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Foreword
It would be an understatement to claim that 2020 has been an ‘outlier’ in the context of both domes-
tic and international economic activity. Whilst the medical experts struggle to count the health cost 
of the COVID-19 virus, the economic fall-out from subsequent lockdowns are still being calculated. 
By some estimates, the global economy is expected to have contracted by 5-7 per cent in 2020 and 
Sri Lanka’s economy witnessed a 5.5 per cent contraction according to the Asian Development Bank.
Amidst the devastating economic fallout of COVID-19, 2020 will be remembered by commentators 
as the year when Sri Lanka’s sovereign debt situation hit the international headlines, with back-to-
back downgrades from all international rating agencies including Fitch and S&P. In brief, the Gov-
ernment is faced with a mountain of sovereign debt owed to individual countries, international 
investors and multilateral agencies under bilateral agreements, whilst its ability to repay continues 
to face severe challenges. 

More than ever, it is clear that policy makers need to address the issue of illicit markets that erode 
the fiscal revenues of the Treasury. Whilst it is encouraging to note that the Government has accept-
ed and acknowledged the existence of illicit markets in its 2021 budget proposal, policy makers are 
still far from working out the solution. Tobacco taxation is a case in point where the politicisation 
of the issues over many years has resulted in the emergence of a thriving illicit market and a conse-
quent sub-optimal achievement of both the health and fiscal targets.

The purpose of this document is to enlighten readers on the effects of the current tobacco taxation 
policy in Sri Lanka. It does so by carrying out a comprehensive and detailed treatment of the analysis 
of tobacco taxation. Using available data for 2020, we have carefully and objectively conducted our 
analysis with a holistic approach that considers tobacco taxation in the context of its entwined rela-
tionship with beedi and smuggled cigarettes. 

The Research Intelligence Unit (RIU) has always been an organisation that has addressed issues of 
national interest and has been advocating pursuance of prudent and pragmatic policies that avoid 
spurring the growth of illicit markets. In addition to tobacco, Sri Lanka is affected by illicit markets 
that exist in other sectors such as agriculture, alcohol and pharmaceutical products, that all result in 
fiscal revenue leakage for the Government. As part of our ongoing battle against illicit markets that 
erode government revenue, we are delighted to present this report “Economics of Tobacco Taxation 
in Sri Lanka: Why we need to address the illicit market” as our contribution towards addressing the 
gap in research relating to tobacco taxation. In this report, we provide insights on the impact of 
taxation, the growth in trade of the illicit tobacco market, the magnitude of the loss of revenue to 
the government, loss of business to the legitimate industry and the threat it poses to law and order 
in the country.

I would like to thank all those who have contributed towards this study. It is hoped that this study 
stimulates and provokes further debate and will act as a guiding document for future researchers.

Roshan Madawela
Founder & CEO - RIU
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Sri Lanka enjoys a higher ranking in the human development index than the regional average and 
resembles a developed country in its health care system, life expectancy and literacy rates. The Island 
was one of the first to ratify the Framework Convention on Tobacco Control (FCTC) and has followed 
multifarious WHO guidelines related to graphic health warnings on packaging, ban on sponsorships, 
a ban on smoking in public places and a ban on sales to persons under 21. On the whole, Sri Lanka’s 
efforts to curb smoking prevalence has been met with praise by the WHO. However, the discussion 
on progress often ignores the presence of beedi as well as a growing illicit market. Both can weaken 
or undermine the progress made thus far.

This report demonstrates how the often politicised tax policies adopted over many years has led to 
the emergence and growth of an illicit tobacco market in Sri Lanka. Consequently, we can note that 
both the health and taxation objectives of the Government have been compromised. In addition to 
illicit cigarettes, the discussion on tobacco taxation is also often distorted due to the omission of 
the much cheaper beedi substitute, from the discourse. We see both as central to the policy debate. 
Our analysis indicates the tobacco excise tax policy in Sri Lanka is characterised by low elasticity, low 
buoyancy and low predictability of tax revenues, which could be a result of the improper structuring 
and/or revenue leakages from the growing illicit market. 

In this report, we provide a macro level overview on the tobacco industry in Sri Lanka along with 
a time series analysis of the tax policy framework that has been implemented by successive gov-
ernments. In our analysis, we demonstrate the point at which the country turned into a smugglers 
paradise when the margins became lucrative amidst a soft enforcement and punitive system. 

Executive Summary
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In 2012, the illicit share in Sri Lanka was under 10 per cent of total cigarette sales. A massive 52 per 
cent increase in the price of cigarettes between 2015 and 2016 and subsequent upward price revi-
sions, resulted in Sri Lanka becoming the most expensive country by the year 2018, to purchase a cig-
arette on purchasing power parity basis (PPP). Consequently, the share of the illicit market increased 
to 14 per cent by 2018 and to 21 per cent by 2019 according to our own research. According to the 
data and analysis presented in this report, the share of the illicit market is expected to have grown 
further to 24 per cent in 2020.

This massive size of the illicit market results in a growing loss of revenue for the Government, to the 
industry and for those whose livelihoods are connected with the tobacco industry - such as tobacco 
farmers and retailers. In 2019 the illicit market value was close to Rs. 24 bn due to illicit cigarettes. In 
2020, we estimated this value to increase to Rs. 26 bn which, if converted to legitimate sales, could 
have resulted in fiscal revenue of Rs. 38.5bn.

It is also important to note that illicit markets are typically operated by criminal elements who pose 
a threat to national law and order as well as security. We have presented case studies of many 
countries that have suffered a deterioration in security and faced the threat of terrorism, due to the 
connection between smuggling and nefarious elements that operate within and beyond borders.

In conclusion, the findings of this report points towards developing a preventive strategy in the form 
of tax policies that are pragmatic and grounded on an index that accounts for changes in per capita 
GDP, inflation, income distribution, changing elasticities, substitution effects and other economic 
variables. This would ensure greater success in achieving both fiscal and health objectives of Sri Lan-
ka. We have also highlighted policies that the Sri Lankan Government can take on board to address 
the growing illicit tobacco market more directly. These include the strengthening of enforcement 
agencies by investing in modern technology, such as high-tech scanners. Penalties for those found 
guilty of being engaged in smuggling activities are also extremely soft compared to the reward and 
need to be revisited by the government. 

With the Government facing a growing challenge to balance its budget and meet rising sovereign 
debt obligations, it is imperative that the Treasury increases fiscal revenue by minimising tax revenue 
leakages. Pursuing policies that reduce illicit markets is one of the surest means by which to achieve 
this objective.





Economics of Tobacco Taxation in Sri Lanka

1

Introduction  

Industry Overview  
Tobacco can be consumed in many ways. In Sri Lanka, cigarettes and beedi are the main forms of 
consumption followed by tobacco with betel leaf that is popular among many urban and rural com-
munities. According to latest data, the total tobacco prevalence level in Sri Lanka currently stands 
at 22.5 per cent (WHO, 2020). For the age group of 15 and above, the tobacco prevalence levels for 
males was recorded to be 44.4 per cent and females 2.8 per cent in 2018 (WHO, 2020). 

A further look into Figure 1 sheds light on the full picture of the Sri Lankan tobacco consumption 
trends. Exclusive of illicit products, current consumption of cigarettes in 2020 amounts to 2.3 bn, 
which represents a consistent downward trend over the past 12 years. This significant decrease in 
demand for cigarettes can be attributed to tax increases testing consumer affordability, the growing 
illicit cigarette market which will be discussed in the later sections of this report and education. It is 
also important to note that as illustrated, the impact of rising taxation on cigarettes and the conse-
quent rise in prices has led to a substitution effect that has benefited the lower priced beedi prod-
ucts and more prominently, the smugglers. The consumption of beedi has witnessed rising demand, 
with the current consumption estimated to be at 6 bn sticks in 2020, and has a growth of over 101 
per cent since 2015. By contrast, legal cigarette consumption is characterised by a 33 per cent decline 
over the same period. 

Figure 1. Beedi & cigarette consumption historical trends - 2007-2019

Source: CTC Annual Reports, (2016-19)
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Ceylon Tobacco Company (CTC), is the only legally licensed manufacturer of cigarettes in the coun-
try. The Company carries out the entire process, end to end. 

The cultivation of tobacco results from the 23,450 farmers (Oxford Economics, 2020) all over the 
island of Sri Lanka whose livelihoods are supported by CTC. Notwithstanding the adverse climate 
conditions, CTC sources 100 per cent of it’s tobacco leaf requirement locally and by doing so, the 
company injected Rs. 1.7 bn to the rural economy through leaf purchasing throughout 2020. 

Beedi, which is a more popular form of tobacco usage among the low-income rural communities 
in Sri Lanka, is manufactured by wrapping crushed tobacco in a special type of leaf imported from 
India, known as beedi leaf or Tendu (World Bank Group, Global Tobacco Control Program). There are 
many agents involved in the beedi manufacturing industry, including approximately 457 registered 
manufacturers (Excise Department of Sri Lanka, 2020) and over 8,000 families, more than 95 per cent 
of them being women (DailyFT, 2019). However, a few large players enjoy an oligopoly with a clear 
segregation on distribution areas. 

Contribution to the Economy 

Factory manufactured cigarettes contribute a great deal towards Government revenue. CTC contrib-
uted Rs. 115.6 bn to government revenue in 2020 alone. By contrast, the illicit cigarette industry has 
zero contribution to the revenue as it evades all forms of taxes. 

The industry has provided many job opportunities directly and indirectly. The factory manufactured 
cigarette (FMC) industry in Sri Lanka, as a whole, affects over 71,000 direct and indirect workers and 
retailers (calculated based on the numbers provided on the Oxford Economics, 2020 report).

Figure 2. Jobs created by the cigarette tobacco industry - 2019
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Policy Environment 
The tobacco industry in Sri Lanka is one of the most highly regulated in the world. Tobacco regula-
tion was first introduced in 1953 when the Tobacco Tax Act No. 27 came into force. The subsequent 
Tobacco Tax Act No. 08 of 1999 replaced the initial tobacco laws and all tobacco products, including 
cigarettes, beedi and cigars were subjected to taxes. After the implementation of the new Act, the 
Government has been consistently changing the tax regulations as will be shown later in this report. 

It can be seen by Figure 3 that prices have increased over three-fold in just the last decade, with 
it doubling in the last 5 years. The steady upward incline is due to the persistent increase in tax 
regulations, especially the increase in excise tax revisions, which will be looked at in more detail in 
the upcoming section. Sri Lanka is now the most expensive country, in PPP terms, to buy cigarettes 
globally (WHO, 2018) and has since sustained this status. 

Figure 3. Price of a stick of John Player Gold Leaf - 2007-2020

Note: Prices as at 31st December (2007-2020)
Source: RIU compilation based on market information 

Cigarettes have become one of the most taxed commodities in the market due to significant gov-
ernment interventions over the years. 
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Tobacco Taxation and its Effects
Sri Lanka has a five-tier specific excise tax regime on cigarettes, with the length of the cigarette as 
the tax base. Excise taxes are the main component of tobacco taxation. Cigarettes are also subject 
to sales taxes; VAT and NBT. However, NBT was abolished in December 2019. Beedi is not subject 
to any form of excise duty, but Tendu leaves (a.k.a. beedi leaves), a key ingredient in manufacturing 
beedi, is subject to CESS.

All domestic and imported tobacco leaf which is intended to be used in the manufacture of ciga-
rettes, are subject to a tobacco tax. Tobacco companies fall into the highest corporate tax bracket, 
along with gambling, gaming and liquor companies. There are additional taxes and duties charged on 
imports of tobacco or cigarettes. 
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Table 1. Taxes applicable on the tobacco manufacturers and products - 2021

Cigarettes Beedi

Corporate tax 40% 40%

Tobacco tax Rs. 10 per kilo of tobacco Rs. 10 per kilo of tobacco

Import duty 15% for manufactured sticks, 85% or Rs. 200 
per kilo for unmanufactured tobacco

75% or Rs. 4250 per kilo gross 
weight per kilo for manufactured 
beedi, 85% or Rs. 200 per kilo for im-
ported beedi tobacco, 15% or Rs. 125 
per kilo for beedi leaves

CESS
165% for imported cigarettes, 30% for im-
ported tobacco, Rs. 6000 for cigars contain-
ing tobacco

15% or Rs. 3625 per kilo for imported 
beedi leaves, 30% for imported bee-
di tobacco, 30% for manufactured 
beedi

PAL 10% for imported tobacco, imported ciga-
rettes are exempt

10% for imported beedi leaves and 
beedi tobacco

Excise tax

Length below 60 mm – Rs. 13,360/- per 1000 
sticks. Length 60 – 67 mm - Rs. 22,300/- per 
1000 sticks. Length 67 – 72 mm - Rs. 37,650/- 
per 1000 sticks Length 72 – 84 mm - Rs. 
43,100/- per 1000 sticks Length exceeding 
84 mm - Rs. 48,350/- per 1000 sticks.

None

VAT 8% 8%

Note: NBT and VAT changes have been compensated by excise adjustments to include these values. 
Source: RIU compilation based on Government gazettes, Customs and Ministry of Finance 2020

Tobacco taxes have undergone several revisions every year, with close attention to the excise tax. 
In order to simplify tobacco taxation, in 2014 the Government consolidated VAT and NBT into excise 
tax. As a result, excise revenues were boosted by over 40 per cent but VAT revenue declined. In 2016, 
the Government re-imposed VAT on cigarettes while increasing the excise tax, on top of the already 
consolidated excise which included VAT and NBT. This resulted in the price of cigarettes shooting up 
by over 50 per cent. 
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Table 2. Tax revisions 2014 - 2020

Cigarettes Beedi

2014
Excise tax increased (see Table 3 and Fig-
ure 3). VAT and NBT on cigarettes were 
consolidated into a single exercise tax.

2015 Excise tax increased 
(see Table 3 and Figure 3)

The CESS tax on Tendu leaves were increased 
from Rs. 250 to Rs. 350/- a kilo

2016

Excise tax increased (see Table 3 and Fig-
ure 3). VAT reintroduced on cigarettes. 
NBT reintroduced on cigarettes for both 
retail and wholesale.

July - The CESS tax on Tendu leaves increased 
from Rs. 350 to Rs. 2,000/- a kilo September - 
The CESS tax on Tendu leaves increased from 
Rs. 2,000 to Rs. 3,000/- a kilo.

2018 Excise tax increased 
(see Table 3 and Figure 3).

Import duty on beedi increased to Rs. 750 in 
May. Import duty on beedi decreased to Rs. 
350 in July.

2019

Excise duty increased twice in the year 
(see Table 3 and Figure 3). NBT levied on 
cigarette production was abolished in 
December. VAT cut from 15% to 8% in 
December. PAL increased to 10% in De-
cember.

CESS duty on the importation of Tendu 
leaves was revised to Rs. 3,500 per kilo (in 
March). PAL increased to 10% in December. 
VAT cut from 15% to 8% in December. NBT 
abolished in December.

2020
Import duty on imported cigarettes re-
duced to 15%. CESS on imported ciga-
rettes increased to 165%.

Import duty on manufactured beedi in-
creased from Rs. 4000 per kilo to Rs. 4250 per 
kilo. Import duty on beedi tobacco increased 
from Rs. 165/- to Rs. 200/- per kilo. Import 
duty on Tendu leaves reduced from 30% to 
15% or Rs. 125 per kilo.

CESS increased from Rs. 3000 to Rs. 3625. 
CESS of 30% for manufactured beedi.

Source: RIU compilation based on government gazettes, and news articles published online, 2020

Excise tax change is a tool that the Government frequently uses to influence cigarette prices. With 
the 2019 July revision the 67-72mm cigarettes saw a massive hike and was at the same level as the 
72-84mm tier. This move had essentially combined the 67-72mm and 72-84mm tiers together into 
a single 67-84mm excise tier. However, this adversely affected government revenue and as a result 
the government revised their decision in October 2019. The revision of excise taxes separated them 
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into two independent tiers once again as rates for each length increased by different amounts (see 
Table 3). 

Table 3. Excise tax revisions 2014- 2020

2014 2015 2016 2017 2018 Q1 2019 Q4 2019

Length below 60mm (Rs.) 6,975 6,975 11,675 11,675 11,675 11,675 13,360

Length 60-67mm (Rs.) 12,675 12,675 17,375 17,375 17,375 19,500 22,300

Length 67-72mm (Rs.) 14,660 14,660 20,500 20,500 20,500 23,000 37,650*

Length 72-84mm (Rs.) 21,610 23,750 30,500 30,500 33,550 37,580 43,100

Length Exceeding 
84mm (Rs.) 25,100 27,240 34,250 34,250 37,675 42,200 48,350

Source: Ministry of Finance, 2020
* 67-72mm value was previously revised to Rs. 37,600 in July 2019, and to Rs. 33,000 in October 2019

** VAT was absorbed into excise

Figure 4. Excise tax revisions 2014-2020

Source: Ministry of Finance, 2020

Impact of Tax
Tax impact on cigarettes
Table 4 displays the cigarette portfolio in which the product market share for each cigarette length 
is shown. Though there are products in the 60-67mm tier, there was no brand share for the products 
in 2019. There are no legally manufactured cigarettes exceeding the 84mm length. 
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Table 4. Cigarette product portfolio and market shares

Below 60mm 60-67mm 67-72mm 72-84mm Exceeding 84mm

Cigarette product 
market share 2019 8% No brand 

share 13% 79% No brand share

Note: market share in parenthesis 
Source: RIU compilation based on CTC, Ministry of Finance and market data, 2020

The average price of an illicit cigarette is said to be 30 per cent lower than that of legal cigarette 
prices (Morais, Colombage & Wickramasinghe, 2018). This is supported by our recent research which 
indicates that the average price of an illicit cigarette would range from Rs. 36-45. Further research 
would be required to validate this number.

Sri Lanka is presently the most expensive country to purchase cigarettes, in terms of the purchasing 
power parity (see Figure 4). As per Figure 5, the price of cigarettes in Sri Lanka in International dollars, 
is above the range of high income countries such as Singapore and Australia. 

Figure 5. Price of a 20 stick pack of the most sold brand in international dollars - 2018

Note-country rank in parenthesis
Source: WHO, 2018
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Figure 6. Cross country comparison: GDP vs price of the most sold cigarette brand

Source: WHO, 2018

In order to have a clearer picture of the Government’s tax policy on cigarettes, inflation must be 
inspected. Figure 7 shows the movements in the growth of cigarette prices over the last decade. 
Price increases have always been above inflation levels. As discussed later, cross country experienc-
es show the escalation of prices for cigarettes is aligned to inflation plus 2 to 3 per cent on top of 
that (e.g. the UK). The compound average growth rate (CAGR) of CCPI and NCPI are 4 per cent and 
1 per cent respectively, while it is 12 per cent for cigarettes. This leads to the conclusion that price 
increases in the past were not in line with the rate of inflation and utterly unfounded. The basis of 
these tax increments were questioned by previous studies as well (RIU, 2018; Morais, Colombage, & 
Wickramasinghe, 2018). 

For example, quoting Morais, Colombage, & Wickramasinghe (2018):- Adjusted for inflation, the real 
tax index (2010=100) for cigarettes doubled from 100 in 2010 to 207 in 2017, reflecting that taxes were 
raised far above inflation (p.44). 
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Figure 7. Growth of inflation vs. cigarette prices- 2008-2020

*Note- (2006/07) index values for 2017-20 are extrapolated from respective figures of CCPI (2013) index values.
Source: Department of Census & Statistics, 2020

Alternatives such as smuggled cigarettes, have an intricate and complex interaction with legal cig-
arettes as can be seen by studies in other countries. Therefore, asymmetric taxation may lead to 
undesirable substitution effects and revenue leakages for the Government. 

Tax impact on beedi  

Beedi has had comparatively low taxes over the years and continues to be taxed at low rates. The 
tax share of beedi is as low as 20 per cent. In 2016, with the increment of CESS on Tendu imports, the 
prices of beedi doubled – however, the consumption didn’t decline. During the next two years, fol-
lowing the 52 per cent increase in cigarette prices, the price of beedi remained constant. Sales grew 
at a rapid phase (50 per cent growth in two years) indicating the increasing affordability of beedi and 
very likely, a substitution effect from cigarettes to beedi. 

Figure 8. Price and consumption of beedi 2007-2019
 

Note-*Estimated consumption data and beedi price estimated to Rs. 6 for 2020
Source: RIU compilation based on CTC Annual Reports (2016-18), and market data, 2020 
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Table 5. Tax share of beedi - 2020 (case 1)

Case 1- Beedi manufactured using locally sourced tobacco Amount (Rs)

Cost of a kilo of Tendu leaves 1,000

VAT (8%) 398

Import duty 150

CESS 3625

PAL (10%) 100

Total tax a kilo 4273

Tax per stick* 1.31

Tax share per stick (@ Rs 6 per stick) 22%

Table 6. Tax share of beedi - 2020 (case 2)

Case 2- Beedi manufactured using imported tobacco Amount (Rs)

Cost of a kilo of Tendu leaves 1,000

VAT (8%) 398

Import duty 150

CESS 3625

PAL (10%) 100

Tax on Tendu 4273

Cost of tobacco 1,200

VAT (8%) 226

Import duty 1020

CESS 360

PAL (10%) 120

Tax on tobacco 1726

Total tax a kilo 5999

Tax per stick* 1.85

Tax share per stick (@ Rs 6 per stick) 31%

Note- *1 kilogramme of Tendu leaf produces 3,250 standard 6 centimetre beedis (Social Development Network, 2020) 
Source: RIU calculations, 2020



Economics of Tobacco Taxation in Sri Lanka

12

Tax Revenue Analysis  
Excise tax is around 23% of the total of the Government’s tax revenue. Therefore, it plays a significant 
role when the Government determines the fiscal policy that needs to be implemented. In 2019, to-
bacco excise tax yielded Rs 87 bn in revenue. As indicated below, excise tax on cigarettes accounts 
for 22% of the total excise tax (see Figure 8). The overall excise tax revenue was seen to decrease in 
2019. Poor growth in tobacco excise revenue can be attributed to the growing illicit market which 
will be discussed in later sections. 

Figure 9. Government revenue overview - 2019

*Note: 2019 is Provisional data 
Source: Based on CBSL Annula Report 2019

Figure 10. Relative Share of tax contributions by sectors - 2007-2019

*Note: 2019 is Provisional data
Source: Based on CBSL Annual Reports 2007-19

VAT
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The above diagram shows the contributions of the sectors to excise tax revenue and it can be ob-
served that there is a deteriorating share of cigarette excise taxes. In 2007, cigarettes were the 
highest contributor to excise revenue with a tax share of 6.2 per cent. However, over the years, this 
share gradually declined and by 2019 it was 5 per cent. An overview of the relative share of tax contri-
butions by sector shows that excise taxes have fluctuated over the years and have been decreasing 
from 2016. This decline of excise tax began when prices increased sharply in 2016. Excise tax on motor 
vehicles was reduced significantly in 2015, causing a massive increase in revenue from that sector. 
But with subsequent tax increases revenue declined clearly indicating it had reached its threshold. 
With the influx of new vehicles, demand for petroleum increased causing further growth of excise 
revenue from petroleum imports. This analysis shows that inconsistent tax increases may generate 
more revenue in the short run in some cases, but will not be sustainable in the long run.

Performance of excise tax on cigarettes
Figure 11. Government revenue from tobacco taxation

**Note: 2019 is Provisional data 
Source: Based on CBSL Annual Reports 2007-19

A closer inspection of the above diagram reveals that excise tax revenue on cigarettes has, on the 
whole, been increasing from Rs. 30 bn in 2007 to just over Rs. 85 bn in 2019. There was a large increase 
in excise tax revenue in 2015, as can be seen in Figure 10. This was due to sales taxes (VAT and NBT) 
being consolidated into the excise tax in October 2014. In 2016 the Government broke consistency in 
raising taxes in line with inflation and pushed up prices by 52 per cent - a large margin - which caused 
a slight improvement in revenue of 11 per cent in the same year, but a dip in revenue the following 
year. In 2018 revenue recovered as prices were maintained. However in 2019, revenue decreased 
again owing to the increase in prices of cigarettes in March of that year which was an indication of 
the revenue model being broken. 
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Prior to 2014, cigarettes were subject to VAT and generated a sizable revenue for the Government. 
In 2014, VAT along with NBT on cigarettes were consolidated into the excise tax. In 2016, the Govern-
ment re-imposed VAT on cigarettes. The VAT share declined over the years to 1.08 per cent by 2019 
despite a higher VAT rate than 2014 as a result of dwindling sales of legitimate cigarettes.

Figure 12. Share of VAT and excise duty as percentage of the total tax revenue – 2009-2019

Source: CTC Annual Reports (2010-2019), CBSL Annual Reports (2009-2019)

Affordability of Cigarettes 
One of the main intentions of tobacco taxation is to expand smoking deterrence by controlling the 
affordability of cigarettes. 

The standard practice is to use the Relative Income Price (RIP) ratio, which is defined as the per-
centage of per capita GDP required to purchase 100 packs of cigarettes of the most popular brand. 
According to WHO (2018), in Sri Lanka cigarettes have been less affordable since 2008, but have 
become more affordable in 2018 - compared to 2016. By contrast, an article in 2019 by a think tank, 
Verite Research, finds that cigarettes became more affordable in 2018 compared to 1980, but less af-
fordable compared to 2016. The fundamental flaw in both these analyses is rooted in the selection of 
the affordability indicator, GDP per capita, which is not representative of the incomes of the general 
population. 

Therefore, we propose to use more representative, income per capita figures compiled by the De-
partment of Census and Statistics (DCS) in their regular Household Income and Expenditure Survey 
(HIES). Based on this, the RIU prepared an analysis of the affordability of cigarettes over the years (see 
Table 9). As per our analysis, the affordability of cigarettes shows a consistent, clear and significant 
decline from 2007 to 2019. This observation is also supported by an almost static share of income per 
capita spent on cigarettes from 2007 to 2019.
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Table 7. Percentage of the mean annual per capita income needed to buy 100 JPGL packs -2006-2019

2006/07 2009/10 2012/13 2016 2019

Mean annual income per capita (Rs.) 77,556 109,248 141,828 196,524 228,662

Price of a single JPGL cigarette (Rs.) 14 20 28 50 65

Number of cigarettes that can be 
purchased from annual income 5,540 5,462 5,065 3,930 3,518

Share of income required to buy 100 
JPGL packs 36% 37% 39% 51% 57%

Share of income per capita spent on 
cigarettes 0.43% 0.44% 0.30% 0.31% 0.28%*

Number of cigarettes that can be 
bought with 10% of monthly income 46 46 42 33 29

Note-*RIU estimation using historical HIES values 
Source: RIU compilation based on HIES survey reports (2007-16), and market data, 2020

Distributional Effects of Excise Taxation
Figure 13. Tax burden of cigarettes by income group – 2020

Source: RIU computations based CTC, 2019
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Due to the upward revisions in excise taxes each year, the tax burden on consumers has increased 
since the previous year. An important consequence to note is the distribution effect of tax which 
indicates that the income of one group is transferred to another. Figure 12 clearly demonstrates the 
fact that the lower income groups are taxed greatly in comparison to the higher income groups and 
this erodes their income. This is because regressive taxation is in place and it is a tax form that is often 
criticised since it disrupts the even distribution of income and worsens income poverty. 

Generally, all sales taxes are regressive in nature, but the magnitude may differ. The reason is that 
high income earners save and invest a larger share of their income compared to low income earners. 
Therefore, low income earners spend a larger share of their income on consumption. It is now evident 
in Sri Lanka, that the tax burden is greater on lower income earners than on higher income earners. 

Efficiency of Excise Taxation
The increase in revenue from any tax can be divided into two parts; one is the response to increased 
national income and the other is due to changes in the variables, other than national income. These 
influence the tax revenue and the most important is the discretionary changes in tax rates or the tax 
base. The responsiveness of the tax revenue to changes in national income without any change in 
all the other factors which influence it, is termed as tax elasticity. However if changes are taken into 
account, it is referred to as tax buoyancy. These two serve as indicators of the efficiency of a tax. 

Our estimations for the 2007-18 period indicate the tax elasticity to be 0.72 (p=0.000 at 95 per cent 
CL, R2=0.9492). In other words, a 1 per cent increase in taxes only generates a 0.72 per cent increase 
in excise revenue. This means the low responsiveness to tax increases and it is quite evident from 
Table 9 as well. In addition, it is estimated the tax buoyancy to be 0.48 (p=0.003 at 95 per cent CL, 
R2=0.9609) which indicates that the excise revenue only grows by 0.48 per cent if the economy grew 
by 1 per cent.1

Another factor that determines the efficiency of excise taxation is the predictability of the revenue 
from the tax changes. As highlighted by Morais, Colombage, & Wickramasinghe (2018), in the past, 
the Government revenue forecasts for excise tax show significant deviations from actual outcomes. 

All of these observations point to inefficiencies of the tobacco excise policy and calls for reviewing 
the basis for tax increments. These inefficiencies could be a result of the improper structuring and/or 
revenue leakages from the growing illicit market. 

  1 Thoeretically, this model holds. However, practically, the medium term elasticities may not hold.  
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Table 8. Responsiveness of revenue to tax increases – 2008-2019

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

Excise 
increment 
(72-84mm)

6% 9% 16% 8% 14% 20% 30% 10% 28% 0% 10% 12%

GDP 
growth 6% 4% 8% 8% 9% 3% 5% 5% 5% 3% 3% 2%

Excise 
revenue 
growth

19% 1% 8% 22% 8% 9% -2% 40% 11% -3% 7% -5%

Note- 2019 data are provisional
Source: RIU calculations based on CTC and CBSL annual reports (2008-19), 2020
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The Nature of the 
Illicit Tobacco Market
What is an Illicit Tobacco Market?
Definition of illicit trade

According to the Financial Action Task Force (FATF), illicit trade in tobacco products is categorised by 
the supply, distribution and sale of smuggled, counterfeit or cheap, white tobacco products.2

According to the WHO, illicit trade in cigarettes involves the following: 
1. Illicit manufacture: cigarettes produced in illegal or covert facilities and not declared to the 

tax authorities, and 
2. Illicit importation: cigarettes produced/bought in one jurisdiction then illegally transported 

to another to avoid applicable taxes.3

The illicit market is the part on which due taxes and duties have not been paid (HM Revenue & Cus-
toms, 2019).

Common Forms of Illicit Tobacco and Identifying Illicit Products

Contraband: Smuggled cigarettes that have escaped local taxes.

Counterfeit: Tobacco products with unauthorised trademarks or trade names, with intent to deceive 
consumers and avoid paying duties.

Grey Market: Tobacco products are produced by a legitimate manufacturer for consumption in one 
country, but along the supply chain the product has been diverted to another country. Diversions 
frequently occur in Free Trade Zones (FTZ) with the tobacco manufacturer often unaware that its 
product has been diverted.

Illicit Whites: Also known as “cheap whites,” these are cigarettes legally produced in one country for 
the sole purpose of being exported and illegally sold in another country without duties being paid.
Loose Tobacco: Loose tobacco may be used to illegally manufacture cigarettes or other tobacco 
products, such as roll-your-own tobacco, without payment of tax.

Below are some common indicators of illicit cigarette packs:
•  No local pictorial health warnings
•  Print, spelling errors, inconsistent lettering on product packaging
•  Unlisted and unregistered importer or manufacturer or brands
•  Below market average prices

  2 https://www.fatf-gafi.org/media/fatf/documents/reports/Illicit%20Tobacco%20Trade.pdf 
  3 https://www.who.int/tobacco/economics/illicittrade.pdf 
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Scale of the global illicit tobacco market

The illicit tobacco business is a rapidly-growing, global, multi-billion dollar operation that annually 
robs governments of tax revenue. In the mid-90s, smuggling was estimated to be 6 per cent-8.5 per 
cent of global cigarette consumption (Merriman, Yurkli, & Chaloupka, 2000). A study done in 2006 
estimated the global tax loss due to the black market to be approximately USD 40-50 bn annually 
(US Department of State, 2015). Another study by four experts in 2009 stated that 11.6 per cent of the 
global cigarette market is illicit and is equivalent to 657 bn cigarettes a year and USD 40.5 bn in lost 
revenue.4 Sri Lanka was lower than these global estimates at these points in time, but is presently 
higher due to the historic ad-hoc increases in taxes that were discussed earlier in this report. 

Control of illicit tobacco  

Under Article 15 of the Framework Convention on Tobacco Control (FCTC), a protocol has been 
established to prevent illicit trade in tobacco products. This states that the convention should deal 
with all forms of illicit trade in tobacco products, including smuggling, illicit manufacturing and coun-
terfeiting. This was to reduce the impact of consuming low quality illicit tobacco products. Sri Lanka 
became a party to the WHO Framework Convention on Tobacco Control in 2005 and acceded to the 
Protocol to Eliminate Illicit Trade in Tobacco Products in 2016.

Illicit tobacco market in Sri Lanka

In 2016, Sri Lanka was one of the most expensive countries to purchase cigarettes. This was due to 
the steep price increases that year and Sri Lanka emerged as the most expensive country for legal 
cigarettes, based on Purchasing Power Parity (PPP) (WHO, 2018). Now, Sri Lanka is seen to be a “high 
price hot spot” and a prime target for the global illicit tobacco trade. The presence of an illicit market 
is an issue for the Ministry of Finance and it is a threat to national security. It also undermines the 
national health objective to deter smoking. Therefore, a closer look at the illicit market is warranted. 

The street value of a container of illicit cigarettes is Rs. 650 mn and criminals make huge profits on 
them. However, the maximum fine for smuggling a large container load of cigarettes is only Rs. 1 mn. 
Consequently, smugglers exploit this system which is lenient on punishment and lucrative in terms 
of the market. 

How smuggling entities work

A common term in smuggling is ‘bootlegging’, which is the purchase of cigarettes from low or no tax 
jurisdictions for resale in higher tax jurisdictions without appropriate taxes being paid. Illicit tobacco 
can be smuggled into the country by both air and sea transport. Direct smuggling is where smugglers 
use illegal entry points to avoid customs inspection and directly introduce tobacco products via sea 
or land from neighboring countries. On the other hand, indirect smuggling implements deceptive 
methods such as concealing cigarettes in secret compartments aboard ships, vehicles or vehicle 
parts, wood, luggage, furniture, toys, boats, tires, textiles or even with legal tobacco. Additionally, 

4 https://www.tobaccofreekids.org/assets/global/pdfs/en/ILL_global_cig_trade_full_en.pdf 



Economics of Tobacco Taxation in Sri Lanka

20

foreign migrant workers are also reported to have been engaged in smuggling illicit cigarettes into 
the country. 

How illicit tobacco is marketed

Casinos, clubs, small shops and boutiques, especially those in rural areas, are the channels that smug-
gled products are usually marketed through. In Sri Lanka, it is also sold in shops around metro areas 
and popularly distributed through friends-of-friends connections. Since this is a highly clandestine 
operation, dealers sell illicit cigarettes to known customers only. Sometimes, vendors mix the illicit 
with legally manufactured cigarettes and sell them to unwitting customers at regular prices. Some 
vendors even trade using online platforms (see Figure 13). The goods may even be sold at a premium 
and hand delivered to an agreed location.

Figure 14. Illicit cigarettes sold via an online trading platform

Source: yamu.lk

Prices of illicit products

A Rs. 15-25 differential is the strategy that illicit cigarette sellers adopt and the prices can vary signifi-
cantly in different areas. In some places prices can be as low as 30 per cent of legal cigarettes, while in 
other locations, the price is at its premium (Morais, Colombage, & Wickramasinghe, 2018). This allows 
them to be competitive and to generate high profits. 
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Some exclusive brands can be sold at a premium and are generally bought by high income individu-
als. Most smokers use mid and low-end cigarettes and these illicit products pose the greatest threat 
to the legitimate industry due to marked price differentials. 

Table 9. Price comparison of illicit vs. legitimate tobacco products

Product Type Range
Price per stick

Illicit Legitimate

Cigarettes Mid-Range Rs. 40 – 50 Rs. 65

Low end Rs. 15 – 30 Rs. 20 – 45

Beedi Regular Rs. 3 Rs. 6

*RIU 2020 estimate: legitimate price of a beedi stick has changed from Rs. 5 to Rs. 6. In the previous CTC report it 
was stated “Consumers can purchase 11 beedis for the price of 1 legal cigarette”. Assuming ceteris paribus, since the 

price of a cigarette stick increased to Rs. 65, the price of beedi will increase to Rs. 6 as 11×6=66. 
Source: RIU primary data, 2019

Detection and enforcement 
There are five key agencies that are involved in detecting and seizing illicit tobacco. These are the Sri 
Lanka Customs Department, the Sri Lanka Navy, Police, the Special Task Force (STF) and the Excise 
Department of Sri Lanka. The Customs Department carries out inspections at air and sea ports to 
seize any illicit tobacco detected. Meanwhile, the Sri Lankan Navy keeps a watchful eye on smug-
gling routes across the sea, whilst the STF and the Excise Department are empowered to seize any 
illicit tobacco products found in-market. It has been reported by Customs officials that most brands 
of illicit cigarettes have been detected to have been smuggled from China, Dubai, Turkey and Viet-
nam. (RIU, 2018). 

Figure 15. Seizure of smuggled cigarettes

Source: Based on data provided by the RIU informants

Figure 14 above gives a deeper understanding of the movements in illicit cigarettes during the last 
decade. Annually the seizures of illicit cigarettes had amounted to around 8 mn, with slight varia-
tions during the years. However, the sudden price hike in 2016 led to a spike in the demand for illicit 
cigarettes in 2017. This in turn, resulted in seizures amounting to 51 mn during the year. This served 
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as an indicator on the role of prices with illicit trade. In 2019, 7.5 mn illicit sticks of cigarettes were 
detected and seized. 

Although Figure 14 shows how many illicit cigarettes have been detected, it is widely known that 
local enforcement agencies do not have sufficient capacity in terms of human resources and tech-
nology to detect all or a majority of illicit products (Morais, Colombage, & Wickramasinghe, 2018; RIU, 
2018). In interviews conducted by the RIU, there are claims of a reduction in detection rates due to a 
lack of incentives to carry out raids and seizures. Therefore, the detection levels cannot be taken as 
a direct indicator of a reduction in smuggling levels in 2018-2020 as seen in the figure. 

Size of the Illicit Market in Sri Lanka
Due to the illegal nature of the business which prevents extensive research and conclusive results, 
the true size of the illicit tobacco market has always been one that is debated in Sri Lanka. One study 
(Morais, Colombage, & Wickramasinghe, 2018) reveals that 28 per cent of smokers interviewed had 
consumed illicit cigarettes during the previous week. This demonstrates the extent and prevalence 
of the illicit market and it is more widespread than had been previously assumed. Therefore, one 
essential step in understanding the illicit market involves estimating the total market size of illicit 
tobacco. 

Illicit market during 1995-2019  

In our previous report, we discussed another study’s attempt to estimate the overall size of the illicit 
tobacco market. Since the illicit consumption is not directly observable, this study used an indirect 
approach to estimate the size of the market. In other words, they considered that the difference be-
tween the total consumption and legitimate supply would be the size of the illicit market. The study 
generated some interesting revelations about the nature of the illicit tobacco market in Sri Lanka. 
The key highlights of the 2017 study are given below. 

• Illicit prevalence recorded 23 per cent and grocery stores claimed to be the place at which 
illicit cigarettes were mostly traded. 

•  Colombo, Kandy, Puttalam and Rathnapura were the top 4 districts where illicit usage was 
substantially high. 

•  16 per cent of total smokers consumed or purchased illicit tobacco across the country. 
•  9 per cent of smokers only used illicit cigarettes. 
• The gap in consumption trends implies that a significant amount of smokers may have 

possibly either stopped using cigarettes or have shifted to cheaper alternatives; i.e. illicit 
cigarettes. 

•  Substantial numbers of illicit smokers consume illicit cigarettes due to its low price (rela-
tive to legitimate products).
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Based on this study’s approach and further research, we found that the illicit cigarette share in Sri 
Lanka was estimated to have increased over the years, from 10 per cent in 1995 to a predicted value 
of 21 per cent in 2019.

The sizable illicit market indicates growing attention from criminals to engage in this lucrative busi-
ness and the loss of potential revenue for the legitimate industry and the Government.

Estimation of illicit share for 2020

With the foundation of previous years, we can now predict the illicit share for 2020. Due to limited 
data availability on beedi elasticity, we have made estimations for illicit cigarettes only. 

Table 10. Prediction of the total market value and share of illicit cigarettes - 2020

Base Case
Assuming 11%* re-
duction in cigarette 

consumption

A No of total households in Sri Lanka (DCS, 2017) 5,437,000 5,437,000

B Smoking % of households (DHS, 2016/2017) 0.34 0.34

C Number of Smoking members in a household 1.14 1.14

D Smoking number of people in households 2,212,750 2,212,750

E % of people smoke cigarettes (HIES, 2015/16) 0.65 0.65

F Per capita average monthly consumption of cig-
arettes (CTC)** 196 196

G Total cigarettes consumption per month 281,904,350 250,894,872

H Average monthly legitimate cigarettes sales vol-
ume (CTC)** 190,408,961 190,408,961

I Monthly illicit volume (G – H) 91,495,389 60,485,911

J Total illicit volume for 2020 (I x12) 1,097,944,668 725,830,926

K Total value of illicit cigarettes for 2020 (Jx36***) 39,526,008,048 26,129,913,336

L Illicit share as % of total consumption (I/G) 32% 24%

M Revenue loss to the government (Rs. bn) 58.25 38.51

*FMCG sector contracted by 11 per cent during Q1 2020 (Nielsen)
** Based on 10 months data

***Price of an illicit cigarette stick is assumed to be Rs.36
Source: RIU calculations based on HIES 2016, Demographic and Health Survey - 2016, CTC sales data 2020, 

market data 2020 and other sources
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In order to arrive at this calculation we have taken into account several data points that cover the 
first 10 months of 2020. According to Nielsen, the FMCG sector contracted by 11 per cent during Q1 
of 2020. When we assume cigarette consumption to follow the same adjustment as for the FMCG 
market contraction during Q1 of 2020, we arrive at our estimate of the illicit market for Sri Lanka.

As evidenced by the table above, Sri Lanka is on a clear path to being an illicit cigarette hotspot, if 
not already. Sri Lanka’s illicit share is expected to have reached 24 per cent in 2020 as compared with 
21 per cent in 2019. This equates to a revenue loss of Rs. 38.5 bn for the government.

It should be noted however that importing illicit products would have been restricted during the 
pandemic period, especially through airports. There was also increased enforcement restricting do-
mestic travel during lockdowns or isolations. However, on the other hand, the number of foreign 
migrant workers permanently returning to Sri Lanka in 2020 was hugely intensified. According to 
the IPS, “by mid-October 2020, after bringing home over 54,000 citizens, at least another 43,000 
migrants remain to be repatriated. Compared to the total of 4,992 and 1,179 repatriations handled 
in 2017 and 2018 respectively”. According to our sources, the returning workers have been sending 
back container loads of their belongings with larger quantities of smuggled cigarettes than what is 
normally witnessed at the airport.  

Likewise, the significant reduction in social functions would also mean lower general tobacco con-
sumption, especially amongst “social smokers”.  Whether this has been off-set by a higher tendency 
towards drinking and smoking at home remains to be seen. Furthermore, increased pressure on the 
wallet as daily wage earners’ jobs have been impacted would also have had an effect on consump-
tion. With these aspects considered, the illicit market share number may in reality be between 23 per 
cent-25 per cent according to our insights. 

Table 11. Summary of illicit shares over time 1995-2020

1995 2012 2017 2018 2019 2020

Illicit cigarettes share 10% Less than 10% 14-18% 14-18% 19%-21% 23-25%

Illicit beedi share NA NA 26-29% 26-29% 42-45% NA

NA = Not available

Cross Country Experiences
Illicit tobacco levels are constantly rising and remains a global concern. Many countries adopt strict 
taxation laws to reduce consumption of tobacco products, but this in turn encourages the growth 
of the illicit tobacco market. A study conducted in Europe showed that 74 per cent of smokers who 
had used illicit cigarettes in the past did so because illicit smokes are cheaper (European Commission, 
2016). In this section, we look at some of the cross-country experiences on combating the manufac-
ture and sale of illicit cigarettes. 
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Figure 16. Illicit Cigarette Market Share by Country - 2012

Source: Tobacco Atlas 4th Edition, 2012

Europe 

Members of the European Union are expected to charge a specific excise tax between 7.5 per cent 
and 76.5 per cent of the total tax burden expressed as a fixed amount per 1,000 cigarettes and an ad 
valorem excise expressed as a percentage of the maximum retail selling price. Additionally, the over-
all excise rate must be at least EUR 90 per 1,000 cigarettes and at least 60 per cent of the weighted 
average retail selling price.  

Table 12. Excise duties in selected European countries - 2020

Specific excise 
(per 1000 cigarettes)

Ad valorem excise 
as % of TIRSP

VAT as % of 
TIRSP

Total tax as 
% of WAP

EUR as % of WAP

UK 256.635 50.01 16.5 16.67 83.18

Spain 24.7 10.86 51 17.36 79.22

Germany 98.2 32.57 35.48 13.79 68.05

Notes- WAP- weighted average price, TIRSP- Tax included retail price 
Source: Extracted from Excise Duty Tables Part III, European Commission (2020)
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Timothy Lindon, an expert of Philip Morris International, said in 2011 that the illegal cigarette market 
in the EU is at this time larger than the legal cigarette markets of France, Ireland and Finland com-
bined. Also many European countries have two distinct cigarette markets, one legal regulated mar-
ket which is declining and an illegal unregulated market that is growing (PMI, 2011).5

Canada

The proportion of illicit cigarettes consumed across Canada grew from 10 per cent in the early 2000s, 
peaked at around 30 per cent in 2007-2008, and decreased to 11 per cent in 2011 (Guindon, Burkhalter 
and Brown 2017; Physician for a Smoke-Free Canada 2010). The Government allocated more resourc-
es to tighten enforcement simultaneously. Some significant enforcements to note as being part of 
Federal Tobacco Control Strategy (Guindon, Burkhalter and Brown 2017), is the inclusion of the First 
Nations Organized Crime Initiative and the Task Force on Illicit Tobacco Products (Guindon, Burkhal-
ter and Brown 2017). Legitimate cigarette sales in Canada increased after the implementation of the 
contraband tobacco enforcement strategy, by approximately 4 bn cigarettes from 2008 to 2010, but 
it is not possible to determine whether, or by how much, the increase is attributable to the strategy 
(National Research Council & Institute of Medicine, 2015). 

Pakistan 

In the Asian continent, Pakistan ranks third with the highest share of illicit cigarettes in the total mar-
ket (26.7 per cent).6  As a result, the national exchequer continues to face a loss of up to PKR 45 bn 
annually that hinders the country’s socio-economic progress. The lack of a level playing field for the 
taxpaying sector discourages both domestic and foreign investment that in turn adversely impacts 
economic growth, job creation and technology transfer. Growth in Illicit cigarette trade also puts the 
livelihood of more than 75,000 farmers and 400,000 retailers at stake. 

The minimum cigarette price per pack (of 20 sticks) was introduced in 2006 with the intention of 
stopping the accessibility of extremely cheap cigarettes to the youth and low income segments 
of the population. Illicit cigarettes, which are widely available in Pakistan, remained well below the 
minimum price and thus the illicit tobacco market continued to thrive. 

Tobacco in Pakistan is subject to a sales tax and local tobacco taxes are known as Federal Excise Duty 
(FED). In 2014, taxation was simplified by introducing a two tier specific excise tax with price as the 
base. Excise taxes continued to increase and in 2017, Pakistan became the highest-ranked market by 
volume of illicit cigarettes consumed, despite showing a 14 per cent decline in illicit consumption 
(Oxford Economics, 2018). To combat the growing illicit market, the FED was revised to include a 
third band that included low-end cigarettes. This helped key manufacturers to shift some of their 
most sold brands to the lowest tax slab, which reduced the FED by 50 per cent (Pakistan Institute of 
Development Economics, 2018). Consequently, prices declined for several brands helping legal play-
ers to recover volumes. In 2018, the illicit share declined to 33.2 per cent and to 27.0 per cent in 2019. 
The decline in illicit consumption may be attributed to the implementation of a series of regulatory 
and enforcement initiatives. These targeted illicit trade such as a restructured Federal Excise Duty 
designed to encourage producers of illicit tobacco to formalise.

5 https://www.econstor.eu/bitstream/10419/198198/1/ceswp-v04-i3a-p541-553.pdf 
6 https://tribune.com.pk/story/598337/cancer-to-society-how-illicit-cigarette-trade-dents-the-socio-economic-fabric
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As a result of a Government-led enforcement programme over 4 months, 1.6 bn illicit cigarettes were 
seized. 

Table 13. Illicit market share in Pakistan 2010-2019

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

18.9% 19.2% 22.0% 22.0% 23.0% 27.7% 40.6% 40.0% 33.2% 27.0%

Source: PTC annual reports (2010-19)

Summary 

Analysis of the above case studies clearly indicate that adoption of a prudent tobacco tax policy, 
stronger enforcement and increased penalties, are important in maximising government revenue 
and curbing illicit trade. Higher taxes in Pakistan spurred the growth of illicit cigarettes. As a response 
to the growing illicit market, the Government of Pakistan revised the tax regime and strengthened 
enforcement, which resulted in the illicit share to decline. Canada introduced a variety of strong 
enforcements to curb the illicit tobacco market.
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Why Should Illicit Cigarettes 
Concern Sri Lanka?
Challenge to National Health Objectives
Ordinary legal cigarettes do have their own health risks and are certainly partly to blame for the 7 
mn tobacco related deaths per year globally (CDC, 2020) and 12,300 annual deaths in Sri Lanka (The 
Tobacco Atlas, n.d.). However growing numbers of illegal, unregulated, cheap alternative products 
can further worsen these numbers. Some of these illicit products have contained five times as much 
cadmium, nearly six times lead and high levels of arsenic. They also contain 160 per cent more tar, 
80 per cent more nicotine and 133 per cent more carbon monoxide (Coventry Telegraph, 2015). If the 
unregulated product market share increases, we can expect far worse health outcomes and deaths.

Negative health outcomes can have indirect effects on government health policy objectives as it de-
prives funds for anti-smoking campaigns and healthcare costs. Moreover, additional health resources 
will be required to treat those that are affected by tobacco related diseases. 

By most accounts, Sri Lanka has made great progress in meeting the challenges of reducing the 
harm caused by smoking to health. Although counterfeit cigarettes in the market are relatively low, 
smuggled cigarettes continue to be a problem. These smuggled cigarettes avoid various restrictions 
and health regulations, such as requirements for graphic health-warning labels (GHWs) in the local 
language. These cigarettes could have serious health implications for its users as there is no way to 
verify the quality standards.

Increased Criminal Activity and Threat to 
National Security 
Cigarettes are one of the most smuggled ‘legal’ products in the world and cigarette smuggling is con-
sidered a form of transnational organised crime. As such, this activity poses significant and increasing 
threats to national security and public safety. A perception study on the illicit market found that in 
all of the European countries, close to a third of respondents think that black market cigarettes are 
one of the most important sources of revenue for organised crime (European Commission, 2016). 
According to the Italian Minister of Health Care, the value of illicit trade of tobacco products in Italy 
gives organised crime double the revenue they generate from selling cocaine and heroin.
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Evidence shows that many high profile terrorist organisations such as Al-Qaeda and ISIS operate 
smuggling rings due to higher profit margins and the relatively lower risk. The founder of the Signed-
in-Blood Battalion, a terrorist organisation, is known as “Mr. Marlboro” as he was involved in cigarette 
smuggling as a means to raise funds for his organisation (Parliament of Australia, 2015). 

According to Dr. Louise Shelley, University Professor at George Mason University and Director of the 
Terrorism, Transnational Crime and Corruption Center (TraCCC), “Oil is not ISIS’ only source of reve-
nue… Still more funding comes from the sale of counterfeit cigarettes” (Philip Morris International, 
n.d.). 

Not only are criminal networks expanding through the trafficking in illicit tobacco products, this 
activity also facilitates and provides funding for other criminal activities. These include money laun-
dering, bulk cash smuggling and trafficking in humans, weapons, drugs, antiquities, diamonds and 
counterfeit goods (Parliament of Australia, 2015).

Examples of large scale illicit cigarette seizure cases are listed below:

• Operation Royal Charm and Operation Smoking Dragon led by FBI undercover agents 
posing as underworld criminals, highlight the convergence of illicit markets and national 
security issues. USD 40 mn worth of counterfeit cigarettes and other illegal items such as 
methamphetamines, counterfeit pharmaceuticals, counterfeit money and weapons were 
smuggled into the USA. Eighty seven individuals were indicted from Canada, China, Tai-
wan and the USA (UNODC, 2011). This case reveals the potential magnitude of tobacco 
related criminal operations and association of other harmful illegal products.

• An INTERPOL operation named Black Poseidon which was aimed at the illicit tobacco 
trade industry in Eastern Europe, led to the discovery of large scale illicit cigarette pro-
duction in Ukraine. More than 1,400 individuals were arrested or under investigation and 
7.3 mn trafficked goods were seized (INTERPOL, 2012). The manufacturing capacity of this 
source was estimated at 100,000-125,000 individual packs of cigarettes per day. The IN-
TERPOL operation seized machinery, 30 tons of cut tobacco and 350,000 ready to sell 
individual cigarette packs worth approximately USD 560,000 (Parliament of Australia, 
2015). In addition to the cigarettes, Operation Black Poseidon led to the seizure of illicit 
agrochemicals, clothing, electronics, food, toys and vehicle spare parts. The goods in total 
were worth 123 mn Euros. “The high number of arrests and illicit goods seized during Op-
eration Black Poseidon, highlights the international scale of illicit trade and the benefits 
national police, customs and other law enforcement agencies derive from working closely 
together with representatives of regulatory bodies and the private sector, to stop the 
criminal networks behind this crime,” said John Newton, the head of INTERPOL’s Traffick-
ing in Illicit Goods unit (INTERPOL Red Notice Removal Lawyers, 2012).

• New Zealand (NZ) has had multiple large scale illicit cigarette seizures this year. A Ma-
laysian businessman was charged in August 2020 over allegedly importing 2.39 mn cig-
arettes inside a container from Malaysia on July 27 and trying to avoid a USD 2 mn tax 
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bill. This is NZ’s largest ever single-seizure tobacco smuggling case. In September 2020, 
they arrested multiple personnel involved in another shipment that took place in July 
which involved 2.2 mn illicit cigarettes attempting to evade USD 1.8 mn in excise tax. This 
shipment was also sent from Malaysia and declared as 175 roof extension units and the 
cigarettes were hidden inside stacks of metal frames. This case led to the discovery of 
more illicit cigarette units in different parts of New Zealand. Authorities have linked these 
operations to Malaysian organised-crime syndicates. Malaysian syndicates had already 
been involved in trafficking drugs and smuggling illegal immigrants. However this was 
the first time the NZ customs agency had seen cigarettes smuggled on such a large scale. 
“In recent years, Customs has conducted a number of investigations involving Malaysian 
syndicates, which show that members are often sent to New Zealand to smuggle and 
distribute the commodities. These syndicates often use a shell or inactive company to 
try to give the appearance of legitimate operations, and we believe this case is no dif-
ferent,” the Customs investigations manager Bruce Berry said. He added that Customs 
had largely seen Chinese-branded cigarettes exported from China in the past, however 
“the Malaysian-exported cigarettes have been a game changer in terms of the distinctive 
packaging, sophistication of concealment and the significant volumes per shipment. This 
is something that our partners in Australia have been seeing for some time – it’s all driven 
by greed and profit.” (NZ Herald, 2020)

• In one of India’s largest seizures since the COVID-19 lockdown in the country, USD 1.6 
mn worth of foreign branded cigarettes were discovered by the Directorate of Revenue 
Intelligence (DRI) from a container in Navi Mumbai in June 2020. Anil Rajput, Chairman, 
FICCI CASCADE said that “cigarette smuggling is a big racket across the globe and India 
continues to remain a hotbed for this menace. Even as the country is grappling with the 
coronavirus crisis, the seizures of such goods remain high” (The Times of India, 2020). A 
FICCI press release in relation to these seizures states that cigarette smuggling “creates 
large scale destabilisation by fomenting crime and funding insurgency and terrorism” (FIC-
CI, 2020).

The maximum penalty for smuggling illicit cigarettes in Sri Lanka is Rs. 1 mn which is less than USD 
6,000 - a small price to pay for a large scale operation in which a container of illicit cigarettes can be 
worth upto Rs. 650 mn. Given the softer penalties compared to higher profits, criminals have invested 
in and developed sophisticated mechanisms to smuggle goods into Sri Lanka. 

Increased Smoking Prevalence
One rationale put forth by the Government to push the prices of cigarettes up by taxing more, is 
to discourage smoking. However this approach can be ineffective due to the soaring illicit tobacco 
market in Sri Lanka.
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• Tobacco, due to nicotine, is considered one of the most addictive substances in the 
world. As discussed in the Challenge to National Health Objectives section of this report, 
illicit tobacco products may contain higher levels of nicotine, making these products even 
more addictive and increasing tobacco desirability.

• The lower prices of Illicit cigarettes can also increase the tendency for individuals to con-
sume more due to availability and cost. 

• Illicit cigarettes can attract new smokers who are not willing or cannot afford to pay high 
prices, for example school or university students.

• Illicit cigarette packages often do not contain graphic health warnings (GHW) which will 
further remove the intended psychological effects associated with prevention.

Revenue loss to the Government
The illicit tobacco trade has resulted in huge losses to the Government in the form of lost taxes, as 
exemplified by the international illicit trade cases described in the previous sections of this report.

Building on the analysis in Table 14, the RIU calculated the revenue loss to the Sri Lanka Government 
from illicit tobacco. The figures were arrived at by using the extrapolation of income from legitimate 
tobacco sales.

Table 14. Calculation of the revenue loss to the government from illicit cigarettes 2019 & 2020

2019 Upper 
Estimate

2020 Estimate
(assuming 11%* reduction in 

cigarette consumption)

Volume of the illicit market mn sticks 740 726

Average tax per stick (Rs.)** 46 53

Revenue loss to the government (Rs. mn) 34,003 38,508
 

*FMCG sector contracted by 11 per cent during Q1 2020 (Nielsen)
**Computed by dividing total levies paid by the legal industry by total number of sticks sold

Our estimate for the 2020 revenue loss due to the illicit tobacco market is Rs. 38.5 bn. To put things 
into perspective, this amount would have almost entirely covered the cost of the Central Express-
way Section 1, or fully funded the Lotus Tower which cost around Rs. 20 bn. 
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In addition to the above, there are indirect financial implications. For example, the profits that crim-
inals make from successful illicit cigarette trade activities can fund other illicit items being brought 
into the market, such as illicit alcohol, recreational drugs or pharmaceuticals. Criminals can also fur-
ther advance their transporting and packaging methods, making illicit items more undetectable. Cor-
ruption attempts could be possible with criminals trying to influence enforcement agencies by offer-
ing substantial bribes. These criminal business expansion activities can lead to increased illicit sales 
and fiscal losses and the longer this problem is left untouched, the larger and more uncontrollable it 
becomes with potential terrorism links.

The financial losses can also extend beyond taxes. For example, with increased and widespread illicit 
activity, additional enforcement personnel and financial investments would be required.

These are significant financial implications to the Government which can be avoided. Resources 
could be realigned towards funding productive economic and social development activities, as well 
as further investments in illicit trade mitigating measures such as increasing customs and law en-
forcement personnel and modernising equipment for detections. The estimated Rs. 38.5 bn alone 
could have for instance funded brand new laptops for around 650,000 students.

International fiscal gain results from successfully decreasing illicit trade are evident in other sections 
of this report.

Loss of Employment Along the Value Chain
As indicated previously, the illicit cigarette market in Sri Lanka is estimated at Rs. 38.5 bn for the year 
2020. While this results in fiscal losses to the country, it is also a loss of revenue to legitimate players 
in the industry who contribute to the economy via creating jobs and paying taxes. Illicit trade affects 
multiple departments in these legal businesses, including farmers, suppliers, retailers, manufacturers, 
distributors and consumers. Law abiding distributors and retailers also lose out on sales due to the 
reduced demand for legal products, including supplementary items that smokers usually buy while 
in their shops.

The factory manufactured cigarettes (FMC) industry in Sri Lanka, as a whole, affects over 71,740 direct 
and indirect workers and retailers according to calculations based on Oxford Economics data.



Economics of Tobacco Taxation in Sri Lanka

33

Combating Illicit Tobacco Trade
Australia’s Illicit Tobacco Taskforce
There are a number of estimates on the size of the illicit tobacco market in Australia. The estimates 
from the Department of Immigration and Border Protection (USD 0.5 bn to USD 2.3 bn), KPMG (USD 
2.5 bn) and others range up to USD 6 bn (Hawkins, 2018). According to the Australian Taxation Office, 
illicit tobacco costs the Australian community USD 477 mn in lost revenue each year (Australian 
Taxation Office ATO 2020).

Growing tobacco in Australia has been illegal for more than a decade, with the maximum penalty of 
10 years imprisonment. Several other significant steps have been taken by the Government to ad-
dress illicit trade. Among these are tobacco tax increases, strengthening the administration of tobac-
co imports and the creation of a multi-agency task force to increase investigatory and enforcement 
capability (The World Bank, 2019).

With the numerous tobacco tax increases, the Australian Government recognised the potential im-
plications in regards to illicit trade. Budget papers by the Treasury acknowledged that, “Changes to 
taxation arrangements for tobacco have the potential to increase illicit tobacco activity”. For this 
reason, the measures were supported with USD 5.7 mn over two years to expand the Department of 
Immigration and Border Protection’s Tobacco Strike Team (The World Bank, 2019).

The Australian Government announced the new Illicit Tobacco Taskforce (ITTF) in May 2018 along 
with several other budget measures aimed at dealing with illicit tobacco trade as part of the ‘Black 
Economy Package - combating illicit tobacco’. The objective of the ITTF which was later established 
in July 2018, was “to investigate, prosecute and dismantle organised crime groups who use the pro-
ceeds of illicit tobacco to fund other criminal activity, as well as ensure the appropriate revenue is 
paid to the Australian Government.” (ATO, 2020)

The taskforce is led by the Australian Border Force (ABF), thereby facilitating access to the exper-
tise and advanced capabilities of the ABF. The capabilities of the Department of Home Affairs, the 
Australian Criminal Intelligence Commission (ACIC), the Australian Transaction Reports and Analysis 
Centre (AUSTRAC), the Commonwealth Director of Public Prosecutions (CDPP) and the Australian 
Taxation Office (ATO) were also integrated into the operations of the ITTF, making it a multi-agency 
task force. The ITTF therefore has the ability to take action by utilising a range of options and legis-
lative powers at its disposal.
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As part of the ITTF’s activities, the ATO seized and destroyed over 131 tonnes of illicit tobacco in the 
2019–20 financial year, worth an estimated excise revenue of USD 126 mn. Nineteen search warrants 
were executed and over 184 acres of illicit tobacco were uncovered by the ATO with the help of the 
police and the ABF.

Along with the ITTF establishment, the Australian Government announced other key measures to 
target the main sources of illicit tobacco in the country. These measures include collecting tobacco 
duties and taxes at the border, additional resources to monitor domestic tobacco crops, introducing 
a prohibited import control for tobacco and an ATO excise systems upgrade. The fiscal impacts of 
these measures are estimated below.

Table 15. Financial impact of the ‘Black Economy Package – combating illicit tobacco’

2018-19 2019-20 2020-21 2021-22 SUM

Total — Revenue (USD mn) 8 2,418 142 182 2,750

Total — Expense (USD mn) 15 22 29 34 100

Total — Capital (USD mn) 4 0 3 5 13

Fiscal impact -11 2,396 109 143 2,637

Source: Australia Foreign Affairs and Trade, 2018

Despite capital and expenses totalling to USD 113 mn, it was expected that the measures introduced 
would bring in USD 2.6 bn in overall fiscal resources in just four years. Note that due to applying cus-
toms duties to tobacco products already stored within warehouses, there is a one-off high 2019-20 
revenue amount.

Ireland’s Holistic Approach and Effective Enforcement
Ireland’s holistic approach did not solely target the illicit tobacco market, but tobacco consumption 
as a whole. The tobacco policy in Ireland is closely linked to the public health policy which in 2013, 
defined a target to reduce the country’s smoking prevalence to 5 per cent by 2025.

Ireland managed to reduce illicit cigarettes from 16 per cent in 2009 to 10 per cent in 2016, despite the 
fact that the price of cigarettes rose during this period. The illicit market share appeared to increase 
again since 2016. However, this is understood to be due the legal cigarette consumption declining 
faster than the consumption of illicit cigarettes. 
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Figure 17. Illicit Cigarettes and the Price of Cigarettes in the Most Popular Price Category 
(MPPC) in Ireland

Source: The World Bank, 2019

Ireland periodically increased taxes, including a 10 year period when taxes were changed 9 times. The 
country now imposes the highest duty rates on tobacco products in the European Union, including 
roll-your-own tobacco. The main driver of illicit flows is linked to the effectiveness of customs and 
tax enforcement, rather than price alone. 

Ireland introduced tax stamps with a range of security features for fiscal purposes and the identifi-
cation of tax-paid tobacco products. Applying tax stamps to cigarette products and roll-your-own 
tobacco was made mandatory. Selling items with no tax stamps was made an offence and heavy 
penalties were imposed on offenders, including fines up to USD 150,000 (Rs. 28 mn), imprisonment 
up to 5 years, or both. The average fine for illicit trade in tobacco products-related offences rose from 
around USD 700 (Rs. 131,248) in 2010 to more than USD 2,900 (Rs. 543,740) in 2017 (The World Bank, 
2019). These tax stamps and security measures helped better identify illicit products and with heavy 
penalties increasing the risks for illicit activities, engaging in such trade became unfavourable.

In addition to the above, Ireland adopted several measures to reduce general tobacco consumption. 
These included a ban on point-of-sale advertising and also an enclosed workplace smoking ban 
which meant that public transport, pubs, restaurants, shops as well as other workplaces, are smoke-
free. Smoking prevalence of licit and illicit tobacco in Ireland declined from 27.6 per cent in 2007 to 
17.6 per cent in 2017, while excise revenue remained stable between EUR 1 bn and EUR 1.4 bn per year, 
perhaps partly due to the revenue gained from penalty payments.
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Figure 18. Smoking Prevalence in Ireland, 2008 to 2016 

Source: Health Service Executive, Smoking Prevalence Tracker Half Year - 2017 as cited by The World Bank, 2019

Ireland’s successful approach could be seen as ideal, however in the current Sri Lankan climate, this 
approach may not be feasible. Sri Lanka’s illicit market is already soaring, and the tobacco industry di-
rectly and indirectly supports over 70,000 people. Therefore a step by step approach will be required 
in Sri Lanka to deal with the illicit problem, one with minimal socio economic disruptions.

Track and Trace
The World Health Organization’s protocol named Framework Convention on Tobacco Control (FCTC), 
which was created to specifically address illicit tobacco trade, emphasises on specific areas that 
nations should focus on to enable better cross national collaboration in dealing with the problem. 
The framework offers new substantive provisions directed at supply chain control, the tracking and 
tracing provisions and the establishment of a centralised global information-sharing point. These will 
allow authorities to monitor the legal supply chain and easily identify products being diverted into 
the illegal market.

Track and Trace Relevance to Sri Lanka

While several countries have successfully adopted track and trace, including Kenya which has a sim-
ilar GDP to Sri Lanka, this may be not relevant to Sri Lanka.

• Locally manufactured cigarettes are strictly supervised by government officials to 
 ensure there is no leakage.
• The existence of health warnings in the local languages makes it easy to identify legally 

manufactured cigarettes.
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Conclusion and 
Recommendations
This report highlighted many problems that are prevalent in the current tobacco tax regime due to 
the thriving illicit tobacco market in Sri Lanka today. Sri Lanka is one of the most expensive countries 
to purchase legal cigarettes in terms of the purchasing power parity in the world, while the illicit 
and cheap tobacco alternatives market is largely uncontrolled. Unscientific tax increases without 
adequate measures to reduce and control the illicit market have resulted in lower efficiency of excise 
tax over time and failure to meet optimum health and financial results. 

Therefore, it is imperative that the Government adopts a more comprehensive, but pragmatic to-
bacco policy to achieve national health objectives, maximise revenue and to curb the growth of the 
illicit tobacco market. Cross country efforts and experiences explored in this report provide a good 
overview of the varying approaches and methods that could be used to deal with the issue.

Some of the salient measures that should be taken and which follow from the findings of this study 
are:

• Increasing tax way above the threshold affordability levels of consumers can create 
downtrading from licit to illicit. Instead of ad-hoc increases in taxation, the tax should be 
indexed to inflation or affordability, at least until the illicit market issue is addressed and 
there is no possibility for it to grow again.

•  Tax discrimination encourages users to switch from one tobacco product to other cheap-
er alternatives. It is time to recognise that the growing usage of beedi is a threat to na-
tional health objectives. Therefore, the focus of the policy should be on tobacco and all 
tobacco products, rather than just cigarettes. 

•  While fixing loopholes in the tax system, the Government must strengthen enforcement 
by investing in modern equipment for detection, capacity building for officials and in-
creasing incentives. The Government took steps to aid detections by installing high tech 
scanners over the past decade, however it needs to be ensured that these are being oper-
ated efficiently with adequate staff. Particularly port and airport enforcement mechanisms 
need to be tightened to curb the smuggling of illicit cigarettes and beedis. 

•  A dedicated task force can be considered to crack down on the illicit market. Australia’s 
example described in this report shows that financial benefits can be expected within just 
a few years of implementation, easily covering capital and other expenses involved in 
setting up such a task force.

•  Those engaged in the illicit market see their activities as low risk and highly rewarding. 
Therefore penalties can be revisited and made more stringent, as in Ireland, to increase 
this risk for potential offenders and to deter such activity. In Malaysia, the minimum fine 
was increased in 2019 for smugglers, traffickers, suppliers and sellers of contraband ciga-
rettes, to USD 25,000 or a minimum jail term of 6 months or both, if convicted.
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