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Summary 
 

The third report from the Commission on the structure and rates of excise duty applied on 

cigarettes and other manufactured tobacco products, COM(2001)133, suggests amendments 

to existing Community legislation on the taxation of manufactured tobacco. The main purpose 

of this proposal is to reduce the still considerable differences between Member States, which 

may disturb the operation of the internal market. This paper gives a brief overview on the 

subject under consideration, by providing a non-technical survey of how excise duties on 

tobacco are currently levied within the European Union and by discussing the potential effects 

of the amendments recently proposed.  
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1. INTRODUCTION: WHY TAX TOBACCO? 

In 1776, Adam Smith, writing in An Inquiry into the Nature and Causes of the Wealth of 

Nations, considered the taxation of tobacco an ideal source of revenue.  

"Sugar, rum and tobacco are commodities which are nowhere necessaries of life, which 

are become objects of almost universal consumption, and which are therefore extremely 

proper subjects of taxation.. ."
1
. 

Today, almost all governments in the world generate important revenues by taxing tobacco 

products. As a subject of taxation they have two useful properties: 

• The costs of collection are low in comparison to the revenue raised. 

• Demand is relatively price inelastic - an increase in tobacco taxes generally increases 

tobacco revenues, since any reduction in demand is proportionately less than the tax rise.  

However, this second property of tobacco taxation, though welcome from a fiscal point of 

view, has in recent times come to be seen in a different light. This is because the taxation of 

cigarettes in particular has become an instrument, not just of raising revenue, but also of 

reducing consumption for reasons of public health. Indeed the two objectives are to some 

extent in conflict. Just as the price inelasticity of demand for tobacco products is substantially 

based on their addictive nature, so the finances of several countries can be said to be similarly 

dependent on the revenues from tobacco taxes. Tobacco taxes currently account for about 

10% of all revenue in China
2
.  

Smokers' demand for tobacco is certainly affected to some degree by price. At least beyond a 

certain threshold, increases in cigarette tax do appear to produce a gradual reduction of 

consumption. For example, tax increases in Canada between 1982 and 1992 led to a steep 

increase in the real price of cigarettes and made consumption fall substantially (Chart 1). 

                                                 
1  Book V, Chapter 3 (“Of Public Debts”).  

Adam Smith’s belief was based on a distinction between consumable commodities that were “necessaries” and 

those that were “luxuries”.  By "necessaries" he understood "not only the commodities which are indispensably 

necessary for the support of life, but whatever the custom of the country renders it indecent for creditable 

people, even of the lowest order, to be without.... All other things I call luxuries, without meaning by this 

appellation to throw the smallest degree of reproach upon the temperate use of them".  Salt was cited as an 

example of a necessary, sugar of a luxury. 

As far as the taxation of consumable commodities was concerned, “….a tax upon the necessaries of life operates 

exactly in the same manner as a direct tax upon the wages of labour….. 

As the wages of labour are everywhere regulated, partly by the demand for it, and partly by the average price of 

the necessary articles of subsistence, whatever raises this average price must necessarily raise those wages so 

that the labourer may still be able to purchase that quantity of those necessary articles which the state of 

demand for labour….requires that he should have. …. 

It is otherwise with taxes upon what I call luxuries, even upon those of the poor. The rise in the price of the taxed 

commodities will not necessarily occasion any rise in the wages of labour. A tax upon tobacco, for example, 

though a luxury of the poor as well as the rich, will not raise wages. Though it is taxed in England at three times, 

and in France at fifteen times its original price, those high duties seem to have no effect upon the wages of 

labour.”   

(Book V, Chapter 2 “Of the Sources of the General or Public Revenue of the Society”). 

2  “China’s addiction to tobacco revenue”, letter from Prof. Tsung O.Cheng, Financial Times, 23 May 2001. 
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Chart 1: As Cigarette Prices Rise, Consumption Falls 
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2. TOBACCO TAXATION IN THE EU 

2.1. Revenues and Rates 

Within the European Union, tobacco taxation represents a significant source of revenue. 

However, these revenues vary a great deal from one Member State to another.  

Chart 2: Revenues from Tobacco Taxation  (€ millions) 

  Source: European Commission, national sources (1999). 
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These figures should also be seen in conjunction with data on consumption (Chart 3
3
) on tax 

rates (Chart 4), and on revenues as a percentage of Gross Domestic Product (Chart 5). 

Chart 3: Annual per capita consumption of cigarettes 

(Production + Imports - Exports) / Population aged 15+ 

     Source: World Bank, Country Tobacco Profiles 2000, (1995 Figures). 

 

Chart 3 shows that consumption appears to start falling off when cigarette duties are set at 

above €100 per thousand (see Chart 4). Countries like Sweden, Finland, Denmark and UK 

are all situated beyond this threshold and have a relatively low level of cigarette consumption. 

Chart 4: Cigarette Excise Yield  (€ per 1000 Cigarettes) 

 Source: European Commission (2001). 
  

                                                 
3  Data on Annual Cigarette Consumption in Luxembourg are not available. 
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Chart 5: Tobacco duty revenues as a percentage of Gross Domestic Product (1999)  

            Source: European Commission (1999) 

Countries like Spain and Portugal, by contrast, have much lower tax rates and among the 

highest levels of consumption. Revenues account, respectively, for 0.73% and 0.97% of GDP. 

Greece, which has also a low level of taxation and high revenues equivalent to 1.46% of its 

GDP, presents the highest level of annual per capita consumption in the European Union and 

it is second only to Poland in world statistics. Chart 6 shows the relevant increase in per capita 

consumption which occurred from 1970 to 1995. Some 410,000 deaths have been attributed 

to smoking over the last fifty years. 

Chart 6: Annual per capita Cigarette Consumption in Greece 

 

 
 

Source: World Bank, Country Tobacco Profiles 2000, (1995 Figures). 
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massive tobacco consumption within Luxembourg itself as to cross border purchases by 

consumers from Belgium, France and Germany, where tax rates are higher. 

These figures show that high-tax countries appear to be getting the best of both worlds:  

• High excise duties are limiting tobacco consumption. 

• At the same time, the point has not yet been reached where higher tax levels result in 

falling gross revenues (though the latest figures do show a fall in the UK during 2000). 

2.2. The Legislation on Tobacco Taxation 

The legal base for tobacco taxation is Article 93 (ex 99) of the Treaty, which states that:  

"The Council shall, acting unanimously on a proposal from the Commission and after 

consulting the European Parliament and the Economic and Social Committee, adopt 

provisions for the harmonisation of legislation concerning turnover taxes, excise duties 

and other forms of indirect taxation to the extent that such harmonisation is necessary 

to ensure the establishment and the functioning of the internal market…."  

The basic structure of tobacco excises within the Community was established in 1972 by 

Directive 72/464/EEC. Between then and 1978 the Directive was modified 13 times. A 

Second Directive, 79/32/EEC was adopted at the end of 1978. Finally, both Directives were 

modified in the light of the Single Market programme by Directive 92/78/EEC.  All these 

Directives are now covered by a single consolidated text (COM(95)59 EC). 

Four categories of manufactured tobacco subject to taxation are defined: 

• cigarettes;  

• cigars and cigarillos;  

• smoking tobacco (fine-cut for the rolling of cigarettes); and  

• smoking tobacco (other). 

As far as tax rates are concerned, the Commission's original proposals (COM(87)0325 and 

COM(87)0326) were for the absolute harmonisation of rates. For tobacco products, the 

proposed rate was the arithmetic average; in the case of cigarettes the average specific rate 

(ECU 19.5 per thousand at that time) plus the average proportional rate (53% including VAT 

at that time). In the end, the Directives on cigarettes, 92/79/EEC, and other tobacco products, 

92/80/EEC, set only bare minimum rates: 

• Cigarettes: 57% of the tax-included retail price; 

• Hand-rolled tobacco: 30% of t-i. retail price, or ECU 20 per kilo; 

• Cigars & cigarillos: 5% of t-i. retail price, or ECU 7 per 1000 or per kilo; 

• Pipe tobacco: 20% of t-i. retail-price, or ECU 15 per kilo. 

The current legislation consists of three main Council Directives:  

� Council Directive 92/79/EEC
4
 on the approximation of taxes on cigarettes;  

� Council Directive 92/80/EEC
5
 on the approximation of taxes on manufactured tobacco 

other than cigarettes;  

                                                 
4 As amended by Directive 1999/81/EC of 29 July 1999. 
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� Council Directive 95/59/EC on taxes other than turnover taxes, which affect the 

consumption of manufactured tobacco.  

These Directives stipulate that the rates and structure of excise duty are to be reviewed by the 

Commission every three years. The last report COM(2001)133, dated 14.03.2001, is the result 

of an in-depth review of the rates and structures of excise duties on tobacco products and is 

accompanied by a proposal for a directive amending the existing tobacco legislation. In 

addition, the Commission proposes an amendment to the current Directives
6
 in order to 

extend to four years the review period.  

3. THE TAXATION OF CIGARETTES 

Cigarettes manufactured in the Community and those imported from non-member countries 

are subject to  

• A proportional (ad valorem) excise duty, calculated as a percentage of the maximum 

retail-selling price
7
 by reference to the most popular price category (MPPC); and to A 

specific excise duty calculated as a fixed sum per thousand cigarettes. The amount of the 

specific excise duty may not be lower than 5% of the aggregate amount of the 

proportional and the specific tax, and it may not be lower than 5% nor higher than 55% of 

the total tax burden (i. e. proportional, specific and VAT together).  

• The rate of the duties must be the same for all cigarettes, whatever their selling price. 

• VAT is charged at the standard rate on the whole excise duty-inclusive price.  

• The overall minimum excise duty on cigarettes (proportional and specific excise duty, but 

excluding VAT) must be at least equal to 57% of the retail-selling price for cigarettes of 

the MPPC, according to data which are established on 1 January of each year (the "57% 

rule"). 

Calculating the actual rates of duty on any given packet of cigarettes is therefore a matter of 

some complexity (see Box opposite).  

 

                                                                                                                                                         
5 As amended by Directive 1999/81/EC of 29 July 1999. 

6 Article 4 of Directive 92/79/EEC and Article 4 of Directive 92/80/EEC. 

7
 In the United Kingdom the retail price of cigarettes is identified as  

"(a) the higher of- 

(i) the recommended price for the sale by retail at that time in the United Kingdom of cigarettes of that 

description, and 

(ii) any (or, if more than one, the highest) retail price shown at that time on the packaging of the 

cigarettes in question, 

or 

(b) if there is no such price recommended or shown, the highest price at which cigarettes of that description are 

normally sold by retail at that time in the United Kingdom". 

(Finance Act 2000, Chapter 17, Section 13, amending Section 5 of Tobacco Products Duty Act 1979). 
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Box: How to calculate cigarette tax 

The final selling price of a packet of cigarettes is made up of four basic elements: 

1. The basic retail-selling price of the cigarettes themselves, before any tax. 

2. A specific excise duty, calculated in € per 1000. 

3. A proportional (ad valorem) excise duty, calculated as a percentage of the final, all-

tax-included price (1+2+3+4) of the most popular price category (MPPC). 

4. Value Added Tax, calculated as a percentage of the excise-included price (1+2+3). 

Calculating how the final tax-inclusive retail-selling price (TIRSP) of any particular cigarette 

is made up therefore involves a number of steps. Rather than assuming a pre-tax price, and 

then adding the tax, the procedure is best understood as allocating shares of the final market 

price between the taxman and the manufacturer/retailer.  

For example, assume a VAT rate of 20%, an ad valorem excise rate of 50% and a specific 

excise rate of €20 per 1000. 

• Estimate a tax-inclusive price (TIRSP) for the MPPC: e.g. €120 per 1000.  

• Calculate the proportion of this price accounted for by VAT: @ 20% = €20. 

• Calculate the ad valorem excise as a percentage of the TIRSP: @50% = €60. 

• To calculate the base price, deduct the tax – i.e. the VAT, the ad valorem excise and the 

specific excise – from the TIRSP:  €120 less (€20 + €60 + €20) = €20. 

• The resulting excise rates are applied to all cigarettes. 

Chart 7: Breakdown of final cigarette prices (illustrative amounts only) 
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3.1. Properties and problems of the system 

3.1.1. Wide disparities in rates 

The minimum level of rate harmonisation at EU level is compatible with very large 

differences in overall tax rates and in prices. In the United Kingdom the excise burden, in 

terms of €, is over 400% higher than in Spain. Chart 3 shows that the excise yield, expressed 

in terms of € per 1000 cigarettes, is over €100 for UK, Ireland, Denmark, Finland and 

Sweden, while it is well below €70 for Spain, Italy, Portugal, Greece and Luxembourg. 

These differences can lead to widespread cross-border movements of tax-paid cigarettes, both 

legal (for personal consumption) and illegal (for resale). Both kind have revenue implications; 

and also damage the competitive position of legitimate traders (see section 3.3.). 

Chart 8: Impact of a 60% ad valorem Excise    Chart 9: Impact of a €300 Specific Excise 

These charts show the impact of different types of excise duty on the price differentials between two brands: one 

with a base pre-tax retail price of €50, the other with a base pre-tax retail price of €200. The difference between 

the base prices is €150, equal to 300% of the cheaper brand’s base price.  

In Chart 8, a 60% duty is charged on both brands. The excise-inclusive price difference is still 300% of the 

cheaper brand’s excise-inclusive price, but in terms of € it rises to €375.  

In Chart 9, a flat-rate specific excise of €300 per thousand is charged on the same two brands. The excise-

inclusive difference remains at €150; but this sum is now under 43% of the cheaper brand’s tax-inclusive price. 
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The effect on final price of any change in base price (an increase, for example, in 
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change in base price becomes a larger absolute change in the tax-inclusive price. This 

improves the competitive position of cheaper cigarettes (see Chart 8). Where, in contrast, the 

specific component is relatively high, a change in base price will be reflected proportionately 

less in the tax-inclusive price. This improves the competitive position of relatively expensive 

cigarettes (see Chart 9). 

Countries like the UK have therefore chosen a maximum specific element, benefiting the 

more expensive products. Italy, where cheaper brands are produced, levies an ad valorem tax 

almost equal to the 57% minimum excise duty requirement.  

Chart 10 presents the different combinations of specific and ad valorem taxes in each Member 

State, by calculating them as a percentage of the TIRSP. 

Chart 10: Proportional versus Specific Excise Duty as a percentage of TIRSP 

   Source: European Commission, DG Taxation and Customs Union, 2001.  

Table 1: Level of Excise duties as a percentage of TIRSP 

 Source: European Commission, DG Taxation and Customs Union (2001). 
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3.1.3. Effects of the "57% rule" 

If the level of overall excise duty is already at or close to the 57% minimum, a rise in base 

price can lead to the overall excise falling below 57%, requiring an increase in excise duty. 

This will be the case even if the level of final price is comparatively high; and the increase 

may therefore result in a widening of the disparities in final price (see Chart 11). 

Sweden, for example, despite its extremely high cigarette price and excise yield, has great 

difficulties in complying with the minimum rate. Sweden’s overall minimum excise duty is 

given by the sum of the specific element (11.27%) and the proportional one (39.20 %); and it 

reaches only 50.47 %. It is for this reason that Sweden has had a temporary derogation from 

the overall minimum excise rate of 57 % up to and including 31 December 2002
8
. 

 

Chart 11: The Excise Duty Component of Final Cigarette Prices (€ per 1000 MPPC) 

 Source: European Commission, DG Taxation and Customs Union (2001) 
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8 Directive 1999/81/EC, Article 1, Point 2, amending Directive 1992/79/EEC. 

9 Directive 1999/81/EC, Article 1, Point 1,amending Directive 1992/79/EEC. 

10 Directive 92/12/EEC on the general arrangements for products subject to excise duty and on the holding, 
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Goods which have not yet been released for consumption can move throughout the Single 

Market under a duty-suspension regime: i.e. untaxed. Excise duties and VAT become liable 

once they are finally released for consumption, at the rates and payable to the Treasury of the 

Member State where this takes place.  

Once the goods are fully taxed, unlimited quantities can be taken from one country to another 

by individual final consumers without further taxation – but only provided that the products 

are for personal consumption and are transported by the private individuals themselves. 

“Indicative allowances” have been set, below which there is a presumption that this is the case 

(see Table 2).  

Derogations from this principle, however, have been granted to Denmark, Sweden and 

Finland, which have retained traditional “travellers’ allowances” for products coming in from 

other Member States
11

.  

Table 2: The indicative duty-paid allowances (tobacco products) 

 

800 cigarettes 

400 cigarillos 

200 cigars 

1 kg of tobacco 

 

 

3.3. Fraud and Smuggling  

Within the general system, Member States are free to set the actual levels of excise-duty 

nationally, provided that they comply with the Community minimum levels. This flexibility 

results in considerable differences in cigarette prices between Member States (see Chart 4); 

and this, in turn, constitutes a powerful incentive for smuggling and other fraud, particularly 

in the case of cigarettes.  

The last report by the European Anti-Fraud Office (OLAF)
12

 lists some of the principal 

categories of such frauds: 

� The introduction of counterfeit American or European cigarette brands, in particular from 

the People's Republic of China. 

� Trafficking in untaxed cigarettes brought in from third countries. 

� Trafficking in untaxed or low-taxed cigarettes manufactured in Europe. 

� Unlawful transit. 

Trafficking on cigarettes imported from third countries, such as low-price Central-Eastern 

European countries, in particular, is sharply on the increase. Large quantities of cigarettes are 

brought into the EU in containers, and are cleared with false declarations on the contents. All 

liability to duty is thereby avoided. 

                                                 
11 300 cigarettes or 150 cigarillos or 75 cigars or 400gr tobacco in all cases, except for Denmark where the 

cigarette allowance is only 100 for persons who have been outside Denmark for less than 24 hours. 

12  Report by the European Anti-Fraud Office, European Commission, First Report on Operational Activities, 1 

June 1999 - 31 May 2000. 
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The District Court of the Eastern District of New York has recently held a first hearing in the 

case "European Commission against RJR Nabisco Inc and Philip Morris Companies Inc.".  

On 3 November 2000, the Commission accused these two American cigarette manufacturers 

of being involved in the large-scale contraband of cigarettes on the Community market. 

Trafficking within the internal market can take a number of different forms. For example: 

• Cigarette consignments can leave a depot under the suspension of excise duty regime. 

They are then either declared wrongfully as being intended for export and sold on the 

black market; or are actually exported and then smuggled back into the Community.  

• Cigarettes can be purchased in a low-tax EU Member State, ostensibly for personal 

consumption; and are then transported to a higher-taxed country and illegally resold.  

In 1999, cigarettes headed the list of all products affected by fraud, accounting for 14% of 

notified cases and amounts involved (followed by dairy products and cars). 

Fraud in the tobacco sector has three main damaging effects: 

• Loss of revenue. The loss to the United Kingdom national budget, for example, was put 

at £2.5 million in 1999.  

• Damage to legitimate trade. In 1999, some 18% of the UK cigarette market was 

estimated to be contraband. Even in lower-taxed Italy the percentage was between 12% to 

15%. Such cheap, illegal supplies constitute unfair competition for legitimate traders. 

• Damage to health. The widespread availability of cheap, untaxed cigarettes undermines 

official policies of discouraging smoking.   

The scope of fraud in the tobacco sector raises at least two critical issues. 

3.3.1. Convergence of tax rates 

Much of the incentive to smuggle cigarettes within the Single Market would not have existed 

had the Commission’s original proposals to harmonise excise duty rates been adopted in 

1992. These proved unacceptable to Member States as a result of fundamental differences:  

• the degree to which excise duties were used as a major source of revenue;  

• the degree to which they were used in anti-smoking policies; and, perhaps most critically, 

• the extent to which particular ad valorem/specific balances reflected the structure of 

national tobacco industries. 

Since 1993 there has, in fact, been a convergence of cigarette taxes within the EU. The ratio 

of the standard divergence to the mean has fallen from about 6.5% to just under 6%, though 

since 1998 the divergence has marginally increased again (see Chart 12). Moreover, cigarette 

taxes have converged significantly more than other taxes, particularly those on labour. 

3.3.2. The trade off between freedom of trade and effective control 

As a result of the very large illegal movements of excisable goods within the Single Market, 

there have been calls for the re-imposition of internal border checks (e.g. on goods moving 

from France to the UK). Such calls have so far been resisted. Instead the preferred answer has 

been better overall control systems and increased co-operation between tax authorities. 
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The appropriate balance between trade facilitation and effective control is the subject of 

continuing examination within the EU’s High Level Group on Fraud in the Tobacco and 

Alcohol Sectors. In 1998 the long term Community Action programme, Fiscalis
13

, was 

instituted to improve the operation of indirect taxation systems in the single market through 

effective co-operation between Member States and with the Commission. 

 

Chart 12 : Cigarette taxes within the EU (12): ratio of standard deviation to mean of 

effective tax rate 

 

 

 

 

 

 

 

 

 

 

3.4. The Commission Proposals 

In its recent Report on the structure and rates of excise duty applied on cigarettes and other 

manufactured tobacco
14

, the Commission has considered necessary a number of amendments 

to the current system. These are formally proposed in an accompanying draft Directive
15

.  

3.4.1. A €70 minimum specific excise in conjunction with the 57% rule 

As regards cigarettes, the first proposal provides for the introduction of a fixed minimum 

amount expressed in euros  – a measure advocated from the start by the European Parliament 

in its opinion
16

 on the proposed system in 1992. Member States would have to apply: 

• the minimum excise incidence (specific and ad valorem together) of 57% of the tax-

inclusive retail-selling price of the most popular price category; and  

• a minimum excise (specific and ad valorem together) of €70 per 1000 cigarettes.  

The minimum specific excise proposed is lower than the average specific excise of about €90 

per 1000 cigarettes. The new requirement would, as a result, affect only those Member States 

                                                 
13 Decision 888/98/EC 

14  COM (2001) 133 Vol. I, of 14.3.2001. 

15  COM (2001) 133 Vol. II, of 14.3.2001 

16  see OJ C94 of 13.4.92. The original proposal in committee was for compliance with both the 57% and a 

specific minimum. The final text, however, required compliance with either the 57% or a specific minimum. 
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which meet the 57% rule but, because of their relatively low prices, are able to levy a very 

low real amount of excises. In particular, five Member States (Spain, Italy, Greece, Portugal 

and Luxembourg) would have to increase their excise duties. The highest increase would be 

in Spain (around 27%). In order to avoid any economic problems in these countries, however, 

the Commission proposes a phased introduction. 

Table 3: Estimated increase in cigarette prices as result of Commission proposals 

(assuming no change in specific/ad valorem balance) 

 

Country % increase 

(most popular brand 

Spain 27 

Greece 18 

Italy 18 

Portugal 16 

Luxembourg 11 
  Source: Commission internal memorandum 

 

3.4.2. A €100 minimum specific excise as an alternative to the 57% rule 

The proposal also includes a permanent arrangement for higher-taxing countries like Sweden 

which have difficulties in complying with the 57% rule. Member States would have to apply: 

• either the minimum excise incidence (specific and ad valorem together) of 57% of the 

tax-inclusive retail-selling price of the most popular price category; or 

• a minimum excise (specific and ad valorem together) of €100 per 1000 cigarettes for the 

category most in demand.  

3.4.3. A minimum excise duty on cheaper cigarettes 

The sudden appearance of very cheap cigarettes has in the past threatened to disrupt certain 

domestic markets. Since the level excise duties on all cigarettes is normally set by reference to 

the price of the most popular category, the system has not allowed for the imposition of 

additional taxes on the cheaper brands. For this reason, there have been special provisions 

enabling a Member State to impose a minimum level of duty on non-MPPC brands, as long as 

this does not raise the total tax to more than 90% of the total tax on the MPPC brands. 

However, even this arrangement has proved inadequate to prevent drastic price-cutting and a 

rise in the proportion of markets captured by low-price supplies. The Commission therefore 

proposes changes to this article
17

 to allow Member States more flexibility in the imposition of 

a minimum excise duty on cigarettes. In particular, the 90% ceiling is raised to 100% (i.e. the 

excise levied must not exceed that on cigarettes belonging to the MPPC).   

 

 

                                                 
17 Article 16 (5) of Directive 95/59/EC. 
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Chart 13: Excise Incidence in CEEC as a percentage of TIRSP 

       Source: International Tobacco Growers Association (ITGA), 2000.  

3.4.4. The candidate countries 

A transition period is also foreseen for the current candidate countries upon their accession, 

since, as Chart 13 shows, excise duties in candidate countries are far below the EU average. 

No Central Eastern European country currently meets the 57% rule.  

 

3.5. Possible Alternatives to the Proposal from the Commission 

The recent proposals from the Commission are only one of the possible approaches to the 

reform of tobacco taxation. Two possible alternatives, for example, are a return to the 

Commission's original proposals
18

; and an alternative recently advanced by the Confederation 

of European Community Cigarettes Manufacturers (CECCM) and Groupement des Industries 

du Tabac de l'Europe (GITES)
19

. 

3.5.1. Absolute harmonisation of excise duties on cigarettes 

The Commission's original proposal aimed to reach an absolute harmonisation of excise 

duties, by introducing in all Member States the same specific amounts and rates.  

The Commission took into account the similar multiplier effect on prices generated by both 

the ad valorem excise duty and VAT. These two taxes were therefore considered as a single 

combined rate. 

The amount and the rate for the proposal were then determined on the basis of a pure 

arithmetic average of current cigarette duties in the European Union. The arithmetic average 

was regarded as the most equitable approach since it gave equal weight to each Member State, 

                                                 
18 COM (87) 0325 and COM (87) 0326. 

19 As presented at the Kangaroo Group's Working Group on "Taxation, Fair Taxation and Harmful Taxation" by 

Mr De Vroey, Director of the Representative Office of British American Tobacco, 10 January 2001. 
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irrespective of size. However, in order to recognise certain flexibility, the Commission 

proposed to fix the proportional element, by leaving a margin of 1 point around its composite 

ad valorem rate. As regards the specific element, it would have periodically been adjusted in 

line with inflation. 

Given the current levels of excise duties in the EU, the specific element would be fixed at 

€38.3 per 1000 cigarettes and the proportional one (VAT + ad valorem excise) at 54% of 

TIRSP, i.e. between 53% and 55%. 

Chart 14 shows that the proposal would have the effect of reducing price differentials between 

countries. In particular, price differential between Portugal and United Kingdom would be 

diminished by 33%. Finland and Sweden would keep about the same prices. Three high-price 

Member States, United Kingdom, Ireland and Denmark, would have lower prices, because of 

the lower total excise incidence. All other countries would have a price increase: in particular, 

prices would rise by over 30% in low-price Member States like Portugal, Spain, Italy, Greece 

and Luxembourg, because of the higher specific element. 

This proposal would then produce a level of taxation broadly consistent with the aim of 

reducing price-differences within Member States and with the Commission's health policy.  

Nevertheless, an agreement on a proposal concerning an absolute excise duty harmonisation 

is far more difficult to achieve than an agreement on the simple introduction of a minimum 

specific requirement. Therefore, even if the original proposal seems to represent the first-best 

solution to the cigarette taxation issue, the current proposal could be regarded as a second-

best choice necessary to gradually reach the absolute harmonisation goal. 

Chart 14: Estimated Changes in Prices with the Absolute Harmonisation Approach 

   Source: Current prices: European Commission (2001); Estimated prices: own elaboration20 

                                                 
20 Prices in Chart 14 are estimated on the basis of the current basic retail-selling price of MPPC's cigarettes, by  

    levying a specific tax of €38.3 and a proportional one (ad valorem excise duty + VAT) of 54%.  
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3.5.2. Minimum fiscal incidence approach 

CECCM and GITES have recently proposed amending the current legislation on cigarette 

taxation to introduce a combination of the minimum excise and VAT as an alternative to the 

current 57% minimum excise incidence. This proposed model would take into account all 

taxes on cigarettes and would therefore allow high-taxed countries to comply with the EU 

legislation without needing either a further increase in their excise rates, or derogation.  

The proposed model suggests setting the minimum total incidence at 57% + EU minimum 

VAT.  Given that the normal EU minimum VAT is currently equal to 15% nominal, that is to 

an effective rate of 13.04%, the total incidence would be at least equal to 57% + 13.04% = 

70.04%.. By applying the fiscal incidence approach, Sweden would be able to comply with 

the new minimum requirement, as its overall minimum excise duty (50.3 %) would be 

increased by its effective VAT rate (20 %), up to 70.3 %. 

Chart 15: Total Tax Incidence on Cigarettes as a percentage of TIRSP 

  Source: European Commission, DG Taxation and Customs Union (2001). 

Chart 16: Total Tax Incidence in CEEC as a percentage of TIRSP 

            Source: International Tobacco Growers Association (ITGA), 2000. 
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In addition, this system is also supposed to benefit the enlargement candidate countries by 

facilitating their smooth integration. In fact these countries present low levels of excise 

incidence, but all have VAT rates far above the EU minimum (Chart 16). It would thus be 

easier for them to reach the 70.04% requirement than the current 57 % rule. 

However, this approach does not address the need for reducing price differences and 

guaranteeing a greater excise convergence between Member States, in order to facilitate the 

operation of the internal market. 

Chart 17: Estimated Changes in Prices with the Minimum Fiscal Incidence Approach 

       Source: Current prices: European Commission (2001); Estimated prices: own elaboration21. 

 

Chart 17 gives an estimate of changes in prices this new legislation would produce. It is 

possible to observe that the main effect would be a general decrease in the effective taxation 

on tobacco, which would lead to a TIRSP equal to €52.06 (40% lower) in Portugal and to 

€229.38 (37% lower) in the United Kingdom. Moreover, the gap between these two Member 

States would be raised by almost 2%, as the new percentages still have to be applied to very 

different prices. 

This significant price reduction would obviously lead to an increase in cigarette consumption, 

and hence to a widening of the health damages caused by tobacco use. At the same time, the 

still relevant price differentials within Member States would strengthen the potential for 

smuggling and fraud. 

                                                 
21 Prices in Chart 17 are estimated on the basis of the current basic retail-selling price of MPPC's cigarettes, by  

    levying a global tax (excise duty + VAT) equal to 67.7% of TIRSP.  
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4. EXCISE DUTY ON OTHER MANUFACTURED TOBACCO 

4.1. Current Arrangements 

The world market for cigars, smoking tobacco and smokeless tobacco remains a 

comparatively small business compared to that for cigarettes. Because of their low 

consumption and, in the case of cigars and cigarillos, of their labour intensive character, the 

taxation level on these products is still relatively low. 

In the European Union, Member States are required to apply on manufactured tobacco 

products, other than cigarettes, an excise duty, which may be: 

• either an ad valorem duty calculated on the basis of the maximum retail selling price 

of each product, 

• or a specific duty expressed as an amount per kilogram or in the case of cigars and 

cigarillos alternatively for a given number of items, 

• or a mixture of both, combining an ad valorem element and a specific element
22

. 

The rate or minimum amount to apply is defined for each group of manufactured tobacco. 

4.2. Cigars and Cigarillos 

As regards cigars and cigarillos, as from 1 January 2001, the overall excise duty levied by 

each Member State should be at least equivalent to 5% of the retail selling price inclusive of 

all taxes, or to € 10 per 1000 items or per kilogram. 

Chart 18: Specific excise duties on Cigars and Cigarillos (€ per 1000) 

  Source: European Commission, DG Taxation and Customs Union, 2001.  

 

                                                 
22 Article 2 of Directive 99/81/EC, amending Article 3 of Directive 92/80/EEC. 

13,29

65,67

26,56

158,51

224,82

0

25

50

75

100

125

150

175

200

225

AT BE DE DK EL ES FI FR IE IT LU NL PT SE UK



TOBACCO TAX 

 

PE 305.060 rev.1 24 

Provided they meet the minimum excise rate or amount, Member States can freely choose the 

proportion of specific and ad valorem tax they wish to apply, and thus take national 

considerations into account in setting tax levels. In particular, as shown in Chart 18, only 

three high-price countries (United Kingdom, Ireland, Sweden) levy only a specific excise duty 

on cigars. Germany and Denmark have adopted a mixed solution, while all the other countries 

apply an ad valorem excise duty (Chart 19). Among the latter, Belgium Luxembourg and the 

Netherlands levy only the minimum rate of 5%. 

Chart 19: Ad valorem Excise on Cigars and Cigarillos as a percentage of TIRSP 

  Source: European Commission, DG Taxation and Customs Union, 2001. 

 

The Commission proposes adjusting the specific minimum amount expressed in Euro in line 

with inflation from 1 January 2003, by setting it at €11. No change to the ad valorem rate has 

been suggested. In fact, their more labour intensive production process can justify the 

comparatively lower level of taxation applicable to these products. 

In the case of cigars and cigarillos, the Commission's primary aim is more focused on 

preventing distortions of competition between different categories of manufactured tobacco 

than on enhancing the tax harmonisation process. 

Indeed, as cigar consumption represents under 1% of total EU tobacco consumption, the cigar 

industry continuously increases the range of products on offer in order to attract the greatest 

number of consumers. For example, although cigars have never been considered a close 

substitute to cigarettes, the recent introduction of cigarette-style cigars, as well as aromatic 

ones, proved to be effective for the increase of sales. 

However, these changes in products offered on the cigar market have represented a potential 

for fraud and unfair competition. In particular, because of the current definition of cigars and 
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of excise duties for cigars (5%) instead of that one for cigarettes (57%). Except for the colour, 

the product in question has the same function, taste, filter and presentation of a cigarette or a 

cigarette substitute. The wrapper is filled with cut tobacco instead of a threshed blend and the 

manufacturing process is similar to that for cigarettes. Obviously, because of its lower tax 

rate, the product has become quite popular, especially for young smokers, and is competing 

with cigarettes. 

EU legislation defines cigars and cigarillos as: 

" 1. rolls of tobacco made entirely of natural tobacco; 

2. rolls of tobacco with an outer wrapper of natural tobacco; 

3. rolls of tobacco with an outer wrapper of the normal colour of a cigar, and a binder, of 

reconstituted tobacco, where at least 60% by weight of the tobacco particles are both 

wider and longer than 1.75 mm and where the wrapper is fitted in spiral form with an 

acute angle of at least 30° to the longitudinal axis of the cigar; 

4. rolls of tobacco with an outer wrapper, of the normal colour of a cigar, of reconstituted 

tobacco, where the unit weight, not including filter or mouth-piece, is not less than 2.3g 

and of at least 60% by weight of the tobacco particles are both wider and longer than 

1.75mm and the circumference over at least one third of the length is not less than 34 mm".  

In order to guarantee that the lower minimum rate for cigars would be restricted to the 

products to which it was really meant to apply, the Commission proposes to amend the 

definition of cigars and cigarillos at point 3 and 4 in the following way: 

"(3) Rolls of tobacco with a threshed blend filler and with an outer wrapper of the normal 

colour of a cigar covering the product in full, including where appropriate the filter but 

not in the case of tipped cigars, the tip, and a binder, both being of reconstituted tobacco, 

where the unit weight, not including filter or mouth-piece, is not less than 1.2g and where 

the wrapper is fitted in spiral form with an acute angle of at least 30° to the longitudinal 

axis of the cigar; 

(4) Rolls of tobacco with a threshed blend filler and with an outer wrapper of the normal 

colour of a cigar, of reconstituted tobacco, covering the product in full, including where 

appropriate the filter but not, in the case of tipped cigars, the tip, where the unit weight, 

not including filter or mouth-piece, is not less than 2.3g and the circumference over at 

least one third of the length is not less than 34mm.” 

4.3. Fine-cut Tobacco for the Rolling of Cigarettes 

Fine-cut tobacco represents approximately 10% of tobacco sales in the European Union, with 

sales concentrated in the Benelux, Germany and France. In the Benelux almost half of all 

smokers roll their own cigarettes. Other important fine-cut markets are the Scandinavian 

countries, Germany, France and the UK. Fine-cut sales are almost negligible in Southern 

Europe (see Chart 20). 

From 1 January 2001, the overall minimum excise duty levied by each Member State is 

required to be 30% of the retail selling price inclusive of all taxes, or € 25 per kilogram. 
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Chart 20: Fine-cut sales as % of Total Tobacco Sales 1999 
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As shown in Chart 21, Denmark, Ireland, Sweden and United Kingdom apply only a specific 

excise, which is set at a level much higher than the minimum specific requirement. Apart 

from Germany, Netherlands and Finland, which adopt a mixed taxation, the other countries 

apply an ad valorem excise (Chart 21). 

Chart 21: Specific Excise Duty on Fine-cut Tobacco as Euro per kilo 

  Source: European Commission, DG Taxation and Customs Union (2001). 
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Chart 22: Ad valorem Excise on Fine-cut Tobacco as a percentage of TIRSP 

     Source: European Commission, DG Taxation and Customs Union (2001). 

 

In particular, RYO tobacco sales are said to have benefited from tax and price hikes within 

the manufactured sector. Indeed, fine-cut tobacco has a quite low selling price and tax 

incidence is therefore generally insignificant. The core group of RYO tobacco consumers is 

made up of low-income consumers who tend to be motivated by value for money 

considerations. Any widening of the price differential between cigarette and RYO tobacco 

tends to lead to a certain amount of down-trading. Similarly, as cigarette prices fall or 

incomes rise, RYO consumers who attach a great deal of importance to cost are more likely to 

shift back to cigarettes. 

In addition, in recent years, the consumption of fine-cut tobacco has also become a sort of 

lifestyle decision, with an increasing number of middle and higher income consumers 

purchasing it. 

Therefore, despite the different characteristics of cigarettes and fine-cut tobacco, the 

distortions in the Internal Market, as well as the health damage caused by their consumption, 

leave little justification for so wide differences in the rates applied to these two categories. 

According to these considerations, the Commission proposes that the minimum rate for 

rolling tobacco should be brought more closely into alignment with the 57% rule applying to 

cigarettes. In particular, the minimum incidence for rolling tobacco, given the differences of 

the two products, would rise from 30% to 39%  (i.e. 2/3 of the minimum excise incidence for 

cigarettes). The minimum Euro amounts for this category would instead be adjusted with 

inflation, by raising the specific duty to € 34. This alignment would be gradually reached in a 

three-year period, stages of which are illustrated in Table 4. 

This gradual adjustment will provide to Member States, which do not already comply with 

these requirements and have their rates set at a very low level, the necessary time to adjust 

them. In particular, Portugal and Luxembourg will be required to change their excises over 

the next three years in order to fulfil this provision.  
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Table 4: Proposed Changes to Fine-cut Tobacco Excise Duties   

 

� 01/01/2002: minimum rate of 33 % of TIRSP or €28 per Kilogram; 

� 01/01/2003: minimum rate of 36 % of TIRSP or €31 per Kilogram; 

� 01/01/2004: minimum rate of 39 % of TIRSP or €34 per Kilogram. 

 
 Source: COM (2001) 133. 

 

 

4.4. Other Tobacco 

As regards other  tobaccos, the overall minimum excise duty is currently set at 20% of TIRSP 

or at €19 per kilogram. Because of the small consumption of these products (mainly 

represented by chewing tobacco snuff and moist snuff
23

), the Commission only proposes 

adjusting the specific minimum amount in line with inflation. The latter would therefore be 

set at €20 at 1 January 2003, while there would be no change to the ad valorem rate. 

                                                 
23

 Directive 92/41/EEC amending Directive 89/622/EEC bans the marketing of certain types of tobacco for oral  

     use, because of its carcinogenic effects. 
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Annex I: The tobacco industry 

Industry-sponsored studies tend to measure the economic importance of tobacco in terms of 

jobs that it supports. For example, a recent review from the US General Accounting Office 

estimated that 1.8 million jobs were tobacco-dependant, categorised as  

• direct employment;  

• indirect employment; and  

• expenditure-induced employment, created as employees spend their salaries and wages. 

Chart 23: EU employment in Tobacco Manufacturing 

        Source: World Bank, Country Tobacco Profiles (2000). 

Even if the tobacco industry provides employment for a large number of people, however, 

such data may give a misleading picture of the likely economic impacts of a change in 

tobacco demand. As some economists
24

 have pointed out, "money that would have been spent 

on tobacco will not disappear from the economy". The expenditure shift from tobacco to other 

goods and services could lead to a concomitant increase in demand for those products. 

In the European Union (see Chart 22
25

), employment supported by tobacco accounts only for 

a small percentage of the total labour force in each country. In effect, Germany, Italy, Greece 

and Spain present rates of employment in tobacco manufacturing equal to 0.10 %, 0.07 %, 

0.22 % and 0.06 % respectively
26

. 

 

                                                 
24 Johnson, P. R. (1984) The Economics of the Tobacco Industry. Irvine, I. J. and Sims, W. A. (1997) Tobacco    

   Control Legislation and Resource Allocation Effects. 

25 Data on Employment in Tobacco Manufacturing in Luxembourg are not available. 

26 Own elaboration of data from Tobacco Country Profiles by the World Bank and 1999 Country Reports on   

    Economic Policy and Traded Practices by the Bureau of Economic and Business Affairs, U. S. Department of  

    State. 
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Annex II: Non-price Measures of Control 

Obviously, the legislative arrangements on tobacco taxation are only a part of the wider 

tobacco control strategy adopted by the European Union.  

In the case of raw tobacco, Community legislation
27

 has established a Community Tobacco 

Fund in order to finance research and information programmes in the following areas: 

• "improving public awareness of the harmful effects of tobacco consumption in any 

form […]"; 

• "steering tobacco production towards varieties and cultivation methods that are less 

harmful to human health and are better geared to market conditions and more 

environment-friendly", by studying, in particular, the possibilities for producers of raw 

tobacco of switching to other crops or activities (Commission Regulation EC No 

1648/2000). 

The Fund is financed through of a reduction in the amount of the premium paid to producers 

and of the reimbursement to be made by Member States to the processors.  

However, according to the EAGGF
28

 Guarantee Section, the amount of premiums for tobacco 

in 2001 is equal to €987,000,000, while the Community fund for research and information in 

2001 is only equal to €15,000,000. Speaking to the European Parliament on 15 May 2001, 

Commission President Romano Prodi announced that redirection of the Common Agricultural 

Policy implied "phasing out subsidies to tobacco producers".
29

 

Parliament and Council have recently reached agreement on the Directive
30

 on the 

manufacture, presentation and sale of tobacco products (EP Procedure Reference 

COD/1999/0244). The Directive lays down maximum levels of tar, carbon monoxide and 

nicotine. The main provisions for tobacco products are: 

• all packets of tobacco products will have to bear, as general warning, the phrase: 

"Passive smoking harms you and those around you" or “Smoking kills”. 

• terms such as "low tar", "ultra light" and "mild" will be banned; 

• prohibition of the use of ingredients which increase the addictive properties of tobacco. 

In addition, the Commission informed the Council of its intention to submit, during the first 

half of 2001, a new proposal for a Directive on tobacco advertising to replace Directive 

98/43/EC. The latter was annulled by the European Court of Justice in October 2000
31

 on the 

ground that the legislator was not empowered to adopt it on the basis of the provisions 

                                                 
27 Council Regulation EEC No 2075/92 of 30 June 1992 on the common organisation of the market in raw  

     tobacco, as amended by 394R3290, 395R0711, 398R1636, 398R2848, 399R0660 and 300R1336. 

28 European Agricultural Guidance and Guarantee Fund, Guarantee Section. 

29  Debate on "A Sustainable Europe for a Better World: A European Strategy for Sustainable Development"  

     (Commission proposal to the Gothenburg European Council). 

30 Recast version Directive 89/622/EEC, 92/41/EEC and 90/239/EEC, stage reached: Council/EP third reading. 

31 Case C-376/98, Germany against Parliament and Council, Judgement of the Court of Justice of the European  

    Communities of 5 October 2000. 
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relating to establishment of the internal market, freedom of establishment and freedom to 

provide services. 

Finally, the Commission represents the European Community
32

 in the negotiations organised 

by the World Health Organisation on the Framework Convention on Tobacco Control (the 

second session of negotiations was held 30 April - 5 May 2001 in Geneva, Switzerland). The 

core of the draft framework convention covers guiding principles, general objectives and 

general obligations. Among the obligations, an important part relates to tobacco taxation. 

                                                 
32 Under Article 152 (ex 129) EC, "1. A high level of human health protection shall be ensured in the definition  

    and implementation of all Community policies and activities. […] 3. The Community shall foster cooperation  

    with third countries and the competent international organisations in the sphere of public health". 
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