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Abstract

The tax burden of cigarette products in the Taiwanese market baffles many
researchers in public finance. Despite that the demand of cigarette products is elastic,
when the tax rate of cigarette products increases, cigarette manufacturers, with no
exception, raise the prices accordingly, and therefore, the increased taxes are entirely
shifted to consumers. This is very different from the traditional idea of tax incidence
based on elasticity. In order to figure out the reason, this paper uses the framework of
the limit pricing model of Milgrom and Roberts (1982) with the assumption of target
profit to establish an economic reasoning of why the tax hikes in the cigarette
products are one hundred percent shifted to consumers. This model infers that when
cigarette manufacturers have entry deterrence in mind, they tend to pursue a lower

profit target to keep potential competitors away.

Given the framework and basic assumption from above, comparative statics of
tax increases are done for both quantity and pricing games. The results suggest that
when cigarette manufacturers are facing an increase in the unit tax rate of their
products, it is typical that the incidence of the increased tax been no less than one
hundred percent forward-shifted to consumers. The traditional theory of tax incidence
by elasticity under the profit maximization firms does not apply here. The economic
intuition is that in order to thwart entry, existing firms use the complete forward
shifting of the tax increase as a bad signal of the profitability of the market to

potential competitors.

Key words : Cigarette tax, tax burden, fully passed, profit targets
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