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Abstract

The purpose of this Study is to contribute to the Impact Assessment of a possible
revision of Council Directive 2011/64/EU on the structure and rates of excise duty
applied to manufactured tobacco. The Study includes a baseline assessment of a
series of is sues emerged from the previous evaluation of the Directive and analyses
how these problems may evolve if no EU action is taken. Secondly, the Study
formulates a set of possible policy options to address these problems, assesses their
likely impacts (market functioning and development, regulatory costs, tax revenues,
tobacco control policies, illicit trade etc.), and compares the outcome with the baseline

situation.

The main issues analysed in this Study includes: the EU -level harmonisation of the tax

trea tment of electronic cigarettes and heated tobacco products, the inclusion of raw

tobacco in the EU excise system, the tax -induced substitution between cigarettes and

fine cut tobacco or low  -price cigarillos, the illicit trade of water - pipe tobacco, and the

di fferent interpretation of the rules on the O6minim

Member States. The underlying evidence is based on a vast stakeholders interview
programme, the results of an open public consultation, extensive desk research and
the best market database available.



1 EXECUTIVE SUMMARY

1.1 Introduction

The overall purpose of this Study is to contribute to the Impact Assessment (IA) of a

set of policy options for a possible revision of Di
Study takes into account the results of the evaluation of the Directive conducted in
2014, and t he foll owing Commi ssi onés Report (20

Assessment (2016). The four main tasks of the Study involved:

I conducting a baseline analysis of the current state of implementation of the
Directive with a view to assess, and where possible quantify, a number of
issues identified in the previous evaluation;

i assessing how the situation may evolve in the future if no action is taken at EU
level, and the likely impact s for the various stakeholders concerned;
1 assessing the expected impacts of a series of regulatory and non -regulatory
policy options identified, and comparing them wi

9 assisting the Commission in conducting an Open Public Consultation on the
issues at stake and the possible options for a revision of the Directive.

The scope of the work includes six problem areas that can be summarised as follows:

1 New products: there are dispa rities in the tax treatment of e -cigarettes and
heated tobacco products across Member States ( MS), potentially hampering the
functioning of the Single Market. Tax harmonisation may solve the issue, but it
may also have a series of unintended effects.

1 Raw tobacco and intermediate products: being outside of the excise system
raw tobacco and tobacco refuse can be more easily diverted to the illicit
manufacturing of tobacco products or put up for retail sale avoiding taxation.
Moreover, some of the current definitions may create legal uncertainties.

1 @orderline O&cigarillos:  certain cigarillos have characteristics similar to cigarettes
but can be sold at a much lower price, due to a more favourable tax treatment,
with possible adverse effects on competiti on, tax revenues and tobacco control
policies.

I Fine Cut Tobacco (FCT) : FCT is largely a substitute of cigarettes and its market
penetration has been often driven by a more favourable tax treatment and greater
affordability. Tax -induced substitution may di stort competition, cause revenue
losses and affect tobacco control policies .

1 Water -pipe tobacco (WPT) : there is limited information on the market and the
demand for WPT. lllicit trade and tax evasion seem high, possibly caused by
unsuitable tax regimes.

1 Minimum Excise Duty (MED) on cigarettes : the Directive provisions lack of
clarity and have led to different interpretation of rules across countries.

1.2 Overview of Methodology

The bulk of the data collection work was centred on a vast in -depth consultation of
stakeholders, covering a total of 15 Member States, as well as EU -level institutions
and organisations. Overall, 18 0 interviews were conducted with different types of
stakeholders, namely: public authorities and administrations (tax and cus toms
authorities, public health authorities and others); economic operators of different size

and active in different segment s of the market and the value -chain; non -government
public health organisations; and various other tobacco experts and stakeholder

groups. The interview programme was complemented by an Open Public Consultation

that received a total of 7,686 responses.



The Study results are also based on evidence gathered through a comprehensive desk
research which involved the review of over 500 doc umentary sources, including: EU
and MS -level policy documents, scientific literature, industry and stakeholder reports

and papers, commercial and institutional databases, web -sources and other grey
literature, both published and unpublished.

The main focu s of the analytical work was to compare the 6no changed scenar
developed on the basis of an in -depth baseline assessment, with several 6policy
changebd ss¢ asm@ batho quantitative (cost/benefit) and qualitative (multi -

criteria) methods. The impact s considered for the comparison of scenarios belong to

four main categories : (i) tax revenues and burden; (ii) regulatory costs and cost

savings (including substantive compliance  costs, administrative  costs and enforcement

costs); (i) market effects (inc luding Single Market functioning, distortion of

competition, and SME competitiveness effects); and (iv) indirect social effects (illegal

activities and fraud, and tobacco control objectives).

1.3 Summary of Key Findings
1.3.1 New Products

There are approximately nine millions regular users of e -cigarettes and half a million
consumers of heated tobacco products in the EU. In 2016, the market value of new

products has likelyreached 0 4. 0 lovetall i(appnoximately 90% from e -cigarettes
and 10% from heated tobacco products) , and is expected to continue growing. New
products are not explicitly covered by Directive 2011/64, so various Member States

have introduced non -harmonised national taxes to regulate the marketing of such
products and o ffset the negative effects on tax revenue s due to the substitution of

conventional tobacco products. The impact of national taxes on e -cigarettes was often
not in line with expectations: the demand severely declined, various methods to
circumvent taxation emerged, and legal disputes occurred in some Member States

The legal fragmentation also hindered the overall market integration and caused
competitive disadvantages for certain operators. In the case of heated tobacco
products, the lack of a harmonised ap proach created administrative obstacles to their
commercialisation and circulation in certain geographical markets.

The demand for e -cigarettes is price sensitive, so the introduction of a harmonised

positive (nonzero) tax rate on e-liquids at EU level may significantly affect the market
development and  yield modest tax receipts. The administrative and compliance costs

for economic operators of including e -cigarettes among excise goods can be estimated

at about G4 15,000 per annum ifessrIn the casg pfi pukdid smal |
authorities the administrative costs of adapting the excise system have been generally

estimated as negligible, however the enforcement may be burdensome, since the illicit
production and movement of non-taxed e-liquids are very difficult to control. A lighter
approach may consist of introducing a harmonised tax category without setting a
mandatory minimum tax rate at EU level , i.e. leaving Member States free to decide
whether to apply a zero or a positive tax rate. This way, the impact of the EU
legislation on  economic operators would be limited to moderate administrative and
compliance costs. In any case, before proceeding with harmonisation, tax regulators

may consider to address the current information gap s and uncertainties t hat exist
about market, consumption, impact on smoking cessation and broader so cietal effects
of e-cigarettes .

The benefits of a harmonisation of that tax treatment of heated tobacco under the
Directive appear neater. In particular, it would remove the current legal and
administrative uncertainties and constraints, and give Member States more freedom to

adopt suitable tax policies. Establishing an ad hoc tax category seems the most

effective and future -proof solution, but defining heated tobacco products can be

10



complex especially with respect to their intended use for inhaling and not smoking.

Any weak or vague definition may create regulatory loopholes f or new dorderline 6
products. Unlike e -liquids, heated tobacco is generally excised and moved through the

EMCS system, therefore its monitoring is less problematic. However, the
commercialisation of these products in the EU is very recent so there is still insufficient
information at the moment to predict how the market will develop.

1.3.2 Raw Tobacco and Intermediate Products

lllicit trade of raw tobacco is estimated at approximately 10,000 tonnes per year, i.e.

about 1% of the total EU raw tobacco ma rket. Once transformed into illicit cigarettes,
it may cause a tax evaand 20nbilibneTheveeisatso an illitit.trade
of tobacco refuse in the EU , but on a much smaller scale.

Extending the EMCS (Excise Movement and Control System) and the other
requirements of the EU excise system to raw tobacco may help monitoring movements

and make illicit trade more difficult, but it may not eradicate the problem, since there

would remain strong economic incentives for illegal activities, and a minu te monitoring
at the tobacco field level would be overly complex and burdensome. On the other

hand, this approach may impose administrative and compliance costs on all legitimate

growers and first processors (respectivel y: ca. G 3,000gepnd G 26
with possible adverse effects on the competitiveness of EU -grown tobacco. The
possible administrative costs for tax authorities would be limited, while limited
incremental change of enforcement costs can be expected as compared to the curren t
situatio n. In line with the approach adopted in various MS, the reintroduction of a

common administrative regulation of the tobacco market in the EU may be considered
as an alternative approach to the problem , since it would seemingly bring similar
benefits at low er costs for businesses

In the past few years, = some Member States have faced the issue of non-excised raw
tobacco directly sold to consumers . With few exceptions, the magnitude of the
problem was generally negligible, and Member States were able to take measures to

tackle it. In this sense, a revision of the Directive is not required . Instead, there is a
demand for a more operational definition of tobacco refuse in the Directive, to help
competent authorities and operators to clearly distinguish between the product sold in

bulk (not excisable) or for retail sale (excisable).

1.3.3 @orderline 6Cigarillos

6Borderl ined cigarillos is a class of products that
(e.g. dimension, filter, packaging, etc.), but can be sold at a much lower price, thanks
to the more favourable tax treatment applied to the overall category of ciga rs and

cigarillos. They had become popular in some EU countries a few years ago, but are

now declining in most of the markets due to a combination of: (i) a revised product

definition; (ii) the end of certain derogations for Germany and H ungary , and (iii) the
adoption, in various countries, of tax structures and rates that reduc ed the incentives
for low price products. It is estimated that an overall 3.7 billion pieces have been

placed on the EU market in 2015 and that the number of regular smokers of these
product amounted to  about 0.5 million.

To further tackle tax  -induced substitution, the Commission may consider introducing

in the Directive a minimum excise on cigarillos aligned with that of cigarettes. This

approach may be effective in reducing the con sumption of O6borderlined pr
would inevitably affect also other non-target low-price cigarillos , including those
commercialised by SME.  The Directive already provides MS with effective instruments

to address the problem where necessary. Furthermore, the proportionality of the

intervention seems therefore dubious. It is nonetheless important to monitor the

development of this market, especially as far as flavoured cigarillos are concerned.

11



There are differences in the definition of cigar s and cigarillos used in the excise and
customs classifications, so that certain products are currently classified as cigarettes

for customs purposes and as cigarillos for excise purposes. This is a possible source of

legal uncertainty , (rare) disputes and inconsistencies in the use of the EMCS system.
An alignment of definitions or a modification of the EMCS is recommended.

1.3.4 Fine Cut Tobacco

At EU level, the market for fine -cut tobacco (FCT) has seen a considerable growth in

the period 2006 -2012, follow ed by a relative stabilisation in the 2013 -2016 period. At
present, annual sales amount to some 87 -88 million tonnes, i.e. nearly 20% of the

total tobacco consumption, but the market share varies significantly across MS. The

analysis confirmed that FCT is largely a substitute of cigarettes - certain varieties, like
6vol ume tobaccobd, s eemi n-gandjitspeoetrationismasty divéntbye r s
more favourable tax treatments and greater affordability.

The Study assessed the possible impact of increa sing the current minimum excise
level on FCT in order to approximate it to the minimum excise of cigarettes, thus
mitigating the incentive for substitution. Various scenarios have been considered, with

results ranging from very modest impacts to more profo und market effects. Tax
revenue trends would be determined by market trends , and in the best case scenario
the net increase woul d har dihcluding theaadditional redeu®@ mi
generated by consumers possibly shifting back to factory -made cigarettes)

The current text of the Directive already envisages a staged increase of the minimum
excise on FCT until 2020, which would bring the minimum rate closer to that of

cigarettes. In reality, most of MS hav e set FCT excise duties well above the minimum
rate established in the Directive , and in a few cases the national FCT rate is nearly
aligned with that of cigarettes (e.g. Sweden) . In this sense, an intervention on the EU

minimum rates may have little pract ical effects on the actual taxation of FCT in most
of MS. More profound impact on consumption levels and tax revenues can be achieved

i f MS actually 6épegd the tax treat ment of FCT

MS may pursue voluntarily , and it would be disproportionate to impose it in the
Directive. The results of the stakeholder consultation indicate that a radical increase of
the tax rate applied to FCT may encourage smoking cessation in a small share of

current consumers. This positive effect s should be carefully considered in the light of a
likely FCT market collapse and an increased demand of other cheap products,
including illicit cigarettes and the so -called dulk tobacco 6..

1.3.5 Water -pipe tobacco

There is a notable scarcity of data on the trade and consumption of water pipe tobacco

(WPT) in the EU. This sector seems characterised by high level of informal and illicit
trade. Overall consumption in the EU can be estimated at some 5,000 tonnes per
year, two -thirds of which are estimated as non -duty paid. There is a strong economic
incentive for tax evasion due to the relatively high tax burden on WPT. The amount of

tax evaded is estimated at about G 200 milli on.

The policy option analysed in this Stu dy consists of the creation of a new, separate
excise category specific for WPT. This solution may allow a more effective monitoring

of the WPT market, addressing the current information needs. Moreover, it may allow

MS to modulate the WPT tax rate so as t o remove the incentives for illicit trade, while
avoiding that a tax reduction may translate into a greater consumption. At the same

time, defining WPT for tax purposes can be complex and there is a risk that a weak

definition may create unintended incenti ves for the devel opment
products.

12
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1.3.6  Minimum Excise Duty on Cigarettes

Article 8(6) of the Directive allows MS to levy a Minimum Excise Duty (MED) on
cigarettes, provided that the mixed structure ( ad valorem and specific component) is
respected. The Directive does not provide further clarifications on the criteria to

ensure the MED is applied consistently with these requirements, and there is room fo r
different interpretation across Member States

The MED is used in nearly all MS to discourage down trading and to ensure stability

and predictability of tax revenues. It reportedly works well in all MS analysed,
according to both  tax authorities and economic operators. In this sense, setting an
upper limit that caps MED level to the excise duty level applicable at the weighted
average price of cigarettes , is not required. Moreover, it would have limited concrete
impacts only in a handful of countries , and may results in an unintended greater
affordability of cig arettes . If any, a possible clarification of the MED may on the one

hand confirm the current flexibility of the mechanism, on the other hand explain if and

in which conditions a MED exceeding the amount of excise duty applicable at the
weighted average pri  ce may still respect the rules on the mixed structure.

1.4 Conclusions

According to Study findings, the issues identified in the evaluation study do not
present critical situations requiring major revisions of Directive 2011/64. Tax -induced
substitution across products have been mostly addressed over the past few years

using the instruments envisaged in the Directive, and it represents now only a m inor

threat to tax revenues or tobacco control policies. Stricter interventions in the area of
cigarillos or fine -cut tobacco may yield modest benefits, but would affect the
competiveness of SME  vis-a-vis big tobacco companies.

More significant tax reven  ue losses derive from illicit manufacturing and trade. The
value chain and the movements of raw tobacco may require an enhanced monitoring,

but its inclusion in the excise system may not be cost - efficient and would hamper the
competitive ness of EU-grown to bacco, so alternative approaches should be devised.
The illicit trade of water pipe tobacco is low in absolute terms but high as a share of

the total, and would require closer monitoring and possible ad hoc measures .

Some legal and classification uncerta inties remain, especially in the area of non -
excised tobacco products (e.g. tobacco refuse) and as concerns the interpretation of
the MED provision s. These may cause a certain administrative burden, but the number

of judicial cases is very limited. With a minor exception  (i.e. certain cigarillos) , the
existence of a dual classification of tobacco products for customs purposes and for
excise purposes is not problematic.

The situation of new products, like e -cigarettes and heated tobacco products, is more
complex , and the prospected market growth may require in a not so distant future a
clarification of their tax treatment . The lack of a n EU-wide harmonisation and the
current fragmentation of national approaches are not conducive to a level -playing fie Id
and Single Market integration. At the same time, the novelty of the market and its

largely unforeseeable evolution, combined with uncertainties on the risk and benefits

of non -combustible products, requires a light touch and a cautious approach . The ris k
of a disproportionate impact on SME and the creation of incentives for illicit trade

should not be underestimated. More robust monitoring and data on market and
consumption seem required in order to take an informed decision.
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2 INTRODUCTION

2.1 Natureand Purpose of the Report

Thi s Final Report (the iReport o) has been prepar
assignment titled AStudy on Counci l Directive 2011/
of excise duty applied to manufactur ed ftSotbuadcycdo)o. (t
The Report is submitted to the European Commission i Directorate General for

Taxation and Customs Union (DG TAXUD) by a grouping led by Economisti Associati

s.r.l. and including the Centre for European Policy Studies (CEPS), CASE - Center for

Social and Economic Research, wedolT  -solutions GmbH, and ECOPA (hereinafter
collectively referred to as fithe Consortiumd or At hi

The overall purpose of this Study is to contribute to the Impact Assessment (IA) of the
policy options forarevisi on of Directive 2011/ 64 (Athe Directi v
main objectives, namely:

1 Baseline Analysis - to gather and analyse evidence on the state -of-play with
the implementation of the Directive, especially in areas considered problematic,
with the m ain focus on assessing and where possible quantifying the scale of
the issues identified in the previous evaluation.

T Assessment of the &éNo Ch donagsesd theSevaution ofithe

problems if no further action is taken at EU level (dynamic baseli ne scenario),

and the likely impact.
1 Assessment of the Policy Change Scenario - to assess the economic, social

and environmental impacts of the possible options to address the problems

identified, and to compare them with the O6no cha
1 Open Pub lic Consultation - to assist the Commission in conducting an Open

Public Consultation (OPC) eliciting st ak e h o lcameensts @Gnd feedbacks on

the issues identified and the possible options for a revision of the Directive.

In accordance with its objectives, the Study focused on a set of specific issues that
emerged from a previous evaluation completed in 2014 ! and were taken up in the
following Commission Report to the Council 2. The Council discussed the Commission
Report and adopted conclusions o n 8 March 2016. 2 In these conclusions the Council
has requested the Commission to carry out an impact assessment on the possible
revision of Directive 2011/64/EU. In June 2016, DG TAXUD adopted an Inception

| mpact As s e s s me n tPosgble Ipoposal ofor  fievision of Council Directive
2011/64/EU of 21 June 2011 on the structure and rates of excise duty applied to

manufactured tobacco 64

»Ramboll Management Consulting, The Evaluation Partnership, Europe E
and reducing of administrative costs for economic operators and tax authorities and obtaining in parallel a

higher level of compliance and security in imposing exc ise duties on tobacco productso, 201
2AReport from the Commission to the Council on the REFIT eval ua:
structure and rates of excise duty applied to manufactured tobacco”, Brussels, 21.12.2015, COM(2015) 621.

®fACoanl conclusions on the structure and rates of excise dut
08.03.2016.

DG TAXUD, Al nception | mpact Assessment on a Possible proposa
2011/64/EU of 21 June 2011 on the structure and rates of excise duty applied to manufact
16.06.2016.
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2.2 Background to the Initiative

2.2.1  The Legal Framework

In 2011, the Council adopted the Directive 2011/64 Afon the structure and 1
excise duty applied t o manufactured tobaccobo (al
Di r e c t iTEDg, &vhich updated the common fiscal legislation on tobacco products in

the EU. ® The purpose of the Directive is to ensure a proper fu nctioning of the internal

market, while contributing to the broader tobacco control and health protection
objectives enshrined in EU policy and international treaties (WHO Framework
Convention on Tobacco Control i FCTC).® The Directive provisions are essen tially of
four kinds:

1 Provisions aimed at defining the different manufactured tobacco products that are
subject to a harmonised treatment, namely: cigarettes; cigars and cigarillos; and
smoking tobacco (consisting of fine -cut tobacco for the rolling of cigarettes and
dther smo king tobacco § which includes e.g. pipe tobacco and water -pipe tobacco).
I Provisions on the tax structures applicable to the various products defined, i.e. the
ad valorem component, the specific component (per quantity or per weight), and

the rules and limits for the application of a mixed structure , where requested. It
also laid down the rules for applying an optional minimum excise duty (MED) on
certain products.

I Provisions on the rates applicable to the different product categories, setting the
minimum amounts of the excise duty applicable. It includes also the mechanism to
calculate the weighted average retail selling price (WAP) for cigarettes and fine -cut
tobacco. In the case of cigarettes the WAP replaced the previous most popular

price category (MPPC) as the reference to fix the minimum excise duty.
1 Exemptions and derogations for certain countries or territories.

The tax regimes established in the Directive for different manufactured tobacco
products in the scope of the Directive are summari sedin Table 1 below.

Table 17 The Tax Provisions applicable to Manufactured Tobacco

Tax Structures and Rates
Cigarettes 1 Mandatory mixed structure including both an ad valorem excise

duty and a specific excise duty, which must be b/w 7.5% and
76.5% of total tax burden (since Jan. 2014).

1 At least 60% of WAP and no less than EUR 90 per 1,000
cigarettes; or EUR 115 per 1,000 cigarettes.

1 A minimum excise duty (MED) may apply (i.e. a fixed monetary
amount per quantity applicable if the amount of the excise duty
falls below a minimum floor).

Fine -cut smoking 1 46% of WAP or EUR 54 per Kg ( as of 2015 ).
tobacco Staged increases until 2020 up to: 50% of WAP or EUR 60 per
Kg.
1 A minimum amount of excise duty can be established.
Cigars and cigarillos 1 5% or more of the retail selling price or EUR 12 per 1,000 items
or Kg.
T A minimum amount of excise duty can be established.
Other Smoking 1 20% or more of the retail selling price or EUR 22 per Kg.
Tobacco 1 A minimum amount of excise duty can be established.
The EU excise system is regulated by Directive 2008/118 (also known as the

OHori zotraelct i veo6)lagid dowmi theh general provisions applicable to
harmonised excise goods, and leaving Member States free to establish non -

*fACouncil Directive 2011/64/EU of 21 June 2011 on the structur
manufactured tobaccoo, Official Journal of the European Union L
*AWHO Frwomek Convention on Tobacco Controlo, World Health Organi z
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harmonised consumption taxes on other goods. " Among other things, it fixed the
principles regulating how and where e xcise duties are paid and collected, the regime
applicable to operators under duty suspension (warehouse keepers), the rules for

distant selling, and it laid the basis to create a computerised procedure to monitor the

movement of excise goods. This was fur ther developed and adopted under the
European Parliament and Council Decision 1152/2003 with the name of Excise
Movements and Control System (EMCS) .8 Since January 2011, all movements of
excise goods under suspension of excise duties are carried out under the EMCS.

On the side of tobacco control policy, EU institutions have implemented over the years
a series of initiatives and measures aimed at protecting citizens from the hazardous

effects of smoking and encouraging the reduction in the consumption of to bacco

(especially among young people). The Tobacco Products Directive (also known as

6TPD26) of 2014 1l aid down the rules governing the
sale of tobacco and related products. ° The TPD2 covers a broader range of products

than D irective 2011/64, including smokeless tobacco, herbal products for smoking,

and in particular electronic cigarettes and their refill containers, and other novel

tobacco products. The TPD2 revised a series of previous rules and introduced new

ones, concerni ng i among other things: (i) pictorial health warnings; (ii) a ban on

characterising flavours and on promotional packages; (iii) a revised labelling and

mandatory reporting of ingredients; (iv) specific r
packaging, la belling, safety, monitoring and reporting; (v) measure to combat illicit

trade; (vi) optional ban of cross -border distance sales. The TPD2 was transposed and

become fully operational in May 2016 , except certain parts for which a different

transposition dea dline applies .

2.2.2  The Evaluation of Directive 2011/64 and the Issues at Stake

In 2012 the Commission started the evaluation of the Directive under the Regulatory

Fithess and Performance Programme (REFIT). Within this context, an independent
evaluation study was completed in 2014 by a consortium led by Ramboll Management
Consulting (hereinafter t h eéRantboll Evaluation 6 Y°.The recommendations and findings
of the Ramboll Evaluation have been taken into account in the Commission report
submitted in December 2015 to t hComnt@ssiann Répértd.‘her ei naf
According to the Commission Report, there was scope to improve Directive 2011/64 in

order to reduce administrative burden for both Member States and operators and
distortions in the internal market. The Commission Report was discussed in the
ECOFIN Council. The Conclusions adopted in March 2016 confirmed the need to
explore possible revisions of the Directive and requested the Commission to carry out

the relevant underlying studies, consultations and impact assessment.

In June 2016, the Commission published the Inception Impact As sessment on a
possible revision of the Directive, and laid down the problem areas to be assessed and
a preliminary set of potential policy options. The issues at stake can be structured into

seven problem areas, as outlined in Table 2 below.

"Counci l Directive 2008/118/EC of 16 December 2008 concerning
dut and repealing Directive 92/ 12/ EECo6, Official Journal of the
8

AicCo

uty

ADeci sion N o 1152/ 2003/ EC of t he European Parl i ament and of
computerizing the movement and surveillance of excisable product
L 162/5, 1.7.2003.

ADirective 2014/ 40/ BParlianfent and ef th&€ Counailpie3aipril 2014 on the approximation

of the laws, regulations and administrative provisions of Member States concerning the manufacture,

presentation and sale of tobacco and related products and repealing Directive 2001/37/E Cco, of ficial Jour n
of the European Union L 127/1, 29.4.2014.

0 Ramboll Evaluation (2014).

" coM(2015) 621, H@AReport from the Commission to the Council on
2011/64/EU and on the structure and rates of excise duty applied to manufactured tobaccodo, 2015.
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Table 2 i The Issues at Stake

Problem area Problem outline

New Products

Raw Tobacco
Tobacco
Refuse, and
Reconstituted
Tobacco

@orderline
cigarillos

Fine -cut
tobacco

Water -pipe
tobacco

0

Theso-cal |l ed 6electronic cigarettesd are
Various Member States have introduced national taxes for electronic
cigarettes and refill containers, adopting different structures and rates. The

lack of a harmonised approach across countries may affect competition and

the functioning of the internal mar ket, and may also encourage informal
(cross -border and online) trade. A precise estimation of such effects is

made difficult by the lack of robust market data for these products.

The so -called Heat -not-Burn (HnB) or Heated Tobacco Products (HTP) are
alter native nicotine -delivery systems that heat but do not burn tobacco,
which have been very recently launched in a few Member States. Their
categorisation  under the Directive is not clear, and various MS have
adopted ad hoc and special tax regimes. These howe ver create
uncertainties, burden and potential distortions in the commercialisation and
movement of these products

Directive 2011/64 does not apply to raw tobacco and to intermediate
tobacco products (e.g. tobacco refuse and reconstituted tobacco), unless

they are in a O6smokeabled form. Howeve
Directive contain some subjective elements, which might cause
classification uncertai nties between excisable and non -excisable products,

disparities of treatment across countries, and disputes.

A second issue is that raw tobacco and intermediate products can be

diverted to the illicit manufacturing of smoking products or, in some MS,

sold in small quantities to consumers for Ohome processi
tobacco does not fall in the scope of the EU excise system the tools
envisaged to prevent and fight tax fraud, including the EMCS, cannot be

used to monitor and control movements.

In some EU countries, so -cal |l ed d&éborderl i neéb-cicgarair
have appeared on the market since the early 2000s. These products have

some characteristics similar to cigarettes (e.g. dimension, filter, packaging,

etc.), but can be sold to a much lower price, thanks to a more favourable

tax treatment applied to the entire category of cigars and cigarillos. Given

their affordability, there are concerns they may induce the substitution from

cigarettes, with adverse effects on proper market funct ioning, tax revenues,
and tobacco control targets.

The minimum excise rates set in the Directive for fine -cut tobacco (FCT) are
lower than those for factory -made cigarettes (FMC). This may encourage
consumers to substitute cigarettes wi th more affordable FCT, thus
undermining revenue targets and tobacco control goals, and potentially

distorting the market. The issue is made more urgent by the presence on

various EU markets oftheso -cal | ed -youmaokwen 86 ( MYO) t obe
isinmany respects more similar t o ci ga-yoart-t
ownd (RYO) tobacco. MYO t obmadediltrtibes withae d
simple machine to produce on a small scale cigarettes that can barely be

distinguished from factory = -made cigarettes . Some products 1 known as
6vol ume t b boataircexganded tobacco, which may further increase
their value -for-money as compared to FMC. In the current Directive, there

is no specific definitionof MY O or O6vol ume tobaccobd

Water-pi pe tobacco (WPT) falls in the cat
of Directive 2011/64. As compared to the other products in this category

(e.g. pipe tobacco), only a minor percentage of the WPT weight actually

consists of tobacco, the rest being molasse s and other components.
Therefore, WPT results taxed more heavily (in relative proportion to the

actual tobacco content) than other products in this category. High taxes on

WPT seemingly have encouraged illicit or informal trade in several MS. Also

due to a lack of a separate category, monitoring data on WTP are very
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Problem area Problem outline

scarce.

MED Directive 2011/64 permits Member States to levy a Minimum Excise Duty
(MED) on cigarettes, i.e. a sort of minimum excise floor intended to
discourage down trading and the adverse effects of low -cost brands on tax
revenues and tobacco control policies. The provision is formulated
generically and only requires that the rules on the mandatory mixed
structure are respected, which leave MS with some freedom on how to
interpret and appl y th e MED and its possible limits.

Customs & The disparity between the customs classification (Combined Nomenclature)

Excise and the excise classification (Excise Product Codes as defined in Annex Il of
Commission Regulation No 684/2009 12y 'may result in un certain
classification of certain products, disparity of treatment and disputes. This is
for instance the case with certain products that are currently classified as
cigarettes for customs purposes and as cigarillos for tax purposes, as well
as with some u ncertainties in the distinction between excisable and non -
excisable tobacco.

Beside these issues, which have been addressed in the corresponding
product -related sections, the other issues identified in the Ramboll
Evaluatio n turned out either resolved or marginal therefore they have not
been further investigated in this Study.

2.3 Overview of methodology

2.3.1 Data Collection Methods

2.3.1.1 In -depth Consultation of Stakeholders
U THE INTERVIEW PROGRAMME

The bulk of the data collection activities was centred on a vast in -depth consultation of
stakeholders, through field work in several Member States and at the EU level.
Overall, 18 0 interviews were conducted for an estimated total of over 250 individual
informants consulted (many interviews were attended by multiple participants). This

largely exceeded the initial minimum target of 140 interviews. Similarly, the
geographical coverage has result ed greater than envisaged. In addition to the sample

of 7 MS selected for general fieldwork (DE, FR, HU, IE, IT, PL, SE) and the ad hoc 6-
country samples selected specifically for the research on new products and raw
tobacco, stakeholders from five other c ountries were consulted on specific themes.

The extension of the fieldwork allowed to ensure a better match between the issues at

stake and specific national markets (or regulation), examples include: the coverage of

MED in Portugal, of FCT in the UK, of e -cigarettes in HU, of cigarillos in DK, of raw
tobacco in BG etc. the geographical distribution of interviews is provided in Table 3
below.

With respect to the typology of informants involved in the interview programme,
attention was paid to ensure an appropriate balance between different stakeholders
and in particular:

M public authorities and private sector players;
(i) industry representative s and public health representatives (NGOs and
experts);

2. COMMISSION REGULATION (EC) No 684/2009 of 24 July 2009 implementing Council Directive
2008/118/EC as regards the computerised procedures for the movement of excise goods under
suspension of excise duty.
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(i) large players and SMEs;

(iv) players operating in different product segments (cigarettes, fine -cut
tobacco, cigars/cigarillos, water -pipe tobacco, other tobacco products T
including intermediary products i and novel products);

V) different value -chain operators (from growers/first processors, to

manufacturers, to wholesalers/distributors, to retailers/vendors).

The organisation and implementation of the interview programme was generally

smooth in all MS with public authorities, large manufacturers and industry
associations. More challenging was the identification and consultation of small players

especially in the segment of small import, distribution, and reta il, and in particular for
water -pipe tobacco (also due to the large informality dominating this segment). A
breakdown of the interviews conducted, by type of respondent is provided in Table 3
below.

Table 3 i Breakdown of interviews by type of respondents and country of origin

Respondent Type No. of Country of origin No. of
interviews interviews

Public authorities 42 United Kingdom 22
- European Commission 7 Italy 23
- Tax/customs authorities 23 Germany 23
- Public Health authorities 4 Poland 16
- Other (Ministry of Agriculture, 8 France 13
etc.)
Industry operators and 115 Hungary 11
associations
- Big tobacco manufacturers 37 Ireland 10
- Other tobacco manufacturers 20 Sweden 9
- New products operators 31 Romania 9
- First processors / growers 19 Portugal 8
- Import / distribution / retail 8 Belgium* 3
NGOs 17 Latvia 2
- Public Health NGOs 15 Slovakia 2
- Other (e.g. vapers etc.) 2 Bulgaria* 2
Others (e.g. experts etc.) 6 Austria* 1
Finland* 1
Denmark* 1
EU level 24
Grand Total 180 180

Note : (*) Additional  countries not initially selected for fieldwork.

All interviews were based on the checklists for discussion with stakeholders developed

in the inception phase i and further refined and consolidated in the data collection

phase. In various instances, the standard checklists were further customised to bett er
address the nature of the respondent and the specific MS legal framework. The
checklists were generally sent to interviewees a few days ahead of the meeting in

order to allow for the preparation of the discussion. The vast majority of the interviews

wer e conducted face -to-face (91%) and lasted more than one hour (up to 2.5 hours in

a few cases).

U GROUP DISCUSSIONS AND CONFERENCES

In addition to one -to-one interviews the Consultant organised and participated in
collective consultations in the framework of international conferences or ad hoc focus
groups discussions with industry or consumers representatives. These included in
particular:

f  The 35 ™ Unitab Congress (17™ - 19™ October 2016), hosted by the Bulgarian
Tobacco Growers Association (NAT 2010) in Sofia. On the sidelines, the
Consultant organised with the support of Unitab and Fetratab, a collective
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meeting with national federations of tobacco growers and representativ
first processors from all producing MS.

1 Launch of the Report AThe Economics of Tobacco
Romania in the Framework of EU Di r e c hadstede
by the European Network for Smoking and Tobacco Prevention (E NSP) on the

22" of November in Bucharest. The Event brought together representatives of
public, academic and medical institutions and NGOs, both national and
international, with focus and activities in tobacco control.

es of

and

1 Focus group discussion with the UK Inde pendent E -Cigarette Industry

organised with the support of IBVTA and involving various economic operators
(manufacturers and vendors) including from Ireland.

1 Focus group discussion with UK vapers, organised with the support of IBVTA
and involving represe ntatives of the New Nicotine Alliance consumer sd

organisation and other e  -cigarettes consumers.

In the initial phase of the assignment, the Consultant also participated to two separate
round tables organised by DG TAXUD, which involved respectively 43 i
representatives and 11 NGOs representatives. The Round tables were structured in
three main parts: (1) an introduction where the Commission explained the purpose of
the meeting and illustrated the ongoing process and the timeframe of the review of
the Directive 2011/64; (ii) a brief presentation of the Study and the stakeholder
consultation process; and (iii) an interactive session where participants could
comment on the initial problem analysis and preliminary policy options laid down in
the Incept ion Im pact Assessment.

2.3.1.2 Open Public Consultation

The Consultant assisted DG TAXUD in the preparation and implementation of an Open
Public Consultation (OPC) aimed at gathering the views of EU citizens and stakeholders
on a set of possible options for the revision of Directive 2011/64/EU.

questionnaire included an overall 58 questions divided into nine thematic sections.

ndustry

13

The

Toba
2011/ 6

Questions primarily concerned (i) the respondentsb
agreement / disagreement with a subset of pos sible options and approaches to the

probl em, and (iii) respondent s expectation

adoption of certain measures.

To respond to the disparity of background among respondents, each thematic section

included general que stions suitable for all type of respondents, and more specific

questions for respondents with a more in -depth knowledge of (or specific interest in) the
technical functioning of Directive 2011/64. Respondents could also complete only one or

a few sections of the questionnaires  they were more interested in or familiar with
skip the other thematic sections. At t he beginning of the
profiled section was added to deter mine
respondent as well as whether the respondent had a specific interest in the matter
discussed.

The OPC was launched on 17 November 2016 and remained open until 16 February
2017, for a total of 13 weeks. A total of 7,686 responses have been received, from all
the EU28 MS, testifying the strong interest and involvement of stakeholders in the
issues at stake. The huge majority of respondents are private individuals (i.e. 7,317
95.2%) and in particular consumers of electronic cigarettes (5,203 responses). In
addition , respondents included also some 230 economic operators/industry associations,
81 NGOs, 14 MS public authorities, and other 44 miscellaneous respondents.

13

t

and

he n

https://ec.europa.eu/taxation_customs/consultations -get -involved/tax -consultations/public  -consultation -

excise -duties -applied -manufactured -tobacco_en

20

about t

guestionna

atur e


https://ec.europa.eu/taxation_customs/consultations-get-involved/tax-consultations/public-consultation-excise-duties-applied-manufactured-tobacco_en
https://ec.europa.eu/taxation_customs/consultations-get-involved/tax-consultations/public-consultation-excise-duties-applied-manufactured-tobacco_en

2.3.1.3 Desk Research

The desk research involved a vast range of different sources including EU and country -
level policy documents, scientific literature, industry and stakeholder reports, and other

grey literature, both published and unpublished. Over 500 documentary sources were
reviewed throughout the Study, including:

EU Policy and Initiatives. This included all materials related to the Directive
2011/64, as well as to the other relevant pieces of EU legislation directly concerned,

i.e. Directive 118/2 008, Directive 40/2014, the Combined Nomenclature codes and

the relative explanatory notes. The desk work involved taking stock of preliminary

impact assessment documents, implementation reports, and other EU -mandated
studies in this framework. This catego ry also included the outputs of the work of
advisory and expert groups. Further information was sought from other EU -funded
studies and initiatives, including the Eurobarometer surveys (no. 385 and 429), JRC

studies **, and relevant projects funded under the Framework Programme and the
Public Health Programme (such as PPACTE ).

Member States documentary sources . At MS level the desk research concerned:
(i) specific policies, by -laws and procedural documents (e.g. guidelines) on the
issues at stake T includin g also ex ante studies, implementation reports and

evaluations; (ii) monitoring data collected by tax/customs authorities and/or tobacco

control centres (beyond those transmitted at EU level); (iii) market and consumers

data collected and published by non - State actors (industry, trade, public health and
consumers organisations); and (iv) any other programme, pilot initiative and
research study deemed relevant. In some cases, the research included policies and
documentary sources published in the USA, since trends in this market often help
predicting future trends in the EU.

National and International Policies and Initiatives. At the global level, a vast
repository on knowledge and research data on tobacco trade and consumption is
available under the WHO Fra  mework Convention on Tobacco Control (FCTC). These
include implementation reports, database, technical publications, as well as the
related International Tobacco Control (ITC) project reports.

Databases. The Consultant has accessed a variety of EU and int ernational
databases to collect quantitative data on the products at stake, including inter alia
DG TAXUDOGs dataset s, Eurostat and DG T RAEE
OL AF &iginfo database. When official data were unavailable the Consultant
complemented the research using the Euromonitor database, and other ad hoc
datasets provide by some industry representatives.

Scientific and 6 Gr Ranpofthe issues ah gtaleerhad. been addressed
in the literature, although not always in a systematic or comprehensive way. Several

schol ar 6s publications have been used i n
controversial evidence, and ensured that the analytical models used were based on
the best science available. These regarded specific aspects of the policy, market
dynamics, consumer behaviours etc. In addition to scientific publications, other

stati

t his

S t

rm

6greyd literature, l' i ke industry and NGO reports,

used as complementary sources, in case of paucity of robust data and after a careful
assessment of possible biases and inaccuracies.

2.3.2 Data Analysis and Judgment

“E.g. Otmar Geiss, Dimitrios Kotzias, AfTobacco, Cigarettes and

5 PPACTE: Pricing Policies and Control of Tobacco in Europe. http://www.tri.ie/ppacte.html
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2.3.2.1 Structuring the Work

The initial phase of the Assignment was dedicated among other things to structuring the

analytical framework of the Study. In addition to various preliminary data gathering

activities and a stakeholder analysis, the main focus consisted of refining the two main
scenarios for comparison for all the issues at stake, i.e.:

i. The 6no change6 ,se mmmandment of the Directive. This scenario
coincides with the business  -as-usual (BAU) situation. However, since markets
evolve and MS may continue regulati ng the above matters at national level, the
impact of the Directive would inevitably change, even if the text were not
modi fied (6dynamic baselined).

ii. The policy change scenario , i.e. a formal amendment of the Directive and/or
non-regulatory measures. In so me instances, this may introduce new
provisions and norms, in others it may consist of clarifications of the existing
provisions and/or other supporting measures for their proper implementation.

Firstly, this entailed conducting a problem analysis to det ermine the nature, relevance
and magnitude of the specific issues considered. Secondly, it required a critical
assessment of the policy options under consideration with a view to clarify them and to

firm -up the list of those that qualify for a more in -dept h impact assessment. Thirdly, it
envisaged a preliminary identification of the relevant impacts that can be expected from

those options, as well as of their salient features. The results of this analytical work

were provided in the Inception Report.

2.3.2.2 Bas eline Analysis

The baseline analysis  is an essential cornerstone of the analytical work , since it sets out
the terms for comparison of the proposed policy options . The implementation of the
Directive had been extensively assessed in the Ramboll Evaluation, whose findings are

at the basis of this Study. In the baseline analysis these findings were further
investigated and in particular: (i) certain issues have been quantified (based on the
evidence available); (i) some information has been update d and verified due to
evolving legal and market frameworks; and (iii) the expected trends, in the absence of

policy changes, have been projected.

The implementation of the baseline analysis involved various dimensions, which varied

across the issues at s take, includ ing among other things: the tax treatment of certain

products (legal and procedural provisions), the monitoring system in place in the MS,

the market structure, size and trends (including on the side of consumers), the

estimated amount of excis e duty collected and possible tax 6éga
trade and of tax avoidance practices, the trends and outcomes of g eneral tobacco

control policies (see  Table 4 below ).

Table 4 i Overview of issues for the baseline assessment in specific problem areas
New Products 1 Market value of e -cigarettes products and heat -not -burn products,
and trend. Industry and market structure.

 Number of consumers, and consumption patterns (frequency,
extent of substitution of traditional products, price sensitivity)

T MS tax treatment of n ew products. Implementation and
enforcement. Estimated tax revenue (based on countries that have
introduced a specific tax on new products)

1 Estimated cross -border shopping and illicit trade.

1 Legal and administrative uncertainties. Functioning of the singl e
market.
Raw tobacco, 1 Trade volume and market value of raw tobacco , tobacco refuse and
tobacco refuse, reconstituted tobacco. Overview of the value chain .
and intermediate 1 Regulatory and monitoring frameworks for raw tobacco and tobacco
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Problem Area Issues for the dynamic baseline assessment

products
1
1
@Borderline 6 T
cigaril los i
1
1
Fine -cut Tobacco il
(FCT)
1
1
1
Minimum Excise T
Duty (MED) i
1
Water -Pipe 1
Tobacco
1
1

2.3.2.3 Impact Analysis and

refuse existing at national level

Estimated volume of illicit trade of raw tobacco and intermediate

products.

Legal uncertainty and disputes created by the definition s of smoking

tobacco and tobacco refuse

Market value of cigarillos and dorderline 6products, and trends.
Consumption patterns and estimated substitution of cigarettes
(including among youth)

Tax levels and revenue from dorderline 6 products. Estimated tax
6gapo.
Overview of inconsistencies between coding systems. Related

burden and frequency of disputes.
Demand and product characteristics for FCT, including roll

-your -

own, make -your-own and 6volume tobaccobd.

Conversion rate between FCT and cigarettes

Tax-induced substitution between FCT and cigarettes ; FCT market

drivers .

Tax-advantage of &olume t obaccod.

Economic rationale  and functioning of MED

Use of MED by MS: legal provisions, purposes of MED, impact on
cigarettes marke t structure

Legal uncertainty due to MED provisions

Estimated import and consumption of water -pipe tobacco,
trends.
Tax levels and revenue from water - pipe tobacco.

Estimated volume of illicit trade.

Comparison of Scenarios

The proposed policy options for the revision of the Directive may determine a variety of
different economic and social impacts for various different stakeholder groups, primarily

MS competent authorities and economic operators, sec

health stakeholders. The different typologies of impact assessed in this Study can be
gathered in  five main categories, as follows:

i Direct charges . Direct charges include taxes and fees paid by economic operators

or consumers. In line with the nature and scope of Directive 2011/64, the focus of
this Study is excise duty on manufactured tobacco, and the related excise duty

and

ondarily consumers and public

revenues of Member States. This dimension has been examined across all thematic
areas considered. Unl ess di fferently stated, al | referen
structuresbd, 0tax revenuesd etc. in this Report r

some cases, the analysis has encompas

tobacco products, as well as new products, are subject to VAT, possible changes in
the excise duty treatment of products may have indirect effects also on VAT
receipts. The impact on VAT was not assessed systematic ally but only
relevant for the analysis, e.g. where 1 as in the case of electronic cigarettes
duty gains would seemingly be mitigated by VAT losses.

Importantly, tax revenues are distributional impacts: what is a benefit for tax

authorities is a cost for consumers and/or manufacturers.

comparison of policy scenarios these impact s where primarily examined from
perspective of ta x authorities . In this sense an increase of tax revenues is rated
positively and  vice versa . Impacts on tax revenues can be triggered by variations of:
(i) rates applicable to excisable products; and (ii) scope of the tax system, i.e. the
inclusion or exclusion of certain products within or from the existing categories. It is
also worth mentioning that these variations also trigger other impacts, considered

below under market or social effects, such as tax

prod ucts, cross -border distortions, health effects (in terms of smoking prevalence),
demand for illicit products and crime.

sed also VAT. In fact, since manufactured

where
- excise

In the assessment and

the

-induced substitution between
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Substantive compliance and administrative
Substantive compliance and administrative

costs and cost savings
costs for economic operators have been

assessed in all instances where the policy revision implies including additional
products within the scope of the Directive , an namely

inclusion of new products and raw tobacco

companies previously

information and substantive obligations

in the cases of a possible

among excise goods . In these scenarios,

outside the EU excise system would need to comply with the

rel ated implementation rules .® For example, setting up a
substantive compliance costs ; record -keeping of stocks and flows, registration of

consignees and consignors, issuance of guarantees,

system for intra -Community flows can instead be

envisaged by Directive 2008/118 and

tax warehouse generates

17 and the use of the ECMS

considered as dnformation

obligations 6 |, t denerting administrative costs Administrative and substantive
compliance cost savings are also assessed in the course of the Study i e.g. when
the revision of a definition reduces legal uncertainty and thus lower burden for

operators. However, they are not the most relevant dimension of the analysis,
because none of the policy options mainly deals with the simplification of the

existing regimes.

In the Study, administrative and substa

are analysed separately but
comparison of policy options.

Enforcement costs and benefits.

ntive compliance costs
jointly referred

As regards enforcement costs and benefits, two

main types have been considered:

0] enforcement costs  and cost savings  stricto sensu , which are those borne by
public authorities to apply the revised Directive provisions; and

(ii) judicial costs and cost savings, which are costs borne by public authorities

and economic operators related to the need to interpret unclear legal
provisions and, in case of judicial disputes, uphold them in court, as well as
benefits (cost savings) in cas e interpretations an
longer needed after a clarification or legal revision.

d judicial disputes are no

Market effects  : Market effects concern distortions of the quantity exchanged and

of the equilibrium price of the various products. Taxation, by definiti on, distorts any
market from the equilibrium that it would reach based on the free adjustment of

demand and supply. For this reason, the Study did not attempt to assess market

distortions per se , but those that might go beyond the intended objectives of th e
regulator, in terms of Single Market functioning and tobacco control policy
objectives. Four categories of possible market effects and distortions have been

considered:

0] Tax-induced substitution across products, i.e. when the demand for a certain
product is favoured (hampered) by the higher (lower) taxation imposed on
one or more substitute products.

(i) Cross-border distortions and illicit markets. This may be the case when
consumers stop purchasing a certain product in their home country and buy
it across the border, either by means of bootlegging, or via informal
distributional channels (e.g. online) outside the duty

-paid regime. This may

16 Compliance with the excise system obligations is not part of the usual business practices of a company.

Rather, with these obligations

is solely complied for tax and monitoring purp

oses. For instance, no company

would set up a tax warehouse or provide an excise guarantee if not required by a regulatory provision and
in order to obtain excise duty suspension. For this reason, the business
for all the regulatory provisions linked to the excise framework; hence there is no difference between
administrative and substantive compliance costs and burden .
1 In this Report we have considered the issuance of a guarantee primarily as an administrative costs,
although it is not explicitly defined in the Better Regulation Toolbox. On one side, it consists of a direct
charge for businesses, i.e. the fee paid to the financial institution that release the guarantee. On the other

side, the tax warehouse operator has the o6information

the public authorities.

-as-usual factor is estimated at 0%

obligationd to submit
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also be the case when consumers sto p purchasing licit products and resort to

illicit markets, supplied with either domestic or cross -border products.
(iii) Single Market functioning, and possible distortions induced by diverging legal
treatments or uneven application of Directive provisions or ot her

administrative obstacles hampering the circulation of products or affecting
fair competition.

(iv) SME competitiveness, since certain impact may have a differential effects on
small players and on bit tobacco companies.

Indirect social effects . This category includes impacts that poorly lend themselves

to a quantification in monetary terms, but are nonetheless important since they

concern the underlying values and principles of policy action that are linked to social

well -being in broad sense. Two are  as of social impact that have been considered
related to the policy options at stake - although indirectly - namely: (i) public health
(through tobacco control policy and measures); and (i) crime (through anti -
smuggling policy and measures).

The final st ep of the analysis of impacts consisted of the comparison of the policy
options . The issues at stake in this Study require policy revisions that are relatively
independent from one another. Therefore, the comparison of options have been
performed for each  thematic area separately, rather than in a cumulative way. Given

the different nature of the impact s considered, the final comparisons required combining
different approaches, and specifically, a partial cost - benefits analysis (CBA) approach for
quantifiab le (monetary) impacts, such as market effects, tax revenues and i where
feasible 71 regulatory costs, and a multi -criteria analysis (MCA) for non -quantifiable or
mixed ones.

2.4 Structure of the Report

The Report is divided in two volumes: Volume 1 7 Main Text , and Volume 2 i
Annexes . The rest of Volume 1 includes four Sections structured following a cross -
sectoral approach, meaning that every Section is further subdivided into six parts, each

one focusing on one of the issues at stake (see Table 2). The four Sections include the
following:

9 Section 3  deals with the problem analysis and provides an assessment of the
current situation in the six areas identified, including an overview of the background
and an analysis of the expected developments in the absence of any Commission

intervention.

9 Section 4 defines the various policy options identified to address the issues at
stake, and outlines the impact areas req uiring a more profound analysis.

1 Section 5 provides an assessment of the policy options considered, in both a
quantitative and qualitative way, a nd compares the respective positive and negative

aspects of each ofthiammse 6t & ctema rd mwa

I Section 6 summarises the key findings of the Study and provides a set of
conclusions.
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3 ANALYSIS OF THE ISSUES AT STAKE
3.1 New Products

3.1.1 Overview of Products and Markets
3.1.1.1 The Products and the Industry
U DEFINITIONS

The new products discussed here include two main categories of products. The first

group includes a heterogeneous class of products 18 commercially known as electronic

cigarettes (or e -cigarettes). These are also referred to as Electronic Nicotine Delivery

Systems (ENDS) or Electronic Non -Nicotine Delivery Systems (ENNDS) in the case of

equivalent products not containing nicotine. Based on the WHO definition

AENDS/ENNDS heat a solution (e  -liquid *°) to create an aerosol which frequently

contains flavourants, usually dissolved into Propylene Glycol or/and Glycerin. All ENDS

contain nicotine . 8 The aerosol produced by e -cigarettes and inhaled by the user is
essentially a wvapour, hence the widespread termino
denote users and consumption. In EU legislation, the electronic cigarette is defined in

the Tobacco Products Direct iapreducRtbal dah B 0 e sddHdD 2 ) as
consumption of nicotine  -containing vapour in a mouth piece, or any component of that

product, including a cartridge, a tank and the device without cartridge or tank.

Electronic cigarettes can be disposable or refillable by means of a refill cont ainer and a

tank, or rechargeabl e with. sThhg!l e PD3e alcaot rdied g e@ead
cont ai nea réceptacle that contains a nicotine -containing liquid, which can be

used to refill an effectronic cigaretteo.

=13

The second group includes recent a Iternative nicotine delivery systems that heat but

do not burn tobacco, and are therefore referred to as Heat -not -Burn (HnB) or simply

Heated Tobacco Products (HTP). There is no ad hoc definition for HTP in the TPD2, but

they fall under the more general ca tegory of dédnovel tobacco product s
all tobacco products placed on the market after 19 May 2014 that are not covered by

other tobacco categories. Unlike e -cigarettes, HTP do contain tobacco, although

typically of reconstituted type. Like e -cigarettes, HTP consist of two components: a

heating device and an electronically -heated tobacco element (a stick or a pod). When

heated, the tobacco element generates an aerosol that the users inhale. HTP and e -

cigarettes have in common the absence of co mbustion processes, therefore are

someti mes jointly cat-egmbuséedblaed romuct s as o[
conventional tobacco products that are O6combusti bl e

With respect to definitions, it is important to underline that at present there are no

Europe an standards for these products. In connection with some TPD2 requirements

on product safety, the European Committee for Standardization (CEN) has created in

2015 a new Technical Committee - CEN/TC 437 'Electronic cigarettes and e -liquids',
with the aim of  developing European standards covering terminology and definitions,

as well as requirements and test methods for e -liquids, devices, and emissions. This

18 This class may include products commercially known as e -cigars, e -hookah, vape pens, personal

vaporisers, electronic pipes etc.

1 In the USA, the FDA has adopted theliteuimddédbein its guidance document: Al
nicotine -containing e -liquids (i.e., liquid nicotine combined with colorings, flavorings, and/or other

ingredients) are generally referred to as e -liquidso.
https://www.fda.gov/downloads/TobaccoProducts/Labeling/RulesRegulationsGuidance/UCM499352.pdf

20 Conference of the Parties to the WHO Framework Convention on Tobacco Co ntrol, AWHO Report,
Electronic Nicotine Delivery Systems and Electronic Non -Ni cotine Delivery Systems (ENDS/ ENN
2016.

2 TPD2, Art. 2(16).
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work follows earlier standards developed by the French standard setting agency
(AFNOR) and the British ~ Standards Institute, and is expected to complete by 2017.

Similarly, there is no ad hoc category for these products in the World Customs

Organi zati on (WCO) 6s Har moni sed Syst ems and t he c
Nomenclature (CN). Devices fall under the generic CN 8543.70 (Other machines and

apparatus), while e  -cigarettes liquids can be class  ify under CN 3824.90 in the case of

cartridges containing a preparation of nicotine but also as CN 2106.90, which refers to

other food preparations. 2* So far, the tobacco element of HTP systems has been

generally <classified in the edotobackoecategory (GN ¢toder 6 manuf a
2403.99.90). % However there are discussions ongoing at WCO on a possible different

categorisation of HTP. Reportedly, some countries have proposed to use different

categories, i . e. t he ot her smoki ngeniovbad& ot chhd egm®
category, or the 2402 category (cigars, cheroots, cigarillos and cigarettes). A decision

is expected in September 2017

U PRODUCT CHARACTERISTICS

For the purpose of this Study, two main components of new products should be
distinguished: (1) the hardware (i.e. the device); and (2) the consumable (i.e. the e -
liquid that is vaporised or the tobacco element that is heated).

The constituents of  e-cigarettes devices are generally: a battery, a reservoir/tank
for holding the solution, a heating element/atomizer, and a mouthpiece. However,
there is a substantial heterogeneity between different types of devices available on the
market. Conventionally, they are classified in three main groups, based on technical
features, and on the degree o f control that users have over their utilization (choice of
liquid, settings etc.)  %:
(i) First-generation,orso -c al | e da-1dickiegs 6, since they often rese
(although not necessarily). They can be disposable or rechargeable using pre -
filled cart ridges.
(i) Second-gener ati on, often referred to as Otank sys
shaped like pens, and feature a transparent reservoir that holds larger amounts
of e-liquid than cartridge -containing models. Closed -tank systems (largely
similar to cartri  dge systems) also fall into this category.
(i) The third (and fourth) generation includes various modular systems,
aesthetically departing from the cigarette -like shape. They allow various
degrees of customization of component parts, and let users to regulate the
power delivery and other settings.

The various types of devices co  -exist on the market, although open tanks and modular
systems have grown in popularity in the past few years and reportedly account for the

majority of the market (between 60% and 90%, depending on the source). Disposable
devices and cig -a-likes have conversely declined and represent now only a small share

of market (ca. 2 -16%). *® The market success of open and customizable systems
reflect the h igh fragmentation of the market, due to the relatively | ow barriers to
entry, and the rapid innovation and product development cycle. However, newly -
designed closed systems are increasingly being brought to the market, especially by

big companies and their affiliates.

22 hitps://www.cen.eu/news/brief -news/Pages/NEWS -2015 -002.aspx

23 Commission Implementing Regulation (EU) No 1101/2014 of 16 October 2014 amending Annex | to

Council Regulation (EEC) No 2658/87 on the tariff and statistical nomenclature and on the Common

Custo ms Tariff.

24 Binding Tariff Informations (BTI) have been issued on HTP by various MS  customs authorities.

% several and not always coherent classifications of e -cigarettes by generations can be found in the

literature.

% Estimates on market shares of d evices are elaborated based on Euromonitor and other industry and

commerci al sources, including {chgaErendtes& aviowemgrrge m@r tcatfegoryo,
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Large and modular devices are more expensive than ordinary rechargeable and
disposable systems and require a certain degree of familiarity. Typically, users start
with a | ow power, more aff or dabd2® and kateriupgede toi
| arger systems ( fr om detices1as0 )influende atheg patterns of
consumption. On the one hand, they consume e -liquids much faster, on the other
hand, they deliver nicotine more effectively, thus allowing to reduce the level of
nicotine concentration in the e -liquids consumed. The way technological innovation
has modified consumption patterns has direct consequences on market dynamics of
consumables and, as discussed further below, on tax policy considerations.

There are very few  HTP devices on the EU market at the time of writin g, namely: (i)

e .

iQos (commercialised by PMI), (ii) GLO iFuse (commercialised by BAT), and (i) Ploom

(from JTI, no longer commercialis ed in the EU ). They have similar components as
electronic cigarettes devices (battery, heating element etc.)

The e-cigarettes consumables consist of so -called e -liquids (or e -juices) contained
in the device (in the case of disposable devices) or sold separately as replaceable
cartridges or refillable tanks (refill containers). E -liquids contain a solution of
propylen e glycol and vegetable glycerine (PG / VG) in different proportions,
flavourings, water and nicotine in different concentration (from nil to maximum 20mg

bet w

per ml of l'iquid). The majority of-toeveaampsewma(bi-.ee . p rporde
mixed), howeveri t i s i ncreasingly common among vapers

(a neutral mix of PG / VG with a specific concentration of nicotine) and concentrated

to b

flavours T a practi ce kniobwou rasse |o6fdoo. I n countrilegwds wher e n

are heavily exci sed, some users reportedly buy highly concentrated nicotine through
illegal / online channels and add it to non -nicotine solution to prepare their own liquid
avoiding taxation. 2’ This is sometimes encouraged by retail outlets performing under
the -counter mi xing.

E-liquids are available in a variety of flavours. According to some estimates, 7,700

unique flavours exist. Tobacco %, mint, coffee, and fruit flavours are the most

common, but a variety of candy (e.g., bubble gum), unique flavours (e.g. Belgian
waffle), and alcoholic drink flavours are also available. 29 Each ready -to-vape liquid is
normally available at different nicotine concentration levels, which further multiplies

the number of different items available on the market (so -c al Istoeck kéeping uni t s o

SKU). Preliminary estimates from notification process envisaged by the TPD2 suggest

the total number of SKUs in the EU amounts to several tens of thousands. The first -
hand evidence collected indicates that the average consumption of nicotine has b een

declining overtime. *° Today, the most popular products typically have a nicotine
concentration of 6 -12mg / ml, i.e. nearly half the concentration of the average product
consumed 4 -5 years ago. This relates primarily to the abovementioned innovation in
the devices, which deliver nicotine more effectively. Additionally, according to some
stakeholders, it is also a common process among vapers to reduce overtime and
eventually eliminate completely the intake of nicotine.

Various online outlets selling O6pured nicotine have
from both EU (e.g. Poland and UK) and non -EU countries (mainly China). Various operators help customs
authoritydés intell i genc euclwndors, buethe chayactesistiogon thd productgnakes a
tight control difficult.

2 According to Ernst & Young (2016) tobacco flavour represent some 28 -34% of the flavour market in
Europe, against 19 -26% of botanical flavours, and 14 -24% of fruit flavo  urs.

29 U.S. Department of Health and Human Services, Centers for Disease Control and Prevention, National

Center for Chronic Disease Prevention and Health gaetoti on,
Use Among Youth and Young Adults. A Report of the Surgeon Generalo, Atlant a,

% This is also corroborated by other studies such as Ernst & Young (2016), which shows that the share of
vapers using liquids with a concentration higher than 12 mg/ml has decreased from 77% in 2013 to only

11% in 2 015. These figures are based on a survey conducted by Kantar which involved a relatively small
sample of individuals (2,000 in seven countries) recruited with a self -selection approach (i.e. not through
random sampling). Their statistical significance is t herefore limited.

been
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The HTP consumables are available in a much smaller variety. The iQos HeatSticks
consist of an outer wrapper of paper containing an aluminium foil 31 a mouthpiece with

a filter and a reconstituted tobacco blend. It is reportedly available in three flavours.

Ploom used small t obacco pods containing the tobacco mixture. iFuse Neopod is
actually a 06 hy bhe cadritige jis foontbdi by & small tobacco receptacle and
an e -liquid tank;  the device heats the liquids, which passes through the tobacco before

it is inhaled.

U THE | NDUSTRY

The HTP industry is exclusively made of big tobacco companies, due to the
significant barriers to entry. The e-cigarettes industry is instead characterized for
being (i) highly fragmented; and (ii) largely domestic. Precise data on the number of
existing players are not available but the educated guesses provided by various
stakeholders suggest there are some 1,000 T 2,000 distributors and producers in the

EU, mainly based in UK, FR, IT, PL and DE. 32 This estimate does not include franchi ses
and point -of-sales, whose number is countless. As regards e -liquids, the relative few
barriers to entry has fuelled the proliferation of brands and a significant share of

market consists of myriads of SMEs. According to some stakeholders, in the UK SME S
would account for 85% of the market. Big Tobacco companies started entering in this

market through a series of acquisitions of starts -ups. * In the past few years they had
mixed success in this segment, however various stakeholders agree that in the futur e
they may acquire larger market shares thanks to newly engineered products and

better distribution channels. Traditionally, tobacco companies have invested in closed -
tank and cig -a-like systems, while SMEs have focused on open systems, but the
distinction is increasingly blurred.

The second main feature of the e -cigarettes industry is that it is still highly domestic.
The various stakeholders consulted in the sample MS selected for this Study confirmed
that - with the exception of big tobacco companies a nd very few SMEs 1 national

markets are largely dominated by domestic businesses. This seems connected to the
above fragmentation of the industry into a several small and micro players, and
possibly to the uncertain and diverse rules applicable in differen t MS.

E- cigarettes devices and components are mostly produced in China, although some
major brands are designed and engineered, and sometimes assembled, in the EU
(Germany, UK etc.). The products are then distributed through wholesalers or directly
imported by main vendors. E -liquids are to a significant extent manufactured in
Europe (e.g. FR, PL, UK, IT, CZ etc.) through ingredients sourced from chemical
companies (e.g. nicotine) or food additives and fragrances industry (for flavours). A
certain sha re of finished products are also imported from the USA (premium products)

or China (low -cost segment).

U THE DISTRIBUTION  CHANNELS

E-ci garettes are purchased both online and 6éofflinebd
including specialist shops (so -cal | ed -séthvoapsed ) and other generic or
outlets. The latter group includes also the traditional tobacco shops. Since t he few

existing market research covers only terrestrial channels, the estimates on the share

of the online sales have to be taken with great caution. The estimates provided in

%1 The aluminium foil may not be present in the products commercialised in certain non -EU geographical

markets .

%2 According to  Euromonitor  estimates in the two main EU markets, i.e. UK and France, the top 5 brands

account for lesst han 30% of sales.

% To name a few: BAT acquisition of CN Creative, Ten Motives, and CHIC; JTI acquisition of E -lites brand,;
Imperial Tobacco acquisition of Blu (via Fontem Ventures); PMI acquisition of Nicocigs.
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Figure 1A shows a great cross -country variability, with online sales ranging from 16%

up to 84% - although other sources (Figure 1B) provide more conservati  ve estimates.
As it will be discussed further below, the online share appears higher in MS where e -
cigarettes are subject to excise duty (e.g. IT, PT, and RO). In these MS, this channel

has largely replaced vape -shops. The online trade is notoriously diffi cult to track and
the domestic or foreign origin of certain products is often unknown. Some MS have

banned cross -border distance selling of e -cigarettes **, but it cannot be excluded that
some cross -border transactions take place nonetheless.

Only a minority of consumers purchase e -cigarettes exclusively online %, and online -

only vendors are rare. In most of cases, retailers operate online shops as a

supplementary channel to terrestrial outlets. Most of stakeholders concur that the

direct relation with the customer and the level of service provided is an essential

mar keting factor, since products are highly interch
low. Customers come to vape  -shops to receive advice on the products and use the

online outlets to replete stocks. Big tobacco cioingudingHEPs 6arpr oduct s
more often distributed through traditional tobacco point -of-sales, but also a few

flagship shops exist. The distribution of e -cigarettes is normally not subject to

regulation stricter than that for conventional cigarettes, including in MS where

cigarettes retail is subject to State monopoly. An exception is Hungary, where only

shops holding a specific license are allowed to sell e -cigarettes.

Figure 1 7 Purchasing chann els of e -cigarettes

A) Online vs. offline purchasing in selected MS B) Online vs. offline purchasing by
type of product

100%
21% 25%
80%
60% 35%
’ 40%
40%
20% 44% 350,
0%
Hardware Consumable
W Non-specialised shops Specialised Shopga Online @Online ® Specialised shops
m Non-specialised shops
Sources : (A) Euromonitor International: Passport Tobacco, 2016 Edition . (B) Kantor (cited in Ernst&Young,
2016).
3.11.2 Marketand Consumers
U | NFORMATION SOURCES
At present, there are no official sources of market data for e -cigarettes and HTP at the
EU level and MS level. Industry and commercial intelligence data are the only sources
available, but their degree of precision varies, due inter alia to the fact that  the rapid
i nnovation, the mixed purchasing channels (i-ncludin
it-yoursel féd practices add complexity to the assessme
systematic source of data seems the Euromonitor database, which collates st  atistics
and estimates based on a variety of sources. Stakeh
3 The MS that allow cross -border distance selling of e -cigarettes are: CZ, DK, FR, DE, IE, MT, NL, SK, SE,
and UK (industry sources).
% According to a study commissioned by HMRC in the UK some 16% of vapers buy only online and other
13% mainly online. IFF Research, AUnder st andi gggr ¢ thtee @ nlhhamleeted, November 201
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reliability of Euromonitor data, therefore in this Study they have been triangulated
with other estimates collected from national associations and other industr y players
and experts (including both SME s and big companies).

MS that apply excise duties on e -cigarettes may have in principle accurate data on
consumption (at least of e  -liquids), however none of the MS analysed has adopted an
ad hoc monitoring of e -cigarettes. Tax receipts are poorly usable to infer the market
size since: (i) in most of MS tax schemes have just been introduced and no statistics
have been collected yet (as it is also the case with HTP), or data are distorted by the
depletion of pre -existing stocks; (i) in Italy, there is a judicial dispute ongoing on the

legitimate tax base of e -1 i qui ds and, awaiting for the court d:
currently pay a reduced tax; (ii) in other countries taxing e -cigarettes, various licit and

illicit systems to avoid taxation have developed (cross -border shopgfti ng, 6d
yoursel fé etc.). Where availabl e, tax revenyues have

check other sourcesd dat a.

Comparatively, survey -based data on vaping prevalence are more abundan t. At EU
level two Eurobarometer studies (2012, 2014) have addressed this subject. % These
data were also used to carry out a specific study on the prevalence of e -cigarette use

commissioned by DG SANTE. *’ Various surveys were also carried out in MS, often

commi ssioned by Stateds authorities to research <co
(including NGOs) . Consumersé survey data can be U
estimates. However, there remains a high level of uncertainty and variability with per

capita con sumption and expenditure.

U OVERALL MARKET ESTIMATES

Most of the sources reviewed concur that in 2015 the EU e-cigarettes market
exceed U 2.5 bn of tur n othiel ofthe blabal marketa b d®uThe nuost e
developed market in the EU is the United Kingdom, with an estimated 2.6 million

vapers. *° The other main markets are France, Italy, Germany and Poland, altogether
accounting for some 5.0 million additional vapers. Assuming a similar proportion

bet ween market value and vaping prevalence in other MS, the overall number of

regular consumers in the EU can be estimates at ca. 9.0 million, in 2015. 40

Euromonitor estimates atwo -digit growth rate over the next 3 -4 years (

Figure 2) . This is in |ine with other analystsd forecas
hit USD 32.0 bn by 2021.  ** However, these estimates may not take into account the

slow -down expected in the EU from the entry into force of the TPD2 rules, as well as

country -specific issues (e.g. the clarification of tax regime in Italy). On this basis,

some national stakeholders provided slightly different and more conservative growth

estimates.

¥ Speci al Eurobarometer 429, AAttitudes of Europeans towards Tok
and Speci al Eurobarometer 385, fAAttitudes of Europeans towards T
% Farsalinos K. E. et al., #AElectronic cigarette wuse in the Eu
sample of 27 460 Europeans from 28 countieso, Society for the St
% In 2015 the global e -cigarettes market was estimated at USD 8.0 bn.

% ASH, ifUse of el ectronic cigarettes (vapourisers) among adul ts
2016.

http://ash.org.uk/information -and -resources/fact _-sheets/use -of-electronic -cigarettes -vapourisers -among -

adults -in-great - britain/

4% The country level estimates on vaping prevalence may differ significantly, based not only on the source

but also on the way regular/occasional vapers are counted. For instance, the INPES estimated in France the

number of vapers was 2.8 mn in 2014, i.e. mo re than five times the Euromonitor  estimate. According to a
consumer survey the Italian vapers are nearly 1.0 million, but according to industry they are about half this

amount. The figure provided in this report is consistent with Eurobarometer 429 estima te of 2% of
population aged +15 in the EU, i.e. some 8.5 million.

““Beige Market I ntelligence -xigdreticbamd vapdragr)oStratedicaAssessinent(aed
Forecast Till 2021da, 2017.
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Figure 2 i Overall Value of EU E - cigarette market

A) Estimated e - cigarettes market value in the EU and B) Main EU markets for e -
projections 0 mn cigar et tnen201%)
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Sources : (A) Euromonitor International: Passport Tobacco, 2016 Edition . (B) Euromonitor International:

Passport Tobacco, 2016 Edition and industry estimates.

With respect to turnover composition, it is generally accepted that hardware and

consumables account for respectively 40% and 60% of industry turnover. As shown in

Figure 3, this proportion may differ across countries and industry estimates may

differ. For instance, in Germany various economic operators concur device sales

represent the majority of the market. This seems to reflect the fact that German

market is relati vely younger as compared to e.g. the UK, France and Italy. “2 More

generally, this proportion may be influenced by a number of factors, in particular: (i)

the preference of consumers for premium or cheap devices (in the case of devices,

price range from 010 t o over 1$100) an t he rapi di
exp enditure on e -liquids, as determined by both price -related choices and the diffusion

of high power devices, which consume | iquids more r
it-your sel f 6, both for devi c eliquids It sheudd be motednthat ) and e
these three variables are somehow connected, since a higher expenditure on large

devices may trigger a higher consumption of liquid, which in turn may encourage

vapers to save monieyotuthselufgd ddoi ng.

Only gross estimates of the incidence of 6di-your sel f & arFgurep 8Bsreports| e .

a series of educated guesses on the share of self -mixed products on the total

consumed, in a sample of MS. On averag e, this practice seemingly amounts to some

15-20% of the total volume of e -liquids (i.e. an estimated 5 -6% in terms of turnover).

The main drive+t-ymailrisred f®do s costs savings, but ma n
enjoyable to customize their own vaping liquids. Overall, self -mixing allows to save an

estimated 50% - 70% over the price of ready -to -vape liquids, but this measure varies

greatly with the quali-t-yoafsehffdbedbemabl|l yéDompl i es u
solutions containing low  -concent ration nicotine, but consumers may increase savings

purchasing separately the basic components, including nicotine in almost pure

concentration. This practice will be de facto prohibited by TPD2, but control over

extra - EU online outlets may turn out to be problematic.

In countries where e -cigarettes are taxed, there is also a share of informal market

that will unlikely be captured by the notification and annual reporting  system
established under the TPD2 . Non -duty -paid e -liquids may be traded across the border
from countries where they are not taxed and used for self -consumption or re -sold
evading taxes. According to some gross estimates, in some MS non -duty -paid may
account forupto 10 -30% of the e -liqu ids market.

42 |In young markets the value share of device may be influenc ed by one -off purchasing of products that are
soon abandoned.
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Figure 3 1 E-cigarettes market composition
A) Share of consumables on the total B) Estimated inci-d-gmae se@

market value in the EU and selected MS and non -duty -paid (as a % of
consumables) in selected MS

100% 35%
80% - 30% §§ 250
60% ; i 25% ‘ 20%
40% 20% 15%
20% 15% 10%
10%
O% - + = 50/3 5%
EM EM EM Ind. EM Ind. EM EM EM EM
nd nd 0% I
EU FR DE IT PL PT RO UK DiY NDP DiY NDP DiY NDP DiY| DiY DiY
m Refill for closed systemsg Refill for open systems IT PT RO ' HU DE UK
Legend : Di Y:it-yo6oDuor s el f 6; -diyp-Paid. No n
Source : (A) EM: Euromonitor International: Passport Tobacco, 2016 Edition ; Ind: Industry estimates. (B)
Aut hordés estimates based on stakeholder interviews.
The market for HTP is still a niche and little information is available. Considering that
Ploom is (reportedly) no longer commercialized and GLO iFuse is marketed on a pilot
basis only in Romania, the near totality of HTP European market at the moment is
represented by iQos. After a pilot period in few EU cities, iQos was progressively
introduced during 2016 in various EU markets that T at the time of writing - include

IT, DE, UK, PT, RO, DK, LT, ES, EL and NL. In most of these cases the distribution
started in the second ha If of 2016 and is limited to selected main cities, so in many
respects it is too early for any consideration on market results from these products.

Based on PMI reports, “* the global turnover from iQos (device and consumables) in
2016 amounted to USD 739 mn . The sales of HeatSticks amounted to 7.4 bn sticks.
The most developed market is Japan, where HeatSticks sales amounted to some 5 bn
sticks in 2016. The rest of HeatSticks are essentially sold on the European markets
(including small amounts sold in Switz erland and Russia), which therefore account for
about 2.4 bn sticks.  *

U CONSUMERS PROFILE

According to Eurobarometer 429 , some 12% of Europeans have tried e -cigarettes. *® Of
them, some 2% are current regular users, 3% are former regular users, and 7% have
tried it in the past but have never used it regularly. In terms of geographical
penetration, the highest proportion of consumers who tried e -cigarettes at least once
is found in France (21%), and the lowest in Portugal, Greece, and Slovenia. These
data reflect the situation at the end of 2014. The rapid growth of the market suggests
vaping prevalence have increased meanwhile. In the UK, regular vapers have grown to
some 5. 3% of the population (+15 y.0.) in 2016. % As regards the demographic
composition of vapers, the combination of various national survey and databases
allows to estimate that ~ *:
I Vaping prevalence is likely higher among men (57%) than women (43%). 48

1 The use of e-cigarettes among children and young people seems relatively

established in the main markets, but trends seem contradictory ( Table 5).1In

a3 https://www.pmi.com/investor -relations/press  -releases -and -events/event -details ?Eventld=5246224

https://www.pmi.com/investor -relations/press _-releases -and -events/event -details?Eventld=5246131

“Authords esti mat ereports tosheidvestors. P M

4 Data on HTP are unavailable since these products were not on the market at the time of the survey.

% ASH, AUse of el ectronic cigarettes (vapourisers) among adul ts
actually refers to Gre  at Britain.

47 The different methodologies used in the national surveys do not consent a direct comparison of data.

“Author 6s el alEwamanitdr oamd national surveys estimates from a sample of MS.
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particular, figures from the USA suggest consumption among young people is
growing at a fast pace, while in the UK survey data indicate a less pervasive
and stable diffusion.

Table 5 i Evidence on the use of e - cigarettes among children and young people
| GreatBritain [ France_________JGermany | USA
Some 12% of 11 -18Yy.0. Prevalence among (1) Some 27.6% of 12 -17  Use in the last 30
tried e -cigarettes at least 15-24y.0. users y.o. tried once (2014). days (2015):
once (2016) (2014): (2) Prevalence among 12 - 1 Middle school:
Regular users: 2% on a 1 8.8% (male) 17 y.o. users (2015): 5.3% (up from
monthly basis 1 5.4% (female) 1 7.8% (12 months) 1.1% in 2013)
Prevalence increased 1 2.4% (last 30 days) 1 High school: 16%
since 2013 but stable (up from 4.5%)
over 2015
Sources : UK: ASH, AfUse of electronic cigarettes among children in
iBarom tre sant®0, 2014; DE: (1) Die Drogenbeaufragte der Bunde
June 2016, (2) Bundeszentrale fiir gesundheitliche Aufk Il @rung, i R a u c-HBigaretteru beid junden
Menschen in Deutschland: Ergebnisse der Drogenaffinitatsstudie 2015; USA: U.S. Department of Health and
Human Services. i ECigarette Usea mong Yout h and Young Adultso. A Report of the
Several surveys have investigated the relation between e -cigarettes use and

conventional tobacco use. The existing evidence concurs that there is a close relation

in consumption patterns, and in particular the vast majority of those who use or have

tried a n e-cigarette are current or former tobacco smokers. According to
Eurobarometer 429, only 2% of never -smokers have tried electronic cigarettes T
against 30% of smokers T and a negligible number of them have become regular
vapers ( Figure 4A). National -level surveys confirm this pattern, and also in a most -
developed e -cigarettes market like USA only 0.4% of never -smokers currently vape.
From a different  perspective, this is confirmed also by various national or cross -
country surveys addressing current vapers only ( Figure 4B): the majority of vapers

are also current smokers, about four in ten are former smokers, and only a minority

(approx. 5%) have never smoked.

Figure 4 7 Consumption of e - cigarettes and smoking status
A) Vaping prevalence by smoking status in EU, B) Composition of vaper group by
UK and USA smoking status (2015
0, 0,
gg Of) 30% 100%
o 80%
25% 21% 19%
20% i 60%
15% .
10% 40%
4% 304
5% 20%
EU (2014)  EU(2014)  UK(2016)  USA(2014) 0%
Ever-tried Current vapers FR DE T PL UK
e-cigarettes B Current Smokers B Ex-Smokers
B Current smokers @ Ex smokers ElNever smokers @ Never-smokers
Sources : (A) EU: Eurobarometer 429; UK: ASH (2016); USA: CDC/NCHS. (B) Kantor (cited in

Ernst&Young, 2016).
i SUBSTITUTIONWITH  CONVENTIONAL TOBACCO
Electronic cigarettes can be considered to a various extent and depending on

individual experience either a substitute of conventional tobacco products or a
complement of them. Substit ution seems the main driver: two -t hi rds otfr ioeedvoe r

49 Source: CDC/NCHS, National Health Interview Survey, 2014.
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vapers considered reducing tobacco use or quitting smoking as the most important

reason to start using e -cigarettes. *° As regards complementary uses, some 44% of

vapers attribute importance to the possibility of using e -cigarettes in circumstances

where conventional smoking is not allowed, and about one -quarter considered e -

cigarettes attractive per se .>* There are no surv eys or other studies available on HTP

demand, but it is reasonable to assume that similar drivers apply. HTP is marketed as

a O0reduced riskd product and in this sense it may
As compared to e -cigarettes the potential subs titution here is enhanced by the

presence of tobacco. Own industry panel data show a rate of conversion of smokers to
a O0pr edomi nai@ds detwesn&% anid 15% of participants to trial tests. 52

The potential of e -cigarettes T and by extension of a |l reduced risk products - asa
smoking cessation support is a fundamental element of the current debate on e -
cigarettes regulation (and taxation). About six in ten smokers have reportedly tried to

quit smoking at least once, and some 10% of them have atte mpted to do so with the
help of e -cigarettes or similar vapour devices. In this respect, e -cigarettes are
increasingly challenging nicotine replacement tools (like patches, gums, inhalers etc.)

as a smoke quitting aid. Although not licensed to this end, in some MS (e.g. UK, FR,
PL, and ES) they have become more popular than medical tools. 3 One e -cigarette
product, developed by a BAT subsidiary, has also obtained in the UK the medicine

license. The degree of e  -cigarettes effectiveness in this regard is diff icult to estimate in
a robust way, given the scarcity of randomized clinical trials. According to
Eurobaromet er 429, some i 4% obpédrveeventual l y mane

smoking completely, and some 21% reduced tobacco consumption. However, the
major ity of them (58%) did not change their smoking habits (or stopped for a while

but then started again). While complete substitution occurred in a minority of
consumers, dual use of e -cigarettes and conventional tobacco seems more
widespread. Unfortunately, only sparse and unsystematic evidence is available on dual
users and their consumption patterns. A survey commissioned by the Italian Public
Health Institute estimated some 18% of current dual users did eventually reduce
smoking - some 11.5% of them drasti cally. ®* In the UK, some 41% of dual users use
e-cigarettes inter alia to reduce, but not to quit tobacco completely. %

U PRICE SENSITIVITY OF THE D EMAND

The possible role of e -cigarettes as a smoking cessation tool is emphasized by various

experts and insti  tutions engaged in tobacco harm reduction, and it is also backed up

by a growing body of literature. 5 For this reason, there are concerns that too strict
regulation, contradictory messages " and taxation may eventually keep smokers away

of this opportunity. The price argument is particularly relevant for this Study, since all

sources concur the use of e -cigarettes is markedly sensitive to price. According to the
Eurobarometer, the price is the second most i mporta
vaping produ cts, much more important than type of product, brand and other factors.

This was largely confirmed by the qualitative evidence collected from stakeholders,

according to whom the price differential between conventional cigarettes and e -
cigarettes is fundame ntal for attracting regular smokers. A few scholars have

0 Eurobarometer 429.

5 Ibidem.

52 https://www.pmi.com/investor -relations/press _-releases -and -events/event -details?Eventld=5246224

3 Eurobarometer 429. As regards the UK, specific estimates about trends in using e -cigarettes and other
NRT are also available through the Smoking Toolkit Study, www.smoking _englan d.info

“ DOXA, il fumo i n | t @Heireaulis, hav®lbeencrécalcRl@tet @xcluding non -smokers from
the sample.

%5 ASH (2016).

®Rahman M. A. -€igaretiek angd Snibling Cessation: Evidence from a Systematic Review and Meta -
Anal y s i paddLlLe MBIk 2015.

" In the UK, some 27% of smokers who never tried an e -cigarette are reportedly concerned they are not

safe enough. Source: ASH (2016).
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researched in a systematic way the dynamics of the demand for e -cigarettes and the
relations with the price of cigarettes (see Box 1 below). Their studies represent the
state -of-the -art in the analysis of e  -cigarettes demand, and have been referenced by
various institutions, including the WHO. However, due inter alia to the rapid evolution
of this market, their results have to be taken with some caution.

Box1 T Analysesof E -cigarettes Demand in the existing literature

The following papers are the main systematic researches conducted on e -cigarettes demand.

While they provide a very helpful indication on the possible dynamics of the demand with

respect to price levels, they have to be taken with caution, since: (i) none addresses

comprehensively the EU market; (ii) the products covered are in some cases incomplete; (iii)

none covers the online sales; (iv) data often refer to the first generation of e -cigarettes, and

products have changed significantly since then.

! Huang J. et al. (2014). *® The paper investigates own and cross -price elasticity of demand
for e -cigarettes and examine the impact of cigarette prices and smoke -free policies on e -

cigarette sales. It is based on US retail store scanner data from 2009 and 2012. The paper

found that sales of e -cigarettes are very sensitive to price (own price elasticities for

disposablee -ci garettes around T11.2,-cwhgyiaretfes mBappsakl matel y
Therefore, policies increasing e  -cigarette retail prices, such as imposing a tax could

potentially lead to significant reductions in e -cigarette sales. No consistent relationships

between cigarette prices and e -cigarette sales was found.

1 Zheng Y. et al. (2016). °° The study estimated a system of demand for various tobacco
products and e -cigaret tes, finding price substitute relationships between cigarettes and e -
cigarettes. The e -cigarette category includes disposables, starter kits and replacement
cartridges, but only offline sales are considered. Own -price elasticity is estimated at -2.1,
cross - price elasticity with respect to conventional cigarette is +1.9.

I Stoklosa M. et al. (2016). % The first study analysing the relation between prices and
demand for e -cigarette in Europe (actually six EU markets, i.e. Estonia, Ireland, Latvia,

Lithuania, Swe den, and the United Kingdom). The analysis is based on e -cigarette sales in
2011 -14 but is limited to closed systems. Based on static models the price elasticity is -0.8,
increasing to -1.15 in the long -run dynamic model. Cross price elasticity of e -cigare fttes vs.
conventional cigarettes is very high: +3.6 to +4.6 in static model, and +6.5 in dynamic

model.

The affordability of e -cigarettes for consumers depends on price levels and

consumption patterns. There is a high variability in these parameters, in particular:

M Price levels . Non-di sposabl e devices may costs between
more, and the repayment time may vary greatly. The price of e -liquids mostly
ranges bet ween u4a t o a7 per 10 ml depending (o]
geographical market. Clos ed-tank refill and cartridges have a lower out -of -
pocket cost , but are often much more extpensi ve

yoursel fé6 pr oductcsionofaepdy c-tosvape anest r a

(i) Level of consumption . The amount of e -liquid per capita may vary greatly
between sole vapers and dual consumers of e -cigarettes and tobacco products.
Furthermore, the amount of e -liquids consumed is  ceteris paribus  proportional

to the power of the device utilized. Most of regular vapers (including dual
users) fall into  the category of 1 -2ml per day, but according to some surveys
one vaper out of ten may consume more than 4ml per day.

® AEsti mat i rpgce elastwiyof e -ci garettes using a simulated demdand proce

Tobacco Research, 592 19 8 ; Huang, J ., Tauras J., Chal oupka F., AThe i mpac
policies on the demand for electronic nicotinei@delldvery systemso
®Zheng, Y., Zhen C., Denc hJSD.d,e mbhondn € ma k ero bdJa.c,coi products in a sy
Health Economics, 2016.

®®Stoklosa M., Drope J. M., C h adigarettp Kemmand: .evidenéePfrom the Buropeand e

Uni ono, Ni cotine and Tobacc o8Rels.ear ch, 18(10), 1973
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Comparing the consumersdé costs of wvaping and smokin
above uncertainties, but also by the lack of an accepted method to establish an

equivalence between the two products. For tax purposes, the Italian customs have

conducted specific tests aimed at determining a correspondence between e -liquid and

conventional cigarettes based on the duration of the experi ence. ® However, this

approach has received many criticisms from industry and other stakeholders, in

relation to the different patterns of use of e -cigarettes as compared to conventional

ones, as well as the major influence that the device employed in the experim ent has

on the estimated O6vaping timed. The same approach w
establish an equivalence for HTP. Some scholars borrowed this approach to compare

the costs of smoking and vaping and -cigarete® naml ude #fe
generally much higher than &i astarehentstiai howeeer ci gar et t

contradicts most of stakehol dersd perception. Based
market value and the number of vapers, the average expenditure per capita of vapers

(including dual user) is below 01.0 per day, which
for an average daily vaper who uses some 2ml of ready -to-vape liquid or cartridge.

Thi s seems |l ower t han t he average smoker 6s expe
consumption of 1 4.2 sticksperday ® may vary between (1.7 in Bulgar.i
UK.® The statement may instead hold true for HTP, which is commercialized at a price

per stick comparable to mid - price /premium cigarettes.

3.1.2 Tax and Regulatory Framework
3.1.2.1 Non -harmonised tax regimes across the EU
U OVERVIEW

The diffusion of current electronic cigarettes in the EU started after the adoption of

Directive 2011/64, which is therefore silent in this respect. In the following years, the

possibility of considering them as an excise good was debated at EU level, but there

was substantial agreement that these products do not qualify for being taxed under

Directive 2011/64. Since 2014, some Member States have started however to adopt

ad hoc consumption taxes on e -cigarettes. The precursors were ltaly (2013) and

Portugal (2014), later joined by Romania, Slovenia and Latvia. As of today, some nine

MS have adopted an ad hoc tax (see Table 6), and reportedly a few more are

considering t o introduce it, or are in favour to do so if a harmonised approach is taken

at EU level. After an early experience in Italy with an ad valorem tax (soon dropped

followinga Constitutional Court 6s ruling in 2014), al | nati onal
a sp ecific tax per amount of e  -liquid. Romania, Portugal and Slovenia clarified the tax

trigger is the content of nicotine, while other countries tax both nicotine -containing

and nicotine -free e -liquids indistinctly (in Italy the collection of tax on nicotine -free

|l iquids has been suspended by a second Courtds ruli
slightly different approach that envisages a specific tax per volume of liquid plus a

specific amount per nicotine concentration. Croatia has adopted a fiscal regime for e -

cigarettes but a zero rate is currently applied.

The debate on heated tobacco was less straightforward. It also appeared on the
market when the Directive 2011/64 had already been revised, and MS had different

61 Based on this experiment Italian Customs have established that 1ml o e -liquids is consumed over a period

of time equal to which a typical smoker consumes 5.63 combustible cigarettes.

2 Liber A.C., Drope J.M., Stokl osa M. stofigedhanbeu scigarditéseglolmali gar et t es
evidence and t ax policy i mplicationso, Tobacco Control. Publ i

10.1136/tobaccocontrol ~ -2015 -052874.
% Eurobarometer 429.
6 Based on WAP as of January 2016.
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views on whether it could be cons idered an excisable manufactured tobacco product or

not and, in case, which category applied. Different approaches were also initially

envisaged depending on the different characteristics of products, i.e. small tobacco

6pods6é6 or short t oifing oraai anralanidium foil to prevengathey could

be smoked as they were. Based on that some regulators were incline to classify HTP in

the ésmoking tobaccod category or as a manufactur e
simply of the opinion the legal frame work was not in tune with these products and

should be revised.

At the moment, HTP are present only in a minority of EU countries, therefore many MS

are exempted from deciding the applicable fiscal regime. The variety of approaches

eventually adopted fo r these products is however significant. Italy has adopted a
product -specific approach to the only product actually on the market ( iQos Heatsticks )
by establishing an equivalence of time consumption to conventional cigarettes under

the same puffing conditi  ons (and applying a 50% reduction); in Portugal there is a

mixed approach with an ad valorem component, a specific component and a minimum
excise; Hungary has a fully specific but per unit tax; the rest of MS ( Table 6) applies a
fully specific per weight tax using the rate applicable to smoking tobacco or to fine -cut
tobacco (Slovenia). ® Heated Tobacco products are commercialised also in other MS,

like Germany ,the UK, the Netherlands etc. Reportedly, no specific regulation has been
adopted, and the product is traded under temporary administrative arrangements that

commonly imply wusing the O6other smoking tobaccod c
under suspension of duty u  sing the EMCS, but not all national authorities agree with
this approach, so the absence of a harmonised framework may de facto impede the

commercialisation of HTP in those countries.

Table 6 - Overview of non -harmonised taxes for e - cigarettes and heated tobacco
Electronic Cigarettes Heated Tobacco Products
PT 0. 60/ ml nicotine | i Ad valorem: 20% of RSP (reduced to

00.30 since 01.01. 20:16%in2017)
Speci fidkgda (080 / Kk
Mi ni mum Excise: 016
(As smoking tobacco)

9
9

IT 0. 385/ ml on all | i g Depending on SKU:
of non -nicotine liquids has been From U 63. 25 t o 063
suspended after Cons: sticks
ruling 83/2015 (as 50% of cigarettes excise)
RO RON 0.5/ml nicotine liquid (ca. RON 384 / kg (ca. 0 8
0. 11/ ml) (as smoking tobacco)
Sl 00.18/ ml nicotine I|icag 88 / kg
(as FCT 1 minimum duty)
LV 00. 01/ ml-liguaif+ @0. 005/ mua 62 [/ kg
nicotine (as smoking tobacco)
HU HUF 55/ ml (ca. t0. HUF 10,000 / per 1,00

01.01.2017 (a different legislation
may enter into force since April 2017,
bringing the tax rate to HUF 65/ml.

Fl 0. 30/ ml n.a.

EL G40. 10/ ml a4 156.7 [/ kg
(as smoking tobacco)

% Some information is reporte d from the Vapor Product Tax database www.vaporproductstax.com and have
not been cross -checked with official sources.
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HR HRK 0.00/ml HRK 600 / kg (ca. a
(as fine -cut tobacco)

SK n.a. a 73.9 [/ kg
(as smoking tobacco)

Source : Interviews, pieces of national legislation and the Vapour Product Tax database.

U TAX RATIONALE

There can be multiple reasons behind the introduction of non -harmonised tax regimes
for new products, which may vary across countries. Before discussing the impact of

these taxes and the rationale for a possible EU -wide harmonised regime it is useful to
briefly recap the main objectives behind national schemes, suspending all
considerations on the strength of the underlying arguments.

One of the main purposes of taxing new products is to offset somehow the actual or
potential tax revenue losses deriving from declining consumption of conventional
products. The underlying argument is that new products are largely substitute of
conventional tobacco products, and consumers may be induced to switch across
nicotine sources by a more favourable tax treatment, w ith adverse effects on public
budget. °® In this sense, excisability would have the twofold effect of: (i) recovering

from new products part of the revenue lost from conventional products, and more

importantly (ii) slowing down substitution. This last point is evidently controversial in
the light of the claimed reduced risk carried by non -combustible products. Table 7
below provides a very rough estimate of the hypotheti cal excise revenue loss due to a

reduced consumption of conventional cigarette connected to vaping. Every step of this

calculation implies a significant level of uncertainty, therefore the final estimate of

ual. 67 bn exci se |l osses mu st lcagitiont andk purely ws & h
speculative exercise.

The case of heated tobacco products is slightly different, in that these products are

subject to consumption taxes in all countries where they are marketed. In this sense,

the tax revenue argument relates T if any - to the smaller rate currently applied to
HTP as compared to cigarettes (again, regardless of risk reduction considerations).

Given the novelty of this market and the absence of detailed sales data in the MS

where these products are marketed, the f igures provided in  Table 7 below should be
considered as highly uncertain.

The substitution of conventional tobacco products with new products may also

indirectly affect VAT receipts although at a much more limited e xtent since both new
and old products are subject to VAT. In particular, in the case of HTP the impact on

VAT seems negligible, since selling price levels are similar to convention al cigarettes.
In the case of e -cigarettes, some minor VAT losses are possib le since e -cigarettes are
generally cheaper than conventional tobacco (except certain FCT or low - price
cigarillos), although not in MS with a high national tax. However, as discussed above,

the e -cigarette expenditure includes also hardware (ca. 40% of the total), which is

also subjectto VAT, and may partly balance VAT losses on consumables.

% Actually, in some MS nicotine  -free e -liquids are also taxed but 1 as the ltalian case de monstrates 1 a
national Court may consider it disproportionate or illegitimate.
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Table 7 i Hypothetical impact on excise yields from new products

Est. number of Est. share of those

vapers with who reduced
previous tobacco tobacco
experience consumption
through vaping
Eurobarometer
9.0 mn total vapers 14% permanently
0.5mn vapers who quit

21% decreased
tobacco use

never tried tobacco

8.5 mn vapers
with previous
tobacco
experience

Est. HTP Estimated tax

(consumable) sold revenue from HTP

in 2016

2.4 bn pieces a 126 [/ kg |

(overall EU) OST taxation where
marketed)

a 0.039 /
0.31g per stick)

G4 93.6
estimated total
tax receipts

Aut hor 6s

s i

mn

Source :

Corresponding
reduction in tobacco
consumption
(assuming 14.2 sticks
per day)

-6.17 bn sticks / year
from smoke quitting

-4.62 bn sticks / year
from reduction
(assuming a 50%
reduction)

-10.79 bn sticks
overall / year

Corresponding

reduction in cigarette

excise yield

G 0.153 averac
yield per cigarette stick

(in 2015)

-0367 mn |/
(excise revenue from
cigarettes)

yea

8, basdn oimteadlid @mEurobarometer and Excise Duty Tables

The above argument does not take into account the possible public

switching from combustible to non

Hypothetical excise
revenue o6gap
reduced cigarette
consumption.

-2.22% est. variation
in cigarettes
consumption

ca. 0 74,390
cigarettes excise

revenue in the EU
-0 1.67 bn
tax gap

Hypothetical net
revenue gap from
HTP

-u 0.
tax gap

27 bn

(July 2016) .7

health benefits of

-combustible products and the ensuing positive

impact on healthcare expenditure and other broader societal benefits (e.g. on labour
productivity and growth). There is a growing body of literature on the r
risk of new products as compared to conventional tobacco, including from public

health authorities and high -level

institutions.

educed health

In the UK, the Royal College of

Physicians and Public Health England have published extensive evidence reviews of

both the intrinsic safety of e

-cigarettes (for vapers and by

-standers) and their value as

a stop -smoking tool. ®® On the other hand, other public health stakeholders point out

that e -cigarettes aerosol is not harmless, and that e
young adults may pose a public health concern.

November 2016 at the 7

-cigarettes use among youth a
% The matter was debated in
" FCTC Conference of Parties. The Conference eventually

nd

adopted the WHO Report, which underlined the lack of conclusive evidence on the role

of these produc ts in tobacco control ™

, and invited Parties to consider regulatory
measures for ENDS/ENNDS in line with national laws and public health objectives.

71 In

accordance with the WHO Report, MS authorities may therefore apply differently the

DG TAXUD, f@AExcise Duty Tableso, July 2016.
® Tobacco Advisory Group of the Royal Col
reductioynal, ®ollege of Physici ans ,-ci2galréet t csNeidn

Health England, 2015.
%9 U.S. Department of Health and Human Services (2016).
“HAlf the great majority of

tobacco

smokers

Hereinafter
l ege of

wwich withoait delay a b | e

to using an alternative source of nicotine with lower health risks, and eventually stop using it, this would
represent a significant contemporary public health achievement. This would only be the case if the

recruitment of minors and n

on-smokers into the nicotine

-dependent population is no higher than it is for

smoking, and eventually decreases to zero. Whether ENDS/ENNDS can do this job is still a subject of debate
between those who want their use to be swiftly encouraged and endorsed
evidence, and others who urge caution given the existing scientific uncertainties as well as the performance

variability of products

and

the diversity

" http://www.who.int/fctc/cop/cop7/FCTC_COP7_9 EN.pdf?ua=1

on the basis of available

of user
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precaution principle and decide to tax these products so as to make them less
affordable to minors and deter the use in this age group. 5

Finally, some MS may be using the tax system as a monitoring tool over the market,

the existing players, the cross -border trade, and the consumption levels. This seems
clearly the case with Croatia, which is temporarily applying a zero rate on electronic
cigarettes, with a view to collect more detailed information on the market before
taking a decision on a possible taxation. Other Member States that have already
imposed a positive tax may also have considered monitoring as a complementary

objective. In fac t, none of the MS analysed in this Study had in -depth information on

the e -cigarettes market structure and size before introducing taxation.

3.1.2.2 The Revised Tobacco Products Directive (2014/40)

In May 2016, the Tobacco Products Directive 2014/40 (TPD2) entered into force. The

Directive contains various provisions for the regulation of electronic cigarettes (Art.
20) and novel tobacco products e.g. HTP (Art . 19), which are likely to deeply influence

the future development in these sectors. A detailed asse ssment of TPD2 is outside the

scope of this Study, but it seems useful to recap some of the salient provisions and
how they may shape market trends. In particular, as concerns e -cigarettes:

(1) Notification . Manufacturers and importers of electronic ciga rettes and refill

containers shall submit a notification to the competent authorities of the Member

States of any such product that they intend to place on the market, six months

before the intended placing on the market. The data on notifications are not
available but anecdotal evidence suggests they amount to several thousand items.
The process inevitably implies administrative and compliance costs. Most of MS
authorities collect notification fees from operators in order to cover their

administrative  costs. These include one -off fees for new products, modification

fees and annual/recurrent fees, as well as other registration fees (e.g. per point
of-sal e). The amount charged varies from
few countries do not apply fees and internalise the administrative costs (e.g.
Ireland, Lithuania, and Slovakia ). In addition to that, economic operators have to
prepare the dossiers for the notification and carry out the laboratory tests required

at their expenses. As businesses typically have hundreds of items in their portfolio,
notification costs may amount to sums that small operators can hardly afford

(anecdotally from a4 100,000 to G4 500,000
purposes, some operators have partly slimmed do wn their product portfolio. Most
of operators anticipate a price increase of 5 -10% to cover these costs. Moreover,

there are seemingly disparities in the implementation across MS, with different

interpretations of the six ~ -month ahead notice and possible ex emptions granted to

products already notified by another operator. Considering the rapid innovation

cycle of e -cigarettes, unclear or diverse rules affecting time -to-market may distort

competition.

u

yet

50 in

for

(2) Monitoring . In connection with the above, Member States s hall monitor the
market developments concerning electronic cigarettes and refill containers. These

include comprehensive data on sales volumes by brand name and type of the

product, information on the preferences of various consumer groups, including
young people and non -smokers, and the mode of sale of the products.

information shall be made publicly available, ensuring a duly protection of
“According to WHO Report: #fAln parallel, combustible
than ENDS/ENNDS to deter initiation and reduce re gression to smokingbo.

The

tobacco
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confidential information and trade secrets. Once implemented, this system may
respond effectively to the current information needs. "

(3) Limits on container size and nicotine concentration . Refill containers cannot
exceed a volume of 10 ml, in disposable electronic cigarettes or in single use
cartridges and refill cartridges or tanks cannot exceed a volume of 2 ml. The se
provisions have a modest impact on production costs, but may affect consumer
experience, penalizing the use of larger, new -generation devices that consume e -
liquids much faster. Article 20 also established that nicotine -containing liquids shall
not cont ain nicotine in excess of 20 mg/ml. Since most of vapers already use
liquids with a concentration below 20 mg/ml the market effect will be negligible.

This provision will-tgofuectel 6B, y whhehdédogpically im
bases with a hig her concentration of nicotine. A beneficial effect on curbing the
illicit trade of pure nicotine can be expected.

(4) Warning and leaflets . Unit packets of electronic cigarettes and refill containers
must include a leaflet with various prescribed information. Since e -liquids are
commonly sold in bottles, manufacturers shall add a box specifically to keep
leaflets in. Additionally, manufacturers / importers will have to translate the leaflet
in all the languages of MS where they intend to sell. This requirement will
inevitably increase production costs which will be passed -on to consumers.

The provisions for novel tobacco products are less articulated. As regards notification,

the TPD2 establishes similar rules as for e -cigarettes, i.e. the submission of a
notification to the competent authority six months before the placing on the market,

as well as a variety of studies and background information on the safety, the
consumer preference, and a risk/benefit analysis. Novel tobacco products may be

subject to various other provisions e.g. health warnings, advertising restrictions etc.

depending o n whether they are classified as smokeless products or not. Considering

that big tobacco companies are the sole manufacturers of HTP, the administrative and
compliance costs of TPD2 that may significantly impact on small e -cigarettes
businesses are modest  in the case of HTP.

3.1.3 Problem Analysis
3.1.3.1 Limited knowledge of new products and their market

The baseline review carried out in the previous Section showed that there is still
limited knowledge of new products, their intrinsic features, the value -chain, and the
consumption patterns. A growing number of surveys and academic studies have been
investigating these markets, but their outcomes are often partial, uneven and
obsolescent, given the rapid evolution of products and behaviours. In the framewor k
of the FCTC COP, the WHO has systematized the existing scientific evidence on the

health effects of e -cigarettes and exposure to their aerosol, as well as their

consumption among youth, and their impact on smoking cessation or reduction. " The
WHO Report underlines the uncertainties surrounding the impact of these products,
also due to the role of industry intteprenmtes®a i n r ese

transparent, paused debate of results in order to maximize the contribution of ENDS
research to eviden ce-based policy 0 ’°

"See: EUREST Report for DG SANTE, AStudy on the development of
submission of data on ingredients contained in tobacco and related products and disclosure of the collected
data to the publico, 2015.

& http://www.who.int/tobacco/industry/product_regulation/eletronic -cigarettes -report -cop7 -background -
papers/en/
Al n a revi ew of 105 studi es analysing t he compositio

ENDS/ENNDS safety assessments have been mostly based until now, 30% had authors that had
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The information gap is addressed in certain MS by specific research commissioned by
public health institutions. Public Health England have set up the UK Electronic

Cigarette Research Forum, and have commissioned a report on the existing evidence
on e -cigarettes. Among other things, the report concluded that e -cigarettes could help
people to quit or to reduce smoking, and that using e -cigarettes is around 95% safer
than smoking. "® Public Health England also affirms that there is no evidenc e e-
cigarettes can undermine the long -term decline in cigarette smoking among youth.

This contrasts with the conclusion of the U.S. Department of Health and Human

Services and the Centers for Disease Control and Prevention, who consider e -cigarette
use amo ng youth and young adults a public health concern. According to a report
published in 2016: () e  -cigarette use has surpassed conventional cigarettes, and is
strongly associated with the use of combustible tobacco products; (i) e -cigarette
aerosol is not harmless, and the use of products containing nicotine in any form
among youth, includingine  -cigarettes, is unsafe.

The above uncertainties and disparities of views are compounded with a general lack

of robust information on market penetration, industry structure and growth

perspective. Member States that have introduced ad hoc taxes on new products did

not have an in -depth insight into these markets and admittedly adopted tax

frameworks also for monitoring purposes. The monitoring system being set up un der

the TPD2 may provide in the future a response to these information needs. The

system envisages the collection of detailed information on product sales in all MS,

including information on consumers6 preference (e.g
It i s not clear how this information will be aggregated and treated, but it is important

that it becomes available to tax authorities for analysis and discussion within the

Commi ssi onds expert group and ot hlevel harneohised a nt for
approach to new products should build upon robust and validated evidence that is

currently missing.

3.1.3.2 Non -uniform tax treatment of e - cigarettes across the EU

As discussed above, several MS have introduced national consumption taxes on e -
cigarettes refill  containers. Since e -cigarettes are not harmonised excise goods, these

taxes are not subject to the EU excise systems as laid down in Directive 2008 /118 and
related measures. The tax regimes and the implementation mechanisms vary across

countries, and as more MS opt for national schemes (six MS have introduced that in

2016), the level of fragmentation of the EU market increases, with various possible

adve rse consequences.

I Competition and Single Market functioning . E-cigarettes are not the first
product subject to  non -harmonised excise duty in the EU, but since they may have
a profound impact on the highly regulated tobacco market as well as on public
health objectives, they may deserve a closer attention in terms of competition and
single market functioning. National tax regimes have in the first place affected
cross -border competitiveness. Heavy tax rates, such as in Italy and Portugal, have
caused a pr ice shock "® that severely hampered the competitiveness of domestic
manufacturers vis-a-vis foreign players. In principle, foreign operators selling their

received funding from ENDS/ENNDS interests Tincluding the tobacco industry - for the studies
analysed or for previous studies (25% declared and 5% undeclared). Another 5% declared interests from
the pharmaceutical industry. While this in itself does not necessarily invalidate the re sults of studies,

in the past, studies linked to commercial interests of the tobacco and pharmaceutical industries have

been found to be biased.o WHO Report to FCTC COP (2016), Appendi
" McNei |l AL, Brose L.S., Cal decigar eRt.t,e sHi tacrhmawi dSernCc.e WipEdat e o, P
England.

" U.S. Department of Health and Human Services (2016).

8 In Portugal the industry estimates that taxes led to a retail price increase of nearly 150%; in Italy was

about 60%. In Hungary some stakeholders anticipate a 100 -150% increase in 2017.
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products in these countries should be subject to the same tax regime as domestic
ones, however poorly c¢ ontrolled cross -border online sales and cross -border

6bootl eggingd allow to easily circumvent nati or
competitive environment for domestic operators (see next bullet point on tax
implementation).  In addition to the tax charge, na tional tax regimes also imposed

administrative and compliance costs that especially small businesses found difficult

to cope with (e.g. registering, establishing tax warehouses, anticipating the excise

at the import stage, buying tax stamps etc.). As a con seguence, various markets
(e.g. IT, PT, RO) assisted to a fundamental consolidation. Many small players left

and few better established ones increased their market share, although eroding

their margins. As many consumers turned to cross -border online purch asing to
avoid taxes, a high share of physical outlets closed down. Inevitably, the national
regulations also raised barriers to the EU market integration. Foreign operators

have to register as taxpayers (and undertake the administrative burden) if they

want to operate in countries that have adopted an excise on e -cigarettes. Most of
the operators have reportedly chosen not to do so, and opted for operating only in

tax -free markets.

1 Tax Implementation . Since e -cigarettes fall outside of the harmonised sy stem,
MS are deprived of the facilities that are efficiently used to monitor and control
conventional tobacco products. For their intrinsic characteristics e -liquids are much

easier than tobacco products to move across the borders elusively, and customs
authorities have limited technical means to control small shipments effectuated
through ordinary courier delivery services and/or to perform tests on anonymous
liquids to determine their nature. The investments required to properly enforce
national regulatio n would be significant, and various MS may prefer not to divert
resources from the fight against tobacco smuggling to the control of e -liquids. This
may create a breeding ground for O6bad playersdé anc
o Inltaly, soon aftert  he introduction of the tax, a certain number of national
players moved their premises to neighbouring Slovenia and continued
operating from there through online outlets, or introducing illicitly non -
duty -paid products.
o0 In Romania, operators are requested to report the amount of liquids
produced within a certain amount of days, and pay the corresponding
excise. Local manufacturers cannot suspend the payment of the duty, but
6bad pl ayer s6 may -liguidssfiorh yacross ahe rbgrderewith a
simple invoi ce, and pay the excise only in case they are detected by
customs authorities.
o In Portugal, the majority of terrestrial outlets disappeared in a short time

period after the introduction of the tax on nicotine -containing liquids. These
were replaced by info r mal trade across the Spathé-sh bord
counter 6 mi X i sngotineo fiquiden dnot  excised) with highly

concentrated nicotine fluids.

i Tax Revenue . The above difficulty of enforcing a tax regime in the absence of a
common EU framework , compounded with the obvious reduction of the demand
due to increasing prices (and in some cases legal uncertainties), inevitably affected
the amount of excise yielded.

o In Italy, an initial forecast odn-combdtiblemn of t &
products was largely unmet: in the year 2015 the tax revenue from e -
cigarettes was G 5.17 mn and similar eSti mates
This is the result of multiple interconnected factors: (i) the abovementioned
substantial switch of purchasing from vape -shops to non -duty -paid
channelsi.e.cross -border online and Obootl eggi rgd; (i
it-your sel f 0; (i) t he unil ater al adoption b

™ hitps://agivapenews.com/2016/02/25/tassa -e-cig-entrate_-per -soli -5-milioni/
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operators of a
volume of the e -liquids, an estimated 80

nicotine fraction (less than 2% of the total volume)

in the demand due to higher prices.

6l i ght

taxo, i . eonthé enirée ead of
-90% of players pay only for the

8. and (iv) the decrease

depletion),

In Portugal, nearly no tax was collected in 2015 (also
wher eas

around 404 1.7 mn i

some stakeholders the combined effects of tax avoidance mechanisms may
have reduced the tax yield by half.

Legal Certainty
cigarettes, the absence of a clear
across MS may fuel

. In the light of the international debate

on the excisability of e
orientation and the disparities of treatments

also a fragmented jurisprudence, which may hinder

subsequent attempts to harmonise rules across the EU. In ltaly, the Constitutiona
Court has already been called upon twice on this point. The first sentence declared

unjustified the
manufactured
parts th ereof. The second ruling
the regime applicable to e
products. &

industry and tax r egulators in

-liquids with respect to the exciseability of zero
This precedent may eventually propel similar disputes between

appl i cat i onnicdtifie preduatsi sebstitutthg t i e s
tobaccod

and t he rel at ed el

- still pending at the time of writing

other countries. Eventually, a patchwork of

potentially contradictory judicial rulings across MS may become an obstacle for a

future EU -wide consensus on a common treatment of e

Box 2 i Perceived impact of the taxation of

100%

-cigarettes.

e-liquids in MS (results from the OPC)

due to stock

s esti

on
ectroni

- will clarify
-nicotine
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authorities  for SME
ONo impact EMarginal Impact B Moderate Impact m®Very High / High Impact

Legend : IV: Individual vapers; INV: Individual non
other types of respondent.
Source : OPC.

3.1.3.3 Unclear categorisation of heated
products

8 On this matter a ruling of the Constitutional

-vapers; EOV: Economic Operator (e

tobacco and other non -combustible novel

Court is awaited. For a summary of the various judicial

disputes of the past three years, see the communication of the Italian custom agency (AAMS) of October

2016:

https://www.agenziadoganemonopoli.gov.it/portale/documents/20182/1108855/Circolare+prot.+106492+d

-cig industry); OTH:

el+28 -10-2016.pdf/02c81d18

-33dc -443b -alb8 -43d17b454f49

8 The application of excise duty on zero
sentence of an administrative tribunal.

-nicotine liquids has been temporarily suspended following a
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In the absence of an EU harmonised approach to the treatment of HTP, various MS

have set up national tax regimes for these products or are considering to do so. In the

UK, the matter is the subject of an ongoing public consultation. ® As shown in Table 6
the tax base and the rate applied vary significantly across countries. The lack of a
harmonised category for HTP may cause on the one hand legal uncertainties and on

the other hand practical difficulties in the circulation and monitoring of commercial
flows. The current temporary arrangements adopted by some MS may also
unintendedly affect other tobacco products. The expected development and
commercialization of other non -combustible novel pro ducts containing tobacco or
nicotine ® may add complexity and create new loopholes in the current legal
framework.

1 Legal and administrative certainty . The variety of the legal and administrative
arrangements adopted individually by MS may only increase in the future, as
existing products will seek the authorization for entering other geographical
markets, and new HTP products (or new reduced -risk platforms) will be developed.

At present, various MS levy non -harmonised taxes,  with rates often in line with t he

rates appl i ahdrsmakingttdbaccod 6 category. However, other MS do not
agree with this approach and may require a different categorization, creating a

situation of substantial disparity of treatment. For the moment, no dispute has

been reported, but the proliferation of legal approaches can only deepen the
current uncertainty.

1 Single Market functioning . The above issues have practical ramifications on the
mechanisms under which the products circulate across the EU. The Commission s
initial position was that some HTP could be covered by the D irective (although
indirectly) in the category of cigarettes or 'other smoking tobacco' and therefore

would be subject to EMCS, but on this point the consensus among MS was not

unanimous. Furthermore, some manufacturers modifie ~ d their products by  adding

an aluminium layer withtheaimto prevent they O6can be smoked as
are therefore excisable as cigarettes., There remain uncertainties and disparities of

view among Member States on how HTP products can be classified and how their

movements across the EU should be  monitored. Some MS agreed to extend the

use of EMCS to HTP but this is subject to specific bilateral arrangements. This

evidently generates administrative complexity and burden for both manufacturers

and national authorities, and may ev entually limit the free circulation and access of

these products to certain markets.

I Unintended effects on other products . Some countries, have not created an ad
hoc nati onal tax category for HTP and treat t hem
Reportedly, thisis  seen as a temporary 6and not optimal approach that may likely
be revised in the near future. Among other problems, this approach may have
unintended effects ont  he other products falling into this category. In other words,
any adjustment of the tax regime applied to HTP would apply also to the other
products in this category , such as pipe tobacco . To avoid these unintended
consequences, public authorities may ther efore face limitation in their freedom to
pursue their policy objectives.

U SUMMARY OF PROBLEM ANALYSIS

8 According to the UK Government, a definition of heated tobacco for duty purposes should be based

around the following criteria: (i) is not cigarettes, cigars, hand -rolling tobacco, or chewing tobacco; (ii)
consists of or includes tobacco; (iii) has been prepared to produce or flavour vapour; (iv) has not been

prepared for use in a water pipe. Source: https://www.gov.uk/government/consu ltations/tax -treatment -of-
heated -tobacco -products/tax -treatment -of-heated -tobacco -products

83 See for instance P M1 Rlaform p3r o t hitds:y pwverw.pmiscience.com/platform
development/platform  -portfolio/e -vapor -platforms/platform -3
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Problem drivers Adverse Effects Expected evolution

Limited knowledge A Difficult monitoring of market A The body of knowledge is
of new products trends growing, but controversy
and their market A Uncertainties on the social and persists.
health effects A TPD2 monitoring scheme may

provide the information needed
to understand market and

industry.
Non - uniform tax A Adverse effects on single market A Distributional effects across
treatment of e - functioning country will persist
cigarettes across A Reduced competitiveness of A As SMEs lose competitiven  ess a
the EU SMEs consolidation is expected.
A Enforcement difficulties and tax A In the absence of a clear
losses orientation more  legal disputes
A Legal uncertainty and risk of can be expected.
disputes
Unclear A Legal and administrative A As new products come to the
categorisation of uncertainty and burden market and the penetration
Heated Tobacco A Obstacles to free circulation of increases, fragmentation
Products products problems will become more
A Unintended e ffects on other acute.
products A Disputes may appear

A To avoid unintended effects, MS
may lose tax revenue.

47



3.2 Raw Tobacco, Tobacco Refuse, and Reconstituted Tobacco
3.2.1 Raw Tobacco
3.2.1.1 Overview of Product and Markets

U THE PRODUCT

In Europe, different varieties of raw tobacco are cultivated, mainly Virginia, Burley,
Kentucky, and to a more limited extent some oriental varieties in Bulgaria and Greece.
Each variety undergoes a specific curing treatment, i.e. a specific process for the first
drying: %
1) Air-curing , which can be distinguished into light and dark. Light air curing
implies drying tobacco in the air under cover without fermentation, like in the
case of Burley tobacco. Dark air -curing also includes a fermentation phase
before the first processing;
2) Flue-curing , which is carried out via ovens, and is applied to Virginia tobacco;
3) Fire-curing , which consists in drying tobacco by means of fires, and is applied
to Kentucky tobacco; and
4) Sun-curing , which consists in drying tobacco in the sun, and is applied to
oriental varieties.

In addition, tobacco leaves have different qualities according to their position on the
stalk (from basal to top leaves).

U TRENDSIN PRODUCTIONAND TRADE

In 2015, the EU production of tobacco totalled approximately 184,000 tonnes. The
output has been steadily declining since 2000, when the production amounted to

about 439,000 tonnes. Figure 5 below shows the trend in EU tobacco production from
2004 onwards. The decline followed the removal of product specific subsidies,
triggered by the reform of the Common Agricultura | Policy initiated in the early

2000s. ® The weighted average price, % as measured by the European Commission, is

esti mat ed at kildggam3; henge,ehe total production value for 2015 amounts
to about 0430 mn.

Figure 5 - Production of Raw Tobacco in the EU
400000
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Source : Eurostat and DG AGRI. Note : BG included as of 2007; HR include as of 2014; no data for RO

At present, nine MS produce more than 1,000 tonnes of tobacco per year:
1 ltaly is the main producer, with slightly less than 40,000 tonnes;

84 Cf. Commission Decision of 20/10/2005 relating to a proceeding under Article 81(1) of the EC Treaty.

(Case COMP/C.38.281/B.2) i Raw Tobacco Italy. Hereinafter 6Commi ssi on Deci
Caseo.

% DG AGRI , fi Raw 1 TRrdilacton cstatistics i 2003-2014 harvestso, 2015. Avail e
http://ec.europa.eu/agriculture/tobacco/statistics/production - statistics_en.pdf (last accessed on March

2017).

8 Weighted across product varieties.
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1 Greece, Spain, Poland and Bulgaria produce between 20,000 and 30,000
tonnes each;

1 France, Hungary and Croatia produce between 8,000 and 10,000 tonnes; and

1 Germa ny produces about 5,000 tonnes.

Within each MS, tobacco crops are usu ally concentrated in certain regions, for instance

Umbria and Veneto in Italy, Eastern and Southern regions in Poland, Eastern regions

in Hungary, and Extremadura in Spain. The share of production per EU MS is shown

below in Figure 6.

Figure 6 - Production of Raw Tobacco in EU MS ( 2015 )
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Source : European Commission (201  5). Note : no data for RO.

The EU is a major importer of raw tobacco: in recent years, inward flows amounted to

about 600,000 tonnes/year, with the bulk of imports originating from Brazil, Sub -
Saharan Africa and India. Imports have declined compared to the early 2000s, when

they amoun ted to 750,000 i 800,000 ton nes/ year, reflecting the decline of the market

for tobacco products. However, the drop in imports has been less pronounced, in

percentage terms, compared to that of EU production. 87 Exports total typically around

100,000 tonnes/year, mostly to Eastern and S outh Eastern neighbouring countries.

Accordingly, in recent years the EU internal market for raw tobacco can be estimated

at about 700,000 tonnes. Considering an a%the age who
tot al mar ket value can be é&iliani mated at about 0 1.6

U | NDUSTRY ANALYSIS

The tobacco value chain, namely the set of operations from the growing of tobacco
plants to the production of final products, ¢ onsists of the following links:

1. crop cultivation and harvesting, including drying, identification of product
quality, and packaging of cured leaves into bales. Raw tobacco at this stage of
the value chain can be referred to as loose or cured leaves;
2. first processing, including threshing (i.e. separation of tobacco laminas from
stems and veins), cutting , Stabilisation (including second drying), and sorting
of leaves into homogeneous lots. The product at this stage of the value chain
can be referred to as processed tobacco;

3. manufacturing of tobacco products I such as cigarettes, cigars and cigarillos,
fin e-cut tobacco and other smoking and non -smoking products T, which is
% Trade data are from DG AGRI, AAgr-R6GKturAllSdrawei shatiesiessoR0
data.

8 No granular information is available to calculate the weighted average price of raw tobacco taking into
account not only of EU production, but also of imports and exports. However, this figure is considered
representative by the industry and Commission services.
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preceded by the blending of the various varieties and qualities, and by the
inclusion of other additives and ingredients (e.g. reconstituted tobacco). 8
The tobacco value chain is relativ el y 0 c Imeanieg dhat almost all raw tobacco is
used exclusively for the manufacturing of tobacco products, and, vice versa, tobacco
represents by far the main ingredient of tobacco products.

With respect to the production of raw tobacco, in 2014 abo ut 55,000 farmers were
active in this sector. The largest number of farmers operated in Bulgaria (about

24,000) and Greece (about 13,000) . Italy, despite being the main producer, had less
than 3,000 tobacco farmers. In 2015, the surface cultivated with tob acco in the EU
amounted to about 89,000 ha. On average, each farmer had a surface of 1.6 ha

However, the average extension is highly variable across MS, ranging from 0.6 ha per
farmer in Bulgaria to 6.6 ha in ltaly and 16.9 ha in Germany. % |n 2015 the ave rage
raw tobacco yield amounted to 2.1 tonne/ha, ranging between 1.6 tonne/ha in Greece

and Bulgaria i countries where oriental tobacco is cultivated, with a lower yield but a

higher price i and 3.3 tonne/ha in Spain. 1 Tobacco growers consist of independe nt
farmers and groups of growers, often organised in cooperatives. In many MS (e.g.
Italy, France, and, to a lesser extent, Poland and Hungary) groups of growers

represent the standard organisational structure.

Growers sell cured leaves to first processors, who in turn transform them into
processed tobacco, usually in the shape of tobacco laminas, or strips. While growers
comprise tens of thousands of entities, there are only a few dozen first processors.
According to Eurostat data, 100 first processing plants are active in the EU. However,

Fetratab 7 the EU trade association 1 reports a lower number, i.e. slightly above 50.
The processing facilities are located in the areas where raw tobacco is cultivated ,
rather than near logistics hotspots (e.g. ports). First processors sell their output to

tobacco manufacturing ¢ ompanies, and mostly to the Big Four , which purchase about
80% of European tobacco.

92

The relation between first processors and growers is symbi otic, going beyond the

simple seller -buyer relationship. Though differences exist across MS because of the

structure of the tobacco sector, first processors usually play an important role also in

the upstream phase. A first processor knows about 18 months in advance the quantity

and quality of raw tobacco demanded by its customers and, on this basis, enters into a

contract with the farmers before the seeding phase, determining the quantity and

quality of raw tobacco cul ti vat eHistiprocessaspilovidef t he gr
growers with the seeds needed T in line with the quality and quantity requested T and

grant advance credit if necessary. Then, throughout the cultivation phase, the first

processorbés agronomic experts c @Qopeerregtlaely, thdtt h and v
way both providing agronomic support, and checking the production and identifying at

an early stage any deviation from the contracted amount of raw tobacco. While the

relation is very close, cases of vertical integration, i.e. first processors owning directly

land plots for tobacco cultivation, are unknown in the EU (and very rare at global

level).

3.2.1.2 Legal and Regulatory Framework

% COGEA, fEvaluation des mesures de | a PACi Rapmarntvefsi &l GechD®UuA
2004.

DG AGRI, fAgricul tur al -2tOrladdoe (s2tOalt5i)s.ti cs 2005

1 The small surface of tobacco growers is inversely proportional to the high labour intensity, as one ha of

tobacco may require up to 1,000 working hours/year, and up to 2,500 in case of oriental varieties,

cultivated in Bulgaria and Greece.

%2 Namely, 57in 2012. Cf . No mi s ma, AThe European Tobacco-Ecérmmit or : An Al
Footprinto, P MI , 2012.
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Raw tobacco is currently not regulated by Directive 2011/64/EU and MS are free to

adopt their own fisc al and legal framework , if deemed necessary . This is the case in

five out of the six MS visited in the context of the fieldwork. There, raw tobacco is

subject to fiscal or legal requirements and, to a varying extent, to private or co -

regulatory tools i the only exception being France, where private regulation alone

governs t he sector, gi ven t hat t he onl vy first pI
cooperatives. Even though this trend is recent, in no MS among those covered in -

depth and those for which information was collected raw tobacco is unregulated or

unmonitored.

At EU level, tobacco production was subject to specific rules until 200 9. Under the

Common Market Organisation (CMO), “each farmerdés output needed to
to receive subsidies. % Furthermore, access to subsidies was conditional upon famers

having a 6cultivation contractdéd for the sale of raw
a first processor. The aim of the system was to support tobacco growers and to

produce tobacco in the EU, and its disc ontinuation was followed by a steep output

decline. However, as a secondary effect, CMO rules also provided both incentives

against illicit trade and a monitoring system to control the sector.

In general, all economic operators have an economic incentive to hide part of their
output to avoid  taxation and/or sell goods on the black market , where it exists. In the
case of tobacco products , the ir price largely consists of taxes (up to 86 % for
cigarettes). ® As a result, illicit products are both cheap for con sumers and highly

rewarding for unlawful suppliers, including of raw materials. Hence, unlike most of the

other agricultural products, a black market for raw tobacco has its own economic

rationale. A subsidy scheme counters this economic incentive by incre asing the cost of
cheating. First of all, the higher the output declared the more the tobacco grower is

rewarded, reducing the output which can be diverted to the illicit market. Secondly, by

taking part in illicit transactions for part of the harvest, the tobacco grower runs the
risk of losing subsidies on the whole production. For such a system to work, the

incentive needs to be sufficiently significant. This was most likely the case for tobacco:

under the CMO, the overall support, considering both direct subsidies and
interventions on price, could reach % purtheomord, 5% of th
monitoring a subsidy system is much easier than monitoring a sanctioning system.

While in the former growers have an incentive to over report quantities, and this
information can easily be checked at delivery, in the latter growers have an incentive

to underreport quantities, and hidden output must then be inferred or found by
monitoring authorities. Underreporting is easy for agricultural prod ucts, as the yields
are aleatory, and they are produced by a large number o f growers, rather than in
large factory sites limited in number.

The tobacco sector was de  -regulated when subsidies were decoupled from production
in 2010. ¥ Further to the impact o n the income of tobacco operators, which falls
outside the scope of the Assignment, de -regulation also affected the control tools and
the overall legality of the tobacco market, as both public authorities and economic

% The EU agricultural policy for the tobacco sector was reformed by Council Regulation (EC) No 864/2004

amending Regulation (EC) No 1782/2003 establi shing common rules for direct support schemes under the
common agricultural policy and establishing certain support schemes for farmers, and adapting it by reason

of the accession of the Czech Republic, Estonia, Cyprus, Latvia, Lithuania, Hungary, Malta, P oland, Slovenia
and Slovakia to the European Union. This regulation phased -out production -linked payments, which have
been abolished as of 2010.

% The latest piece of legislation setting the legal framework for raw tobacco was Council Regulation (EC) No

1636/98 of 20 July 1998 amending Regulation (EEC) No 2075/92 on the common organisation of the

market in raw tobacco.

% Source: EDT (2016) .

% Interview with Commission services.

% Cf. Commission Decision C(2004)4030 relating to a proceeding under Article 81 (1) [EC] (Case
COMP/C.38.238/B.2 - Raw tobacco i Spain).
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operators acknowledge. For this reason , public authorities and economic operators
reacted and, immediately after the end of the CMO or in more recent years, re -
introduced some forms of public regulation for the tobacco sector, sometimes in
conjunction with self - or co -regulatory schemes in whi ~ ch economic operators, also via
interbranch organisations, played a significant role.

Though being rather different in terms of specific regulatory requirements and, most
notably, with respect to the excisability of raw tobacco, national systems share a
similar legal and economic rationale. The aim is to reduce incentives for the illicit trade
of raw tobacco, including when sold to final consumers as ¢ ut tobacco, and this is done

by:

1 identifying under what conditions raw tobacco is deemed legal by defini ng
categories of operators which are allowed to trade in raw tobacco (mostly by
registration/authorisation systems);

1 prohibiting trade and imposing stiff sanctions, usually at least as high as the
excise duty on  dther smoking tobacco § or imposing selecti ve excisability.
Selective excisability means that when not traded between authorised

operators or sold at retail, raw tobacco is subject to an excise tax. Differently,
no tax is imposed when raw tobacco moves along the links of the licit value

chain. From an economic perspective, the two systems are equivalent. % In
none of the MS visited, raw tobacco is subject to full, rath er than selective,
excisability;

1 creating the conditions for an effective monitoring, which includes
recordkeeping duties for the oper ators along the value chain and, in case of
tobacco -growing countries, mandatory written (and, possibly, registered)
contracts.

Table 8 provides an overview of the various systems , described in greater details in
the following paragraphs. In the case of Slovakia and the UK, the analysis is somehow
different to reflect that th ese are not tobacco -growing countries.
Table 8 i National regulation, overview table
Eh
Definition of No Yes No Yes Yes Yes
raw tobacco
Excisability No No No Yes, selective Yes, selective  No
Registration  / No All operators  All operators Yes for Yes if nottax  All operators
Authorisation (growers (growers intermediaries warehouse trading with
included) included) but not for raw tobacco
growers
Restrictions to Private Only between Raw tobacco No, but subject  No, but Only
trade exclusivity authorised can be sold to to excises subject to between
clauses operators first processors  when excises when  authorised
or unauthorised unauthorised  operators
manufacturers  operators operators
Written Commercial Yes, Yes, registered  Yes, as of N.a. N.a.
contracts for practice registered October 2015
growers
Record - Not specific All operators ~ For groups of Only for Yes for N.a
keeping (transaction - growers and authorised authorised
specific for first processors  intermediaries operators
traders)
Controls Not specific Yes, Police Yes, Agri Yes, customs Yes, customs  Yes, customs
Agency
(private
support)
Retail sale Not possible Prohibited Not possible Prohibited Possible Unclear
(excisable)

% Either you cannot trade raw tobacco with non

you can trade with non

-authorised operators paying a quasi

-authorised operators and, if you do, you pay a sanction; or

-sanction, i.e. the excise tax.
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Source : Aut h o r «aboratiown

France . The system adopted in France is unique, with no public regulation for the raw

tobacco sector, and only self  -regulation. Such a system is possible, and remains

effective, because the whole upstream part of the value chain, i.e. growers and first

processors, are part of the same company structure. In France, there is only one first

processing plant, and it is owh/Asd rebui eerhteoughr ower s 6
after the end of the CMO there was no longer a specific regulatory framework in place,

the fu nctioning of the sector remains largely in line with what was required under the

subsidy system.

1. Definition. No definition of raw tobacco is provided in the Excise Duty Act.

2. Excisability . Raw tobacco is not excisable.

3. Registration/Authorisation. Operators are not required to register/be
authorized.

4. Restrictions to trade. No restriction to trade is imposed. However, cultivation
contracts include an exclusivity clause: the grower is oblige d to sell the whole
production to the cooperative to which he/she belongs; the cooperative is
obl i ged to buy eitieeproductionyAtthé same time, France Tabac ,
the grower -owned first processor, has to buy the co oper at entire duput.

5. Writt en contracts. Written contracts are not mandatory, but de facto required.
The contract includes information on the cultivated surface and the expected
yield.

6. Recordkeeping. For fiscal and administrative purposes T but not because of any
specific tobacco legislation T gr ower s 6 s and dhe pfirst processor keep
record of the quantity and quality of raw tobacco purchased or sold.

7. Controls. No specific control is foreseen on top of the usual fiscal and
administrative controls to which all economic operators are subject. France
Tabac carries out private controls to comply with the traceability and integrity
requirements imposed by its customers.

8. Retail sale. The legislation does not provide for an explicit ban on the retail sale
of raw tobacco. However, only authorised tobacco products can be sold in
licensed stores, and raw tobacco is not among th ose.

Hungary . While not excisable, since 2013 19 raw tobacco flows have been monitored
by tax authorities and have been allowed between registered operators only. In

addition, all operators along the value chain, from growers to manufacturers, are

subject to registration duties. Breaches of the legal fr amework are sanctioned with

fines amounting to up to 320 G/kg of raw tobacco
provides for the following requirements:

1. Definition. Raw tobacco is defined as tobacco removed from the stem, and

unmanufactured tobacco or tobacco r efuse of heading 2401.
2. Excisability . Raw tobacco is not excisable.
3. Registration/Authorisation. All operators dealing with raw tobacco need to
register: groups of growers, first processors, tax warehouse keepers dealing
with raw tobacco, importers, traders, as well as other economic operators
intending to use raw tobacco. Currently, registered operators total 360.
4. Restrictions to trade. No trade is allowed between non -registered operators. In
case of vi ol ati ons, sanctions anth seizore s are up t
possible.

% Currently, there are 6 cooperatives of tobacco growers in France. They represent about 1,000 growers.
Only some 5 growers are not part of this system.
100 Act CXXVII of 2003 on Excise Taxes and Special Regulations on the Distribution of Excise Goods,

herenafter O6Hungarian Excise Actd6. The new framework for raw tobac

(XIl. 31.) Korm. Rendelet a szaritott dohany és a fermentalt dohany eloallitasarol, tarolasarol és
kereskedelmérol.
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5. Written contracts. Since it is illegal to grow tobacco without a registered
contract, written contracts between farmers and first processors are
mandatory. Contracts must include information on surface, volume of
production, and quality of raw tobacco.

6. Recordkeeping. Growers and first processors must keep records of the
deliveries of raw tobacco, as well as of outgoing flows of processed tobacco.
Data are communicated to customs a uthorities at regular intervals or in case of
discrepancies with the contract (e.g. losses, destruction). Tobacco importers
and intermediaries are imposed full recordkeeping obligations under the Excise
Act and need to communicate each raw tobacco shipment before dispatch
(8,000 transactio  ns per year).

7. Controls. Controls can be carried out at different stages, in the field or during
first processing. As raw tobacco is not excisable, controls are managed by the
Police, not by customs authorities. Controls were made more frequent and
more str ingent under the new regime.

8. Retail sale. Only authorised tobacco products can be sold in licensed stores,
and the sale of raw tobacco to consumers in these stores is prohibited.

Italy . In ltaly, raw tobacco is not excisable. However, the upstream part of the
sector, i.e. growers, growers' organisations, and first processors, is subject to a
registration and monitoring system. The system was set up in 2015 by means of an
interprofessional agreement stipulated by the first processors' association and the
main growers' association. Since the signatory parties represented most of the
tobacco sector, in 2015 the system was extended by means of a Ministerial Decree
to all domestic growers and first -processors .*> The system provides for the following
requirements:

101

1. Definition. No definition of raw tobacco is provided in the national legislation.
2. Excisability. Raw tobacco is not excisable.

3. Registration/Authorisation. All economic operators in the value chain must be
regi stered: tobacco g argamisatiors , and gassociagonss Of
growersd organisations, first processor s,
companies.

4. Restrictions to trade. Only grower s’ organi sations and
organisations can enter into a contract with a first p rocessor for the sale of raw

tobacco. Individual growers are not allowed to. When raw tobacco is bought by
a tobacco manufacturer or a linked company, a processing site must be

indicated.
5. Written contracts. Raw tobacco can only be delivered and sold within the
national territory based on a written contract between registered seller s and

buyer s. The mandatory model of the contract between the grower and the
purchaser is annexed to the interprofessional agreement and must include the
identification of the par ties, the surface dedicated to tobacco cultivation, the
price and the quantity contracted. The non -respect of the written form is
sanctioned with a fine amounting to up to 10% of the value of the contract.

6. Recordkeeping. Each contract and each delivery mus t be registered and
communicated to the regional control agency, and then to the national control
agency, AGEA, in charge of managing agricultural payments.

7. Controls. Controls are managed by AGEA, and carried out by one of its
subsidiary, Agecontrol. Sample controls are carried out on growers, in the field,
and on first processors, both at delivery and during the year, to verify stocks
and flows of raw tobacco. Controls are paid by growers and first processors,

L jtalian Ministry ofetoAlipartimentale L2858 del AID.20dS come modificata con
Decreto dipartimentale 2988 del 3.9.20150.

192 Cf, Regulation (EU) No 1308/2013 of the European Parliament and of the Council establishing a common
organisation of the markets in agricultural produc ts and repealing Council Regulations (EEC) No 922/72,
(EEC) No 234/79, (EC) No 1037/2001 and (EC) No 1234/2007.
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not by means of public 24ymde9d, (amduttos8t 1G1a/to
tobacco, based on 2015 production).

8. Retail sale. Raw tobacco cannot be sold to final consumers, since only
homologated tobacco products can be sold in licensed shops.

Poland . In Poland, raw tobacco was made excisable as a re action to the increasing
illicit traffic of raw tobacco, which was diverted into the production of cigarettes, as

well as sold at retail, not only within the MS, but also in neighbouring countries . Raw
tobacco is excisable when sold to an operator that is not authorised as a tobacco
intermediary. Obviously, such a n excisability requires a regulatory framework to
identify authorised sellers and buyers of raw tobacco. This regulatory and fiscal
framework was introduced in the excise law in 2015, 193 and made eff ective as of 2016.
The system provides for the following requirements:

1. Definition. Raw tobacco is defined as tobacco not part of a living plant and not
yet a tobacco product. In practice, the definition of raw tobacco includes all
steps between harvesting and incorporation into a manufactured product.
2. Excisability . Excise duties are due when raw tobacco is sold to an entity other
than a tax warehouse keeper or an authorised intermediary. Purchases and
sales of raw tobacco by group s of producers do nott rig ger excisability, as long
as the group only buys raw tobacco from its members under a delivery

contract. The excise is set at the level of non -tax stamped ®ther smoking
tobacco § t hat i s 54.01 u/ kg (PLN 229.32) and mo
commercial value.

3. Registration/Authorisation. An economic operator that is not already a tax

warehouse keeper intending to purchase raw tobacco without paying the excise
duties must apply for an authorisation as O6inter
customs authorities. The authorisation is subject to the payment of an excise
guarantee, which is equal to the payable excises on its monthly sales of raw
tobacco,and no | ess t han 047 In). Dhe &uthdrigatioN sy&emirand
in particular the warranty, led to a reductio n in the number of intermediaries in
t he raw tobacco mar ket from about 300 to 15.
organisations are not subject to the authorisation obligation.
4. Restrictions to trade. There is no restriction to trade stricto sensu . Trade with
i nappiated operators is discouraged by selectiwv
5. Written contracts.  Written contracts are mandatory as of October 2015 under
the Act on the Agricultural Market Agency. However, no penalty is imposed for
failing to meet this obligation.
6. Recordke eping. Authorised intermediaries must keep record of the stocks and
flows of raw tobacco purchased or supplied. No recordkeeping duty is imposed
to growers.
7. Controls. Controls are managed by customs authorities, which can require the
payment of the excise in case the consignor or the possessor of raw tobacco is
not an authorised intermediary or a tax warehouse keeper.
8. Retail sale. The sale of cut tobacco to consumers in Poland was common, and
this was one of the reasons prompting the government to introduc e selective
excisability. The Polish Excise Act does not ban the sale of excised raw tobacco
to consumers. However, according to stakeholders, retail sale of raw tobacco
was made illegal by means of government resolutions and seizures of both bulk
tobacco and the related cutting machines.

Slovakia.  Slovakia introduced excise duties on raw tobacco as a reaction to an
increase in cut tobacco being imported in the country T where tobacco is not cultivated
and tobacco products manufacturing is very limited I and sold to consumers avoiding
excise duties. Under the current system, established in 2014, economic operators

103 Ustawa o podatku akcyzowym, of 6.12.2008. Hereinafer, O6Polish Excise Actd.

55



dealing with raw tobacco need to either be authorised warehouse keepers, or be
authorised e x novo as raw tobacco operators. Raw tobacco is excisable, subject to a

tax rate amounting to 71.11 UG/ kg when not exchanged among
or registered operators.  ** Registered operators are also imposed recordkeeping duties
concerning the stocks and flows of stored, incoming, or outgoing raw tobacco, in line

with what is prescribed for tax warehouse keepers. The legislation applies to a set of
activities: cultivation, curing, processing, trading, and retailing tobacco raw materials,

which are defined making reference to another legislative act, and include tobacco

loose or cured leaves and p  arts thereof, the results of processing activities, including

both processed tobacco and tobacco refuse, as well as reconstituted tobacco. 105

The system was not aimed at raising tax revenues directly, but, rather, at
discouraging the sale of raw tobacco fo r retail, and thus indirectly avoiding tax
avoidance on finished products. Accordingly,
in tax revenues since March 2014. The number of registered operators is limited to 25.

United Kingdom. A new system for the monitoring of raw tobacco was introduced in

the UK as of 1 %' of January 2017, as a reaction to cases in which raw tobacco was
smuggled into the country, with customs authorities havi ng limited power of
intervention . Up until then, no legal requirement had been imposed to the trade of raw
tobacco, and economic operators, even when not part of the tobacco value chain, did
not have to justify its possession. The rationale of the intervention is that once
legitimate operators are authorised and identified, non -legitimate players will be
easier to catch and anti  -smuggling policies to enforce.

The Tobacco Product Duty Act ' was amended so that any economic entity dealing
with raw tobacco 1 that is any tobacco which is not attached to a living plant or a
finished p roduct T needs to be authorised by the HMRC. The authorisation aims at
verifying, i.a., whether the operator has a legitimate purpose for operating with raw
tobacco and whether it complies with legality requirements. As there is no cultivation

of raw tobac co in the UK, activities subject to authorisation include trading (including
importing or exporting), storing, transforming or otherwise using raw tobacco. Even
though transport activities are not covered, the forwarder may be requested to
demonstrate the  destination of a shipment. Sanctions are based on the concept of lost
revenues, which is the duty that would be charged on an equivalent amount of dther
smoking tobacco 06(U / k1g16.41).

U THE FCTC PRroTOCOL

The obligation to introduce a monitoring system for raw tobacco is also provided for by
the FCTC protocol to eliminate illicit trade in tobacco products. 17 mportantly, the
Protocol mandatorily covers manufacturers, importers, and exporters of tobacco
products and manufacturing equipment. However, parties to the Protocol may extend

its obligations also to growers (except for traditional small -scale growers),
wholesalers, brokers, warehousepersons, and distributors of tobacco. More
specifically, growers may be subject, depending on whether the parties to the Protocol
so decide, to: (i) the obligation to keep full record s of all tobacco transactions (A rt. 9);
and (ii)) a mandatory license system, if feasible. The Protocol is not yet in force, as

only 26 parties (including the EU and 6 MS) 108 ratified it, and will become binding as of
104 Act 106 of 3 February 2004 on the Excise Duty on Tobacco Products , hereinafter the
Excise Acto6, and in particular Art. 19A.

195 Cf. Art. 2.1 of the Decree of the Ministry of Agriculture and Rural Development of the Slovak Republic no.
212/2002

t ax wa |

S|

ovaki

6Sl ovak

% Tobacco Products Duty Act 1979, kerAecitmaf tamrd 6 WK plachd cawd aF x aime

82.

197 protocol to eliminate illicit trade in tobacco products established under the WHO Framework Convention
on Tobacco Control.

1% The protocol falls in an area of mixed competences, thus requiring both EU and MS ratification.
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the ninetieth days following the fortieth ratification. The EU already advanced in the
implementation of its provisions, with respect to the downstream part of the value
chain and with the new tracking and tracing obligations mandated by the TPD
However, nothing has been foreseen so far for the upstream part.

109
2.

U PRIVATE CONTROL SYSTEMS

Finally, the tobacco value chain is also covered by private control systems, in
particular in terms of traceability and due diligence requirements. These systems are

introduced upon request of the manufacturers of tobacco products, which need to
keep control over their value chain for various reasons, including the quality of the

products, compliance with legal obligations, and the commercial incentive to make
sure they are not involved in illegal or illicit trade. As a result, to sell processed

tob acco to manufacturing companies, first processors must set up an internal system
ensuring product traceability. The data acquired, processed, and generated by such
internal controls are largely sufficient for the monitoring needs of customs or public

autho rities.

3.2.2 Tobacco Refuse
3.2.2.1 Overview of Product and Markets
U THE PRODUCT

Tobacco refuse, or tobacco by  -products, is any tobacco waste from the drying, curing,
and processing of raw tobacco or from the manufacturing of tobacco products.
Different types of  tobacco refuse exist, depending on the part of the plant from which
they originate, the stage of the process in which they are produced, and the
dimension of its particles. These types include stems (large or small), which originate
from the wooden part o f the leaf and its primary and secondary fibres; dust and fines,
which are small particles produced during processing and manufacturing activities;
and small lamina or scraps, which are larger leaf particles, again produced during
processing and manufactur  ing activities

For the most common varieties (i.e. Burley and Virginia), refuse represents about 20 -
22% of the gross weight of tobacco leaves. The stems removed by first - processors

during the threshing phase are the main source of tobacco refuse. Differen tly, for

oriental varieties, with smaller leaves which are not threshed, the yield of raw tobacco

is larger and the share of refuse smaller.

Most of tobacco refuse cannot be smoked without further industrial processing. This

applies to stems, both large and small, as well as dust. However, as confirmed by

public authorities, customs laboratories, and economic operators, small lamina and

scraps can be smoked as they are . These by -products have the right dimension T in
other words, they are neither too larg e nor too small 7 and may have the right
humidity to be smoked in a pipe. 10 Smokable tobacco refuse is estimated to represent

about 2 to 3% of the output of first processing activities.

Smokability, in this context, is not defined based on the consumer exp erience 1
obviously, cigarette blends have a different taste and burning rate compared to
tobacco refuse 1 but on the physical properties of the product. Smokability of tobacco

199 TPD2, Art. 15.
10 source: interviews with customs authorities (including forensic experts) and industry operators.
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refuse 1 as well as any other tobacco product T is defined via the so -called sm oking
test, which has been recently included in the Explanatory Note to the CN Code. 1L

Box 3 - Smoking Test

The smoking test was developed to distinguish tobacco products across the various CN
headings, in particular: 2401 unmanufactured tobacco; tobacco refuse; and 2403 other
manufactured tobacco and manufactured tobacco wtuedbdsad i tut e

tobacco; tobacco extracts and essences. According to the Explanatory Notes to the CN, tobacco

refuse should be classified under heading 2401 when it cannot be smoked, or under heading

2403 when it can be smoked: 0[ w] ast eon aof ®zaccd kedaves@r f rom t he
from the manufacture of tobacco products which is capable of being smoked is considered as

smoking tobacco if it does not meet the des&lhgheri on of ci
words, under customs classification, smokable tobacco ref use belongs to the same group of

FCT.

More specifically, the smoking test is used to distinguish unmanufactured and manufactured

tobacco and, as a result, can be applied to differentiate between smokable and non  -smokable

refuse. A O6smokabled6 product is defined as a product whi

or filled in a pipe, and burned with several puffs. The test is performed via smoking machines,

which simulate the act of s moking. Tobacco refuse is considered not to be smokable when it

does not meet any of the three conditions, i.e. it cannot be smoked in the pipe, in the rolled

cigarette, or in the machine -filled cigarettes. Differently, smokable tobacco refuse, such as sma Il
lamina or scraps, can usually not be smoked in a pipe or in a rolled cigarette, but can pass the

test when the cigarette is prepared via a cigarette tube filler. e

U THE MARKET

Most of tobacco refuse is recycled within the tobacco industry. Certain by -products can
be directly re -inserted into the manufacturing process, some others (e.g. long stems)

can be laminated and used to produce expanded tobacco, while the remaining (e.g.

short stems or dust) can only be re -used as an input for the production of
reconstituted tobacco. * Small quantiies of tobacco refuse are sold to other
industries, for example for the extraction of nicotine or tobacco aromas in the
cosmetics industry. Normally, tobacco refuse is transported in 200 -kg cartons (or, less
commonly, 100 -kg cartons), asraw  tobacco is.

Considering a raw tobacco / waste throughput  of about 20%, and an EU production of

about 184,000 tonnes in 2015, approximately 37,000 tonnes of tobacco refuse were

produced last year by EU first processors. 15 The price of tobacco refuse varies
depending on its type and quality, plausibly ran
with an average value amounting to 0. 5O0allrddrketg . Th
val ue of aboygplausdi b8 emr ange bet waZm nu THerefare dthe

market f or tobacco refuse is marginal, in terms of price and quantities, when

compared to raw tobacco or any tobacco product. Though small, however, the market

represents a source of revenues for first processors, which are the main source of

tobacco refuse and ha ve no chance of reusing it within their own manufacturing

process.

gin
i s

11 Explanatory notes to the Combined Nomencl ature of the European Union, i2016/C 12
Smoking Test for Tobacco and Tobacco Productso, 6.4.2016.

112 Explanatory notes to the Combined Nomenclature of the European Union, 2015/C 076/01, at p. 76/108,

4.3.2015.

13 gypra note 111.

14 See below in Section  3.2.3 .

115 Tobacco refuse produced by product manufacturers, i.e. after the first processing stage, which is usually

not exchanged in the mar ket , is n eproductsn cah bedre dinsertddaintoutheact ur er s 6
production process, or transformed into reconstituted tobacco.

58



3.2.2.2 Regulatory Environment

Tobacco refuse is mentioned in Art. 5.1.b of the Directive, 118 \where it is considered

smoking tobacco 1 and thus excisable T when (i) it can be smoked; (ii) it is put up for

retail sale; and (i) it does not fall under the definition of cigarettes and

cigars /cigarillos . This means that tobacco refuse which cannot be smoked or is not put

up for retail is not considered an excisable product, while smokable refuse put up for

retail sale i s exctihsearb|semouknidnegr ttohbeacécood cat egory.

The Directive does not include any reference to the CN code, nor to the very  recent

Smoking Test developed for custom purposes , to determine smokability. However, the

same smoking test  could also be used also for excise purposes , as it was pointed out

by some interviewees during the fieldwork. ** The Directive does not defi
up for retail sal ed means either, and the CN is o
distinguishes between other manufactured tobacco which is sold in immediate

packings of a net content not exceeding 500 g (classif ied under sub -heading

2403 .19.10) and larger packings (classified under sub -heading 2403 .19.90), without

any reference to whether the threshold is intended to differentiate between retail and

bulk products.

The definition of tobacco refuse in the national legislations under scrutiny conforms to
what is provided for by the Directive. Italy and France have no further mention of

tobacco refuse in their legislation other than the verbatim transposition of  Art. 5.1.b.
On the contrary, in Hungar vy, Poland, United Kingdom and Slovakia tobacco refuse is
covered by the regulation schemes for raw tobacco, discussed above in Section
3.2.1.2 .™® Hence, in these MS, tobacco refuse is treated as raw tobacco, and its
production and trade are subject to the same constrains.

3.2.3 Reconstituted Tobacco
3.2.3.1 Overview of Product and Industry

U THE PRODUCT

Reconstituted tobacco, al so known as 6homogeni sed t
made of tobacco by -products and used in the manufacturing of tobacco products. This
intermediate product serves various purposes: (i) recycling tobacco refuse that would

otherwise be wasted; (ii) as an ingredient in tobacco blends to obtain certain flavours;

(i) as a vector for additives; and (iv) as a wrapper (e.g. for cigars and cigarillos). The

most important use in the tobacco industry is as filler for cigarettes, w hich usually
containupto 5 -10% of reconstituted tobacco (up to 25% in the American market, for

blending reasons). Reconstituted tobacco is used for both process and product
considerations, as well as for regulatory reasons. First, it optimises the making of
tobacco products, as it allows to re -introduce in the manufacturing cycle by - products
which could not otherwise be used (e.g. tobacco dust). Secondly, being an artificial

material, reconsti  tuted tobacco is more stable tha n natural tobacco, and allows f ora
better management of certain product characteristics (such as smokability and burning

" Where tobacco refuse is defined as f rpmauducts obtaised idmtobacddacco | eav e s
processing or the manufacture of tobacco productso.

M7 From a legal perspective, it is to be stressed that the smoking test has not been included in any

legislation for excise purposes and was only agreed for customs classification.

M8 Art. 7 A56 of the Hungarian Excise Actwhspacipfliagersbhatregcatedt
necessary, in other words raw tobacco, also includes tobacco waste covered by CN heading 2401. Similarly,

in defining raw tobacco, the amended Slovak Tobacco Excise Act makes reference to the Decree of the

Ministry of Agricul ture and Rural Development of the Slovak Republic no. 212/2002, where tobacco refuse is

explicitly included in the scope of the definition. Though not explicitly, the UK Tobacco Excise Act (clause 82,

section 8K) and the Polish Excise Act (Art. 99a) define raw tobacco as including waste.
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rate). Besides, reconstituted tobacco can be used as a vector for mixing flavours and
additivities in the product blend. Finally, the use of reconstituted tobacco , w hich burns

faster and comes from the 6époorerd parts of
nicotine content of cigarettes.

Manufacturers of reconstituted tobacco receive tobacco refuse from growers, first
processors , and product manufacturers. The mai n categories of by -products used in its
manufacturing include scraps, fines, dust, large stems, and secondary fibres, largely

from first processors, as well as dust and small particles from manufacturers, and

whole or broken leaves which are dama ged or of insufficient quality from growers.

Reconstituted tobacco can have different grades  of quality , and is produced in
different shapes. The product is usually sold in strips of 5 to 10 cm 19 which cannot be
smoked and require further processing. Two different processe s can be used to
produce reconstituted tobacco

1. Paper-like process. Tobacco refuse is mixed with warm water, and the fibrous
portion and the soluble portion are mechanically separated. The fibre portion is
then treated as in the paper industry, and a web of fibres is created and then
transformed into a tobacco sheet. 120 Meanwhile, the soluble portion is
concentrated, and added back into the fibre web. If the customer SO needs,
flavours can be adde d to the concentrated solution.

2. Slurry cast process. Tobacco by  -products are ground into a powder, mixed with
a binding agent, and then the resulting slurry is cast onto a continuous
stainless steel belt to form a sheet. 121 The slurry cast process is used by
smaller reconstituted tobacco plants and for in  -house facilities, as it is efficient
also at smaller outputs. On the contrary, economies of scale are more
significant for the paper -like process, which is more efficient with larger
outpu ts.

U THE MARKET

All reconstituted tobacco is bought by manufacturers of tobacco products and there is

no reported use outside this industry. The global sale of reconstituted tobacco
amounts to about 300,000 tonnes, of which 170,000 is produced and consumed in the

Chinese market. Compared to natural tobacco, with a global production estimated at
about 5 million tonnes, reconstituted tobacco  thus represents a much smaller market,
about 6% in terms of volume.

The main suppliers of reconstituted tobacco T excluding players operating in the
Chinese market - are SWM, an independent player, and the Big Four tobacco
companies. The European market is served by the SWM plant i located in Fran ce i
and by the Big Four facilities. SWM produced about 50,000 tonnes of reconstituted
tobacco in 2015, which was sold worldwide, serving both the Big Four and
independent manufacturers. In the EU, the market share of SWM is estimated at

about 50%. With respect to the big manufacturers, both JTI and PMI have their own
reconstituted tobacco factories supplying European manufacturing sites, while BAT

produces reconstituted tobacco in-house within its cigarette factories. Industry

19 According to one interviewee, reconstituted tobacco is not shipped in smaller sizes, as it is usually cut by

the client, which adapts the cut to its production necessities.

120 When tobacco by -products are not rich enough in fibres, e.g. when there is a too small share of stems in
the batch, wood pulp can be added.

21 Cf. Reconstituted tobacco improvers (available at: http://www.tobaccotech.com/product S-

services.php?pid=132 , last accessed on March 2017); European Commission, DG SANTE, Tobacco additives
(available at:  http://ec.europa.eu/health/scientific_committ ees/opinions_layman/tobacco/en/ ; last accessed
on March 2017).
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estimates suggest that the EU market value of reconstituted tobacco amounted to
about (nInROl

3.2.3.2 Regulatory Environment

Reconstituted tobacco is not explicitly defined in the D irective, and is not considered
an excisable product. I n particul ar, as it i s not
further i ndustri/Aatl5.1@)recore ssttuted gpbaccdé does not fall into the
definition of smoking tobacco. With regard to MS, n 0 national definitions or legal

frameworks for reconstituted tobacco are in place in the countries visited during the
fieldwork.

At the same time, the manufacturing of raw tobacco is subject to traceability
requirements imposed for both public and private reasons. As a result, on the one
hand, customs authorities need to check reconstituted tobacco plants because they
may import, export and store tobacco -related materials, including excisable tobacco
products *?? in excise or customs duty suspension. On the other hand, traceability
requirements are imposed on reconstituted tobacco = manufacturers by their clients, as

in the case of raw tobacco quality and integrity management requires that raw
materials and interme  diate product batches can be linked to final products. 123

3.2.4  Problem Analysis
3.2.4.1 Diversion of Raw Tobacco to lllicit Trade
U THE NATURE OF THE PROBLEM

Raw tobacco can be diverted to the production of illicit finished tobacco products that
are marketed without paying excise duties. Raw tobacco can be llicitly transformed in
factories within the EU, exported towards neighbouring countries, from which finished

products can then be re  -imported, or sold for retail as cut or bulk tobacco. 124 such
illicit trade can create negative impacts in terms of tax revenues and tobacco control

policy. The problem can be framed as a regulatory failure, and in particular as an
unintended negative consequence of two regulatory interventions: (i) the high

taxatio n of tobacco products, which creates the economic incentives for illicit trade;

and (ii) the end of the CMO, which deprived the tobacco sector of its monitoring

system.

In line with this problem definition, two main drivers can be identified for this
pro blem:

I Economic incentives. The illicit trade of raw tobacco starts when growers sell
(part of) their production to illicit operators, i.e. entities not affiliated to the
legal value chain. On the black market, growers are offered a premium over
market pri c e : while the | atter a3boperkg, dlegdl badessr ound 02
all egedl y of fer a p-@O0r pex kgm 8ucte b wery thigld price is
economically sustainable for the illicit manufacturers because the cost of raw

122 Manufacturers of reconstituted tobacco can handle excisable products, i.e. tobacco material which can be

smoked as it is. This can happen for example when cigarettes are dismantled for quali ty reasons, and then
their tobacco is recycled into reconstituted tobacco

123 According to interviews findings, reconstituted tobacco producers also work as third -party service
providers, i.e. they receive tobacco by -products from clients and transform it on their behalf. In this case,

clients need to be sure that their by -products were not mixed with others. Also, reconstituted tobacco can
be used as a vector for additives, which are customer and product -specific, and this is another specific

requirement demanding full product traceability.
124 Cf. Section 3.2.4.2 below.
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tobacco is a very small component of the final industrial price of cigarettes, 125

let alone the final post  -tax price.

1 Lack or insufficient monitoring and control tools. Firstly, the EU legal framework
does not provide for the monitoring of raw tobacco, as it is neither subject to
the excise s ystem, nor covered by a specific regulatory framework. Raw
tobacco, however, is regulated and monitored at national level, but with
variable effectiveness. That said, countries in which the problem is considered
as significant by both internal and external sources (e.g. Poland or Bulgaria),
have detailed regulatory frameworks in place. However, interventions are still
very recent, and may not have deployed their full effects yet.

The main affected stakeholders, and the related impacts, include:
1 tax authorities, because of the loss in tax revenues and the enforcement costs
borne;
1 economic operators, because of the unfair competition brought about by illicit
products;
1 health authorities, because cheap illicit products may undermine tobacco
control poli cies.

U THE MAGNITUDE OF THE PROBLEM

No comprehensive studies or information could be retrieved on the scale of illicit trade

of raw tobacco, with the exception of a new set of estimates about bulk tobacco for
retail, discussed in Section 3.2.4.2 below. Neither stakeholders nor public authorities

were able to provide a quantitative assessment. As a result, to appraise the
magnitude of the problem, first qualitative evidence retrieved from interv iews is
discussed, and then a quantitative analysis is carried out based on data relating to the

seizures of raw tobacco.

Stakeholders largely agree that an illicit trade of raw tobacco exists, though smaller
compared to the illicit trade in manufactured products. In addition, the magnitude of
the problem largely differs within the EU. Comments and evidence provided by public
authorities indicate that illicit trade of raw tobacco is a minor problem in Western
European countries: for example, based on seiz ures and raw tobacco control systems,
the illicit trade of raw tobacco is considered negligible in France, Italy, and Spain,

which are tobacco growing countries. In the UK, Ireland or Belgium, which are non -
growing countries,  minor cases, and consequent s eizures, concerning raw tobacco, or
FCT disguised as raw tobacco, are reported , with annual seizures varying from a few

kg to 100 tonnes. The situation is different in Eastern European countries, where the

illicit trade of raw tobacco is considered more wi despread, especially in Poland and
Bulgaria, and, to a lesser extent, and Hungary. ***

126

The most reliable data available to assess the scale of the problem are those relating
to seizures of raw tobacco by customs authorities. However, seizure data have the
following limitations:

I data on seizures represent a fraction of the illicit trade; the relation between
the two quantities is unknown;

125 A cigarette may contain, roughly speaking, between 0.5 and 1 g of tobacco. 1 g of raw tobacco is worth

about Ucents 0.3 at current prices.

126 According to information provided by stakeholders, a mobile cigarette fac tory has been dismantled in
Spain in 2015, and it used localraw tobacco.

27 n the OPC, respondents were asked to provide their assessment on whether the diversion of raw

tobacco to illicit trade should be regarded as a significant problem. Companies were almost unanimous in

consider that this is not the case, while NGO affirmed that this is a major issue. Views of individuals are split
almost evenly.
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1 seized quantities of raw tobacco depend on both the overall scale of the illicit
trade, as well as on the enforcement eff orts made by public authorities, which
in turn depend on how significant or salient illicit trade is;

1 data show a high variance across countries and across years which can be
traced back to very different underlying conditions (e.qg. different national
legislation, tobacco growing vs. not growing country, quality of the

enf orcement, customer so d e-quality dtobatco rprodacts,e a p

salience of the problem for public authorities, etc.). For this reason, any
generalisation at EU  level should be considered as only indicative;

1 data on seizures do not show the origin of raw tobacco, which can be cultivated
either in the EU or not. Seizures may partly occur at the border - however it
may not always be straightforward to assess its in tended illicit use at that point
- or at illicit manufacturing sites, in which case it might be complex to
reconstruct its origin and trade routes. Public authorities suggest that illicit raw
tobacco comes from various origins, including Eastern EU growing countries,
neighbouring countries (such as Ukraine or Moldova), and other third countries
(e.g. India, Pakistan).

Data on seizures were retrieved from customs authorities in Belgium, France,
Hungary, Ireland, Italy, Poland, and the UK. These data are som etimes drawn from
official statistics, sometimes based on informed estimates. Large discrepancies in

seized quantities are the norm, both across MS and, within the same MS across years.

The average yearly seizures for these 7 MS amount to about 1,000 to nnes per year.
These countries represent about 44 % of the market for cigarettes and FCT 18 Using
market size as reference, EU level yearly seizures of raw tobacco can be estimated at
about 2,200 tonnes. Assuming seizures represent between one -fifth and one -third of

illicit trade flows (see Box 4 below) , the illicit trade of raw tobacco could range
between 6,700 and 11,200 tonnes, that is between 0.8% and 1.4% of the current EU
raw tobacco market (including both production and net imports).

Box 4 i The ratio between seizures and illicit trade

As concerns cigarettes, in 2013 , seized products represented about 7% of the estimated illicit
trade '?°, which correspond s to a ratio of about 1: 15. In the case of raw tobacco, there are no
specific estimates on the ratio between seizure s and possible illicit trade, and using the above
figures from illicit cigarettes seems inappropriate. First of all, raw tobacco has a much lower
value -to-weight ratio than cigarettes , which means there is a smaller e conomic inc entives for
smuggl ing raw tobacco as compared to fin ished products . Secondly , in volumetric terms , raw
tobacco is more difficult to conceal than finished products , hence it is fair to assume that
customs controls may have a higher success rate . On the othe r hand, a certain share of seizures

of raw tobacco occur s at illicit manufacturing sites, and in this sense the ratio between seizure

and overall illicit trade may depend not only on customs border controls but also on value -chain
control (including police controls).

If the same seizures/illicit trade ratio of cigarettes is applied to raw tobacco (1:15), the

estimated volume of raw tobacco used for illicit manufacturing would amount to about 34,000
tonnes , i.e. som e 38 bn sticks (assuming 0.9 g of raw tobacco per cigarette is needed).
According to the estimates reported in Box 5 below, this would be tantamount to estimate that

some 80% of the i llicit cigarettes consumed in the EU are also manufactured in the EU, and only
20% are illegally imported as finished products, which seems however largely excessive. Any

estimate in this area has to be taken with great caution given the absence of robust data on

smuggling and the related routes, however based on the interviews feedback as well as other

28 2015 data from  Euromonitor International: Passport Tobacco, 2016 Edition

129 Some 3.36 bn sticks seized in 2014, Source: Commission Staff Working Document, Technical assessment

of t he experience made with the Anti -Contraband and Anti - Counterfeit Agreement and General Release of 9
July 2004 among Philip Morris International and affiliates, the Union and its Member States, 24.2.2016.
SWD(2016)44.
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evidence on the foreign or i iiwhch actount forehe 6 cahaege pharevhaft e s 6
illicit cigarettes 1 it is more reasonable to assume that only a minor share of EU illicit cigarettes

are illegally manufactured in the EU.** Assuming the illicit trade of raw tobacco ranges between

6,700 and 11,200 tonnes (i.e. 1:3 to 1:5 seizure / illicit trade ratio), the estimated share of

illicit cigarettes manufactured in the EU would amount to some 15 -25% of the total illicit

cigare ttes consumed.

Based on the above assumptions, t he estimated illicit trade of raw tobacco would
correspond to about 7.4 -12.4 bn cigarette sticks that is 1.6 -2.7% of the current
cigarette consumption, and to excise revenue | osses 1lef20 o As &
benchmark , the overall illicit trade in cigarettes can be estimated at ca. 47 bn sticks,

i.e. 10% of the total consumption , as described in more details in Box 5 below . In this
sense, the issue of raw tobacco (of EU and non -EU origin) diverted to illicit
manufacturing in the EU may represent a minor but not negligible share of the

problem (15 -25% of illicit cigarettes). As discussed below, the problem is unevenly

spread across EU MS.

Box 5 - Estimates of the lllicit Trade of Cigarettes

Studies on the illicit trade of cigarettes have return ed different estimates. Such differences can
be partly explained by the fact that illicit activities are intrinsically difficult to monitor. In the
document assessing the cooperation with PMI to fight contraband and counterfeit activities,

the Commission mention ed three main data sources:

131

1. Euromonitor, which estimate d that about 66 bn illicit cigarettes were marketed in 2015,
corresponding to 13.6% of the licit market;

2. Areport commissioned by the European Executive Agency for Health and Consumers, which
estimated that in 2010 the number of illicit cigar ettes was approximately 80.5 bn sticks
(that is, 13.3% of the licit market in that year); L2

3. KPMG Project S UN,** an annual report funded by the big tobacco companies . It estimate d
the size of the illegal cigarette market in 2013 at about 58 bn sticks, which is 11.3% of the
licit market. In its most recent update , KPMG Project Sun estimate d that the market for
illicit cigarettes shrunk to 53 bn sticks, which corresponds to about 9.8 % of the total
consumption, or 10.8% of the licit market. 134 The methodology of the study is not fully
disclosed. The EU reported to the WHO FCT Implementation Database that the illicit trade in
cigarettes represented 10.4% of the market in 2013, based on Pr oject Sun data. %°

Other studies proposed similar or lower estimates:

1. The Impact Assessment for the TPD2 considered that in 2012 the illicit trade in cigarettes in
the EU accounted for 8.25% of the market, and that illicit products would increase by 1%
per year, based on Euromonitor data. 136

130 According to WHO FCTC Report on lllic it Trade Counterfeit cigarettes represent about 4.4% of total

seizures, t he rest being 6cheap whitebd or contrabanded cigar
counterfeited cigarettes consumption may amount to 2.0 i 2.5 bn sticks per year. It can be estima ted they

account for the majority or a significant share of the illicit manufacturing of cigarettes in the EU, and this

would confirm the qualitative perceptions of public authorities and other stakholders that the majority of

illicit cigarettes are introd uced in the EU as finished products.

131 Commission Staff Working Document, Technical assessment of the experience made with the Anti -

Contraband and Anti -Counterfeit Agreement and General Release of 9 July 2004 among Philip Morris

International and affilia  tes, the Union and its Member States, 24.2.2016. SWD(2016)44.

132 Matrix insight, Revised Final Report Economic Analysis of the EU market of tobacco, nicotine and related

products , 20 September 2013.

133 Project SUN (2013).

134 Project SUN (2015).

1% WHO FCTC Implementation Database, 2014 Implementation Report submitted by the EU, available at
http://apps.who.int/fctc/implementation/database/sites/implementation/files/documents/reports/eu_2014 r

eport_final.pdf _ (last accessed in April, 2017).

% Commi ssion Staff Working Document, Al mpact Assessment Accompar
for a Di rective of the European Parliament and of the Council on the approximation of the laws, regulations

and administrative provisions of the Member States concerning the manufacture, presentation and sale of
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2. The PPACTE project suggest ed a lower estimate of 6.5% , based on an analysis of 18
European countries or regions. 137 When comparing results with KPMG Project Sun data ,
PPACTE estimat es are higher in 11 countries, and lower in 5. Differently from Project Sun,
the methodology and data are fully disclosed.

In the absence of other systematic and free -access sources, Project SUN data are largely used

not only by the big tobacco manufacturer s that commissioned it, but also by national public

authorities and in the framework of independent studies 138 despite the fact the report contains

an Important Notice that limits the usability of data to the intended beneficiaries: n[ é]j since we
have prepa red this Report for the Beneficiaries alone, this Report has not been prepared for the

benefit of any other manufacturer of tobacco products nor for any other person or organisation

who might have an interest in the matters discussed in this Report, includ ing for example those

who work in or monitor the tobacco or public health sectors or those who provide goods or
services t o t hose wh o oper &ince detais ont the methodslagy andlr s 0 .
assumptions are not disclosed no firm consideration on its reliability is feasible. %

In this Study, a mid -point estimate between the various sources has been used, i.e. 47 bn
sticks or approximately 10% of the current cigarette market. 140 sych a parameter falls in the
middle of the range of available estimates, which go from the 7.0% estimated by PPACTE
(recalculated based on the illicit / licit ratio) to the 13.6% estimated by  Euromonitor . This
estimate is somehow lower than Project S U N § # this sense potentially correcting for industry -
view bias.

u THE EU DIMENSION

The magnitude of the problem varies from MS to MS, with some customs authorities

considering raw tobacco a top or near -the -top priority, and others considering the

associated risks as negligible. Undeniably, the problem has cross -border spill -over

effects, as trade flows of illicit raw tobacco cause problems to tobacco growing

countries as well as to other EU MS. Also, as signalled, toughening controls in certain

count ri es can create a Owaterbed effectd, so that il
to other EU or non -EU countries where regulation is less strict or enforcement less

intense.

U DYNAMIC BASELINE SCEN  ARIO

Most stakeholders concurred that the illicit trade of raw tobacco of EU origin became a

problem after the end of the CMO, or that, at least, the removal of the subsidies made

it more acute. This may have resulted in a surge of the illicit trade of which di d not
surface when drafting and approving the current Directive. Such increase could also

explain the reactions of national legislators, who drafted new regulations for
monitoring and controlling raw tobacco in recent years. For this reason, one of the

pro blem drivers, the lacking or insufficient monitoring and control tools, is becoming

tobacco and related product s @2012SHeRiha?ér 12 ) idbB28 bmMpadad®t LAssessment ¢
TPD2o.

137 Joossens L, et al., 2014, lllicit cigarettes and hand -rolled tobacco in 18 European countries: a cross -

sectional survey , Journal of Tobacco Control. Results are discussed in European Parliament, A Wor kshop
Cigarette Smug gahd Gilgare AB2Roviel A, Gallus S, et al., Towards a greater understanding of

the illicit tobacco trade in Europe: a review of the PMI funded

13 As mentioned above, the European Commission made reference to Project Sun in its submission to the
WHO. In addition, cf. the work carried out by the independent Transcrime research centre on the nature,
flows, and determinants of the illicit trade of ciga rettes at national and sub  -national level. Transcrime,

AEuropean Outlook on the I11llict Trade in Tobacco Productso, 201°¢
for Illicit Tobaccodo, 2016.

139 As reported during the inteviews, one customs authority duplicated the KPMG study obtaining similar

results .

140 The overall cigarette market is estimated based on Euromonitor International: Passport Tobacco, 2016

Edition .
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less pressing, and even more so in the coming years, when the national frameworks

will come into force or deploy their full effects. At the same time, however, these

framew orks have a national focus and may not fully curb cross -border illicit trade
flows. In addition, the economic incentives that make the illicit trade of raw tobacco

profitable T the other problem driver identified T is likely to persist. For this reason,
the problem is expected to be declining in the near future, though unlikely to be

solved.

3.2.4.2 Raw Tobacco put up for Retail Sale
U THE NATURE OF THE PRO BLEM

Raw tobacco put up for retail sale T also called cut tobacco or bulk tobacco T is a
multi -faceted problem, with various roots and drivers. On the on e hand, the problem
is connected to the illicit trade of raw tobacco, which can be subtracted from the licit

value chain and then sold as bulk tobacco, rather than transformed into illicit

cigarettes. In th is case, the problem analysis and the quantitative estimate of the

scale of the problem described above in Section 3.2.4.1 would apply .

On the other hand, raw tobacco put up for retail sale appears to be both a

consequence of the illicit trade of raw tobacco, and a dorderline 6 product which is

marketed to exploit a loophole in the current product definitions. Art. 5.1.a provides

thatsmok i ng tobacco should be excised as |l ong as it C i
i ndustri al processingd, thus creating a possible |

selling bulk tobacco, which is untaxed because it is not sufficiently cut or dried to be
smoke d without further processing, but that can become smokable after small

refinements (e.g. drying in a kitchen oven, or cutting with home -machines). This is
indeed the case in several MS, where shops were selling bulk tobacco and also
providing 6duwtetsibng Axdruval |y, bul k tobacco can hardl:

further  industrial ~ processing; however, the term industrial is not easy to
operationalise, and both false positive and false negative errors can arise. For
example, a dried leaf of raw tobacc o can be smoked without further industrial
processing, by means of a simple grinder; however, this should not mean that Art.

5.1.a considers dried tobacco leaves as excisable. From this point of view, the problem
could be framed as a regulatory failure lin ked to the poor design of the definition of
smoking tobacco, or to poor implementation/enforcement in certain MS.

The CJEU was called by the Czech State Council to provide an interpretation of art
5.1.a with respect to the excisability of fidried, flat, irregular, partly stripped leaf
tobacco and/or parts thereof which have undergone primary drying and controlled

dampening and in which the presence of glycerine is detected [which] are capable of

being smoked after simple preparation 0 The ju dgment was very recently delivered

and the CJEU stated that the Directive should be interpreted as to consider such a

product as O6other smoking t obbMaecmgénerala,radg 24, thes exci s a
Court considered that, given the objectives of the Directive , t he noti on of 60
smoki ng t choaldheadnstructe d broadly as to cover this and other kind of

manufactured tobacco. Furthermore at 832, itisstated t hat the dédindustri al pr
clause for non -excisability c annot be appliedto fimanuf actured tobacco which
or can easily be made ready, by non -industri al means, to be smokedo.
thus clarifies the applicable tax regime for some of the borderline retail products

consisting of raw tobacco and thus affects the dyna mic baseline scenario (see further

below in this Section).

“ Cf.CaseC-638/ 15, Request for a preliminary ruling from the Nejvy
lodged on 30 November 2015 0 Eko-Tabak s.pr.o. v Gener8lnz Seditelstv2z cel.
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The main affected stakeholders, and the related impacts, are largely the same as for
raw tobacco, and include:

1 tax authorities, because of the loss in tax revenues and the enforcement costs
borne (including the costs linked to the legal uncertainty of the definition of
6ot her smoking productd) ;
1 economic operators, because of the unfair competition brought about by illicit
products;
1 health authorities, because cheap illicit products may undermine t obacco
control policies.

U THE MAGNITUDE OF THE PROB  LEM

As for the illicit trade of raw tobacco, quantitative evidence, with the exception of the
Crimetech report, * is scant and variance across MS is high. Most of the authorities
interviewed in the course of the fieldwork considered raw tobacco for retail sale not an
issue in their own MS. This was the case for France and lItaly, which expressed limited
concern with r espect to the overall illicit trade of raw tobacco, but also for countries
where the illicit trade of raw tobacco did raise some attention, such as Ireland and
Belgium. On the contrary, other countries were more on the alert and already reported
cases of o nline or offline sales of cut tobacco, such as Portugal (which recently
adopted a norm to tackle this issue) and Sweden. At the other end of the spectrum, in
certain MS, such as Poland and Slovakia, raw tobacco put up for retail sale was a
major problem: t he opening up of shops where untaxed cut tobacco was sold to
consumers, and cutting machines were put at their disposal for the refinement of the
product, *** was among the main drivers, or possibly the main driver, for introducing
an excise tax on raw tobacc ~ 0.*

With respect to the magnitude of the problem, the fieldwork suggests that raw

tobacco for retail sale is considered less significant compared to the illicit trade of raw

tobacco per se . The Crimetech report, a comprehensive study on the illicit market for
bulk tobacco commissioned by the Big Four to the commercial spin - off of a University
centre, has just been released in 2016. The study covers 9 markets in Central,

Eastern, and Southern Europe, including several EU MS (Bulgaria, Croatia, Czech

Republi ¢, Greece, Hungary, Poland, Romania, Slovakia, and Slovenia). The
methodology consists of estimating the total consumption of FCT based on the

smoking prevalence, to then compare the estimated consumption with the quantity of

FCT released for consumption. The difference between the two is then allocated to
various categories, hamely: non -domestic legal, contraband or counterfeit FCT, or bulk
tobacco.

In general, Crimetech considers that a significant part of the actual FCT consumption

can be explained by illicit bulk tobacco. The figures provided for EU MS range between
14% for Hungary (which is, however, a very large FCT market, with the highest
prevalence in the EU and more than 6,000 tonnes of official consumption), and as high

as 62% in Slovakia, 67% i n Poland, 74% in Bulgaria, and 84% in Croatia. These

“2Crime&tech, f@ABul k To b aAssessing$he Ulidtyrrade @rid £onsump tion of Cut Tobacco in
14 Markets in Europeo, 2016. Hereinafter o6Cri metechd.
143 According to art. 15.2 of the Horizontal Directive, the production and processing of the excise goods

where the excise duty has not been paid shall be done in a tax warehouse; a ccordingly, the preparation of
raw tobacco to its smokable form would not be in line with such provision if it did not take place therein.

144 Through the OPC, the general public was surveyed on whether raw tobacco put up for retail sale was

perceived as a p roblem. As for raw tobacco, companies considered this to be a negligible or minor problem,

while NGO a moderate or major one. The view of infidivuals was almost split, with a slight prevalence of

those who considered this as a 6no or minordé probl em.
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percentages would be far higher than the share of illicit consumption of the
cigarettes. %

Most of economic operators, including manufacturers of cigarettes and FCT, did not
agree with these results, wh ich appear to be overestimated, and possibly largely so.
At the same time, such a high illicit consumption of FCT was never mentioned, even
qualitatively, by public authorities. A complete unawareness of an issue of such a large
scale tends to be unlikely.

Crimetech remains a useful industry source, but its results could not be validated by
the Consultants. While the size of the retail market for raw tobacco remains uncertain,

the Consultantsd qualitative assessment wlkewl d put
between a few percentage points and 10 -15% of the FCT market (the latter especially

in MS where FCT is a niche product). In terms of lost revenues, those due to bulk

tobacco are already accounted in those estimated for the illicit trade of raw tobac co,

as discussed in Section 3.2.4.1 above.
U THE EU DIMENSION

In light of the above, the problem does not affect the whole EU. To the contrary, the

emergence of bulk tobacco is concentrated in a handful of countries, though it may

potentially emerge in others as well in the future. However, the Slovak example -
where raw tobacco is not grown but its retail sale is considered a major threat T
proves the existence of cross  -border negative spill  -overs that could be best managed

at the EU level.

U DYNAMIC BASELINE SCEN  ARIO

As discussed above with respect to the illicit tr ade of raw tobacco, national
frameworks and other enforcement efforts undertaken against the illicit trade of raw

tobacco and dorderline 6 shops (where existing) are likely to reduce the quantities of

raw tobacco put up for retail sale. The phenomenon was already reported in decline in

the two most affected MS among those visited, Poland and Slovakia. At the same

time, analogously to the exp erience with other dorderline 6 tobacco products, even
though certain markets become impracticable, bulk tobacco may begin appearing in

other national markets, and growing in the ones in which it is still marginal, as it is

probably the case in Sweden. Thi s is due to the fact that not all countries have
adopted specific legislative provisions, and the others will probably do so only after the

issue becomes more salient. The CJEU judgment C-638/15 provides MS with a legal
ground to address the loophole of bu Ik tobacco.

In conclusion, should no legislative measure be undertaken at EU or national level,

bulk tobacco may appear in a higher number of MS , though this may be less likely
taking into account the recent interpretation of art 5.1.a adopted by the CJE U. In any
case, being a lesser quality product, bulk tobacco is unlikely to win a large market

share. This also explains why it is more widespread in countries where tobacco
products are less affordable, i.e. where their price is higher compared to per cap ita
income, or have become so after the economic and financial crisis. 146

3.2.4.3 Diversion of Tobacco Refuse to lllicit Trade

15 Il icit cigarettes as a share of the FMC market for the above -mentioned MS are as follows: BG 11.6%, HR
4.3%, HU 7.1%, PL 16.8%, SK 2.3%. Project SUN (2015).

146 Bulgaria and Poland, where instances of raw tobacco put up for retail sale were reported, are respe ctively
the second - and fifth -highest ranking MS in terms of the ratio between cigarette WAP and GDP per capita.

Portugal and Slovakia are also above the median in this respect (respectively, the 7 " and 11 ™ MS). This
correlation is, however, not perfect, as Czech republic, another country in which retail trade of raw tobacco

was reported, falls below the median (18 " MS).
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As discussed above in S ection 3.2.2 , the tobacco refuse market is a fraction, both in
volume and in value, of the raw tobacco market. In addition, the smokable fraction of

refuse, namely small lamina and scraps, and which can t hen be readily used by
consumers , accounts for about 15% of the total volume of tobacco refuse
Furthermore, tobacco refuse is not a necessary ingredient for illicit tobacco products,

which can be produced also without it. Finally, most of the tobacco refu se is produced

at first processing and manufacturing plants, which are by far less numerous than

growers, and by far more controlled by tax or customs authorities in comparison with

tobacco plots. For all these reasons, diversion of tobacco refuse to illic it trade was
expected to be a minor, if significant at all, issue in the context of the illicit trade of

raw tobacco.

This finding was confirmed by the fieldwork and further research. Problems with
tobacco refuse were not reported by public authorities in most of the countries visited.

Only in the UK and Bel gi um, 6a coupl grodudts weras es 0

mentioned, relating to FCT made of refuse. Public authorities largely confirmed that

their concern with waste i s |refugse carmdormeooniypfeoma u s e

cor

6t ot

factories, thus creating muc'hThesituaton descrivedcabode pr ob | e ms

is unlikely to change in the near future.

The problem analysis, drivers, and affected stakeholders would be, mutatis mutandis
the same discussed above '*® for the illicit trade of raw tobacco. However, the
significance of the problem appears to be minor or negligible, based on the
assessment of public authorities, as well as from the feedback from economic
operators.

3.2.4.4 The Definition of Toba cco Refuse (Art. 5.1.b)

Stakeholders and public authorities largely confirmed that the definition of tobacco
refuse provided for in Art. 5.1.b of the Directive is clear, and that the identification of
the cases in which excises should be applied to tobacco refuse is appropriate. Hence,
from a legal point of view, the provision is properly designed. Differently, concerns

wereraised concerning its uneven application, putop parti cu

for ret ail saled cl ause.

Affected stakeholders include the public authorities in charge of controlling when

tobacco refuse is excisable and possibly confronted with revenues loss es, as well as
economic operators, which may suffer from the lack of legal certainty due to the

uneven application of the provision. Public authorities, with the exception of Sweden,

do not consider this to be a major issue worth of intervention; on the co ntrary,
economic operators, and in particular first processors, expressed a concern.

The main concern of first processors relates to the possibility that tobacco refuse sold

to other companies, within or outside the tobacco industry, for manufacturing

pur poses is classified as an excisable product. Economic costs, in this case, can be
substantial. A container of tobacco refuse contains approximately 20 tonnes, w orth
about 418t 00050 u/ kg. | f t hwad considreal ascother sneokings e
product, the minimum exci se level set by the Directive would be U/ k2R or 20% of
the retail selling price. Assuming a full y specific taxation, and disregarding other
possible sanctions, excises on that same container would amount at least to

440, 000, w Harge multiples of its commercial value. The risk of incurring in

47 In the OPC, respondents were asked to provide their views on whether the illicit trad e of tobacco refuse
should be considered a problem. Responses are almost identical to those provided for raw tobacco:
companies do not consider it to be a problem, NGO do,
views are almost equally split.

8 |In Section 3.2.4.1 .
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such a levy and the costs needed to move by -products under duty suspension would
hamper the tobacco refuse market.

The Consultants investigated such cases with both economic operators and public

authorities , and were able find only one case of misclassification, concerning a

container of tobacco refuse transported in 200 -kg cartons from Bulgaria to France and

seized in Romania. Reportedly, the shipment was worth about 4 -6, 0000, whil e th
case costed U50,000 in I egal fees, with both the r
confiscated. '*° However, the economic operators concerned acknowledged that the

problem was limited to a very specific customs office, and that they never had, prior

or after this case, any other problem with tobacco refuse transiting through Romania
or any other EU MS. At the same time, they did not feel necessary to change their
patterns of cross -border transport of tobacco refuse.

One case of misapplication throughout the entir e life of the Directive would suggest a

very good track record, rather than a regulatory problem. However, economic

operators remain concerned that the situation may evolve negatively in the near

future, due to a combination of the additional attention pai d to tobacco refuse in

certain MS (see box on Sweden below ) and the recent codification of the Smoking

Test . I n particul ar, economic operators fear that t
not sufficiently clear and operational ised, or that it may be di  sregarded by customs

authorities. Indeed, neither the CN nomenclature, nor the Smoking Test make any

reference to the packaging conditions of tobacco refuse, i.e. whether it is sold in bulk

or prepared for retail. As confirmed by customs authorities in sev eral of the MS

visited, the lack of clarity could result in great attention being given to the smokability

of tobacco refuse, whi | e t h ecoull priskt not topbe thkerr intar et ai | cl
due consideration. The problem is considered as particularly serious in Central -Eastern

MS, where certain public authorities expressed the need for having a more

operationalised definition.

Box 6 - Tobacco refuse for retail sale: the case of Sweden

In Sweden, tobacco refuse for retail sale appeared very recently, most probably in 2016 or
2015, in a number of tobacco shops. This phenomenon is causing growing concern for both

public authorities and manufacturers of tobacco products and snus. When the C onsultants were
mystery shoppinga tat obacco shop i n Swatabaksspill @& boawofobaaaso wast e)
bought, *®® whi ch i s marketed as a 6product for both nose and

smoked. The price amounted to SEK 99 (u10.56) for 300 g,
which compares very favourably to the excise duty for smoking tobacco, set at SEK 1,852

(u197.54) per kg. The shop owner reported that the prod
though possibly after some refinement (e.g., toasting it in the oven). The product is sold by an

online wholesale vendor specialised in raw tobacco for snus productio n. Following an inspection

by customs authorities, the vendor was notified a fine an
million) for unpaid excise duties on smoking tobacco, after the smoking test showed that the

tobacco refuse could be smoked, and becau se products were put up for retail sale. The fine has

been appealed.

3.2.4.5 Issues Concerning Reconstituted Tobacco

149 Ramboll Evaluation (2014).
1 'n the Swedish | aw, tobaccotobaksdvfallsé. i s transposed as 6
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Based on fieldwork carried out with economic operators and public authorities and the
review of secondary sources, no regulatory or market failure concerning reconstituted
tobacco could be identified, with respect to neither illicit trade, nor definition or
classification issues. Also, no evidence points to the risk of problems arising in the
future. For this reason, no policy option ¢ oncerning reconstituted tobacco is proposed
in the following parts of the Study.

U lLuciT TRADE

The fact -finding work found no evidence of any diversion of reconstituted tobacco to

the illicit trade, in line with the early findings presented in the Inception Report. This

was confirmed by both manufacturers and buyers of reconstituted tobacco, as well as
by the tax and customs authorities interviewed, which were not aware of any case of

illicit trade of  reconstituted tobacco  in the recent past. **! This finding can be explained

by the following reasons:

91 Differently from raw tobacco, reconstituted tobacco is not a necessary input for
the productio n of illicit cigarettes or FCT.

1 As discussed in Section 3.2.3.1 above, reconstituted tobacco is an industrial
semi -manufa ctured product which is used by cigarette manufacturers for
stabilizing, flavouring and lowering the nicotine and tar content of cigarettes.

None of these purposes would be of intere st for an illicit manufacturer.

1 Finally, and most importantly, while the n umber of potential sources of illicit
raw tobacco, i.e. including growers, is in the tens of thousands, only three
plants and few cigarette factories manufacture reconstituted tobacco  in the EU,

making it much more difficult to obtain. All these plants are subject to
traceability systems that allow the identification of losses or misalignment of
stocks and flows, and that are accessible to customs authorities.

U DEFINITION AND EXCISEAN D CUSTOMS CLASSIFICATION

Manufacturers and users of reconstituted tobacco reported no instances of

mi scl assification, in particul ar withobes(@@e.dt t
5.1.a), which could then trigger excisability. This was also confirmed by public

authorities. In addition, no problem concerning the customs classification of

reconstituted tobacco or the concordance between the latter and the excise

classification was id entified.

U SUMMARY OF PROBLEM ANALYSIS

Diversion of raw A Fostering of illicit A National regulation and  enforcement
tobacco to illicit trade manufacturing of actions likely to partially reduce the
tobacco products problem
A Loss of tax revenues A Cross -border trade flows could remain
on finished products outside of national monitoring
Raw Tobacco put up for A Loss of tax revenues A In MS which had (or introduced) a
Retail Sale national legal framework preventing /

prohibiting raw tobacco for retail sale,
no expected evolution

A In other MS, possible appearance of
the phenomenon

51 Information was retrieved only on a single case of diversion concerning a road shipment of reconstituted
tobacco from Russia to France having disappeared in 2007.
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Diversion of Tobacco
Refuse to lllicit Trade

The Definition of
Tobacco Refuse (Art.
5.1.b)

Issues Concerning
Reconstituted Tobacco

A Negligible to minor
impact on illicit
manufacturing and
loss of tax revenues

A Legal uncertainties
may create costs for
public authorities or
economic operators

A No relevant adverse
effects

A No significant changes expected

A Current framework may not be
sufficient to avoid future disputes
(also in relation with the smoking test)

A No significant changes expected
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33 6Borderl ined Cigarill os
3.3.1  Overview of Products
3.3.1.1 Product Definition and Identification

U EVOLVING DEFINITIONS

The cigars and cigarillos category include a vast range of products of different shapes

and sizes, manufactured with different varieties of tobacco and different production

processes (e.g. hand -made or machine -made). Cigars and cigarillos can be with or
without filter, and with or without a natural tobacco leaf wrapper, provided they

respect certain physical characteristics. According to Directive 2007/74 cigarillo s are
essentially small cigars of a maximum weight of 3 grams each. %2 However, for tax
purposes there is no distinction between these two classes. According to Art. 4(1) of
Directive 2011/64, the products that can be classified as cigar s or cigarillo s are: roll's
of tobacco with an outer wrapper of natural tobacco or rolls of tobacco with a
threshold blend filter and a reconstituted tobacco wrapper of a certain size (i.e.
weighing at least 2.3 grams and having a circumference of no less than 34 mm). The

current definition was introduced with Council Directive 2010/12/EU of 16 February
2010, a nd it was the second time the original definition laid down in Directive 95/59

was amended. Initially, the definition did not include a minimum weight for cigarillos

wrapped in reconstituted tobacco . A subsequent revision include d in this category also
rolIs of tobacco with a wrapper of reconstituted tobacco where the unit weight not

including filter or mouth  -piece was not less than 1.2 g.

The previous definitions of cigars and cigarillos de facto could encompass products
that in many respects had characteristics similar to factory -made cigarettes (FMC), i.e.
size (only slightly heavier), shape, neutral wrapper (although of different colour), filter

further covered by a filter paper. The similarity was enhanced by other visual elements

like the same flip-top box packaging containing the same number of sticks as FMC,
whereas most of cigars and cigarillos are sold in a variety of different packaging
(cardboard, metal, plastic, wood), containing differ ent number s of pieces. These
products were cheaper to produce than ordinary cigars and cigarillos, since they could

be made using FMC machines  ***, and they could take advantage of lower excise duties
than FMC, resulting in a very competitive retail selling p rice. For this reason they were
dubbed -coiegcaor i | | os 6 (in Ge-f img h yomaribosr. The p Ramlwok
Evaluaton r ef erred to these products as O6borderlined cig
- although taxed as cigars - they were potential sub  stitutes for FMC.

The amendments introduced in 2010, then confirmed under Directive 2011/64,

imposed that cigarillos of shape and size similar to FMC had to have a natural tobacco

wrapper and that only larger cigarillos (weighing more than 2.3 g.) could continue to

use reconstituted tobacco for the wrapper. The new rules de facto implied a revision of

production processes and in particular, the impossibility to use FMC machines for

products that can be classified as cigarillos. 1% The required use of na tural tobacco

wrapper not only increased production costs but reportedly influenced taste, making

these products less simil  ar to FMC in terms of consumer experience. In this sense, the

2 fCouncil Directive 2007/ 74/ EC of 20 December 2007dexaset he exemp
duty of goods i mported by persons travelling from third countri

346/6, 29.12.2007.

158 Directive 95/59/EC as amended by Directive 2002/10/EC

154 Reportedly, cigars and cigarillos can be produced at a speed between 16 and 160 pieces per minutes

(excl. packaging), while FMC machines allow up to 20,000 cigarettes per minute (incl. packaging).

%5 According to a German cigarillos manufacturer the maxi mum speed allowed by current machines is 100
pieces / minute. In addition, the production implies various other steps requiring a certain amount of

manual work. According to another manufacturers under the previous definition it was possible to produce
cigarillos at a speed of 2,000 pieces per minute.
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O6borderlined cigarillos on the mar kiegandtppcdthagn have di
the 1 % generation products that were available prior to 2010. Actually, article 4(2) of

Directive 2011/64 extended a derogation to Germany and Hungary permitting the

commercialisation under the cigarillos tax category of products compliant with the

previous defi nition. This derogation expired at the end of 2014 therefore all cigarillos

currently marketed in the EU must comply with Article 4(1) definition. Evidently, when

Ramboll Evaluation was conducted the derogations were still active and this influence d

the studyds results.

With respect to product definition, it is important to consider also the Combined
Nomenclature (CN) classification for customs purposes since T as shown in Table 9
below - it is not entirely coherent with the excise product definition . The main
differences regard:

® t he reference t o finor mal Consunercise peoduste ct at i on
definition , which in CN classification is replaced by a reference to the fact
these product fcan be smokedo. I n both cases,
aim at excluding from this category products |
i.e. cigar -like stick filled with fine  -cut tobacco and wrapped in a roll of t obacco,
which could not b®¥: smoked 6as isbo

(i) the addition in the CN definition of the absence of a fifurther layer partially
covering the outer wrapper 0. This is an element characterising dorderline 6
cigarillos and making them more similar in appearance to FMC. This distinction
has an implication for classification certainty, as it will be discussed further
below

Table 9 i Differences in the excise product and CN Definitions of cigars and cigarillos
CN Classification
Art. 4(1) of Directive 2011/64 CN code 2402 10 00 - Cigars, cheroots and
cigarillos, containing tobacco
For the purposes of this Directive the

following shall be deemed to be cigars or Cigars, cheroots and cigarillos are rolls of
cigarillos if they can be and, given their tobacco which can be smoked and, given their
properties and normal consumer properties, are intended exclusively to be
expectations , are exclusively intended to smoked as they are, having:

be smoked as they are:
(@ an outer wrapper of natural tobacco

(a) rolls of tobacco with an outer wrapper of covering the product in full including, where
natural tobacco; appropriate, the filter (but without any
(b) rolls of tobacco with a threshed blend further layer partially covering the outer
filer and with an outer wrapper of the wrapper), but not, in the case of tipped
normal colour of a cigar, of reconstituted cigars, the tip; or
tobacco, covering the product in full, (b) a threshed blend filler and an outer wrapper
including, where appropriate, the filter but of the normal colour of a cigar, of reconstituted
not, in the case of tipped cigars, the tip, tobacco of subheading 2403 91 00, covering
where the unit weight, not including filter or the product in full, including, where appropriate,
mouthpiece, is not less than 2,3 g and not the filter but not, in the case of tipped cigars, the
more than 10 g, and the circumference over tip, where the unit weight, not including filter or
at | east one third of the length is not less mouthpiece, is not less than 2,3 g and not more
than 34 mm. than 10 g, and the circumference over at least
one third of the length is not less than 34 mm.
Note: In bold italics the different wording used in the two definitions.

U | NDUSTRY AND PRODUCTS

The cigars and cigarillos manufacturers in the EU comprises and estimated 50
companies, the majority being SMEs and a certain share of family -owned

% Ramboll Evaluation (2014), p.227.
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businesses. *’

Small operators are generally not involved

in the segment of

dorderline 6 cigarillos, which instead regarded some more established independent

companies (also active in the FCT and pipe segments) and to some extent the Big
ramme 6 6torf adcei glar i I | os

Tobacco

compani es.

supermarket channels, mostly in Germany. A few examples of products is provided in

Table 10 below.

It is important to highlight that under the current legal definition there is no clear

criterion to

di stingui sh
price, packaging and appearance (e.g. a paper partially covering the o
and mode of consumption may help identifying products somehow intended at
substituting FMC, but it is worth underlining that no clear

since products are distributed over a continuum of price

bet ween a

seem often used also to complement and not substitute FMC.

Table 10 7 Examples of cigarillos from different types of company

Brand

John Player Special filter cigarillos
L&M Filtered cigarillos

Route 66 Filter Cigarillos

Pall Mall XL Filter Cigarillos
Chesterfield Filter cigarillos
Marlboro Leaf / Leaf Beyond

Break filter cigarillos

Burton Original Filter Cigarillos
Jockey Filter Cigarillos

Silverado Filter Cigarillos

Braniff Full Flavour filter cigarillos

Compan

Imperial Tobacco

PMI

Imperial Tobacco

BAT

PMI

PMI

Scandinavian Tobacco Group
Joh. Wilh. von  Eicken GmbH

Mac Baren Tobacco Company
Continental Dohanypari
Villiger Séhne

Note: the table includes a limited sample of filter cigarillos sold in a 20 pieces packages which according to

the previous

from being clear.
Source :
research in tobacco shops.

3.3.1.2 Tax and Regulatory Framework

U EVOLUTION OF

Germany was the main market where so

Evaluati on
exhaustive and, as explained in the tex t,

study

Euromonitor International: Passport Tobacco, 2016 Edition, complemented by web and on

TAX STRUCTURES AND RATES

Between 1995 and 2007, the annual sales of the overall cigars and cigarillos category

increase d from 1.0 to 6.5 bn pieces. The steep increas

t he

ofso-cal | ed
6eeco garill osé

6t obacco
| oophol e

appearancegaf i bestran@ .growtthbetween 2003 and 2007
to (i) a heavy tax increase on FMC between 2002 and 2005; and (ii) the drop in sales

p ostridter daxat n betawvdeh 2006iamd@007. The
Ssubsequent

was c¢cl osed in

ar e al

-cut

Oborderl ined
uter wrapper),

-cut distinction can be made,
-levels and packaging, and

f since the 1* of January 2008, the revised definition of Directive 2002/10
entered into force establishing a minimum weigh of 1.2 g;

1 in May 2011, the Government adop

the minimum rate was further increased since January 2012;
f since 1 * of January 2015, with the end of the derogation (Art. 4(2) of Directive
2022/64), the definition changed again and only natural tobacco wrapper are

now permitted.

The outcome of this regulatory process

cigarillo s, which reportedly dropped from some 5.3 bn pieces in 2007, to 3.3 bn the

157 Source: ECMA.

ted a minimum tax on cigars and cigarillos;

has been a steady decline in the market of

75

SO

of

mi ght fall in the category
criteria for the identification
-site
-cal | ed-cigareiclol ocarée pbpalar.
e can be largely attributed to
was due

d

g

6b

of

ste



following year, to less than 2.0 bn in 2016. %8 Similar regulatory processes took place

in other MS where O6borderlined6 products were market
explains some disparities in national level trends across the EU. Further to Germany,

also Hungary could derogate on the application of the new definition of cigarillos until

the end of 2014. In this country, the overall cigars and cigarillos market has grown

near ly four -fold between 2010 and 2014 . 1'n 2015 it collapsed back to 2010 level s due

to the entry into force of the new definition. In all other markets, the new definition

was already valid since 2011 (except for transposition time ).

Directive 2011/64 establ ished that cigars and cigarillos may be taxed either through
an ad valorem excise duty or through a specific duty (by number of items or kg

a mix of both. The minimum overall duty applied is set at 5% of the retail selling price

inclusive of alltaxes or U 12 per kg or 1, 00 OArtiple Bl@)ealows | n addi t
MS to set a minimum excise duty (MED). Within this framework, MS approaches to

these products have been different. In some cases, a full ad valorem excise duty may

have incentivised O6borderlined pr odandcSt)sin ftleer g. ES,
circumstances a M ED fixed early on has seemingly prevented such developments (e.g.

FR, BE, IT). A high specific excise might have had the same effects in other countries

(e.g. SE, PL, and RO). Various countries have changed their tax structures and rates

over the years eit her to tackle the diffusion of dorderline 6 products or to prevent it.

For instance:

159) or

T Germany introduced in 2012 a o6dynamicd total t
(minus the VA T of the taxed cigar/cigarillo).
T Spain introduced a MED of (020831.5 per 1,000 wunits
1 Austriaincreasedth e MED to 04 100 per 1,000 pieces in 201
1 Denmark more than doubled its fully specific rate between 2014 and 2016
(frombu52to G4 67.0 per 1,000 pieces).
f Portugal introduced ger MED piezds inG201% 0 **°, and
progress ively raised the a d valorem duty from 12% to 25%.
T Hungary introduced a MED of 0 12.89 in 2015, anc
ad valorem rate prom 29% to 14%.

T Iltaly introduced a MED in 2011, and increased i
conventional k g (equal to 400 pieces) in 2014.
i1 France switched to a mix structure in 2013, es’

17.5 per 1,000 piecesina  ddition to the pre  -existing MED.

I Various MS, i ncluding EE, LV, LT, IE, UK, and PL increased their fully -specific
rates ov er the period, in one or multiple steps, resulting in an increase of the
tax rate ranging between 20% (IE) and 170% (LV).

These measures were largely effective in closing the regulatory loopholes that had

incentivised the development of dorderline 6cigarillos but given the blurred boundaries
of this class of product in some MS they inevitably affected also the tax burden of
6ordinarydé cigars and cigarill os.

U THE ToBACCO PRODUCT S DIRECTIVE

Directive 2014/40 (TPD2) has strengthened the rules on ho w tobacco products are
manufactured, produced and presented in the EU, including cigars and cigarillos.
However, as compared to FMC, some of the TPD2 rules for cigars and cigarillos are

less stringent, namely:

%8 gource: interviews with national stakeholders.
ln some countries, like ltaly, a o6conventionalé weight is used
160 For ¢ igars weighing less than 3g.
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1 Member States have some discretion when it ¢ omes to labelling rules for
products not currently used in significant quantities such as cigars an
cigarillos . In particular, they may choose to exempt these products from

d

stringent labelling rules e.g. combined picture and text health warnings , while

they must ensure that these products carry a general warning and an
additional text warning.

1 TPD2 requires that flavourings in cigarettes and RYO tobacco must not be used
in quantities that give the product a
othe r than tobacco. Other tobacco products, such as cigars and cigarillos, are
exempted from the ban on characterising flavours. This exemption will be
removed if there is a substantial change in circumstances (in terms of sales
volumes or prevalence levelsam  ong young people). *®*

1 To reduce affordability, the TPD2 establishes that a unit packet of cigarettes
must include at least 20 cigarettes and a unit packet of FCT contain no less
than 30g. Instead, no minimum content has been established for cigars and
cigari llos. In the case of  dorderline 6cigarillos this entails that 10 pieces packet
will continue to be available , while this is no longer possible for FMC.

di stingui

Based on the above considerations, some stakeholders believe dorderline 6 cigarillos

are not destine d to disappear following the change of definition, but they may increase
their attractiveness vis  -a-vis FMC, thanks to the TPD 2 unintended effects

3.3.2 Estimated Market and Consumption

3.3.2.1 Market and Consumers

Cigars and cigarillos represent an estimated 1.6% of the total tobacco market in EU.
In 2015, sales amounted to some 9,300 -9,500 units and in ®xankss of
the overall tax receipts amounted to approximately (66 4 ¥¥nFor the reasons
reported above, di saggregati ng ciganles frerh ardieary o f 6bord
products is inevitably arbitrary since there is no objective criteri on. Moreover, these
products have not been commercialised in all EU markets, therefore their diffusion has
to be assessed on a case-by-case basis. In this Study this has been done combining
different indicators collected from different sources, namely:
0] Overall trend of the overall cigar and cigarillos consumption. According to
all stakeholders, the consumption of ordinary products is stable or has been
slowly decl ining for many years in all MS. Therefore, a steep
increase/decrease in sales may be due to an exogenous event, such as the
commercialisation (or drop) of products whose demand is unrelated to
ordinary cigars and cigarillos dynamics.
(ii) Unfavourable tax  regimes. As seen, various MS used to have relatively high
fully -specific tax rates and/or MED de facto eliminating tax adva ntages for
dorderline 6products.
(i) Eur omonidwotriébreat es -fighter degmentcoé cigarillos. However,
these data have to be tak  en with some caution.
(iv) Economic o per at deedbatk, based on interviews with  cigarillos
manufacturers.
161 On this point see for instance the report of the American Campaign for Tobacco -Free Kids fANot Your

Grandf at her 6s Qtpg/aw o w.tol2dedir8ekids.org/what_we_do/industry_watch/cigar_report/

162 Sources: ECMA and  Euromonitor International: Passport Tobacco, 2016 Edition .

183 EDT (July 2016). Note: the figure does not include data from EL, BG, HR, MT, AT and PL, which were not

available in disaggregated form. Data for NL and LV refer to 2014.

8 When divided by overall sales value the unit price of this class sometimes resulte d higher than the unit
price of the class of ordinary filter cigarillos, which suggests that the boundaries between these two classes

are not always consistent.
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The results of the above analyses allowed to consider the share of dorderline 6
products in the majority of EU countries (in particular SE, FI, UK, IE, FR, NL, RO, BG,
MT, and PL) as very small. In few MS there has been a certain diffusion of these
products, often earlier than the introduction of Directive 2011/64, but in many cases

these have been tackled with the adoption of tax measures. A brief overview of the
likely situation in selected MS is provide d in Table 11 below.

Table 11 7 orderline 6cigarillos estimated market trends in MS

MS Evidence of commercialisation of Trends and current situation
Obordewlicngarill os

DE 1 Widespread diffusion of eco - 9 Regulatory changes led to a collapse
cigarillos prior to 2007 (up to 6.5 between 2007 and 2009, and a
bn pieces) constant decline afterwards
1 Between 2.0 and 3.0 bn pieces per T I ndustry esti matiegami
year (2010 -2015) sales at less than 2.0 bn pieces in

2015 (i.e. some 67% of the overall
cigars / cigarillos)

DK T Between 2011 and 2014 the 1 Following a tax increase the cigarillos
overall market of cigars and market fell from nearly 140 mn pieces
cigarillos doubl ed in 2014 to less than 60 mn pieces in
amount exceeded 75 mn pieces. 2016.

ES 1 Per capita ¢ onsumption more than 1 The market kept increasing until the
5 times greater than EU median introduction of a MED in 2014.
value. 1 Cigarillos (of any kind) in 2015

9 Diffusion started early, thanks to a amounted to nearly 2.0 bn pi eces
full ad valorem excise duty.

HU 1 Fast growth b/w 2010 and 2014 1 End of derogation, plus the
thanks to the Directive derogation: introduction of MED led this segment
from 145 mn to 560 mn (all kind of to collapse in 2015 (to the same level
cigarillos) of 2010). The MED will further

increase.

PT T A fully ad valorem structure 1 The introduction of a MED on cigars
combined with recent tax increases and cigarillos produced a decline in
in FMC caused a rapid growth in 2015
2013 -2014 (i.e. some 240% in two
years)

LV, LT, 1 In 2010 LV had the highest per 1 The fully specific tax rate has

EE capita consumption of cigarillos in increased four times in LV between
the EU (268 pieces / year). 2010 and 2015, more than halving

 In both LV and LT the estimated sales level (from 133 mn to 57 mn
share of price -fighter on the total pieces)
exceed 80%, in EE it was close to Similar tax increases in EE and LT
70% (much smaller in absolute
terms)

Sl, SK, T In all these MS the market of 1 SK and CZ increased moderately their

Ccz cigarillos was very small in 2010 specific rates
but increase fastunti | 2015. Sl introduced a MED in 2013, which

slowed down but did not stop growth.

IT, BE, 1 In all these countries the market of 1 The market has declined constantly

AT, EL cigarillos was relatively developed until 2015, also thanks to the increase
in 2010 and the tax regime was of MED (IT, BE and AT)

conducive to dorderline 6 products

(possible minority share).
Source : Stakeholder estimates, EDT (July 2016) , Aut hor 6 s e | Bubomonia bridatan (Eurfomonitor
International: Passport Tobacco, 2016 Edition ).

Deducting cigars and non  -filter cigarillos from the total 185 the overall filter cigarillos

market in the EU varied from some 6.6 bn pieces in 2010 to some 6.3 bn pieces in

185 Based on Euromonitor International: Passport Tobacco, 2016 Edition
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2015. With  approximately 7.3 bn pieces, the peak year was 2012, before the
introduction of MED and other tax measures in many MS . The share of sales
attributable to  doorderline &products is difficult to estimate , and depend s on the criteria
adopted. Under the current definition, the 6borderlined character seem:
to its affordability as compared to other products than to physical or visual features.

In other words, the same product i beita dorderline dor and ordinary cigarillo - may
or may not generate substitution  effects in different market s, depending on the tax
differential with FMC. In this sense, some tax authorities tend to consider the issue of

dorderline 6cigarillos no longer as a matter of product definitions, but in purely market

price terms, i.e. all pr  oducts falling under a certain price level may be considered as
possible substitutes of FMC, regardless of their size and packaging. This approach is

certainly sensible as regards the policy objectives that competent authorities may

pursue, but it makes it even harder to determine what share of the cigarillos market

actually consists of dorderline 6 products, since the same product may require to be
treated differently across different countries.

Based on these considerations, the estimates provide d below do not concern the

specific brands of O6bor der | i ne 6Ramhboly Evaluatioh o, dut a s i nte
extend the scope to any filtered cigarillos that may represent an attractive low -cost

alternative to FMC. The estimates provided in Figure 7 are based on a combination of

different sources and a few strong assumptions, therefore have to be taken with

caution. The histograms compare the total sales of cigars and cigarillos 186 with the

possible amount s of low price products. These have been estimated based on (i)

actual figures, where available (e.g. DE); (ii) a comparison between the cigarette WAP

and a theoretical cigarilos WAP (base d on current taxation); (iii) industry

stakehol dersd esti mates. The final outcome is that
price potentially inducing substitution in their geographical markets may amount in
the EU to an overall 3.70 bn pieces (2015). This figure is somehow greater than the
industry overall estimate of some 3.0 bn pieces (in 2016), since it may include also
cheap <cigarillos that do not necessarily have all
cigarillos.
Figure 7 i Estimated market of low - price cigarillos (mn pieces)
3000 2956

2500 2286

2000 178

1500 t 1327
1 R

1000 i B

w0 K E; 399 386 482
1 W 134 @132 I10115082 85 36 55., 69 57. 35, 71 60 921
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HU DK PT EL AT LV LT Cz SK PL
mOverall EILow price cigarillos

Source : Stakeholder s 6 esti mMat adsr 6 s el a bEaronsonitordniernatidnal: Passport Tobacco,
2016 Edition .

The Eurobarometer 429 ha s introduced cigarillos among the product categories

subject to a separate analysis. In previous editions, cigarillos were not addressed and

wer e supposedl y covered in t he broader 6cigard C
indicate that 1% of EU smokers (i.e. ab out 1.1 million people) are regular (daily)

consumers of cigarillos, while another 17% smoke them monthly or only occasionally.

86 Euromonitor  International: Passport Tobacco, 2016 Edition
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Based on the above estimates on the consumption of dorderline 6 cigarillos and
assuming they are perfect substitutes of cigarett es (i.e. that the level of daily
consumption is equal to cigarettes), the number of regular consumers of these product

can be estimated below 0.5 million people.

With respect to consumer profiles, the Eurobarometer 429 reports that cigarillos are

almost exclusively smoked by men, mostly aged +55 y.o. Only 2% of 15 -24 y.0
reported to smoke cigarillos regularly (at least once a month). According to the report,
cigarillos are never the first tobacco product used for smoking initiation , probably

because of th eir strong taste . In this sense, cigarillos represent a minor threat for the
tobacco control policies among youth, although the development of sweet flavoured
products (as in the USA, and to some extent in Spain) requires a close monitoring in

the near fut ure. **’

3.3.3 Problem Analysis

3.3.3.1 Tax -induced Substitution

U SUBSTITUTION BETWEEN CIGARETTES AND CIGAR  ILLOS

The minimum excise rate established in the Directive 2011/64 is equal to 5% of the

retail selling price inclusive ofalltaxes or G4 12 per 1,000 items or per

compared to other tobacco products, and in particular cigarettes, this rate is
significantly lower. This relates to various historical and economic reasons, including

the higher production costs for these produ cts, the high incidence of SMEs in this
segment of the tobacco industry, the overall limited and largely occasional
consumption pattern. The actual rates applied by MS are generally higher than the EU
minimum, but still much lower than the rate applied to cigarettes. In some MS't he
advantageous tax treatment ha s encouraged the commercialisation of products that
fulfil the cigarillos definition but are in many respect potential cheaper substitutes of
cigarettes. From a commercial perspective these products t herefore do not compete
with traditional cigars but with cigarettes and may therefore have distortive effects of

the market and adverse implications for both tax revenues and tobacco control
policies.

The price -related substitution between cigarillos and cigarettes ha s been observed in
various circumstances, but especially with the previous generation of cigarillos, for

which the legislation allowed more similarities with cigarettes. In Germany, Spain and

Latvia, a decline in cigarettes sales (connected t 0 tax increases) were accompanied by

a steep growth in the consumption of low -price cigarillos. The opposite trends were
also observed: in Denmark, Portugal and Hungary the introduction of heavier taxes on

cigarillos between 2014 and 2015 (and the end of the derogation period for HU),

caused a rapid decrease in sales, whereas the histori cal decline in cigarettes
consumption temporarily sl owed down or reversed
cigarillos appeared where the tax regime was favourable, i.e. a pure or mostly ad

valorem structure and the absence or a low MED.

While huge price differentials (related to disparities in tax regimes) may have

encouraged some consumers to switch from cigarettes to low -price cigarillos, it is
important to underline that these products taste differently, thus limiting
substitutability. Furth  ermore, the volume of dorderline & cigarillos consumption

represent some 0.5% of the consumption of cigarettes, therefore the extent of the
possible competitive threat is marginal.

167 https://www.tobaccofreekids.org/what_we_do/industry_watch/cigar_report/
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At the same time, dorderline 6 cigarillos are also different from ordinar y cigarillos in

terms of smoking experience and may therefore not appeal to typical cigarillos
smokers. Their share of the overall cigars and cigarillos market is substantial (about
one-third ), but manufacturers of ordinary cigar and cigarillos do not cons ider

dorderline 6 products as real competitors. The main concern of manufacturers is that
the presence of  dorderline 6 cigarillos, especially when branded by big tobacco

companies, may prompt tax authorities t 0 increase the tax rate over the entire
categor y to close the loophole, as it indeed happened in a number of MS in the past
few years. Since not al |l c hed&igarillos tigsanevitdbly cassedar e ébor d

an increase in the tax burden for most of economic operators, including smaller ones.

Tax authorites do not seem to consider 6borderlined cigarillos as a
revenues and tend to consider substitution as a marginal phenomenon that does not

really affect tax budget stability and predictability. In many instances, this was the

result of a revision of the tax structure and rate applied to these products, using the

instruments already envisaged in the Directive. Giv en the opportunistic nature of

dorderline 6 products these measures seem generally very effective in mitigating,

sometimes significantly, their diffusion. As of 2015, assuming a 100% substitutability

between the produc t s, the 6éexci se -mieerifarilldsucan bé estimatedwat

some U 391 m

Table 12 7 Estimated excise gapdueto dorderline 6&cigarillos
Est. number of low - price Est. excise revenue from Est. overall excise gap due
cigarillos dorderline  6cigarillos, and to substitution

losses from cigarette
substitution

3.7 bn pieces G 187 mnoébooder | 0-391mn
0.76% of cigarettes cigarillos

U -578 mn from cigarettes

substitution
Source : Aut hor 6s est i rEBT @uly2@L6)e,dndustny data on sales, model -based estimation of
dorderline 6cigarillos share. The tax yield from dorderline 6cigarillos is conservative, since it is assumed that
the excise burden is equal for all cigarillos, although in practice it is generally higher on dorderline 6
cigarillos .

@orderline dcigarillos are also not (or no longer) viewed as a threat to tobacco control
policies, due to the currently limited incidence of substitution and the overall
marginality of these products. As already underlined, there is however the need to

keep these products monitored, for two main reasons: (i) the ru les of the TPD2 are
comparatively lighter for cigars and cigarillos, thus potentially encouraging a future
development of this market segment with newly designed dorderline 6 products; (ii)
flavoured products potentially ap pealing young consumers may grow in popularity.

U OTHER BORDERLINE OPRODUCTS

Other product conceived to exploit regulatory loopholes, such as the so -called O6party
cigarso6, were addressed and eradicated in the curre
States to tax cigars by weight, instead of (or in addition to) by piece (e.g. this option

was chosen by PL, LT, CY, IE and UK); and (ii) stipulating that cigar and cigarillos

must be intended to be smoked as they are. All stakeholders interviewed includin g

both public authorities and economic operators concur this problem no longer exist S.

3.3.3.2 Disparities between excise product definition and CN classification

As shown in Table 9, the definition of cigars and cigarillos laid down in the CN

classification differs slightly from the excise product definition . The use of subjective

criteria like  Ainormal consumers expecta  tions 0 in the excise product definition or fAthat

can be smokedo in CN classification does not crea
stakeholders interpret these provisions as referred to dorderline 6 products that could
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not be s mok enhichbwes prevs dusly available in some countries but are no
longer commercialised.

Instead, the reference in the CN definition to the absence of a fifurther layer partially
covering the outer wrapper 0 may create some administrative uncertainties and related
burden in the case of certain products that have an additional paper covering the
tobacco wrapper over the filter. These products are consistently classified as cigarettes

for customs purposes, wher  eas fit into the definition of cigarillos for tax purposes.
These inconsistencies have created in the past some classification uncertainties to
customs authorities and request s for clarifications. There have been also a few
disputes but in all instances it was eventually confirmed that the tax regime applicable
to these products is that of cigarillos. %8 To prevent further uncertainties, economic
operators have also made frequently recourse to BTIs. In this respect, various
stakeholders would be in favour of aligning the two definitions.

The EMCS system does not allow incongruences in the coding of products for CN and

excise purposes, therefore these products are commonly coded as cigarillos also under

CN, although according to customs classification they s hould be considered as
cigarettes and actually do pay custom duties as cigarettes. Evidently, this system
constraint may further fuel uncertainties, confusion and the risk of abuse. In this

sense, even in the absence of an alignment of definition a technic al intervention on
the EMCS system seems necessary to ensure the flexibility required by this dual
coding.

u SUMMARY OF PROBLEM ANALYSIS

Tax -induced A Limited distortion of A New low -cost products may possibly
substitution competition appear on the market also due to
between cigarillos A Limited tax revenue loss TPD26i ncenti veso

and cigarettes A Relevance for competition and tax

revenues is expected to remain
limited, but monitoring is required
A Flavoured products appealing to youth

may develop
Disparities A Possible administrative A The issue may persist with no
between excise uncertainties and significant change in magnitude
product definition disputes expected.
and CN A Poor functioning of EMCS
classification
168 At present, as reported by a major manufactu rer of low -price cigarillos, there is only one on -going

dispute related to these products, in Lithuania.
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3.4 Fine -Cut Tobacco, including Roll -Your -Own and Make  -Your Own
3.4.1 Baseline Assessment
3.4.1.1 Products, consumers, and markets

U THE PRODUCT

Fine-Cut Tobacco (FCT) is a category of tobacco that can be used for making
cigarettes. '®° In art. 5 of the Directive, FCT is defined as smoking tobacco 6in which
more than 25% by weight of the tobacco particles have a cut width of less than 1.5
mm 6™ From a commercial perspective, FCT includes two sub -categories:
1. Roll-Your-Own (RYO) tobacco, which is intended for the hand -rolling  of
cigarettes. RYO is rolled by consumers in a cigarette paper and, possibly,
adding a filter.
2. Make-Your-Own (MYO) tobacco, which is intended for the machine -rolling  of
cigarettes. MYO is filled by means of a handhel d device into an empty

cigarette tube.

From a legislative perspective, neither EU and national acts nor sectoral standards
differentiate between MYO and RYO. However, differences exist between the two
products:
1 Interms of physical characteristics, RYO u sually has a thinner cut (around 0.3 -
0-4 mm) and a higher humidity, while MYO usually has a wider cut (around
0.5-1 mm) and a lower humidity. However, MYO products with a cut in line
with that of RYO exist on the market.
1 With respect to the blend, the two products may also contain expanded tobacco
T defined below in Box 7 T to avarying degree: MYO can include a higher share
of it, while RYO usually does not include it, or does to a more limited extent
Based on the higher or lower share of expanded tobac co, MYO products can be
distinguished between MYO -volume (also known as expanded MYQO) and non -
expanded MYO.
1 As far as commercial differences are concerned, RYO is usually sold in pouches
of small size ' and the market is populated by brands different from those in
the cigarette market; the market share of SME is higher compared to the FCT
and the MYO segment. '™ MYO is usually sold in tins and boxes up to several
hundred grams and usually includes a claim about the number of cigarettes
that can be rolled; the market largely consists of cigarette brands.

172

Box 7 - Expanded tobacco

06Expanded tobacco6 is cut tobacco that undergoes industri
become expanded, cut tobacco is impregnated with liquid gases (such as carbon dioxide, freon,
or ammonia) under pressure and/or at low temperature; then, sublim ation of gases is triggered.

When sublimating, the gas expands, and the resulting internal pressure enlarges tobacco leaf
cells, causing a growth in the volume of the tobacco lamina. Different methods of expansion

exist, which lead to a different expansion rate, resulting in an increase of volume of twice to

¥ cf. the definition included -your-awn .t ®h &c coofd tnneea nTsP Dt: o bfiadcrcool lwh i ¢
used for making cigarettes by consumers or r etail outl etso.

" Hence O6tobacco which has been cut or otherwise split, twisted
being smoked without further industrial processingd (Art. 5.1. a)
1 MS are free to consider smoking tobacco in which more than 25% by we ight of the tobacco particles

have a cut width of 1.5 mm or more and which is sold for the rolling of cigarettes as FCT. Cf. Art. 5.2,

second paragraph.

172 For reasons of quality, taste and ease -of-rolling.

3 The minimum size set by the TPD amounts to 30 grams (cf. Art. 14.1).
74 Cigarette brands have also entered into the market in the recent years.
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more than twice. '™ As an ingredient, expanded tobacco is added to various products, in
particular manufactured cigarettes (especially certain ol

An official method exists in the EU acquis to distinguish expanded tobacco from non -expanded
tobacco, and to measure the share of expanded tobacco in a blend, based on the different

densities of tobacco particles. The method, which is used to classify expa nded tobacco under the
appropriate CN Code, is described in Commission Regulation (EEC) No 3311/86 of 29 October

1986 on the tariff classification of goods falling within subheading 24.02 E ("Other, including
agglomerated tobacco in the form of sheets or s trip”) of the Common Customs Tariff. Customs
officials interviewed during fieldwork had not been recently asked to perform this test, but they

considered that its application would not create any particular problem.

U CONSUMERS

Statistical differences  exist between consumers of FMC and FCT. Rolled cigarettes are

more widespread among men, and among people living in a rural area or a small

town. With respect to occupational groups and income, FCT is more largely used by

unemployed people and by peoplese  lf-descri bing as 6in fi°mHemcegi al di f
on average, FCT consumers have a lower income and can be considered more price -

sensitive.

At more granular level, based on market research and information collected from
interviews with economic operators, consumers of FCT include two categories:

1 those who have a preference for tobacco for rolling over FMC because of e.g.
taste, appearance, s ocial habits. These consumers are more likely to smoke
RYO over MYO, and to buy RYO -specific brands rather than cigarette brands.

1 those who buy FCT over FMC because of its higher affordability. The MYO
market segments is mostly populated by these price -sen sitive consumers.

The differentiation of consumers in the RYO and MYO segments is not clear -cut, due to
a large share of dual users. For example, in France, about 40% of RYO smokers and

55% of MYO smokers also consume FMC and/or the other FCT product. 7 Also not all
consumers use RYO and MYO as it they are intended (i.e. RYO for hand -rolling and
MYO for machine -rolling); however, there is no estimate available on how large this
different usage is.

U CONVERSION RATE

Preliminary to the problem definition and the market analysis, it is necessary to

discuss what the appropriate conversion rate between FCT and FMC is. Statements

such as O6MYO represents 30% of the tobacco marketd
t hat on FMC6 presuppose an i rsiop IratecbiettveenoRCT, ¢h& p | i c i t c
quantity of which is measured in kg, and FMC, the quantity of which is measured in

pieces (or sticks). In this area, there is no accepted product standard, also because

the weight of rolled cigarettes varies among consumers. How ever, official, industry

and academic sources provide a plausible range of estimates for the conversion rate:

75 (o} Airco, AiDIET, Dry l ce Expanded Tobaccoo,
http://www.aircodiet.com/images/AIRCO_DIET_Process_Description.pdf (last accessed on March 2017);

Airco T ADI ET brochur eo, httpa/siracd | @tliedmémages/AircoDiet -_Brochure_15526.pdf ; PBD,

AAnat omy of a Ci gar et thegpo/www.zbs.cagivigbédn/bdvadcigamtie/anat_text.html . Last

accessed on March 2017.

" Eurobarometer 429. Cf. also LondoeQutEcTombar cces , e XicSit sued ys tornu cFti unree |
European Tobacco Smoking Association, 2015.

7 |.e. a share of RYO smokers also consume MYO and vice versa. Data provided by the industry, based on

marke surveys and Institut national de la statistique et des études économiques
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1 EU sources . No conversion rate between FCT and FMC is mentioned in the

Directive. However, a 1 g of FCT = 1
taken into account when establishing the appropriate approximation rate to
cigarettes, in order to prevent or limit product substitution. In the Impact
Assessment, this is made explicit: 1 kg of smoking tobacco corresponds to

FWC (i n

1,000 industrial cigarettes.  *"® There is another reference in a non -binding EU
document, that is DG SANTE practical guide on the reporting of tobacco
product ingredients, where it is stated that 6one unit of productd

one cigarette or 0.75 g of FCT (i'h short, 60.

1 National sources. Most of the tax authorities interviewed adopted, implicitly or

explicitly, the 1 conversion rate. However, this is not always the ca se: Ireland
considers a conversion rate of 0.75 g per FMC, and Sweden of 0.75 -0.81 g per

FMC.

1 Industry sources. Several industry players provided a conversion rate,

sometimes as confidential data not for further disclosure. 180 Respondents were

split among those who considered the 1 conversion rate as appropriate, and
those deeming a lower conversion rates as close as more in line with the real
market situation. The latter estimates fall into a range of 0.7 to 0.8 grams of

tobac co per rolled cigarette. Finally, it is worth mentioning that MYO boxes
sometimes provide a claim on the number of cigarettes that can be rolled,

based on a conversion rate as low as 0.4 g per cigarette, but T being a purely
marketing claim T such very low values are not considered further in the

analysis.

f  Academic sources. The PPACTE project %

FCT smokers with respect to the average weight of a rolled cigarette. Out of a

provides the results of a survey of

sample of 185 smokers, the median weight is 0.79¢g per cigarette (interquartile

values of 0.56g and 1.22g), and the mean 0.94g.

Taking into account the available evidence, when measuring impacts of any change to

the taxation of FCT, as done in Section 5.4 below, results will be provided for two

conversion rates: 1, which is the one implicit in the current EU framework, and 0.75,
which is a plausible value according to national tax authorities, industry and academic
sources.

U THE FCT MARKET

At EU level, th e market for FCT has seen a considerable growth in the period 2006
2012, which was then followed by stability. In 2006, the quantities of FCT released for
consumption in the EU amounted to about 65 mn tonnes, which increased to 87.5 mn
tonnes in 2012 (+35% , or +5.2% year -on-year). FCT growth then flattened

in

absolute terms , and market volume has been fluctuating at about 87 -88 mn tonnes in
the period 2013 -2016. ¥ Data are shown in  Figure 8 below (left scale). FMC were, to

" ACommi ssion Staff Working Document, Accompanying

document

amending Council directive 95/59/EC, 92/79/EEC and 92/80/EEC on the structure and the rates of excise
duty applied to manufactured tobaccoo, | mpact Assessment, COM( 2

Hereinafter o6l A Dir 2011/ 64606.

" European Commission, DG Health and Consumer Protection,

Practi cal Guideodo, wundated.

180 Further than a commercial secret, the conversion rate has an impact on taxation: the lower the
conversion rate, the higher the taxation of FMC, keeping a constant approximation rate with the taxation of
FMC. This affectsoperators 6 i ncentives to disclose and discuss
181 PPACTE (Pricing policies and control of tobacco in Europe) is a research project funded by the European

t
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t
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Commission under the 7th Framework Programme. Cf. Gallus S., etal. , i Ryour -lown cigarettes in Europe:

use, wei ght and implications for fiscal policieso,
192, 2014.
182 Source: Euromonitor International: Passport Tobacco, 2016 Edition
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the contrary, in steady decline, and the cigarettes released for consumption in the EU

fell from about 700 bn sticks in 2006 to 470 bn in 2016 ( -32%, or -3.9% vyear-on-
year). As a consequence of these trends , the relative market share of FCT over total
tobacco consumption kept increasing . I n stick equivalents, it represented 11% of the
market in 2006, 17% in 2012, and 20% in 2016. 183

Figure 8 - EU market for FCT (left scale) and FMC (right scale)
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Note : Data for the EU 25. Source : Euromonitor International: Passport Tobacco, 2016 Edition

At the EU level, the FCT market is still modest as compared to FMC;  but penetration
rates differ significant ly from MS to MS . Figure 9 below presents the market share of
FCT in 2016 for the EU MS.'® FCT represents more than 20% of the market only in 5

MS, mostly concentrated in North -Western Europe: Belgium, Hungary, the
Netherlands, Germany, and the UK. To the contrary, in most countries the market for

FCT is less than 10% of the total market (13 MS ), or even less than 5% (8 MS).

Figure 9 - Relevance of FCT market in the MS (in stick equivalents)
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Note : Conversion rate  for stick equivalence :0.75 g. Source : Euromonitor International: Passport Tobacco,
2016 Edition .

Given the national character, a more detailed analysis of market trends for FCT and

the impact of tax policies was carried out for the 7 MS covered in -depth. While each
MS presents its own specifics, the following main points emerge:
1. Steep and sudden increases i n FMC taxation triggers increases in FCT

consumption; this was the case e.g. in France, Ireland, Italy, and Hungary;

183 Figures refer to a conversion rate of 0.75 g per stick. With a conversion rate of 1 g per stick, FCT
represented 8% of the market in 2006, 14% in 2012, and 16% in 2016. The market is measured as the

sum of FMC and FCT sticks.

184 Missing data for CY, MT, and LU.
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2. Taxing FCT significantly less than FMC is a factor in supporting a large FCT
market: the two largest markets in the sampled MS are those wh ere the total
tax burden on FCT is less than 50% compared to cigarettes;

3. Conversely, when FCT and FMC are taxed at about the same level, as in
Sweden, the FCT market tends to disappear, since only consumers with a
strong preference remain in it;

4. The econom ic crisis and the decline of the available income may trigger
downtrading from FMC to FCT (as in Ireland and ltaly, and, to a lower extent,
in Germany), but this is not easy to prove in isolation, because the crisis was
usually accompanied by tax increases ;

5. Local factors are important, in particular consumer preferences and cultural
habits (or lack thereof) play an important role in explaining market trends;

6. Growth of MYO -Volume is uneven. In Hungary, the FCT market largely consists
of MYO-Volume, andtoa more limited extent of MYO. In France and Germany,
two countries with a | arge anattabacdodife sharensumpt i o
of MYO-Volume reached about 20 -30% of the FCT market; in ltaly, the FCT
market is relatively young, and the presence of MYO -Volume has remained
marginal so far. It appears that MYO -Volume has a higher penetration in MS
where affordability is a more pressing issue, as well as in more mature FCT
markets, but it is difficult to draw a clear trend. Most probably, consumer
preference s, consumption habits, and Big Four marketing decisions are the
most important drivers.

7. There is non -conclusive evidence on whether the existing tax levers, i.e. the
relative weight of the specific and ad valorem components and the use of MED,
have a significant impact on the penetration of MYO -volume. Markets where
MYO presence is significant, i.e. Hungary, Germany, and France, feature a
different and sometimes changing tax structure. Hungary, as of 2015,
introdu ced a purely specific taxation, replacing the previous system which
encompassed a purely ad valorem tax coupled with MED. The change had
apparently no effects on the size and growth of the MYO -volume segment,
according to both market data and the judgment of economic operators and
the tax authority. With respect to France and Germany, the former has a high
ad-valorem component, while the latter opted for a mixed structure, to which a
MED was added in 2016. Concerning countries in which the penetration of
MYO-volume is negligible, both Sweden and Ireland have a purely specific
taxation of FCT; on the other side, Italy has a purely ad valorem structure with
MED.

U COUNTRY BY COUNTRY  DESCRIPTIVE ANALYSIS

In the remaining part of this S ection, data retrieved from public sources, interviews,

or estimates based on databases are presented. Sources and methodological notes are

as follows:

1. Data on FCT market. Whenever available, data published by the national tax
authorities are presented. These data were triangula ted with data from industry
sources. Only for Poland, data from the tax authorities were not available at a
sufficiently disaggregated level, and it was only possible to rely on an industry
data series (which, for confidentiality reasons, is not disclosed)

2. Data on RYO, MYO and MYO -Volume segments are not available from public
sources (with the exception of France and Germany) and are not included in the
Euromonitor  database. Hence, industry estimates were used; however, data
series were provided on a conf  idential basis, and the description is limited to the
main facts and to the qualitative considerations expressed during the interviews.

The Consultants triangulated the various quantitative and qualitative information
for validation purposes.

3. The Total Tax Burden on FCT is calculated at the Weighted Average Price (WAP)
and is based on either: (i) WAP and tax components as reported in the Excise
Duty Tables; or (i) WAP calculated on Euromonitor data and tax components as
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reported in the Excise Duty Tables. The former method is preferred whenever

possible.

4, Total Tax Burden (TTB) on FMC is calculated at the WAP and is based the Excise
Duty Tables.

5. 6Di fference TTBO® represents the difference betwe
WAP).

6. TTB ratio is calculated as the ratio between TTB on 1000 FMC at WAP and TTB on
1kg of FCT at WAP; a conversion factor of 1 is assumed, in line with the
approach on which the current Directive is based.

7. Data are presented in local currencies, to capture impacts on consumers. When
necessary, annual average exchange rates were retrieved from the ECB
warehouse.

U France

Figure 10 - France: FCT market size (left scale) and taxation of FCT and FMC (right

scale)
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Source : See Box 8 above.

As shown in  Figure 10 above, France provides a neat representation of the relation
between consumption of FCT and taxation of FMC: when the latter grows, the former

grows as well. This can be seen in the period 2002 -2004, when an increase of 48% of
the TTB on FMC triggered an increase in FCT consumption by 21%; and in the period
2011 -13, when an increase in FMC taxation by 13% corresponded to an increase in

FCT consumption by 9%. All this happened in a situation in which the tax differential

slowly lowered, thus singling out th e effect of price shocks in the cigarette market on
consumerso6 decision to downtrade.

France is a moderate consumer of FCT, a habit especially rooted in the Northern and
Eastern regions. In 2010, FCT represented already 16% of the market, a share which
slightly increased to 18% in 2016. %5 Hence, the growth described above did not start
from a small consumer basis, which makes it even more remarkable. The market for

FCT has then stabilised from 2013 onwards, as a consequence of a steep increase in
FCT taxat ion (+36% between 2012 and 2016, and a new price increase of 15%
expected as of 2017, because of higher excises, other taxes, and trade margins).

MYO appeared in the French market already in 2003, and grew up to 40 -50% of the

FCT market (in volume) in th e recent years. Most of the growth in the FCT market in

the 20106s was absorbed by MY O, whi |I-\olumRYv@s r emai ne
introduced in 2011 and now represents approximately two thirds of MYO products,

that is about 20 -30% of the FCT market, being the segment with the fastest growth.

18 Values measured with a 0.75 conversio n rate; 12% and 15% respectively with a conversion rate of 1.
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The tax regime was changed in 2013 from a purely ad valorem to a mixed structure,
but this had no effects on the FCT market overall, or on the trends of the various
segments. None of the interventions in the tax structu re was considered, by either the
tax authorities or market operators, as targeting specifically MYO and MYO -Volume.

U Germany

Figure 11 - Germany: FCT market size (left scale) and taxation of FCT and FMC (right

scale)
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Source : See Box 8 above.

With its 25,000 tonnes and a 30% share, 18 the German FCT market is by far the

largest in Europe: based on Euromonitor 6 s dat a, it i s more than thre
than the next one, which is Belgium. The market is also mature, and hence st able,

with limited yearly variations; the only year in which there was a double -digit increase

was 2009 (+12%).

According to industry sources, the growth in the FCT market started in the early

20006s, foll owing three steep t ax increases on F I
government opted for milder increases: from 2007 to 2016, TTB on FMC increased by

only 11%. The la ck of price shocks for FMC is thus reflected in a lack of consumption

shocks in the FCT market. To the contrary, TTB on FCT increased more rapidly (+37%

over the same period), but without sudden increases. At the same time, in Germany

FCT enjoys a low taxa tion compared to FMC, the TTB ratio being lower than 50% (and

it was lower than 40% until 2010). The combination of low and increasing taxation on

FCT probably contributed to keep the market of large, but stable.

The FCT market is divided in almost even segments between RYO, MYO and MYO -

Volume. RYO products represent about 30 -40% of the FCT Market, according to

industry sources, the rest being MYO and MYO -Vol ume. According to tax a
data, volume products represent about a third of the FCT market , a share which is

almost stable since 2012. MYO  -Volume products are mostly produced and marketed

by the Big Four , while the RYO and MYO segments are still largely populated by SME.

186 values measured with a 0.75 conversion rate; 23% with a conversion rate of 1.
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U Hungary

Figure 12 - Hungary: FCT market size (left scale) and taxation of FCT and FMC (right
scale)
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Note : missing data for the FCT market for 2016. Source :See Box 8 above.

The Hungarian FCT market is very large in relative terms: according to both
Euromonitor data and public information, FCT consumption is almost on par with
cigarettes. *®’ This is a recent trend, as in 2007 FMC represented 85% of the
consumption, and still 81% in 2010; it results from a steep decline in cigarette
consumption and a steep increase in FCT. The growth of the FCT is due to the increase

in FMC taxation and the consequent decrease of the affordability of cigarettes. TTB on

FMC increased by 47% between 2007 and 2010, and again by 65% between 2011 and

2016, due to the need to align rates with what required under the EU acquis .
Furthermore, most of the increase was achieved by intervening on the specific
component (the ad valorem component was even reduced in 2015), which affected
low - cost cigarettes more than the rest of the market. At the same time, FCT taxation
was also increased, but to a lower extent, so that only in 2015 the TTB differential

started to shrink. Importantly, in Hungary FCT is taxed significantly less than FMC, the

TTB ratio being lower than 50%. According to government s ources, this was made on
purpose to prevent consumers from downtrading to illicit products.

From 2014 to 2016, the FCT market has stabilised around 6,000 tonnes. Unlike most

of other MS, nearly all the market consists of volume tobacco. MYO -Volume was
int roduced in 2010 -11, and quickly gained importance, so much that it now represents

about 85% of the FCT market. The taxation structure was changed, in 2015, from

purely ad valorem with MED to purely specific but this did not alter the trend with

respect to the growth of MYO -volume, and the tax authorities confirmed that this was

not the aim of such intervention.

187 FCT represents 53% of the FCT and FMC markets combined with a conversion rate of 0.75; and 46%
with a conversion rate of 1.
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0 Ireland
Figure 13- Ireland: FCT market size (left scale) and taxation of FCT and FMC (right

scale)
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Source : See Box 8 above. Note : for the FCT market size: inconsistent data  for 2015 and confidential data
for 2016.

In Ireland, consumption of FCT grew in recent years. In relative terms, it passed from

8% of the market in 2010, to 16% in 2016. 18 |n absolute terms, the market more
than quadrupled between 2007 and 2012. Market growth has been uneven, with

+71% in 2009 (albeit from a small base) followed by 12% in 2010, or by +21% in
2013, followed by -4% in 2014. As already highlighted for France, a causal link
appears between increases of FMC taxation, which grew the most indeed in 2009

(+13%) and 2013 (+5%), and the downtrading to FCT. As it will be highlighted for

Italy, this has also to do with the economic crisis, with FCT skyrocketing right in 2009,
the year of the strongest GDP decline in Ireland. 189

In Ireland, the tax differential between FCT and FMC is limited, with a TTB ratio of

about 93% with a conversion rate of 1, and of 70% with a conversion rate of 0.75.

Indeed, the Irish tax authorit ies explicitly pursue a close  -to-two -thirds ratio based on
a 0.75 conversion rate. The low price differentials could probably explain why the FCT

market grew in reaction to price shocks, and then stagnated when the price of FMC did

not move. Finally, and n  otably, while in several MS MYO products are responsible for
most of the growth in the FCT market, in Ireland its importance is negligible, at less

than 5% (it only appeared in 2014).

18 values measured with a 0.75 conversion rate; 6% and 12% respectively with a conversion rate of 1.
18 For an analysis of the impact of income decline on consumption of FCT, cf. Cornelsen, L. and Normand

Cc., A |-your ownl tbbacco substitute for manufactured cigarettes: evidence

public health, Vol. 36, No. 1, pp. 65 171,2013.
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0 ltaly

Figure 14 - ltaly: FCT market size (left scale) and taxation of FCT and FMC (right
scale)
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Source : See Box 8 above. Note : missing data for 2016.

In Italy, the market for FCT remains a minor one, representing less than 10% of the

market; while it has been a niche product for a long time, representing only 3% of the
market in 2010, FCT gained popularity in recent years. 0 The market for FCT more
than quadrupled, albeit from a small base, between 2007 and 2013, with yearly
increases of 30% or more for several years in a row. Two main drivers can be
identified for the growth: the increase in the taxation of cigarettes, and the effects of

the economic crisis. On one side, TTB on FMC increased by 35% between 2007 and

2013; furthermore, the increase was pulled by higher sp ecific rates which have
affected the low -cost end of the market. On the other side, the economic crisis hit

Italian consumers hard: GDP per capita (in PPP) was down by 7% between 2007 and

2009, and, in 2015, it was still lower than 2007. The market for FCT did stabilise once
its taxation was on the rise; as a consequence, the differential TTB decreased, and the

TTB ratio approached 75% in 2015. In particular, the MED and the TTB on FCT were
increased by 20% between 2012 and 2015. The industry expects the FC T market to
remain stable, due to (i) the limited popularity of FCT among consumers other than for

price reasons; (ii) the increase in the size of pouches due to the TPD, which will
increase the entry price; (iii) the reduced and declining tax differential with FMC.

The Italian market is almost evenly split between RYO and MYO: in 2016, the former
represented 55% of the FCT market, in volume. MYO share increased from 23% and it

is eroding RYO consumers. MYO  -Volume appeared in 2014 and remained a small shar e
of the FCT market, at about 8%, despite the tax structure being 100% ad valorem,

which in principle could be an advantage for value -for -money tobacco products.

1% values measured with a 0.75 conversion rate; 7% and 2% respectively with a conversion rate of 1.
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U Poland

Figure 15 - Poland: FCT market size (left scale) and taxation of FCT and FMC (right
scale)
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Source : See Box 8 above.

Poland, as most of Central -European MS except for Hungary, is not among the main
consumers of FCT, which represents about 7% of the market. This value did not

change much from 2010 onwards, where it was about 8%. Market data for FCT are

not provided by pub lic authorities and Euromonitor estimates are resorted to . In
general terms, the FCT market is has an erratic trend , and the size of the market in
the 2012 -2015 period was around or above 2,000 tonnes.

The trends in FMC taxation between 2007 and 2010 are similar to Hungary: TTB on
FMC increased by 49%, acting mostly, but not only, on the specific component. This

resulted in a +37% increase in FCT consumption over four years. However, the

market trends of Poland and Hungary diverged in the period 2011 -2016, when TTB on
FMC was increased by 39% in the former, and 65% in the latter. However, the market

for FCT in Poland stagnated or declined, whereas a FMC tax shock would be expected

to trigger a growth of FCT. The higher taxation may partly explain the differ ence: in
Poland, FCT taxation was increased more than or in parallel with FMC, and the TTB

ratio is at about two  -thirds today, whereas in Hungary it is lower than 50%. Finally,

the stagnation of the Polish FCT market also coincided with the appearance of t he bulk
tobacco phenomenon. This has been tackled by Polish authorities, ¥ and the
crackdown on bulk tobacco could partly explain the double -digit market growth in

2015 and 2016.

191 Cf. Section 3.2.4.2 above.
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U Sweden

Figure 16 - Sweden: FCT market size (left scale) and taxation of FCT and FMC (right

scale)
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Source : See Box 8 above.

FCT is a small part of the Swedish market, consumed especially in certain social

circles, or Osubcul turesbd, whos e divenhlaeil® BGT i s wusua
represented about 3% of the FCT and FMC markets combined, and less than 2% if

snus is added to the picture. This was not always the case, as the FCT market declined

by two -thirds between 2006 and 2008, following a steep tax increase on FCT in 2007,

when the specific tax wa s raised from 560 SEK/kg to 1,1 20 SEK/Kkg, and the TTB

passed from 50% to 73% of the retail price. Basically, since then, TTB on 1000 FMC

and on 1 kg of FCT have been almost on par, and this has led to FCT becoming a nic he

product, targeted at non  -price -sensitive consumers. According to interviewees, MYO

products are not marketed at all, and the FCT market consists of RYO only.

3.4.2 Problem Analysis
3.4.2.1 Tax -Induced Substitution between FCT and Cigarettes
U THENATU RE AND MAGNITUDE OF THE PRO  BLEM

Based on academic literature, % the fieldwork, and  the analysis presented in the

Section above, these facts appe ar clear:

1. FCT and FMC are substitute products, so that an increase in the price of
FMC corresponds to an increase of F~ CT consumption;
2. absolute and relative taxation of FCT and FMC impacts on the amount of

FCT consumed. Indeed, larger FCT markets are associated with higher tax
differentials, while increases in FMC taxation (or reduction in the
affordability of FMC) are as  sociated with the growth of the FCT market.

While a substitution which is partly tax -induced is undisputed, the key question is
whether this amounts to a regulatory failure, or whether such an unavoidable market
distortion (unavoidable because any tax reg ime is itself distortive) corresponds to the

intention of the legislators. Such regulatory failure would be a combination of (i)
unintended consequences of the increase in the minimum excise level of FMC

192 The following sources estimate a negative cross -price elasticities between FMC and FCT: Laffer A.B.,

AHandbook of Tobacco Taxation: Theory eha.d MrDeatainade of,0r2 0Tlodb;a cNgu:
Europe: An Econometric Analysis of 11 Countries for the PPACTE Project, Report 6/2012 for the PPACTE

Projecto, 2012; Gavalr,ni@kKi C&€mpgrehensi ve Examinati on of Price El
Products: Evidence from Comm ercial Store Scanner Datao, Tobacconomics, 2014.
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mandated by the Directive, especially in Central -Eastern MS; (ii) design of the
Directive, as it allows for a lower tax rate on FCT; and (iii) implementation of the
Directive, as MS are free to raise the taxation on FCT, up to the level of FMC or even
further, if they consider the current rates as distortiv e.

A regulatory problem could be identified if the overall objective of the Directive was

not met . According t o Recital 18, taxation of
cigarettes, to better take into account the competition between the two products and

their equally harmful character. For this reason, a progressive increase of the

minimum excise level was staged in the Directive, aiming at a two -thirds ratio in
2020. In most MS, tax rates of FMC and FCT are getting closer to this ratio: as

reported in  Table 13 below, the ratio between the TTB on FCT and FMC decreased in

only 1 MS among those visited, that is Poland (where it nevertheless remains over the

two -thirds threshold); conversely, the ratio is higher than 90% in Sweden and Ireland.

It could be argued that certain MS are still too far from the two -thirds ratio envisaged
by the Directive for the minima T so, in a way, are not meeting its spirit i but the
current legal provisions do leave MS fr ee to pursue their own taxation policy, provided

that the minimum excise levels are met. Again, a regulatory problem would be there if

the Directive had the objective to equalise taxation on all tobacco products T
something which has been advocated by NGO, also in the OPC. However, this is not
currently the case.

Table 13 - TTB ratio between FCT and FMC in selected MS

TTB Ratio 2010 2016

DE 38% 47%
FR 57% 69%
HU 48% 48%
IE 90% 93%
IT 67% 76%
PL 74% 68%
SE 94% 98%

Source : EDT (July 2016) . Note : Conversion rate: 1.

The FCT market experienced significant changes since the adoption of the Directive,

and even more since the legislative proposal was drafted in 2008. The growth of FCT

(+29% between 2008 and 2012) has taken place for various reasons: (i) the increase

in the taxation of cigarettes decided by MS; (ii) the catch -up by Central -Eastern
countries with the Directive minimum excise levels for FMC; (iii) the economic crisis;

and (iv) the introduction of MYO and MYO -Volume products, which created cheaper
alternatives to cigarettes. Such a growth and product diversification may have

resulted in undermining tobacco control policy goals. At the same time, it may have

affected public budgets, because FCT products enjoy lower tax rates 1 though MS
retain the power to act on the tax rates. In a nutshell, the new product and market

conditions may have rendered the minimum excise level on FCT imposed by the

current Directive as no longer appropriate.

In conclusion, the case for a ta x-induced substitution between FMC and FCT seems
strong, but that of a regulatory failure due to the current minimum levels of taxation

prescribed results thinner, given the current objectives of the Directive. Taken into

account all these aspects, an impa ct analysis is provided in Section 5.4 below to
measure whether a reduction of the tax differential between FMC and FMC could better

achieve the objectives of the Directive, including the tobacco control policy goals i
proxied by tobacco consumption T and budgetary objectives T proxied by changes in
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tax revenues. '** The stakeholders affected by this problem would be: (i) public
authorities, from both a tax and tobacco control perspective; (i) economic operators,
because of tax levels and the effects on the level -playing field; and (iii) consumers,
because of the eff ects on prices.

U THE EU DIMENSION

The EU dimension of the problem is limited to the impact of minimum levels

established at EU -level . Further and beyond minimum levels, national tax policies vary

widely, from quasi -alignment to large differentials, and this depends on sovereign

national decisions t hat are rel ated t o spesedidcussedabaveitheé r yds nee
Directive aims at bringing the taxation of FCT closer to that of FMC (as per Recital 19)

and this is indeed occurring in most of MS visited d uring the fieldwork  (see Table 13

above), Different national policies are  reflected on different market conditions, both in

terms of size and growth trends. Also, the diffusion of the various FCT products

change from MS to MS  independently from the EU norms.

U DYNAMIC BASELINE SCEN  ARIO

The mini mum excise | evel set in the Directive wil!/
per kg in 2018, and to 50% of the WAP or u60 per
national excise levels:

1 Some MS, such as Ireland and Sweden, are already aligning the taxation of
FMC and FCT. For these countries, no changes in tax differential are expected
in the near future.

1 Other MS have increased taxation on FCT in the recent years (for example,
France an d Italy) and are likely to continue in the future, albeit with varying
speed, so that the tax differential will continue to shrink. France has already

acted in this direction, increasing taxation on FCT as of 1 st of January 2017.
1 In Germany, plans are for the tax ratio to reach 55% in 2022, hence below the
two -thirds ratio. In Hungary, there is no plan for increasing taxa tion on FCT in

the near future.

In conclusion, tax differentials between FMC and FCT have been declining EU -wide
since the adoption of t  he current Directive, and this trend is likely to continue. It is

unlikely that the two  -thirds ratio will be reached in all MS and it remains uncertain
whether the tax increase will be effective in preventing tax -induced substitution.

3.4.2.2 Tax advantage of MYO - Volume products
U THE NATURE AND MAGNIT UDE OF THE PROBLEM

In some MS, volume tobacco has grown as to absorb the whole FCT market (e.g.
Hungary); in some others, they reached 20 -30% of the FCT market over few years
(Germany and France), while in other instances they remained marginal (lItaly,

Ireland, and Sweden). A mix of a ffordability, consumer preferences and m arketing
strategies seem to be the main driver to explain the growth of MYO -Volume.

The emergence of a new product within an established category is not a regulatory
failure, inasmuch it does not exploit loopholes in the tax system. Since the tax basis

for FCT is weight, MYO -Volume allows consumers to roll lighter cigarettes and, thus, to
enjoy a possible tax advantage. Based on industry estimates of conversion rates for
FCT and MYO -Volume, the latter would be currently taxed 20% to 33% less on a stick

93 1A Dir 2011/64 (2008), p. 15.
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equivalent basis. '** This advantage would inflate demand for MYO -Volume and lower

the tax base, since consumers would reduce the quantity of tobacco bought, but not

the sticks consumed e ndué @ theé lovees weight is not negligible in
countries with a large MYO -Volume market, such as Germany ( an estimated 0126
mn), France (G52mn), and®Hungary (G473 mn).

U THE EU DIMENSION

The European dimension is disputed, mainly because the penetration rate of MYO -
Volume is far from being homogeneous, ranging from 0% to 100% of the FCT market.

Also, growth trends are very diverse. Local factors (e.g. consumer habits) seem to

play a major role. However, there is a European dimension, inasmuch the current
Directive does not provide MS with policy levers for a more fine -tuned intervention on
the various FCT segments. Indeed, the current tools appear unfit to tackle MYO -
Volume, because (i) the reis no separate tax sub  -category within the FCT segment and

(i) because there is inconclusive evidence on whether MYO-Volume trends are
affected by the  tax structure adopted or the level of MED.'%

U DYNAMIC BASELINE SCEN  ARIO

It is likely that current trends, namely MYO -Volume growing in absolute terms and as
a share of the FCT market, will persist in the future, though at a declining pace since
FCT markets have reached maturity and MYO -Volume products have already exploited

part of their room for expan sion.

U SUMMARY OF PROBLEM ANALYSIS

Tax -Induced A Failure to meet tobacco control A Reduction of tax differential
Substitution policy goals (insufficient reduction A Unlike to reach the two -
between FCT and of consumption) . thirds ratio evenly across
Cigarettes A Failure to protect MS budgetary MS.

objectives (possible contraction of
tax revenues)

Tax advantage of A Reduction in the tax base . A Tax advantage likely to
MYO -Volume - remain constant
based product A Growth of MYO -Volume

expected to continue

9 Considering an FCT conversion rate of 0.75 and a MYO -Volume conversion rate of 0.5/0.6.

19 Calculations take into account (i) a conversion rate of 0.6 for MYO -Volume and 0.75  for FCT, which would
create a 20% tax advantage; (i) an own -price elasticity of  -1.4. Cross -market effects 1 i.e. the share of
consumers which would switch back to RYO or MYO I is not accounted for.

1% Cf. section 3.4.1.1 above.
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3.5 Water -pipe Tobacco

3.5.1 Overview of Products and Markets
3.5.1.1 The Products and the Industry
U DEFINITIONS AND PRrRobDUCT CHARACTERISTICS

Water -pipe tobacco (WPT) consists of tobacco i blended with other substances such

as glycerol to form a moist and pliable mixture T that can be smoked in a water - pipe.

Depending on the geogra  phical location, water  -pipes T defined bythe WHOas fia head

or tobacco bowl (in which tobacco is placed), a body, a water bowl, a hose and a

mout hpi®tade commonly referred to alsboakabéaarghil e
other names. Water -pipes employ an indirect heat source (such as lit charcoal) to

slowly burn tobacc o while users draw smoke down through a water chamber and into

their mouths through hoses. The most common type of tobacco used in the water -pipe

is called Maassel, which is sweetened and flavoured (for example, apple, mint, vanilla,

and other fruit or ~ candy tastes).

The WCObs Harmoni sed System and the corresponding
have a dedicated category for water -pipe tobacco (2403.11 .00) and the relative

Subheading Note defining it as Aitobacco intended for smoking in &
which consists of a mixture of tobacco and glycerol, whether or not containing

aromatic oils and extracts, molasses or sugar, and whether or not flavoured with

f r u.1*® 10 addition to this, the residual category 2403.99 .90 (Other) includes inter

al i a f p rfa édmo&ingsconsisting wholly of tobacco substitutes and substances

other than dmadwadd ng for instance *BwéPTemay pipe t
therefore, somewhat counterintuitively, refer also to products that do not actually

contain tobacco but have the same mode of consumption. These products are also

referred to as herbal shisha.

U THE | NDUSTRY

WPT manufacturing is almost entirely foreign. The main manufacturers are located in

the Middle East, North Africa and T more recently T inthe USA, where the products is
growing in popularity especially among young people. 21 |n the EU, limited
manufacturing has been reported in Germany and Poland, but the overwhelming

majority of WPT is of imported origin. Three main companies reportedly dominate the

market, nam ely Al Fakher (based in UAE), Al Waha (Jordan), and Nakhla (Egypt).
Nakhla has been acquired in 2013 by JTI, and is apparently the only brand currently

owned by a big tobacco company. %2

WPT is typically smoked in 6shisha |[,000lougesia. Ther e
Germany, a similar number in France, and some 3,000 in the UK. Some 80% of the
overall WPT is consumed in these places, while only 20% is bought for private

consumption either from retailers or online outlets. The WPT distribution may follo w
¥ WHO, fAdvisory note: waterpipe tobacco smoking: health effect
actions by regulatorso, 2015. Hereinafter OWPT Advisory Notebd.

1% Commission Implementing Regulation 1101/2014.

19 Explanatory notes 2015/C 076/01.

20 Tobacco -free WPT was previously not included in Chapter 24 (Tobacco and Manufactured Tobacco
Substitutes) of the Combined Nomenclature. As reported in the Ramboll Evaluatio n, this could result in
customs officials overlooking the fact that I in certain countries 1 tobacco -free WPT is excisable, and
therefore not subjecting it to scrutiny and control. With the amendment to the explanatory notes C 241/11

of 19 August 2011, tob  acco-free WTP was included in Chapter 24 and the issue was solved.

201 https://www.ncbi.nlm.nih.gov/pmc/articles/PMC3215592/

202 http://www.jti.com/media/news -releases/jt -completes -acquisition -leading -water -pipe -tobacco -
company/#
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different channels, involving in different steps importers, wholesalers, distributors,

retailers and O0shisha | ounges6 (sometimes selling
some rough estimates, the import price of 1&g of WP
At this point, national excise duty levels can make a big difference in determining the

final retail selling price (RSP). For instance, in Germany, the MS with the lowest tax

rates, the final RSP would be around u 7Yithth@er kg,
hi ghest rates, the final priced may reach G 316 pe
lounges, at an average price of 12 -200 per 15¢g, the total i ncome fr
may hitsome800 1T 13000.

In additi on-totsano&deda dWP T, S ome o startec commescialibirgyv e
WPT products where the tobacco component is separated from the molasses. This

practice allows to pay the excise duty only on the tobacco fraction and is reported in

MS with high tax levels (such as SE and UK). It was also introduce d in Germany as a
way to circumvent a national regulation that used to set a 5% maximum threshold for

moisturising agents in tobacco products. This rule is reportedly no longer applied since

mid -2016.

3.5.1.2 Market and Consumers

U PATTERNS OF CONSUMPTION
While WPT is quite popular T sometimes even more than cigarettes 203y in other parts
of the world (e.g. Middle East and North Africa), it is still a niche product in the EU.
According to the latest Eurobarometer, in 2014 only 1% of European citizens were
reg ular consumers of WPT, 4% were occasional users, and 11% had tried it once or
twice. ?®* Compared with the previous Eurobarometer, consumption seems stable 205
although according to a recent WHO report in the framework of the FCTC COP the
prevalence of daily wa  ter - pipe use in Europe is increasing in line with global trends. 206
Eurobarometer data suggests consumption levels vary across the EU. For instance,
regular or occasional consumption seems more widespread in countries like CY, FR,
LV, DK, SE and CZ. Howev er, given the limited prevalence, the margins of error in
Eurobarometer data can be significant. Indeed, other industry sources suggest
Germany and Spain are, along with France, the main markets, and consumption is
also non negligible inter alia in Austria , the UK, Belgium, and Poland.

Factors such as the introduction of flavoured WPT and the strong social dimension of

WPT smoking may explain why T according to Eurobarometer T regular, occasional
and one -off uses are higher among young people (aged 15 -24). " Additionally, 5% of
smokers and ex -smokers stated that WPT was the first tobacco product they used,
behind cigarettes (83%) and hand -rolled cigarettes (6%).

These figures are confirmed by a number of national surveys carried out in the past
few year s, in particular:

1 Germany: A study conducted by the Ministry of Health in 2016 shows that over
a quarter of youths aged 12 -17 and 68% of young adu Its aged 18 -25 have
tried water -pipes at least once. In comparison, e -cigarettes 1 reportedly
another popular  product among young generations T have been tried at least

203 WHO, WPT Advisory Note (2015).
204 Eurobarometer 429 (2015).

205 Eyrobarometer 385 (2012).

208 WHO Repor t to FCTC COP (2016).
207 WHO, WPT Advisory Note (2015).
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once by only 11% of youths (12 -17 y.0.) and 19% of young adults (18 -25
y.0.). 2%

f  United Kingdom: A quite sizeable body of studies and surveys 299 points to the
fact that water - pipe use is more popular among young people, albeit with lower
numbers in comparison with Germany: approximately 10% of pupils aged 11 -
15 have ever tried smoking WPT. However, regular consumption is negligible
for girls and just above 1% for 15 y.o. boys.

1 France: In line with th e trends highlighted in other countries, WPT seems to be
particularly appealing to French adolescents. A recent study commissioned by
the Ministry of Health shows that 17% of middle school students (11 -14 years -
old) have tried water - pipes at least once, wi  th the figure increasing with age. 210
This trend was confirmed by a 2001 survey showing that over 50% of 16
years -old have tried WPT at least once.

1 USA: For comparison purposes, the U.S. Food and Drug Administration reports
that in 2015 7.2% of high school students (and 2% of middle school students)
declared having smoked WPT in the previous 30 days. The figure, albeit lower
in comparison with the previous year, confirms a wider trend of increasing WPT
consumption among the youth since 2011.

U OVERALL MARKET ESTIMATES

Unlike survey data on consumption, there is a notable paucity of market data on WPT

(i.e. type and size of players, sales values and quantities, etc.). This is likely due to

the very limited size of the EU WPT market and its marginal importance in terms of
revenues generated. Mor eover, since WPT falls with
excise category, figures on tax receipts are usually not available in disaggregated

form. **2 Even commercial databases, such as Euromonitor , do not dis tinguish betw een

pipe and water -pipe tobacco.

According to the EU Market Access Database, 213 in 2015 the EU imported 1,441 tonnes

of WPT and exported just 81 tonnes ( Figure 17 B). The net import can be assumed as
largely corresponding to the estimated legal consumption of WPT due to the fact that
manufacturing within the EU is modest. For instance in Germany i one of the few
manufacturing MS - the difference between the imported quantity and the quantity

subject to excise duties averages 200 tonnes per year. Import statistics also confirm

the market has grown rapidly in recent years, i.e. by 75% between 2012 and 2015

According to stakeholders and industry sources, the overall consumption of WPT in the
EU would be much higher and approximately 5,000 tonnes in 2016. Germany is the
country with the highest consumption, namely an estimated 2,400 tonnes/year,
followed by France and Spain, with possibly 1,000 and 500 tonnes/year respectively.

208 progen - und Suchtbericht (2016).

2 Grant A., Morrison R., Dockrell M., @AThe prevalence of shisha
adults in Great Britain, and factors associated with shisha use: data from cross sectional online surveys in

2012 and 20130, NicotineAd®Rv dmdbachkoc Res,eazth4; | psos MORI, fAHealt
15 year olds in England: Smoking Prevalence i Findings from the What About YOUth? Suryv
2015; HSCI C, ASmoking, drinking and drug use among young people
20 Ehlinger V., Spilka S., Richard J.B., Godeau E. Données a sant ®
fran-aises de | denqu°te internatagedl EhiHlead ¢l BHBAC) dur | NRE S
(2014 data).

Zlspilka S., Le N®zeteD.cafihdbobosl dutabhcles 6ann®es |l yc®eb606, OF

212 For instance, in the excise duty tables published by the Commission, Ireland is the only MS providing

separate figures for t he 6ot her smoking t obacc oadis abvaysi s e categ
aggregated with pipe tobacco and most of the times with other categories too (FCT, cigars & cigarillos or

even cigarettes).

213 DG TRADE, Market Access Databse, based on Eurostat Comext.
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Consumption in all other MS is considerably lower, if not negligible. For instance,
markets in UK, SE and possibly AT are believed to amount to 100 -200 tonnesl/year
each, #* while in the case of Italy consumptions seem well below 100 tonnes per year.

The huge discrepancy between the two sources can be essentially attributed to the
widespread illicit trade that characterises WPT market, as further discussed in the
following paragraphs.

Figure 17 i WPT import in the EU

(A) Estimated import of WPT in the EU (B) WPT Imports by country of origin
tonnes) (2015

20,0 1.600 1.441
1.400
120 1.200
10,0 1.000
800 665
o o0 358
0.0 L e i e 400 219
| 2012 2013 2014 2015 200 I I I 129 43 27
O . - -—
C—Value ¢mn) ==@=Amount (tons) Jordan UAE TurkeyEgypt USA Other Tot

Source : Market Access Database.

U | LLICIT TRADE

Based on the above discrepancy and on interviews with stakeholders, a significant
share (i.e. up to 75%) of the WPT consumption is estimated to be non -duty paid. The
extent and characteristics of the illicit WPT market vary across MS:

1 Germany . The officia | estimates of the illicit share of WPT market have
fluctuated from 63% in 2013, down to 21% in 2014, and slightly up to 26% in
2015. Industry stakeholders estimate the black market amounting to about
1,400 tonnes per year. In the past, this related to a n ational ban on tobacco
with more than 5% of moisturising agents 215 pushing WPT consumers to: (i)
either buy tobacco and moisturising agents separately and then mix them
together (a process considered quite burdensome and time -consuming since
tobacco needs to be soaked for many days), (ii) or purchase WPT with the
desired level of moisture illegally. This provision was however replaced with the
implementation of the TPD2  %*®, which prohibits the placing on the market of
tobacco products containing a number of a dditives (e.g. vitamins, caffeine,
colourants, additives with CMR properties 217 in unburnt form, etc.) but does not
mention moisturising agents. The incentive for illicit trade in Germany is
therefore expected to decline in the coming years.

1 Sweden. The WP T consumed in Sweden is imported from Jordan and the UAE,
or comes from Germany and Poland. Due to the high tax rate applied the
majority of consumers (estimated in excess of 90%) have reportedly resorted
to the illicit/informal trade, including purchasing WPT online from MS with lower

214 ncidentally, according to other sources the UK WPT market has been reported to be the second biggest

in the EU. Due to the illicit nature of the market, it is difficult to provide a conclusive estimate.

25 German Tobacco Ordinance of 20 December 1977 (Ver ordnung uber Tabakerzeugnisse
(Tabakverordnung) Vom 20 Dezember 1977), Art. 2.a. The Ordinance sets a maximum limit of 5% of the

dry mass of the product (extendable to 8% under specific circumstances) for a number of moisturising

agents, namely: glycerol, hydrogenated glucose syrup, butylene glycol, diatylene glycol, propylene glycol,
triathylene glycol, ortophosphoric acid, glycerolphosphoric acid and its sodium, potassium, and magnesium
compounds.

218 By the German Tobacco Ordinance of 27 April 2016.

217 Carcinogenic, mutagenic or reprotoxic properties.
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excise duties. A minor share of consumers instead buy dry tobacco separately
from moisturising agents.

1 France. According to economic operators the share of black market in France
is small 7 due to tighter mechanisms controlli ng the distribution chain, and in
particular the need for shisha bar owners to purchase the products only from
authorised tobacconists.

1 United Kingdom . According to various operators, between 100 and 200
tonnes are consumed every year in the UK, of which 8 0-90% is supplied by the
black market, in order to avoid the heavy excise duty applied to it.

1 Ireland. Both the authorities and the industry estimate the Irish WPT market
to be negligible. It is nonetheless possible for Ireland to be an entry - point for
illegal WPT destined to other EU MS, as suggested e.g. by an exceptional
seizure, carried out in 2014. '8

1 ltaly. The latest figures available on legal distribution of WPT in Italy reported
approximately 10 tonnes. As of today, no WPT is distributed through the major
distribution channel (i.e. Logista ), and the WPT market, albeit small, is
reported to be completely illicit. In terms of size, some stakeholders suggest it
could amount to maximum 100 tons per year.

Overall, it is estimated that three -quarters of the non -duty paid WPT in the EU is

supplied by organi sed smuggling, whi | e t he remai |
suitcases by private individuals travelling to the EU. Smuggled WPT usually enters the

EU via the ports of Rotterdam (NL), Antwerp (BE) and Ha mburg (DE). 2 According to

seizure data, other frequent countries of entry include Spain (due to the relatively

easy access point of the Strait of Gibraltar), Slovenia (especially before the accession

of Croatia to the EU in 2013), and the UK. The typical modus operandi  adopted by
smugglers has been reported to be the creation of letter -box entities through which
illicit WPT is shipped to the EU. If the shipment is successful, the company is usually

dissolved immediately afterwards and a new one is created for the following shipment.

If the cargo is seized by the authorities, the letter -box entity ensures smugglers
untraceability. lllicit WPT is usually packaged in anonymous boxes or packages and

can also be classified as other similar products, such as for instance incense.

3.5.1.3 Regulatory Framework
U TAXATION REGULATION

For excise purposes, water -pipe tobacco fallsw it hin the residuadHer categor
smoking tobacco 6 of Article 2.1(c ) (ii) of the Directive. The minimum rate is set T

according to Article  14.2(c) T at 20% of the retail selling price inclusive of all taxes, or

at 022 per kilogram.

MS have adopted different taxation structures: purely specific (BG, CY, CZ, DK, EE,

EL, HR, HU, IE, LT, LV, MT, RO, SE, SI, SK, UK), purely ad valorem (AT, ES, IT), and

mixed (BE, DE, FI, FR, LU, NL, PL, PT). With the exceptions of DE and ES, all Member

States greatly exceed the tax floor set in the Directive. 7 MS have also introduced a

mini mum excise duty, including however DE and ES w
minimum rate already envisaged in the Directive. The other MS with an MED (BE, FR,

LUNL, PT) apply rates ranging from 2 to aTabeo g4t 8 t i me
below provides an overview of the WPT taxation approaches in a sample of MS.

Table 14 7 Tax structures and rates applied o WPT in a selection of MS
Member State WPT taxation

DE Germany applies a mixed taxation struct
15.66 specific tax a 13.3% ad valorem tax. In addition, an MED set at ual k
218 hitp://www.revenue.ie/en/press/archive/2014/pr -240614 -cigarettes.html

Based on dat a Cigidomda@haseF 6 s

102


http://www.revenue.ie/en/press/archive/2014/pr-240614-cigarettes.html

Member State WPT taxation

22 applies.

ES Spain has a purely ad valorem tax (28.40%), complemented by an MED
set at the minimum floor of 022 per kil

FR Similarly to Germany, France has also introduced a mixed structure
complemented by an MED, although with higher rates. The specific tax is
set at 017 per kilogram and the ad valo
selling price. MED is at u/ kg 77, name
in the Directive.

HU Hungary has a purely specific tax, with a rate of 14,000 florins per
kil ogram, which is approxi mately equiva

IE Il rel and, with G4/kg 219 rate, has the hi
almost 10 times the minimum rate established by the Directive.

IT As done for other tobacco pro ducts categories (i.e. cigars & cigarillos and
FCT) ltaly has adopted a purely ad valorem tax, set at 56% of the retail
selling price.

PL Pol and applies the same mixed structure€
specific excise and a 31.41% ad valorem excise. Tobacco -free WPT is also
taxed.

SE Sweden applies the same purely specific structure as for FCT, with a SEK

1,852 per kilogram (approxi mately equival ent -fteo
WPT is also taxed.

UK The UK has adopted a purely specific taxation of £107.71 per kilogram,
equivalent to approxi mately 0150 per Kki
times the Directive's minimum.

Sour ce: EDT (July 2016).

U PRODUCT REGULATION

Article 2.13 of the TPD2 defines WPT as fia tobacco

a waterpipeo. It also includes additional l' i nes ai |
the | aw, stating that ugedloth aia watero dpipes anccaa roll byaur -

own tobacco, it shall be deemed to be roll -your-own tobaccoo. I't is also st
periodical reports to be submitted by the Commission on the implementation and

status of the TPD2 shall include a specific section on the HAmarket devel c
consumer preferences as regards WPT, wit’ Whileparti cul
it is envisaged that certain niche tobacco products may be granted an exemption from

certain labelling requirements (e.g. cigars & ¢ igarillos), the TPD2 requires that the full

regime be applied to WPT in order to fight misconceptions of it being less harmful than
other tobacco products.

The latest session of the FCTC COP highlighted that the global WPT market is on the

rise. In addition to cultural and commercial factors T such as the social acceptability of
the shisha lounge culture or the introduction of flavoured tobacco blends i the lack of
WPT- specific policies and regulations is considered one of the main drivers behind the

WPT recent growth. For this reason, the COP recommended to enact and implement

policies and regulatio  ns specifically targeting water -pipes and WPT. 2%

3.5.2 Problem Analysis

3.5.2.1 Limited knowledge of the WPT market

The baseline revi ew carried out in the previous S ections highlights that the knowledge
of the WPT market in the EU in still very limited. This is mainly due to its significant
illicit share T which is particularly difficult to investigate and monitor i and to the

220 TPD2, Art. 28.2(h).
221 \WWHO Report to FCTC COP (2016).
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inclusion of WPT in the residual fiscal ¢ ategory of d@ther smoking tobacco 6 In most MS,
the lack of information regarding the WPT market is unlikely to be addressed in the

near future, due to the very small size of the market and its low importance for public

authorities in comparison to other t obacco products, and despite the fact there is
growing evidence WPT is becoming popular, especially among young people.

With the creation of a specific CN code for WPT (2403.11 .00) and the inclusion of

tobacco -free WPT within the same chapter of the CN classification (2403.99 .90), the

monitoring of imports and exports has improved. Moreover, as mentioned in Section

3.5.1.3 , the TPD2 requires MS to assist the Commi ssion and provide all available

i nformation t o prepare a periodical report on t
implementation, including a specific section on market developments of and consumer

preferences towards WPT, with particular focus on its flavours . While it is unclear how

the information will be utilised, it is important to detect at an early stage any market

trends 1 such a disproportionate increase in WPT popularity among the youth i that

may require an intervention.
3.5.2.2 Taxevasion

Tobacco produc ts falling in the  dther smoking tobacco 6 category are typically taxed

based on their weight. This mode of taxation was initially designed for pipe tobacco,

which does not come in sticks, and cannot be measured in terms of stick equivalents

due to a completely different mode of consumption in com parison with cigarettes.

Having been included in the same category, WPT is necessarily subject to the same

rates as pipe tobacco. However, WPT is considerably heavier due the substances other

than tobacco included in it (the actual tobacco content of WPT i s approximately 25 -

30% of the total weight). Given that excise duties do not take the peculiar nature of

the product into account and apply indiscriminately to the weight of the entire

product, the tobacco content in WPT is taxed relatively more heavily th an the other

tobacco products in the same category (e.g. pipe tobacco), and in other categories

with the same excise rates (e.g. in PL and SE fine -cut tobacco has the same excise

rate as @ther smoking tobacco 9. This creates strong incentive to tax evasio n and illicit

trade. Most of the tax evasion reportedly happens at the level of shisha lounges. A

common illicit practice in various country consists of buying a small portion of duty -

paid WPT and keeping it in store in ttoes aadvent of
sourcing the rest illicitly. The proportion of 6l e
estimated 10%.

The retail price of 1kg of WPT can considerably vary across MS due to the different tax

rates applied. For instance, 1kg of WPT with an assu med i mport price 1
sold to consumers for a price ranging from 0475.6
0315.78 in Ilreland (highest rates) . By contrast,

purchased in the bl ac¢k . malrhkiest nfeaarhac&@ aWPDbcan r a
from being 34% cheaper than 6whited WPT in countrie
cheaper in countries with high excise duties.

of U

For illustrative purpose, Table 15 provide a rough estimate of the volume of tax
evasion ( including both  excise duty and VAT ) in some MS and at the EU level. Given
the paucity of information and the poor reliability of market data, these estimates

have to be taken with gr ~ eat caution.
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Table 15 i Estimate d Tax Evasion from WPT

Estimated Estimated Average WPT Tax Estimated
total market illicit market retail price component volume of
(tonnes per (tonnes per (ul kg) (ul kag) evaded t
DE 2,400 600 - 1,400 75.66 37.66 20 - 50
UK 200 160 -180 221.25 183.25 30
IT 100 90 146.32 108.32 10
SE 200 160 291.89 253.89 40
EU 5,000 Ca. 2,500 200
Source : I ndustry estimates andltirassurhedame -takcptateoas. WPT of U

Box 9 T The perceived illicit WPT market (results from the OPC)

OPC respondents were asked whether in their opinion excessive tax charges on WPT may result

in a high rate of informal/illicit trade. Nearly half of respondents fully agreed, and almost one

quarter partly agreed, as shown in Figure 18 A below. In addition to this, over 40% of
respondents consider online and distance selling as a significant channel through which illicit

WPT is purchased (see Figure 18 B below).

Figure 18 71 lllicit WPT trade

A) Perceived link between excessive B) Perceived origin of illicit WPT
taxation and high illicit trade of WPT

100% 100%
30%
0 80%
. 49% s
60% [
oo e
0, et
40% 24% o s
20%
20% 14% 6%
4% 0%
0% 10% online and cross-border illicit trade
distance smuggling for
OFully disagreeaPartly disagredd Neutral selling persona_l
consumption
& Partly agree  mAgree fully OMarginally @ Moderately

Source : OPC.

U SUMMARY OF PROBLEM ANALYSIS

Problem drivers Adverse Effects Expected evolution

Limited A Difficult monitoring of market A TPD2 monitoring scheme may
monitoring of the trends . provide information on
WPT market A Uncertainties on the social and consumption and market
health effects, especially among trends .
youth . A The share of illicit market will
remain difficult to monitor
Incentives to tax A Revenue loss . A As the demand grows market
evasion A Competitive disadvantage for distortions and tax losses may
6good playerso only increase.
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3.6 Minimum Excise Duty on Cigarettes
3.6.1 Baseline Assessment
3.6.1.1 The legal and economic rationale

U THE LEGAL FRAMEWORK

Article 8.6 of Directive 2011/64 grants MS the option to introduce a Minimum Excise

Duty (MED) on cigarettes, that is a minimum floor for the excise yield. As of

01/01/2016, a MED was adopted by 25 MS: all except for DK, SE, and the UK. The

MED | evels range from less than G4 90 per 060 cigar
more than G 30%.in Ireland

The current version of the Directive imposes no limits on the MED. However, it

remains subject to Art. 7.4, establishing that it should respect the rules on the mixed

structure of taxation and the share of the specific and ad valorem components on the
total tax burden . These rules currently require MS to impose a specific component on
cigarettes which is comprised between 7.5% and 76.5% of the Total Tax Burden

(TTB); #* this condition needs to be measured at the WAP. While the minimum  share
of the specific component is set at 7.5% , that of the ad valorem component depends
on the VAT rate. Considering the maximum VAT rate applied in the EU (27%), the

minimum ad valorem component over the TTB should amountto 2.2%. 2%

The current framework for the MED results from a series of legislative revisions which

took place over the last 20 years, concerning both its upper limit and the relation with

the mixed structure; the changes are summarised in Table 16 below. Focusing on the
most recent changes, before the approval of Directive 2010/12/EU 226 the MED was
capped at 100% of the excise yield on the Most Popular Price Category (MPPC).
Directive 20 10/12/EU removed the limit and Directive 2011/64 had the MED subject to

the requirements on the mixed structure of taxation.

Table 16 i Changes to the MED framework

Directive MED can be introduced on cigarettes

95/59/EC %7 MED should notbe more than 90% of the total tax on MPPC
2D(I)r0e§/till.v0e/E o 2s  Limitfor MED raised at 100% of the excise duty on MPPC

Directive No limit for MED

2010/12/EU Explicit reference to the respect of the mixed structure requirements
Directive No limit for MED

2011/64/EU Explicit reference to the respect of the mixed structure requirements

U THE EcCoONOMIC RATIONALE

As detailed in Art. 7.1, the Directive requires MS to impose both a specific and an ad
valorem exci se duty on cigarettes: the former i s base

222 Ex Art. 10.2 of the Directive, several countries are allowed a transitional period until 31.12.217 to reach

the current minimum excise |level, set at 090 per 1,000 cigarette
223 Cf. EDT (July 2016).

224 That is the sum of the excise duty and the VAT.

225 The minimum value of the ad valorem component is given by the following formula: — T Q.U

226 Council Directive 2010/12/EU amending Directives 92/79/EEC, 92/80/EEC and 95/59/EC on the structure
and rates of excise duty applied on manufactured tobacco and Directive 2008/118/EC.

227 Council Directive 95/59/EC of 27 November 1995 on taxes other than turnover taxes which affect the
consumption of manufactured tobacco.

228 Council Direct ive 2002/10/EC of 12 February 2002 amending Directives 92/79/EEC, 92/80/EEC and
95/59/EC as regards the structure and rates of excise duty applied on manufactured tobacco.

106



pieces), and the latter as a percentage of the retail selling price. It means that the

excise yield on cigarettes (represented in blue in Figure 19 below) grows linearly as a
function of the retail price, with an intercept equal to the value of the specific
component. The MED, acting as a minimum floor, prevents the full linearity of the

excise duty on cigarettes. Precisely, it increases the excise yield on cheaper products.

Figure 19 - The economic rationale of the MED
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By creating a floor, the MED increases the tax burden on all cigarettes below a certain

price. It means that when the MED kicks in, a decrease in the pre -tax price will be
reflected less than proportionately on the retail selling price. As a consequence, t he
profitability of cigarettes below the MED is reduced. In this way, manufacturers have

limited incentives to market low -cost cigarettes and to reduce the price of cigarettes

below the MED threshold; still, they remain free to set a price below the MED. T he
impact of the MED on retail price, given the pre -tax price, is shown below in Figure 20 .

Figure 20 - Impact of the MED on retail selling price
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3.6.1.2 The purpose of the MED and its use by the MS

Based on the information retrieved from public authorities and economic operators

during the fieldwork, the use of the MED across MS varies, in terms of how the
provision is implemented, its market coverage, as well as its purposes. With respect to
the latter, these include:
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1. Protecting revenue stability, and in particular minimising the impacts of price

competition or changes in the cigarette market structure on tax revenues; 229

2. Promoting tobacco control policy goals by raisi ng the entry price of cigarettes;

3. I ndicati ngmianibmqwmspri ced; though minimum prices
declared incompatible with the Directive by the CJEU, #° the level at which at
the MED kicks in may provide signal sinimum mar ket

acceptable pricebo.

With respect to national implementation, the MED was adapted to their own ends by

several MS. Until 2014, ltaly, France and Spain had imposed a super -MED, which is a
MED with variable thresholds. In a nutshell, the MED was set at two levels: a lower
one which kicked in at price X, and a higher one, which kicked in at price Y lower than

X. In this way, the effect on the MED was stronger for cigarettes below the second

threshold, so that their marketing became even more unprofitable . However, in 2014,
the CJEU stated that the Directive should be interpreted as precluding a national

provision that did not set an identical MED for all cigarettes, but rather provided for a
different MED for cigarettes below a certain price s

Another in terpretation of the MED is the Minimum Total Tax (MTT). The MTT provides

a tax floor to the total tax burden. Differently from the MED, which provides a floor to

the excise duty only, the MTT also includes VAT in the minimum tax. For this reason, it

has an enhanced effect on the taxation of low -cost cigarettes, as it compensates for
the progressive decrease of the VAT amount when the retail price decreases (see
Figure 21 below). As a consequence, it allows public authorities to control a larger
share of the price of low  -cost cigarettes.

Figure 21 7 The economic rationale of the MTT
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Given the possible variations of purposes and implementation, it comes as no surprise

that the MED has a very different impact on the national cigarette market structures.

The market share of cigarettes below the MED threshold vary from country to country

- among the MS visited, from 0% in Ireland to 88% in Portugal i as well as from year
to year, sometimes abruptly. The market coverage results of a complex combination

of (i) the national MED provisions and rates; (ii) changes in the excise rates or

structu re; (iii) decisions of economic operators; (iv) consumers switching towards

2% This objective is particularly important in countries with a high ad valorem compo nent, because price
competition is more profitable and less costly for economic operators, and because the growth of the low -
cost segment at the expense of the mid and premium ones may result in a lowering of tax revenues even

for constant cigarette consum ption levels.

230 Case C-221/08, Judgment of the Court of 4 March 2010 d European Commission v Ireland.
%l CaseC-428/ 13, Judgment of the Court of 9 October 2014 Minister
Amministrazione Autonoma dei Monopoli di Stato (AAMS ) v Yesmoke Tobacco SpA.
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different price segments; (v) changes in the WAP or MPPC, to which the MED is
sometimes anchored.

Here below, the information collected concerning six of the seven MS selected for the
fieldwork 1 Sweden does not provide for a MED, because taxation of cigarettes is

mostly based on the specific component T as well as Portugal and Finland, is reported.

For each MS, the level of the MED, the underlying legal mechanism (where relevant),

the purposes which it serves, and the impacts on the market structure are discussed.

Finland. Finland is the MS where the MED is the highest as a proportion of the excise
yield on WAP, and the third highest in absolute terms, after Ireland and France: in

2016, it amounted to U200, corresponding to 105.8%
of the reason for such a high ratio consists of the fact that the MED in year t is

compared with WAP inyearst  -1; with respect to year t, the government considers the

MED to be closer to the excise duty on WAP. In terms of market share, in 2015,

products subject to th e MED represents to about two -thirds of the cigarette

consumption. In this respect, 2015 is a peak year, whereas in the earlier period
cigarettes covered by the MED varied between 26% and 47%.

In Finland, the MED complements an excise structure where the ad valorem

component is preponderant, set at 52% of the retail selling price. In this way, the

Finnish government aims at achieving both a high taxation of premium cigarettes (in

absolute value), as well as a high taxation of low -cost brands (in relative terms). The

MED thus supports the entry price of cigarettes, a parameter which is considered

crucial for tobacco control policies. Also, the MED ensures that the prices of the least

and the most expensive cigarettes move in parallel when the excise rate is increased.

Such a market fine -tuning worked very precisely: since 2008, the difference between

the 5™ and the 95 ™ percentile of the cigarette price distribution remained stable, at

about 500/1000 pieces, or 10 per pack of 20 cigaret:

Figure 22 7 MED in Finland
A) MED rate (left) and share over excise on WAP (right B) Market structure
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Source : EDT (July 2016) , Interviews.

France. I n 2016, the MED was set at G4 210 per 1000 pi
yield on WAP; since 2011, this ratio remained between 97% and 99%. The MED is just

below the entry price for cigarettes. Though this is not required by the excise law,

economic operators consider the MED as the minimum entry price that the

government woul d & ac c e pithdut starting & firseal reactionki.e.ta taw

increase. Public authorities also confirmed that the purpose of the MED is to keep the

entry price at a sufficiently high level, and to prevent price wars in the low end of the

market. Both the Ministry of Publ ic Health and NGO acknowledged that the mechanism

is effective for this objective. Indeed, only about 1% of cigarettes sold in the market

have a price below the MED threshold
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What are the reasons why the MED in France sets a de facto minimum price, even
though manufacturers remain obviously free to go below the threshold? What makes

the difference in this respect is the credibility of the threat of a fiscal reaction by the
government. While excise duties are set by means of primary le gislation, the MED can
be raised via a ministerial decree enacted by Ministry of Budget, up 10% of current

rate . This power has never been used, and the MED is increased each year largely in
parallel with excise rates. Still, the existence of such risk mak es economic operators
more likely to abide by the government intent not to have cheap cigarettes, the price

of which falls below the MED level, on the market. Indeed, any price war or
introduction of ultra  -cheap cigarettes could trigger a MED increase, whi ch would make
the move unprofitable for all players.

France was one of the MS, together with Italy and Spain, which had in place a super -
MED. When the super -MED was removed, following the CJEU judgment, the system

was reworked along the lines described a bove, without losing its effectiveness.
Figure 23 - MED in France
A) MED rate (left) and share over excise on WAP (right) B) Market structure
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Source : EDT (July 2016) , Interviews.

Germany. Germany adoptsthe MTT,which i s a dynamic minimum excise t
196.36 per 1000 pieces minus VAT. It means that when the VAT goes down for lower

retail prices, the MED is increased to keep the total tax burden constant. The MED

corresponds t o %ador®i of thelexdise  yield on WAP. Since 2010, the

MED has been constantly at about 100% of the excise yield on WAP.

According to the economic operators, MTT is used to preserve revenue stability and to

govern the market structure. The MTT rate has been increased annually, in parallel

with the increase in the excise duties. Today, slightly more than one quarter of the

cigarettes consumed are sold at a price below the MTT threshold. The low -cost

segment is popul ated especially by retaileresd privi

sold at an entry price of about 04. 35.

232 EDT (July 2016).
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Figure 24 - MED in German

A) MED rate (left) and share over excise on WAP (right) B) Market structure
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Hungary. In Hungary, the MED is set at u89. 5, corresponding
excise yield on VAT. Its level is set in the excise law and it is not automatically
updated when the excise yield is; the MED does not include VAT, and there is no plan

for the government to introduce such a change. The purpose of the MED in Hungary is
to ensure revenue stability and to reduce incentives for price competition. The last
6price ward occurred in 2010 and | ed to a
bottom. In Hungary, most of the market is above th e MED: though estimates differ,
the market share below the threshold is assessed at about 10%. In any case, the MED

is neither intended to function nor perceived as a minimum price.

Figure 25 - MED in Hungar
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Source : EDT (July 2016) , Interviews.
Ireland. In Ireland, the MED was introduced as of 2012. Previously, there was a
minimum price, set at 97% of the previous year MPPC, which was then struck down by

the CJEU. Currently, the MED is set at 01308 per 10C

corresponding to about 97% of the excise yield on WAP. However, even though the
MED is so high, and even though there is no longer a price floor, no cigarette is s
below the MED threshold. This is due to Ireland having a very high specific
component, which represents 66% of the TTB (one of the highest shares in the EU).
This implies that low  -cost cigarettes are practically unprofitable.

old

The MED kicks iperapadk. 55 20, while the entry pri

recent years, there has been a downtrading in the market, so that the value segment,
consisting of packs soldat9 -1 0 G, now represents about a
segment was less than 10% in 2011). This should be attributed mostly to the
economic crisis and the overall increase in taxation, and thus price, of cigarettes.

guarter
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Figure 26 - MED in Ireland
A) MED rate (left) and share over excise on WAP (right) B) Market structure
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Source : EDT (July 2016) , Interviews.

Italy. ltaly had in place the super -MED until 2014: the first MED -level was set at

100% of the excise duty yield on MPPC, the second one at 115%. When the system

was considered unlawful by the CJEU, the super - MED was substituted by the MTT, set

at G4 170/1000 cigarettes; deducting VAT for compari
a MED of about G130/? thats aroundy9%.8% of the excise yield on

WAP.

In Italy, the MED is used mainly to gover n the market structure and to control the

price -differential between premium and low -cost brands. Under the super  -MED, the

price gap between premium and | ow cost cigarettes w
cigarettes were marketed below its threshold. Once the super -MED was eliminated,

the price gap increased to U0Ul.20, the cheapest pack
started to be marketed below the MED, and consumers started switching to cheaper

brands because of the larger price -differential. Cigarettes below the MED reached

between one -fifth and one -quarter of the market. This led the public authorities to

introduce the MMT, which kicks in at about 4. 40 p

over -increases the excise yield to compensate for the lower VAT on cheaper brands.
The MMT is considered more effective than the MED in controlling the low -end of the
mar ket . Nowadays, the entry price is at about 04. 2

market is represented by cigarettes below the MED.

Figure 27 - MEDin ltal
A) MED rate (left) and share over excise on WAP (right) B) Market structure

150 125% 100%
105 0% 115,50 109.0% 108,7% 0 o
20 109,7% 115%
135 98,1% 95.3% 6 0%
o 105%
125 95%
120 12; 13 0%
115 85% IT
2010 2011 2012 2013 2014 2015 2016 5% Market above MEC
[MED -==MED/Excise yield on WAP W % Market below MED

Source : EDT (July 2016) , Interviews.

23 |pid.
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Poland. In Poland, the MED corresponds to the excise duty on WAP, and over the last

6 years it never moved away from the 100% ratio. This means that the excise duty

and the MED move in parallel. However, while the MED was constant in relative terms,

the share of market below it increased, because cigarette manufacturers entered into

a price competition when th e excise duties were raised (especially in 2014 -2015). In
2015, cigarettes below the MED represented 40% of the market, up from about 12 -
13% in 2013 -14. The MED was thus insufficient to prevent price competition, but was

successful in reducing its impacts on tax revenues, thus providing a higher degree of
stability.
Figure 28 - MED in Poland
A) MED rate (left) and share over excise on WAP (right) B) Market structure
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Source : EDT (July 2016) , Interviews.

Portugal. Portugal is one of the two MS, together with Finland, where the ratio of the
MED over the excise yield on WAP is the highest, currently at 104.6%. This
corresponds to a very large share of the market being covered by the MED, as 88% of

the market brands fall below it. Also, in Portugal the MTT has been recently
introduced, set with reference to the excise yield on MPPC. In Portugal, the MED is
used to compress the market: by reducing price differentials, consumers have limited
incentives to down trade to low -cost cigar ettes. Hence, market, price, as well as
revenue stability is ensured.

Figure 29 - MED in Portugal
A) MED rate (left) and share over excise on WAP (right) B) Market structure
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Source : EDT (July 2016) , Interviews.

3.6.2 Problem Analysis

3.6.2.1 Legal uncertainty of the MED provisions and the relation with the mixed
structure
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