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Cigarette Tax Index-
ation: Getting It Right
and Getting it Wrong

The indexation method introduced in the 2019 budget addresses two
pervasive problems in cigarette taxation: (a) lack of regularity and
consistency in tax increases, and (b) failure to reduce affordability of
cigarettes. However, the Govt. has fallen short of effective implemen-
tation by failing to gazette the stated indexation to the lowest priced/
taxed cigarette, and by failing to calibrate the taxes on cigarettes with

a lower market share.

Cigarette taxation in Sri Lanka
is much in need of more profes-
sional management. This is not
surprising - much of the government
is in need of the same. Cigarette taxes
are particularly important to target and
focus on, as it now accounts for over

Rs. 100 billion in annual revenue to the
government.

The high stakes of cigarette taxation
are not just on the side of government
revenue and dissipated public inter-
est. There are countervailing stakes in
the interests of private sector profit as
well, which are highly concentrated.

This is because, in Sri Lanka, there is a
monopoly in cigarette production.

Looking at the history of cigarette taxes
suggests that the tussle of interests
has generally resulted in government
policies and actions generally oscillat-
ing between "getting it right” and “get-
ting it wrong". Or more figuratively, the
attempt to get cigarette taxes “right”
has been like a man clambering up on
one side of the horse, only to fall off
the other. The present Insight sets out
how that pattern has once again been
repeated in the government's latest
budget and its aftermath.
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The run up to Budget 2019:
getting it “right” & “wrong”

There are two critical flaws in the way
cigarette taxation policy was being set
in the last two decades. First, there
was a lack of consistency in the way
cigarette taxes were increased - the
frequency and the extent of tax in-
creases suggested a practice of ad hoc
decision making. For instance, since
2004, taxes on the cigarette with the
second highest market share was sub-
ject to only 10 increases, while taxes on
the cigarette with the highest market
share was subject to 22 increases. With
the former, taxes were sometimes

not increased for over 24 months, and
sometimes increased after 6 months.
With the latter, taxes were sometimes
increased within 3 months and some-
times not increased for over 18 months
(all market share estimates in this
article are from 2015 and 2016 data).

Secondly, the calibration of the tax
increases allowed cigarettes to be-
come more affordable and reduced
the government's share of cigarette
prices, when the stated policy was to
achieve the opposite. Exhibit 1 shows
the fluctuations in affordability from
1980 onwards, and how these fluctua-
tions have increased significantly after
the year 2000.

Budget 2019 and its aftermath:
getting it “right”

In the budget 2019, the government
made a remarkable step in “getting it
right” It announced that hitherto, the
setting of cigarette taxes will follow an
indexation method: where, the increas-
es were indexed to inflation and GDP
growth. To put it in the Finance Minis-
ter's own words, in the budget speech:

“Excise duty on cigarettes will now
be based on indexation with a mini-
mum annual duty increase capturing
annual inflation and GDP growth.
This will ensure revenue protection
and control affordability.”

- Cigarette Tax Indexation:
one policy, two fixes

This policy position in budget 2019 was
clearly aimed at “getting it right” in two
ways.

There are two critical flaws
in the way cigarette taxa-
tion policy was being set in
the last two decades. First,
there was a lack of consis-
tency in the way cigarette
taxes were increased;
second, the calibration of
the taxincreases allowed
cigarettes to hecome more
affordable and reduced
the government’s share of
cigarette prices.

First, it was aimed at correcting the
historical anomaly of cigarettes having
become more affordable rather than
less affordable, especially since the
year 2000 (see Exhibit 1).

Second, it was aimed at correcting
the apparent ad-hocness and incon-
sistency in the regularity and extent
of cigarette tax increases. A properly
formulated Indexation method admin-
istered annually was an appropriate
method of killing both birds with the
same stone.

Budget 2019 and its aftermath:
getting it “wrong"

It is now a well understood concern in
Sri Lanka that policy announcements
in budgets are not by themselves good
enough. Policies don't implement
themselves, and therefore, budget

policies are ultimately only as good
as their implementation (a limited and
early stage budget implementation
tracker can be found at: www.budget-
promises.org).

The well-conceived indexation method
announced by the government imme-
diately ran into the very same imple-
mentation problem that has dogged
much of the government's initiatives.
The government seems to have got
the implementation of its Indexation
policy wrong in two ways.

First, the application of the index-
based tax increase was partial. There
are five bands of cigarette taxation,
based on the length of the cigarette.
However, while announcing a policy of
increasing cigarette taxes by 12%, the
government then failed to gazette the
increase in tax for the lowest length of
cigarette, which also has the lowest
price, and had the second highest mar-
ket share in 2016. This risks reduction in
government revenue through substitu-
tion to the lowest priced (and lowest
taxed) band.

Second, for the cigarette length bands
where the tax increase was applied,
the total excise tax was not calibrated
methodically based on the length
difference. Simply put, applying the
indexation method systematically
would have meant that relative to the
most consumed cigarette, another
cigarette that is half the length, should
have an excise tax that is no less than
half. Currently the excise tax on all

I Exhibit 1: JPGL cigarette affordability, 1980 - 2018
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the cigarettes shorter than the most
consumed length band are less than
what can be justified in terms of the
reduced. Exhibit 2 shows the calcula-
tions, and the percentages by which
taxes on these length bands would
need to be increased to overcome this
deficiency. The required tax increases,
for the length bands that have reduced
tax, are between 40 to 130 percent to
make the lower level of taxation not
lower than what could be justified
based on length.

This deficiency in applying the index-
ation impacts government revenue in
two ways: one, it leads to less revenue
from those using the lower length
cigarettes and two, it risks further
reduction in revenue from encouraging
more consumers to switch from higher
to lower length brands. This is because
when the relative tax is too low, the
relative price will also tend to be too
low, thus encouraging switching.

Largest revenue risk: switching
to lower taxed cigarettes

There are un-analysed claims that the
lowest taxed/priced cigarette helps
government revenue by prevent-

ing switching to beedi consumption.
Analysis shows that this claim is poorly
thought through.

The tax gap between cigarettes brands
with the highest market share (72-
84mm length band) and the cigarette
brands with the second highest market

share in 2016 (= 60 mm length band)

is over Rs. 30. The main brand in the
lowest-length band is also the cheap-
est cigarette brand in the market. That
means the government collects Rs. 30
less in tax rupees for each cigarette
when the consumer switches from the
highest market share brand to the low-
est-length cigarette brands. Further,
the incentive to do so is high because
the price difference is Rs. 45.

The opportunity for the switching is
also high because about 80 percent of
cigarette consumption (market share)
is at the higher 72-84mm length band.

In contrast, the price difference be-
tween these lowest-length cigarette
brands and beedi is only Rs. 15 (ap-
prox.). The current tax revenue from

a cigarette stick in that category is
only Rs. 14 (approx.). Therefore, the
loss to government revenue when a
consumer switches from the highest
selling brand to the cheapest brand,

is twice as much as when a consumer
switches from this cheapest brand to
beedi. Therefore, and for more reasons
than are analysed here, the largest risk
to government revenue is from con-
sumers being encouraged to switch
downwards between cigarette brands
that are taxed less. This risk is now
exacerbated by the indexation policy
being poorly implemented.

Robust steps to mitigate this risk can
be taken by adopting the policy guide-
lines emerging from the WHO and the

Framework Convention on Tobacco
Control (FCTC) to which Sri Lanka is a
party. The recommendations include
steps to accelerate the tax increases
on lower tax bands, to converge with
the higher tax bands; and to progres-
sively reduce and eliminate the lower
taxation of lower length bands. This
enables the government to contain
market strategies that can reduce tax
revenue through encouraging a con-
sumer switch to lower taxed brands.

The core of this Insight is that the 2019
budget got it right in introducing a
method of indexation for setting and
increasing cigarette taxes. This can

go a long way in fixing two pervasive
problems identified in the history of the
cigarette tax: (a) lack of regularity and
consistency in tax increases, and (b)
failing to contain and reduce afford-
ability over a long period of time. As a
response to these problems, the policy
of Indexation was a remarkable innova-
tion in policy.

This time however, despite getting the
policy right, the government seems

to have gotten the implementation
wrong. One, by failing to gazette the
stated indexation to the lowest priced/
taxed cigarette; and two, by failing to
calibrate the taxes on cigarettes with

a lower market share in a manner

that does not exacerbate the risk of
consumers switching to cigarettes that
have a lower tax.e

I Exhibit 2: Cigarette length and excise tax comparison, as at May 2019
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