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August 8, 1984. 

To: Fred Panzer cc:  Milway, Merin, Vinovich, Prendergast .  

r e :  The E f f e c t  Of A Value Added Tax On t h e  Pr ice  of 
Cigare t t es .  

Your reques t  f o r  a n  es t imate  of t h e  e f f e c t  of a v a l u e  added t a x  (V.A.T.) 
on t h e  p r i c e  of c i g a r e t t e s  i s  of i n t e r e s t .  Although on ly  an approximation 
i s  poss ib le ,  such a n  es t imate  may be  u s e f u l  i n  view of t h e  new f e d e r a l  t a x  
package expected i n  1985. 

A value  added t a x  (V.A.T.) i s  a percentage t a x  on t h e  amount of va lue  t h a t  
i s  added t o  a product by each s e c t o r  involved i n  process ing,  making, 
d i s t r i b u t i n g ,  o r  s e l l i n g  the  product. P la in ly ,  v a l u e  added i s  represented 
d i r e c t l y  by t h e  income t o  t h e  s e c t o r ' s  resources  i n  t h e  form of  wages, 
s a l a r i e s ,  b e n e f i t s ,  i n t e r e s t ,  dividends,  and plant/equipment d e p r e c i a t i o n  
allowances ( i . e .  t h e  p r o f i t  a f t e r  t axes  and dividends) .  The V.A.T. i s  
a c t u a l l y  a s a l e s  tax .  It has a s e r i o u s  upper s p i r a l  e f f e c t  as c o s t s  and 
p r i c e s  inc rease ,  and i t  i s  a l s o  r e g r e s s i v e  because lower income people 
pay out a g r e a t e r  propor t ion of t h e i r  income i n  such taxes  a s s o c i a t e d  wi th  
consumption. Moreover, i t  is d i f f i c u l t  t o  admin i s te r  e f f i c i e n t l y ,  and i t  
would d i s p l a c e  t h e  a b i l i t y  of state and l o c a l  governments t o  raise t h e i r  
own c i g a r e t t e  tax r a t e s .  

I n  o rder  t o  e s t i m a t e  t h e  p r i c e  e f f e c t  of a V.A.T., some reasonable  assumptions 
a r e  necessary.  Of course,  d i f f e r e n t  assumptions w i l l  r e s u l t  i n  d i f f e r e n t  
est imates.  One can s t a r t  with t h e  c u r r e n t  average n a t i o n a l  p r i c e .  One way- 
_to procegg-g?. to.-as?-ne t h e  c u r r e n t  a l l o c a t i o n  of p r i c e  t o  income i n  the  ____ . . , - . - . . -  _ _ -  C-1- -_,-... - -- . .. .. 
ma'or tobacco s e c t o r s  w i l l  remain cons tan t  i n  propor t ions  under a V.A.T. 
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Another assumption i s  t h a t  the. c u r r e n t  exc i se  and t a x  rates w ? l l  coritinlie . • 

t o  be imposed, i n  which case t h e  V.A.T. would be a " tax  on a tax". A t h i r d  
assumption is t h a t  a l l  p r i c e s  ( including c i g a r e t t e s )  w i l l  i n c r e a s e  annual ly  
by a nominal r a t e ,  s a y  5 percent. 

Obviously, one could a l s o  assume a s  a l t e r n a t i v e s  t h a t  t h e  income percentage 
a l l o c a t i o n s  and t h e  p r i c e s  could change a t  d i f f e r e n t  r a t e s ,  and t h a t  t h e  
cur ren t  e x c i s e  t a x e s  would be replaced e n t i r e l y  by a V.A.T. F i n a l l y ,  an 
assumption h a s  t o  be  made about t h e  expected percentage rate of  t h e  V.A.T. 
This r a t e  has  t r a d i t i o n a l l y  been between 5 and 1 5  percen t  i n  European coun t r i es .  

The t a b l e  on t h e  n e x t  page i n d i c a t e s  t h e  poss ib le  p r i c e  e f f e c t s  of a V.A.T. 



PRICE EFFECTS OF A VALUE ADDED TAX ON CIGARETTES IMPOSED I N  1985 AND 1986 

Percentage Rate Expected Increase  I n  Pr ice  Expected 
Basic Tax Assumption of V.A.T. Imposed On Cigare t t es  From the  Y.A.T. 

1985 1986 

Current Federal  e x c i s e  5 % 5.14C 
remains i n  e f f e c t  ( 1 6 ~ )  1 0  % 10.27C 

1 5  % 15.41C 
20 % 20.54C 

Current Federal  e x c i s e  5 % 4.34C 4.59C 
t a x  replaced by V.A. T. 10 % 8.67C 

15 % 13.01$ 
20 % 1 7 . 3 4 ~  

Notes: Clear ly ,  a V.A.T. a t  rates of 15 percent  and h igher  w i l  be  more burdensome than the  
cur ren t  f e d e r a l  exc i se  t a x  r a t e ,  i f  i t  were t o  rep lace  the F.E.T. 
I f  t h e  F.E.T. remains along wi th  t h e  V.A.T., t h e  V.A.T. would resemble a surcharge 
s a l e s  t a x  which would be 1 6 ~  per pack plus  t h e  amounts i n . t h e  upper p a r t  of t h e  
t a b l e .  This i s  a " tax on a tax1' which is u n f a i r ,  d iscr iminatory,  much more burdensome 
on smokers than the F.E.T. alone,  and i t  w i l l  grow s t e a d i l y  worse with i n f l a t i o n .  



PRICE EFFECTS OF A VALUE ADDED TAX ON CIGhRETTES IMPOSED IN 1985 AND 1.986 

Percentage Ra t a  Expec tcd I~~crenee  In Prlca Expac tad 
Basic Tax Assumption of V.A.T. Imposed On C i g a r e t t e s  Prom the  V.A.T. 

1985 1986 

Current  Federal  e x c i s e  5 % 
remains i n  e f f e c t  ( 1 6 ~ )  1 0  % 

15 % 
20 % 

Current  Federa l  e x c i s e  
t a x  replaced by V.A.T. 

Notes: C lea r ly ,  a V.A.T. a t  r a t e s  of 15 pe rcen t  and h igher  w i l  be more burdensonie than tlie 
c u r r e n t  f e d e r a l  e x c i s e  t a x  r a t e ,  i f  i t  were to  r e p l a c e  t h e  F.E.T. 
I f  t h e  F.E.T.' remains a long w i t h  t h e  V.A.T., t h e  V.A.T. would resemble a surcharge  
s a l e s  t a x  which would be 16C per  pack p l u s  t h e  amounts i n  t h e  upper p a r t  of t h e  
t a b l e .  This  i s  a " tax  on a tax" which is u n f a i r ,  d i sc r imina to ry ,  much more burdensome 
on smokers than t h e  F.E.T. a lone ,  and i t  w i l l  grow s t e a d i l y  worse wi th  i n f l a t i o n ,  
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