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SUMMARY 

A rapid increase in illicit tobacco products production and turnover due to a 
sharp increase in the excise tax indicates the systemic nature of the problem and is 
an important counterargument to the still widespread view that the shadow 
cigarette market in Ukraine is insignificant. In view of the above, it is important to 
make a balanced adjustment of the state fiscal policy, taking into account the 
indicators of the illicit cigarette market and the risks of its further expansion. 
Insufficient state policy and failure to fulfill the Strategy for Combating the Illicit 
Production and Turnover of Tobacco Products till 2021 (hereinafter – the Strategy) 
draw increasing attention to cigarettes excise taxation and indicate the need to take 
into account the basic provisions of documents of international organizations and 
foreign experience while updating this Strategy. 

1. The state should identify forms of illicit tobacco products turnover in 
order to develop effective measures to combat them. Cigarettes have the largest 
share in the structure of illicit trade. The main forms of illicit tobacco products 
turnover are: 

– production and sale of cigarettes with counterfeit tax stamps, use of 
duplicate stamps;  

– sale of tobacco products declared for export, i. e. exempt from tax, on the 
domestic market (including the trade in cigarettes for Duty Free);  

– sale of undeclared products (in particular due to the existence of an illicit 
"third shift" at the production facilities of legal producers);  

– falsification of products of well-known legal brands;  
– production of cheap "іllicit whites" or "cheap whites" cigarettes intended 

for іllicit trade;  
– cross-border smuggling;  
– use of certain districts of Donetsk and Luhansk regions for illicit supply of 

tobacco products to the domestic market;  
– sale of tobacco products via Internet web-sites, telecommunications, 

various applications and e-mail, etc. without paying taxes in the proper scope. 
Depending on the prevalence of forms of illicit tobacco products turnover, 

appropriate measures to combat tax evasion should be selected and implemented. 
2. It is important to clearly identify the causes and factors that contribute 

to the spread of illicit tobacco products turnover. These include the high 
profitability of illicit business practices compared to legal ones, institutional 
insolvency and general weakness of the legal framework, corruption risks, low 
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effectiveness of law enforcement and judicial systems, the existence of hidden 
distribution networks and organized crime groups, conducting hostilities in the east 
of the country, the existence of borders with states characterized by similar 
problems and recognized by the world community as smuggled hubs. The issue of 
rational increase of excise tax rates is a key economic mechanism to combat the 
illicit production and turnover of cigarettes. Tax administration, in particular in the 
field of application of the automated system of control over the turnover of tobacco 
products is an auxiliary factor in reducing the share of their illicit market.  

3. The implementation of the Strategy should be carried out in accordance 
with the peculiarities of the functioning of the national economy, based on the 
analysis, planning and use of the most efficient practices of tax administration. It is 
important to systematize reliable information on the prevalence of smoking, 
consumer preferences and the level of consumption of relevant products by 
geographical area, the share of the illicit market of tobacco products. It is expedient 
to: model the supply and demand for tobacco products, taking into account the 
growth rate of cigarettes prices, household incomes and the consumer price index; 
systematization of information on its illicit turnover; description of the mechanisms 
of activity of the main participants in the shadow cigarette market; assessment of 
institutional capacity, transparency and accountability of fiscal and other 
authorized bodies for combating illicit cigarette production and turnover. The lack 
of accounting of statistical information by fiscal authorities on key positions of the 
Strategy is a significant shortcoming of the relevant state policy. 

4. The state economic policy of combating illicit tobacco products turnover 
should be characterized by systematic and consistent involvement in the 
development processes of all stakeholders, verification and implementation of 
regulatory measures. The latter should include public administration bodies, civil 
society institutions (including non-governmental organizations), legal market 
producers, mass media, think tanks, representatives of the scientific community, 
etc. 

5. Active cooperation between central authorities and local self-government 
institutions is the key to successful and effective fight against illicit tobacco 
products turnover. Improper communication between fiscal and law enforcement 
agencies, on the one hand, and local authorities, on the other, reduces the 
effectiveness of measures to combat the illicit tobacco market. 

6. The set of issues on combating illicit trade should be the basis of state 
policy in the field of forming a comprehensive system of control over the 
production and turnover of tobacco products. In a number of developed and 
transforming economies, including the United Kingdom, Ireland, the Philippines, 
etc., measures to combat illicit tobacco market and the transformation of excise 
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taxation have been complementary. The World Bank report "Tobacco Tax Reform: 
Health and Development" summarizes the key elements of successful 
transformation strategies, including: 

 ensuring the fiscal effect for the state budget and reducing smoking 
prevalence indices;  

 modeling the optimal configuration of fiscal policy, in which an increase in 
excise tax on tobacco products will actually reduce the availability and 
consumption of the latter, in particular, cigarettes; 

 constant interaction with the public, informing the public about the 
inevitable growth in retail prices for tobacco products and the real reasons for such 
growth; 

 use of digital products in the administration of excise tax on tobacco 
products; 

 effective cross-border cooperation to minimize smuggling; 

 achieving synergies in the interaction of stakeholders at the national and 
local levels. 

7. Elimination of international disparities in excise tax rates on tobacco 
products with a gradual and balanced increase in the tax burden should be 
accompanied by a simultaneous strengthening combating illicit production, 
counterfeiting of tax stamps and cross-border smuggling, as a result, the volume of 
the smuggled and counterfeit products market will not grow. This is possible, in 
particular, through the implementation of an international protocol to combat illicit 
tobacco products turnover, strengthening the control over the latter. 

8. The study proposes areas for further improvement of cigarettes excise 
taxation, taking into account its fiscal and regulatory aspects. It is necessary to take 
into account the positive experience of Central and Eastern European countries, 
which more smoothly and prudently increased excise tax rates in accordance with 
EU Directives, which allowed them to effectively combat the illicit market of 
tobacco products and increase budget revenues. On average, this way of 
approximation of excise tax rates with the minimum level in the EU lasted about 
14 years. The draft Plan on increasing the excise tax rates on cigarettes in Ukraine 
in 2022–2028 is presented, which will increase tax revenues, reduce the size of the 
domestic illicit cigarette market, and reduce the spread of smoking in Ukraine. 

9. The modern features of the development of the cigarette market in 
Ukraine are determined. In 2021, the size of the shadow market of tobacco 
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products shows the maximum value for the last decade (15.9%)1 and continues to 
increase, posing significant social and economic challenges for the state. 
Insufficient level of validity of state decisions on excise policy leads to erosion of 
the legal market. The lack of comprehensive and systemic measures in this area 
will lead to budget losses from the shadow cigarette market in 2021 at 0.24% of 
GDP, and in 2022–2024 – an average of 0.37% of GDP per year. The expediency 
and measures for the formation of a holistic and comprehensive system of state 
control over the production and turnover of tobacco products are substantiated. 
Combating illicit turnover of these products must become an important element of 
the national and economic security strategies. 
   

                                                  
1 Monitoring of illicit trade in tobacco products in Ukraine (2 wave 2021) / Kantar Ukraine. URL: 

https://tns-ua.com/news/monitoring-nelegalnoyi-torgivli-tyutyunovimi-virobami-v-ukrayini-2-hvilya-
2021?fbclid=IwAR0Vig09p4FqOZUCI7agSjWGkd31e_b128KR5CarKJNrDGFmDIL30qJdr5k 
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LIST OF ABBREVIATIONS 

STS – State Tax Service of Ukraine; 
IIS of the STS – Integrated Information System of the Excisable Goods 

Market Operators of the STS of Ukraine; 
EMCS – Excise Movement and Control System; 
EUBAM – European Union Border Assistance Mission to Moldova and 

Ukraine; 
FCTC – WHO Framework Convention on Tobacco Control; 
OLAF – European Anti-fraud Office; 
T&T – Track and Trace system; 
WAP – Weighted Average Price. 
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INTRODUCTION 

The establishment of taxes, their rates, bases and rules of administration 
affect the state budget revenues, economic dynamics, decisions of economic 
agents. Depending on a number of fundamental factors, these decisions can lead to 
desirable or undesirable behavioral effects that policymakers consider 
insignificant. 

Laureate of the Nobel Prize in Economics (2017) R. Thaler emphasizes that 
consumer behavior is a much more complex phenomenon than a straightforward 
rational response to a set of economic factors, including fiscal2 ones. The 
undesirable behavioral effect in taxes is that the taxpayer's reaction to the decision 
to introduce one or another tax or increase the tax burden may lead not to an 
increase in tax revenues from its payment, but on the contrary, to a decrease in 
those. After all, the subjective perception of the size of the tax burden forms an 
idea of its size and fairness, and, ultimately, the attitude of taxpayers to the need to 
fulfill their constitutional obligation – to pay taxes. If the balance between the 
notion of a fair tax burden and the magnitude of the real tax burden is upset, 
taxpayers will look for opportunities to optimize their excise tax or evade taxation 
altogether by moving to the shadow economy. In addition, the significant tax 
burden makes the illicit trade extremely profitable for dishonest businesses. This 
problem is a particularly serious threat to countries with insufficient institutional 
capacity of fiscal authorities, which, in turn, may be due to various circumstances: 
from imperfect mechanisms and practices of tax administration to inadequate 
enforcement of the rule of law in the state.  

The evolution of excise taxation in Ukraine since the signing of the 
Association Agreement with the EU is significantly influenced by the relevant 
European directives. After all, approximation and harmonization of the norms of 
the domestic tax legislation to the European one is a necessary condition for the 
further success of the European integration processes. 

The Council of Europe's cigarette excise taxation policy, which is mainly 
defined by Council Directive 2011/64/EU of 21 June 2011 on the structure and 
rates of excise tax applied to manufactured tobacco (hereinafter – Directive 
2011/64/ EU), is aimed at achieving such objectives as ensuring a high level of 
public health protection, proper functioning of the intra-European market, effective 
combating tax evasion and illicit cigarette turnover. 

                                                  
2 R.H. Thaler Advances in Behavioral Finance. Volume II. Princeton University Press. 2005. 694 p. 
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To achieve these goals in accordance with Directive 2011/64/EU common 
approaches to EU Member States' policy on cigarettes excise taxation are applied. 
They are that tax rates must be high enough to have the main regulatory effect, 
which is to reduce tobacco use. 

It is worth noting that the bulk of tax revenues from the tobacco taxation 
comes from the sale of cigarettes, but the market of alternative products, which are 
substitutes for traditional cigarettes (electronic cigarettes, heated tobacco products, 
etc.), is rapidly evolving. The development of such products was due to the need to 
reduce the risk to human health. At the same time, not least of all, such innovations 
were a reaction of producers to the policy of high levels of excise tax rates. 
According to official statistics, in the EU countries the excise tax (specific and ad 
valorem component together) and VAT average up to 80% of the weighted average 
price of cigarettes. At the same time, the level of consumption of illicit cigarettes is 
8.1%. This means that the market of illicit products occupies a significant share. 
European experts note that the policy of high excise tax rates is manifested 
differently in the EU countries, and, in particular, in countries with a high income 
per capita has no further regulatory potential.  

Given this, there is a view among a number of stakeholders that the 
approaches to cigarettes excise taxation set out in Directive 2011/64/EU are 
irrelevant and that there is a need to develop a more comprehensive and integrated 
mechanism to achieve a coherent policy in this area3. 

In Ukraine, following the European experience, the way to increase excise 
tax rates on tobacco products was also chosen. For example, in 2017, the share of 
indirect taxes in the retail price of a pack of cigarettes was less than 40%, and in 
2021 it exceeded 78%. Recent legislative initiatives suggest that this trend will 
intensify. This means that in a country with low purchasing power, consumer 
preferences will occur by replacing cigarettes with cheaper substitutes and/or the 
share of the illicit tobacco market will increase. According to the Kantar TNS 
study of illicit trade in tobacco products, which was published in October 2020, the 
weighted average level of illicit trade in tobacco products in Ukraine in 2020 was 
6.9%. At the same time, in October there was a significant growth of this market 
segment to 10%, mainly due to the growth of counterfeit products trade. According 
to the latest Kantar TNS study as of May 2021, the market share of illicit tobacco 
products has grown to 15.9%4. Insufficient institutional capacity of Ukrainian 
regulatory authorities may deepen this problem. 

                                                  
3 Evaluation of the Council Directive 2011/64/EU of 21 June 2011 on the Structure and Excise duty Rates Applied to Manufactured 

Tobacco: Commission Staff Working Document. URL: https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/1570-Evaluation-
of-the-excise-duties-applied-on-manufactured-tobacco_en 

4 Monitoring of illicit trade in tobacco products in Ukraine (2 wave 2021) / Kantar Ukraine. URL: https://tns-ua.com/news/monitoring-
nelegalnoyi-torgivli-tyutyunovimi-virobami-v-ukrayini-2-hvilya-
2021?fbclid=IwAR0Vig09p4FqOZUCI7agSjWGkd31e_b128KR5CarKJNrDGFmDIL30qJdr5k 
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Given the above, this study attempts to find a balance between meeting the 
state fiscal needs and the formation of an effective system to combat the illicit 
cigarettes production and turnover.  
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1. STATE POLICY OF CIGARETTES EXCISE TAXATION IN EU 
MEMBER STATES AND UKRAINE 

1.1. Features and current trends of excise policy in EU Member States  

One of the most effective tools of tax regulation of the tobacco market is the 
excise tax, which in its economic essence has a fiscal and regulatory purpose, 
which is manifested in the impact on the pace and proportions of socio-economic 
development of the state. Separately, the national system of excise taxation reflects 
specific conditions: the level of economic development, social sphere, foreign and 
domestic policy, state tax traditions, geographical location, smoking reduction 
goals, needs for tax revenues and the influence of other factors. In this regard, the 
national structural ratios of specific and ad valorem excise tax rates, the procedure 
for its calculation, forms of payment, the organization of combating illicit tobacco 
products turnover may differ significantly. However, in the context of European 
integration, approaches to the tobacco taxation are being transformed, taking into 
account measures to harmonize European legislation and adapt the legislation of 
EU Member States to the provisions of the relevant directives. Such processes are 
currently taking place in Ukraine, which in 2014 signed an Association Agreement 
with the European Union (hereinafter – the Agreement)5 and undertook to bring 
national legislation in line with EU requirements, including on the regulation of 
tobacco control and excise taxation.  

Despite the long-term experience of harmonizing EU legislation in the field 
of tobacco taxation, this issue is still one of the most controversial in EU tax 
policy. Because in determining the optimal level of excise burden, it is important 
to take into account not only the goals of health policy but also a number of 
parameters of economic development of each country, including income levels, 
market transformation processes associated with the emergence of new tobacco 
products and nicotine-containing products, as well as shifting demand for the 
consumption of illicit cigarettes, etc.  

The general transformation of approaches to tobacco taxation in the EU 
countries takes place within and considering measures to harmonize European 
legislation and adapt the legislation of EU Member States to the provisions of the 
relevant directives. However, it should be noted that all issues related to tax 
regulation, which are not regulated by the relevant directives, fall within the 
                                                  

5 Association Agreement between Ukraine, on the one hand, and the European Union, the European Atomic Energy Community and 
their Member States, on the other hand: Agreement, List, International document of 27/06/2014. URL: 
https://zakon.rada.gov.ua/laws/show/984_011#Text. 
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competence of each EU Member State.  
The EU excise tax system is governed Council Directive 2008/118/EC of 16 

December 2008 concerning the general arrangements for excise tax and repealing 
Directive 92/12/EEC (hereinafter – Directive 2008/118/EC)6, the objectives of 
which include ensuring free competition in the EU internal market and the 
appropriate level of excise tax revenues. In particular, it introduces unified rules 
for calculating and paying excise tax for all excisable goods, their storage, 
movement and control over their production and turnover, establishes the legal 
framework for tax administration through the operation of an electronic system for 
controlling the movement of excisable goods (Excise Movement and Control 
System, hereinafter – EMCS). In addition, Directive 2008/118/EC gives EU 
Member States the right to impose non-harmonized excise duties on the 
consumption of other goods.  

Council Directive 2011/64/EU of 21 June 2011 on the structure and rates of 
excise tax applied to manufactured tobacco 7 aims to balance essentially different 
goals: on the one hand, giving EU Member States the freedom to define national 
tax policies, avoiding big differences between countries, and on the other hand, 
ensuring the goals of health policy. It defines the categories of tobacco products, 
the principles of their taxation and the minimum excise tax rates (Fig. 1.1.1). 

According to Directive 2011/64/EU, the category "tobacco products" is 
divided into subcategories: cigarettes, cigars and cigarillos, smoking tobacco (fine-
cut tobacco for the rolling of cigarettes, and other smoking tobacco). 

The minimum excise tax rate on cigarettes should consist of the following 
components: 

– specific (expressed in monetary terms to the quantity or weight of 
products) – in range of 7.5% to 76.5% of the total tax burden; 

– ad valorem (expressed as a percentage of the maximum retail selling 
price).  

According to Art. 10 of Directive 2011/64/EU, starting from 1 January 2014, 
the minimum tax burden on cigarettes in EU Member States is at least EUR 90 per 
1,000 pieces and at least 60% of the weighted average retail price of cigarettes. 
However, Member States applying excise tax of EUR 115 or more are not required 
to comply with the above 60% requirement.8  

 
 

                                                  
6 Council Directive 2008/118/EC of 16 December 2008 concerning the general arrangements for excise duty and repealing Directive 

92/12/EEC. URL: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=celex%3A32008L0118. 
7 Council Directive 2011/64/EU of 21 June 2011 on the structure and excise duty rates applied to manufactured tobacco.URL: 

https://eur-lex.europa.eu/legal-content/en/ALL/?uri=CELEX%3A32011L0064. 
8 Excise Taxes on Tobacco. European Commission.URL: https://ec.europa.eu/taxation_customs/business/excise-duties-alcohol-

tobacco-energy/excise-duties-tobacco_en. 
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for the indicator of the total level of excise taxation (Excise Yield) of cigarettes and 
the structure of excise10 .  

Directive 2011/64/EC also establishes a mechanism for calculating the 
weighted average retail selling price (WAP) of cigarettes and fine-cut tobacco. 
WAP has replaced the previous "Most Popular Price Category" (MPPC) as the 
benchmark for setting minimum rates. 

It can be concluded that Council Directive 2011/64/EU aims to achieve such 
objectives as ensuring the proper functioning of the internal market and, at the 
same time, a high level of protection of public health from smoking. At the same 
time, the regulation of the tobacco market is not limited to this directive, but is 
complemented by the rules on the production and sale of tobacco products set out 
in Directive 2014/40/EU of the European Parliament and of the Council of 3 April 
2014 on the approximation of the laws, regulations and administrative provisions 
of the Member States concerning the manufacture, presentation and sale of tobacco 
and related products and repealing Directive 2001/37/EC (hereinafter – Directive 
2014/40/EC)11 known as the Tobacco Product Directive (TPD). In addition to the 
general rules on age restrictions and places of sale of tobacco products, the 
directive provides for: a ban on new marketing technologies aimed at increasing 
dependence on tobacco, increasing the attractiveness of tobacco products and 
creating the illusion of less harm; regulation of the electronic cigarette market; 
regulation of cigarette packaging.  

Also, quite important in Directive 2014/40/EU is to regulate the 
implementation and operation of the Track and Trace system (hereinafter – T&T 
system), which aims to improve the efficiency of monitoring procedures for the 
movement of excisable goods from the producer along the supply chain, finding 
out at what stage its tobacco products have moved from legal to illicit turnover. In 
particular, the T&T system provides for mandatory labeling of tobacco products 
with a unique identifier, the use of remote control tools, strengthening the security 
of the supply chain of excisable goods. The purpose of such a system is, in 
addition to reducing the illicit tobacco products turnover, increasing tax revenues, 
ensuring competitive market conditions, protecting legal businesses and consumers 
from dangerous counterfeit goods, reducing the availability of tobacco products 
due to the presence of illicit cigarettes on the market which are cheaper compared 
to legal products12 .  

                                                  
10 V.I. Korotun  Tactics and strategy of excise policy implementation in Ukraine. Small and medium business (law, economics, state). 

2013. No. 3 (55). Pp. 180–186. URL: http://ir.nusta.edu.ua/jspui/bitstream/doc/204/1/171_IR.pdf. 
11 Approximation of the laws, regulations and administrative provisions of the Member States relating to the manufacture, presentation 

and sale of tobacco products and related products and repealing Directive 2001/37/EC: Directive 2014/40/EC of the European Parliament and of 
the Council of 3 April 2014 p. URL: https://www.kmu.gov.ua/storage/app/sites/1/55-GOEEI/2014-40-es.pdf. 

12 Modernization of the control system for the tobacco products trafficking/N.V. Novytska, I.I. Khliebnikova, V.I. Korotun, T.V. 
Koshchuk and others/under general editorship of N.V. Novytska Irpin — Khmelnytskyi, 2020. 120 p. 
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not comply with this norm. In 2013, the targets in force at that time were met by 
all. In 2014, when the new threshold value of the minimum excise tax on cigarettes 
came into force, again in 7 countries did not meet such a standard. It was achieved 
only in 2018. Thus, it can be stated that the countries that joined the EU in 2004-
2007 took 10-12 years to reach the minimum level of excise tax on cigarettes 
introduced in the EU. 

Analyzing the growth of the minimum excise tax rates on cigarettes in the 
post-socialist EU countries, which are presented in Annex B, we can see that not in 
all countries such measures were accompanied by a proportional increase in tax 
revenues (Table 1.1.1).  

If we compare the data in periods of declining tax revenues with a 
simultaneous increase in excise tax rates on cigarettes with the level of illicit 
turnover in such products, we can see that in EU countries with lower incomes 
there was a significant increase in illicit cigarette trade. In particular, in Bulgaria in 
2010 the share of illicit cigarette turnover was at the level of 30.7% with a rapid 
increase in excise tax rates (by 49%). In Estonia in 2009, with the same increase in 
the excise burden, illicit cigarette turnover was at the rate of 21.8%. In Latvia and 
Lithuania, with an increase in the excise burden by 52% and 76%, respectively, 
there was an increase in the share of illicit trade in these tobacco products in 2010 
to 37% and 47%, respectively. Similar trends were in Romania in 2010 and 
Hungary in 2013. 
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Table 1.1.1 

Dynamics of growth rates/decrease of excise tax revenues from 
cigarettes in some countries that joined the EU in 2004 and 2007 

during 2005–2019 * 
 

 
 

* values are highlighted in green when with the growth of the minimum excise tax revenues 
increased, and in red – decreased. 

 

Source: calculated by the authors based on Excise duty Tables Tax receipts – Manufactured 
Tobacco. European Commission. 2020. URL: 
https://ec.europa.eu/taxation_customs/sites/default/files/resource. 23 

                                                  
23Excise duty Tables Tax receipts – Manufactured Tobacco. European Commission. 2020. URL: 

https://ec.europa.eu/taxation_customs/sites/default/files/resource 

 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

Bulgaria 121.7 136.4 142.2 124.7 103.0 84.6 112.0 107.0 99.3 99.1 116.3 110.5 102.5 105.9 106.4 

Czech Republic 127.0 132.3 152.8 78.7 97.5 114.6 109.6 101.9 99.9 85.1 115.7 110.0 103.2 111.6 94.2 

Estonia 129.4 104.1 166.6 71.7 136.7 84.6 125.8 110.0 105.1 107.1 103.0 103.6 103.0 100.7 115.0 

Cyprus 106.3 110.5 100.7 106.7 96.7 100.8 108.1 93.7 94.6 96.1 97.1 98.9 98.4 97.4 92.6 

Latvia 120.2 131.1 104.2 223.0 78.2 79.1 113.4 100.3 101.7 110.0 106.9 106.8 101.0 110.9 105.4 

Lithuania 122.1 134.9 116.3 162.7 100.7 79.9 115.1 108.5 104.7 105.5 117.1 105.0 102.9 102.1 98.6 

Hungary 106.5 110.9 126.6 109.1 105.5 74.6 114.2 101.1 92.2 83.3 101.9 99.4 98.0 116.1 106.2 

Poland 137.2 102.6 109.5 156.2 51.2 170.1 96.1 111.7 95.8 95.3 99.5 101.2 107.7 102.2 106.5 

Romania 131.7 125.8 137.7 111.7 116.7 106.6 113.8 113.7 100.2 105.7 104.9 106.3 102.3 99.5 127.5 

Slovenia 110.2 110.2 109.7 113.9 105.6 107.5 109.6 102.1 94.4 98.8 99.3 98.0 103.6 98.3 99.6 

Slovakia 176.6 53.1 298.9 49.6 130.6 120.2 102.1 101.9 100.2 99.7 102.8 101.4 105.9 100.0 105.0 
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However, the increase in excise tax rates is not always the reason for the 
rapid increase in the level of illicit trade in cigarettes. Countries with high GDP per 
capita are less sensitive to significant increases in excise tax rates, so raising the 
tax burden on cigarettes to a minimum in the EU compared to poorer countries has 
had less of impact on shifting demand to the illicit segment. In addition, in EU 
Member States with a gradual schedule of increasing excise tax rates on cigarettes, 
such as the Czech Republic and Slovenia, there were no significant fluctuations in 
illicit trade. This confirms the thesis that the growth of excise tax rates on tobacco 
products should be moderate, gradual, predictable, take into account the purchasing 
power of the population and be accompanied by an effective mechanism to control 
the production (import and export), turnover of such products. 

 

Thus, despite the importance of excise tax policy to reduce tobacco 
consumption, many EU countries have been negatively impacted from a sharp 
increase in the excise burden on cigarettes. Among them is the problem of their 
illicit turnover, which has gained public resonance and causes significant problems 
for law enforcement agencies of both Ukraine and partner countries. The presence 
on the market of illicit products, which are much cheaper than legally produced, 
increases the availability of these goods, which creates obstacles to the 
implementation of state policy in the field of control over tobacco products.  

European practice shows a long-term way to the formation of tobacco 
excise taxation products with clearly defined principles and rules on the structure 
and minimum level of excise tax rates, as well as ways to calculate excise tax. One 
of the important goals of the EU excise tax policy is to establish a high level of 
taxation in order to limit cigarette consumption. It is shown that the level of excise 
burden on cigarettes in European countries is closely related to the purchasing 
power of the population, as evidenced by the high correlation coefficient between 
the indicators, which is 0.71. Currently, the total amount of excise tax in the retail 
price of cigarettes significantly exceeds their retail price without taxes, which has 
reduced their affordability. 

However, on the way to achieving health goals, some countries have faced 
such a negative phenomenon as the spread of the illicit trade in cigarettes. 
European countries with above-average incomes were less sensitive to such 
manifestations than countries with low purchasing power. In particular, the post-
socialist countries of the EU have suffered particularly from the illicit turnover of 
cigarettes and had significant fiscal losses while implementing the excise tax 
requirements. Such a negative experience allows us to conclude that Ukraine 
needs balanced and economically sound approaches to further increase in the 
excise burden on such products. 
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1.2. State policy on excise taxation and combating illicit production and 
turnover of cigarettes in Ukraine 

The processes of formation of state policy in the field of tobacco taxation are 
influenced by a number of financial and economic, demographic and political 
factors. Among the most significant is the elasticity of demand, affordability index, 
the prevalence of smoking, tax multiplier of the ad valorem tax component, the 
size of the shadow market, the risks of declining budget revenues, the country's 
international obligations to regulate the tobacco market and excise tax policy. 
Financial globalization and the development of integration processes determine the 
unification of taxation. By ratifying the Association Agreement with the European 
Union, Ukraine has committed itself to gradually bringing excise tax rates on 
tobacco products in line with the EU minimum, taking into account the limitations 
of the regional context and harmonizing policies to combat fraud and smuggling of 
excisable goods. 

According to the Accounting Chamber of Ukraine, the activities of 
authorized state institutions in the field of forecasting and planning of excise tax on 
tobacco products contain certain miscalculations and omissions. In particular, in 
2017, when calculating the potential volumes of such tax revenues, inflated 
volumes of production were set, as a result of which the State Budget of Ukraine 
did not receive the planned revenues. Despite the increase in excise tax rate by 
40%, its revenues increased by 24%, which is significantly lower than the indicator 
of the Ministry of Finance of Ukraine24 . It is worth noting that the Law of Ukraine 
of 07/12/2017 No. 2245-VIII "On Amendments to the Tax Code of Ukraine and 
Certain Legislative Acts of Ukraine to Ensure Balanced Budget Revenues in 2018" 
introduced a seven-year Plan on increasing the excise tax on tobacco products to 
the European level (considering the requirements of Directive 2011/64/EC). It 
provides for an annual increase in the specific excise tax rate on tobacco products 
by 20% by 2025. 

During the preparation of the main financial plan of the country for 2018, the 
planned revenues of the excise tax on goods produced in the country, in particular 
tobacco products, were overestimated.25 In addition, sales in the domestic market 
were carried out due to significant stocks of products in warehouses, which 
affected the decline in production by 8.7%. With an increase in the specific excise 

                                                  
24 Conclusions of the Accounting Chamber of Ukraine on the results of the analysis of the annual report on the implementation of the 

Law of Ukraine "On the State Budget of Ukraine for 2017" https://rp.gov.ua/upload-files/Activity/Collegium/2018/10-4_2018/Vysn_RP_10-
4_2018.pdf 

25 Conclusions of the Accounting Chamber of Ukraine on the results of the analysis of the annual report on the implementation of the 
Law of Ukraine "On the State Budget of Ukraine for 2018" https://rp.gov.ua/upload-files/Activity/Collegium/2019/8-
5_2019/Vysn_vyk_dbu_2018_8-5_2019.pdf 
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tax rate on tobacco products by 29.7%, its revenues increased by 9.1%. Also, 
according to a study by expert groups, the share of illicit market of tobacco 
products has increased significantly – from 2.2% to 4.5%. Experts of the 
Accounting Chamber of Ukraine estimated the loss of budget revenues from such 
abuses at over UAH 2 billion.26 

In 2019, the planned revenues from the excise tax on tobacco products 
produced in Ukraine were underfulfilled by UAH 14 billion, which is 24% of the 
planned indicators. The Ministry of Finance of Ukraine has included in its 
forecasts an increase in sales of cigarettes in the planned year, while in fact this 
market segment declined by 20%27 . In accordance with the Law of Ukraine of 
23/11/2018 No. 2628-VIII "On Amendments to the Tax Code of Ukraine and 
Certain Other Legislative Acts of Ukraine to Improve the Administration and 
Revision of Rates of Certain Taxes and Duties" excise tax rates on tobacco 
products was further increased by 9 % from 1 July 2019. K. Krasovsky in his study 
states that following the increase in excise tax on cigarettes in 2018-2019 by 69%, 
their legal sales decreased by 33% while increasing budget revenues by 10%28 .  

In 2020, the actual revenues from the excise tax on tobacco products 
exceeded the planned volumes by 11.3% due to an increase in the projected 
volume of production by 5.2 billion cigarettes (or 13.5%). At the same time, the 
volume of their production decreased by 0.8% compared to the previous year 29. 
The Law of Ukraine of 16/01/2020 No. 466-IX (as amended) "On Amendments to 
the Tax Code of Ukraine to Improve Tax Administration, Eliminate Technical and 
Logical Inconsistencies in Tax Legislation" set temporary rates for the period from 
01/01/2021 to 31/12/2024 inclusive, on tobacco products, tobacco and industrial 
tobacco substitutes.  

Thus, it is possible to observe quite significant deviations of the actual 
indicators of excise tax revenues on tobacco products to the state budget from the 
planned ones in the period 2017–2020, which is primarily due to the increase in the 
excise tax rate. 

Starting from 01/01/2021 the specific excise tax rate on cigarettes in Ukraine 
is UAH 1,088.64 per 1,000 pcs, the ad valorem rate is set at 12% of the retail price. 
The minimum excise tax is UAH 1,456.3 per 1,000 cigarettes or EUR 44.13 
(according to the officially established NBU exchange rate, as of June 2021). Thus, 

                                                  
26 Conclusions of the Accounting Chamber of Ukraine on the results of the analysis of the annual report on the implementation of the 

Law of Ukraine "On the State Budget of Ukraine for 2019" https://rp.gov.ua/upload-files/Activity/Collegium/2020/9-1_2020/Vysn_9-1_2020.pdf 
27 The same. 
28 K. Krasovsky Impact of Tobacco Taxation Policy in Ukraine In 2018–2019 on Tobacco Sales and Revenue. Tobacco Prevention & 

Cessation, 6. 2020. URL: http://www.tobaccopreventioncessation.com/Impact-of-tobacco-taxation-policy-in-Ukraine-in-2018-2019-on-tobacco-
sales-and-revenue,128283,0,2.html 

 
29 Conclusions of the Accounting Chamber of Ukraine on the results of the analysis of the annual report on the implementation of the 

Law of Ukraine "On the State Budget of Ukraine for 2020" https://rp.gov.ua/upload-files/Activity/Collegium/2021/7-1_2021/Vysn_7-1_2021.pdf 
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the minimum excise tax for a standard pack of cigarettes (20 pcs) is UAH 29.13. 
According to Kantar TNS30 in May 2021, the share of the illicit tobacco market 
was 15.9%, which is 10.0 percentage points higher than in the same period last 
year.  

this increase in the illicit market was mostly due to a significant increase in 
the volume of tobacco products labeled Duty Free or for export, which are sold 
illicitly in Ukraine. At the meeting of the Committee of the Verkhovna Rada of 
Ukraine on Finance, Tax and Customs Policy held on 02/06/2021, the information 
of the representatives of the authorized state bodies on combating illicit production 
and turnover of tobacco products in Ukraine was heard. It was reported that 
according to the results of the inspection of Duty Free stores conducted by the 
Customs Service of Ukraine from 01/01/2020 to 31/03/2021, only Duty Free PJ 
Ukraine LLC sold 500 million pcs of tobacco products, amounting to 25 million 
packs of cigarettes. It is established that these cigarettes are directed to the 
domestic market without paying taxes to the budget31. Losses of the state budget 
from the excise tax amounted to at least UAH 728.25 million, and including VAT 
and retail excise tax – about UAH 1 billion. With regard to tobacco retail channels, 
it can be stated that the illicit trade in tobacco products is a very dynamic activity 
that has many owners and does not require significant financial management and 
start-up costs. According to official data of the tax authorities, in 2021, 84 
thousand business entities received a license for retail trade in tobacco products 
and have cash registers. Some entrepreneurs, even those who have registrars of 
settlement transactions, carry out the legal sale of tobacco products only partially, 
while all other goods are sold without fiscal checks or with the issuance of the so-
called "pseudo-fiscal" check. At the same time, the maximum annual volume of 
potential tax audits carried out by the fiscal authorities of entities engaged in retail 
trade in tobacco products may not exceed 7-8 thousand, as evidenced by the 
number of inspections in recent years and the human resources of tax authorities. 
In addition, there are a significant number of points of sales of tobacco products, 
which do not have registrars of settlement transactions and the necessary licenses. 

The expansion of the shadow segment weakens the fiscal efficiency of the 
excise tax on tobacco products and demonstrates the institutional imperfection of 
tax policy. The level of cigarette prices is one of the key factors in this regard, 
despite the fact that excise taxation is widely used as a tool to control the 
prevalence of smoking in society. It is important to analyze the availability of 
cigarettes, which is determined by comparing the values of growth rates of 

                                                  
30 Monitoring of illicit trade in tobacco products in Ukraine, 2021. Kantar. URL: https://tns-ua.com/wp-

content/uploads/2021/05/Kantar_AIT_Infografika_kviten-2021.png. 
31 Transcript of the Committee on Finance, Tax and Customs Policy of the Verkhovna Rada of Ukraine dated June 2, 2021. 

URL:http://komfinbank.rada.gov.ua/documents/zasid9skl/74555.html 
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household income and cigarette prices. The dynamics of this indicator in Ukraine 
during 2016–2020 is shown in Table 1.2.1. 2016 was taken as a baseline for 
several reasons: a) leveling the devaluation factor (because this year introduced a 
regime of inflation targeting, which prevents inflation shocks and provides for free 
exchange rate formation in the market); b) a significant increase in the excise tax 
on cigarettes continued (in 2014–2015, this process is considered by the authors as 
an element of the state compensatory tax policy); c) since 2016, a rapid increase in 
the share of the illicit market of tobacco products has been recorded.  

Table 1.2.1 
Cigarette Availability Index in Ukraine during 2016–2020* 

Years 

Nominal 
price of a 
pack of 

cigarettes, 
UAH 

Consumer 
price index 
(2016=100) 

The real 
price of a 
pack of 

cigarettes, 
UAH 

Average annual 
level of household 

income, UAH 

Affordability 
index 

2016 17.22 100.0 17.22 74865.6 1.00 

2017 23.73 113.7 20.87 97982.4 0.95 

2018 30.09 124.8 24.11 118848.7 0.91 

2019 37.29 130.0 28.68 145422.0 0.90 

2020 44.35 136.5 32.49 148475.9 0.77 
* author's method of calculation. 
Source: calculated by the authors according to the State Statistics Service of Ukraine, the State Fiscal 

Service of Ukraine and the State Tax Service of Ukraine. 
 

The nominal price of the pack is calculated taking into account the available 
price segments of cigarettes (low, medium and premium). It is seen that that 
consumer inflation over the past 5 years was 36.5%, while the real price of a 
standard pack of cigarettes increased 1.9 times, and real household income – 1.45 
times. The index of cigarette affordability in 2020 compared to 2016 decreased by 
23% and amounted to 0.77. 

Professors A. Karaev and M. Melnychuk in their study concluded that the 
optimal range of growth in the affordability of cigarettes in middle-income 
countries ranges from 1.0 to 1.5% of income. Otherwise, reduction of the 
purchasing power of the population against the background of reduced availability 
of cigarettes will lead to the consumption primarily by the poorest categories of the 
population of illicit products, from which taxes are not paid to the budget32. Prices 
on tobacco products should be raised gradually so that consumers can adapt their 

                                                  
32 А.K. Karayev  & V.M. Melnychuk, (2017). Fundamentals of effective excise policy on tobacco products. Problems of economics 

and legal practice. No. 2. P. 43–47. 
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behavior in the face of such changes. As of June 2021, in many points of retail sale 
of tobacco products (kiosks, small architectural forms, small shops, markets) you 
can find a standard pack of cigarettes at a price of UAH 29, while a pack of 
cigarettes, even in the low-price segment, officially produced and sold, with all 
taxes paid cost about UAH 50; moreover, only the amount of the minimum excise 
tax on a pack of cigarettes should be UAH 29.1, which is more than the sale price 
of illicit products. According to experts, the largest share of the illicit market of 
tobacco products in Ukraine is observed in the lowest price segment. Its share is 
close to 20%, similar to that observed in the relevant periods of increase in tax 
rates in many European countries – including the Balkan region.33 Underdeveloped 
institutional environment, insufficient control measures of the fiscal and law 
enforcement agencies in this area and problems with ensuring the rule of law in 
Ukraine lead to the fact that the illicit cigarette market in Ukraine will be higher 
than in neighboring countries, including EU.  

Table 1.2.2 
Tobacco market peculiarities and tax liabilities for a standard pack of 

cigarettes in Ukraine during 2019-2025.  
Indexes 2019 2020 2021 2022 2023 2024 2025 

Excise tax for a pack of 20 cigarettes, UAH: 
Minimum excise tax  19.4 24.3 29.1 35.0 41.9 50.3 60.4 
VAT 5.9 7.0 8.2 9.3 11.0 13.0 15.2 
Retail excise tax1 1.7 2.1 2.4 2.8 3.3 3.8 4.5 
Total excise tax 27.0 33.4 39.7 47.1 56.2 67.1 80.1 
Peculiarities of the tobacco products market: 
Cigarette consumption 2, billion pcs  47.8 45.6 44.2 42.7 41.2 39.6 38.1 
Illicit market share 3, % 6.6 6.9 13.6 16.8 18.2 23.1 20.9 
Shadow market volumes, billion pcs 3.2 3.1 6.0 7.2 7.5 9.1 8.0 
Losses of the budget system, UAH 
billion 

4.3 5.2 11.9 17.0 21.1 30.5 32.0 

Tax potential index 0.93 0.93 0.86 0.83 0.82 0.77 0.79 
1 – taking into account the legislative intentions to transform the model of tax payment 
2 – including the illicit market share; 
3 – until 2020 inclusive, according to TNS Kantar data, 2021–2025 – forecast values. 
 

Analysis of the period of adjustment of excise tax rates in Central and 
Eastern Europe in line with EU requirements shows that at the same level of 
minimum excise tax on cigarettes, the shadow market was lower than in Ukraine. 
In Romania, with a total excise tax on cigarettes of EUR 44.6/1,000 pcs in 2008, 
the share of the illicit market was estimated at 9.6%, in Latvia at EUR 44.5/1,000 
pcs in 2007 – 5.1% etc.34 In 2025, according to the current tax legislation, the 
minimum excise tax on cigarettes in Ukraine will be UAH 3,019.85 per 1,000 pcs, 
                                                  

33 D. Mikulić, G Buturac. In What Measure Is Public Finance Sustainability Threatened by Illicit Tobacco Trade: The Case of Western 
Balkan Countries. Sustainability, 2020. 12(1), 401. URL: https://www.mdpi.com/2071-1050/12/1/401. 

34 Project Sun (2016). A Study of the Illicit Cigarette Market in the European Union, Norway and Switzerland 2015 Results. KPMG. 
Retrieved from https://assets.kpmg/content/dam/kpmg/pdf/2016/06/project-sun-report.pdf 
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which is about EUR 92/1,000 pcs (according to the official euro exchange rate as 
of June 2021). In 2019, budget losses due to the illicit tobacco market were 
estimated at UAH 4.3 billion, in 2020 – UAH 5.2 billion. In addition, forecast 
calculations indicate an increase in this amount in 2021 to UAH 11.9 billion (Table 
1.2.2). 

Calculations of cigarette consumption in 2019–2020 are based on a 
consensus approach – the number of smokers in Ukraine according to the State 
Statistics Service of Ukraine and daily cigarette consumption, as well as taking 
into account taxable consumption (calculated according to the State Statistics 
Service of Ukraine) (hereinafter – SSSU) with adjustment for official volumes of 
imports and exports of tobacco products) and the share of the shadow segment of 
the cigarette market according to Kantar TNS data. This system has the following 
form: 

 
𝑛 𝑛 ∙ 𝑛

𝑛 𝑐𝑜𝑛𝑠 ∙ 1 𝑐𝑜𝑛𝑠
𝑛 𝑛 𝑛 /2

                                       1.2.1 , 

where𝑛  - cigarette consumption by 1 approach; 
𝑛  - daily consumption of cigarettes by one smoker; 

𝑛  - number of smokers according to SSSU;  
𝑛  - cigarette consumption by 2 approach; 
𝑐𝑜𝑛𝑠  - taxable consumption of cigarettes; 
𝑐𝑜𝑛𝑠  - the ratio of the shadow segment of cigarettes; 
𝑛  - cigarette consumption by consensus approach. 

 
Consumption volumes for 2021–2025 are calculated taking into account: a) 

the forecast of the Institute of Demography of the National Academy of Sciences 
of Ukraine and the writing team of Donetsk National University named after V. 
Stus, smoking prevalence indices; b) price elasticity of demand for tobacco 
products; c) adjustment factor, taking into account the experience of Central and 
Eastern European countries; d) the potential for expanding the shadow segment of 
the tobacco market.  

E. Dausha and P. Yavorsky in their forecast model of the tobacco market35 
set the average volume of the shadow market segment at 5.5%, using data from 
Kantar TNS of previous periods, not taking into account the potential for its 
significant growth due to increased excise tax and raising cigarette prices. 
According to current data, this index is significantly underestimated. The elasticity 

                                                  
35 E. Daushy, P. Yavorskyi Analytical note on cigarettes taxation and heat-not-burn products (HnB products). URL: 

https://rpr.org.ua/news/analitychna-zapyska-pro-opodatkuvannia-syharet-i-tiutiunovykh-vyrobiv-dlia-elektrychnoho-nahrivannia-tven/ 
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index was calculated on the basis of data from the State Tax Service of Ukraine 
from 3-PC reports on cigarettes sold by domestic tobacco producers to the 
domestic market for the reporting month and imports of products under the 
UKTZED (Ukrainian Customs Commodity Classification Codes for Foreign 
Trade) code 2402 20 0000. The methodology of its calculation is presented in more 
detail in subsection 2.1. We would like to note that the coefficient of elasticity was 
0.3. This allows us to conclude that the demand for cigarettes in Ukraine is 
inelastic, a price increase of 1% leads to a decrease in demand by 0.3%. 

According to official data from the SSSU, the number of smokers is 5.5 
million people, i.e. the prevalence of smoking in 2020 is 16.5%. For comparison, 
in 2015 this index was 18.4%, and the number of smokers - 6.2 million people36. 
The dynamics of the number of smokers in Ukraine is presented in Fig. 1.2.1. 

 

 
Fig. 1.2.1. Dynamics of the number of smokers in Ukraine for the period 

2010-2020 
Source: calculated according to the State Statistics Service of Ukraine data. Access mode: 

http://ukrstat.gov.ua/druk/publicat/Arhiv_u/17/Arch_snsz_zb.htm; 
http://www.ukrstat.gov.ua/operativ/operativ2021/gdvdg/snsz_m_w/Arh_snsz_m_w_u.htm 

 

According to our calculations, the current schedule of increasing the excise 
tax on cigarettes will reduce the latter to about 15%. The writing team led by 
Professor O. Doronina presented the forecast of the population in Ukraine until 
203537, according to which the population in 2025 will decrease by 4.5% compared 
to 2020. Excluding significant changes in demographic groups, the projected 

                                                  
36 The population’s self-assessment of the health state and the level of access to certain types of health care.. Statistical digest of the 

State Statistics Service of Ukraine. URL: http://ukrstat.gov.ua/druk/publicat/Arhiv_u/17/Arch_snsz_zb.htm. 
37 The importance of social and demographic forecasting in the implementation of economic development strategy. Economy and state. 

No. 3. 2021. p. 14–17. URL: http://www.economy.in.ua/pdf/3_2021/4.pdf. 
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number of smokers will be 4.8 million. In 2019, Ukraine produced 68.5 billion 
cigarettes containing tobacco or mixtures of tobacco with tobacco substitutes38, in 
2020 – 65.0 billion pcs (95.0% of last year's volume)39, in January-April 2021 – 
16.6 billion pcs (84.7% compared to the same period last year). Comparing the 
data of 2011–2020, at the end of the period the production volume was lower by 
more than 30% than in 2011. The calculations take into account Ukraine's foreign 
trade data on net cigarette exports. All forecast calculations of the share of the 
shadow market of tobacco products in its overall structure were based on the 
assessment of the current provisions of the Law of Ukraine of 16/01/2020 No. 466-
IX and the hypothesis of no systemic changes in mechanisms to combat illicit 
tobacco products production and turnover.  

Comparing the actual amount of the paid excise tax (in this case the total 
amount of excise tax and VAT) to the budget with the potential, taking into 
account a set of scientific methods, is one of the most reliable criteria for assessing 
fiscal efficiency. The deviation between these indicators will reflect the influence 
of institutional factors, such as the size of the shadow market and tax evasion, the 
state of compliance with tax legislation, the effectiveness of the tax administration 
system. 

 

𝑇𝑃
𝐹𝑇
𝑃𝑇

𝑃𝑇 𝑡𝑟 ∙ 𝑏
                                                    1.2.2 , 

 
where𝑇𝑃  – index of tax potential of the j-th tax; 

𝐹𝑇  – actual revenues of the j-th tax to the budget; 

𝑃𝑇  – potential revenues of the j-th tax to the budget; 

𝑡𝑟  – the average rate of the j-th tax; 

𝑏  – tax base of the j-th tax. 

 
The value of the minimum excise tax for a pack of cigarettes is calculated on 

the basis of current legislation, VAT and retail excise tax are calculated on the 
basis of current tax rates. The forecast model takes into account the average price 
of cigarettes of different price segments (lowest, medium and premium).  

A significant increase in the share of the illicit tobacco market to more than 
20% is no exception in European practice, where some countries have faced an 

                                                  
38 Ukraine in figures, 2019. State Statistics Service of Ukraine. URL: 

https://ukrstat.org/uk/druk/publicat/kat_u/2020/zb/11/zb_yearbook_2019.pdf 
39 Production of industrial products by types. State Statistics Service of Ukraine. URL: 

http://www.ukrstat.gov.ua/operativ/operativ2020/pr/ovp/ovp_u/arh_ovp_20_u.html. 
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increase in its share to more than 30% (including the Baltic countries). Empirical 
experience shows that an important reason for this is a sharp increase in tax rates 
and cigarette prices. During the transition period of 2011–2015, the average share 
of the illicit market in Latvia was 29.4%, Lithuania - 26.6%, Bulgaria - 16.8%, 
Poland - 14.3%, Romania - 12.5%. (Appendix B)40. The share of excise tax on 
tobacco products produced in Ukraine in the total revenues from excise duties on 
these goods for the period 2007–2020 is quite stable, it is on the average 95.8%, 
including in 2016-2020 – 97.2%. This fact, taking into account export potential of 
cigarettes (in 2020, such products were exported in the amount of USD 441.4 
million), indicates the additional mobilization of personal income tax and corporate 
income tax to the budgets of various levels, support for employment and 
investment. However, in the process of progressive substitution of the traditional 
tobacco products in favor of alternative products (heated tobacco products, which 
are not currently produced in Ukraine, e-cigarettes), this index will show a 
decrease. Comparing the dynamics of the excise tax on tobacco products over 
January-May 2021 with the same period last year, we note that the volume of 
excise tax on tobacco products produced in Ukraine decreased by 8.4%. In 
addition, the share of excise tax on imported products in the overall tax structure 
was 22.3%, which creates certain challenges for the development of the industry, 
which is one of the largest taxpayers in Ukraine. 

Nobel laureate J. Stiglitz notes that the policy of "shock therapy" in countries 
with transforming economies, with insufficient development of institutions, in 
many cases demonstrates its ineffectiveness41. Well-known domestic researcher in 
the field of taxation, prof. A. Sokolovska together with L. Rainova use the term 
"excise shock" to describe the situation of a sharp increase in the tax burden. 
Researchers note that the legal products in this case become less accessible to 
consumers and there is an uncontrolled increase in trade in illicit products, citing 
examples of similar situations in Central and Eastern Europe.42 Insufficient level of 
validity of government decisions, including in the field of fiscal policy leads to loss 
of revenue and erosion of the legal market.  

Given the further growth of the excise tax, the issue of the effectiveness of 
the control over the tobacco products production and turnover becomes especially 
important, as highlighted in many studies43. It should be noted that currently, the 
position of the Accounting Chamber of Ukraine is almost not taken into account. It 
annually emphasizes the need to form a comprehensive system of state control 

                                                  
40 Project Sun. A Study of the Illicit Cigarette Market in the European Union, Norway and Switzerland 2015 Results. KPMG. 2016. 

URL: https://assets.kpmg/content/dam/kpmg/pdf/2016/06/project-sun-report.pdf 
41 J.E. Stiglitz, Making globalization work. WW Norton & Company. 2007. 388 p. 
42 A.M. Sokolovska, L.B. Rainova Harmonization of tobacco excise taxation. Economics and forecasting. 2017 2. P. 93-115. 
43 A. Ajmal, I. U., Veng. Tobacco Tax and the Illicit Trade in Tobacco Products in New Zealand. Australian and New Zealand journal 

of public health. 2015. Vol. 39(2). P. 116–120. 
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Fig. 1.2.2. The share of excise tax on tobacco products in GDP (ad 
valorem and specific rate) in Ukraine in 2011–2020 and the forecast for 2021–
2024 %, 

Source: calculated according to the data of the State Treasury Service of Ukraine, the State Statistics 
Service of Ukraine, the consensus forecast of economic development for 2021, the provisions of the Budget 
Declaration for 2022-2024 and the authors' own calculations. 

 
In general, the average actual value of this indicator for 2011–2020 is 1.22%, 

the planned for 2021 – 1.27%, the average forecast for 2022–2024 – 1.16%. In 
turn, the average share of excise tax on tobacco products in budget revenues from 
taxes for the last decade is 6.13%. Potential budget losses from the illicit tobacco 
market in 2021 relative to GDP may amount to 0.24%, and in 2022–2024 on 
average 0.37%.  

According to the rating of the TOP-200 largest taxpayers of 2020, the largest 
producers of tobacco products are: Philip Morris Ukraine PJSC is in 4th place, 
B.A.T.-Prilucky PJSC - 5th place, JT International Ukraine PJSC - 6th place, 
Imperial Tobacco Production Ukraine PJSC - 12th place. Another company 
(Vynnykivska Tobacco Factory LLC) producing tobacco products is among the 
TOP-15 largest taxpayers in the country. In total, these enterprises paid over UAH 
60 billion to the budgets of all levels. These data indicate a significant contribution 
of the industry in the formation of budget revenues46. 

In addition to the budget losses, the growth of the illicit tobacco market 
provokes market erosion in favor of shadow players, which leads to distortions of 
competition in the market and reduces the profitability of legal market players, 
both producers and sellers (for now the price gap between legal and illicit 
products is over 60% and will grow). The expansion of the shadow market also 
has an impact on the increase in the affordability of tobacco products (including 
underage persons), which has a negative impact on public health and does not 
meet the goal of increasing the excise tax on tobacco products. 

Ukraine ratified the WHO Framework Convention on Tobacco Control by 
the Law of Ukraine of 15/03/2006 No. 3534-IV "On Ratification of the World 
Health Organization Framework Convention on Tobacco Control" and promotes 
the development of mechanisms and measures to reduce tobacco consumption. The 
Order of the Cabinet of Ministers of Ukraine of August 23, 2017, No. 570-r 
approved the Strategy for Combating the Illicit Production and Turnover of 
Tobacco Products till 2021 (hereinafter – the Strategy)47, which officially 
recognized the problem of illicit trade in tobacco products as a nationwide. Its 

                                                  
46TOP 200 of the largest Ukrainian companies by the amount of tax payments paid in 2020. RATING. Business in official figures. 

2021. URL: https://rating.zone/wp-content/uploads/2021/04/top_200_2020.pdf. 
47 On Approval of the Strategy for Combating the Illicit Production and Circulation of Tobacco Products till 2021: Order of the 

Cabinet of Ministers of Ukraine; Strategy No. 70-r of 23/08/2017. URL: https://zakon.rada.gov.ua/laws/show/570-2017-%D1%80#Text. 
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purpose is to improve the health and well-being of the population by reducing the 
volume of illicit tobacco products production and turnover, their illicit movement 
across the customs border of the country. In accordance with the provisions of the 
Strategy, the State Fiscal Service of Ukraine and the Ministry of Health of Ukraine 
are responsible for the coordination of the planned measures.  

The order of the Cabinet of Ministers of Ukraine of January 29, 2020 
No.128-r approved the action plan for the implementation of the Strategy, which 
provides a clear list of measures, including: introduction of an automated control 
system for tobacco products based on a unique identifier applied to a pack of 
tobacco products; introduction of criminal liability for illicit movement of tobacco 
products across the customs border of Ukraine; strengthening of liability for 
violations in the field of illicit tobacco products production and turnover; cessation 
of illicit tobacco products turnover via postal and courier services; cessation of 
organized criminal groups in the field of illicit products, etc. It was planned to 
implement these measures in the 2nd-4th quarters of 2020, at the same time, as of 
June 2021, these steps have not been implemented, which means failure to 
implement the Strategy plan and its ineffectiveness. A significant negative attribute 
of the Strategy is the lack of accounting statistical information by fiscal authorities 
regarding its performance indicators. This fact makes it difficult to draw sound 
conclusions about the effectiveness of the responsible authorities to perform their 
tasks and functions and the Strategy as a whole. 

In 2018, 9.1 million packs of tobacco products in the amount of UAH 560.8 
million were seized from illicit turnover by the tax police, in 2019 – 11.6 million 
packs in the amount of UAH 799.2 million, in 2020 – 12.9 million packs in the 
amount of UAH 972.9 million. During the first five months of 2021, employees of 
fiscal authorities seized counterfeit tobacco products at the amount of UAH 434 
million48, which indicates significant level of the illicit market. The State Border 
Guard Service of Ukraine also registers a gradual increase in the volume of 
cigarette smuggling across the border: for 11 months of 2020, the total volume of 
seized cigarette packs amounted to about 11 million pcs49, which is more than last 
year by 60%. One of the channels for the distribution of illicit products is Internet 
websites. The fiscal authorities, together with representatives of the National 
Police of Ukraine, monitored 235 websites selling these goods, and as of result 80 
websites were blocked. The rapid increase in illicit tobacco products production 
and turnover indicates the systemic nature of the existing problem and is an 

                                                  
48 The Head of the State Fiscal Service V. Melnyk held a working meeting with representatives of the Ukrainian Association of 

Tobacco Manufacturers "Ukrtiutiun". State Fiscal Service of Ukraine. 2021 URL: http://sfs.gov.ua/media-tsentr/novini/394131.html. 
49 The STSU continues to join forces to combat illicit production and trafficking of tobacco products. URL: 

https://dpsu.gov.ua/ua/news/dpsu-prodovzhu-obdnuvati-zusillya-dlya-protidii-nezakonnomu-vigotovlennyu-ta-peremishchennyu-tyutyunovih-
virobiv/ 
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important counterargument to the widespread opinion that the shadow cigarette 
market in Ukraine is insignificant. 

 
The illicit trade in tobacco products in Ukraine in 2021 reached the 

maximum level over the last decade (15.9%) and continues to grow, creating 
significant social and economic challenges for the state. It is important to make a 
balanced adjustment of the state fiscal policy, taking into account the indicators of 
the shadow cigarette market and its potential for expansion. The lack of 
comprehensive and systematic measures to combat illicit cigarette market will 
lead to budget losses in 2021 at 0.24% of GDP, and during 2022–2024 on 
average 0.37% of GDP.  

It is important to revise the rates of excise tax on tobacco products in order 
to slow down the growth rate, along with the extension of the period of their 
approximation to the EU level, taking into account the experience of Central and 
Eastern Europe. It is advised to simultaneously increase the institutional capacity 
of national fiscal and law enforcement agencies, to modernize approaches to the 
identification, ranking and management of tax risks in the field of cigarettes 
taxation. Combating illicit turnover of tobacco products is an important element 
of the strategy of national and economic security, which is especially important 
for Ukraine in the context of hybrid aggression. At the same time, the lack of 
accounting statistical information by fiscal authorities on key positions of the 
Strategy is a significant obstacle to the implementation of measures to combat 
illicit market. 
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excise tax rates and, as a consequence, cigarette prices in Ukraine has a significant 
impact on the size of the shadow market for tobacco products. 

According to the results of econometric modeling, it can be stated that 
economically unreasonable and rapid increase in excise tax rates on cigarettes, in 
particular without taking into account the purchasing power of the population, is a 
major factor driving the growth of illicit trade in such products.  

This, in turn, limits the fiscal effectiveness of the excise tax on tobacco 
products and undermines the objectives of tobacco control policies.  

2.2. The structure of the illicit cigarette market in Ukraine, its 
peculiarities, and sources of origin  

Miscalculations of excise policy and inefficient functioning of existing fiscal 
control mechanisms lead to illicit turnover of excisable goods and tax optimization. 
This leads to a reduction in the fiscal and regulatory effects of excise taxation, 
causes negative socio-economic consequences (poor quality illicit excisable 
products create high risks to public health, loss of tax revenues, distortion of 
competitive market conditions) and undermines public health objectives. 

This negative phenomenon arises as a consequence of a significant level of 
excise tax rates on cigarettes with low elasticity of demand for them and low 
incomes of the population. In addition, the attractive ratio of small size and weight 
and high price of cigarettes, as well as significant consumer demand makes the 
production and sale of such illicit products extremely profitable and low risk. As a 
rule, liability for illicit production and trade in excisable goods is more loyal than 
liability for turnover in drugs, people and weapons, as it is considered less 
dangerous to society.   

The illicit tobacco market is gaining momentum. Thus, according to Kantar 
TNS data, it ranged from 4.1% in 2011 to 6.9% in 2020, which averaged 4.6% 
during the study period. And its volumes ranged from 3.8 billion pcs in 2011 to 3.2 
billion pcs in 2020 with the largest volume of 6.8 billion pcs in 2013 and the 
smallest – 0.9 billion pcs in 2016 (Table 2.2.1). However, in January-May 2021, 
the trend changed dramatically – the share of illicit turnover increased more than 
twice and reached 15.9%.  
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Table 2.2.1 
Volumes of tobacco consumption and the share of illicit cigarette 

turnover during 2011–2021,% 

Indexes 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 
January-

May 
2021 

Total 
consumption, 
billion pcs, 
including: 

91.6 87.4 80.4 78.8 74.4 77.9 67.3 59.7 54.9 45.8 44.1 

legal 
consumption 

87.8 82.9 73.6 74.4 73.1 77.0 65.8 57.1 51.4 42.6 37.1 

illicit turnover 3.8 4.5 6.8 4.4 1.3 0.9 1.5 2.6 3.5 3.2 7.0 

Share of 
illicit 
turnover, % 

4.1 5.2 8.5 5.6 1.7 1.1 2.3 4.4 6.6 6.9 15.9 

Source: calculated by the authors on the basis of data from the SBGS, the State Statistics Service of 
Ukraine and the Monitoring of Illicit Trade in Tobacco Products in Ukraine (2 wave 2021). Kantar Ukraine. July 
2021. URL: https://tns-ua.com/news/monitoring-nelegalnoyi-torgivli-tyutyunovimi-virobami-v-ukrayini-2-hvilya-
2021. 

 
At the same time, in the structure of illicit cigarette turnover, the largest 

share belongs to products intended for duty-free shops (Duty Free Only), which in 
2018 was 2.7%, in 2019 – 3.4%, in 2020 – 2,8%, in 2021 – 6.9%. However, due to 
the high level of profitability of the relevant illicit activities, the level of counterfeit 
products has increased significantly, from 0.4% in 2018 to 4.2% in 2021, i.e. more 
than 10 times. At the same time, the level of smuggling decreased from 2.2% in 
2020 to 1.7% in 2021. Illicit flows of cigarettes and tobacco come to Ukraine, 
mainly from Belarus (produced by Grodno Tobacco Factory NEMAN JSC)54 , 
Russia55, as well as from Moldova (Transnistria), Turkey56, United Arab Emirates, 
China5758 and certain areas of Donetsk and Luhansk regions (hereinafter – 
ORDLO)59. According to the State Border Guard Service of Ukraine, about 60% of 
smuggling attempts are made through ports60. Also, such cigarettes are supplied by 
cars and trucks, and the share of the latter is about 90% in the overall structure of 
illicit movement of tobacco products by road. At the same time, the State Border 
                                                  

54 Zhytomyr customs of the SFS: Tobacco products trafficking across the customs border of Ukraine is prevented. State Fiscal Service 
of Ukraine Official portal. 2021 URL: http://zt.sfs.gov.ua/media-ark/news-ark/print-315186.html. 

55 Can I cadge a cigarette from you? How illicit tobacco is traded and where it comes from . Economic truth . 2020.URL: https://www. 
althoughda.com.ua/projects/ni-kontrabandi/2020/10/26/666575/. 

56 The ship from Turkey carried 7.5 tons of hookah tobacco to Kyiv under the guise of yarn. Zaxid Net. 2021. URL: 
https://zaxid.net/teplohid_iz_turechchini_viz_do_kiyeva_75_tonn_tyutyunu_dlya_kalyanu_pid_viglyadom_pryazhi_n1514829 

57 Cigarette smuggling: scope, consequences, lessons learned from neighboring countries and a plan to combat. Ekonomichna Pravda 
(Economic Truth) . 2020.URL: https://www. althoughda.com.ua/projects/ni-kontrabandi/2020/09/7/664652/. 

58One of Zelenskyi's "servants" is involved in the smuggling of Chinese cigarettes: an investigation. Daily newspaper "Vysokyi Zamok" 
(High Castle). 2021 URL: https://wz.lviv.ua/news/438007-odyn-zi-sluh-zelenskoho-prychetnyi-do-kontrabandy-kytaiskykh-tsyharok-
rozsliduvannia. 

59 S. Kulytskyi  Shadow tobacco products market: counterfeit production and smuggling. Ukraine: events, facts, comments. 2021. No. 
6. Pp. 40–51.URL: http://nbuviap.gov.ua/images/ukraine/2021/ukr6.pdf. 

60 Can I cadge a cigarette from you? How illicit tobacco is traded and where it comes from . Economic truth . 2020.URL: https://www. 
althoughda.com.ua/projects/ni-kontrabandi/2020/10/26/666575/. 
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Guard Service recorded specific cases of smuggling of persons with diplomatic 
immunity.  

Among the illicit brands of cigarettes, the most common are Compliment, 
Marvel, Jin Ling, Lifa, Strong (trademarks belong to Vynnykivska Tobacco 
Factory) with Duty Free labeling, as well as Marshall, Urta (trademarks belong to 
United Tobacco LLC) and NZ, NZ gold, NZ safari, NZ Slims, Fest, Credo, Pull, 
UT, Palermo, Basio, PREMIER QS, Minsk, Portal, Peter I and others6162. 

You can buy such products in kiosks, shops, open markets, at street vendors 
near the subway and in large batches through e-commerce at a price much lower 
than the market (up to UAH 30). Annex B provides a screenshot of samples of 
cigarettes brands sold through Internet sites and Telegram channels. 63% of illicit 
products are traditionally recorded in 6 regions of Ukraine: Dnipropetrovsk, 
Donetsk, Zaporizhia, Odesa, Khmelnytsky, among which the Kharkiv region is in 
the first place (14%). 

At the same time, according to Kantar TNS calculations, the state budget 
losses from unpaid excise tax and VAT in 2020 were estimated at UAH 5.3 billion. 
Given the trend of boosting illicit trade, in 2021 such losses are projected at UAH 
13.2 billion6364.  

Illicit tax-not-paid tobacco products have significant price advantages over 
the legal products, which in turn increases their availability. This creates obstacles 
to achieving health goals of limiting the consumption of harmful excisable goods. 
In addition, counterfeit or illicit tobacco products pose other problems, as they can 
pose a serious danger to consumers due to the lack of production control that 
ensures that the final product complies with sanitary, quality and technical safety 
rules. 

The problem of illicit trade in excisable goods is very important. It is due to 
a set of systemically interconnected factors, the cumulative negative impact of 
which is felt in many spheres of public life. These include: unpredictability and 
economic unreasonableness of raising the excise tax rates; low paying capacity of 
the population (rate of increase of incomes of the population, the level of the 
minimum wage, low affordability of cigarettes); reduction of legal production of 
excisable products; low level of tax discipline; public tolerance for illicit activities 
(the spread of illicit trade in excisable goods is enhanced by the ethical attitude of 

                                                  
61 Monitoring of illicit trade in tobacco products in Ukraine (4 wave 2020). Kantar. 2020. URL: https://tns-ua.com/news/monitoring-

nelegalnoyi-torgivli-tyutyunovimi-virobami-v-ukrayini-4-hvilya-2020. 
62 O. Lytvyn Ukraine loses 12 billion a year due to cigarette smuggling: what schemes are used and who is behind them. Obozrevatel. 

2021. URL: https://news.obozrevatel.com/ukr/economics/economy/falsifikatsiya-sigaret-v-ukraini-dosyagla-istorichnogo-rivnya-hto-stoit-za-
kontrabandoyu.htm. 

63 Monitoring of illicit trade in tobacco products in Ukraine (4 wave 2020). Kantar. 2020. URL: https://tns-ua.com/news/monitoring-
nelegalnoyi-torgivli-tyutyunovimi-virobami-v-ukrayini-4-hvilya-2020 

64 Monitoring of illicit trade in tobacco products in Ukraine (2 wave 2021). Kantar. 2021. URL: Monitoring of illicit trade in tobacco 
products in Ukraine (2 wave 2021) / Kantar Ukraine. URL: https://tns-ua.com/news/monitoring-nelegalnoyi-torgivli-tyutyunovimi-virobami-v-
ukrayini-2-hvilya-2021?fbclid=IwAR0Vig09p4FqOZUCI7agSjWGkd31e_b128KR5CarKJNrDGFmDIL30qJdr5k. 
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consumers to it, as they usually consciously buy such products in order to save 
money); availability of informal distribution networks and organized crime; 
instability and inconsistency of fiscal policy; differences in excise policy between 
different jurisdictions (the level of excise tax rates in neighboring countries); 
ineffectiveness of control measures and coordination of law enforcement agencies; 
lack of strict liability for violations in the field of production and circulation of 
excisable goods; street and market sales without registration of business activity; 
normatively unregulated Internet trade in excisable goods and lack of appropriate 
control mechanisms, etc. 

To determine the forms and methods of tax evasion and tax optimization in 
the market of excisable goods, it is advisable to analyze the identified violations in 
the production and circulation of cigarettes.  

The most common violations that are detected during inspections by the state 
authorities include: storage of tobacco products without tax stamps; unlicensed 
trade or storage of tobacco products in premises not included in the Unified State 
Register of Storage Facilities; lack of profitable documents for excisable goods and 
non-issuance of cashier's checks, etc. 

In order to prevent and detect violations of the law by taxpayers engaged in 
the production, storage and wholesale of alcohol, alcoholic beverages and tobacco 
products, the control units for excisable goods and the tax police of the STS of 
Ukraine constantly carry out inspections in this area. In particular, as a result of the 
work of the tax police, excisable goods were seized from illicit turnover in 2017 – 
in the amount of UAH 1.7 billion; in 2018 – in the amount of UAH 1.9 billion; in 
2019 – in the amount of UAH 2.3 billion; as of July 17, 2020 – in the amount of 
UAH 1.5 billion6566. During 2017–2020, control units for excisable goods 
conducted inspections of excise tax payers, as a result of which financial sanctions 
were applied to violators and were made corrections on the excise tax to be paid in 
2017 in the amount of UAH 317.2 million, in 2018 – UAH 1,506, UAH 6 million, 
in 2019 – UAH 86 million, in 2020 – UAH 243.6 million (Table 2.2.2). 

The increase in the accrued amounts of financial sanctions in 2020 is due to 
a change in approaches to pre-audit analysis of taxpayers, the introduction of 
electronic control systems. 

Seized illicit tobacco products are subject to mandatory destruction in 
accordance with the requirements of the Resolution of the Cabinet of Ministers of 
Ukraine of 25/08/1998 No. 1340 "On the Procedure for Circulation, Storage, 
Valuation of Confiscated and Other Property Belonging to State Ownership and 
Disposal". However, due to the lack of transparency in the procedure of destruction 

                                                  
65 Report of the SFS for 2017 URL: http://sfs.gov.ua/data/files/223549.PDF 
66 Report of the SFS for 018 URL: http://sfs.gov.ua/data/files/240396.pdf 
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of confiscated excisable goods, as a result of which illicit tobacco products could 
re-enter the market, in 2019 the state improved the procedure for disposing of 
excisable goods (alcoholic beverages, tobacco products) that were67 transferred to 
state ownership, including confiscation. 

Table 2.2.2 
Financial sanctions for violations in the field of excise taxation and 

control over the circulation of excisable goods 2019–2020, UAH million 
Type of violation 2017 2018 2019 2020 

circulation of counterfeit alcoholic beverages and tobacco 
products without tax stamps or with counterfeit stamps 

n/a n/a 17.6 36.2 

storage of alcohol, alcoholic beverages and tobacco products in 
places not included in the Unified State Register of Storage 
Places 

n/a n/a 6.5 25.1 

trade in violation of the minimum wholesale and retail prices 
for alcoholic beverages, the maximum retail prices for tobacco 
products 

n/a n/a 29.2 14.8 

unlicensed production, wholesale and retail trade in alcohol, 
alcoholic beverages and tobacco products 

n/a n/a 32.7 167.5 

Total 317.2 1,506.6 86.0 243.6 
Source: Report on the implementation of the Action Plan of the State Tax Service of Ukraine for 2020. 

State Tax Service of Ukraine. URL: https://tax.gov.ua/data/files/254962.docx 

 
Under the new procedure, such goods, as well as equipment and other items 

that were used for the illicit manufacture of tobacco products, will be destroyed by 
enterprises selected by tender, except for small batches, which can be destroyed by 
the relevant commissions themselves. The tax authority is obliged to publish on its 
website information for the previous month on the date, place, volume and 
methods of their destruction, the name of the enterprise where such products and 
equipment were destroyed, the presence of representatives of the engaged business 
entities and associations6869. Obligations of enterprises carrying out the destruction 
of relevant products and equipment, video recording of the destruction process 
with access to the electronic form of video recording of the body that seized the 
property were also introduced. The updated procedure for disposing of excisable 
goods, in particular tobacco products, will reveal signs of violations by officials, as 
well as representatives of organizations engaged in the destruction of confiscated 
excisable goods. 

                                                  
67 On amendments to some resolutions of the Cabinet of Ministers of Ukraine: Resolution of the Cabinet of Ministers of Ukraine of 

04/12/2019 No. 1014. URL: https://zakon.rada.gov.ua/laws/show/1014-2019-%D0%BF#Text. 
68 On the Procedure for Accounting, Storage, Valuation of Confiscated and Other Property Transferring to State Ownership and 

Disposal: Resolution of the Cabinet of Ministers of Ukraine; Procedure of 25/08/1998 No. 1340. URL:https://zakon.rada.gov.ua/laws/show/1340-
98-%D0%BF#Text. 

 69Denys Maliuska: A new procedure for the destruction of confiscated excisable goods has been established. The only web portal of 
the executive authorities of Ukraine. 2019. URL: https://www.kmu.gov.ua/news/denis-malyuska-vstanovleno-novij-poryadok-znishchennya-
konfiskovanih-pidakciznih-tovariv. 
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Based on the above concepts, the specifics of the excisable goods market and 
the analysis of violations in the field of production and circulation of tobacco 
products, it is possible to generalize specific forms and methods of tax evasion 
(Table 2.2.3). 

Table 2.2.3 
Forms and methods of tax evasion and types of violations of legislation in the 

field of tobacco production and turnover 
Form Methods 

1 2 
falsification  production of unaccounted tobacco products without a permit 
counterfeit  production of tobacco products with copyright infringement. Illicit goods 

imitate branded products without the permission of the legal trademark owner  
smuggling illicit transportation or movement of tobacco products across the customs border 

driven by differences in excise and tariff policies between different jurisdictions 
"illicit white" or "cheap white" 
cigarettes 

legal production of cigarettes in one country with the intention of their illicit 
transportation – at least in part – to various markets where the brand owner has 
restricted or does not have permission to distribute them 

bootlegging purchase of small volumes of cigarettes in low-tax countries from legitimate 
sellers and their smuggling and sale in a country with high taxes 

movement of excisable goods in 
the supply chain without payment 
and/or partial payment of taxes 

fictitious export and sale to duty-free shops, replacement of the UKTZED code 
of excisable products, VAT evasion, non-payment of excise tax on retail sales 
of tobacco products 

sale of illicit tobacco and tobacco 
products through e-commerce tools 
using postal and courier services 

sale of illicit tobacco and tobacco products using websites, telecommunications, 
various applications and e-mail, etc. 

replacement of tax stamps in the 
process of labelling  

"cigarillo/cigar schemes" 

dumping understatement of maximum retail prices (even lower than the amount of excise 
tax and VAT) 

Source: prepared by the authors. 

 
Evasion of excise tax includes any form of illicit trade in excisable goods. 

For example, in Art. 1 of the WHO FCTC, "illicit trade" is defined as "any practice 
or conduct prohibited by law relating to the production, dispatch, receipt, 
possession, distribution, sale or acquisition, including any practice or treatment, 
aimed at facilitating such activity"70. 

The most common forms and methods of evasion of excise tax include the 
following:  

1. Falsification of tobacco products means production at legal or more often 
illegal factories without any permission, and without declaring their production to 
the competent authorities. Such products are sold without paying any taxes7172 . 

                                                  
70 WHO Framework Convention on Tobacco Control: WHO; Convention, International document of 21/05/2003. URL: 

https://zakon.rada.gov.ua/laws/show/897_001#Text. 
71 L. Joossens, M. Raw From Cigarette Smuggling to Illicit Tobacco Trade. Tobacco Control. 2012. Vol. 21 (No. 2). P. 230–234. URL: 

https://doi.org/10.1136/tobaccocontrol-2011-050205. 
72 Transcrime. European Outlook on the Illicit Trade in Tobacco Products. Trento: Transcrime – Università degli Studi di Trento, 2015. 

152 p. URL: https://www.transcrime.it/wp-content/uploads/2015/02/European-Outlook-on-the-ITTP.compressed.pdf 
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According to the Law of Ukraine "On State Regulation of Production and 
Circulation of Ethyl Alcohol, Cognac and Fruit, Alcoholic Beverages, Tobacco 
Products, Liquids Used in Electronic Cigarettes and Fuel" No. 481/95-VR (in 
Ukrainian – ВР) of 19/12/1995 (hereinafter – the Law of Ukraine No. 481/95-VR 
(in Ukrainian – ВР) falsification, in particular of tobacco products, is meant 
intentional manufacturing tobacco products in violation of technology or with 
improper use of the sign for goods and services, or copying the form, packaging, 
exterior design, as well as direct reproduction goods of another entrepreneur with 
unauthorized use of his name73. 

2. Manufacture of counterfeit tobacco products means manufacture of 
products in violation of copyright. Thus, in particular, under the Customs Code of 
Ukraine, these are goods containing intellectual property rights, whose import into 
or export from the customs territory of Ukraine constitutes an infringement of 
intellectual property rights, protected under Ukrainian law and international 
treaties concluded by law74. For example, counterfeit cigarettes imitate packs of 
branded cigarettes without the permission of the legal holder of the trademark and 
can be produced in legal factories in the "third shift", or by an illicit manufacturer, 
in the underground workshop. Usually, the tax stamp is also counterfeit. 
Counterfeit cigarettes can be sold in the country where they are produced or 
imported to another market without paying any taxes75. Among the factors that 
contribute to this form of tax evasion are some legislative conflicts, such as the 
impossibility of confiscating leased equipment involved in the production of illicit 
products, and lack of control over the turnover of tobacco raw materials. Thus, the 
high profitability of illicit activities determines the demand for specific services for 
the lease of the equipment for the production of excisable goods. This scheme has 
become common due to the fact that Ukrainian legislation does not contain a rule 
on confiscation of leased equipment and vehicles involved in the 
production/transportation of illicit excisable goods. Production lines are expensive, 
and owners are aware of the risks of confiscating them in case a violation is 
detected, so they rent them instead of buying. The lessor in this situation does not 
bear any responsibility for the illicit products production. 

Among the sources of manufacturing of counterfeit cigarettes are certain 
areas of Donetsk and Luhansk regions (ORDLO), which were a consequence of 
political and economic instability in the east of the country. The lack of proper 
control has created favorable conditions for the development of cigarette 

                                                  
73 On State Regulation of Production and Trafficking of Ethyl Alcohol, Cognac and Fruit, Alcoholic Beverages, Tobacco Products, 

Liquids Used in Electronic Cigarettes and Fuel: Law of Ukraine No. 481/95-VR (in Ukrainain — ВР) of 19/12/1995. 
URL:https://zakon.rada.gov.ua/laws/show/481/95-%D0%B2%D1%80#Text. 

74 Customs Code of Ukraine No. 4495-VI of13/03/2012. URL: https://zakon.rada.gov.ua/laws/show/4495-17#Text. 
75 Elizabeth Allen. The Illicit Trade in Tobacco Products and How to Tackle It. 2nd Ed. Washington: International Tax and Investment 

Center, 2014. URL: http://www.iticnet.org/images/AIT/English-TheIllicitTradeinTobaccoProductsandHowtoTackleIt.pdf. 
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counterfeiting activities of well-known brands. Manufacturers of counterfeit 
products include tobacco factory "Khamadei" (Donetsk), LLC "Donetsk Tobacco 
Factory" (Debaltseve on the territory of the non-operating Debaltseve 
Metallurgical Engineering Plant), LLC "Luhansk Tobacco Factory" (city of 
Luhansk) and small handicrafts.  

In 2020, the authorized institutions officially withdrew from circulation more 
than 600 thousand packs of cigarettes originating from these areas, which is 4 
times more than last year. The state should therefore respond appropriately to the 
challenges of hybrid aggression and enhance the operational effectiveness of 
mechanisms to counter the expansion of the illicit market in tobacco and tobacco 
products. It should be noted that issues related to the smuggling of cigarettes and 
other tobacco products are systemic challenges for fiscal policy, public security 
policy and foreign economic policy. 

Another unresolved problem is monitoring the sale of raw tobacco, which 
contributes to the counterfeiting of cigarettes. The largest consignments of illicit 
tobacco come to Ukraine from China, Turkey and the United Arab Emirates 
through Abkhazia, including certain areas of Donetsk and Luhansk regions 
(ORDLO) through Novorosiisk, Novoazovsk and even Mariupol.76 . In particular, 
tobacco raw materials can be sold to business entities that are not producers of 
tobacco products, and the lack of a mechanism to control its turnover leads to an 
increase in shadow production of tobacco products. Tracking the purchase of raw 
materials for cigarette production may be an additional measure to address this 
problem. Legislative changes are needed in the definition of the term "tobacco 
fermentation for the production of raw materials for the production of cigarettes". 
There is also a need for a monitoring system over import of raw materials77. 

3. Smuggling means the illicit transportation or turnover of tobacco products 
across a customs border driven by the differences in excise policy between 
different jurisdictions787980 . At the same time, the ways in which such batches of 
cigarettes are transported can be very different from the movement of goods across 
the customs border of Ukraine, concealed from customs control using specially 
manufactured storage facilities (caches) and other means or methods, making it 
difficult to detect such goods, or by giving some goods a different appearance, as 
well as outside the customs border (through forests, rivers, air – with the drones 
and small aircraft).  
                                                  

76 "LNR-DNR" is a smuggling threat to the EU. (Ostrov) (Island). 2020 URL: 
https://www.ostro.org/general/economics/articles/602670. 

77 Smuggling: cigarettes. Ukrainian Institute for the Future. 2020 URL: https://uifuture.org/reports/kontrabanda-sigareti/. 
78 On the tools for creating trade and logistics centers for cross-border trade development. National Institute for Strategic Studies. 

Analytical note. URL: http://old2.niss.gov.ua/articles/437/. 
79 Alberto Aziani et al. Empty Discarded Pack Data and the Prevalence of Illicit Trade in Cigarettes. SSRN Scholarly Paper. Rochester, 

NY: Social Science Research Network, 2017. URL: https://papers.ssrn.com/abstract=2906015 
80 Transcrime. European Outlook on the Illicit Trade in Tobacco Products. Trento: Transcrime – Università degli Studi di Trento, 2015. 

152 p. URL: https://www.transcrime.it/wp-content/uploads/2015/02/European-Outlook-on-the-ITTP.compressed.pdf 
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Illicit turnover of cigarettes across the customs border of Ukraine takes place 
in both directions, both on its customs territory and from Ukraine to the EU 
countries. Thus, as of 2017, the main countries of destination of illicit Ukrainian 
cigarettes were Poland, Slovakia, Great Britain, Italy, Romania, Hungary, France 
and Russia. According to research by Kantar TNS and KPMG, a pack of illicit 
cigarettes from Ukraine (including certain areas of Donetsk and Luhansk regions 
(ORDLO) when being smuggled to the EU at the border costs EUR 0.85. After 
moving to Poland, its cost increases to EUR 3.26, the Czech Republic – EUR 3.48, 
EUR Hungary – 3.46, Austria – EUR 4.76, Italy – EUR 4.9, Germany – EUR 6.03, 
France – EUR 8.57, Great Britain – EUR 8.77, Ireland – EUR 11.37. 

Instead, illicit cigarette flows to Ukraine came from Belarus (directly and 
through the Russian Federation), Pakistan (through the Russian Federation), 
Bulgaria (through Hungary and Romania), and Moldova (through Romania). The 
latter was intended both for sale on the illicit market in Ukraine and for transit to 
EU countries mainly through Poland (29% of the total amount of smuggled 
cigarettes)81 (Fig. 2.2.1). 

Due to the risks for Poland, X-ray scanners and cigarette detectors were 
installed at its customs border to deter smuggling from Ukraine, which reduced the 
detected illicit supplies from almost 6 billion pcs on average per year during 2008-
2012 to about 3 billion pcs in 2017. Over time, increased border checks have 
reduced illicit flows to the borders with EU countries82 . 

According to various estimates, the budget of Ukraine lost tax revenues of 
about UAH 9 billion due to cigarette smuggling during 2017-201983 . In 2020, the 
customs authorities estimated the total value of detected smuggled cigarettes at 
UAH 20 million84 and are reporting on strengthening measures to suppress 
cigarette smuggling. In particular, 16.5 million cigarettes were seized within three 
months of 2021. Customs officers detected and prevented 118 cases of violations 
of customs regulations when moving tobacco and tobacco products across the 
customs border of Ukraine. Turkey, Moldova, the United Arab Emirates are the 
countries from which, in the last three months, the largest consignments of 
cigarettes and other tobacco products have tried to reach Ukraine in violation of 
customs regulations85. 

One form of smuggling is "illicit white" or "cheap white" cigarettes. Such 
cigarettes are legally manufactured in one country with the deliberate intention of 

                                                  
81 ITTP Nexus In Europe and Beyond. 2019. URL: https://www.transcrime.it/pubblicazioni/ittp-nexus-in-europe-and-beyond/. 
82 Ibid. 
83 Smuggling, stop? LIGABusinessInform. 2020 URL: https://project.liga.net/projects/kontrabanda_cigaret_ua/. 
84 Cigarette smuggling: scope, consequences, lessons learned from neighboring countries and a plan to combat. Ekonomichna Pravda 

(Economic Truth) . 2020.URL: https://www. althoughda.com.ua/projects/ni-kontrabandi/2020/09/7/664652/.  
85Customs intensifies the fight against tobacco smuggling — 16.5 million cigarettes were seized in three months of 2021. State 

Customs Service of Ukraine. 2021 URL: https://customs.gov.ua/news/zagalne-20/post/mitnitsia-posiliuie-borotbu-z-tiutiunovoiu-kontrabandoiu-
165-mln-sht-sigaret-vilucheni-za-tri-misiatsi-2021-r-422 
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taking them, at least in part, to various markets where the owner of the brand has 
restricted or is not authorized to distribute them8687. One of the methods of this 
form of tax evasion is as follows: when a company buys a line of products from a 
wholesaler, it sells a liquid point of sale to retail outlets, and the one which is in 
demand in the domestic market it sells to a one-day company that illicitly 
transports such cigarettes to the countries with higher level of excise taxation. 
However, according to documents the transaction is carried out in the form of 
internal sale. 

It is worth noting that for many years Ukraine has been one of the largest 
suppliers of counterfeit and "cheap whites" cigarettes to the EU countries88. 
According to the Stella report of the KPMG project, the growth rate of such 
cigarettes in 2016 was 52%, but in 2019 the reverse process was observed – the 
decline was almost 38% (Table 2.2.4). Due to a significant increase in excise tax 
rates, the import of "cheap whites" cigarettes from the Russian Federation and 
Belarus through Ukraine became more profitable than domestic cigarettes. Since 
the excise tax in such countries is lower, this has been the main reason for the 
reorientation of the "cheap whites" streams. 

Table 2.2.4 
Supply of smuggled and counterfeit cigarettes from Ukraine to the EU 

during 2016-2019 
Indexes 2015 2016 2017 2018 2019 

Volumes of the illicit cigarette market in 
the EU, billion pcs. 

53.0 48.3 44.7 43.6 38.9 

Amount of cigarettes smuggled from 
Ukraine to the EU, billion pcs, including: 

4.5 6.2. 6.1. 6.4. 3.7 

"Cheap whites" cigarettes, billion pcs. 4.0 6.0 6.0 6.3. 3.5 
Counterfeit cigarettes, billion pcs. 0.5 0.2 0.1 0.1 0.2 

Share of the total illicit cigarette market in 
the EU,% 

8.5 12.9 13.7 14.6 9.6 

Growth/Decline rate, % 100.0 137.9 99.0 103.9 58.3 
Source: Illicit Cigarette Consumption in the EU, UK, Norway and Switzerland / KPMG . 2020. 237 p. URL: 

https://www.stopillicit.com/docs/default-source/external-docs/kpmg-report---2019-results/kpmg-report-illicit-cigarette-consumption-in-the-eu-
uk-norway-and-switzerland-2019-results.pdf 

 
The issue of intensifying the combating the circulation of "cheap whites" 

cigarettes is given considerable attention in the relevant EU Strategy89. In 

                                                  
86 Illicit Trade Report 2015. World Customs Organization. URL: http://www.wcoomd.org/-

/media/wco/public/global/pdf/topics/enforcement-and-compliance/activities-and-programmes/illicit-trade-report/itr_2015_en.pdf?db=web 
87 National Research Council 2015. Understanding the U.S. Illicit Tobacco Market: Characteristics, Policy Context, and Lessons from 

International Experiences. Washington, DC: The National Academies Press. https://doi.org/10.17226/19016. 
88 Modernization of the control system for the tobacco products trafficking/N.V. Novytska, I.I. Khliebnikova, V.I. Korotun, T.V. 

Koshchuk and others/under general editorship of N.V. Novytska Irpin — Khmelnytskyi, 2020. p. 26. 
89 Stepping up the fight against cigarette smuggling and other forms of illicit trade in tobacco products - a comprehensive EU strategy 

(Com (2013) 324 final of 06/06/2013). URL: https://www.eesc.europa.eu/en/links/stepping-fight-against-cigarette-smuggling-and-other-forms-
illicit-trade-tobacco-products-comprehensive-eu-strategy-com 
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particular, the report on its implementation in May 2017 stated that "despite the 
measures taken since 2013, the problem of illicit tobacco trade remains as urgent 
today as in the past", and that "the EU and its Member States have no choice but to 
continue to address the threat of tobacco turnover and its variable structures with 
determination, as this illicit activity is detrimental to public health, tax revenue and 
security."90 . In particular, there is a need to strengthen the fight against "cheap 
whites" and, in this regard, conclusions have been drawn on the basis that the 
distribution of such cigarettes is extremely profitable given the significant excise 
tax burden on legal cigarettes. This makes the distribution of such illicit products 
extremely profitable due to the significant difference in prices. It is noted that a 
pallet containing about 20 million cigarettes smuggled into the EU could generate 
up to EUR 2 million of illicit income. Therefore, the European Commission calls 
on the Community to adhere to a certain degree of convergence between the levels 
of taxes applied in the Member States in order to encourage neighboring countries 
with very low cigarette tax rates to gradually bridge the gap with the average EU 
level of excise tax. This requirement has also been included in the agreement 
concluded with non-EU partner countries such as Ukraine and Moldova.91 . 

Belarus is recognized as a hub of illicit cigarettes to the EU, which creates 
problems not only for the Community but also for Ukraine. As can be seen from 
Fig. 2.2.1, certain illicit cigarettes flows from Belarus pass both in transit through 
the customs territory of our state and enter the domestic market. This is facilitated 
by factors such as significantly lower prices than in neighboring countries; 
established schemes for the supply of tobacco products to other countries; 
availability of production facilities for production, active involvement of local 
industries in the illicit products supply.  

                                                  
90 Report from the Commission to the Council and the European Parliament Progress report on the implementation of the Commission 

Communication "Stepping up the fight against cigarette smuggling and other forms of illicit trade in tobacco products - a comprehensive EU 
strategy (Com (2013) 324 final of 6.6.2013)" COM/2017/0235 final. URL: https://eur-lex.europa.eu/legal-
content/en/TXT/?uri=CELEX:52017DC0235 

91 Study on Council Directive 2011/64/EU on the Structure and Excise duty Rates Applied to Manufactured Tobacco. Final report. 
Volume 1 – Study. Luxembourg: Publications Office of the European Union, 2020. URL: https://op.europa.eu/en/publication-detail/-
/publication/8c9dd329-4d4f-11ea-aece-01aa75ed71a1/language-en. 
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Fig. 2.2.1. The main illicit cigarettes supply chains through the customs 

territory of Ukraine as of 2017 
Source: ITTP Nexus In Europe and Beyond. 2019. URL: https://www.transcrime.it/pubblicazioni/ittp-

nexus-in-europe-and-beyond/. 

Like the previous form, small volumes of smuggled cigarettes, which have 
acquired the concept of "bootlegging", are carried out by individuals or small 
organized groups, and the distance of movement of cigarettes varies from short to 
medium92 . Such products are fully taxable and comply with legal requirements in 
the country of origin, but bootleggers evade all taxes in the destination market.  

4. Fictitious exports is the excise tax evasion, the most common methods of 
which are: 1) concluding fictitious contracts with foreign companies for the 
tobacco products supply, but in fact the products are sold on the domestic market 
without taxes paid (in Slovakia and Romania, for example, to prevent this type of 
crime the customs escort of goods from the state border to the internal customs and 
payment of the customs guarantee are applied); 2) the sale of goods imported from 

                                                  
92 Illicit Tobacco Trade. FATF, Annual Report, FATF Guidance. Paris, 2012. URL: http://www.fatf-

gafi.org/media/fatf/documents/reports/Illicit%20Tobacco%20Trade.pdf. 
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abroad, allegedly for export to a third country, on the domestic market, using 
fictitious documents on the payment of excise tax. For example, tobacco products 
are brought to a customs warehouse, and then a few days later they are taken out of 
the warehouse with counterfeit documents, ostensibly to be sent to a recipient 
company in a third country, but in fact, for selling in the territory of this country; 
3) fictitious re-export, when for the purposes of tax exemption fictitious export of 
tobacco products from their country to the country from which they were 
previously exported is carried out; 4) sale of products intended for Duty Free on 
the domestic market through retail networks and e-commerce channels with or 
without counterfeit excise tax stamps. Thus, according to the results of the 
inspection of the authorized bodies in January-March 2021, duty-free shops at the 
airport "Kyiv" sold 508 million cigarettes or 2.5 million blocks, which is an 
average of 6 blocks per passenger, including children93 .  

5. Movement of tobacco products through the supply chain without payment 
and/or with partial payment of taxes (VAT evasion, non-payment of excise tax on 
retail sales)94. One of the methods of this form of tax evasion is to document the 
trade in tobacco products at the company of the real sector of the economy with the 
replacement of the nomenclature, which leads to a loss of tax revenues in 
significant amounts.  

6. Replacement of tax stamps in the process of labelling – the application to 
cigarettes of excise tax stamps obtained for the labeling of other types of tobacco 
products, which are taxed at lower rates of excise tax95. An example of this form of 
tax violation was the so-called "cigarillo/cigar schemes", the tax burden on cigars 
by the beginning of 2021 was 67% lower compared to cigarettes, this method of 
evasion allowed to keep the price lower than the market one, which provides 
competitive advantages to illicit suppliers. 

Dumping in the tobacco market is also considered as a method of excise tax 
evasion, which restrains the rise in the price of cigarettes by hindering the fiscal 
and regulatory objectives of the excise tax rate policy. In Ukraine, the increase in 
the excise burden on tobacco products is combined with the maintenance in the 
legal sale of cigarettes, the maximum retail price of which is lower than even the 
amount of excise tax and VAT provided for this product by law. 

 

The existence of such a negative phenomenon as excise tax evasion 
reduces the effectiveness of tax regulation of the excisable goods market, while 

                                                  
93D anylo Hetmantsev: I must state the failure of the fight against the excisable goods shadow market. Ekonomichna Pravda 

(Economic Truth). 2021 URL:https://www.epravda.com.ua/projects/ni-kontrabandi/2021/06/24/675295/. 
94 Modernization of the control system for the tobacco products trafficking/N.V. Novytska, I.I. Khliebnikova, V.I. Korotun, T.V. 

Koshchuk and others/under general editorship of N.V. Novytska Irpin — Khmelnytskyi, 2020. 120 p. 
95 V.V. Makarenko  Directions for improving the administration of excise duty in Ukraine. Innovative economy . 2010. No. 2 (16). Pp. 

252–256 . 
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depriving the state of tax revenues that are important for financing public needs. 
In addition, criminal proceeds from such illicit activities are typically used in 
corrupt schemes of other illicit activities, thereby undermining public safety, 
good governance, and the rule of law. The illicit trade in cigarettes negatively 
affects the legal market of excisable goods, reduces the competitiveness of 
bonafide businesses and undermines the reputation of regulators. 
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3. DIRECTIONS OF IMPROVING THE CIGARETTES EXCISE 
TAXATION POLICY IN ORDER TO COMBAT THEIR ILLICIT 

PRODUCTION AND TURNOVER 

The previous chapters of the study assess the fiscal effectiveness of 
cigarettes excise taxation in Ukraine and EU countries, assess trends in the 
transformation of the illicit tobacco market and the prospects for its development, 
taking into account current measures to combat illicit tobacco production and 
turnover. Based on the results of the analysis, two main scenarios for further 
increase of the tax burden on cigarettes were assessed. The first one is valid in 
accordance with the provisions of the Tax Code of Ukraine96 , however, provided 
that, no later than the second quarter of 2023, a comprehensive system of state 
control over the production and circulation of tobacco products was formed, which 
included: coordination of proposals on this matter with the legal market 
participants; promotion of technological re-equipment of fiscal authorities and 
specialized law enforcement agencies responsible for combating smuggling of 
excisable goods; increased penalties for violations in the field of the illicit tobacco 
production and turnover; modernization of approaches for issuing licences for the 
production and wholesale of tobacco products, and monitoring of such entities; 
introduction of statistics on the implementation of the objectives and results of the 
Strategy for Combating the Illicit Production and Turnover of Tobacco Products 
till 2021, etc.  

The implementation of these measures requires the formation of the 
institutional framework for such changes, increasing the institutional capacity of 
responsible authorities and additional budget allocations. The latter, in view of the 
urgent need to reduce budget deficit and increase of expenditure on human capital 
development, creates challenges for the implementation of these priorities. In the 
absence of fundamental changes in the system of state control over the production 
and circulation of tobacco products, potential budget losses from the illicit tobacco 
products market in 2021 relative to GDP may amount to 0.24%, and in 2022-2024 
– an average of 0.37%, and the peak value of the shadow market will be about 23% 
(subsection 1.2). 

The second scenario provides extending the timeframe for the formation of 
an integral system of state control over the tobacco products manufacturing and 
trade until 2025, i.e. in the medium term. This time range is more reasonable, 
based on the technological, financial and human capabilities of the state. An 

                                                  
96 Tax Code of Ukraine: Law of Ukraine No. 2755-VI of 02/12/2010. URL: https://zakon.rada.gov.ua/laws/show/2755-17#Text. 
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important precondition for the implementation of such a scenario is a certain 
easing of the tax burden on cigarettes in Ukraine and making adjustments to the 
current Plan on increasing tax rates. After all, the EU has not set a deadline for 
Ukraine to reach the minimum cigarettes excise tax of EUR 90/1000 pcs. It seems 
reasonable for Ukraine to follow the experience of the Central and Eastern 
European countries, that implemented the requirements of the EU Directives on 
excise tax rates more smoothly and in a balanced manner, which has enabled them 
to counteract the shadow tobacco market in a sufficient manner, increase budget 
revenues and reduce tobacco use. On average, this path of harmonization lasted for 
about 14 years. The draft Plan on increasing cigarettes excise tax rates in Ukraine 
in 2022-2028 is provided in Table. 3.1. 

Table 3.1 
Draft Plan on increasing cigarettes excise tax rates in Ukraine in 2022-2028 

under scenario 2 

Scenarios Indexes 2022 2023 2024 2025 2026 2027 2028 

Current 
Plan 

% increase 20% 20% 20% 20%    

minimum excise 
tax1 1747.60 2097.12 2516.54 3019.85    

The proposed 
scenario  

% increase 15% 13% 11% 10% 10% 10% 10% 

minimum excise 
tax 

1674.78 1892.50 2100.68 2310.74 2541.81 2795.99 3075.59 

1 - data are presented for 1000 cigarettes 
Source: Tax Code of Ukraine No. 2755-VI of 02/12/2010 URL: https://zakon.rada.gov.ua/laws/show/2755-

17#Text and authors' own calculations 

  
Implementation of the proposed scenario of increasing the minimum excise 

tax on cigarettes will provide an opportunity to slow down the erosion of the 
tobacco market by the shadow segment. The analysis of these indicators of the 
illicit cigarette market in Ukraine, conducted by Kantar TNS since 2011, shows 
that the main factor influencing the increase in the share of the illicit cigarette 
market is a sharp increase in excise tax rates. Significant differences in the growth 
of the tobacco excise tax rates and household incomes lead to a rapid increase in 
the volume of products labeled as Duty Free or for exports that are illicitly sold in 
Ukraine, counterfeited, and smuggled products. The implementation of the 
alternative scenario takes into account the gradual reduction of excise tax growth 
to ensure the fiscal balance in subsequent budget periods. Due to the extension of 
the period of reaching the excise tax on cigarettes of EUR 90 for three years, the 
maximum value of the share of the illicit market will not exceed 15-16% in 2023 
and 2024, which is at least 5 percentage points lower than in the baseline scenario. 
This will guarantee receiving of additional billions of budget revenues, which is 
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extremely important in the face of acute shortages of financial resources. 
Following a full introduction of the integrated system of state control over the 
tobacco products manufacturing and turnover by 2025 and the gradual further 
increase of cigarettes excise tax rates by 10% annually in 2025-2028, the share of 
the illicit market of cigarette production and turnover is expected to decrease to 4-
6% which is acceptable in the developed countries. These calculations are based on 
the assumption that the average annual growth rate of household income during 
2022–2024 will be 11.0%, and 8.9% in 2025–2028. In turn, the average level of 
the consumer price index will be 6.9% in 2022–2024, and 6.1% in 2025–2028. The 
rate of increase in cigarettes excise tax will exceed the rate of growth of the 
population income and consumer inflation, and the index of the availability of 
cigarettes will gradually decrease, which is in line with the goals of reducing the 
prevalence of tobacco smoking in Ukraine. At the same time, the slowdown in the 
growth of excise tax rates on these products will correspond to the optimal change 
in the index of availability of cigarettes, which will have a positive impact on 
reducing illicit cigarettes production and turnover and increase in budget revenues. 

Given the crisis situation in Ukraine with regard to illicit tobacco products 
turnover, counteracting such activities is becoming particularly urgent. Moreover, 
as the Strategy timeline comes to end and most of its points remain relevant and 
need to be implemented, it is necessary to extend the validity of this regulative 
document in order to continue the measures taken and implement new ones taking 
into account current challenges aimed at reducing illicit trade in tobacco products. 

In this context, the priorities for Ukraine are as follows: the identification by 
law enforcement agencies of the main sources of origin of illicit cigarettes in 
Ukraine and elimination of their illicit production and turnover; ratification of the 
FCTC Protocol as an international instrument to combat tobacco smuggling, which 
will enable to meet the requirements of Art. 352 of the Association Agreement 
between Ukraine and the EU, which calls on the Parties to develop cooperation and 
harmonize policies to combat fraud and smuggling of excisable goods, in 
accordance with the FCTC. Moreover, such a step will demonstrate a political will 
to combat both illicit tobacco products turnover in Ukraine and their smuggling to 
EU countries.  

For this purpose, control over the entire tobacco supply chain should be 
developed and implemented through the establishment of a global detection and 
tracking regime and a number of measures to be taken by the Government: 

– licensing (mandatory for all organizations engaged in the production of 
tobacco products, as well as the production of equipment, commercial activities, 
transportation and primary processing of tobacco raw materials); 
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– identification and verification of the counterparty with the mandatory 
liability for the transfer of products or equipment for the tobacco products 
production (including lease) to unlicensed market operators; 

– putting a reliable labelling on tobacco products and production equipment 
used in tobacco products manufacturing;  

– record-keeping (activities of those organizations engaged in the 
commercial sale of tobacco or production, trade, sales, storage, transportation, 
import or export of tobacco products or production equipment used in the tobacco 
manufacturing) in real time with the possibility of public control; 

– ensuring the safety and implementation of preventive measures to comply 
with the requirements of regulations97 . 

The FCTC Protocol entered into force in 2018 after being ratified by 40 
states. However, the ratification is still in process in Ukraine. Thus, on March 1, 
2017 the Cabinet of Ministers of Ukraine approved the draft law on ratification of 
the FCTC Protocol, and on August 23, 2017 the Government approved the 
Strategy for Combating the Illicit Production and Turnover of Tobacco Products 
till 2021, the measures of which are in line with the main provisions of the FCTC 
Protocol. 

To prevent illicit turnover, the FCTC Protocol aims to ensure the 
development and implementation of control over the entire tobacco supply chain 
by establishing a global detection and tracking regime. In order to combat illicit 
trade, the FCTC Protocol also lays down the requirements to violations, liability, 
detention, and disposal of confiscated goods. Other requirements are aimed at 
strengthening international cooperation, information exchange measures, technical 
and law enforcement cooperation, mutual legal, administrative assistance, and 
extradition. 

Among the key organizational and legal measures to combat the illicit 
cigarette production and turnover are the further implementation of the Strategy’s 
areas and measures, that should be carried out in accordance with the peculiarities 
of the national economy, on the basis of analysis, planning and implementation of 
the most effective practices of the tax administration.   

The establishment of barriers to entry for unscrupulous economic operators 
is a prerequisite for effectively combating tobacco turnover. These tools allow the 
state to have a direct impact on the excisable goods market. One of the key factors 
of the growth of illicit tobacco products market is the imperfect licensing 
procedure for this economy sector. European practice shows a differentiation of 
approaches on how to restrict the access to tobacco markets, which includes 

                                                  
97 WHO Technical Manual on Tobacco Tax Administration. World Health Organization. 2013 URL: 

http://apps.who.int/iris/bitstream/10665/44316/12/9789244563991 rus.pdf?ua=1. 
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licensing and permits systems. Most countries apply licensing for the tobacco 
products manufacturing and turnover, mostly based on the permit principle. This 
prevents unscrupulous operators from entering the market. On the contrary, the 
"declaration principle" of obtaining a license, which is adhered to in Ukraine, 
creates a situation when some business entities can start their economic activity 
without compliance with the licensing conditions, which is a prerequisite for the 
spread of falsification and smuggling.  

In spite of the numerous facts of violations at the licensing stage of newly 
established companies, including obtaining a license without an actual place of 
business or registration of fictitious storage places, etc., it is proposed to transform 
the approach to licensing production and wholesale of tobacco products by 
introducing a pre-licensing procedure. It is advised to supplement the licensing 
requirements with the criteria of financial capacity (financial scoring) and tax 
reliability (proper accounting, timely payment of taxes, absence of tax abuse). In 
this case, the pre-license inspection should consist of the following stages: control 
of critical points; assessment of the financial condition of the business entity; 
determination of tax reliability of the business entity based on the analysis of 
databases of the tax service and external sources. It is recommended that the period 
of license validity be left unchanged. It is also necessary to introduce legislative 
rules on the possibility of revoking a license for a certain period in case of 
violations that may lead to illicit tobacco products turnover. 

Consideration of the proposed novelties will promote transparency in the 
tobacco products manufacturing and turnover, strengthen the responsibility of the 
tobacco market participants, as well as contribute to the achievement of public 
health goals, which will ultimately increase budget revenues. It will also turn 
licensing into an effective tool for influencing the qualitative and quantitative 
indicators of the tobacco market development. 

In order to fulfill the tasks of improving the efficiency of control over the 
turnover of tobacco products and combat their illicit turnover, it is necessary to 
move to a fundamentally new level of information and analytical capabilities of the 
state authorities. A prerequisite for a fully transparent system of excise tax 
administration should be the integration of information resources of databases 
related to activities of economic operators of the excise market into an integrated 
information system. This is due to the lack of prompt access to information of the 
relevant databases of the State Tax Service of Ukraine in real time in the presence 
of an extensive network of registers of excise tax payers and storage places of 
excisable goods. In this regard, it is necessary to introduce a new electronic service 
for providing electronic services to employees of the state authorities, taxpayers 
and other stakeholders using the Internet and a single web portal of the Integrated 
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Information System of the Excisable Goods Market Operators of the STS of 
Ukraine. The task of this system should be to automate the collection, registration, 
storage, searching, processing and issuance of information at the request of users 
from the license registers of all operators of the excisable goods market, taking into 
account the organizational principles of forming and maintaining license registers 
and the list of information contained therein. Also, the Integrated Information 
System of the Excisable Goods Market Operators of the STS of Ukraine should 
provide a possibility of exchanging electronic data (other than information treated 
as state secret) from the state electronic information resources between the state 
authorities when providing administrative services and performing other official 
duties. 

The implementation of the proposed measure will ensure the creation of 
single information space and the formation of a database on the circulation of 
excisable goods, including tobacco products. This will allow the use of innovative 
technologies and digitalization opportunities to increase the effectiveness of 
control over the excisable goods turnover and realization of the fiscal potential of 
excise tax.  

The activities of the state authorities to ensure compliance with tax 
legislation largely determine the overall effectiveness of excise taxation and the 
functioning of the entire tax system. The main purpose of such activities is to 
organize a system of effective control over the correctness of calculation, 
completeness and timeliness of payment of excise tax to the budget, as well as to 
prevent the production and sale of counterfeit and smuggled products. In addition, 
to ensure proper control over the completeness of the payment of excise tax in the 
domestic practice of tax administration, tools such as "excise warehouses" and 
"digital means of control" are used. 

The excise warehouses are the analogue of tax warehouses in EU countries. 
The domestic definition is partially aligned with the requirements of Directive 
2008/118/EC on the general arrangements for excise tax and repealing Directive 
92/12/EEC98 . However, the scope of excise warehouses regulation in Ukraine is 
narrowed to the places of production and storage of alcohol, alcoholic beverages 
and fuel and lubricant materials99 . 

In view of the above, and in order to stop the illicit cigarettes production by 
legal tobacco manufacturers in the third shift, it is necessary to introduce 
requirements to the production of tobacco products in excise warehouses under the 
supervision of the state authorities (such as customs points in Romania).  

                                                  
98 Council Directive 2008/118/EC of 16 December 2008 concerning the general arrangements for excise duty and repealing Directive 

92/12/EEC. URL: https://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2009:009:0012:0030:EN:PDF. 
99 Development of the control system for the production and circulation of alcohol and alcoholic beverages in Ukraine: Report on 

NNTR: Research Institute of Fiscal Policy of UFDSU; reg. by N. V. Novytska. Irpin, 2020. 277 p. No. DR 0120U104526. 
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In the context of the considerable shadowing of the market for excisable 
goods, electronic excise tax administration systems aimed at increasing the 
efficiency of the procedures of monitoring the movement of excisable goods from 
the producer to the final consumer are quite important. Such a system involves the 
use of remote-control tools, strengthening the security function of the supply chain 
of excisable goods through the use of modern methods of authentication and 
verification (tax stamps). 

An important role in this direction is played by the tobacco tracking and 
tracing system (Track and Trace System, hereinafter – T&T), which is designed to 
track the movement of tobacco products in the supply chain.  

The defining role for the creation and implementation of the T&T system in 
Ukraine is the need to take into account the requirements of international 
regulations. Due to Ukraine's European integration obligations, it is particularly 
relevant and appropriate to take into account Directive 2014/40/EU on the 
approximation of laws, regulations and administrative provisions of the Member 
States on the production, supply and sale of tobacco products and related products, 
which implements the Protocol to Eliminate Illicit Trade in Tobacco Products of 
the WHO Framework Convention on Tobacco Control. According to Article 15 of 
Directive 2014/40/EU, a unique identifier must be printed or securely attached on 
all tobacco packs. It should also be noted that in accordance with the FCTC 
Protocol, namely Art. 8, national T&T systems should be developed and 
implemented with the ability of integration with the global tracking and tracing 
regime. In addition, unique and reliable identification labelling, codes or marks 
must be affixed or be an integral part of all individual packs, packages and any 
outer packaging of cigarettes for five years and other tobacco products – for ten 
years from the date of entry into force of the FCTC protocol. Taking into account 
the requirements of the above-mentioned documents for the placement of a mark 
on a pack, it will be possible to trace the products throughout the supply chain both 
on the customs territory of Ukraine and during export. 

The next provision of the development of the domestic T&T system is its 
differentiation taking into account the country's need to track certain types of 
products and the production and logistics peculiarities. This is due to various 
technological processes of production, aggregation of packaging of tobacco 
products and alcoholic beverages, in-house labeling systems for each of these types 
of excisable goods. In particular, it should be taken into account that tobacco 
products are produced on high-speed production lines and equipment application 
of a unique identifier should not slow them down. This should be taken into 
account when choosing a method of applying a unique identifier. Therefore, it is 
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advisable to introduce in Ukraine separate tracking and tracing systems for tobacco 
products and alcoholic beverages.  

The experience of implementing T&T systems in countries around the world 
also shows that they were introduced gradually: first for one type of product, and 
then for another. This allows to identify weaknesses in the system, eliminate them 
and launch an improved version for other products.  

During the introduction of the national T&T system, it is necessary to 
gradually implement systems for different types of products. It should be borne in 
mind that the addition of T&T to the installed production equipment and each 
individual step of the circulation of excisable products do not slow down the 
market and provide unambiguous identification of individual and all types of 
aggregate packaging of products. It is worth noting that the functioning of the T&T 
system in the test mode is also important for its implementation. This will enable 
tobacco market participants to test the equipment and software, calculate 
workloads and identify weaknesses in the supply chain. 

The T&T system must be based on the unique identification of the unit/piece 
and the aggregate packaging of the product. Such a decision will contribute to the 
proper functioning of the market, which is characterized by rapid turnover, and 
will not slow down its logistics. All economic operators of the tobacco market 
from producer to retail should be allowed to record all packs as well as all 
intermediate and final movements.  

In addition, it should be emphasized that the economic efficiency of the T&T 
system is important in the context of the spread of illicit tobacco products turnover. 
The costs of introducing and maintaining innovative traceability technologies need 
to be compared with the likely fiscal impact of such measures. Based on the 
analysis of world best practices, it can be concluded that increasing the cost of 
products through enhanced authentication and supply chain control should be a 
small percentage of its value. This is especially relevant for the tobacco market of 
Ukraine, as an additional increase in the cost of tobacco products in the face of a 
rapid excise tax rates increase could lead to a significant reduction in sales of legal 
products. During 2015–2021, the excise burden on cigarettes tripled, which led to 
an increase in the volume of illicit tobacco products. The initial investments for the 
installation of equipment at the production/trade facilities of each producer and 
distributor of the tobacco market should also be non-discriminatory. In addition, it 
is important to assess the effectiveness of measures of changing the design of the 
stamps and application of additional elements of protection with a significant 
increase in the value of stamps. Because it can only create significant costs for the 
business while providing minor fiscal effect. 
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It should also be noted that the successful implementation of the T&T 
system depends on a balanced approach to choosing a provider of technological 
solutions. To do this, it is important to make an assessment of potential providers 
and understand the characteristics of system software and its security, because the 
state is responsible for protecting not only its own data, but also the data of tobacco 
market operators. At the same time, it is necessary to encourage competition in the 
market by conducting open procurement, allowing many suppliers of various 
technologies and services to offer their T&T systems. The business reputation of 
technology solution providers is also important, and it is unacceptable to choose 
companies that in other countries have committed unfair behavior in influencing 
the tender. 

The practical use of T&T information system on the movement of cigarettes 
in the supply chain is also important for the detection of violations, effective 
counteraction to illicit turnover in such products, given the peculiarities of Ukraine. 
For example, in Georgia, information on cigarette tracking has become virtually a 
bulk of unnecessary data that is accumulated and not used for its intended purpose. 
In practice, the main functionality of the unique identifier is that tax inspectors use 
it as an element of authentication and security during the mandatory monthly 
inspection of the cigarette points of sale, i.e. can verify the authenticity of the tax 
stamp. 

Proper use of the collected data is extremely important. The real value of the 
T&T system will only be achieved if the collected data is transformed into 
meaningful information that allows regulatory authorities to detect potential fraud, 
take targeted action and thus optimize tax collection. For example, employees of 
specialized units may receive an electronic notification of significant deviations in 
the volume of deliveries of tobacco products compared to previous periods. This 
will effectively filter out the market operators that must be verified. 

Given the significant risks, the issue of liability for violations in the tobacco 
products production and turnover is very important. Currently, one of the main 
tasks of combating illicit tobacco products turnover is the introduction of criminal 
liability for smuggling such goods. An administrative fine together with the 
confiscation of goods and a vehicle is not a significant penalty for smugglers, as 
the excess profits from such illicit activities more than cover such costs.  

The partial decriminalization of activities related to the turnover of excisable 
goods, provided by the Criminal Code, has led to the fact that movement across the 
customs border outside customs control or with concealment from customs control 
of goods regardless of their value or category, including excisable, qualifies as a 
violation of customs rules and is considered by courts under the administrative 
procedure. Smuggling of excisable goods is currently punishable by a fine set forth 
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by Art. 482 "Movement or actions aimed at moving goods, commercial vehicles 
across the customs border of Ukraine outside customs control", Art. 483 
"Movement or actions aimed at moving goods across the customs border of 
Ukraine with concealment from customs control" and Art. 484 "Storage, 
transportation, purchase or use of goods, commercial vehicles imported into the 
customs territory of Ukraine outside customs control or with concealment from 
customs control" of the Customs Code of Ukraine. 

In turn, Article 201 of the Criminal Code of Ukraine provides for criminal 
liability exclusively for movement across the customs border of Ukraine outside 
customs control or with concealment from customs control of cultural property, 
poisonous, potent, explosives, radioactive materials, weapons or ammunition 
(except smooth-bore hunting weapons or ammunition to it), parts of firearms, as 
well as special technical means of secret information acquisition. Turnover of 
goods other than those listed above, except for narcotic substances (Article 305 of 
the Criminal Code of Ukraine), and timber or lumber of valuable and rare species 
of trees, unprocessed timber, as well as other timber prohibited for export outside 
the customs territory of Ukraine (Article 201-1 of the Criminal Code of Ukraine), 
in accordance with the current legislation of Ukraine does not constitute 
smuggling. According to Article 2 of the Code of Ukraine on Administrative 
Offenses, issues of administrative liability for violation of customs rules are 
regulated by the Customs Code of Ukraine. And according to the provisions of this 
Code, the responsibility comes in the form of a fine and confiscation of goods that 
are hidden from customs control.  

However, the tobacco and tobacco products turnover across the state border 
has a significant negative economic and social effect, and empirical data confirm 
the increase in such movements. The economic effects of smuggling are the budget 
losses, the violation of fair competition in the market, the expansion of its shadow 
segment, the financing of hybrid aggression, corruption. The shadow economy is a 
serious challenge to national security. The social effects of smuggling include 
greater tobacco products affordability to the public, including underage persons, 
which harms public health, smuggling undermines confidence in public institutions 
and the development trajectory of a civilized society, it also undermines Ukraine’s 
international standing. 

In particular, the Strategy provides the restoration of criminal responsibility 
for such illicit activities; a clear separation of criminal and administrative liability 
for violations relating to the illicit production and turnover of tobacco products; 
unification of the conceptual apparatus used in legislation on criminal liability and 
legislation on administrative offences; introduction of criminal liability for the 
movement of illicit tobacco products across the customs border of Ukraine. 
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Experience of using such an instrument is available in many EU countries, 
where smuggling is criminalized and punishable by up to 8 years in prison and a 
fine of up to EUR 75,000. These countries include Germany, France, Italy, the 
Czech Republic, Lithuania, Poland, Romania, Slovakia, Hungary, etc.  

It is worth noting that such intentions of the executive and legislative 
branches of power have been repeatedly recorded in recent years. In particular, the 
draft law No. 8543 of 03/07/2018 submitted to the Verkhovna Rada, was 
withdrawn from consideration. The action plan to implement the Strategy for 
Combating the Illicit Production and Turnover of Tobacco Products till 2021 
provided for the introduction of criminal liability for illicit tobacco products 
movement across the customs border of Ukraine in the II quarter of 2020, but this 
measure was not implemented in time. The President of Ukraine initiated the draft 
Law of Ukraine "On Amendments to the Criminal Code of Ukraine and the 
Criminal Procedure Code of Ukraine on criminalization of smuggling of goods and 
excisable goods, as well as inaccurate declaration of goods" No. 5420 of 
23/04/2021100 , which was adopted in the first reading, on the criminalization of 
smuggling of excisable goods. We believe that this step can contribute to a partial 
resolving to the issue of reducing the tobacco smuggling only if the institutional 
capacity of regulatory authorities is increased. 

In addition, important measures are the modernization of technical 
equipment and the subsequent purchase of special devices for the State Customs 
Service and State Border Service, such as scanners, night vision devices, cameras 
documenting violations, quadcopters, etc. It is necessary to constantly improve 
skills and form mobile teams to track illicit excisable products. The establishment 
of information and technical support with legal producers is an important means of 
combating smuggling. We emphasize the importance of further coordination of 
cross-border operations of law enforcement agencies, the development of close 
cooperation between the authorized institutions of neighboring countries, joint 
training to identify and track illicit channels of movement of goods across the 
customs border. Experience shows that an important element is to strengthen the 
position of the state in court proceedings, which requires the involvement of the 
most professional experts on these matters.  

Another, no less important area of excise tax administration is tax 
compliance, which provides a set of motives and incentives for taxpayers that 
encourage them to comply with tax legislation and pay taxes, fees, charges. 
Tobacco market operators are usually large taxpayers with a professional staff of 
the financial department, that do not require a significant amount of consultations 
                                                  

100 Draft Law on Amendments to the Criminal Code of Ukraine and the Criminal Procedure Code of Ukraine on criminalization of 
smuggling of goods and excisable goods, as well as inaccurate declaration of goods: Number, date of registration: 5420 of 23/04/2021. URL: 
https://w1.c1.rada.gov.ua/pls/zweb2/webproc4_1?pf3511=71756. 
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on the correctness of the tax liabilities calculation. However, the tax authorities are 
actively taking measures to harmonize relations with taxpayers.  

Thus, in many countries worldwide the main conditions of cooperation 
between government agencies and legal market participants are enshrined through 
the voluntary signing of memorandum of understanding that complement 
legislation and regulations. As a rule, memorandum of understanding regulates the 
exchange of information and mutual assistance in solving the following tasks: 

– identification and assessment of the scale and sources of illicit excisable 
goods trade, as well as the exchange of relevant data; 

– application of a preventive approach to combating illicit trade; 
– tracking the movement of (probably) illicit excisable goods, as well as 

materials used for their production; 
– examination and destruction of confiscated products. 
As part of this approach, the EU has signed cooperation agreements with the 

four largest tobacco companies British American Tobacco, Imperial Tobacco, 
Japan Tobacco International and Philip Morris International. Under the terms and 
conditions of cooperation agreements with the EU, tobacco companies undertake: 
to track the routes of movement of tobacco products; implement programs within 
the framework of the "Know Your Client" policy; ensure transparency of payment 
procedures, etc. In addition, the cooperation agreements clearly regulate the 
process of confiscation of illicit goods, and also contain provisions that encourage 
cooperation with EU law enforcement agencies and the European Anti-Fraud 
Office (OLAF).101 . 

Examples of such activities include the memorandum of cooperation 
between the SFS and the Ukrainian Association of Tobacco Products "Ukrtiutiun", 
aimed at combating illicit trade and movement of tobacco products and equipment, 
the introduction of the automated control system over tobacco products. Such 
activities need to be developed. This includes taking measures to track the supply 
chain and exchange information on the identified facts of illicit tobacco products 
turnover. 

Cross-sectoral and international cooperation is crucial to the successful 
achievement of the stated goal of the FCTC Protocol. In particular, cooperation 
between countries and international organizations with experience in relevant 
fields (including customs and international crime), as well as at the national level 
among various sectors of government. 

The fight against illicit trade in excisable goods is a priority for both OLAF 
and the European Police Office (hereinafter referred to as the "Europol"), and the 

                                                  
101 Combating illicit alcoholic beverages and tobacco products trafficking: the experience of the EU and OECD/ [under the general 

editorship of V.I. Korotun]. - К.: Alerta, 2017. — 66 p. 
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two agencies are currently stepping up their bilateral cooperation. This includes 
mutual access to data and technical networks so that institutions can complement 
each other and take advantage of each other. Discussions are also under way to 
strengthen the European Agency for Cooperation in Criminal Matters (Eurojust), 
whose task is to support and coordinate the activities of national authorities, 
responsible for the investigation and prosecution of crimes affecting two or more 
Member States, on the basis of information from national law enforcement 
authorities and Europol; initiating investigations of infringements of EU financial 
interests; coordination of investigations in this category of criminal 
cases; strengthening of judicial cooperation.  

The national authorities responsible for combating illicit tobacco turnover 
report on the implementation of a range of measures to improve international 
cooperation. In particular, ensuring cooperation with the EU Advisory Mission for 
Civil Security Sector Reform, FRONTEX, border agencies of Poland, Slovakia, 
Hungary, Romania, Lithuania, Latvia, Moldova, Belarus, the Federal Police of 
Germany, the OSCE, etc.102 . 

An example of effective international cooperation is the Working Group on 
Tobacco Products, which was established by the European Union Border 
Assistance Mission to Moldova and Ukraine (EUBAM) in 2005 as a platform that 
brings together efforts of the national and international structures in the fight 
against cigarette smuggling from Moldova and Ukraine to the EU. It should be 
noted that tobacco smuggling is a major threat in the Mission's area of 
responsibility, especially in the central segment of the Moldovan and Ukrainian 
border. In particular, the mission was involved in an operation that seized 66 
million cigarettes in the Bosphorus on a ship sailing between the ports of 
Famagusta and Skadovsk. 

It is worth noting that it is within the framework of EUBAM cooperation in 
August 2017 the Government of Ukraine has initiated and approved the Strategy 
for Combating the Illicit Production and Turnover of Tobacco Products till 
2021. It was envisaged that the implementation of its provisions would provide 
control authorities with effective tools to combat the illicit trade in tobacco 
products. However, the Action Plan for its implementation, approved by the order 
of the Cabinet of Ministers of Ukraine No. 128-r of January 29, 2020 103 was not 
performed in full.  

                                                  
102 Report on the activities of the State Border Guard Service of Ukraine in 2017. State Border Guard Service of Ukraine. 2018. URL: 

https://www.kmu.gov.ua/storage/app/media/17-civik-2018/zvit_2017/Derjprykordon_%202017.pdf. 
103 On Approval of the Action Plan for the Implementation of the Strategy for Combating Illicit Production and Trafficking of Tobacco 

Products till 2021: Order of the Cabinet of Ministers of Ukraine No. 128-r dated January 29, 2020. URL: https://www.kmu.gov.ua/npas/pro-
zatverdzhennya-planu-zahodiv-z-realizacm290120iyi-strategiyi-u-sferi-protidiyi-nezakonnomu-virobnictvu-ta-obigu-tyutyunovih-virobiv-na-
period-do-2021-roku. 
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Summing up, it may be noted that it is necessary to revise the current Plan on 
increasing the excise tax on cigarettes in Ukraine by expanding its schedule until 
2028 and slowing down the excise tax growth. One of the urgent problems in the 
field of combating illicit turnover is to ensure proper control over the production 
and circulation of tobacco products. Improvement areas in cigarettes excise 
taxation policy to counteract their illicit production and turnover are as follows: 
improving licensing, in particular, the introduction of the regulative principle of 
registration for newly created business entities; introduction of criminal liability 
for illicit movement of tobacco products across the border and strengthening of 
liability for violations in the field of illicit production and turnover of tobacco 
products, as well as preventing the entry of illicitly manufactured and imported 
tobacco products into trade; introduction of a joint system for tracking the 
movement of tobacco products with the EU and other countries, and the creation 
of such a system cannot be delegated to manufacturers or related organizations. 
It is also necessary to strengthen cooperation with customs and border 
authorities of foreign countries in the field of combating turnover of tobacco 
products across the border. However, most independent experts agree that the best 
measures to restrict the illicit trade in excisable goods are not so much severe 
punishment as control and creation of preconditions that make illicit supplies 
economically unprofitable. 
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CONCLUSIONS 

Excise taxation is widely used as a source of budget revenues and as a tool to 
control the prevalence of tobacco smoking. At the same time, the affordability of 
cigarettes is one of the key factors in the growth of illicit cigarette production and 
turnover. 

1. In view of the need to limit tobacco consumption among the population, 
the current excise policy in EU Member States has tended to increase the tax 
burden on cigarettes in order to reduce smoking and to increase the fiscal role of 
the excise tax. However, most European countries faced the risks of illicit trade in 
tobacco products and, consequently, a reduction in tax revenues, which required 
the use of prudent approaches to raising excise tax rates. Taking into account 
national peculiarities, purchasing power of the population, geographical location, 
some countries have formed a predictable and balanced system of tobacco excise 
taxation with the development of a step-by-step long-term plan on increasing 
excise tax rates to reach the minimum excise tax burden according to the Directive 
2011/64/EU. This approach has allowed governments to minimize the risks of 
illicit trade in tobacco products and ensure stable tax revenues to the budget. In the 
lower-income post-socialist EU countries, there has been a significant increase in 
illicit trade in cigarettes due to the rapid increase in excise tax rates. In particular, 
in Bulgaria in 2010 the share of illicit turnover in such products increased to 30.7% 
following a tax increase by 49%. In Estonia in 2009, with the same increase in the 
excise burden, illicit traffic was at the level of 21.8%. In Latvia and Lithuania, with 
an increase in the excise burden by 52% and 76%, respectively, the share of illicit 
trade in tobacco products in 2010 was observed at the level of 37% and 47%, 
respectively. Similar trends were observed in Romania in 2010 and Hungary in 
2013. Thus, the EU experience confirms that tax control measures may not be 
effective if the excise tax increases too fast, without regard to the purchasing 
power of the population. 

2. The study analyzes the level of cigarette affordability in Ukraine during 
2016–2020 based on a comparison of the growth rates of household income and 
cigarette prices. Consumer inflation has been at the level 36.5% over the last five 
years, the real price of a pack of cigarettes (20 pcs per pack) has increased 1.9 
times, while real household incomes have increased 1.4 times. The index of 
cigarette affordability in 2020 compared to 2016 decreased by 23% and amounted 
to 0.77. For countries with transformation economies, such a sharp decline in the 
affordability of cigarettes leads to the consumption of illicit products by the 
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population. In view of the above, cigarette prices should increase gradually so that 
consumers can adapt to the appropriate level of price increases. The optimal range 
of the level of affordability of cigarettes in middle-income countries is considered 
to be from 1.0 to 1.5% of income. 

3. In order to achieve the goals of reducing smoking among the population 
and ensuring the fiscal efficiency of excise taxation, Ukraine is taking measures of 
rapid increase in tax rates, which are often unpredictable and repeated during the 
year. The national excise policy is aimed at increasing the tax burden on cigarettes, 
the share of which in the weighted average price during 2015-2020 increased from 
55.7% to 71.2% (including VAT), which is quite high given the low purchasing 
power of the population. Thus, the affordability of cigarettes in Ukraine is 3.6% of 
GDP per capita needed to purchase 2,000 cigarettes of the most popular brands, 
which is quite low (41st place among 50 European countries). 

Consumer sensitivity to price changes tends to increase the flow of illicit 
cigarettes, which are more accessible to a wide range of consumers due to evasion 
of excise tax. According to the results of econometric modeling, it is established 
that the increase in the price of cigarettes in Ukraine by 1% leads to an increase in 
their illicit turnover by 1.22%. In other words, the increase in excise tax rates and, 
as a consequence, cigarette prices in Ukraine has a significant impact on the 
shadow market of tobacco products. This allows us to state that the excise policy 
of Ukraine is characterized by measures of rapid and unjustified growth of excise 
tax rates without taking into account the purchasing power of the population, 
which creates risks of increasing the volume of illicit trade in cigarettes. This 
negatively affects the effectiveness of health programs and tax revenues to the state 
budget. 

4. It is proved that the main factors influencing the size of the illicit cigarette 
market include the following: unpredictability and economically unsubstantiated 
approach to raising the excise tax rates; low purchasing power of the population; 
reduction of legal production of excisable products; low level of tax discipline; 
public tolerance for illicit activities; availability of informal distribution networks 
and organized crime; instability and inconsistency of fiscal policy; differences in 
excise policy between different jurisdictions (the level of excise tax rates in 
neighboring countries); low efficiency of control measures over the production and 
circulation of excisable goods and lack of coordination in work of law enforcement 
agencies; insufficient liability for violations in the field of production and turnover 
of excisable goods; street and market trade without registration of business 
activity; improperly regulated Internet trade in excisable goods and lack of 
appropriate control mechanisms, etc. The forms and methods of the illicit trade in 
cigarettes and the factors contributing to their emergence have been systematized. 
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In particular, the forms of such activities include the following: counterfeiting, 
smuggling, "illicit white" or "cheap white" cigarettes, "bootlegging", movement of 
excisable goods in the supply chain without payment and/or partial payment of 
taxes, replacement of tax stamps in the process of labelling; dumping. 

5. Over the last decade, the size of the shadow market of tobacco products 
has shown its maximum value (15.9% in May 2021) and continues to increase, 
posing significant social and economic challenges for the state. There is a need to 
make a prudent adjustment of the state excise policy, taking into account the 
indicators of the shadow cigarette market and the potential for its expansion. The 
lack of a comprehensive and systemic measures in this area will lead to budget 
losses in 2021 at the level of UAH 12 billion, and in 2022-2024 – an average of 
UAH 22.9 billion. It is important to revise the excise tax rates on cigarettes by 
extending the period of their approximation to the EU level, taking into account the 
positive experience of EU countries. It is advised to simultaneously increase the 
institutional capacity of the national fiscal and law enforcement agencies, to 
modernize approaches to the identification, ranking and management of tax risks in 
the field of cigarettes taxation. Combating illicit turnover of tobacco products must 
be an important element of the national and economic security strategies. 

6. In addition to the loss of tax revenues, the growth of the illicit tobacco 
market is causing the market erosion in favor of shadow players, thereby distorting 
competition in the market and reducing the profitability of legal market 
participants, both producers and traders (the price gap between legal and illicit 
products is now over 60 % and will continue to grow). The expansion of the 
shadow market also has an impact on the increase in the index of the availability of 
tobacco products (including for underage persons), which has a negative impact on 
public health and does not meet the goal of increasing the excise tax on tobacco 
products. 

7. The current state policy does not take into account the position of the 
Accounting Chamber of Ukraine, which annually emphasizes the absence and the 
need to develop a comprehensive system of state control over the tobacco products 
production and turnover. The introduction of such a system will allow the budget 
to accumulate billions in budget revenues out of taxes that are currently are not 
being paid. An effective state strategy to combat illicit tobacco market could 
prevent the expansion of the shadow market, as was the case in Macedonia. A 
specific feature of this strategy was the signing of a Memorandum of state fiscal 
institutions with the largest producers of tobacco products on methods and forms 
of combating illicit production, trade and smuggling of such products. Institutional 
and fiscal regulation of the cigarette market should take place through a 
negotiating process of government institutions and legal producers, ensuring the 
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benefit for both parties (Pareto optimum). Otherwise, there is a high risks of 
further growth of the shadow component of the tobacco market. 

8. The scenario of extending the timeframe for the formation of an integral 
system of the state control over production and trade in tobacco products till 2025 
is offered. Such a time range is justified based on the technological, financial and 
human capabilities of the state. It is necessary to ensure more gradual growth of the 
tax burden on cigarettes in Ukraine and revise the current Plan on raising tax rates, 
namely – by expanding its schedule until 2028 and slowing down the excise tax 
growth. It seems reasonable to take into account the positive experience of Central 
and Eastern European countries, that more smoothly and prudently increased the 
excise tax rates on cigarettes according to the requirements of Directive 
2011/64/EU, which allowed them to effectively combat the shadow tobacco 
market, increase budget revenues and achieve goals in the field of public health. 
On average, this harmonization process lasted about 14 years. The draft Plan on 
increasing the excise tax rates on cigarettes in Ukraine in 2022-2028 is presented. 
The implementation of the proposed scenario of increasing the minimum excise tax 
on cigarettes will provide an opportunity to slow down the erosion of the tobacco 
market by the shadow segment and reduce its share.  

9. The economic consequences of illicit tobacco turnover are the following: 
budget losses; distortion of competition in the market; expansion of the illicit 
market of such products; financing of measures of hybrid aggression, corruption. 
The shadow economy is a major challenge to national security. The social effects 
of illicit turnover are the following: higher affordability of tobacco products for the 
population, including underage persons, which damages public health; illicit trade 
undermines trust in public institutions; taints the image of the state in the 
international arena. In view of the considerable risks in the production and 
circulation of excisable goods, the issue of liability for violations in the production 
and circulation of tobacco products is very important. One of the main tasks of 
combating illicit turnover of cigarettes is to restore criminal liability for smuggling 
such excisable goods. This is in line with European best practices, where 
smuggling of excisable goods is a criminal offense and punishable by up to 8 years 
in prison and a fine of up to EUR 75,000. Among these countries are Germany, 
France, Italy, the Czech Republic, and Lithuania. An important factor in the 
shadowing of cigarette turnover in Ukraine is also the lack of inevitability of 
punishment for the tax violations. Substantial measures in this regards are the 
modernization of technical equipment and the subsequent purchase of special 
devices for the State Customs Service of Ukraine and State Border Guard Service 
of Ukraine, such as scanners, night vision equipment, cameras documenting 
violations, quadcopters, etc. It is necessary to constantly improve skills and form 
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mobile teams to track illicit excisable products. Another important aspect in 
combating illicit trade in cigarettes is the establishment of information and 
technical communication with legal manufacturers. It is also advised to strengthen 
the position of the state in court proceedings, which requires the involvement of 
the most professional experts on these matters.  

10. In order to fulfill the tasks of improving the efficiency of control over the 
circulation of excisable goods and counteracting their turnover, it is necessary to 
move to a fundamentally new level of information and analytical support of the 
state authorities. A prerequisite for a fully transparent system of excise tax 
administration should be the integration of information resources of databases 
related to activities of economic operators of the excise market into an integrated 
information system. This is due to the lack of prompt access to information of the 
relevant databases of the State Tax Service of Ukraine in real time in the presence 
of an extensive network of registers of excise tax payers and storage places of 
excisable goods. In this regard, it is necessary to introduce a new electronic service 
for providing electronic services to employees of the state authorities, taxpayers 
and other stakeholders using the Internet and a single web portal of the Integrated 
Information System of the Excisable Goods Market Operators of the STS of 
Ukraine. 

11. Measures to improve the licensing of newly established business entities 
producing and selling tobacco products play an important role in the development 
of the control system. In particular, the international experience shows that in the 
EU countries use fragmentary licensing of production and circulation of excisable 
goods. Moreover, most of them use the permit principle in licensing, which 
prevents unscrupulous operators from entering the market, in particular those who 
have a bad reputation, have established themselves as dishonest taxpayers or do 
not meet the established licensing requirements. On the contrary, the "declaration 
principle" of obtaining a license, which is adhered to in Ukraine, creates a situation 
when some business entities can start their economic activity without compliance 
with the licensing conditions. In addition to these measures, a significant potential 
to increase the effectiveness of the fight against illicit cigarette production and 
turnover is to establish international cooperation in combating such turnover and 
building a system of interagency cooperation between regulatory authorities within 
the country. This will help legalize the trade in tobacco products, prevent their 
illicit turnover and provide additional tax revenues to the budget.  
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Annex A 

Indicators of the formation of the excise component in the price of tobacco 
products in EU countries 

Countries 

Specific 
excise tax, 
EUR/1000 

pcs. 

Ad valorem 
excise tax,% 

VAT, 
% 

Total ad 
valorem 
taxes,% 

Total level of 
excise tax (Excise 
Yield), EUR/1000 

pcs. 

Share of taxes in 
the weighted 
average retail 

price of cigarettes 
(WAP),% 

Minimum excise 
tax, EUR per 

1000 pcs. 

Countries that prefer a specific rate 
Denmark 158.6 1.0 20.0 21.0 161.3 80.0 161.0 
Sweden 153.0 1.0 20.0 21.0 155.8 76.0 156.0 
Netherlands 175.2 5.0 17.4 22.4 190.7 79.0 191.0 
Ireland 327.1 9.0 18.7 27.7 378.4 85.0 377.0 
Ukraine 40.7 12 20 32 45.6 58 43.3 
Romania 79.9 14.0 16.0 30.0 103.8 77.0 101.0 
Portugal 96.1 15.0 18.7 33.7 129.8 76.0 137.0 
UK 256.3 16.5 16.7 33.2 328.6 92.0 330.0 
Latvia 74.6 20.0 17.4 37.4 106.6 84.0 109.0 
Germany 98.2 21.7 16.0 37.7 159.3 72.0 165.0 
Slovenia 71.3 22.6 18.0 40.6 111.0 81.0 111.0 
Slovakia 61.8 23.0 16.7 39.7 99.0 78.0 97.0 
Malta 107.0 23.4 15.3 38.7 168.5 79.0 165.0 
Hungary 56.3 24.0 21.3 45.3 97.9 78.0 97.0 
Bulgaria 55.7 25.0 16.7 41.7 87.8 85.0 91.0 
Lithuania 59.0 25.0 17.4 42.4 98.8 79.0 96.0 
Greece 82.5 26.0 19.4 45.4 136.9 85.0 118.0 
Czech 
Republic 56.7 27.0 17.4 44.4 103.7 77.0 102.0 
Estonia 77.5 30.0 16.7 46.7 130.8 90.0 125.0 

Countries that prefer the ad valorem rate 
Cyprus 55.0 34.0 16.0 50.0 128.6 75.0 122.0 
Poland 48.3 31.4 18.7 50.1 99.5 80.0 99.0 
Croatia 45.1 34.0 20.0 54.0 102.0 81.0 102.0 
Austria 58.0 37.5 16.7 54.2 147.3 79.0 144.0 
Belgium 66.5 40.0 17.4 57.4 188.6 79.0 189.0 
Luxembourg 18.9 46.7 14.5 61.2 127.1 69.0 116.0 
Italy 20.9 51.0 18.0 69.0 145.8 78.0 146.0 
Spain 24.7 51.0 17.4 68.4 140.0 79.0 132.0 
France 61.1 51.7 16.7 68.4 262.2 84.0 279.0 
Finland 62.3 52.0 19.4 71.4 236.4 90.0 261.0 

Source: calculated using data from Excise duty tables (Part III – Manufactured Tobacco), shows the 
situation as at 01.07.2020, European Commission, 2020 URL: www.ec.europa.eu . 
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Annex B 
Examples of the sale of illicit tobacco and tobacco products using websites, 

telephones, various applications and e-mail 

 
 
Fig. B.1. Screenshot from the web-site sigaretka.top as of June 2021. 

 

 
 
Fig. B.2. Screenshot from the Telegram channel "Cigarettes wholesale: 

Econom-ka" as of June 2021. 
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