
Cigarette Taxation:  
20 Billion Extra Revenue 
in 2020, if Indexation Is 
Implemented
The government could raise an extra 20 billion from cigarette taxes in 
2020 from proper implementation of the indexation policy articulated 
in the 2019 Budget and rational calibration of taxes for all cigarette 
brands. This Insight sets out the basis of the policy - the income and 
substitution effect - and its implications.

The Sri Lankan government is fac-
ing a budget and revenue crisis 

triggered by the mitigation measures 
taken to reduce the spread of Covid-19. 
This crisis, despite its many downsides, 
might be an opportunity for the gov-
ernment to rise above vested interests 
and improve the implementation of 
cigarette taxation. This Insight shows 
that cigarettes taxes and prices have 
not been adjusted upwards in keeping 
with the fundamentals of fiscal man-
agement. In the midst of a fiscal crisis, 
World No Tobacco Day, falling on the 
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31st of May, reminds us that allowing 
cigarettes to remain undertaxed is a 
serious failure in Sri Lanka’s economic 
policy.

Previous Insights by Verité Research 
have highlighted how governments in 
Sri Lanka have constantly failed to tax 
cigarettes in a systematic manner that 
advances social and fiscal interests. 
Increasing taxes and reducing the 
affordability of cigarettes not only has 
beneficial health outcomes to soci-
ety, but it also enhances government 
revenue.
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The Insight, “Cigarette Tax Indexation, 
Getting It Right and Getting it Wrong” 
(Daily Mirror, May 2019), pointed out 
that the 2019 Budget took a step in the 
right direction by introducing a policy 
to systematically index increases in 
cigarettes taxes to increases in inflation 
and GDP growth, instead of the de-
layed, arbitrary, and partial corrections 
that have been the norm in the last two 
decades. However, despite the impor-
tance of this policy measure, its imple-
mentation was once again partial and 
halting. Even the increase in excise tax 
on cigarettes announced in December 
2019 was designed merely to offset the 
loss of tax revenue from the withdrawal 
from VAT and NBT, and not as a means 
of implementing the indexation that 
was announced as government policy 
in the 2019 Budget.

This Insight finds that the government 
could raise an extra 20 billion from 
cigarette taxes in 2020 if (i) taxes were 
adjusted in keeping with the indexation 
policy articulated in the 2019 Budget; 
and, (ii) if these tax adjustments were 
applied rationally to all the different 
brands of cigarettes in the market.

The basis of the indexation approach 
derives from two basic economic 
phenomena: they are the existence of 
income effects and substitution effects 
in individual consumption decisions. 
Failing to account for either income or 
substitution effects can have a nega-
tive consequence on the collection of 
tobacco taxes. These policy mistakes 
in the method of tax adjustments are a 
longstanding feature of cigarette taxa-
tion in Sri Lanka. 

What Are Income Effects and 
How Do They Guide Cigarette 
Taxation?

Income effects is the economist’s term 
for the observation that consumption 
increases when buying power increas-
es. Buying power can increase through 
the increase in income, or the reduc-
tion in prices. For what economists call 
“normal goods”, income effects are 
positive; that is, when buying power in-
creases, you consume more of it. There 
are some goods that are considered 
inferior goods, where this might work 
the other way. For instance, as your 

income increases, you are likely to buy 
less bus tickets, as you opt for trishaws 
and taxis instead.

Buying power has increased for 
the most bought cigarette: Exhibit 1 
shows how the affordability of the most 
consumed brand of cigarettes, John 
Player Gold Leaf, denoted as JPGL, has 
increased over time over the last three 
decades. It shows that while affordabil-
ity has reduced in recent years, it is still 
higher than it was in the two decades 
between 1980 to 2000, before govern-
ment policies became lax and allowed 
affordability to increase. By increasing 
taxes on JPGL by around LKR 7.20, as-
suming a proportional increase in price, 
the government could bring affordabil-
ity back to those historical benchmark 
levels.

A connected consideration is the elas-
ticity of the consumer response: how 
much does consumption decrease 
when prices increase? Research has 
repeatedly shown, both in Sri Lanka, 
and internationally, that the price elas-
ticity for cigarettes is less than 1— the 
available research places it at around 
(0.5). This means that when prices go 
up by 10%, consumption drops by only 
5%. Hence, increasing prices always 
increases total revenue as well – the 
resulting drop in consumption is more 
than offset by the increased price.  
If the price increase is due to a tax in-
crease, it means that total tax collected 
will also increase despite the reduction 

in consumption.

Therefore, while health consequenc-
es might be the primary reason to 
increases taxes on cigarettes and 
thereby reduce their affordability and 
consumption, in the present circum-
stances, the fiscal consequences 
may be equally important. Because 
the price elasticity is less than 1, tax 
revenue will increase when the taxes 
increase. Applying the tax increase 
based on the indexation policy articu-
lated in the 2019 budget can increase 
excise revenue by over LKR 20 billion 
(This estimate is based on 2018 data, as 
all the data needed from 2019 was not 
yet available at the time of this Insight 
going to press). 

At a time when the government is 
anticipating a budget deficit of more 
than 10% of GDP, there are not just 
economic, but also moral implications, 
in foregoing revenue that can help 
support those who have been made 
even more vulnerable amidst Covid-19 
mitigation strategies. 

However, solving for income effects 
alone does not solve the taxation 
problem. Substitution effects should 
also be considered; and the above 20 
billion calculation is based on imple-
menting the indexation on all cigarette 
brands, in a manner that addresses the 
substitution effects as well.

Exhibit 1: Affordability of JPGL Cigarettes (1980-2019) as mea-
sured by the number purchasable with per capita GDP
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At a time when the govern-
ment is anticipating a bud-
get deficit of more than 10% 
of GDP, there are not just 
economic, but also moral 
implications, in foregoing 
revenue that can help sup-
port those who have been 
made even more vulnerable 
amidst Covid-19 mitigation 
strategies. 
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What Are Substitution Effects 
and How Do They Guide Ciga-
rette Taxation?

Consumption of cigarettes is affected 
not only by a person’s buying power, 
but also by the relative price of ciga-
rettes. Even if buying power decreased, 
a person could tend to consume more 
of those things for which the rela-
tive price has decreased (in relation 
to competing consumption options). 
That is, people will tend to substitute 
consumption from that which has a 
relatively higher price to that which has 
a relatively lower price. This is the es-
sence of the substitution effect. When 
the relative price difference increases 
between two competing products, 
there is a substitution effect towards 
the relatively cheaper product – even if 
the absolute price may have increased 
for both products.

Sri Lankan policymakers have al-
lowed strong substitution effects in 
the cigarette market in two ways.  First, 
by applying a lower rate of taxation 
for cigarettes of shorter lengths, so 
that various cigarette brands can be 
manufactured at varying price levels. 
Second, by not applying tax increases 
across the different lengths proportion-
ately, so that relative price differences 
between cheaper and more expensive 
cigarettes are increased.

The cigarette brand that is the mar-
ket leader, JPGL, and which accounts 
for more than 80% of market share 
over the last 20 years, is a longer and 
therefore more expensive cigarette. 
Therefore, if the gap in the price be-
tween the different types of cigarettes 
is increased, shorter cigarettes become 
relatively cheaper, encouraging con-
sumers to substitute to them, regard-
less of the negative income effects 
(by increasing tax and price). Because 
shorter cigarettes are also taxed less, 
the government loses tax revenue due 
to the substitution effect (as people 
switch from longer to shorter ciga-
rettes). This phenomenon can be seen 
in the data over the last two years, as 
the cigarette manufacturer has also 
adapted their product and marketing 
strategies to encourage that switch.

In Sri Lanka, the monopoly cigarette 
manufacturer has also warned of the 
substitution to beedi which has been 
popular amongst lower-income groups 
in the past. There are two reasons 
that the concern about beedi might 
be overstated. First, the consumption 
of beedi does not seem to be grow-
ing over the last 20 years – perhaps 
because it is still seen as an inferior 
product that one would consume only 
if one were too poor to consume a cig-
arette. Second, in any case, as shown in 
a previous Insight (Who is Responsible 
for ‘Alternative Facts’ on Cigarette Taxa-
tion?”, July 2017), the highest proclivity 
for substitution effects is between the 
main cigarette brands – from the most 
expensive to the cheapest cigarettes, 
since the majority of the market is still 
consuming a relatively more expensive 
cigarette brand while much cheaper 
brands are also in the market.

Sri Lankan policymakers have often 
made the mistake of suffering a higher 
revenue loss from the substitution 
within the main cigarette brands, by 
citing the need to prevent a smaller 
revenue loss from substitution to beedi 
which is a product outside of the main 
cigarette brands.

Government will lose revenue due to 
substitution to lower-priced ciga-
rettes: The main cigarette brand that 
is now promoted as a close substitute 
to JPGL is known as the JPGL Navycut 
and the excise tax on it was only 65% 
of the excise tax on the JPGL brand in 
2018. The cheapest cigarette brand had 
an excise tax of only 37% of the excise 
tax on JPGL. Therefore, an excise tax 

indexation policy that limits its scope 
to the most sold (higher priced) 
brand can end up eroding govern-
ment revenue even while increasing 
the excise taxes, due to a failure to 
increase taxes on the lower priced 
cigarettes, thereby promoting  a con-
sumption substitution to the lower 
priced brands.

To properly eliminate the substitution 
effect, the excise tax reduction on 
cheaper brands should be no more 
than is warranted by the relatively 
lower length of those cigarettes. 
The estimate of 20 billion increased 
revenue was calculated using this 
method.

In fact, if Sri Lankan policymakers 
followed the advice of the WHO, they 
would move to eliminate or at least 
reduce the proliferation of tax rates 
for different cigarettes, which can be 
exploited by cigarette producers and 
erode revenue to government, by 
encouraging consumption switching 
(substitution) to the cigarettes with 
lower tax rates. The National Author-
ity on Tobacco and Alcohol in Sri 
Lanka has been echoing that advice 
as well.

As the government prepares to 
increase borrowing in the midst of a 
financial and health crisis, the Ministry 
of Finance in Sri Lanka can improve 
both the health of the population as 
well as the health of the economy, by 
heeding the collective advice of both 
local and international authorities on 
this subject.


