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KEY AREA PAPER -INDTRECT TAXA71ON OF TOBACCO PRODUCTS

A- TREISSUE

B. POLICY

C. STRATEGIES

D. DEVELOPMENT OF STPATEGIES

- Company responsibility
. Strucrureof excisetaxationand ir@rt tariffs
- Leveloftaxation
- Excisecollection
- Relationswith Government and itsadvisors
- Industryrelations

GeneralManagers should referto theTobacco TaxationGuide (datedDecember 1994)fora
generalbackground and detailon indirecttaxand tradeissues.ThisKey Area Paper
concentrateson thedevelopment of strategiestobe adopted by operatingcompanies-

A. THE ISSUE

Tobacco in&ect taxation(excisetax,sajesmx, VAT and importtariffs)isthemost
siciificantelementofthe retailsellingpriceoftobacco productsand hence playsa
majorroleindeterminingtheconunercialenvironmentinwhich we operate.In

particular,indirecttaxationdeterminesthe levelof retailprices,the pricesuu=e and
thereforetheoverallpatternofsmoker demand forour products.Itisalsoclosely
linkedto,and significantlyinfluencesthelevelofprofitabilityand cashflow

performanceofan operatingcompany.

Excisetaxationand VAT has alwaysbeen a key issue,but isbecoming evenmore so
becauseof GoverrAmentincreasesinthelevel,vith resultanthigherrealprices,either

forrevenueor healthreasons.Also,compefi6on,particularlyPK inazlsingiyseekto
influencethe structureofthetaxationsysteminorderto optimisetheircompetitor
positioninthemarket place.The criticalproductcategoryiscigarenm which
accountsforwellover900/oof globaltobaccocons=ption thispapertherefore

focusesupon cigarettes,althoughthereissome referencetoothertobaccoproducts.

Internationalco-operationand crossfertiesa@onbetween Governments isincreasing

withregardtoindirecttaxation,asa resultofwhich both taxationlevelsand structures
arebeingshaped by externalinfluences.

Tobacco indirecttaxationisthereforean issueforGeneralManagers who should

adviseMUbank ofag changesintaxstructuresand levels,and discussany proposals
forchange withNEllbarLkpriorto theirsubmissiontoGovernment. cn
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B. POLICY

To manage thecigaretteindirecttaxationissueinorderto establishthemost
appropriateretailpricestructure,whdst optirr@singprofitabilityand cashflowoverthe
longtem.

C. STRATEGICES

Thispolicywillbe achievedby focusingupon thefollowingmain strategies:

I To definethemanagement responsibuityfortoba=o indirecttaxationwithin
your company bothfrom thepublicaffairsand commercialviewpoints.

2. To establishastructureor systemofimportdutyand/orexcisetaxationmost
appropriateto thecurrentand futureBAT brandmix,securingmaximum
freedomto determinesellingpriceswithoutGovernment interventionor
approv;d,whastalsoniir@misingtheabilityoftheretailtradetovwy prices
from thoserecommended by,or fixedby then=ufacturer-

3. To seektoreducetheincidenceofindirecttaxatior@or toensurethatitslevel
doesnotincreaseata rategreaterthaninflation.To seekto=sure thatthe
applicationofValue Added Tax totobaccoproductsdoesnotincreasethetotal
taxburden.

4. To establishthemost effectivemethod ofcollectingtheexcisewhich:

- ma)dmisesany excisecreditterms.

- max@@es theinvolvementofthemanufacturerinthecollectionof
exciseand ffinimisestheinvolvementofthedistributiveandretail
trades.

- facilitatestheestablishmentofffimretailprices.

- minimisestheabilityofcompetitorstounderpaytheirimportduty
and/orexcisetaxand so deriveacompetitoradvantage.

5- To maintaina dialogueand closeworkingrelationshipwithkey Goven=ent
officialsandNfinistersand theiradvisorsinordertoinfluencetheirindirect
taxationpolicy.

6. To lead,butact(whereappropriate)with,therestofthetobaccoindustryand
to maximisethebenefitsfrom includingotherinterestedpartiessuchasfarmers,
processors,suppliersand thetrade.

These strategiesareexplainedingreaterdetailinthesubsequentsections-
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D. DEVELOPMENT OF STRATEGIES

1. Company Responsibility

Indirecttobaccotaxationand pricingaregeneralmanagement issuesand in

additionwillalways involvedifferentbusinessfunctionswithinoperating

companies.Itisessentialto have clearresponsibilitiesforthemanagement of
them.

The key elementsare:

- strategicplanningofexcisetaxsystemsand pricing
- accountingand computationof options
- management of payment and administration

- lobbyingand Goverrunentrelations

NfiUbank(Tobacco TaxationDepartment)isbudding expei-tiseand contacts
and a centraldatabaseofinformationinorder toassistoperatingcompanies.
However, theresponsibilityof managing localexcisei=es isprimarilythatof

theoperatingcompany and pardcumy theGeneralManager. Based on
experiencefrom around theGroup and outside,lobbyingarguments arebeing

developedinNfiEbankand willbe circwatedtooperatingcompanies as
appropriate,Operatingcompany management shouldkeepKUbank advisedof

developmentson indirecttaxmattersand seek advicewhenever necessary.

2. Structureof excisetaxationand import tariffs

The structureofany excisesystem determinesthepricingscenarioofthe

marketplaceand has a siznificantimpactupon thelevelofprofitability.Both
Marketingand Financeshould fullyunderstandtheimplicationsofthecurrent
excisestrucr= and estabdshwhether a competitoradvantagemight accrue

from a changetoa differentstru=re, In many instances,change may be either
inappropriateor impossiblewhileinotherinstanceschange may be appropriate

and possible.

There isno singleexcisestructureappropriatetoBAT on a globalbasis

becausethecompetitorand brand mix situationsvarywidely. Companies
shouldevaluatetheirown positionand futureplansinthemarket place,in
ordertodeterminethestructuremost appropriateforthenl Inmost instances,
longterm profitoptimisationwillnormallyresultfrom a totallyor

predominantlyspecificexcisetaxationstructure,inpreferenceto an ad valorem

one. The optimum balancebetween specificand ad valorem willdepend upon
thebrand mix ofeach company.

Ina hiehinflationennirorunentan advalorem structureislikelytobe favoured

by Government, otherwisetherelativesimplicityofa specificstructureis

appealing.Another simiificantdecisioninfluencingfactoristhenarrowerprice
rangeina specificen-.iror&rnent.The structureisalsohighlyrelevantto thekey Ln
issueofproductqualitywithspecificexcisenormallyresultinginhigher C:)
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productqualitythanad valorem becausethelanerencouragesprice

competitionand hence costand qualityreduction.

Importtariffsarestillan imponint elementinindireat=fion, butthetrend

internationaflyisrapidlymoving towards a reductionoftariffsand other
barrierstofreetrade.To relyon such taxbarriersto'protect'an uncompetitive

businesswould not be viableinthelongerterm.

Intheexpanding globalscenariowhereby exportscurrentlyaccountforover
200/oofBATCO cigarettesales,tariffsarean importantindirecttaxand
conunercialissue.Sincemost ofour exportsareofhigherquality,ligherprice
internationalbrands,our policyinexportmarketsisasfollows:

- elkninatetariffs
- replacead valorem tariffswithspecifictariffs
- persuadeGove=cnt to raiserevenuethroughexciseand other

indirecttaxationnottariffs
- lobby forspecificor predominantlyspecificexcisetaxation,becausead

valorem excisemultipliestheamount ofthetariff(a= on a tax).

Itshouldalsobe pointedoutthatourpolicyon tariffsindomesticmarketsis
gencraflytheoppositeoftheabove. Inmarketswhere BAT has a dominant

share,or where competitionislimitedbee@am restrictedaccesstothemarket
keepsoutimports,outpoficyisto pemade Government tonii@se imports
throughtheapplicationofhightariffsand otherobstaclessuch aspre-payment

or earlypayment ofexcise=es. (However,asnotedabove thisisbecoming
more difficult.)Governments willbeunder increasinginternationalpressureto
equahse theexcise.VAT structuresand ratesapplicabletoboth importsand
domesticproductiveProtectionfordomesticmanufactureshotljdtherefore

most appropriatelybe soughtthrougha'reasonableimporttariff.

The structureof=ation forproductsotherthancigarettesgenerallyfollows

one of theabove options.Intheniair4cigarsand cigarettesdo not directly
compete againsteach otherwiththepossibleexceptionofmirdaturecigars.

Sirt@larly,Pipetobaccos,Chewing Tobaccos and Smff do not rompete directly

againstcigarettes.However RoflYour Own smoking tobaccoisindirect
competitionwithmanufacturedcigarettes.Compar@es must understandthe

relativeexciseincidenceofthesetwo productcategoriesand theirimpact upon
relativepricelevelsand switchingbetween thetwo categories.Although
circumstancesvajy,theBAT policyistoaiinir6sethepriceadvantageofRYO
and so ma.,dmisethe market opportunitiesformanufactured cigarettes.

Government influenceoverretailpricesvariesfrom completelycontrofling
thm toaflowingfullfreedomtomanufacturers.ReWl pricesvaryfrombeing

fixedby law orpracticetobeingfree,withthemanufacturersand thetrade

beingabletochange pricesby whatever&mount theywisk whenever they
wish.
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Bemse circumstancesvarywidely,itisdifficulttohavea globalstrategy.
However, theinterestsoftheGroup arebestservedby a sit@on where the
company isfreetodeterminetheretailpriceforitsbrands which shouldthenbe

fixed,withtheaide margin beingUnked tottiseitheras a fixedamount or a
percentage(aflxedamount ispreferable).Althoughitisnormallydifecultto
dictatethedegreeofinvolvementofGovernment intheexcisepriceprocess,

one shouldseektoeliminateor minimisetheinvolvementofthetradesothat
the balanceofpower stayswith themanufacturers.

In marketswhere sticksalespredominate,cleidythetradeplaysa key role,but

companies shouldexamineeveryopportunitytomaxitnisethepricesaccruing
to themanufacturerwhen exciseincrease,arepassedon to theconsumer,

althoughbalancingthiswiththeneed togivethetradea satisfaory levelof
returnbasedupon theactualstickprice.

When permitted,itisnormallypreferablefortheindustrytoapplyforand

implementpriceincreasescollectivelyand simultaneouslyand to negotiatewith
Government, where necessary,on an industrybasis.The psychologyof smoker

demand issuchthattheyaremore likelytoabsorb smallerand more frequent
priceincreasest@= largerand lessfrequentpriceincreases.During
negotiations%4ithGovernment thereforeitispreferabletoseektheformer

exciseenvironment.However, thishas alsotobe interpretedinthecontextof
thegenerallevelofinflationinthecountryplusthesigmificanceofsticksales
and coinageavailabilitywhich may actasa constrainttotheimplementationof

thisstrategy.

Inmarketsoflighinflation,itisalwayspreferabletotakemanufacturersprices
increasesahead ofinflationinsteadofbehindit@withthe== timing

sometimes detemiiningthedifferencebetween operatingprofitabilityora loss.
The tkningofmanufacturerpriceincreaseshowever, sometimes hasto be
integratedvath exciseincreases,and itisdesirablethatthisshouldbe so under

certaincirc=stances,althoughfl=buitynot todo so shouldalsoexist.

Itisfrequentlyarguedby theanti-smoldnglobbythatthe priceoftobacco

productsshouldbe removed from theindexofreta@pricesofthecostofliving
index. Thiswould thenenableGovernment toimpose l@gherlevelsofexcise
for'health'remons,withoutimpactingnegativelyupon the levelof inflation.

The effectofexciseincreaseswillbe feltinany economy, whether ornot they
areincludedinan indexofretamprices.To pretendotherwiseisnaivewhileto
excludea bona fideproductfrom such an indexwould giverisetodoubts
about thevaedityofGovernment statisticsgenerally.Such in actionwould

limittheuse oftheindexineconomic policyformulationand economic

planninggenerallybecausetheuse ofan incorrectstatisticv.Ulalways have a
distortingeffect.

Companies shouldoppose any Richattempt,and seektoenfistthesupportof
tradeunionswho utuisetheindexforwage negotiations,togetherwith

economistsand statisticianssympatheticto thepositionoftheindustry.
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AlthoughNs isthegeneralglobalstrategy,theremay be circumstanceswhen
thelevelof inflationcombined withpricecontrolsmay necessitateitsremovalif
todo so istheonlyme= ofputtingtheindustryon abasisofprofitabiety,for
==pie where a GovmTtment isrefitsinga necessarypriceincrea becauseof
itseffecton theindexof inflation.However, thisshouldnotbe undertaken
unlessthepositiveresultswillac=e overthelongerterm.

In some countries,e.g.USA, Ausu24 Brazfi,Canada,tobaccotaxationisa
mixtureofFederaland RegionaL Thismay offeropportunitiesto tradeoffone
authorityagainstanother,eithertoachieveloweroveralltaxationorbetter
creditpayment terms.However, therelationshipsbetweentheFederaland
Regionalauthoritiesrequirescarefulmanncnwnt sincedisharmonybetween
thetwo authoritie:scan equallyleadtohigherlevelsoftaxationand worse
creditterms.

3. LevelofTaxation

The combined forcesofGovernment revenueneedsand theanti-smoldnglobby
have resultedinincreasedre:allevelsof taxationinmany countries,a situation
which islikelytointensifyfi=hcrintheforeseeablefuture.

Every opportunityto reducetheleveloftaxationshouldbe pursuedeven
thoughtheachievementof reductionsmay neverbe easy.Ifthetaxablebase
canbe expandede.g.by includingsmokingproductsnotpresentlytaxedor
which areevadingtax,thenGovemments may be persuadedto effectrate
reductionson cigarettesornotaffectincrea .

Shouldreductionsprovetobe unachievablecompaniesshouldcontainthe
increa intaxationtoalevelbelowtherateofinflationoratworstinlinewith
it.

Arguments supportingthisinclude:

- theinflationaryand regessiveimpactoftaxincrea aheadofinflafior4
particularlyupon lowerincomegroupswho fi-equentlyaccountfora
disproportionatelylargeamount oftobaccosales;

- thenormal economicargumentsthattaxincreasesresultinfalling
demand, employment,profitabilityand investmenlbothdirectlyupon the
company and indirectlyupon suppliers-,

increasesintaxationandhenceretailpricecanresultintheemergence or
growth of transitorbordertradebusineuand hencea failinrevenue
yield.TNs hasverydramaticallybeenillustratedrecentlyinCanad& The
hightaxationpolicyfollowedby theCanadianGovernment,inan effortto
reducesmoking incidenc@-,hasfadedand thehighlevelsof=ation have
been reduced,smugglinghaslargelybeen overcome.

t-n
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hightaxinc@ may resultinsmokersdroppingoutofthe
minufacnlredcigarettemarketand switchingtoRYO whichisoften
taxedata lowerlevelor notatall.Itisconceivablethatoverall
Gover=ent receiptscouldfaflinsuchcirm==ces;

hightaxationwillincentiviseevasion.Itisessentialtomonitor
competitorexcisepayment disciplinestoensurethatwe arenot
disadvantagedfrom eitherslowerpayment ornon-paymentby our
competitors.Government shouldbe advisedof evasionby competitiorl

increasesintaxationwhich may resultinadeclineinconsumption
mfficienttobringaboutafallinrevenueyieldtotheGover=ent-
Becauseoftheinelasticityofdemand forcigarettes,overthelongertomi,
thisresultrarelyoccurs.However, itisnotuncommon to seea short
termdeclineinrevenueyieldwhichcanbe pointedoutto Gover=ent
when opposingincreases;

increasesintaxationwhich reduceconsumptionmay mean thedestruction
ofthevitalityof thetobaccoindustryand thustheerosionofthetaxbase
whichGovernment may wishto protectoverthelongterm.Thisapplies
evenmore incountrieswitha significantleafexporttradewhich depends
tosome extentupon thecontinuedexistenceofthelocalindustry.

increasesintaxationwhich areeitheroutoflinewithinternationalor
resdonalnorms or would resultintheincidenceoftaxationbecoming out
oilne withsuchnorms.

ItisBATCO policythatoperatingcompaniesshouldnotabsorbindirecttax
increases.These shouldalwaysbe passedon,unlessthereareverycompelling
reasonstothecontrary.

ValueAdded Taxes(VAT) arealwaysad valorem.Inmany countries,where
Gove=cnts arenotconfidentofcollectingalltheVAT due from the
wholesaleor retailstages,manufacturersarerequiredtochargethetaxon
wholesaleorretailprices.This canbe advantageous,itdependson thelength
ofcredit,therecanbe cashflow benefitsand itgivesmanufacturersa greater
degreeofcontroloverretailprices.

Itisimportant,when VAT isappliedto tobaccoproducts,to seektoensure:

a) thatexciseratesarereducedincompensation

b) thatthe= regimeallowstherecoveryof'EnputVAT on allbusiness
purchases

c)thatthelengthofcreditadequatelycompensatesforthecostsof
accountingforand collectingthetaxfortheGovernment.

@In
d) thatthecollectionof VAT doesnotextendbeyond the C:)
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manufacturingstage,unlesscontrolledby themanufacturerasnoted above.

4. ExciseCollection

InaLOcountries,the timingofexcisepayment iscrucialbecauseof itscashflow
and profitimplications.The minimum objectiveshouldbe to ensurerevenue
neutralitywhereby = isnotpaiduntilpayment hisbe= receivedfrom the

distributivetradeHowever, one shouldalwayspressfora periodoftaxcredit

which ispositive,which coversones costsofadministeringand collectingthe
taxon behalfof theGovermnent@ which coversany bad debtsCtfany) and
which isconsistentwiththe conceptofallindirecttaxationviz:thata

consumptiontax shouldbe paidwhen the productisconsumed, notwhen itis
manufacturedor stillinthedistributionpipeline.Tnere have been occasions

where Gover=ents have increasedtheperiodof taxcreditinmead of
permittinga priceincrease(thelatterbeinginflationary)as a means of
improvingprofitability.

Experienceofindirecttaxsystemsdemonstratesciewlythatitispreferableto
mini@se theinvolvementofthe tradeinthesystem so thatthemanufacturers
esscntiauyretainthe optimum influenceoverthefinalretailsellingprice.In

Europe inparticular,thepower and influenceofthetradehas and still
continuestogrow with resultantpressureupon manufacturersto givehigher
margins,bonuses or otherincentivepayments tothetrade.One ofthe means

whereby theinfluenceofthetradehasbeen containedisthe existenceofan
excisecollectionsystem whereby or@ythe manufacturersare involved,and
where thetrademaro isfixedeitherby law orpracticeon thebasisofthe

pricedeterminedby themanufacturerinagreementwiththeGovernment.
Attemptsby thetradetobe involvedincollectingand payingoverexcisetaxto

theGover=ent shouldbe resistedstrongly.

Where theexciseisrmked to theretailpriceofa brand,(normallyviaan ad

vaiorm element)itisnecessarytohave eithera fixedretailpriceforthatbrand
ora recommended retailsellingpriceoran agreedpriceforthepurposesof
calculatingtheexcise.Thisisadvisablealsobecauseitnii@ses the abuityof

thetradetoreduce theretailpriceand so passon totheconsumer the
multipliedeffectof any pricesaving.To be abletovarythepriceupon which

theexciseisbased and so varytheexciseitself,would resultinthetrade

effectivelydetenniz@ngtheretailpriceinsteadofthemanufacturerdoingso.

Although banderolesorfiscalmarkersarenot desirablebecauseof their
negativeimpactupon manufacturingefficiencies,theymay offersome scope
forresolvingtheproblem ofsmuggling orevasion.

5. ReJationswith Government and itsadvisors

Government officialsresponsiblefortobaccoexciseand VAT planningand

controlfrom a relativelylow to thehighestlevel,shouldbe identifiedand
sufficientregularcontactmaintainedwhileMr@sterial(Govm=ent &

(.nOpposition)contactsshouldalsobe maintainedtoensurethattheCompany is
C:)
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wellplacedtohaveitsviewstakenintoconsiderationwhenpolicyisbeing

determined.Suchcon= shouldbetheresponsibilityofseniormanagement
and theBoard toensurean adequateleveland qualityofcommunication.

An amicableand effw6vepartnershipbetween company and Governmentisthe
objective.Ratherthanreactingto a problem,a positiveandpro-active
approachto thissubjectmust be implemented. Such relationsshouldestablish
BAT astheCompany towhich Government wm turnwhen theyneedadvice
and assistanceupon anyaspectofexcisetaxation,which of courserequiresthe
existenceoftheknowledgeand experienceofexciseintheCompany. Thisis
becoming more significantas ourcompetitorsseekto influenceand.change
Gover=ent poficyon ocdsestructuresfrom thatwhichisappropriatetoBAT
to thatwhichismore appropriatetotheirown brandmbL Conversely,we
shouldman-dnetheoppornir@tiesto change excisesystemstoo,ifindeedsuch a
changewould bebencEciaLIn eitherinstance,good andregularGover=ent
relationsare essential.

In thissame context,itisalsorelevantto maintainclosecontactwith
manu&=ren ofproductsalsosubjecttoexcisetaxationparticularlyalcohol
where therearemany excisesimilaritiesand where ajointapproachmighthave
more impact.Thisisnotan easysituationto bringabout@buta good ==pie
of effecfiveco-operationwas thesuccessfullobbycampaignfortheEU Duty
Freeextensiorl

IncreasinglytheinfluenceofIM:Fand World Bank isbeingfeltintheareaof
excise= and VAT issues.Operatingcompany management mustbe awareof
theirroleand seektoinfluencedecisionsfrom thesebodiese.g.most oftenad
valoremsystemsareproposedby INEAVorld Bank, becauseoftheirbeec@
oftenmisguided,thatsuchsystemsarethemost sixnpleand ffia)drrdse
Goveffimentrevenues.Ifthisisnotinour favourwe mustlobbyagainstthe
proposals.EYffAVoridBank pobciesaremostlydirectedfromWashingtonDC
and NEDbank isestablishingcontactsthere,inorderto assistoperating
compaiies.

Operatingcompany management shouldestablishgood workingreladonships
withlocalrepn:scntativesofME/World BankAVTO organisationsto ensure
thatourpositionand expertiseon indirecttaxand tradeissuesisappreciatecl
Whenever possineassistanceand adviceshouldbe given.A good relationship
willmake any necessarylocallobbyingmore effective.Assistanceshouldbe
soughtfrom Milbank(-robaccoTaxationDepartment)ifaresolutionoflocal
issuescouldbe expeditedby theinvolvementof theinternationalH.Q. of
UAF/World BankAVrO.

6. IndustryRelations

In acompetitivecontext,tobaccoexcisetaxationisakey subjectfordiscussion
and agreementinthe\'ationalManufacturersAssociation.Collectiveaction
and influenceby theindustryislikelytobe more effectiveand productivethan
by individualcompanies,althoughthelattermay alsobe appropriatefromtime Lri
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totime.Although theleadcompany on exciseissuestendsto selectitselfon

thebasisof market share,itcan alsobe on thebasisofknowiedge, experience,
contactswithGovernment. Where marketsime means thatitisnot BAT,

companies shouldseekto ensurea leadpositionthrough theseothermeans.
Excisecontainsmany complex aspectswhich have to be mastered ifNMA

leadershipistobe established.

Althoughthemain thruston exciseshouldand willalways come from the

nanu&=ers, some benefitmay be derivedfrom incorporatingnaturalallies
suchastobaccofarmers,processors,supplierstotheindustry,distributorsand

retailersinthelobbyingactivitiesofthe NMA on exciselevels.

Every oppomir@tyfortheindustrytoagee poecy and actcollectivelyshould
be tak=L However, ifagreement provesimpossible,itwiR be necessaryto
devote theappropriatecompany resourcestoGovernment relationstoensure
thattheGroup positionand influenceexceedsthatofthe competitiorl

D IBISHOP
March 1995

(-n
CD

10

BATCO document forProvince of BritishColumbia 23 April1999

BATCO 00116239


