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Introductory remarks

In April 2018, the Macroeconomic Analysis Unit of the Governing Board of the Indirect Tax
Taxation Authority (ITA GB) prepared a comprehensive analysis of the tobacco taxation policy
implications in the period from 2009 to 2017.

The analysis indicated three possible policy options for tobacco taxation in the following three-
year period 2019-2021: (i) maintaining the status quo, (ii) adopting a moratorium on excise
duty increases in 2019 and (iii) adopting a moratorium on excise duty increases over a longer
period (at least 3 years).

The ITA Governing Board has chosen the third option. The proposed amendments to the Law
on Excise Duties included the obligation to analyze the implications of the proposed taxation
policy at the end of the moratorium period. Due to the parliamentary deadlock regarding the
formation of the B&H government after the general elections in 2018, the proposed
amendments to the Law on Excise Duties in B&H have not been considered in the
Parliamentary Assembly of B&H, while in the meantime the ITA GB adopted decisions on
smoking tobacco for 2019, 2020 and 2021 according to the applicable Law.

Although there is no formal obligation for the analysis of tobacco taxation policy, we believe
that there is a need for it for several reasons:

First, in 2019, the legal ceiling for excise taxation of cigarettes in the amount of 176 BAM per
1000 cigarettes was reached, thus B&H met the EU standards regarding to the minimum
excise duty on cigarettes of 90 EUR per 1000 cigarettes. Second, after a ten-year period of
increasing excise duties on cigarettes, which ended with reaching the legal ceiling for cigarette
taxation, there have been no changes in the excise policy for cigarettes in the last two years.
Third, the COVID-19 virus pandemic had a strong negative impact on the collection of excise
duties on tobacco products in 2020, and thus on the collection of indirect taxes, given the
weight of revenues from excise duties on tobacco products in the structure of total indirect
taxes collected. Fourth, the significance of excise revenues for the total collection of indirect
taxes is very high. In 2019, every sixth BAM of the collected indirect taxes came from the
consumption of tobacco products. On the other hand, only a few taxpayers, basically
importers, pay excise revenues and associated VAT. Since the dynamics of a significant
amount of indirect tax revenues depends on the business policies of large multinational
tobacco companies, it is necessary to consider their policies at the time of unchanged excise
policy and at the time of shocks caused by the COVID-19 virus pandemic. Fifth, cigarette
taxation has recently become a top topic in the media. An in-depth analysis of the tobacco
products market is needed to take a formal position on this issue.

The document presents an analysis of trends in the tobacco products market and in the
collection of excises in the period 2009-2021, with a focus on the period of unchanged policy in
excises on cigarettes and the implications of the COVID-19 virus pandemic on trends in 2020.
At the end of the document, conclusions, comments and certain recommendations on the
direction of the policy of taxation of tobacco products in B&H are presented.
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THE EVOLUTION OF TAXATION POLICY

The basic legal framework of the current policy of taxation of tobacco products is the Law on
Excise Duties in B&H® - (hereinafter: the "Law"), which has been in force since July 1, 2009. In
the field of taxation of tobacco products, amendments to the Law were made on August 1,
2014.2

1996-2004

In accordance with the constitutional responsibilities, the policy of excise duties on tobacco
products until 1 of January 2005 was entirely under the jurisdiction of the Entities and Brcko
District. In the period up to 2000 the Federation of B&H (FB&H) was applying a complex
system of taxation of tobacco products. The excise duty on cigarettes was paid in the range
from 0,22 DEM to 2,30 DEM per pack, with domestic cigarettes being taxed by the lowest
excise duty rate. Differentiated taxation was also applied to tobacco, so that on domestic
tobacco it was paid 7,50 DEM/kg, and for the imported 15 DEM/kg. A similar system was
applied in the Republika Srpska (RS) as well. Imported cigarettes were taxed in the range from
0,60 to 1,00 DEM/pack, while domestic cigarettes were taxed in the range from 0,10 to 0,20
DEM/pack. The process of internal harmonization of indirect taxation® in the field of excise
duties started in 2000, when both Entities harmonized the taxation of tobacco products and
abolished differentiated taxation of imported and domestic tobacco products. Tobacco products
were taxed by ad valorem excise duty amounting to 35% of the retail price with no sales tax.
By acquiring fiscal autonomy, Brcko District has also since 2002 prescribed an identical rate of
excise duty on tobacco products.

2005-2009

The reform of the indirect tax system included the transfer of jurisdiction for excise duty policy
from the entity level to the level of B&H. However, the specific decision-making within the
Governing Board of the ITA, allowed the Entities, over veto of the Minister of Finance, to keep
control of the excise policy.* In relation to the harmonized excise policy of the Entities, a
unique Law of Excise Duties in B&H, which entered into force on 1 of January 2005, has
brought an increase in excise duty rate from 35% to 49% of the retail price with no sales tax
on all tobacco products. The significant increase in the rate of excise duty, together with the
other positive effects of unique collection of indirect taxes to the collection efficiency, brought
the enormous growth in revenues from excise duties of 47%. The introduction of VAT was
expected to bring a reduction of retail prices for tobacco products due to the fact that the VAT
rate of 17% was lower than the rate of sales tax. However, it did not happen. In 2006,
revenues from excise duties increased by 12,6% compared to 2005, while the growth rates in
2007 and 2008 amounted 8,8% and 4,5%, respectively.

2009-2014

Application of the new Law on Excise Duties has begun on July 1, 2009. New Law on Excise
Duties in the field of cigarette taxation introduces elements of the structure of rates from the
EU. Complex rate of cigarette taxation in B&H involves the application of the ad valorem excise
duty in the amount of 42% of the retail price of cigarettes and the specific excise duty per
pack of cigarettes. Although, at first glance, it can be concluded that there has been a nominal
reduction of the excise rate, de facto there was no change in the rate, but just a different
calculation of excise duty which ultimately gives the same excise burden.’> Another new
element is the introduction of the category of the minimum excise duty on all cigarettes as of

! Official Gazette of B&H" No. 49/09.
2 Official Gazette of B&H" No. 49/14.
3 More about the motives and results of the process of internal harmonization of indirect taxes in B&H can be found in
OMA Bulletin No 102, www.oma.uino.gov.ba.
4 Ibid.
> Until July 1, 2009, the base for the calculation of excise duty was the retail price without VAT, while from July 1,
2009 it was changed to the retail price including VAT.
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2010, which is linked to the category of the ‘most popular price of cigarettes’®, as the
reference brand for the application of the minimum excise duty rate. The introduction of the
minimum excise duty should have prevented the occurrence of dumping at the lower price
cigarette groups. Tying the minimum excise duty for the most popular price category implies
the collection of guaranteed revenues from excise duties on all brands of cigarettes whose
retail price is lower than the most popular brands. The third element of harmonization with the
EU standards was the harmonization of the minimum excise duty with the minimum excise
duty in the EU in the amount of 64’ EUR or 126 BAM per 1000 cigarettes. Harmonization
process is ensured by the continuous annual increase of the specific excise duty, provided that
the increase can not be less than 0,15 BAM/pack.

Other tobacco products (cigars, cigarillos, smoking tobacco) are taxed only by ad valorem
excise duty in the amount of 42% of the retail price, including taxes.

2014-2019

The continuous increase in the excise duty on cigarettes has widened the gap between the tax
burden on cigarettes in relation to the tax burden on substitutes - smoking tobacco, which
remained at the same level as in 2009. The differentiated taxation policy has led to a strong
substitution of cigarettes with smoking tobacco, first branded and then unbranded from the
black market. The decline in excise revenues on tobacco products in 2013 of 4,1% was a
signal for a thoroughly redefined policy of taxation of tobacco products in B&H. The redefined
tobacco product taxation policy was expected to eliminate the inconsistent cigarette taxation
policy that led to the erosion of excise revenues and distortions in the tobacco market
(strengthening the black market, smuggling and illegal cigarette production). At the same
time, the process of redefining the excise policy should have served to continue the process of
harmonizing the standards of taxation of tobacco products with current EU standards. Given
the scope of tax evasion in the tobacco market, which occurred in 2011 and culminated in
2013, it can be said that the first goal of the new excise policy was also the primary goal, while
the second goal was to develop a technical platform for the implementation of measures of the
new excise policy in B&H.

The new taxation policy of tobacco products has been applied as of August 1, 2014, and
includes the following:
- taxation of smoking tobacco by specific excise duty;
- linking the increase in the excise burden on smoking tobacco to the increase in the
excise burden on cigarettes;
- determining the minimum excise duty on cigarettes according to the weighted average
price of cigarettes and
- continuation of the process of harmonization of the excise burden on cigarettes with the
EU standards

New technical standards in the taxation of tobacco products include:

- harmonization of the scope of taxation with the prescribed scope in the EU, in terms of
the type of tobacco products and definitions;

- introduction of the weighted average price of cigarettes as a reference price for
determining the minimum excise duty instead of the 'most popular price category of
cigarettes', and

- increase of EU minimum standards, of which the most important for B&H is the nominal
minimum excise duty on cigarettes in the amount of 90 EUR per 1000 cigarettes.

According to the provisions of Article 21a Paragraph (2) of the Law, the specific excise duty is
increased every year by at least 0,15 BAM per package, until the total excise duty contained in
the retail price of cigarettes with the lowest price reaches 176 BAM per 1000 pcs. The starting

6 The acronym for this category in the EU is MPPC - Most Popular Price Category
7 The standard has been in force in the EU until December 31, 2013. From January 1, 2014 the minimum excise duty
on cigarettes in the EU is 90 EUR.
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point for calculating the minimum excise tax is the weighted average retail price (WAP) of
cigarettes, which is calculated on the basis of ITA data on issued excise stamps for cigarettes
in the second half of the previous fiscal year and the first half of the current fiscal year (Article
21b of the Law). The minimum excise duty on cigarettes is calculated as a percentage of WAP,
with the legal minimum being 60% of WAP. Excise duty on smoking tobacco is determined as a
percentage of the minimum excise duty on cigarettes expressed per 1000 cigarettes, with the
legal minimum being 80% of the minimum excise duty on cigarettes (Article 21d of the Law).

2020-2021

The legally prescribed minimum excise duty on cigarettes of 176 BAM per 1000 pieces was
reached in 2019, which completed the process of harmonization with the minimum excise duty
in the EU. In practice, this meant that as of 2020 there is no increase in the specific excise
duty on cigarettes (i.e. the rate from 2019 will be maintained), while the amount of excise
duty on smoking tobacco, given the calculation methodology, depends on the dynamics of the
retail cigarette prices.

REVIEW OF EXCISE RATES ON TOBACCO PRODUCTS

Ad valorem (proportional) excise duty:
- cigarettes: 42% of the retail price (taxes included)
- cigars and cigarillos: 42% of the retail price (taxes included).

Ad valorem excise duty, which has been calculated on smoking tobacco in the amount of 42%
of the retail price (taxes included), was abolished on August 1, 2014. The specific excise was
increased by the decisions of the ITA GB every year by the legal minimum of 0,15 BAM per
pack (or 7,50 BAM per 1000 pieces) of cigarettes (Table 1).

Table 1: Specific excise duty on cigarettes (2009-2021)

1.72009] 2010 2011] 2012] 2013] 2014] 2015] 2016] 2017 2018] 2019] 2020] 2021
BAM/box| 0,15  030] 045 060 075 090 1,05 120 1,35 1,50 1,65 1,65 165

BAM/1000 pieces] 7,50 15,000 22,50 30,00 37.50] 45,00/ 52,50 6000 67.50] 75,00 82,550] 82,50] 82,50

Due to the structure of the market where the cheaper categories of cigarettes have been
dominating, and because of the calculation method which takes into account a set of data from
two fiscal years (second half of the previous year and first half of the current year), and is
applied in the next fiscal year, the minimum excise has no protective character in terms of
collection of a guaranteed level of excise revenue.

Table 2: Minimum excise duty on cigarettes

2010]  2011] 2012] 2013] 2014] 2015] 2016] 2017 2018] 2019] 2020| 2021
BAM/1000 pieces| 0,80 1,08 1,65 1,82 2,090 2,00 223 242 2,60 2,86 3,04 325
BAM/1000 pieces|  40,00] 54,00  82,50| 91,00] 104,50] 100,00] 111,50] 121,00] 130,00/ 143,000 152,000 162,50

Note: In the period from 2010 to 2014, the minimum excise duty on cigarettes was determined on the basis of the
most popular price category of cigarettes

Table 3: Excise duty on smoking tobacco
1.8.2014 2015 2016 2017 2018 2019 2020 2021

BAM/kg 78,00 | 80,00 89,20 | 96,80 | 104,00 | 114,40 | 121,60 | 130,00




ANALYSIS OF THE TOBACCO PRODUCTS MARKET
Trends in the period 2009-2014

New Law on Excise Duties in B&H, which has been force as of July 1, 2009, brought the initial
introduction of a specific excise tax on cigarettes in the amount of 0,15 BAM per pack. The
increase in taxes in the structure of the retail price (specific excise tax + the corresponding
part of VAT) expectedly brought an increase in retail prices, although tobacco companies have
tried to mitigate the “tax shock” on prices by shifting the additional tax at the expense of their
profits. However, given the low price before taxation, there was not a lot of maneuver space to
ease rising prices, especially by the domestic tobacco industry. Although the new Law was
adopted in the midst of the global economic crisis, the cigarette market could have absorbed
the continuous rise of the tax in prices (excise duty + VAT) all until 2013. The largest growth
in the cigarette market value® was recorded in 2010 (18,2%) but then there was a sharp
slowdown in 2011 and 2012 (6,4% and 2,4% respectively). By 2013 the market of smoking
tobacco was negligible, but then it increased by as much as 350%. The reason for this was
exceeding the “endurance threshold” of consumers, who have avoided the further rise in the
excise burden, and consequently, in retail prices of cigarettes, by shifting their consumption to
the rolling of cigarettes from tobacco. The extent of substitution of cigarettes with tobacco was
much larger than it was showed by data on growth of smoking tobacco market, because the
market of illegal unbranded tobacco from domestic production and smuggling has exploded®.
Such developments have devalued the government's intentions to achieve health policy goals
through increasing taxation of cigarettes. However, as the reason for such a sharp drop in the
consumption was not consumers’ giving up smoking, but switching to rolled cigarettes from
smoking tobacco, mostly of poor quality, health policy objectives in terms of reducing smoking
were not only met but were completely derogated.

It was normal to expect that the process of harmonization of excise duties with the minimum
EU standards would bring a drop in cigarette consumption. However, the gap between the tax
burden on cigarettes and smoking tobacco has widened every year as a result of a
differentiated policy of tobacco taxation and harmonization of excise duties on cigarettes with
the EU minimum standards, therefore creating incentives for consumers to shift from
industrially produced cigarettes to manually rolled cigarettes. It can be assumed that during
the increase in retail prices, the first who give up cigarette consumption are the consumers
with the lowest incomes, while structural changes occur in the structure of other consumers.
Consumers from the middle-income group are shifting to cheaper cigarettes, while high-
income consumers are retaining the consumption of expensive cigarettes due to their status.
Therefore, it can be concluded that the price elasticity of cigarette consumption is not
a homogeneous category and that it largely depends on the structure of consumers.
There is a polarization between domestic (mostly cheaper) and imported (mostly more
expensive) cigarettes in B&H. The fact that the consumption of domestic cigarettes in 2013 fell
by as much as 28,9% compared to 2012, and imported by 16,8% indicate the conclusion that
the process of substituting cigarettes with tobacco has hit the domestic tobacco industry to a
greater extent due to higher attrition of consumers with lower incomes.

In the first years of the observed period, the increase in excise rates ensured growth in total
excise revenues regardless of the drop in consumption. At the beginning, high growth rates in
revenues from excise duties were recorded, particularly in 2010, when revenues increased by
37,1% due to lower base for comparison. As of 2011, the growth has been slowing down and a
decrease of 4,1% was recorded in 2013.

Differentiated taxation of cigarettes and tobacco, at the expense of cigarettes, was the main
reason for the losses of revenues from excise duties. In the first years the gap in the tax
burden was not so significant for consumers to give up from cigarettes and to shift to the

8 The total value of cigarettes, including taxes, according to the data on issued excise stamps.
° More in Anti¢, D., 2014. ,Trends in collection of revenues from excise duties on tobacco: from the revenue “boom” to
tax evasion”. MAU Bulletin No. 104/2014.
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consumption of smoking tobacco. However, as rates on excise duties were increasing only on
cigarettes and not on smoking tobacco, the gap in the tax burden was getting bigger. Chart 1
shows the simulation of the tax burden on cigarette pack obtained from 1 kg of tobacco
(taking into account the norms of manual cigarette production) and the pack of the cheapest
industrially manufactured cigarettes which cost 1 BAM at the time of entry into force of the
new Law on Excise Duties (July 1, 2009).

Chart 1. Simulation of the tax burden of a pack of cigarettes obtained from 1 kg of tobacco and
the tax burden of the cheapest pack of cigarettes from 2009
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The continuous increase in the specific excise duty on cigarettes has brought a strong increase
in the tax burden on cigarettes, which is further increased due to increased VAT and ad
valorem excise duty, since the increased specific excise duty increases every year the basis for
calculating VAT and excise duty in retail prices. Since the excise burden on tobacco remained
unchanged throughout the period, the gap between the tax burden on tobacco and cigarettes
grew from year to year. In 2014 total taxes included in the pack of the cheapest cigarettes
were almost five times higher than in the pack of cigarettes obtained by rolling smoking
tobacco.

The trends in the period from 2014 to 2021

Harbingers of significant changes in the tobacco market occurred immediately after the
adoption of the amendments to the Law on Excise Duties and prior to their entry into force (1
August 2014). The introduction of the specific excise duty has increased the tax burden on
kilogram of tobacco by 212%, and total tax burden (excise duty + VAT) by 184%. The drastic
increase in the excise burden on tobacco has encouraged stockpiling of both branded taxed
tobacco and non-taxed unbranded tobacco. After the entry into force of amendments to the
Law there were significant positive changes in all segments of the analysis. However, the
positive effects of the amendment to the Law in terms of revenue growth were exhausted as
early as 2016, and the next two years, revenue growth was minimal. A significant increase in
the collection of excise revenues was achieved in 2019 due to the strong growth in the
cigarette’s consumption of non-residents, while, with the appearance of the COVID-19 virus
pandemic, a catastrophic decline in excise revenues was recorded.

The value of the market of tobacco products
Large tax evasion in 2013 led to the decline in value of the cigarette market by 11,2%. At the
same time, due to the shift of smokers to brand tobacco, value of the legal market of tobacco

has quadrupled. That these were already significant amounts is shown by the fact that the
substitution of cigarettes with branded tobacco mitigated the effects of the reduction of the

7



cigarette segment at the rate of 11,1%, so that the decline in the value of the total tobacco
market was 6,7% (Chart 2).

The new excise policy, which has been in force since August 1, 2014, has brought a
turnaround in just five months. According to data for 2014, the value of the cigarette market
increased by 0,7%, while the value of the tobacco market fell by 6,8%, due to large purchases
before the entry into force of amendments to the Law. Due to developments in the tobacco
segment, the total market for tobacco products in 2014 increased by a modest 0,3% compared
to 2013. Positive trends have continued in 2015, as a reflection of the new excise policy
measures. Despite the growth of specific excise duties on cigarettes and specific excise duties
on tobacco, the total market increased by 4,8%, reaching the level of 2011, but not of 2012.
The analysis of the structure of the tobacco products market indicates that the growth of the
cigarette segment amounted 9,9%, while the tobacco segment fell by as much as 81%, falling
at level of 2012 in nominal terms. Although the value of the domestic cigarette market in 2015
increased by as much as 24,5%, it was still far below levels from 2011 and 2012. On the other
hand, the value of the imported cigarette market exceeded the previous maximum from 2012,
although it grew at a more moderate rate of 5,3%.

Chart 2. Annual trends in the value of the tobacco products market
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The growth of the tobacco products market can be explained by the cumulative effect of three
factors:
- measures of the new excise policy,
- operational measures of the ITA and other state and entity institutions to combat
smuggling, and illegal production and sale of cigarettes, and
- increase in aggregate consumption as part of B&H recovery after the global economic
crisis.

The effects of the new excise policy measures were exhausted as early as 2016. A new
increase in the specific excise tax has brought stagnation, and then a decline in the value of
the legal market for tobacco products. The value of the cigarette market in 2016 decreased by
4,7% compared to 2015, and by 6% compared to 2012, when the market value was at its
maximum (Chart 3). In 2017 and 2018, the total value of the tobacco products market
stagnated, and in 2019 it grew by a rate of 6,9%. In the market structure, the cigarette
component grew by 4,8%, while the smoking tobacco component grew by as much as 133%.
This indicates the shift of tobacco companies towards smoking tobacco, in order to attract the
lower income population from the black market of tobacco.

The appearance of the COVID-19 virus pandemic did not have a serious impact on the policies
of tobacco companies, as it was expected to be a passing phenomenon. Thus, in the first four
months of 2020, both market components grew, cigarettes by 13,5% and smoking tobacco by
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35,3%. However, the restrictive measures introduced in B&H regarding the movement of
citizens and the functioning of the economy, as well as the locking of the EU member states,
had a negative impact on the consumption of the domestic population and the consumption of
non-residents (diaspora, tourists, cross-border traffic). Tobacco companies have drastically
reduced their placements on the market, which has resulted in a strong contraction in the
tobacco products market. Although a certain easing of measures was expected in the summer
season, this did not happen, but, on the contrary, Europe was faced with a new, even bigger,
wave of pandemics in the fall of 2020. The entry restrictions in B&H have been removed late,
resulting in a smaller inflow of non-residents at the end of the year. At the end, the value of
the tobacco products market in 2020 decreased by 14,8% compared to 2019 (Chart 2), with
the cigarette component decreasing by 16,2%, and the smoking tobacco component increasing
by 24,5%. The growth of the regular tobacco market indicates a change in the business
policies of large international tobacco companies. In the years of intensified tax evasion (2013,
2014), the domestic tobacco industry made a shift towards higher sales of tobacco, and now
the same policy has been taken over by importers, after the reduction of domestic capacities.

Chart 3. Structure of the market value by type of tobacco products
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Pre-tax price

The increase in the cigarette market after the changes in the Law has brought an improvement
in the sales price structure, in terms of pre-tax price (which, in addition to the cost price, also
includes profit / margin), despite the increase in tax burden (Chart 4). However, already the
next increase in the specific excise duty on cigarettes in 2016 brought a significant drop in the
pre-tax price, in nominal terms to the level of 2014, while in the next two years there were no
significant changes compared to 2016, despite two increases in the specific excise duty on
cigarettes. The pre-tax price has been decreasing as of 2019, by 9,6% in 2019, and by 2,3%
in 2020. Basically, in the year of the pandemic, the decline in government revenues (from
excise duties) was nominally much larger than the decline in tobacco companies' revenues.

A comparison with 2008, which is the last year before the reform of the tobacco taxation policy
and harmonization with the EU standards, shows that the pre-tax price has fallen to its
historical minimum. Compared with 2008, tobacco companies have de facto lost 2/3 of their
revenues (Chart 5). However, the domestic industry is more affected than importers. The
losses of domestic industry in 2020 compared to 2010 reach up to 85,6% of revenues, while
the losses of importers are about 60% of revenues.



Chart 4. Structure of the tobacco products market value
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Retail selling prices of cigarettes

The continuous increase in excise duties on cigarettes has brought a rapid rise in the weighted
average retail price of cigarettes (WAP). Compared to 2008, the weighted average price
increased by 248%. The biggest jump was recorded in 2010, due to the implementation of the
new Law only in the second half of 2009. The slower growth has been recorded later, primarily
due to the high base for comparison (Chart 6). Another reason for such a trend is the extent to
which the additional tax burden is shifted to the customer. The extent to which the additional
tax burden is shifted to the customer depends on the elasticity of demand for goods. In the
case of goods with elastic demand, shifting the tax burden will produce a sharp decline in the
consumption of goods. In the case of goods with inelastic demand (e.g. luxury goods, local
goods, addictive goods, such as cigarettes, alcohol, etc.), shifting the additional tax burden to
sales prices generally does not lead to a significant decline in consumption of goods. A
significant factor for shifting the tax burden is the situation with the competition in the market.
In the case of existence of a monopoly on the market, shifting the tax burden to customers will
not jeopardize demand. On the other hand, in the conditions of significant competition,
companies can better position themselves in the market or take over the market of
competitors if they do not shift additional tax burdens on sales prices. However, the policy of
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dumping prices run can be pursued in the long run only by financially strong companies, which
can bear the reduced profit due to the takeover of part or the entire additional tax burden. It is
indicative that the increase in the retail cigarette prices of 4,9% on average occurred in 2020,
despite the fact that there was no increase in the specific excise duty in that year (due to the
completion of harmonization with the EU) and a catastrophic decline in sales due to the
pandemic.

Chart 6. Weighted average retail price of cigarettes (WAP)
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Chart 7 shows that tobacco companies have used inelastic demand for cigarettes on several
occasions in the past ten years to increase retail cigarette prices above the new tax burden.®
Before the changes in the Law, this happened in 2010 and 2012, when retail cigarette prices
increased on average above the new tax burden.

On the other hand, there have been more years in which tobacco companies have borne a part
of the new tax burden at the expense of their profits, in order to amortize its impact on retail
prices. It can be assumed that the reason for this policy was to assess the risk of falling sales
which could happen in the case of shifting the total tax burden on sales prices. However, it can
also be said that some companies pursued a kind of dumping policy. As the tobacco market
have been decreasing from year to year, it can be assumed that the dumping pricing policy
pursued in 2011 was used to better positioning of companies in the cigarette market.
However, in the period from 2013 to 2016, when there was an erosion of the legal cigarette
market due to the growing legal and illegal substitution of cigarettes with tobacco, companies
have struggled to maintain their existing market share by shifting the lesser extent of new tax
burden to prices.

With this in mind, the increase in prices above the new tax burden in 2017 and 2018 was
surprising (Chart 7). Such a pricing policy was certainly the reason for the decline in cigarette
quantities in those two years and the stagnation in the value of the cigarette market (see
Chart 2), and consequently in revenues. It can be assumed that this was the reason for the
change in pricing policy in 2019, when most of the new tax burden (0,06 BAM per pack) was
taken over by companies at the expense of their profits. Such a turnaround in pricing policy
resulted in an increase in the value of the cigarette market of 4,8%, a minimal decrease in the
quantity of cigarettes of 1% and in an increase in excise revenues of 6,5%.

10 The new tax burden includes an increase in specific excise (0,15 BAM per pack annually) as well as an increase in
ad valorem excise and VAT, which comes from the growth of the specific excise, due to the fact that the basis for
calculation of ad valorem excise and VAT includes the specific excise.
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Chart 7. Deviation of WAP from its expected value
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The process of harmonization of excise duties with the EU standards was completed in 2019.
Since 2020, there has been no increase in the specific excise duty on cigarettes, and thus no
external reason for the increase in retail prices in 2020. However, in early 2020, companies
immediately significantly increased retail prices of cigarettes, so that in April 2020, the
weighted average retail price of cigarettes was by 0,30 BAM per pack higher than in December
2019 (Chart 8). On average, cigarette prices in 2020 increased by 0,20 BAM per pack (Chart

7).
Chart 8. Dynamics of WAP, 2019 - 2021
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Even after it was clear that coronavirus was not a passing phenomenon, companies still did not
make significant price adjustments, despite the fact that the demand of local consumers for
cigarettes was drastically reduced due to the pandemic, and the consumption of non-residents
was reduced to a minimum. An even bigger surprise in the company's pricing policy was the
price policy in 2021. Although there was no increase in excise duties on cigarettes in 2021
either, the weighted average price of cigarettes in January 2021 was higher by 0,10 BAM than
in December 2020, and by 0,20 BAM than in December 2019 (Chart 8).

An analysis of the structure of the WAP of cigarettes suggests that the pre-tax price (which
includes the cost price and profit / margin) has varied only slightly, regardless of changing
circumstances. In the meantime, due to the large rise in cigarette prices, there have been
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major changes in the structure of cigarettes, the number of types of brands has decreased,
cheaper domestic brands have no longer been produced, and the price range between the
cheapest and most expensive cigarettes has been shrinking. However, the high increase in
cigarette prices in 2020 resulted in a significant increase in the pre-tax price, on average by
18% compared to the structure of the WAP in 2019 (Chart 9)

Chart 9. Structure of WAP - pre-tax price
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The high percentage of the increase in pre-tax price in the structure of WAP in 2020 is a
cumulative result of the increase in cigarette prices and the fact that the specific excise duty
on cigarettes remained at the level of 2019. However, the increase of pre-tax price is lower
than the increase in WAP, because it indirectly caused an increase in the tax burden in the
structure of the WAP in 2020. Namely, the increase in pre-tax price entails the growth of ad
valorem excise and VAT in the structure of WAP, whose calculation basis includes the pre-tax
price. Since these are two successive fiscal years (2019/2020), it is unlikely that the cause of
such a sharp rise in pre-tax price is the rise in input prices (raw materials - tobacco, labour,
transport, energy, etc.), but it is also about the striving to increase profits / margins.

It can be seen from the above analysis the importance of the pricing policy of tobacco
companies both for their business and for public revenues. It is surprising that companies have
already increased retail prices in the first year of the period after the harmonization of excise
duties, when there was no increase in specific excise duties, although this has been the reason
for the drop in legal demand for cigarettes for years. An even bigger surprise is that it was
done with the cheapest brands. Thus, the group of legal consumers with the lowest incomes
was stimulated to shift their purchases of tobacco and cigarettes on the black market. This is
shown by the following data and calculations:

The lowest retail selling price (RSP) of cigarette pack in 2019 was 4,50 BAM in the period
January - July 2019 (Chart 10). It should be noted that this price was below the expectations,
when the new tax burden would be added to the lowest RSP from 2018. After price correction
in mid-2019, the lowest RSP was increased to 4,70 BAM, slightly more than the expected RSP,
so that at the annual level, the lowest RSP in 2019 was on average at the level of the expected
4,65 BAM. In the total amount of cigarette packs in 2019, the brands with the lowest RSP had
a share of 21,4%. In 2020, the lowest RSP of cigarette pack in January was 4,70 BAM, and in
other months 4,90 BAM (Chart 10). If we take into account that in 2020 there was no increase
in specific excise duty, the lowest RSP should have remained at the level of 2019. The same
lowest price was maintained in January 2021, but due to the increase in prices of other brands,
the weighted average price in January 2021 was higher by 1,9% compared to December 2020.
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Chart 10. Minimum RSP in 2019 and 2020
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Although a higher RSP in the conditions of unchanged excise policy brings higher revenues
(pre-tax price) for companies it is necessary to analyse more broadly. A comparison of the
elements of the lowest RSP in 2019 and the lowest RSP in 2020 shows that an increase in the
RSP of 4,3% brings revenue growth (pre-tax price) of 22,1% (Table 4). However, in order to
assess the overall effects, it is necessary to compare the sales value (quantities x RSP) for the
cheapest brands in both years. The increase of the lowest prices by 0,20 BAM per pack in 2020
reduced the sales of this category of cigarettes by 58,7%, which also reduced the total
revenue (pre-tax price) of companies in that category by 9,1 million BAM. In terms of
collected indirect taxes, the shortfall in VAT amounts to 18,2 million BAM, and in
excise revenues as much as 98,2 million BAM (Table 4).

Table 4
min RSP min RSP change change (in
Elements of RSP 2019 2020 (in %) BAM)
RSP 4,70 4,90 4,3% 0,20
VAT 0,68 0,71 4,3% 0,03
ad valorem excise 1,97 2,06 4,3% 0,08
specific excise 1,65 1,65 0,0% 0,00
pre-tax price 0,39 0,48 22,1% 0,09
Effects:
number of packs (in million) 46,9 19,4 -58,7% -27,5
pre-tax price (million BAM) 18,4 9,3 -49,6% -9,1
VAT (million BAM) 32,0 13,8 -57,0% -18,2
Excises (million BAM) 170,0 71,8 -57,8% -98,2

14



Consumption of tobacco products

The continuous growth of retail cigarette prices in B&H since 2009 has resulted in a sharp
decline in legal cigarette consumption? (Chart 11). In the first two years after introduction of
the special excise tax, the cigarette consumption, measured by the number of issued excise
stamps, decreased at a rate of 4,5% annually (Chart 12 - right scale).

Chart 11. Consumption of cigarettes
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However, already in 2011 there was a serious deterioration of trends, which continued in 2012,
and in 2013 there was a dramatic drop in consumption of 20,6%. Measures of the new excise
policy stabilized the decline in cigarette consumption to 8,3% in just five months of
implementation in 2014. However, the continued harmonization of the excise rate with EU
standards already in 2016 brought a strong drop in cigarette consumption of 12,3%. In 2017,
cigarette consumption in B&H decreased by 8% compared to 2016. The larger decline in
consumption was mitigated by the increase in consumption of non-residents (diaspora,
tourists), and cross-border and transit traffic of cigarettes and other goods in the summer

1 For the purpose of analysis, cigarette consumption is measured by the quantity and structure of issued excise
stamps.
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season, driven by lower prices of oil derivatives compared to the neighbouring countries. The
trend of stabilization of cigarette consumption was maintained in 2018 and 2019, regardless of
the growth of retail prices due to the increase in the specific excise tax on cigarettes. In 2019,
the consumption of branded cigarettes on the legal market amounted only 40% of the
consumption in 2008. In 2020, there was a sharp decline in cigarette consumption of 20,1%,
in the first place due to increased retail prices, and due to the negative impact of restrictive
measures to prevent the transmission of the COVID-19 virus pandemic in B&H and the EU on
cigarette consumption by locals and non-residents.

The continuous increase in excise duties on cigarettes has resulted in the substitution of
cigarettes with smoking tobacco. Substitution escalated in 2013 when a serious decline in
revenues from excises on cigarettes was recorded. The new excise policy of taxation of
smoking tobacco from 2014 implied a drastic initial increase in excise duties on smoking
tobacco, and continuous harmonization with excise duties on cigarettes in the coming years.
The draconian increase in the tax on smoking tobacco has resulted in a large drop in the
consumption of taxed smoking tobacco. Consumption of branded smoking tobacco in 2015
decreased by 89,4% compared to 2014. It is obvious that the large increase in retail prices of
smoking tobacco and measures to combat the illegal production and sale of cigarettes have
discouraged consumers from purchasing legal smoking tobacco, so they shifted to cigarette
consumption. However, already in 2016, due to the increase in cigarette prices, the
substitution of cigarettes with smoking tobacco became stronger, with the consumption of
imported branded smoking tobacco leading the way. The amount of smoking tobacco increased
by 31% compared to 2016, with the increase in the amount of imported tobacco of even
120%. An oscillating trend has been noticeable in the last four years. In 2017, a moderate
increase in the quantities of smoking tobacco of 8,3% was recorded. This was, at the same
time, the last year in which the increase of domestic tobacco was recorded. In 2018, a
decrease of 29,6% was recorded, in 2019 an increase of 17,1%, and in 2020 a decrease of
2,2%.

In recent years, after the completion of the privatization of the domestic tobacco industry, the
structure of quantities of cigarettes and tobacco placed on the B&H market has drastically
changed to the detriment of the domestic industry, whose production has been completely
marginalized,*? until complete disappearance.'?

Chart 13. Dynamics of cigarette quantities
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Chart 13 shows the structure of cigarettes placed on the market since 2010. There is a
noticeable decrease in the quantities. However, the decrease in the quantities of imported
cigarettes is nominally and relatively smaller than in the case of domestic cigarettes.

In 2020, the quantity of imported cigarettes corresponds to half of the number of imported
cigarettes in 2010, while domestic cigarettes retained only 7% of their production in 2010.
Nominally, the placement of domestic cigarettes on the market was lower by 173,6 million
packs, and imported by 161,5 million packs. It can be concluded that imported cigarettes have
completely absorbed domestic production until its disappearance.

Similar trends have been observed in the structure of smoking tobacco. At a time of strong tax
evasion, prior to the changes in the Law, the domestic industry has focused on the sale of
smoking tobacco. However, in the last four years, there has been a strong erosion of domestic
tobacco production, on the one hand, and a strong increase in imports of smoking tobacco on
the other (Chart 14). However, changes in the structure of the tobacco products market, which
imply the increase in the smoking tobacco component, result in lower collection of excise
revenues, due to a lower tax burden compared to cigarettes.

Chart14. Dynamics of smoking tobacco quantities
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Data on the enormous growth of imported cigarette rolling paper, which can be used for
machine production of cigarettes (in the form of rolls, booklets and tubes), indicate not only a
large volume of substitution by manual rolling of cigarettes, but also a strong illegal domestic
production of untaxed cigarettes. Imports of cigarette paper have been increasing, despite a
sharp decline in domestic cigarette production. To illustrate, imports of cigarette paper in the
form of booklets or tubes in 2020 exceed the imports in 2013, while domestic cigarette
production in 2020 was only 14,4% of domestic production in 2013. An even more radical case
is the import of cigarette roll paper, which doubled in 2020 compared to 2013. The obvious
discrepancy between the progression in the growth of cigarette paper imports and
the declining needs of the domestic tobacco industry in terms of volume indicates
not only the purchase of cigarette paper by individuals, but also illegal production
cigarettes in B&H.
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Elasticity of cigarette demand

Based on researches by more than a hundred studies on the behaviour of cigarette
consumption in the conditions of tax increases over the past fifty years, economists have
concluded that in most countries the price elasticity of consumption was -0,4. On the other
hand, the World Bank's analysis shows that the price elasticity of consumption is higher in less
developed countries, and that in the case of cigarettes it ranges up to -0,8.*

In the initial years of harmonization of excise duties with EU standards, bearing in mind price
inelastic cigarette consumption, the decline in cigarette consumption was within the projected
framework. Despite the increase in the excise rate at the beginning of 2015, and contrary to
the theory of elasticity in taxation and the results of researches in countries around the world,
the rise in prices did not bring a decline in cigarette consumption. On the contrary, the
consumption was almost completely inelastic (Chart 15). A similar situation was recorded in
2019, when, despite a price increase of 5,9%, consumption fell by only 1%. Due to the
enormous decline in the volume of cigarettes in sales in 2020 of 20,1%, which is not correlated
with the growth of prices of 4,9%, this year is not the reference year for calculating the
elasticity.

Chart15. Price elasticity of cigarette consumption
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4 More in: Anti¢, D., 2015. ,Implications of the taxation of tobacco in the European Union in the period 2005-2014",
Financial Theory and Practice, 39(3) 279-304. Institute for Public Finance, Zagreb.
18



ANALYSIS OF EXCISE REVENUE
Trends

The erosion of cigarette consumption above expectations has also affected excise revenues. In
the first years of excise harmonization, B&H recorded an enormous increase in revenues,
which began to slow down in 2012, while in 2013 excise revenues fell by 4,1% (Chart 16). It
can be concluded that in terms of the “endurance threshold” '* of consumers, 2013 was
obviously a turning point. Substitution of cigarettes by tobacco only to a lesser extent
compensated for significant losses in revenues from excises on cigarettes. Since only ad
valorem excise duty was charged on other tobacco products (in the amount of 42% of the
retail price of tobacco), the effects of the collection of excises on smoking tobacco were
extremely modest. In 2012, 6,2 million BAM of excises were collected, and 28 million BAM in
2013, which was the historical maximum for this component of market. Although the new
excise policy in 2014 has stabilized the cigarette market to some extent, and revenue growth
of 4,3% was recorded, the collected excise revenues in nominal terms corresponded to the
level of revenues from 2012, which was a historical maximum. Positive trends in the collection
of excise duties have continued in 2015. There was a growth of 7,1%, and the total level of
excise revenues exceeded the collection from 2012 by 53,2 million BAM (Chart 16).

Chart 16. Revenues from excises on tobacco products
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However, the effects of the new excise policy on revenue collection were exhausted as early as
2016. Under the pressure of increase in specific excise duty on cigarettes, and in conditions of
slow growth of economy and aggregate consumption, strengthening the black market of
tobacco and cigarettes had negative consequences for excise revenues, profitability of tobacco
industry and the stability of the tobacco products market. These trends resulted in a drop in
collected revenues from excises in 2016 of 3,8 million BAM. In the next two years, despite the
continuous increase in the excise burden that resulted in the growth of retail prices of
cigarettes, the collection of excise revenues was stable, slightly above the collection in 2015.
In 2019, excise revenues grew by 6,5%, reaching a historical maximum in nominal terms. The
revenue growth in that year is partly the result of the increase in consumption of non-residents
(diaspora, tourists, cross-border consumption), as seen by the seasonal excise duty scheme
where the summer months dominate, and partly of the takeover of more excise stamps before
the end of that year. An incentive for such a policy was an increase in retail prices of
cigarettes as of January 1, 2020. Tobacco companies took over a larger number of excise
stamps to meet the expected higher demand for cigarettes at the old prices. Therefore, a part
of the excise revenues expected in 2020 de facto shifted to fiscal 2019 year (Chart 16).

15 A term related to the so-called Laffer curve.
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Given such a business policy, poorer collection of excises at the beginning of 2020 was
expected. High monthly growth rates of excise collection were achieved in the next three
months (Chart 17), which was surprising in the conditions of pandemic and restrictive
measures that limited the entry of non-residents and travelling within B&H. However, it should
be borne in mind that this is not about the actual consumption, because excise duties are paid
ex ante, when taking over excise stamps, and the amount of excise stamps taken over, and
thus the collection of excise duties, depends on the perception of large tobacco companies
regarding future consumption of tobacco products in B&H. For this reason, in the first quarter
of 2020, revenues from excises on tobacco products grew by 9%, while optimistic expectations
regarding the outcome of the pandemic led to increased collection of excises in April. However,
as the pandemic has continued in the following months, the drop in demand forced companies
to adjust their business plans, which resulted in a drastic reduction in the number of issued
excise stamps and consequently in drop in the collection of excises of 34,7% in the second
quarter.

Graph 17. Trends in the collection of excise duties on tobacco in 2020
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The consequences of entry restrictions for non-residents into B&H'® were catastrophic for the
collection of excise revenues. Monthly rates of decline in excise collection in the third quarter
ranged between -17% and -30%, causing a decline of 25,8% at the quarterly level. Negative
trends have continued in the fourth quarter. After a solid collection in November, a recovery
was expected in December. However, a new wave of pandemics and mass "locking down" of
the EU member states prevented a huge arrival of non-residents in B&H during the holidays,
which led to a drop in demand for cigarettes, and to a decrease in the collection of excises of
18,7% in the fourth quarter. Not even the announcement of an increase in retail prices of
certain brands of cigarettes as of January 1, 2021 could not encourage consumer stockpiling,
as had been the practice in previous years. Ultimately, the collection of excise duties on
tobacco products in 2020 was lower by 18,2% compared to 2019. The loss in revenues was
enormous, as much as 157,4 million BAM (Chart 18).

16 Decisions of the B&H authorities regarding entry into B&H and EU decisions regarding the return of EU citizens from
B&H
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Chart 18. Revenues from excises on tobacco, nhominal annual effects
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Bad trends have continued in January 2021. The growth of retail prices of certain brands of
cigarettes and the overall circumstances related to population movements resulted in a decline
in revenue collection of 19,8% (Chart 19).

Chart 19. Monthly collection of excise duties on tobacco products
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Revenue structure

The analysis of the structure of collected revenues from excises indicates a growing trend in
collected excises on imported products, and a decrease in collected revenues on domestic
tobacco products (Chart 20, left). If we analyse the structure of revenues from excises
(domestic / import companies) in 2015, as a turning point, we come to the conclusion that
domestic excises in 2015 grew by 14,7%, while import excises grew by 4,3% compared to
2014. However, if the collection is compared with 2012, the situation is reversed: domestic
excises grew by only 0,9%, and import excises by 9,7%. In the structure of excise revenue
loss in 2013 of 31,3 million BAM, the share of domestic companies was as much as 70%,
which was disproportionate to their share in the collected revenues, which amounted to about
30%. It can be concluded that the domestic industry was more affected by the trends in the
tobacco products market, than the importers. In addition to lower business efficiency, which
does not leave much space for the maneuver with retail prices, the reason was the change in
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policies of domestic industry, which under the pressure of current trends has shifted the focus
from cigarettes (which bring higher added value, and thus tax revenue) to tobacco. Compared
to 2012, out of 53,2 million BAM of additional revenues collected in 2015, only 2,1 million BAM
referred to domestic companies, and to import companies everything else.

Chart 20. Structure of revenues from excises on tobacco products

60% - 900 s
L 800 900
40% 7 800 . W
20% - 600 g 700 - /
- 500 o
T o =
£ WE | o
20% -+ + 300 £ g
- 200 =
40% H £
- 100 £
60% L
; : ; s 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
I domestic tobacco (right scale) EZzzimported tobacco (right scale)
==domestic tobacco, change in %, Y/Y ==imported tobacco, change in %, Y/Y % revenues from excises on cigarettes Mrevenues from excises on smoking tobacco

The final privatization of domestic industry brought a complete collapse of domestic
production, and thus the collection of excises on domestic tobacco products. The total collected
excises on domestic tobacco products in 2020 was about 40 million BAM lower than in 2019,
amounting only 22,5% of the collection from 2011. This means that the losses of revenues
from excises on domestic tobacco amounted to one quarter of total losses of revenues. On the
other hand, despite large losses, the collection of excises on imported products was 5% higher
than in 2017. It is obvious that importers carried out their market expansion in B&H
at the expense of the domestic tobacco industry. However, the recomposition within the
market has its limits, which correspond to the complete elimination of domestic production.

For the analysis of the effects of the new excise policy measures, the analysis of the structure
of excise revenues by type of tobacco products is also important (Chart 20, right). Before the
escalation of tax evasion, the share of excise revenues on smoking tobacco was negligible,
amounting 3,9% in 2013. Excise policy measures have led to a decrease in revenues from
excises on smoking tobacco. In 2014, the share of these revenues in total excises was reduced
to 3,7%, and in 2015 to only 1%. The increase in the excise burden of cigarettes in the next
two years has encouraged the use of smoking tobacco, despite the fact that the excise burden
of this group of tobacco products has also been increasing every year, in accordance with the
new policy. In the next three years, high growth rates of revenues from excises on smoking
tobacco were recorded, but in nominal terms significantly lower than in 2013. In 2019 and
2020, only about 13-14 million BAM of excise duties were collected, which is only half of the
amount collected in 2013.
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Significance of excise revenue

Excises on tobacco products are a generous source of budget revenues in all economies. In
B&H, revenues from excises on tobacco accounted for 7-8% of total indirect taxes until the
implementation of the new Law on Excise Duties. The beginning of harmonization with EU
standards has led to an increase in the significance of revenues from excises on tobacco.

The growth of revenues from excises on tobacco products in the first years of harmonization
with EU standards increased their share in the indirect taxes to a maximum of 15,4% in 2015.
In 2019, in which the highest amount of revenue was collected so far, the share was 13,3%. It
can be concluded that revenues from indirect taxes have grown faster in recent years than the
collection of excises on tobacco products, and the main reason was the increase in the rate of
earmarked road tax as of February 1, 2018. In 2020, the share of revenues from excises on
tobacco products fell to only 12%, indicating much larger decline than in other tax groups
(Chart 21, left). The share of excises on tobacco depends not only on the collection of excise
duties, but also on the growth rate of other revenues, primarily VAT, which increase the basis
for comparison. If the related VAT revenues collected on tobacco products are included, the
share of revenues collected from cigarettes and tobacco consumers in total indirect
tax revenues in B&H in the period 2011-2016 was 18-19% (Chart 21, left , “excises +
VAT").

Chart 21. Revenues from taxes on tobacco products as % of indirect taxes (left)
and % of GDP (right)
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With the increase in road tax revenues, this share dropped to 16%, and in 2020 to 14,9% of
total indirect taxes. Measured in % of GDP, the excise burden on tobacco products increased
from 1,4% of GDP in 2008 to a maximum of 2,7% of GDP in the period 2012-2015. In 2019,
the excise burden amounted to 2,4% of GDP, and in 2020 only 2% of GDP (Chart 21, right).
The total share of tobacco taxes (excise + VAT) in the tax structure measured as % of GDP
ranged from a maximum of 3,5% of GDP in 2012 to a minimum of 2,6% in 2020 (Chart 21,
right, “excise + VAT").
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FACTORS OF THE COLLECTION OF EXCISES ON TOBACCO PRODUCTS

Given the growing importance of oscillations in excises on tobacco, the collection of this type of
excise not only determine the effects of indirect tax revenue collection by the ITA and the fiscal
balances of all levels of government in B&H, but also determine the seasonal pattern of indirect
tax revenue collection and the pattern of budget financing. Given that the tobacco market in
B&H is basically held by only a few large companies, which pay approximately 1 billion BAM of
indirect tax revenues annually, it can be concluded that the collection of indirect tax revenues
and budget financing dynamics largely depend on their business decisions. The analysis
showed that the stabilization of taxation policy, however, is not crucial for the stability
of the collection of revenues from indirect taxes because of the unpredictable policy
of companies. The impossibility of predicting business decisions of companies in the
conditions of continuous increase in taxes on cigarettes and tobacco brings a high degree of
uncertainty in the projections of revenues from indirect taxes and budget projections of all
levels of government. The erosion of revenues from excises on tobacco products was
influenced by several factors:

i. Harmonization of excise duties with EU standards

Tobacco taxation policy must be placed in the context of the European path of B&H,
as it is an integral part of the acquis. A major problem for alignment with the acquis is the
fact that the minimum rates of excise duty in the EU were far above the rates in B&H at the
time of drafting the new Law in B&H. To assess the effectiveness of the process of
harmonization of excise duties on tobacco products with EU standards, it is necessary to keep
in mind three facts.

First, unlike most other conditions related to the harmonization of legislation, including
harmonization with the VAT Directive, the harmonization of excise policy is far more difficult.
Due to the importance of excise revenues for the fiscal stability of the country, a sharp
increase in excise rates may produce macroeconomic turbulence in the country. For that
reason, the new EU member states'’ have been harmonizing for many years (7-10), balancing
the need for the increase in excise duties with the increase in other tax rates (VAT, etc.). For
example, Slovenia'® had adjusted its excise tax rate twice a year in order to reach the agreed
minimum tax rate by the time of joining the EU.

Secondly, it is necessary to place the harmonization of excise duties in the context of the
"broader picture" of the European path. Harmonization of excise policy is just one of the many
conditions on the European path of B&H. At the time of the decision to start the process of
harmonization of excises on tobacco products, it was expected that B&H would become a
member of the EU in ten years at the latest. It was also expected that other necessary reforms
would be implemented in parallel, which would enable the country's economic growth and
inclusion in the EU funding, which would neutralize effects of the increase in the excise burden
on revenue collection. However, a gap in the implementation of policies has appeared- there
was an unexpected stagnation, and even a blockade of the European path, while, on the other
hand, excise duties on tobacco products had been continuously harmonized. The successful
harmonization of excises on tobacco products in Slovenia indicates that these are related
reforms. In parallel with other reforms, Slovenia started harmonizing excise duties on tobacco
products on July 1, 1999, and every six months until January 1, 2004 increased its excise
duties on tobacco products to the agreed level. After joining the EU, in the period from July 1,
2004 to January 1, 2008, Slovenia has been increasing excise taxes once a year (July 1) in
order to reach the minimum in the EU of that time. So, it was a period of five years of
harmonization before joining the EU and four years of harmonization after joining the EU, or
totally nine years. If we keep this in mind, then it can be concluded that the ten-year period of
harmonization in B&H (July 1, 2009 - January 1, 2019) corresponds to the dynamics of

17 These are the ten countries that joined the EU in 2004, Bulgaria and Romania that joined in 2007 and Croatia that
joined in 2013.
18 Zakon o troarinah (uradno precis¢eno besedilo) (ZTro-UPB2), http://www.pisrs.si/
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harmonization in Slovenia. However, other reforms from the European path of B&H have
failed, which has had a negative consequences for excise revenues.

Third, the harmonization of excise duties with the EU standards was necessary in order to
neutralize the negative effects of the trade part of the Stabilization and Association Agreement
with the EU on indirect tax revenues, which brought the gradual abolition of customs duties on
many EU imports in the period from July 1, 2008 to 2013. It should be borne in mind that the
implementation of the SAA began at a very bad time, because the whole world, including B&H,
was affected by the global economic crisis in the fourth quarter of 2008, which had full swing
in 2009. Chart 24 shows the rapid pace of decline in revenues from customs duties, especially
in 2009. Due to the fact that the new Law has been applied as of July 1, 2009, the growth of
excises on tobacco products in that year compensated only 28% of the loss of customs
revenues in 2009 compared to 2008. The losses of customs revenues were compensated by
the increase in tobacco excise revenues only in 2014 (Chart 22).

Chart 22. Collection of customs and excises on tobacco (2008-2014)
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ii. Adapting other actors to the process of harmonization of excises with EU
standards

When analysing implications of the harmonization of excise duties, another key player must be
taken into account - the tobacco industry, and in the case of B&H, the domestic industry.
Namely, the domestic tobacco industry had to adapt to the new circumstances, because the
dynamics of the increase in the excise burden was predictable, legally defined. After the
introduction of VAT in 2006, the tax burden on cigarettes (17% of VAT) was lower than at the
time of sales tax (20% of sales tax), which yielded extra profits that needed to be invested
more efficiently, more through vertical expansion (from tobacco production to distribution),
than by horizontal diversification of business, by entering into other activities. Better use of the
internal economy, more rational and efficient investments in the main production activity and
turning to domestic tobacco producers could partially neutralize the increase in tax duties as of
2010.

The stimulation of domestic tobacco production by the state would also play a significant role,
which would preserve domestic production and help the domestic tobacco industry to
overcome the shocks due to the increase in excise duties. As all of the above was missing, the
consequences in the form of the growth of the black market of cigarettes and tobacco, a
dramatic reduction in domestic cigarette production and a decline in the collection of excise
revenues were inevitable.
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Finally, better cooperation of state institutions and coordination of activities of agencies of all
levels of government (tax, police, inspection) to combat the black market is always one of the
important preconditions for stable collection of revenues from excises on tobacco products.

ili. Cigarette sales structure

In recent years, there has been a strong dependence of the collection of excise duties on
tobacco products on the consumption of non-residents. There are several subgroups:

- diaspora, which visits relatives in B&H most often in summer and during religious and

New Year's holidays

- tourists, who are increasingly visiting B&H (religious, winter / summer tourism)

- tourists in transit to the Adriatic Sea

- cross-border consumption, most often in the zones towards Croatia

- small-scale consumption of persons living right next to the border with B&H.

It should be borne in mind that a significant part of domestic consumption of tobacco products
has so far been financed indirectly from remittances from abroad.

iv. Population emigration

Liberalization of the labour market in Germany and some other developed EU members has
caused the process of emigration of the working population from B&H, and then of entire
families. According to EUROSTAT data, the number of issued residence permits to B&H citizens
has been growing exponentially in the last few years (Table 5). According to EUROSTAT data,
the main reason for issuing residence permits in the EU in 2018 was work (33.229 or 61% of
all permits), and the rest was schooling, family reunification, etc.

Table 5. Number of residence permits issued for the first time to B&H citizens

2015 2016 2017 2018
annual migration 20.845 27.334 37.344 54.107
cumulative 20.845 48.179 85.523 139.630

Source: EUROSTAT (Domazet, A., Domljan, V., PeStek, A., Hadzi¢, F. (2020). “Odrzivost emigracija iz Bosne i
Hercegovine”, (Sustainability of emigration from Bosnia and Herzegovina). Friedrich Ebert Stiftung. Sarajevo,

http://library.fes.de/pdf-files/bueros/sarajevo/16523.pdf)

If we assume that all persons have retained at work in the following years, this figure becomes
dramatic (Table 5, "cumulative"), especially if the same trend have continued in 2019, in terms
of the number of permits issued for the first time (up to and including 2019: a total of about
200.000 permits, of which about 120.000 for work). We assume that there were no major
emigrations in 2020, due to the pandemic. Since these are younger people, such a process
inevitably affects the consumption of tobacco products. If we take into account that only
10% of working-age people who left B&H consumed 1 pack of cigarettes per day in B&H,
assuming that it is the cheapest brand whose retail price is 4,50 BAM per pack, the annual
loss in revenues would be 18,4 million BAM (loss in revenues from excises of 15,5 million
BAM, and in related VAT of 2,9 million). Since this is a much larger number of people who left
B&H because of work, the loss in revenues is far greater. In previous years, the loss was
partially offset by the consumption of our workers during their visits to B&H, but due to the
closure of borders caused by the pandemic, revenue losses were the largest in 2020.

v. COVID-19 Pandemic
The outbreak of the COVID-19 virus pandemic had a negative impact on the collection of
revenues from excise duties on tobacco products in 2020, and due to uncertainty regarding its

duration, negative effects will also be recorded in 2021, and probably next year as well. The
impact of the pandemic on excise revenues on cigarettes was multiple:
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— Restrictive measures taken by the B&H authorities to prevent the spread of the
pandemic have affected the private consumption of citizens. Falling incomes and
employment of the population, reduction of remittances from abroad, and fear of
uncertainty regarding the duration of the pandemic are limiting factors of the increase
in consumption of tobacco products;

— Appearance of the COVID-19 virus has strongly affected the consumption of non-
residents. Closure of the borders and travel restrictions, both in B&H and in
neighbouring countries and EU member states, have drastically reduced the inflow of
non-residents, while the economic crisis, as a result of closing economies, has brought
a reduction in remittances, which then caused a reduction in private consumption in
B&H, including legal consumption of tobacco products;

— The pandemic has directly affected the consumption of tobacco products as it mostly
affects the respiratory system. Due to the large number of patients, revenue losses are
significant. Given the fact that the pandemic has affected middle-aged and elderly
citizens the most, it can be assumed that half of them were smokers before the
pandemic. If we assume that it is about 50,000%° citizens who refrained from smoking
for at least 60 days due to illness, and that before the pandemic they smoked one box
of the cheapest cigarettes (of 4,5 BAM) per day, revenue losses amount approximately
12,6 million BAM in 2020 (loss in excises of 10,6 million BAM and in VAT of 2,0 million
BAM). Longer sick leave, higher consumption than one pack per day, previously
consumed the more expensive cigarettes, or smoking cessation would certainly further
increase the loss in revenues.

vi. External constraints of consumption

In 2021, it is realistic to expect a further decline in cigarette consumption by non-residents
due to worsening restrictions for third-country nationals regarding the inflow of tobacco
products into the EU, which has been reduced from 10 packs of cigarettes to a lower limit of 2
packs per person, without paying VAT and excises. Croatia applies the same restrictions to
cross-border purchases of its citizens in B&H, while Croatian citizens living in a zone up to 15
km from the border can bring in 25 cigarettes a day.?° This restriction will significantly reduce
the "export" of cigarettes purchased in B&H by the diaspora, tourists returning to their country
of residence, tourists in transit, B&H citizens working in the EU and other non-residents leaving
B&H, and thus the collection of excise duties.

9 Number of people infected with coronavirus in B&H on December 31, 2020 amounted to 111.642. Source: Ministry
of Civil Affairs of B&H, http://mcp.gov.ba/publication/read/epidemioloska-slika-covid-19?pageld=3.

20 Source: Rool book on exemption from value added tax and excise duties on goods imported in the personal luggage
of persons traveling from third countries and on goods imported as a small consignment of non-commercial
significance, Official Gazette 146/2020
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CONCLUSIONS AND RECOMMENDATIONS

The analysis of policy, market trends and revenues from the taxation of tobacco products in
the period 2009-2021, with a focus on 2020, showed the following:

- stagnation has been noticeable in the last few years, and in 2020 a huge decline in the
collection of revenues from excise duties on cigarettes;

- the continued increase in the tax burden on cigarettes has resulted in a significant
decline in the legal market and strong growth in the black market in tobacco products;

- the process of harmonization of excise duties in B&H with the current EU minimum
standard was completed in 2019, and in 2020 and 2021 there was no increase in excise
duties on cigarettes;

- regardless of the completion of the harmonization process, tobacco companies
increased retail prices of cigarettes in 2020, which they did not adjust downwards even
when there was a catastrophic decline in cigarette sales;

- tobacco companies have continued to increase the retail prices of cigarettes in 2021,
despite the decline in sales in 2020 and the fact that the specific excise tax on
cigarettes remained at the level of 2019;

- the structure of cigarette sales in B&H largely depends on the external demand of non-
residents, which at the time of the pandemic proved to be a weak point in the collection
of excise duties and total indirect taxes;

- emigration of the working population and family members from B&H negatively affects
both the collection of excises on cigarettes and the total collection of indirect taxes;

- uncertainty about the duration of the COVID-19 virus pandemic delays the recovery of
consumption and thus the collection of excise revenues;

- external constraints of consumption imposed by neighbouring countries and EU member
states, regarding cross-border movements and restrictions on the amount of cigarettes
imported into the EU, will have a negative impact on the recovery of part of cigarette
sales to non-residents.

There are two opposing ideas regarding the taxation of tobacco products in the public. The first
is to reduce excise duties on cigarettes, in order to reduce black market, and the second is to
allocate part of the excise revenues to health funds, in order to mitigate the negative effects of
smoking on the health of citizens (so-called negative externalities) and health funds. The
second idea is based on additional taxation of tobacco products, because it is not possible to
redirect the current collection of excises to health funds. Namely, revenues from excises on
tobacco products, together with VAT and other indirect taxes, have so far served exclusively to
finance the budgets of all levels of government in B&H, and their possible shifting to health
funds would jeopardize the financing of regular budget expenditures.

When it comes to the option of reducing excise duties on cigarettes, it should be noted that
there are no guarantees that tobacco companies will reduce retail prices of
cigarettes after reducing the rate of excise duties. That this is the practice is shown by
studies on reducing VAT rates conducted in the EU. In addition to the experiences in the EU,
B&H has its own experiences regarding the behaviour of taxpayers in a situation when tax
rates are reduced, namely the taxpayers of tobacco companies. We have two examples from
the recent past.

The first example is the introduction of VAT, whose rate (17%) is 3 percentage points lower
than the sales tax rate on excise products that was in force until 2006 (20%). Although the
difference in taxation was significant, it did not affect the pricing policy of tobacco companies
that did not reduce the retail prices of cigarettes during the period 2006 - July 1, 2009.
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Another example is the increase in retail cigarette prices in 2020 and 2021, although the rate
of specific excise duty on cigarettes remained the same as in 2019. Even the outbreak of
pandemic and, consequently, the catastrophic decline in cigarette sales, could not influence
companies to return prices to 2019 levels. The analysis showed that policy of increasing the
prices of the cheapest category of cigarettes contributed the most to the loss of excise
revenues in 2020 (see Table 4). Although the price increase was not the only factor that has
led to a sharp decline in cigarette sales in 2020 and excise revenues, it cannot be ignored
because these are the cheapest cigarettes consumed by people with the lowest incomes,
whose existence in 2020 was even more seriously threatened by restrictive measures taken by
the authorities to combat the pandemic. Prices have also been increased to a lesser extent for
certain brands of cigarettes in 2021, despite the uncertainty and risk for sale and business
brought by the pandemic.

The idea that B&H should follow the practice of Montenegro, regarding a reduction in excise
duties on cigarettes is often repeated in the public, without a deep analysis. The analysis
shows that Montenegro has been implementing a new taxation policy since 2014, which
implies a gradual increase in the specific excise duty on cigarettes and a reduction in the ad
valorem excise duty on cigarettes by 2024. This policy of recomposing the structure of excise
duties on cigarettes should reduce the impact of prices on the variation of excise duty
collection. 2! This is, at the same time, in line with the practice of some member states that
recompose the structure of excise duties in favour of a specific excise tax, provided that the
total excise tax follows EU standards. According to the prescribed dynamics, in 2024,
cigarettes in Montenegro will be taxed with a specific excise tax in the amount of 47,50 EUR
per 1000 pcs (in B&H it is EUR 42,20 per 1000 pcs) and by ad valorem excise tax of 24,5%.%?
However, it is necessary to look at the taxation policy even more broadly, because Montenegro
has compensated the possible loss in excise revenues by a higher VAT rate, which was
increased from 19% to 21% in 2018. What can be noticed is the ten-year dynamics of
harmonization of excise duties with the minimum EU excise tax.

In any case, the effects of the reduction of excise duties in B&H would be questionable at this
time, and the political repercussions in terms of the continuation of European integration would
be extremely unfavourable. In addition, it is necessary to always keep in mind the demands of
the health sector and the opinions of the World Bank on the effectiveness of high taxes to
discourage citizens from smoking, and, on the other hand, to intensify activities to combat the
black market.

Finally, the analysis of the factors of poorer collection of excises on tobacco products
in 2020 indicates that not all the loss in the consumption of legal cigarettes ended up
on the black market. The large part resulted from the following factors that have
significantly reduced the legal consumption of cigarettes:

- alarge number of people who were smokers infected by coronavirus;

- emigration of the working population from B&H;

- tightening restrictions on the export of cigarettes from B&H to the EU.

The last two factors result in a permanent loss of legal consumption of cigarettes, and thus the
collection of excise and VAT revenues. At the same time, these factors will determine the
consumption of cigarettes in B&H in the coming years.

21 We have an example of that in B&H. From the calculation in Table 4, it could be concluded that the increase in prices
in 2020 in the conditions of unchanged tax policy still increased the tax burden of a pack of cigarettes, since the retail
price including taxes represents the tax base for VAT and ad valorem excise.
22 Source: Law on Excise Duties, consolidated text, Ministry of Finance and Social Welfare, Directorate for issuing
approvals for the production, processing and trade of tobacco products, http://www.aduvan.co.me/.
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