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Tax Gap: How cracking down on illicit trade could fund a 1p 

cut in the basic rate of Income Tax 
 
Every year Her Majesty’s Revenue and Customs (HMRC) estimates how much tax revenue 

is lost to the black market. Measuring Tax Gaps is an annual report looking at a range of 

ways in which HMRC loses out on revenue, from Income Tax and National Insurance to 

VAT and Corporation Tax. 

 

The annual report also looks at the duty lost to illicit trade of goods like tobacco, alcohol 

and diesel. Each one provides figures for the amount lost in the previous five financial 

years. However, there is a tendency for the figures for a specific financial year to be 

revised up in later reports. Just as Budget Red Books often overestimate future economic 

growth, Measuring Tax Gaps underestimates losses in revenue. This means that the 

figures HMRC supply for the most recent year are likely to be an underestimate of how 

much revenue is actually lost to the Treasury. 
 
Analysis 
 
According to the latest figures, £28.5 billion of tax revenue has been lost to the illicit 

market in spirits, beer, cigarettes, hand rolling tobacco and diesel between 2005-06 and 

2009-10 (see Figure 1). This would have been more than enough to fund a 1p cut in 

the basic rate of Income Tax.2 Of this, £12.2 billion was lost to the illicit trade in 

cigarettes between 2005-06 and 2009-10; £6.4 billion was lost in diesel; £4.5 billion 

was lost in hand rolling tobacco; £3.2 billion was lost in beer; £2.3 billion was lost in 

spirits. 
 

Figure 1: Total tax revenue losses to the illicit market 
 
Item 2005-06 

(£m) 

2006-07 

(£m) 

2007-08 

(£m) 

2008-09 

(£m) 

2009-10 

(£m) 

Item Totals 

(£m) 

Spirits 430  550  550  310  440  2,280  

Beer 450 700 650 550 800 3,150 

Cigarettes 2,700  2,400  2,400  2,500  2,200  12,200  

Hand Rolling 
Tobacco 

960  920  820  940  880  4,520  

Diesel 1,100  1,220  1,200  1,590  1,250  6,360  

Year Totals 

(£m) 

5,640  5,790 5,620 5,890 5,570 28,510 

                                                 
1 Financial support for this research paper was provided by the Politics and Economics Research Trust (charity number 
1121849). Any views expressed in this paper are those of the authors and not those of the research trust or of its 
trustees. 
2 The direct effect of a 1p change in the basic rate was £4.1 billion in 2009-10 http://lowtax.es/Hd0oFh (page 9) 

http://lowtax.es/Hd0oFh
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According to the latest HMRC Measuring Tax Gaps report, the trade in illicit spirits makes up 

11 per cent of the entire market (see Figure 2). Illicit cigarettes make up 16 per cent of the 

market, while the illicit trade in hand rolling tobacco makes up half of the entire market. 

The figure is 14 per cent for beer, and 7 per cent for diesel. This figure is 18 per cent for 

Northern Ireland alone. 

 

Figure 2: Illicit market share of spirits, cigarettes, hand rolling tobacco and diesel 

 

Item 2005-06 (%) 2006-07 (%) 2007-08 (%) 2008-09 (%) 2009-10 (%) 

Spirits 11 14 14 8 11 

Cigarettes 20 19 19 19 16 

Beer 8 13 12 10 14 

Hand Rolling 

Tobacco 

64 61 55 54 50 

Diesel, GB only 6 6 6 8 7 

Diesel, NI only 43 43 36 32 18 

 

 

The estimates in each Measuring Tax Gaps report go back five financial years, but the 

figure for individual financial years is changed as more information becomes available. 

Upper and lower estimates are published, but the global scale of the illicit trade – and the 

figures in the tables below showing huge underestimates being revised up annually – mean 

that upper estimates have been used for this analysis. 

 

HMRC have recently started to measure the tax gaps for beer, but it has been excluded 

from the analysis below as the data over time isn’t comparable. Diesel is also not included 

in this analysis, as the 2011 Measuring Tax Gaps document says: “Estimates for 2009-10 

are provisional because some elements of the total consumption calculation were not 

available at the time of publication”. This means that the data is not comparable. 

 

The figures show that each financial year tends to have its figures revised up from when it 

was first reported, or remains unchanged. For these selected items, later estimates are 

never lower than originally reported. This means that the figures HMRC supply for the most 

recent year are likely to be an underestimate of how much revenue is actually lost to the 

Treasury.  

 

For more detail, we can look at the individual items in turn. The calculated revenue losses 

in those years to the illicit market for spirits, cigarettes, and hand rolling tobacco were 

revised up by £1.6 billion over the publication of four Measuring Tax Gaps documents. 

Of this, the revenue loss to the illicit market in spirits was revised up by £440 million (see 

Figure 3). 

 



 

55 Tufton Street, London, SW1P 3QL  www.taxpayersalliance.com  0845 330 9554 (office hours)  07795 084 113 (24 hours)     3 

Figure 3: Underestimates in the losses of tax revenue from the illicit trade in spirits 

 

Financial Year 2008 Report 
(£m) 

2009 Report 
(£m) 

2010 Report 
(£m) 

2011 Report 
(£m) 

Difference 
between first and 

latest estimate 
(£m) 

2002-03                 500  - - - - 

2003-04                  600            600  - - 0 

2004-05          250             250   350  - +100 

2005-06          400               400          450          430  +30 

2006-07         450          450               550           550  +100 

2007-08 -         350          550         550  +200 

2008-09 - -      300      310  +10 

2009-10 - - -         440  - 

Totals: 2,200 2,050 2,200      2,280  +440 

 

 

The revenue loss to the illicit market in cigarettes was revised up by £1 billion (see 

Figure 4). 

 

Figure 4: Underestimates in the losses of tax revenue from the illicit trade in cigarettes 

 

Financial Year 2008 Report 

(£m) 

2009 Report 

(£m) 

2010 Report 

(£m) 

2011 Report 

(£m) 

Difference 

between first and 
latest estimate 

(£m) 

2002-03  2,500  - - - - 

2003-04  3,000   3,000  - - 0 

2004-05  2,600   2,600   2,800  - +200 

2005-06  2,600   2,500   2,700   2,700  +100 

2006-07  2,200   2,300   2,400   2,400  +200 

2007-08 -  2,200   2,400   2,400  +200 

2008-09 - -  2,200   2,500  +300 

2009-10 - - -  2,200  - 

Totals:  12,900   12,600  12,500   12,200  +1,000 

 

 

Losses to the illicit market for hand rolling tobacco were revised up by £140 million (see 

Figure 5). 
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Figure 5: Underestimates in the losses of tax revenue from the illicit trade in hand rolling 

tobacco 

 

Financial Year 2008 Report 

(£m) 

2009 Report 

(£m) 

2010 Report 

(£m) 

2011 Report 

(£m) 

Difference 

between first and 

latest estimate 
(£m) 

2002-03  890  - - - - 

2003-04  840   840  - - 0 

2004-05  980   980   1,000  - +20  

2005-06  940   940   960   960   +20  

2006-07  900   900   920   920   +20  

2007-08 -  790   810   820   +30  

2008-09 - -  890   940   +50  

2009-10 - - -  880  - 

Totals: 4,550   4,450  4,580   4,520  +140 

 

 

Conclusions  

 

Analysing successive editions of Measuring Tax Gaps clearly shows that HMRC 

underestimates the amount of tax revenue lost to the illicit trade each year in alcohol and 

tobacco products. Given that demand for these products is relatively inelastic, punitive 

proposals based on higher duties and prices – such as the minimum unit price for alcohol 

introduced under the Government’s Alcohol Strategy3 – are likely to exacerbate this problem 

over time. Research found that there is no demonstrated link between high taxation, high 

consumer prices and overall consumption and alcohol-related harm.4 This means that when 

the Treasury considers increasing duties on these products they risk boosting the illicit trade 

and losing the Exchequer revenue without meeting public health objectives. 

 

Plain packaging for cigarettes is also worrying because it would make it far more difficult for 

consumers and shop keepers to identify illicit products. It may be easy for officials to 

identify authentic products, but the same would not necessarily be true of smokers 

themselves, or shopkeepers. This could result in not only a loss of tax revenue but also the 

greater use of unregulated and potentially more harmful products. Brandon Lewis MP raised 

these concerns in a Westminster Hall debate:5 

 

“I am not a cigarette smoker, but surely one potential problem with plain 

packaging is not whether experts and officials can check a code to see 
                                                 
3 HM Government, The Government’s Alcohol Strategy, March 2012 http://lowtax.es/H0CBHm  
4 Getting the facts right on alcohol taxation, pricing, and alcohol-related harm, CEPS (the European Spirits Organisation 
and the European Forum for Responsible Drinking, May 2011 http://lowtax.es/HO5Wjy  
5 Westminster Hall Debate, Illegal Alcohol and Tobacco Sales, Column 317WH, 27 March 2012 http://lowtax.es/HyIjM3  

http://lowtax.es/H0CBHm
http://lowtax.es/HO5Wjy
http://lowtax.es/HyIjM3
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whether the product is illegal but whether the public who buy the packs 

can spot it easily.” 

 

Furthermore, the Health Select Committee recently said that they would consider plain 

packaging for alcohol products too, as part of their inquiry into the Government’s Alcohol 

Strategy.6 The same concerns would apply to drinkers and the illicit trade in alcohol. 

 

HMRC has clearly been unsuccessful at claiming these duties for some time and therefore it 

needs to take decisive action, not introduce policies to make it worse. It is unfair that 

higher taxes for ordinary families are often used to make up the shortfall. The loss of £28.5 

billion in revenue over a five year period could have funded a 1p cut in the basic rate of 

Income Tax. Not only would this have helped millions of ordinary families, but it would also 

have had a big impact on the jobs market, which is particularly important at this time. 

 

Further reading 

 

Measuring Indirect Tax Gaps 2008: http://lowtax.es/wOEbJA  

Measuring Tax Gaps 2009: http://lowtax.es/zIyLZT  

Measuring Tax Gaps 2010: http://lowtax.es/iQOFr6  

Measuring Tax Gaps 2011: http://lowtax.es/AoiKZ0  

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
6 Health select committee, Terms of reference and call for evidence, 26 March 2012 http://lowtax.es/H1ukC8  
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