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Introduction
T

axes are the lifeblood of the nation. Their primary purpose is to
generate funds for the State to finance the needs of the citizenry
and to advance the common weal.1 But in our case, this lifeblood

always seems to be drying up.
This decade has never seen a national government surplus (graph

1). The last time the government was not in the red was in 1997—due to
a high tax effort of 17 percent and the privatization of government as-
sets that brought in large revenues.

1Philippine Bank of Communications v. Commissioner of Internal Revenue,
G.R. No. 112024, January 28, 1999.

Graph 1

Source of data: Department of Finance
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Understandably, the 2007 financial crisis caused a slowdown in the
economy that dampened tax collection. Hence, the fiscal deficit skyrock-
eted in 2008–2009 (refer to graph 1). But even before the 2007 crisis, bud-
get deficits have been a perennial constraint on government.

The Philippine Institute for Development Studies (PIDS) said that
the “deficit can be viewed in two ways: one, a case where the govern-
ment is not earning enough, and two, one where it is spending too much.”2

Indeed, the Arroyo administration (2000–2004; 2004–2010) tried to bring
down the deficit through a combination of weak spending and tax mea-
sures such as corporate tax, value-added tax (VAT), and excise tax (on
cigarettes, alcohol, and automobiles) increases. It succeeded in cutting
the deficit from 5.3 percent of the Gross Domestic Product (GDP) in 2002
to about 0.1 percent of the GDP in 2007. But then we were hit by the
financial crisis and the government had to expand spending to stimulate
the economy.

At any rate, most experts agree that weak tax collection is the main
culprit for the national budget deficits. In this decade, about 87 percent
of government revenues comes from taxes. Revenues from tax collection
reached P490 billion in 2001 and P980 billion in 2009. As impressive as
these figures sound, tax effort3 has actually been decreasing since 1997
(from 17 percent to 12.8 percent in 2009), suggesting that tax collection
should be strengthened and improved.

There are two underlying factors for poor tax performance. First,
we have many tax administration problems (e.g. tax evasion, poor re-
cording and auditing by revenue agencies, and failure to computerize
tax collection). Second, there are reforms in our tax structures that are
long overdue – some involve raising taxes or plugging sources of leak-
ages (e.g. fiscal incentives, especially tax holidays).

The newly elected Aquino administration said that it would not
push any tax measure, except rationalization of fiscal incentives. But it
may be forced to raise taxes, considering the expected PhP300–325 bil-
lion deficit in 2010 and PhP 226 billion in 2011.4 After all, President
Aquino’s flagship programs—conditional cash transfers to poor fami-
lies, universal health coverage, additional year for primary education,
etc.—do not come cheap.

The question then is: what to tax? In answer, this paper argues that
one way of solving the deficit is by adjusting the excise tax on cigarettes
and tobacco products, two of the so-called “sin products.”

There are inconsistencies in the current tax structure and tax data5

prove that these are sources of leakages. As a result, the “sin tax” has not
been meeting its revenue potential.

The paper also delves into the tax’s regulatory aspect (i.e. how the
tax is supposed to curb cigarette consumption) but only to explain fully
the rationale behind the cigarette excise tax.  This is still, in the main, a
paper to identify the cigarette excise tax leakages and suggest ways of
addressing them.

2 Maria Teresa Caparas,”Budget Deficit,” Philippine Institute of Development Studies, http://
publication.pids.gov.ph/details.phtml?pid=2722 (accessed 20 October 2010).
3 Ratio of total tax revenues to GDP.
4 Iris Gonzales, “Budget deficit seen dropping to P226 billion in 2011,” The Philippine Star,
http://www.philstar.com/Article.aspx?articleId=608161&publicationSubCategoryId=66
(accessed 15 October, 2010).
5 A note on the data: Unless otherwise specified, the data used in this paper are from the
annual reports of the Bureau of Internal Revenue (2005–2009).
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Excise Tax
on Cigarettes
and Tobacco
Products

Excise taxes are imposed on certain goods manufactured or produced
in the Philippines for domestic sale or consumption or for

any other disposition and on articles imported into the Philippines.6

Excise taxes on tobacco and cigarettes have two main functions.
First, the taxes raise additional revenues for the government to finance
its expenditures. Second, they seek to lessen excessive consumption of
cigarettes and tobacco products.7

As a source of revenues

Excise taxes are a rich source of revenue for the government.  In
2009, excise taxes made up about 8 percent of total tax revenues, about
PhP 60.5 billion. Excise tax from tobacco products made up 40 percent
of that amount, higher than those from alcohol (34 percent) and petro-
leum products (21 percent).

But this potent source of revenue is underperforming. Govern-
ment data show that the collection of excise tax in proportion to the
GDP (excise tax effort) has been on a downward trend—from 2.6 per-
cent in 1997 to a measly half of 1.3 percent in 2004. During the same
period, the excise tax effort slowed down from 0.6 to 0.3 percent for
alcohol products, and from 0.7 to 0.5 percent for tobacco products.  The
drop was more pronounced in petroleum excise taxes as tax effort de-
clined from 1.2 percent in 1997 to 0.4 percent in 2004.8 To arrest this
trend Republic Act (RA) 9334 was passed in 2004. The next section,
however, will show that RA 9334 has not succeeded in this goal.

Some impute the waning government tax effort to the growing
evasion practices of cigarette manufacturers and suppliers; others at-
tribute it to policy changes implemented over time.9 A more extensive
discussion of these problems will be made in the next section.

As a regulatory mechanism

The 2009 Global Adult Tobacco Survey estimates that adult smok-
ing prevalence in the Philippines is 28.3 percent, which is equivalent to
17.3 million smokers.10 The 2007 Global Youth Tobacco survey, on the
other hand, shows that about 17 percent or 4 million Philippine youths
aged 13–15 years are smokers.11

These figures are alarming, since tobacco is the second major cause
of death in the world. It is currently responsible for the death of one in
ten adults worldwide (about 5 million deaths per year). If current smok-
ing patterns continue, it will cause some 10 million deaths each year by
2020. Half of the present smokers—about 650 million people—will even-
tually be killed by tobacco.12

1 A note on the data: Unless otherwise specified, the data used in this paper are from the annual reports of the Bureau of Internal Revenue
(2005–2009).
2 Section 129, National Internal Revenue Code of the Philippines
3 Marie Abigael Gatdula and Mariel Jances Nhayin D. Parado. “Estimation of the Excise tax leakage on cigarettes in the Philippines” (BA
thesis, University of the Philippines, 2008).
4 Francis Xavier Vicente, “Philippine tax leakages: An assessment,” USAID-Manila, http://pdf.usaid.gov/pdf_docs/PNADH572.pdf (accessed
10 October 2010).
1 Marie Abigael Gatdula and Mariel Jances Nhayin D. Parado. “Estimation of the Excise tax leakage on cigarettes in the Philippines” (BA
thesis, University of the Philippines, 2008).
2 Southeast Asian Tobacco Control Alliance and Health Justice. Philippines Tobacco Tax Report Card (Bangkok: SEATCA, 2010).
3 Cited in Southeast Asian Tobacco Control Alliance and Health Justice. Philippines Tobacco Tax Report Card (Bangkok: SEATCA, 2010).
4 World Health Organization – Western Pacific Region, “Tobacco,” WHO, http://www.wpro.who.int/health_topics/tobacco (accessed 10
October 2010).
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The health costs of smoking are also staggering. In 1999, the World Health Organization said that
about 200,000 Filipino men would develop smoking-related diseases in their productive years. It estimated
that the resulting healthcare expenditures and loss in productivity would cost Filipino taxpayers some PhP
43 billion.13

The more recent Philippine tobacco and poverty study (2006) said that the health care costs and pro-
ductivity losses related to four smoking-related diseases alone (i.e. lung cancer, cerebro-vascular disease,
coronary artery disease, chronic obstructive pulmonary disease), range from US$ 2.86 to 6.05 billion or PhP
148.47 to 314.38 billion.14

The imposition of an effective excise tax, which increases the price of cigarettes, has proven to be the
most effective measure in cutting down cigarette consumption.15 Guindon, Perucic and Boisclair (2003)
evaluated the elasticity16 of cigarette prices in Southeast Asian countries and found that an increase in the
prices of cigarettes brought about a decrease in its consumption.17 Chaloupka et al. (1999) observed that a
10 percent price increase for each pack of cigarette would lead to an estimated 4 percent decline in cigarette
consumption in developed countries and an approximate decrease of 8 percent in developing countries.18

Quimbo et al. (2009) had similar findings among Philippine households. They associated an 8.7 percent
decrease in consumption with a 10 percent increase in price.19

Households with low income levels are more price-sensitive than those with high income levels.
Quimbo et al. (2009)20 found that the demand for cigarettes by households belonging to the 1st–3rd income
deciles21 is elastic at -1.09.22 More importantly, they found that youth demand is highly elastic at -3.91.

In 1995, the World Health Organization adopted Resolution WHA49.17, requesting the Director-Gen-
eral then to initiate the development of a Framework Convention on Tobacco Control. As a result of this
resolution, the WHO’s first treaty-making enterprise was launched. On 21 May 2003, the 56th World Health
Assembly unanimously adopted the WHO Framework Convention on Tobacco Control (FCTC). The Phil-
ippines signed the Convention on September 23, 2003. The Philippine Senate ratified it on April 25, 2005 by
a unanimous vote. The treaty entered into force on February 27, 2005.  One of the obligations of the Philip-
pines under the Convention is to lower cigarette and tobacco consumption through tax measures. Article 6
provides that:

“Without prejudice to the sovereign right of the Parties to determine and establish their taxation
policies, each Party should take account of its national health objectives concerning tobacco control and
adopt or maintain, as appropriate, measures which may include:  (a) implementing tax policies and,
where appropriate, price policies, on tobacco products so as to contribute to the health objectives aimed
at reducing tobacco consumption; …”23

In the succeeding section, we shall see if our government has complied with the mandate of Article 6
of the FCTC, five years after we ratified the Convention.

13 Cited in Southeast Asian Tobacco Control Alliance and Health Justice. Philippines Tobacco Tax Report Card (Bangkok: SEATCA, 2010).
14 Marina Baquilod et al.Tobacco and Poverty in the Philippines (Geneva: WHO, 2006).
15 Frank J. Chaloupka and Prabhat Jha. Curbing the epidemic governments and economics of tobacco control (Washington DC: World
Bank, 1999).
16 Price elasticity of demand is a measure used in economics to show the responsiveness, or elasticity, of the quantity demanded of a good
or service to a change in its price.
17 Emmanuel G. Guindon, Anne-Marie Perucic, and David Boisclaire, Higher tobacco prices and taxes in South East Asia: an effective tool
to reduce tobacco use, save lives and generate revenue (Washington D.C.: World Bank, 2003).
18 Frank J. Chaloupka and Prabhat Jha. Curbing the epidemic governments and economics of tobacco control (Washington DC: World
Bank, 1999).
19 Stella Luz Quimbo et al., “The Economics of Tobacco Taxation: The Philippine Case,” 14th World Connference on Tobacco or Health,
www.14twctoh.org/.../Tobacco_Taxation_in_the_Philippines.pdf, (Accessed 1 September 2010).
20 Ibid.
21 The 1st decile being the lowest income group.
22 The nearer to zero, the more price-inelastic the good is. When demand for a good is inelastic, that means an increase in the price will not
substantially bring down consumption.
23 World Health Organization. Framework Convention on Tobacco Control, www.who.int/tobacco/framework/WHO_FCTC_english.pdf,
(2003).
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Excise Tax
Structure:
Weaknesses
and  Leakages

C
onsider this problem. You know your house is leaking because
there are signs all over the place: your sofa is all wet; your pet
dog slid off your living floor area and broke its leg; and your

walls, immaculately white before, are turning brownish yellow.  So you
call a contractor, who looks at the plans of your house to see if there
something wrong with them. He may find out that nothing is wrong
with the plans; the plan was just poorly executed, a fault of the previ-
ous contractor’s. You need not pester the architect with your midnight
calls (you were really in a foul mood).

Tax policy is the same way. To assess the effectiveness of a tax, one
starts by looking at the tax structure (the plan) created by our legisla-
tors. You then try to find out if there are logical inconsistencies and
loopholes that can be dug up under the set up. The tax data and other
information (the evidence) can either prove or disprove that these prob-
lems exist.  In the end, you might conclude that the legislators (your tax
architects) did not create the mess and that it is the tax collectors that
are bungling the job.

But in the case of the excise tax on cigarettes and tobacco products,
evidence shows that our tax architects created a tax structure with a num-
ber of loopholes. Yes, the tax collectors are also at fault through ineffec-
tive excise tax collection, but how far can they really go? They are just
following the “plan” laid out for them. So let’s take a look at the plan.

Current structure of the excise tax
on cigarettes and tobacco products

In 2004, the Arroyo administration was on the brink of a financial
mess. In rapid succession, Congress passed the lateral attrition law, in-
creased excise taxes, and the VAT from 10 to 12 percent, to avert the
feared fiscal crisis.

Republic Act 9334 amended Sections 141–145 of the National In-
ternal Revenue Code and increased the tax rates for cigarettes, tobacco
products and alcohol products (called “sin products”).

Under the Sin Tax Law of 2004, the excise tax on cigarettes and
tobacco products became a mish-mash, imposing an ad valorem tax on
some products and specific tax on others.24

Cigars are classified into two brackets based on the net retail price
per cigar. An ad valorem tax of 10 percent or 15 percent is imposed,
depending on their prices (see table 1).

Table 1. Price Brackets of Cigars and Tax Rates (in PhP)

24 An ad valorem tax is one imposed based on the selling price or other specified value of the
good while a specific tax is based on weight or volume capacity or any other physical unit of
measurement (Section 129, National Internal Revenue Code). The rates in Tables 1–3 are
found in Section 145, NIRC.

Tax  brackets based on net retail price
(excluding the excise tax and the value-added tax) Tax Rate

Five hundred pesos (P500.00) or less per cigar 10 percent of the net retail price

More than Five hundred pesos (P500.00) per cigar Fifty pesos (P50.00) plus fifteen percent
(15%) of the net retail price in excess of
Five hundred pesos (P500.00)
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On the other hand, cigarettes packed by hand and those packed by machine, which have the
highest consumption among tobacco products, are imposed a specific tax. There is only a single rate for
cigarettes packed by hand, while cigarettes packed by machine are classified into four tax brackets. In
other words, there is multi-tier tax rate system for Marlboro, Phillip Morris, Fortune and other popular
brands in the market (refer to tables 2 and 3).

Under RA 9334, there are periodic increases in the excise tax rates (every two years starting 2005).
This was supposed to mitigate the erosion of the tax rate due to inflation and allow the tax collection to
increase over time.

Effective Effective Effective Effective
1 Jan. 2005 1 Jan. 2007 1 Jan. 2009  1 Jan. 2011

Cigarettes by hand, 2.00     2.23       2.47      2.72
per pack of 30’s

Table 2.  Tax Rates for Cigarettes (Packed by Hand) and Tax Rates (in PhP)

Table 3. Price Brackets of Cigarettes (Packed by Machine) and Tax Rates (in PhP)

Tax Brackets based on net Effective Effective Effective Effective
retail price (excluding the 1 Jan. 2005 1 Jan. 2007 1 Jan. 2009  1 Jan. 2011
excise tax and the value-
added tax) per pack of 20’s

Below Five pesos (P5.00) 2.00 2.23 2.47 2.72

Five pesos (P5.00) but does 6.35 6.74 7.14 7.56
not exceed Six pesos and fifty
centavos (P6.50)

Exceeds Six pesos and fifty 10.35 10.88 11.43 12.00
centavos (P6.50) but does not
exceed Ten pesos (Pl0.00)
per pack

Above Ten pesos (P10.00)
per pack 25.00 26.06 27.16 28.30
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With its implementation in 2005, RA 9334 was supposed to provide incremental revenues of between
PhP 10–15 billion yearly from both alcohol and tobacco products. However, there was only an average of
PhP 1.17 billion pesos in additional revenues from 2005–2009. There was even a decline in sin tax collection
in 2007 and 2009 (table 4).

The share of the excise tax on cigarettes and tobacco products in the total tax revenues of the national
government has also been declining since 2004, despite tax rate increases in 2005, 2007, and 2009 [see table
4 (3.1.1) and graph 2].

Table 4 also shows us how the cigarette excise tax bucked the overall trend of tax collection since 2005.
It either grew at a lower pace than overall tax collection (e.g. 2005, 2006) or declined while overall tax
collection went up (e.g. 2007). In 2009, during the height of the impact of the financial crisis, excise tax
collection went deeper south than other taxes. In this regard, we can say that the excise tax on cigarettes
and tobacco has been underperforming. So, what went wrong?

2004 2005 2006 2007 2008 2009

Cigarettes/Tobacco Products
Excise Taxes (in million pesos) 23,062 23,702 26,808 23,216 27,555 24,229

Growth /Decline in % 15.47 2.78 13.10 -13.40 18.69 -12.07

As percent of Total Government
Tax Revenues 3.86 3.42 3.12 2.49 2.63 2.47

As percent of GDP 0.47 0.44 0.44 0.35 0.37 0.32

Total National Government
Tax Revenues 598,014 692,779 859,857 932,937 1,049,179 981,631

Growth /Decline 11.15 15.85 24.12 8.50 12.46 -6.44

As percent of GDP (Tax Effort) 12.28 12.73 14.26 14.03 14.16 12.78

Table 4. Excise Taxes on Cigarettes and Tobacco Products 2004–2009

Source: Bureau of Internal Revenues

Did RA 9334 meet its promise?
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Source of data: Bureau of Internal Revenue, Annual Reports 2003–2009.

Graph 2

One problem is shown by the decline of the excise tax on cigarettes
and tobacco products as a share of GDP since 2005 (see table 4, line 4).
Again, this occurred despite the increase in excise tax rate in 2005, 2007
and 2009 as provided in RA 9334. One implication of the downward ciga-
rette excise tax effort is that the tax rate is not keeping up with inflation.

An ad valorem tax (as in the case of VAT and income tax) is not
eroded by inflation. If the tax base (in the case of VAT, the gross selling
price) goes up, the amount of tax revenue will also go up. Cigars, unlike
cigarettes, are subject to ad valorem tax. Before the 1997 Comprehensive
Tax Reform Program, the excise tax on cigarettes was also ad valorem.
However, the finance department pushed for a shift to a specific tax be-
cause the cigarettes manufacturers were “misreporting” the prices of their
products at the point of removal; they were declaring prices that were
far below market prices, leading to tax leakages.

But a specific tax has a main weakness, that is, it is not adjusted to
inflation.  Although RA 9334 does provide for periodic adjustments in
the excise tax rate, the upward adjustments are not enough to cover the
erosion caused by inflation.

Moreover, cigarette manufacturers can mitigate the impact of the
periodic tax rate increases by what finance officials refer to as
“frontloading.” Remember, the excise tax is imposed at the point of re-
moval, i.e. before the product leaves the place of production. A manufac-
turer can therefore minimize its tax liability by overproducing in the year
prior to the tax rate increase and passing the products to middlepersons,
who can store the products in their warehouses until the supply runs
out. Graph 3 shows how the volume of removals shot up in 2006 and
2008, the years before the scheduled tax increases under RA 9334. In
each of those years, there was an approximate 14.2 percent year-on-year
increase in the volume of removals. They were followed by a 10.6 per-
cent and 13.4 percent slump in 2007 and 2009, respectively.

Non-indexation to inflation and periodic tax rate
increases: “frontloading” by cigarette manufacturers
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Graph 3

Source of data: Bureau of Internal Revenue, Annual Reports 2003–2009.

As stated earlier, the shift to a specific tax rate was meant to address the price misreporting by ciga-
rette manufacturers. But this objective was derailed by setting up a multi-tier tax rate structure.

By creating four tax brackets, our legislators provided a means and an incentive for manufacturers to
declare lower (below market) prices at the point of removal. Such a system evokes a feeling of déjà vu, for
government could again be dealing with tax evasion practices that are difficult to detect, as exemplified in
People v. Tan et al.

The four-bracket tax structure also results in downshifting on the consumption side. Smokers, who
are sensitive to price changes, such as those with lower incomes and the young people, merely shift to
lower priced-brands, which are slapped with a lower tax.  The end result: consumption of cigarettes and the
number of smokers do not necessarily go down despite the tax increases. That means the tax is not only
failing to meet its revenue goal; it is also unsuccessful in its regulatory role.

Multi-tier tax rates: downshifting
in reporting and consumption

People v. Tan et al.

In 1993, the BIR filed tax evasion charges against Lucio Tan, and the officers of Fortune To-
bacco Corporation (FTC) and nine alleged dummy corporations.  The BIR, based on evidence
provided by an informant, said that Tan’s FTC created the nine companies to act as buyers of
Fortune’s cigarette products and make it look that its cigarettes are sold at a lower price – and
therefore subject to a lower excise tax and a lower VAT base.

After more than 13 years, a court in 2006 found Tan et al. not criminally liable. According to
the court, the prosecution failed to pierce the corporate veil and prove that Fortune had any finan-
cial interest in the nine supposed dummy corporations.
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Graphs 4 and 5 provide evidence that such downshifting is occurring. Both graphs show that the share
of low-priced cigarettes in the annual volume of removals is increasing. Graph 5 shows the percentage of
each price classification in the total annual removals.  From 2005 onwards, we can see a shift in the produc-
tion and consumption toward low-priced cigarettes. In 2005–2009, the share of low-priced brands in total
removals went up from 43.5 percent to 56 percent. On the other hand, the shares of high- and medium-
priced brands plummeted from 36 percent to 31 percent and 20 percent to 12.6 percent, respectively.

Just to clarify, the trend in removals does not necessarily prove that manufacturers are deliberately
selling at prices lower than market prices. What this paper is trying to say though is this: if we shift from the
present multi-tier rate structure to a single rate for all cigarette brands, regardless of their retail price, then
downshifting by manufacturers (legal or otherwise), as well as by consumers, would no longer be a concern.

Graph 4. Removal
of Cigarettes by
Price Classification

Source of raw data: BIR
Annual Reports 2005–
2009

Graph 5. Share of
each price classifi-
cation total annual
removals of ciga-
rettes (packed by
machine).

Source of raw data: BIR
Annual Reports 2005–
2009
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Section 145 of the NIRC provides that brands existing when RA
9334 was passed are to be classified according to their net retail prices
as of 1 October 1996, as set forth in Annex “D” of the NIRC. These
brands were taxed according to their classification in 1996, notwith-
standing that these brands have undergone significant price changes
over time. This is referred to as the legislative classification freeze or
the classification freeze.

The constitutionality of the legislative classification freeze was as-
sailed in the case of British American Tobacco v. Camacho.25 The peti-
tioner contended that the continued use of the prices under Annex “D”
as the tax base of listed brands therein gave undue protection to the
latter. Unlike them, the petitioner’s Lucky Strike brand was to be classi-
fied based on its current market price; hence assigned to a higher tax
bracket. In the main, the case presents an equal protection challenge.

The court applied the rational basis test26 in determining whether
the disparate tax treatment resulting from the legislative classification
freeze violates the equal protection and uniformity of taxation clauses
of the Constitution. Under this test, a legislative classification must be
shown to rationally further a legitimate state interest:

A legislative classification that is reasonable does not offend the
constitutional guaranty of the equal protection of the laws. The
classification is considered valid and reasonable provided that: (1)
it rests on substantial distinctions; (2) it is germane to the pur-
pose of the law; (3) it applies, all things being equal, to both present
and future conditions; and (4) it applies equally to all those be-
longing to the same class.

As to the determination of whether or not the legislative classifi-
cation is germane to the purposes of the law, the court used an elabo-
rate and lengthy reasoning covering the initial stages of crafting the
law, the House version, the Senate version, the changes at the Bicam-
eral Conference Committee level and the interpellations at the plenary.
In sum, the court held that the classification provision addressed: (1)
Congress’ administrative concerns in the simplification of tax adminis-
tration of sin products; (2) elimination of potential areas for abuse and
corruption in tax collection; (3) buoyant and stable revenue generation;
and (4) ease of projection of revenues.

The court also ruled that the first, third and fourth requisites of
the rational basis test are satisfied, without offering a clear explana-
tion. The equal protection clause means that “no person or class of
persons shall be deprived of the same protection of laws which is en-
joyed by other persons or other classes in the same place and in like
circumstances.”27 The court must clearly show that the new brands

Price Freeze, Price Gap, and Annex D of the
National Internal  Revenue Code (NIRC)

25 G.R. No. 163583, 20 August 2008.
26 Under this test, a legislative classification, to survive an equal protection challenge, must
be shown to rationally further a legitimate state interest. The classifications must be reasonable
and rest upon some
27 National Power Corp. v. Pinatubo Commercial, G.R. No. 176006, 26 March 2010 citing
Abakada Guro Party List v. Ermita, G.R. No. 168056, 1 September 2005, 469 SCRA 1, 139.
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(those not included in Annex “D” such as the Lucky Strike Brand) are
not similarly situated with those included in Annex “D.” It appears
that the only difference between these two groups is the timing or date
of introduction of the brand in the market. May this be considered sub-
stantial distinction?

In other cases involving equal protection challenges, the Court de-
termined squarely the issue of whether substantial distinctions existed.28

But in this case there was a gaping hole in the decision of the court,
where this particular requisite was not discussed at all.

The court also brushed aside the possible revenue loss because of
the classification freeze and decided to give more credence to assump-
tions that could very well be fallacious. The court gave credence to the
assumption that reclassifying of prices will open the door for tax avoid-
ance, if not tax evasion. The court said that, “tax implementers may use
the power to periodically adjust the tax rate and reclassify the brands as
a tool to unduly oppress the taxpayer in order for the government to
achieve its revenue targets for a given year.” Without supporting evi-
dence or even an acceptable substantiation, this assertion could only be
plausible at best, but certainly insufficient to justify a taxation scheme
that will entail loss of revenue to the government.

In contrast, it is not just an assumption to say that the government
is losing money by freezing the tax base of the brands included in An-
nex “D.” As illustrated by British American Tobacco, the Marlboro and
Philip Morris’ net retail prices increased, after a lapse of about seven
years, to about P15.59. If they had not been included in the Annex D,
these brands would have been taxed at a higher excise tax rate of P13.44
per pack in 2008 instead of only P8.96 per pack. The tax difference is
very substantial, more so because the cigarette industry is a multi-bil-
lion dollar industry.

The decision likewise states that the classification freeze was in-
tended to generate buoyant and stable revenues for the government.
The court states: “With the frozen tax classifications, the revenue inflow
would remain stable and the government would be able to predict with
a greater degree of certainty the amount of taxes that a cigarette manu-
facturer would pay given the trend in its sales volume over time.”

This statement is replete with assumptions that were not substan-
tiated in the decision such as: 1) That periodic reclassification will not
generate buoyant and stable revenues of the government as opposed to
a classification freeze; 2) That predictability of revenue generation has
precedence over the possibility of higher amounts of excise tax collec-
tion; and 3) That periodic reclassification of existing brands would ren-
der tax collection unpredictable.

The decision of the court casts a dark cloud on the otherwise clear
realities of the present situation. The reality is plain and simple: the gov-
ernment is losing revenues under the current excise tax regime by favor-
ing older brands in the market. It is not surprising that excise tax collec-
tion has remained flat, if not dismal, over time. According to the Philip-
pine Tobacco Tax Report Card, there has been a declining trend in the

28 Chamber of Real Estate and Builders’ Associations, Inc. v. ERC, G.R. No. 174697, 8 July
2010; Taxicab Operators of Metro Manila, Inc. v. The Board of Transportation, G.R. No. L-
59234, 30 September 1982.
29 Southeast Asian Tobacco Control Alliance and Health Justice. Philippines Tobacco Tax Report
Card (Bangkok: SEATCA, 2010).
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contribution of tobacco taxes on government revenue in the Philippines over all for the past
ten years.29  Cigarette prices are continuously increasing in the market. The multi-billion
dollar cigarette industry continues to thrive and flourish. Unfortunately, the government cof-
fers are not feeling the prosperity.

Most of the brands included in Annex “D” are owned by Fortune Tobacco, the cigarette
empire owned by the Filipino-Chinese billionaire, Lucio Tan. Fortune Tobacco controls roughly
60 percent of the market share of the cigarette industry. As food for thought, is the current
excise tax regime really protecting the state or is it actually protecting one powerful person
who stands to lose enormous profits should we shift to a periodic reclassification of existing
cigarette brands?

Merger of Fortune and Philip Morris

In the first quarter of 2010, the two giants of the cigarette industry, Philip Morris Inter-
national and Fortune Tobacco Corporation implemented a merger.

Philip Morris Fortune Tobacco Corporation (PMFTC), the newly created company re-
sulting from the marriage of the two giants, would command 90 percent of the cigarette
market in the Philippines. Lucio Tan would become chairman of the merged firm and his
group was to take over the audit and finance functions of the PMFTC. Philip Morris would
handle management, operations and marketing functions.30 Prior to the merger, Philip Mor-
ris was the leading player in the premium-priced bracket while Fortune Tobacco dominated
in the mid-priced to low-priced bracket. Just a few months into the merger, PMFTC Presi-
dent Chris Nelson announced early improvements in the business.31

The organizations closely monitoring the tobacco and cigarette industry sounded the
alarm on the controversial merger. Health Justice opined that it expected the two cigarette
manufacturers to also combine their resources in lobbying to weaken tobacco control mea-
sures.32 Deborah Sy, executive director of Health Justice, expressed that “the government can
expect more tobacco-industry-backed leaders or policy makers, more organized lobbying
techniques, more corruption, more smuggling, less tax collection, and less compliance with
tobacco laws.”33 With the merger, Philip Morris International (PMI) is expected to gain wider
access to a developing market (such as the Philippines) by taking advantage of the lack of
strong tobacco-control measures.34

More importantly, the merger may result in monopolistic behavior by PMFTC, for in-
stance, manipulation of cigarette prices.  This is especially problematic because many of their
products are in Annex D of the NIRC and therefore covered by the tax base freeze—they can
raise the prices of their products yet be taxed at the same rate.

To be clear, the 90-percent market share of PMFTC does not automatically result in a
monopoly so long as entry of new players in the market is not restricted. These new entrants
can provide the competition needed to check the big player. However, the current excise tax
structure seriously discourages new players as the British American Tobacco case showed, since
the new players will be taxed based on their present prices whereas their competitors are taxed
based on their prices more than 15 years ago. Granted that the Supreme Court upheld the
validity of this tax design, on the business side of things, clearly there is no level playing field.

30 Francisco, Rosemarie. (2010, February 24) Philip Morris Manila to Merge with Fortune Tobacco. Retrieved 17 February
2011 from Reuters. http://www.reuters.com/article/2010/02/24/philipmorris-idUSMNA00263920100224
31 Gonzales, I.C. (2010, July 22). Merged Philip Morris, Fortune Tobacco Firm Get 90percentRP Market Share. Retrieved
17 February 2011 from Philippine Star: http://www.philstar.com/
Article.aspx?articleId=595467&publicationSubCategoryId=66.
32 Philip Morris, Fortune merger a ‘kiss of death’ –critics. http://www.abs-cbnnews.com/business/02/25/10/philip-morris-
fortune-merger-kiss-death-critics. (Accessed 1 September 2010).
33 Ibid.
34 International Research Center. (2010, March 2) PMI, Fortune Tobacco Corporation Merge to Control Philippines’
Market.  Retrieved 17 February 2011 from http://www.tobaccofreecenter.org/updates/2010/03/02/philippines-pmi-fortune-
merge,
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Section 131 of the NIRC, as amended by R.A. No. 9334, contains
the proviso: “That importations of cigars and cigarettes, distilled spir-
its, fermented liquors and wines made directly by a government-owned
and operated duty-free shop, like the Duty-Free Philippines (DFP), shall
be exempted from all applicable duties only.”

However, a recent enactment, RA 9593 or The Tourism Act of 2009
provides exemption not only from duties, but also from excise taxes35

to the Duty Free Philippines Corporation, a corporate entity created out
of DFP, with respect to its imported products.

Hence, RA 9593 not only created a loophole in the tax net, it also dis-
criminated against locally manufactured cigarettes and tobacco products.

Excise Tax Exemption of Duty Free Corp.’s
products under Republic Act 9593

The failure of Congress to index the excise tax rate not only re
sults in lower revenues but also weakens the regulatory impact

of the excise tax. The cigarettes become more affordable relative
to the value of the peso, allowing even young people—who only

depend on the allowance given by their parents —to buy the cheap
cigarettes. Hence, indexation of the excise tax rate to inflation should be
the centerpiece of any tobacco tax reform legislation.  Besides, indexation
will result in regular adjustments of the rate, so our finance officials need
not go to Congress every now and then to ask for rate changes.

The difficult question, then is how do we operationalize indexation?
First of all, the adjustment must be done annually to ensure that the

effect of inflation is immediately reflected in the tax rates.  With respect
to the basis of indexation, there are two proposals. One is to use price
index of tobacco products and cigarettes; another is to use overall infla-
tion rate, using the Consumer Price Index (CPI). 36

The first option will require a survey of suggested net retail prices (SRP)
of cigarettes and tobacco products in major supermarkets and retail outlets
in Metro Manila for brands marketed nationwide. For the brands marketed
exclusively in a particular region, the survey should be done in the major
supermarkets and retail outlets in that particular region.

Addressing the

Weaknesses of

the Excise Tax

Indexation of the excise tax to inflation
using the Consumer Price Index

35 Section 95 of R.A. No. 9593 provides:
Duty and Tax Exemptions. – Consistent with the nature of its operations and primary function
to operate as a tax- and duty-free merchandising system, and to enable it to compete in the
international tax- and duty-free market, DPPC shall be entitled to exemption from the following:
(a) Duties and taxes, including excise and VAT, relative to the importation of merchandise
sale;
(b) Local taxes and fees imposed by the LGUs; and
(c) Corporate income taxation.
36 A consumer price index (CPI) measures changes through time in the price level of consumer
goods and services purchased by households. It is a statistical estimate constructed using the
prices of a sample of representative items whose prices are collected periodically. In the
Philippines, the National Statistics Office is the once in charge of collecting the price data.
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Under, Section 145 of the Tax Code, either the BIR or National Sta-
tistics Office (NSO), as deputized by BIR, does the price survey. How-
ever, the BIR’s personnel have no capacity to conduct this survey. One
reform is to assign the SRP survey exclusively to the NSO. The NSO has
the expertise to undertake this survey, as it is the agency tasked with
maintaining the CPI. Its personnel already have a long experience in
collecting price data.

It is also prudent to have an agency separate from the BIR to do
the survey. Remember that the price index will be created using a sample.
If the BIR personnel do the survey, they will have the discretion to de-
termine the sample, that is, which supermarket or retail outlet to sur-
vey. Depending on the result of the survey, the BIR may be accused of
manipulating the sample to disproportionately raise the tax rate (per-
haps to meet its annual target) or to adjust the rate below the right level,
favoring influential taxpayers. Either criticism will be avoided if an
agency independent from the BIR is assigned to do the survey.

The second option is much simpler, because this will just entail the
use of headline inflation37 as determined through the CPI. At present,
the NSO already determines headline inflation on a monthly basis, us-
ing an established procedure. In other words, there will be no imple-
mentation problems. Moreover,  the headline inflation rate will in all
likelihood be higher than the tobacco inflation rate. Thus, the tax rate
will be adjusted on a higher level, enhancing revenue and the tax’s
regulatory impact.

Creating  a unitary excise tax rate

Indexation (which will effectively increase the excise tax rates) will
be for naught, if we retain the four tax brackets that we have now.

If we increase the tax rates, while maintaining a multi-tier tax sys-
tem, consumers (especially from poorer households) will merely shift
to lower-priced brands. It is possible that such a shift may actually in-
crease overall consumption of tobacco cigarettes; thereby negating the
regulatory or sumptuary goals38 of the excise tax.39 The tax rate increase
will also add incentives for downshifting in the reporting by manufac-
turers, as we discussed earlier.

If there is a uniform rate on all cigarettes or tobacco products, re-
gardless of their price, there is no point of misreporting the price at the
point of removal.

A unitary tax rate will also simplify the tax structure, making tax
administration easier. The BIR does not have to do a survey every time
a new brand comes into the market in order to classify it to its proper
tax bracket.

37 Headline inflation refers to the rate of change in the consumer price index (CPI), a measure
of the average price of a standard “basket” of goods and services consumed by a typical
family.
38 That is, regulating the consumption of tobacco.
39 Stella Luz Quimbo et al., “The Economics of Tobacco Taxation: The Philippine Case,” 14th

World Conference on Tobacco or Health, www.14twctoh.org/.../
Tobacco_Taxation_in_the_Philippines.pdf, (Accessed 1 September 2010).
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40 E.g., House Bill 3059 filed by Rep. Hermilando Mandanas (2nd District, Batangas) in the present 15th Congress.

Repeal of Annex D of the
National  Internal Revenue Code

As explained earlier, Annex D lists the average net retail price (as of October 1, 1996) of cigarette
brands (packed by machines) that were in the market when RA 9334 became effective in 2004. The cigarette
brands were classified according to said prices, effectively freezing their tax brackets to 1996 prices, even
though their prices have actually gone up since then.

Thus, the proposal to establish a unitary tax, if approved, will effectively make Annex D a dead provi-
sion of the NIRC. The cigarette brand or tobacco product will be taxed the same rate regardless of their price.

Note that there are proposals pending in Congress40  to repeal Annex D without a shift to a unitary tax
rate. At the very least, this will remove the discrimination against new brands in the market, which was the
contentious issue in British American Tobacco v. Camacho.  Theoretically, a mere repeal of Annex D can still
raise additional revenues for government because the brands listed in the Annex will be reclassified to
higher tax brackets, based on their current market prices.

Let us keep in mind, however, the problem of downshifting in consumption and reporting by tobacco
companies that is present in a multi-tier tax rate structure. Thus, ideally, both repeal of Annex D and a shift
to unitary tax rate should be pursued, along with indexation. Piecemeal reforms would just result in the
continuation of the decreasing excise tax effort that we see now.

Amending Section 131 of the NIRC
to address the effect of RA 9593

RA 9334 succeeded in including duty free shops in the tax net by removing the excise tax exemption
given to imported cigarettes and alcohol products. However, RA 9593 restored the excise tax exemption of
duty-free products.

To correct the loophole in excise tax collection created by the enactment of RA 9593, remedial legisla-
tion must be passed so that it shall be established, finally, that duty-free sin products are only exempt from
import duties and VAT and not from excise taxes. This can be done by amending Section 131 of the NIRC to
expressly remove the effect of RA 9593.
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T
he Department of Finance (DOF) estimates that a shift to a uni
tary tax and indexation will result in at least PhP 19 billion pesos
in additional revenues in the first year of the implementation of

the reforms. They based their projections on the amendments to the
NIRC proposed under House Bill (HB) 2687. The bill was filed in Au-
gust 2010 by Rep. Jocelyn Limkaichong (Negros Oriental, 1st District).

Health Justice estimates additional revenues of PhP 19 to 35 bil-
lion. This estimate though is based on a unitary rate of PhP 30 per pack,
compared to DOF’s PhP 14 per pack. The Health Justice’s estimate is
based on House Bill 3465, filed by Rep. Henedina Abad (Batanes), which
also removes the excise tax exemption given to Duty Free’s products.
Health Justice also expects the resulting price increase in cigarettes to
reduce the smoking prevalence rate by 2 to 4 percent, saving 450,000 to
930,000 lives in the first year of implementation.41

These optimistic projections are always tempered by political re-
alities. The finance department has been pushing for the indexation of
the excise tax rate to inflation and shift to a unitary tax rate since the 11th

Congress (1998–2001). But the proposals have faced stiff opposition from
the tobacco lobby and the “Solid North”, the bloc of legislators from
Northern Luzon provinces, which are the main producers of tobacco.
Thus, one cannot expect that proposals like HB 2687 and HB 3465 will
see smooth sailing as they go through the legislative mill.

Also, the reforms mentioned above—indexation, shift to a unitary
tax rate, repeal of Annex D of the NIRC, and removing the exemption
under RA 9593— must be complemented by other reform measures, so
that they will be successful.

For example, we must address the rampant smuggling of ciga-
rettes and tobacco products. One way is to implement a tax marking
system. This must be done immediately, even before we proceed with
indexation, etc. That is because the resulting price increases will add
impetus for illicit trade, as smuggled goods are not taxed, and can thus
be sold cheaper in the market.

Effects and

Limitations of

the Proposed

Reforms

41 Data provided by Health Justice.
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