has been used to expand and consolidate
tobacco production.

Although successful restructuring expe-
riences in different countries show that the
substitution of the tobacco production is pos-
sible from the technical point of view, and
viable at the economic level, it is important
to bear in mind that it is a necessarily long,
gradual and complex process which should
involve producers, seeking new partnership
and recruitment modalities that may replace
the incentives offered by the tobacco chain.

An altogether different problem affects
the countries such as Peru that import to-
bacco and its products. Because a substantial
share of international trade in these products
is carried out under preferential conditions
associated with different regional trade agree-
ments, a policy objective that goes beyond the
attributions of tax policies in each country
is based on the need to eliminate unhealthy
imports’ preferences (tobacco and other un-
healthy products) under ongoing preferential
trade agreements.

Even tough Ecuador imports some prod-
ucts, it also produces and even exports a mi-
nor portion of its production, even if it is not
a significant area in its economy. In 2016, the
gross value added produced by the manufac-
tured tobacco industry represented less than
0.01% of GDP. The share of total Ecuadorian
exports is minimal, less than 0.25%. However,
without having the magnitude of the re-
sources allocated in Argentina, there are also



resources of financial assistance for tobacco
production through public banking.

A tax on cigarette exports introduced in
Brazil in 1999 tackled the export and re-entry
scheme. During the 1990s, Brazil had become
Paraguay’s main source of cigarette imports.
A big share of the Brazilian cigarette exports,
however, returned to Brazil. Exports didn’t
pay excise taxes, and when the cigarettes
were reintroduced illegally, they avoided the
Brazilian excise tax. This scheme, fueled by
big tobacco, was disarmed with the intro-
duction of the 150% export tax. Nowadays,
there is a presumption of under-controlled
and under-registered trade with Paraguay.
The Funcex research showed that Brazil is an
important supplier of intermediate goods to
Paraguay. However, there is no record that it
is in the market for final products from that
country, so the situation is unclear and re-
quires further study. Moreover, if one wants

to fully understand the situation of tobacco
production and consumption in the region,
especially the area included in Mercosur, it
is necessary to study the Paraguayan tobacco
complex more thoroughly.

FUNCEX’s study recommends some pol-
icies that may have short-term application,
some are a better control of the product,
product commercialization and critical in-
puts; better border controls; deepening of
studies aiming to understand the cigarettes
production chain.

In short, strategies that seek to increase
the effectiveness of tobacco tax policies
should also focus on controlling illicit trade,
replacing incentives for growing tobacco to
alternative crops and eliminating unhealthy
imports’ preferences (tobacco and other un-
healthy products) under ongoing preferential
trade agreements.
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usual debate in the discussions and

projects to increase taxes on tobac-

co, which is reflected in several of

the studies of this project, refers to
the convenience of assigning a portion of the
collection (or the entire amount produced by
the proposed reform) to some specific desti-
nation. From the point of view of tax theory
and taking into account the experience of
the region in terms of allocations of public
resources, allocations for specific purposes
are only justified in very specific cases, to the
extent that they generate greater rigidity in
the management of public budgets and end
up promoting inefficient allocations.*

In this sense, the justification of specific
assignments is very clear when it comes to
complying with the so-called “benefit princi-
ple”. It consists of the existence of taxes des-
tined to finance benefits that benefit those
who contribute, the redistributive elements
are defined within the benefit programs them-
selves insofar as distributive components are
not considered. The clearest example refers to
social security programs, although there are
also examples associated with the taxation of
fuels to finance road works. The other usual
case where these allocations are justified is
when they are part of the federal fiscal ar-
chitecture or the allocation of extraordinary
resources (Cetrangolo et al., 2010).

In general, the rest of the specific tax al-
locations that are found in the countries of
the region tend to be due to distributive bids
within public policies, where different sectors

try to remain outside the budget constraint of
adjustment policies. Many times they achieve
this, but many times, if the allocations repre-
sent a value lower than the total expenditure
in the function to which the resources are
allocated, it is very likely that the budgetary
authorities will end up replacing one resource
with another without effectively increasing
the expenses. This may be, precisely, the sit-
uation that characterizes in many cases the
specific allocation of a part of the resources
of taxes on tobacco.

Generally, the proposed destination is
related to the care of health expenses that
demand the treatment of the effects of to-
bacco, but it is not the only alternative that
has been known. In relation to the more tra-
ditional discussion, the study carried out by
PUCE highlights the fact that, in Ecuador, in
addition to the need to improve the effec-
tiveness of policies to reduce the demand for
tobacco, there is still much work to be done
to generate resources that allow covering
public health expenses associated with their
consumption.

In turn, in the ETHOS study, the cost of
smoking for the health system in 2015 was
estimated for Mexico, it represented 0.42% of
GDP and 6.62% of annual health expenditure,
mainly associated with the treatment of dis-
eases and COPD, although the costs derived
from the so-called passive smoking should
also be considered. This estimate does not in-
clude the important expenses that families in
Mexico must face for the treatment of diseases

40. For a reference to case studies on the impact of tax rigidity, see Cetrangolo and Jiménez (2010). There is an English version of the

comparative study of Cetrangolo et al. (2010) with several examples of specific tax allocations, a typology of cases, a discussion of the

suitability of each type, and additional bibliography.

o«



W Effective tobacco taxes in Latin America

associated with smoking. Consequently, this
study recommends that “in line with some
of the best international practices”, a por-
tion of the resources collected through the
tobacco tax be allocated to the prevention,
cessation and treatment of smoking. However,
given that health costs may exceed what has
been collected, it is still necessary to con-
tinue allocating resources from the general
public purse to this item. Beyond this type
of proposals for allocating these resources to
the health system, the CIAD study for Mexico
incorporates the distributive concern, given
the higher incidence of cigarette prices on
lower-income sectors. In this sense, it is es-
timated that a possible tax increase to finance
a subsidy for expenses, whether in milk or in
a basic basket, would have a compensatory
effect for smokers of lower economic capacity.
Instead, it is noted that the allocation of the
resource to a subsidy to supplement health
expenditures will only compensate the smok-
ing households in chronic poverty.

A special case of specific allocation, which
originated when awareness of the effects of
tobacco on health was much lower than the
current one and, instead, concern for employ-
ment and regional development predominat-
ed, is the allocation of a portion of the tax
on the development of tobacco production
in Argentina. Although today seems absurd,
this assignment has lasted to this day and is,
perhaps, the most interesting case to discuss
here (iDeAS - UNSAM).

Indeed, the FET is the main instrument of
public policy that the State has applied to the
tobacco sector, which has been in force for al-
most 50 years since, in 1967, a transitory fund
was created (the Tobacco Technology Fund),
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which was financed with an additional tax on
each pack of cigarettes sold and replaced in
1972 by the FET, through which the activity
has had a permanent subsidy up to the pres-
ent. Its main purpose was to promote tobacco
activity in the provinces of the north of the
country by granting a subsidy to the produc-
tion of tobacco to ensure fair remuneration
to the producer. In addition, part of the funds
are allocated to the social works of workers in
the tobacco sector, playing an important role
in the political economy of the reforms.

The FET is allocated among the tobacco
provinces through two mechanisms. 80% con-
stitutes a surcharge to the producers accord-
ing to the amount of collected tobacco that is
automatically transferred to each of the pro-
ducing provinces, which distributed it in the
form of a subsidy to the producers based on
the tobacco placed in the market. The remain-
ing 20% is destined to finance investment
projects of the sector to address the critical
economic and social problems of the tobacco
areas, originated by the legal regime of land
tenure with a predominance of smallholdings
and, fundamentally, of smallholdings com-
bined with the sharecropping system; it is
also directed to the attention of tasks related
to the improvement of the quality of tobacco
production by various means, especially the
obtaining, multiplication and distribution of
selected seeds, and the increase of technology
in all its aspects.

It should be considered that the distri-
bution coefficients are defined annually by
a commission composed of a representative
of each of the producing provinces, which
will be appointed by the chamber or associ-
ation of producers of greater representation



in each province. Although various modifi-
cations were established in the modality of
the allocation of resources, in order to make
the scheme more rational, as indicated by
iDeAS-UNSAM study, it turned out to be fun-
damentally a formality to frame transfers of
FET resources within the commitments that
the WTO agreement imposes on the country.

As additional information on the restric-
tions imposed by the FET on anti-smoking
actions, it should be noted that one of the
reasons put forward by the opponents of the
ratification of the Framework Agreement is
that it would cause a significant reduction
in the income of the FET, which would leave
small producers unprotected. However, as
shown in the study, the distribution of the
FET has not modified concentration in the
sector, and has actually reinforced it.

It is possible to understand the reasons
that justified the creation of this fund almost
half a century ago, but it is difficult to under-
stand how it is still valid. For this it is nec-
essary to incorporate political elements that
characterize this debate and, additionally, ex-
plain that, given that the resources of the FET
depend on the internal consumption of ciga-
rettes, there are different actors of the chain
that have coinciding interests in avoiding the
decrease in consumption (iDeAS - UNSAM).
Among those who benefited from the exis-
tence of the FET and have some kind of veto
power over its modification are the producers
(who, obviously, increase their profitability);
the governments of the seven tobacco prov-
inces; the collectors (who are allowed to low-
er the price paid to producers); the cigarette
manufacturing industry; unions of tobacco
workers (who receive financing through plans

for social works); and other provincial eco-
nomic activities linked directly or indirectly
to tobacco production, which benefit from the
dynamism of the activity. Given this particu-
lar configuration, the tobacco lobby has had
a great capacity to hinder any discussion that
could advance in a modification of the FET.

Besides, it is important to bear in mind
that there are crops that could compete with
tobacco from a technical, productive or even
profitable point of view. However, there is
none that can do so in terms of the market
and the value chain; In the case of tobacco
activity, the crops are organized around a pub-
lic policy instrument as powerful as the FET,
which regulates the relationships between the
different actors in the sector, and which is a
unique case in the Argentinian agro-industrial
system (iDeAS - UNSAM, 2019). This points to
the need for a thorough rethink of this specific
allocation scheme, which is not easy due to
the political economy issues of this reform, as
we will see in the following section.

In short, there are strong political argu-
ments that explain the difficulty in modifying
the allocation of the tax to the FET, and its re-
form should be a priority in the debate on re-
ducing consumption in Argentina. Similarly,
and returning to the topics discussed at the
beginning of this section, there are also po-
litical reasons that can give a justification to
the allocation of the tax on health or social
spending, in general. Even if there are no clear
technical reasons to justify it, the assignment
to these destinations may be a way to facili-
tate the parliamentary process of some tax in-
creases, even if the resources do not translate
effectively into greater financing for health.
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he addictive nature and harmful
consequences to the population’s
health that tobacco has deserve an
increasing attention from govern-
ments, which resort to a wide range of policy
instruments to reduce the consumption of
cigarettes and tobacco. Among the various
instruments of economic policy, tax interven-
tions are effective and efficient mechanisms
to influence the formation of the prices of
goods and services and, therefore, have the
capacity to cause changes in the forms of pro-
duction and patterns of consumption.

The tax reform aimed at reducing the
consumption of cigarettes and tobacco can
be considered as a particular case of the use
of indirect taxes based on health motivations.
The main consideration of the reform to be
considered is the increase in taxation, with
the consequent increase in retail prices, in
order to reduce consumption of cigarettes
and tobacco. Given the estimated values of
the price elasticity of demand in the national
studies carried out in the framework of this
research project, the reform should material-
ize in significant increases in the tax burden
that result in considerable increases in the
relative price of these products, if they are
intended to achieve considerable reductions
in consumption.

Generally speaking, tax innovations in-
volve political decisions that are adopted in
a context in which the main economic actors
and interest groups of society are mobi-
lized so that their positions are considered
by the political leaders. In all cases, tax re-
forms generate winners and losers, so they
involve varied and complex dimensions of
political economy. When tax innovations are

motivated by health, the problems of politi-
cal economy acquire differentiated features
that should be taken into account from the
beginning of the reform projects.

The available information indicates that
tax reforms, aiming to partially or complete-
ly modify the tax system, must face actions
and reactions from sectors that consider that
their interests are being affected as a result
of reform initiatives. The actions of economic
groups that oppose the reform may question
the feasibility of the changes that are intend-
ed to be made. This action is facilitated if the
beneficiaries of the change are atomized. It is
therefore key the representation of these by
the ministries of health. There are few expe-
riences in which tax innovations are passively
accepted by the sectors that will have to bear
the weight of the new tax burden.

In general, tax reforms directly affect pro-
ducers and marketers, which are often of great
economic dimension. The opposition to the
reforms involves, therefore, powerful business
stakeholders who intend to influence political
decisions. Note that in the countries analyzed
in this research, taxes on the consumption
of cigarettes and tobacco are national taxes
whose modification requires intervention by
the Legislative branch. The parliamentary
treatment of a tax reform becomes an appro-
priate field for the affected business sectors
to act and express themselves. The level of
formality and transparency with which pres-
sure groups act is an aspect that grants spe-
cific characteristics to the political economy
of tax reforms. The cases of Argentina and
Mexico appear as a faithful reflection of this
game. In the first case, the complex network
of taxes with specific allocation is the product
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of various parliamentary discussions, in which
economic and regional interests appear very
present. The interested parties were effective
as they managed to get only the increases
on the Internal Tax component approved by
Congress, as it is the only one that does not
reduce the collection of the FET, and conse-
quently, subsidies on production. In the sec-
ond case, the tax modifications in the Mexican
specific tax were made without establishing
an automatic adjustment mechanism for in-
flation, which as of 2014 was made explicit
through the Tax Accuracy Agreement, deter-
mining the loss of the real value of the tax.

National tax systems reflect the economic
and political situations of a country and are
determined by them. There is a kind of inde-
pendence between political, economic and
social structures of a country and their tax
reality. The understanding of how these in-
teractions happen are key in outlining the ref-
ormation proposals meant to be established.

It should also be noted that the reason for
establishing tax reforms in Latin America goes
beyond a possible economic contribution of
taxes to reducing consumption of unhealthy
products such as tobacco and cigarettes. It is
also unlikely that this reform will manage to
improve the political situation on the basis of
health benefits alone.

The noticeable disparities in tax pressure
observed in the countries analyzed, together
with the regressive nature of the tax systems
and the distortions caused by some of the tax
instruments widely used in the region, deter-
mine particular political economy contexts
that must be taken into account when analyz-
ing the feasibility of reform initiatives. In fact,
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the national cases analyzed in this project can
be considered as extreme situations in terms
of fiscal pressure. Argentina and Brazil are the
two countries with the highest fiscal pressure
in Latin America, while Ecuador, Mexico and
Peru are among the countries in the region
that have lower levels of tax burden.

An argument usually used by those who
oppose increasing the taxation of tobacco is
the possible regressive nature of the measure.
Since lower-income households tend to al-
locate a greater proportion of their spend-
ing to tobacco consumption, the increase in
their taxation could be considered, at first
sight, as a regressive policy, assuming that
consumption patterns do not change with
the increase in indirect taxation and ignor-
ing, therefore, the priority objective pursued
with the measure, which is to reduce the lev-
els of consumption of products harmful to the
health of the population. The recommenda-
tions incorporated in Article 6 of the FCTC
mention that, given that low- and middle-in-
come population groups are more receptive
to increases in taxes and prices, consumption
and prevalence are reduced in these groups in
larger magnitudes than in the higher income
groups, resulting in a reduction of inequali-
ties in health and poverty related to tobacco
use. For this reason, and in order to enrich the
debate, it is important to have credible esti-
mates of the sensitivity of tobacco consump-
tion to variations in prices in different strata
of the population. This would help to quantify
the impact of the tax burden on households,
to which should be added the reduction of
expenditures destined for health and the im-
provement in income attributable to lower
absenteeism in the workplace.



The analysis of the political economy of
the proposed tax reform requires the identifi-
cation of the perspectives and motivations of
the main stakeholders that would necessarily
be involved in the process of finalizing the re-
form initiative. In this case, the document de-
veloped by iDeAS - UNSAM, which describes
in detail the intricate political processes and
the multiplicity of stakeholders and mecha-
nisms involved in the allocation of a portion
of revenue to the FET in Argentina, is very
enlightening. The signing of revenue agree-
ments between the Executive and the tobac-
co industry — as described in the experiences
of Argentina (iDeAS - UNSAM) and Mexico
(ETHOS) - can also be cited as an example
of pressures in the sector that precluded the
possibilities of reforms at different times.

The position of the Executive is key to ad-
vancing the process of change. A substantial
increase in indirect taxation on cigarette and
tobacco consumption can hardly be achieved
without an initiative from the Executive and
without the parliamentary representatives
perceiving the proposed project as a political
priority for the government. In this context,
and in the case of a tax initiative with health
motivations, it is important to ensure the
compatibility of interests between the Health
and Finance Ministries. It seems obvious that
the perspective of the ministries of Health
should definitely be favourable to the initia-
tive, and political support should be given.

From the political economy point of view,
there are issues related to fiscal federalism that
must also be considered as they take on special
significance when the provision and funding of
public health services are in the hands of pro-
vincial or local governments (such as the case

of Argentina). In these cases, since the collec-
tion of the tax is usually in the responsibility
of central governments, reconciling interests
can be more complex. To ensure progress in
the reform, mechanisms should be carefully
defined for co-participation in the collection
of the new tax or the increase of the existing
tax, and, if necessary, a specific distribution
rule should be established. The development
of the co-participation scheme should to take
account of the way in which the different local
governments are being affected by the imple-
mentation of the initiative.

It is also important that the movement in
favour of the reform initiative be accompa-
nied by an aggressive awareness campaign
on the effects of cigarette and tobacco con-
sumption and the adoption of other measures
that complement the tax increase. Indeed, the
reduction of tobacco consumption involves
the use of multiple tools. The regulations
that limit the consumption of cigarettes and
tobacco in public spaces, the ban on smoking
in educational centres and workplaces, the
policies of product labelling, the limitations
on the use of advertising on television and in
public spaces, have proven to be useful tools
to reduce consumption.

If health policy makers do not introduce
any measures apart from tax increases, the
parliamentary stakeholders may perceive a
half-hearted commitment to the initiative
on the part of the Ministry of Health. If this
happened, doubts would arise about the pri-
ority of the project from the point of view of
health objectives and the initiative would be
discussed in Parliament, exclusively from the
fiscal point of view, which could jeopardize
the approval of the project.
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The Finance Ministries will take a stand
on the reform project, analyzing the economic
and fiscal repercussions of the initiative. In
principle, with the relative rigidity observed
in the demands for cigarettes and tobacco, it
seems evident that the increase in specific
taxation should cause an increase in revenue
from these items. However, the tax collec-
tion efficiency of the measure would depend
on tax evasion in the production and sale of
these products not increasing. The adoption
of measures to improve control over these
activities and the greater enforcement of cor-
porate tax obligations in the sector appear
as fundamental measures to ensure that the
increase in taxation on tobacco consumption
will actually generate more resources for pub-
lic finances.

The effectiveness of the use of indirect
taxes on the consumption of cigarettes and
tobacco may depend on the effectiveness
of customs controls. The weakness of these
controls can be used by opponents of the re-
form, generating skepticism about the final
effects of tax increases. This is particularly
relevant in countries where there is no to-
bacco growing and in countries that border
on others that produce raw materials at low
costs. In this sense, both the experiences of
Brazil, in its relationship with Paraguay, and
Ecuador, invite us to investigate more in the
possible illicit relationships within the pro-
ductive chains.

The Legislature is a key stakeholder in the
reform process, as it must give legal support
to the tax increase. Although they belong
to the government party, parliamentarians
have their own interests and, in many cas-
es, differentiated from the Executive. Again,
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issues related to federalism and the unequal
economic development of the territories of
each country appear here. The representa-
tives of the states where tobacco is produced
may very well oppose measures that limit
their consumption if they do not have suf-
ficient compensatory programs. Otherwise,
there will be a strong tendency to converge
in their positions with those of the industry.
Indeed, the work of iDeAS - UNSAM reveals
for Argentina the strong influence that the
five tobacco provinces manage to exercise in
the National Senate, to maintain a status quo
carefully shaped for decades.

Furthermore, it should be considered that
parliamentary representatives are exposed to
the pressure of sectors mobilized in favour
and against the reform. Among the various
groups that will surely mobilize against the
reform are the tobacco companies, which in
several countries of the region are important
contributors to the campaigns of the political
parties, both in national and local elections.

The viability of the reform initiative de-
pends to a large extent on the priority that the
Executive gives to the issue and on the reform
sectors of society making the legislators feel
the importance of the reform to improve the
health of the population.

The perspective of the organizations of
medical professionals, fundamentally in med-
ical specialties that deal with the non-com-
municable diseases associated with the
consumption of tobacco, are bound to play
an important role in securing parliamentary
support for the reformist initiative. On the
other hand, in several of the countries studied
in this research there are Non-Governmental



Organizations (NGOs) that have prestige and
that their opinions are considered by the po-
litical representatives. The position of in-
ternational organizations such as WHO and
PAHO is usually valued in the course of parlia-
mentary debates. The scientific information
provided by these bodies is often considered
reliable and relevant by parliamentarians.

First, the parliamentary discussion of the
reform should contribute to a significant in-
crease in the tax burden on the consumption
of cigarettes and tobacco. Additionally, the
Parliament could grant powers so that the
Executive could continue increasing the tax
rates in the future, both in the specific com-
ponent and in the ad valorem. Clearly, these
possibilities will depend on the tax constitu-
tional framework of each jurisdiction, but the
experience of Peru indicates that even in the
case of having powers to modify their specif-
ic tax through executive decrees, significant
delays may occur due to the lack of regularity
of the rate increases. To a lesser extent, but in
the same sense, the minimum tax created to
govern as of 2018 in Argentina, contemplates
a margin of discretional adjustment of the
Executive of 25% towards the increase or 10%
reduction, but several judicial presentations
prevented its full implementation, also caus-
ing the delay in the adjustment of the tax and
its corresponding transfer to prices, as well as
its effective adjustment according to the price
level of the economy.

It is important that the reform grants the
Executive the power to periodically adjust
the specific component of the tax according
to the evolution of inflation. Otherwise, the
inflationary processes will impose unneces-
sary pressures on the tax policy in real terms

that, if not borne by the political power, will
erode the importance of this component,
losing power over time to the policy agreed
in the past. The two studies carried out for
the Mexican case (ETHOS and CIAD) and
the one for Peru (IEP) show the negative
effects of the delay in updating the values
and the difficulties in doing so in a timely
manner. Meanwhile, in regard to the ad va-
lorem component, it would be advisable for
the Legislative to provide some margin of
discretion to the Executive to introduce new
increases in the tax rates.

From the experiences indicated, the
greatest and most enduring pass-through to
retail prices was manifested in the reforms
that increased the specific component of
the tax, which corresponds to the theoret-
ical precepts regarding taxation, and with
the recommendations made in art. 6 of the
FCTC. But, at the same time, in the case of
the objectives pursued through excise taxes
on tobacco, this specific component allows
reducing the price gap between expensive and
cheap brands, which could also be observed
in the specific experiences of this project, and
in other recent empirical studies (Chaloupka
and Rodriguez-Iglesias, 2018).

In the process of designing the reform and
in the parliamentary procedure of the initia-
tive it is important to take into account two
aspects. In the first place, it is necessary to
define if the reformist initiative materializes
in a one-time tax modification. In this case,
the Parliament should grant the necessary
tools to the Executive to instantaneously
implement the tax modification and its du-
rability in real terms. An alternative could be
the adoption of a more gradual path, in which
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the use of the tax instrument is intensified
gradually over time, depending on the results
that are obtained in terms of reducing the
consumption of cigarettes and tobacco and
the evolution that is recorded in the tax col-
lection (IMF, 2016). Secondly, it is necessary
to determine the degree of discretion that
the Parliament grants to the Executive in the
handling of the new tax instrument. Given the
importance of reducing tobacco consumption
in health terms, it would seem reasonable for
the Executive to have broad powers to deepen
the reform process. Anyway, the possibility
of making tax reductions without mediating
a new parliamentary intervention should be
limited, and even eliminated, although the
proposal — up to the moment failed — of asym-
metric possibilities biased towards the hike
tested in Argentina may also be an interme-
diate alternative.

A type of complexity that is particularly
relevant from the point of view of political
economy is related to the various forms that
internal opposition can take to the reform
process. The resistance of tobacco companies
(national companies or foreign multination-
als) is usually exercised through convention-
al means, which lobby groups use to defend
their interests, resorting to mass media ad-
vertising and promoting the dissemination
of information that raises doubts about the
effects of the reform initiative.

A completely different type of opposition
is that which may come from the sectors ded-
icated to the cultivation of tobacco, which in
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many cases are geographically concentrated.
Mobilization contrary to the reform of these
actors can acquire another political dimen-
sion and become an effective brake on the
reform process. In these cases, it is essential
that in the approval process of the reform ini-
tiative, productive restructuring mechanisms
are envisaged for the affected sectors or that
compensation mechanisms are established to
mitigate the resistance to change on the part
of the affected sectors. It should not be for-
gotten that there are countries in which there
are explicit policies to support the tobacco
growing sectors, which undoubtedly adds to
the process of implementation of the reform.
It is important to bear in mind, on the other
hand, that the restructuring programmes are
often difficult to implement in agricultural
production, which can make the resistance
to reform on the part of the affected sectors
even more important.

Finally, it is necessary to return to an as-
pect dealt with in the previous section and
which refers to the convenience or not of es-
tablishing the specific allocation to all or part
of the resources obtained by this taxation.
There different technical arguments were
offered against that decision. However, there
may be political reasons that, under certain
circumstances, justify choosing a non-ideal
path from a technical point of view, but one
that could be useful in tilting the balance in
favor of the reform sought in the debate. In
this sense, the allocation of resources to some
social purpose or, especially, to public health,
could be considered acceptable.
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his report has offered a quick over-

view of the issues addressed in the

different national studies on an-

ti-smoking policies developed in
some Latin American countries and has
allowed identifying a set of issues that the
governments of the region should pay atten-
tion to when designing their anti-tobacco
strategies, making more intensive use of tax
and fiscal tools.

Although the possible impacts of taxes on
the prices and consumption of tobacco prod-
ucts are present in all the countries analyzed,
the heterogeneity of situations in the region
is manifested, in particular, in different ac-
cents that each study has put on the problems
associated with smoking. For example, in the
Argentine case, the characteristics of the to-
bacco offer and the incentives to production
appear as outstanding issues. The problems
associated with the adjustment for inflation
of the specific tax amounts are underlined in
the cases of Mexico and Peru. The complex-
ities derived from illicit trade and evasion
represent a central theme addressed in the
Brazilian study. The review of tobacco control
policies is treated with special attention in
the studies of Ecuador and Mexico. In these
last two cases, the investigations carried out
have also provided valuable information
about the impact of tobacco taxes on the dis-
tribution of income. In all cases, the effects
of the consumption of tobacco products on
health expenditures have been considered
and policy recommendations are being tested.

This section, which brings the paper to a
close, reviews the main findings of the proj-
ect, summarizes the main policy recommen-
dations, and identifies the future challenges
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faced by countries in the region in their efforts
to achieve better results in the fight against
smoking.

In particular, reference is made to the level
and structure of taxation on tobacco, identi-
fying the main economic effects that a higher
tax burden would have on the consumption
of these products, highlighting the need to
improve information for decision making, the
social impacts and the repercussions of tobac-
co consumption on health expenditures are
described, while the non-tax tools of combat-
ing tobacco consumption are presented and
the factors of political economy that should be
considered are identified for the implementa-
tion of reforms that increase the tax burden on
tobacco in the countries analyzed.

Level and structure of
tobacco taxes

Studies have shown that, as with so many
other characteristics of the region, it is not
possible to find a unique pattern of taxation
on tobacco. The regional reality shows a great
heterogeneity in the tax burden levels and in
the weight of the same in terms of the retail
prices of the products. It should be noted,
however, that the countries that have been
analyzed in this research are among those
that show a greater relative burden on the
final price of tobacco products in the con-
text of Latin America. It is also interesting to
note that during the last decade there were
increases in the total tax burden of taxes on
cigarette consumption and prices in dollars
of purchasing power parity.



On the other hand, the region seems to
have followed the recommendations made in
the FCTC, in the sense of moving towards tax
structures on cigarettes where specific com-
ponents become more important. This is the
case of Ecuador where, as of 2012, there was
a shift towards specific tax. For its part, in
Mexico and Peru, the decrease in the share of
ad valorem taxes appears as the consequence
of the incorporation in 2010 of a specific tax
component. Unlike Peru, where the amount
of the tax was almost four times higher, in
Mexico the lack of inflation update of the
specific component since 2011 has resulted
in the progressive loss of the real value of this
part of the tax burden. The case of Brazil is
extremely complex to analyze, since it pres-
ents important differences between the dif-
ferent states, given its federal organization
and the existence, since 2011, of an option
for a special rule that includes a specific tar-
iff that presented several updates. Finally, in
Argentina the introduction of a specific com-
ponent is hindered by different appeals filed
before the courts.

Consequently, it is wise to remember the
recommendation of the WHO about achiev-
ing a total burden of at least 75% and excise
taxes of at least 70%. Given the empirical
evidence of the expected effects of a greater
transfer to prices of increases in the specific
component with respect to the ad valorem
component, and taking into account the stra-
tegic importance of reducing the substitution
effect between expensive brands and cheap
brands, initiatives should be tested tending
to advance in the establishment of a specific
minimum burden with respect to the retail
price as a way to ensure the impact on prices.

Economic Effects
of the Tax

All the econometric estimates made by the
different national studies show that the de-
mand for tobacco and cigarettes is relatively
inelastic with respect to variations in the
actual prices of these products. In general,
the results obtained indicate that the specific
estimates of price elasticity show values ran-
ging between -0.4 and -0.5. These figures are
similar to those obtained in previous research
conducted for the countries studied and are
in line with the international evidence avai-
lable on the subject. Based on this evidence,
it can be stated that a strategy involving an
increase in the tax burden would be effective
in continuing to reduce the consumption of
tobacco products and would cause an increa-
se in tax revenues in the medium term. The
estimated values of price elasticity indicate,
however, that tax increases would, predicta-
bly, have a less than proportional effect on
consumption and the tax tool should there-
fore be used aggressively, if it is to achieve a
significant reduction in the consumption of
these products.
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Need to improve
available information

The need to have accurate and reliable estima-
tes of the effects of the different policy actions
aimed at reducing tobacco consumption makes
it necessary to draw attention to the deficien-
cies that exist in the available data sources.

When analyzing the economic effects
of tax increases, especially in the case of
Ecuador, there have been major methodolog-
ical difficulties in obtaining robust informa-
tion on the main parameters of interest.

The Brazilian study found that despite
the growing perception of the significance
of illegal cigarette consumption among in-
dependent researchers, there are major in-
formation gaps regarding the quantitative
significance of this phenomenon. The lack of
reliable information on illegal trade threat-
ens the possibilities of better understanding
how the tobacco production chain works.
Improvements in information on this phe-
nomenon are essential for a successful fight
against tax evasion and the illicit trade in
cigarettes.

In addition, a better design of pub-
lic policies requires a greater effort in the
construction of indicators. This includes
the implementation of surveys on healthy
consumption that can provide accurate, up-
to-date information. It is also necessary to
emphasize the importance of the availabil-
ity of indicators that provide information
on the effectiveness and efficiency of public
resources used in tobacco control activities
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and contribute to a better assessment of the
actions carried out by governments.

Significance
of non-tax policies

Tax increases can be enhanced if used simul-
taneously with other initiatives. To a greater
or lesser extent, the studies carried out as
part of this project show that the countries
in question, with the exception of Peru, have
made significant progress in this regard. For
instance, Argentina has implemented a com-
prehensive policy on the control and preven-
tion of the demand for cigarettes over the last
few decades which includes restrictions on
consumption in public places, warnings about
the harmful effects on the health of the po-
pulation and limitations in the advertising
guidelines. In Brazil, various institutional
efforts were included in the National Tobacco
Control Programme. In Ecuador, the measu-
res taken as part of the Organic Law for the
Regulation and Control of Tobacco included
the creation of smoke-free spaces, a ban on
sales to minors, graphic health warnings on
the harmful effects of tobacco and adverti-
sing restrictions. Mexico, for its part, is one
of the countries with the longest tradition in
this area and has implemented various an-
ti-smoking programmes and strategies since
the 1980s. These actions included warnings
about the effects of tobacco on the packaging
and labels of products, smoke-free spaces in
different public areas, a ban on advertising
and a fight against the illegal production of
and illicit trade in these products.



The research conducted in the context of
this project not only addressed the analysis
of policies aimed at reducing the demand for
tobacco products, but it also took account of
the fact that an effective tobacco control pol-
icy also requires policies on reducing supply.
In this regard, a distinction must be made
between the situation of countries that pro-
duce tobacco and its derivatives — which may
also be exporters — and those that depend on
imported supply exclusively.

Moreover, strategies that seek to increase
the effectiveness of tobacco tax policies
should also focus on controlling illicit trade
and replacing incentives for growing tobacco
to alternative crops.

Distributional impacts
and effects on health
expenditures

One point that has been the subject of special
attention in some of the studies carried out
in the context of this research is the impact
of increases in the retail prices of tobacco
products on the distribution of income and
the various effects that the implemented po-
licies have on the health of the population
and the expenditure of countries on health
care for those affected by their consumption.
The impact of price increases on low inco-
me households can be an argument to stop
the progress of the tax reforms necessary for
reducing consumption. For this reason, it is
essential to support the tax changes with
awareness campaigns which disseminate the

benefits of anti-smoking policies in reducing
consumption of this substance for an impro-
ved quality of life and greater life expectan-
cy in every sector of the population. Indeed,
there is ample international evidence that
the consumption of cigarettes and tobacco
products is responsible for several chronic
and catastrophic diseases that result in high
morbidity and mortality rates.

An issue raised in some of the national
studies, and which requires further reflection,
is the direct allocation of the funds raised by
tobacco taxes to the health sector in general,
or to specific programmes, such as smoking
cessation. In this regard, consideration should
be given to the specific allocation of the new
resources to the financing of programmes
that compensate the possible losses of the
lowest-income smokers that keep smoking af-
ter the increase. As already mentioned, those
responsible for tax policy in the countries are
concerned about the rigidities and inflexibili-
ties that earmarking introduces in public
resources. However, this position could be rel-
ativized if there were explicit commitments
to earmark the new resources. Even though
there is some debate around earmarking, the
allocation of revenue to specific purposes can
be a way of facilitating the necessary political
agreements for progress in increasing the tax
burden.

The Argentinian case presents features
that could be described as incomprehensi-
ble. In Argentina, part of the revenue from
taxes on the consumption of tobacco prod-
ucts is still allocated to a fund that encour-
ages and subsidizes tobacco production itself.
The difficulties in modifying this allocation
are necessarily related to political economy
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arguments that should be taken into account
in any reform.

Political economy
implications

In general, tax innovations involve politi-
cal decisions that are adopted in a context
in which the main economic stakeholders
and interest groups of society take action so
that their positions are considered by policy
makers. These reactions are unavoidable and
must be considered by the advocates of the
reforms.

It is difficult to think of making significant
progress in the use of tax tools in the fight
against smoking if the design of strategies
forgets that in all cases, tax reforms involve
a wide range of complex political economy
dimensions.

In the case of tobacco taxation, it is
important to remember that taxes on the
consumption of cigarettes and tobacco are
national taxes whose modification requires
the intervention of the Legislature. The par-
liamentary treatment of a tax reform usual-
ly becomes a suitable field for the affected
business sectors to act and make themselves
heard. On the other hand, as mentioned above,
in the case of a tax initiative with health mo-
tivations it is important to ensure the com-
patibility of interests between the Ministry
of Health and the Ministry of Finance. This
should be considered as a prerequisite for any
reform initiative. Given the distribution of
tax and expenditure responsibilities in each
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particular case, issues related to tax federal-
ism should be considered.

It is important for the drive towards re-
form initiatives to be accompanied by the
adoption of measures that complement the
tax increase and by the implementation of
an aggressive awareness campaign with in-
formation on the harmful effects of cigarette
and tobacco consumption. The feasibility of
the reform initiative depends to a large ex-
tent on the Executive prioritizing the issue
and the sectors of society who support the
reform making lawmakers feel the significant
role of the proposed reform in improving the
population’s health.

In view of the analysis of the experiences
of Mexico and Peru, it is important for the
tax reform to give the Executive the power to
periodically and/or automatically adjust the
specific tax component to match the evolu-
tion of inflation. Furthermore, considering
the situation in Argentina, an altogether dif-
ferent kind of opposition is that which may
come from the tobacco farming sectors, which
are in many cases geographically concentrat-
ed. Action taken by these stakeholders against
the reform can take on another political di-
mension and become an effective obstacle to
the reform process.

Finally, it is necessary to return to the pos-
sibility of establishing some specific earmark-
ing of part of the resources obtained from this
tax as part of a course of action that, although
it can be seen as a rigidity on the allocation
of public expenditure, could help to tip the
balance in favour of reform.



Final considerations and summary
of policy recommendations

In light of the impact of the illegal tobacco
trade in Brazil, further research is warran-
ted on the impact of the significant low-cost
trade in cigarettes from Paraguay on the
effectiveness of the anti-tobacco strategy im-
plemented in the country. A policy aimed at
improving the impact of this strategy propo-
sed in the FUNCEX study involves improving
control over the tobacco production chain
in Brazil. A discussion of these issues could
provide valuable information on the role that
curbing the illegal tobacco trade would play
in maximizing the effectiveness of the tax
increase policy in reducing the consumption
of this type of products.

It should also be borne in mind that the
use of the estimated values of the price elas-
ticity of demand in making tax policy simu-
lations presupposes that these values would
remain unchanged despite tax changes, an
assumption that does not have to happen in

practice. In this regard, it would be interest-
ing to promote new explicit and systematic
research into the stability of the parameters
of the demand for tobacco. A study of the sen-
sitivity that price elasticity has shown in the
context of major changes in the tax burden
on the consumption of these products would
be particularly useful.

The values of price elasticity arising from
estimates of the demand for tobacco which
do not take account of complementarities and
possibilities of substitution with other prod-
ucts — in particular those whose consumption
is also damaging to health - should be used
with certain caution. The consumption of
tobacco products is a case of unhealthy con-
sumption; the health objectives of countries
should obviously discourage their consump-
tion, but also that of other products with
harmful effects on the population’s health.
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Most of the estimates made as part of this project indicate that the
price elasticity of demand is less than one unit and the value of this

parameter is between -0.40 and -0.50, which implies that, a 10% increa-
se in the retail price of tobacco would result in a reduction of between

4% and 5% in the amount consumed. Therefore, the tax increase would
be compatible with an increase in total revenue from the tax. In other
words, reforms in the countries in the region should result in significant
increases in the tax burden leading to considerable increases in the
relative price of these products, if the goal is significant reductions in
consumption.

Moreover, strategies that seek to increase the effectiveness of to-
bacco tax policies should also focus on controlling illicit trade and
replacing incentives for growing tobacco to alternative crops.

In the case of Argentina, the ITDT study suggests that it is more
efficient to increase the ad valorem tax rates, as it produces more
immediate results on cigarette consumption and tax revenue than
the implementation of a reform that includes only one specific tax, as
a result of evident institutional pressure through writs of protection
which have managed to thwart attempts to enforce minimum taxes.

Additionally, the Centro iDeAS-UNSAM study concludes that any
possibility of taking action on the supply- side to complement efforts
to reduce tobacco consumption requires gradual progress on different
fronts. In this regard, some examples of action that could be taken
without the need for substantial changes to the Special Tobacco Fund
(FET) are:

e Improving the use of the funds that benefit small producers.
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 Prioritizing productive diversification rather than restructuring
projects.

e Extending the benefits of the FET for a period of 3 to 5 years after
stopping operations as a tobacco producer.

Some additional further-reaching actions could involve:

e Implementing a comprehensive regional development programme
that includes - but is not limited to - the restructuring of tobacco
production.

e Conducting a campaign aimed at raising awareness among produc-
ers of the worldwide trend towards a reduction in tobacco
consumption.

e Contemplating a possible increase in tax withholdings on tobacco
exports as a means of countering the encouragement for traders
and limiting the incentive to expand production/exports.

 Amending legislation in order to turn the FET into a co-participatory
tax resource for the producing provinces.

In the case of Brazil, the findings of the FUNCEX study support the
implemented tobacco control strategy: increasing tobacco taxes and
the actual prices of cigarettes and strengthening tobacco control poli-
cies have the intended effect of curbing the prevalence of tobacco and
cigarette consumption.

However, the presence of illicit products jeopardizes the effective-
ness of public health efforts and makes the assessment of the tobacco
market considerably more complex. The illicit cigarette trade in Brazil
undermines the capacity of the State to fight the tobacco epidemic
in the country and makes it difficult to assess the policy, since total
cigarette consumption is unknown.
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Cigarette-related tax revenues have been lower than they should
have been and tax evasion by domestic producers is a key issue. It is
therefore proposed that measures should be taken to stop an increase in
the consumption of illicit cigarettes and curb tax evasion. The FUNCEX
study suggests creating a track-and tracing mechanism on inputs for
the manufacture of cigarettes, and to strengthen law enforcement on
illicit activities to control not only illicit trade but also illegal produc-
tion and tax evasion.

The recommendations emerging from the PUCE study in Ecuador are
that the IRS’s capacities should be strengthened to estimate the evasion
gap and other public institutions need to join the control process for
improved efficiency. On the other hand, taking account of the fact that
the existence of illicit trade could be covering part of the demand for
cigarettes, it is necessary to support the implementation of SIMAR to
reduce smuggling.

Improving the effectiveness of policies in order to reduce tobacco
consumption by increasing the tax burden and change the consumption
patterns of individuals. However, this effort must not be disjointed and
isolated from other demand-side public policies related to education
and health, which promote prevention and control measures aimed at
household habits and promoting healthy lifestyles.

Additionally, the study suggests working on the supply-side through
the implementation of public policies that will discourage production.

In the case of Mexico, ETHOS stresses that the effectiveness of the
Special Tax on Production and Services (IEPS) has been eroded over time,
since it has ad valorem and specific components, and failure to update
the latter since 2013 has led to a significant loss in revenue,and the costs
related to tobacco in the health sector at present are so high that the rev-
enue from the IEPS only covers half of them, excluding the activities that
seek the prevention and elimination of tobacco consumption.
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Therefore, a higher tobacco tax is proposed that should be peri-
odically updated at a greater rate than inflation in order to reduce
cigarette affordability, both as an incentive for people to smoke less,
and to reduce the burden of smoking on public finances. ETHOS other
recommendations at the tax and budgetary policy level as well as some
measures that could improve tobacco control in Mexico:

e Linking the collection of tobacco taxes with the prevention, cessa-
tion and treatment of diseases caused by the consumption of this
product.

e Redesigning the budget structure related to tobacco control, de-
signing specific indicators to determine the effectiveness of each
of the actions taken by the State and measure how efficiently public
resources are used in the fight against smoking.

e Designing a National Policy for Tobacco Control.
e Improving health warnings on packs.
e Extending anti-smoking campaigns to the digital sector.

e Strengthening preventive measures against exposure to tobacco
smoke.

e Improving institutional activities aimed at smoking cessation.

e Moving from vague legislation to specific tobacco control policies
targeted to reduce consumption.

Moreover, the CIAD study agrees with the ETHOS study and finds
that even though indirect taxes currently account for 67% of the price
of tobacco in the country, this burden remains below the 75% recom-
mended by the WHO. In any tax reform scenario, it is essential for the
specific component of the special tax to be updated in keeping with
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inflation, so that it does not lose its reduction effect on consumption
over time. It then makes the following policy recommendations:

Increasing both |IEPS components to reach the tax burden sug-
gested by the WHO (260% and 0.80 pesos); and increasing the ad
valorem component to 240% and the specific component to 2.35
pesos for the purpose of adjusting the internal price to international
levels. The effect of these tax reforms on inequality would be limited
inthese 1% and 1.07% scenarios respectively,and the impact on in-
equality within income groups would be relatively low. This is based
on the fact that a) smoking households in low-income deciles would
reduce their tobacco consumption by 36%, while in the higher-in-
come deciles consumption would decrease by 23%; b) the variation
in the price of the product would be up to 42.8%, and higher in the
lower deciles (47.5%); and c) there would be moderate increases
in poverty levels among smoking households. An increase in the
specific component of the tax would not increase the regressivity
of the tax, and the reform of the IEPS should increase the amount
of the specific component in a greater amount than the ad valorem
because the specific tax: a) is required to be updated above inflation
periodically; and b) produces greater reductions in consumption.

Regional Report



e Contrary to tobacco use trends in other countries, prevalence among
poorer people is the lowest relative to people in higher-income
deciles of the population. As highest income deciles have a greater
prevalence and consume higher priced brands, a higher share of
tax revenues comes from taxpayers in the highest income decile.
This results in a progressive redistributive effect.

* |t is suggested that the tax resources from tobacco should be used
for two purposes:

- Strengthening national health programmes against tobacco use
by increasing healthcare coverage to low-income populations
for tobacco-related illness through social insurance, including
preventative care, such as medical check-ups to detect tobac-
co-related illness.

- Assigning a transfer to population groups in poverty, comprised
of a food basket of the most consumed foods among poor peo-
ple (eggs, beans, milk and tortillas) through food allowance
(food stamps). Use of government distribution channels, called
Diconsa-Liconsa, or through money transfers by cards to acquire
the four types of foods included.

In regulatory terms, a subsidy on the basic food basket would com-
pensate the most for the poverty among continuing smokers caused
by the increase of the tobacco price tax. These groups will therefore be
able to acquire more food and, at the same time, the taxes will reduce
the consumption of tobacco and lead to a change in their consumption
pattern. On the other hand, this paper reveals that a subsidy on health
expenditure would compensate only the smoking households living in
chronic poverty. In order to implement the described recommendations
in the form of public policies, it is necessary for the Mexican government
to pass laws for the labelling of tobacco-related tax revenue resources,
since, if the corresponding law is not amended, the additional resources
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obtained will continue to be allocated to other public expenditure
items.

In the case of Peru,the IEP suggests a predetermined mechanism for
constant SCT increase above inflation, which would help to reduce ap-
parent consumption and reach the goal of 70% total tax burden by 2030
in line with the recommendations of The OMS. The results obtained
indicate that the tax burden as of 2030 would be between 67.10%
and 74.80%, achieving a drop in apparent consumption of between
-7.2% and -22.30%,and an increase in revenue of between 34.80% and
56.30%. In this regard, the increase in taxes should be approximately
two percentage points above the average inflation in the last decade
(3%) so as to reach a tax burden that will account for an estimated 70%
of the retail price by 2030.

The effectiveness of the use of indirect taxes on cigarette and tobac-
co consumption may depend on the effectiveness of customs checks.
The weakness of these checks may be used by opponents of the reform,
generating skepticism about the final effects of tax increases. This is
particularly significant in countries where there is no tobacco farm-
ing and in countries bordering on others that produce raw materials
at low costs. In this regard, the experiences of Brazil, in its relations
with Paraguay,and Ecuador,encourage us to look more deeply into the
possible illicit relations within the production chains. One of the rec-
ommendations for the construction of empirical evidence in the region
would be to study the Paraguayan tobacco complex more thoroughly
in order to fully understand the situation of tobacco production and
consumption in the region, especially in the Mercosur area.

In the countries that produce tobacco, consumption reduction poli-
cies are faced with the additional challenge of productive restructuring
of businesses that are usually in the hands of small producers in areas
of low relative development and highly vulnerable social conditions.
Examples of this situation are Argentina and Brazil, and, to a lesser
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extent, Ecuador. Although successful restructuring experiences in dif-
ferent countries show that the substitution of the tobacco production
is possible from the technical point of view,and viable at the economic
level, it is important to bear in mind that it is a necessarily long, grad-
ual and complex process which should involve producers, seeking new
partnership and recruitment modalities that may replace the incentives
offered by the tobacco chain.

An altogether different problem affects the countries such as Peru
that import tobacco and its products. Because a substantial share of
international trade in these products is carried out under preferential
conditions associated with different regional trade agreements, a policy
objective that goes beyond the attributions of tax policies in each coun-
try is based on the need to eliminate unhealthy imports’ preferences
to tobacco and other unhealthy products under ongoing preferential
trade agreements. However, while tobacco taxation is the single most
effective policy for the objective of reducing tobacco consumption,the
effectiveness of this policy can be enhanced if other initiatives are used
simultaneously.

It is important to recognize that the disparities in tax pressure ob-
served in the countries analyzed, together with the regressive nature of
the tax systems and each particular context must be taken into account
when analyzing the viability of tobacco tax increase initiatives.

The position taken by the Executive is key to advancing the process
of change (a case in point in the region in this regard is Uruguay).
A substantial increase in indirect taxation on cigarette and tobacco
consumption can hardly be achieved without an initiative from the
Executive and without the parliamentary representatives perceiving
the proposed project as a political priority for the government. In this
context,and in the case of a tax initiative with health motivations, it is
important to ensure the compatibility of interests between the Health
and Finance Ministries. It seems obvious that the position of the Health
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Ministries should definitely be favourable to the initiative and political
support should be given.

From the political economy point of view, there are issues related to
fiscal federalism that must also be considered as they take on special
significance when the provision and funding of public health services
are in the hands of provincial or local governments (such as the case
of Argentina). In these cases, since the collection of the tax is usually in
the responsibility of central governments, reconciling interests can be
more complex. To ensure progress in the reform, mechanisms should be
carefully defined for co-participation in the collection of the new tax or
the increase of the existing tax,and, if necessary, a specific distribution
rule should be established. The development of the co-participation
scheme should to take account of the way in which the different local
governments are being affected by the implementation of the initiative.

If health policy makers do not introduce any measures apart from tax
increases, the parliamentary stakeholders may perceive a half-hearted
commitment to the initiative on the part of the Ministry of Health. If
this happened, doubts would arise about the priority of the project
from the point of view of health objectives and the initiative would be
discussed in Parliament exclusively from the fiscal point of view, which
could jeopardize the approval of the project.

The Legislative is a key stakeholder in the reform process, to the ex-
tent that it must necessarily give legal support to the tax increase. Even
if they come from the ruling party, MPs have their own interests and, in
many cases, they are different from those of the Executive. Once again,
there are issues here related to federalism and the unequal economic
development of the territories of each country, so the development of
reforms in this area must take account of these dynamics and possible
parliamentary groups for or against them.
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The Finance Ministries will take a stand on the reform project, an-
alyzing the economic and fiscal repercussions of the initiative. The tax
collection efficiency of the measure would depend,to a large extent,on
tax evasion in the production and sale of these products not increasing.
The adoption of measures to improve control over these activities and
greater enforcement of corporate tax obligations in the sector appear
as fundamental measures to ensure that the increase in taxation on
tobacco consumption will actually generate more resources for public
finances. Therefore, the strengthening of the control and collection
capacities of states is a fundamental element for progress in these
reforms.

Finally, it is important for the drive towards reform initiatives to
be accompanied by an awareness campaign with information on the
harmful effects of cigarette and tobacco consumption and the adop-
tion of other measures complementary to the tax increase. As noted
above, reducing tobacco consumption will involve the use of multiple
tools: regulations that limit cigarette and tobacco consumption in pub-
lic spaces, a ban on smoking in educational centres and workplaces,
policies on product labelling, limitations to the use of advertising on
television and in public spaces, have proven useful tools for reducing
consumption and raising awareness of these reforms.
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