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Policy making is not always a black and white process. It involves making trade-offs. In 
such circumstances, policy makers are forced to face the harsh realities that may arise 
from the social and economic impact of their decisions and it’s important for them to 
strive to maintain pragmatism. Tobacco taxation is a case in point where the politicisa-
tion of the issues has resulted in a sub-optimal achievement of both the health and fiscal 
targets in the past. 

The purpose of this document is to enlighten readers on the effects of current tobacco 
taxation policy in Sri Lanka. It does so by carrying out a comprehensive and detailed 
treatment of the analysis of tobacco taxation. It is important that analysis of this sort be 
carried out as objectively as possible. We believe that by resorting to facts and data in 
our commentaries, we have achieved this.

The RIU has always been an organisation that has addressed issues of national interest 
and has been advocating pursuance of prudent policies. It was one of the first organisa-
tions to carry out a study to understand the impact of the Chrysotile ban in Sri Lanka 
and accurately predicted a potential diplomatic blunder that could arise from this ban. 
It has been a vocal critic of policies relating to the real estate industry in the past. Most 
recently, at the Big Issue Sri Lanka Economic Forum, the RIU pointed out the need to 
have a coherent and sustainable excise tax policy on tobacco to meet the government’s 
health objectives, while maximising government revenue. In the same forum, the RIU 
also showed that Sri Lanka is one of the most expensive countries to purchase cigarettes 
and thus, has become a hotspot for smuggling. This report is an extension to the RIU’s 
previous report “Towards a Sustainable Policy Framework for the Tobacco Industry in 
Sri Lanka” where our research focused on estimating the size of the market and un-
derstanding the key driving factors of illicit tobacco trade. Using the findings, the RIU 
attempts to recommend a list of policy prescriptions to curb the growth of illicit trade.

We are delighted to present this report “Economics of Tobacco Taxation in Sri Lanka: 
Effects and the need for a Prudent Framework” 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 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 the parties who have contributed towards this study. It is hoped 
that this study stimulates and provokes further debate and will act as a guiding docu-
ment for future researchers.

Roshan Madawela
Founder & CEO - RIU

Foreword
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Executive Summary
Worth over Rs 190bn, the tobacco industry is a major contributor to 
the economy in terms of providing jobs and sustaining livelihoods. 
Moreover, the industry generates over Rs. 100bn in tax revenue for 
the government through excise duty and other taxes.

Over the years, Sri Lanka has achieved important milestones in terms 
of health. It scores higher than the regional average in healthcare, 
having high Life expectancy and a lower maternal and infant death 
rate than its neighbours. The country was one of the first to ratify the 
Framework Convention on Tobacco Control (FCTC) and made early 
progress with a ban on enclosed public place smoking, graphic health 
warnings, ban on sales to persons under 21 and a ban on sponsorship, 
supported by a voluntary industry effort prior to these becoming law. 
The Government’s initiatives to curb smoking prevalence has been 
praised by the World Health Organisation (WHO). A prolonged con-
tinuation of a sizeable illicit tobacco market can weaken a govern-
ment’s health objectives and increase smoking prevalence among the 
public. 

In this report, we show that the current tax policy has caused signif-
icant market distortions from legitimate to illicit, which will under-
mine the Government’s efforts to deter smoking. Disproportionate 
application of tobacco taxation of beedi has enhanced the afforda-
bility of beedi. A Rs.3 tax on a stick of beedi can generate an addi-
tional Rs. 7.5bn annual revenue for the government. Current excise 
taxation puts a greater burden on low income groups than the upper 
income groups, eroding the real incomes of low income individuals. 
This will have serious implications in terms of increased poverty lev-
els. 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 2012, the illicit share in Sri Lanka was under 10% of the total mar-
ket. A 52% increase in the price of cigarettes in October 2016 and sev-
eral increases that followed, has made Sri Lankan cigarettes the most 



expensive, in absolute terms on the purchasing power parity (PPP) ba-
sis globally, by 2018. The base case estimate indicates the illicit share 
to be around 14% in 2018 and with the 2019 July excise revision, it 
is about to increase to 21% in 2019. The value of the illicit cigarette 
market market will reach 24bn in 2019 up from 15 bn in 2017 at the 
expense of the legitimate industry. The illicit beedi market is worth 
around Rs. 4 to 5bn and accounts for about 5 to 6% of the legitimate 
market. This massive size of the illicit market means a 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 beedi rollers. In 2019 the Government stand to lose over Rs.14bn 
due to illicit cigarettes. This is equivalent to around 36% of the annual 
Samurdhi spending.

Furthermore, the illicit tobacco network is also a threat to national 
law and order as well as security. Many countries have identified il-
licit tobacco trade as one of the modus operandi for terrorist financ-
ing for high profile terrorist groups such as Al-Qaida. This is mainly 
because the illicit tobacco trade is a high profit low risk operation that 
fuels the overall spread of criminality in society. Thus, the Govern-
ment must not rule out the threat it poses to the country and must 
take action to track down supply chains.

In this report, the RIU provides a list of recommendations to rectify 
the situation. Key policy measures and actions recommended here-
in are centred on revising the tobacco tax policy to achieve national 
health objectives, fiscal space and comprehensive coverage of tobacco 
products. 
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SRI LANKA’S 
TOBACCO TRADE
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Industry Overview
In Sri Lanka, tobacco is mainly consumed either in the form of ciga-
rettes or beedi. Furthermore, tobacco is also used as an ingredient in 
packs of betel-leaves that are chewed . The reported prevalence for 
current tobacco use among men was 43.4% and 2.9% among wom-
en in the age group of 15 and above for 2017 (WHO, 2019). The total 
value of the tobacco market excluding smokeless tobacco in Sri Lanka 
in 2018, had an estimated value of around Rs.190bn (RIU estimates). 
         
Tobacco smoking prevalence in Sri Lanka is 14% (WHO, 2019). Cur-
rently consumption of cigarettes (excluding illicits) amounts to just 
over 3bn sticks a year, while consumption of beedi (excluding illicits) 
amounts close to 5bn sticks a year. Inspection of Figure 1 indicates a 
clear growing demand for beedi which has experienced over 300% 
growth since 2007. Beedi is more popular among rural low income 
individuals and appears to be a substitute for increasingly expensive 
cigarettes. On the other hand, consumption of legal cigarettes has 
contracted by over 30% in the last 11 years. As indicated in the RIU’s 
case study (2018) and discussed in later sections of this report, this 
apparent reduction in legal cigarette consumption is accompanied by 
growth in consumption of illicit cigarettes.  

Figure 1: Beedi & cigarette consumption historical trends - 2007-2018

 

Source:  CTC Annual Reports, (2016-19)

The tobacco industry in Sri Lanka consists of cigarettes, beedi and 
a small-scale cigar industry. The industry value chain is comprised 
of the cultivation of tobacco leaf, manufacturing and processing, dis-

  1 Using tobacco and arecunut in betel packs, apart from smokeless tobacco products and  mixtures that 
   contain tobacco, was banned from 2016. However, it is not strictly enforced at  the moment.
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tribution and retailing tobacco products. The only licensed player 
to produce cigarettes domestically is the Ceylon Tobacco Company 
(CTC). Sri Lanka’s supply of tobacco comes from more than twenty 
thousand farmers clustered in the Central, Eastern, North Central, 
North Western, Southern and Uva Provinces. Tobacco cultivation 
infuses over Rs. 1.5 billion to the rural economy annually. Tobacco 
growing is a lucrative crop compared to food crops and it is quite re-
silient to adverse weather conditions as compared with other crops. 
(Mirror, 2018). Importation of cigarettes requires importers to obtain 
a license from the Government.

The beedi industry in Sri Lanka combines locally grown tobacco with 
imported Tendu leaves that are used to wrap the beedi. It began  as a 
cottage industry and today it is believed to be substantially large in 
terms of the scale of production . There were around 700 registered 
beedi manufacturers in the Island in 2017 (RIU, 2018). In addition, 
there is large number of informal sector manufacturers of beedi who 
are operating small scale operations in various parts of the country. 
According to a study done in 2019, there are over 1,000 families  in-
volved in manufacturing  beedi (DailyFT, 2019).

Contribution to the Economy
Tobacco is also a major source of revenue to the Government. The 
annual income generated by the formal tobacco industry is estimated 
at Rs.144bn (RIU, 2018). The formal cigarette industry accounts for 
Rs.131bn while the other players in the market account for the re-
maining Rs.13bn. 

The industry has generated many jobs directly and indirectly. Ac-
cording to a case study done by the RIU in 2018, an estimated 45,000 
employees are engaged in the cigarette industry and 25,000 are em-
ployed by the beedi, cigar and chewing tobacco industries. In terms 
of livelihoods, the tobacco industry is estimated to support around 
277,000 individuals. (Peppercube, 2016). The beedi industry provides 
substantial income for rural women who are engaged in beedi rolling 
and it supports close to 80,000 livelihoods (RIU, 2018).

 2 http://www.dailynews.lk/11/07/2017/business/121475/toddy-and-beedi-%E-93%80%2cottage- 
   industries-no-more
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Figure 2: Number of jobs created by the tobacco industry - 2018

Source: RIU primary data, CTC Annual Report, 2018

Policy Environment
The tobacco industry is one that is highly regulated in Sri Lanka. His-
tory of tobacco regulation goes back to 1953 with the introduction of 
the Tobacco Tax Act No. 27 of 1953. More recently under the Tobacco 
Tax Act No. 08 of 1999 which replaced the previous laws, tobacco 
products including the manufacture of cigarettes, beedi and cigars 
were subjected to taxes. Thereafter, successive governments have 
been introducing new tobacco regulations frequently. The price of 
cigarettes has remained on a steady upward incline for the most part 
during this period. Most notably, 2016 witnessed a sharp increase of 
over 50% in price of the most popular brand. Following several suc-
cessive excise revisions Sri Lanka has become the most expensive (in 
PPP terms) country in which to purchase cigarettes globally (WHO, 
2019).

Figure 3: Price of a stick of John Player Gold Leaf - 2007-2019

Source: RIU compilation based on market information
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As a result of significant government intervention over the years, 
cigarettes is one of the most taxed commodities in the market where 
the consumers bear a total tax component as high as 75% for most 
popular cigarette brand. The excise tax which is one of many other 
taxes applicable, has increased four-fold over the last decade. Figure 
3 indicates the price paid by consumers for a single stick of cigarette. 
However, the beedi industry, mostly unregulated, pays a low amount 
of taxes compared to cigarettes. This discriminatory treatment was 
highlighted by some commentators (Rodrigo, 2016; Perera, 2016; 
Wickramasinghe, 2017; Gunasinghe, 2018). According to some ana-
lysts, imposing a tax of Rs 5 per stick of beedi can yield about Rs. 19bn 
in revenue compared to its current tax contribution of Rs 2.8bn . 

In addition, the Government is considering bringing some additional 
policy measures to curb smoking which are mentioned below ;

• Banning the sale of single cigarettes;
• Banning selling cigarettes within a radius of 100 metres from 

any places frequented by persons under the age of 21 such as 
schools, playgrounds, religious places and universities;

• Introducing plain packaging for cigarettes which will only 
permit manufacturers to use approved colours in packaging 
and displaying brand names; and

• The banning of smoking in public places.

Unfortunately, all these policy measures have a single focus on ciga-
rettes and no effective measures has been taken to curb smoking of 
beedi which has higher concentration of nicotine than conventional 
cigarettes. The nicotine concentration in the tobacco of bidi cigarettes 
(21.2 mg/g) was significantly greater than the tobacco from the com-
mercial filtered (16.3 mg/g) and unfiltered cigarettes (13.5 mg/g) (Mal-
son, Sims, Murty, & Pickworth, 2001).

 3 http://www.ft.lk/opinion/Cheaper--beedi--pushing-up-smoking-in-Sri-Lanka/650273-14

 4 http://www.dailynews.lk/20/04/2017/local/113679/cabinet-paper-banning-sale-      
    %E9%80%2Cloose%E9%80%2D-cigarettes-near-schools
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Tobacco Taxation 
and its effects
Tobacco companies fall into the highest corporate tax bracket, along 
with gambling, gaming and liquor companies. The importation of to-
bacco or cigarettes is also subject to additional taxes and duties. In 
addition, all domestic and imported tobacco leaf which is intended to 
be used in the manufacture of cigarettes, are subject to tobacco tax. 
Sri Lanka has a 5 tier specific excise tax regime on cigarettes with the 
length as the tax base. Cigarettes are also subject to sales taxes; VAT 
and NBT. Beedi is not taxed, but Tendu leaves (a.k.a. beedi leaves), a 
key ingredient in manufacturing tobacco, is subject to CESS.

Table 1: Taxes applicable on the tobacco manufacturers and products -2019

Cigarettes Beedi

Corporate tax 40% 40%*

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

Import duty

125% for manufactured 
sticks + Rs. 5 per stick
75% for unmanufactured 
tobacco

75% or Rs. 4,000/= per kilo 
for manufactured beedi
30% or Rs.250/- per kilo for 
beedi leaves
85% for imported beedi to-
bacco Import tax of Rs. 1.00 
per stick of beedi

CESS
30% for imported 
cigarettes 30% for
 imported tobacco

Rs. 3,500/- per kilo for
imported beedi leaves
30% for imported beedi
 tobacco

PAL
7.5% for imported tobacco
Imported cigarettes are 
exempt

7.5% for imported beedi 
leaves 7.5% for imported 
beedi tobacco

Excise tax

Length below 60 mm 
– Rs. 11,675/- per 1000 
sticks
Length 60 – 67 mm - Rs. 
19,500/- per 1000 sticks
Length 67 – 72 mm - Rs. 
37,600/- per 1000 sticks
Length 72 – 84 mm - Rs. 
37,600/- per 1000 sticks
Length exceeding 84 mm 
- Rs. 42,200/- per 1000 
sticks.

None
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NBT

2% for locally 
manufactured sticks
Imported sticks are 
exempt
2% for imported tobacco

None for locally manufac-
tured sticks
2% for imported beedi leaves
2% for imported beedi 
tobacco

VAT

15% for locally manufac-
tured sticks
15% for imported sticks
15% for imported tobacco

None for locally manufac-
tured sticks
15% for imported beedi 
leaves 15% for imported 
beedi tobacco

*Most of the beedi manufacturers run very small scale informal operations and they are unlike-

ly to pay corporate tax of 40%.

Source: RIU compilation based on government gazettes, and Ministry of Finance

In the past, taxes have had many revisions especially the excise tax. 
During the last 5 years, the Government revised excise tax several 
times. In 2014, in order to simplify tobacco taxation, the Government 
consolidated VAT and NBT into excise tax. As a result,  excise reve-
nues were boosted by over 40% but the VAT revenue declined . In 
2016, the Government re-imposed VAT on cigarettes while increasing 
the excise tax. This resulted in the price of cigarettes shooting up to 
over 50%. This lead to a decline in excise revenues in the following 
year. 

Successive governments have paid scant or little attention to increase 
taxes on beedi until 2016 when it decided to increase the CESS on 
beedi leaves (Tendu leaves) by over 5 folds. During the same year, it 
was decided to increase the beedi manufacturing fee but was not im-
plemented. In the following year, the Government decided to increase 
the beedi import license to Rs. 5mn but once again, it was not imple-
mented. In the 2019 budget, the Government increased the CESS on 

beedi leaves to 3,500 per kilo.

Table 2: Tax revisions 2014 - 2019

Cigarettes Beedi

2014

Excise tax increased 
(see Figure 6 for de-
tails)
VAT and NBT on ciga-
rettes were consolidat-
ed into a single exer-
cise tax.



7

In 2016, the 
Government
 re-imposed VAT 
on cigarettes while 
increasing the 
excise tax. This 
resulted in price of 
cigarettes shooting 
up over 50% leading 
to a decline in excise 
revenues in the 
following year.

2015

Excise tax increased 
(see Figure 6 for de-
tails)
NBT reintroduces on 
cigarettes for both re-
tail and wholesale.

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

2016

Excise tax increased 
(see Table 3)
VAT reintroduced on 
cigarettes

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)

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

2019

Excise duty increased 
(see Table 3)
NBT to be levied on 
cigarette production

CESS duty on the importation of 
Tendu Leaves was revised to Rs. 
3,500 per kilo

Source: RIU compilation based on government gazettes, 
and news articles published online, 2019

The Government’s go-to instrument for influencing cigarette pric-
es is the excise price. The tax differential between the top 2 bands 
and the rest, has broadened since 2014. The excise applicable to the 
lowest band has been constant for the last 4 years. The top 2 bands 
show almost uniform increments over the years. The 60-67mm and 
67-72mm bands remained the same for the 2016-18 period. With the 
excise revision on 2019 March, the 60-67mm band increased margin-
ally while the with the July revision, the same band saw a massive 
hike and now it is at the same level as the 72-84mm tier. This move 
has essentially combined the 67-72mm and 72-84mm bands together 
into a single 67-84mm excise tier.

Table 3: Excise tax revisions 2014- 2019

2014 2015 2016 2017 2018 2019

Length below 
60mm (Rs.)

6,975 6,975 11,675 11,675 11,675 11,675

Length 60-67mm 
(Rs.)

12,675 12,675 17,375 17,375 17,375 19,500

Length 67-72mm 
(Rs.)

14,660 14,660 20,500 20,500 20,500 37,600

  In 2015, the Government also decided to decrease the standard VAT rate from 12% to 11% 

which is another reason for decreased revenues from VAT.



8

Length 72-84mm 
(Rs.)

21,610 23,750 30,500 30,500 33,550 37,600

Length Exceeding 
84mm (Rs.)

25,100 27,240 34,250 34,250 37,675 42,200

Source: RIU compilation based on Ministry of Finance, 2019

Source: RIU compilation based on Ministry of Finance, 2019

Impact of Tax

Tax impact on cigarettes
As shown in Table 4, there are no products available for the  60-67mm 
and 84mm tiers. Capstan, a non-filtered cigarette, which accounts for 
7% of the total legitimate cigarette consumption, falls under “below 
the 60mm” tax band. This product caters to the low-end segment of 
the market and competes with beedi. In 2017, the CTC launched the 
Navy Cut, which targets the upper lower end of the market and es-
sentially, combats illicit cigarettes at the same time. Bristol (anoth-
er brand) is marketed to a similar market segment. Both Bristol and 
Navy Cut falls under the 67-72mm tax bracket and they account for 
about 9% of the total market. Benson & Hedges and Dunhill are pre-
mium range cigarettes which account for about 5% of the market and 
falls under the 72-84mm tax group. John Player Gold Leaf (JPGL), 
which falls into the same tax bracket as other premium products, is 
the most popular brand of cigarettes in Sri Lanka and accounts for 
nearly 80% of the legitimate market.
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Table 4: Cigarettes product portfolio and market shares

Below 
60mm

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

84mm

Brand 
share 
-2017

Capstan 
(7%)

No prod-
ucts

Navy Cut 
& Bristol 

(9%)

JPGL (80%)
Dunhill (4%)

No 
products

Excise tax 
per stick 
2019 (Rs.)

11.67 19.50 37.60 37.60 42.20

*Market share in parenthesis
Source: RIU compilation based on CTC annual report 2017, 2019

Currently, Gold Leaf, the most sold brand in the market, pays a tax 
share of 75%. Capstan which competes with beedi pays a similar 
share. Navy Cut and Bristol which competes with illicit cigarettes, 
paid 68% of its price as the tax share before the excise revision of 
July 11th 2019. With the said tax revisions, assuming CTC passes the 
complete burden of tax increment to the consumer, total tax share 
embedded in Navy Cut and Bristol would be 80%, a 56% (Rs 15 per 
stick) increase in tax burden for price conscious consumers. This in-
crement will most likely to result in Bristol/Navy Cut switching to 
illicit cigarettes rather than downtrading to Capstan. On the other 
hand, if CTC decides to maintain the prices at the same level the total 
tax component will be 99% making it unlikely to be a viable product.

Table 5: Share of excise, VAT, and NBT by brand – 2019

Price per stick 
( R s . )

VAT NBT

Excise tax Total tax

Before 
11th July

*Post 
11th 
July

Before 
11th 
July

Post 
11th 
July

Before 
11th 
July

Post 
11th 
July

Capstan 20 20 15% 2% 58% 58% 75% 75%

Navy Cut 45 60 15% 2% 51% 51% 68% 80%

Bristol 45 60 15% 2% 51% 51% 68% 80%

Gold Leaf 65 65 15% 2% 58% 58% 75% 75%

Benson & 
H e d g e s

70 70 15% 2% 54% 54% 71% 71%

Dunhill 70 70 15% 2% 54% 54% 71% 71%

*Note: Price for post July 11th is calculated assuming CTC pass the complete burden of 

tax increment to the consumer.

Source: RIU calculations using market prices of cigarettes, 2019
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Several sources (Morais, Colombage, & Wickramasinghe, 2018) in-
cluding the RIU’s internal sources, confirm the average price of illicit 
cigarettes to be around Rs. 30. Before the revision, Bristol and Navy 
Cut competed with the illicit cigarettes with a price differential of Rs. 
15. The said tax revision will double (Rs 30 per stick) the price differ-
ential if CTC passes the total tax burden to the consumers. In other 
words, price that will be paid to consume one stick of Bristol/Navy 
Cut is equivalent to the price that can be payed to smoke two sticks of 
illicit cigarettes. In this context, authors of this report is in the view 
that this excise increase is likely to cause loss of market share of Bris-
tol and Navy Cut, which account for 9% of legitimate consumption, 
to illicit cigarettes. Therefore, given this widened price differential 
between low-end brands of legal cigarettes which is facilitated by 
the excise tax, the environment has been created for a thriving il-
licit business. The excise tax structure has caused considerable price 
distortions in the market leading to changes in consumer behaviour 
towards consumption of illicit cigarettes. 

Table 6: Total tax share by cigarette brand 2018-2019

Excise Band Brand
Total tax 

share 2018

Total tax 
share 2019 
(Before 31st 

July)

Total tax 
share 2019 
(After 31st 

July)

Below 
60mm

Capstan
75% 75% 75%

67-72mm Bristol 68% 68% 80%

72-84mm Gold Leaf 78% 75% 75%

Source: RIU compilation based on market data, 2019

As a result of these unscientific price increases, today Sri Lanka has 
become one of the most expensive countries in terms of purchasing 
power parity to purchase cigarettes (see Figure 10: Price of a 20 stick 
pack of the most sold brand in international dollars - 2018). Further-
more, there is a considerable price differential between Sri Lanka and 
its South Asian counterparts. Additionally, as per Figure 11, Sri Lan-
ka’s price of cigarettes is above the range of high income countries 
such as Singapore and Australia.  This clearly indicates dispropor-
tionate taxation with respect to its GDP per capita.

The excise tax
 structure has caused 

considerable price 
distortions in the 

market leading to 
changes in consumer 

behaviour towards 
consumption of illicit 

cigarettes.
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Figure 4: Price of a 20 stick pack of the most sold brand in international 

dollars - 2018

Note-country rank in parenthesis

Source: WHO, 2019

Figure 5: Cross country comparison: GDP vs price of the most sold 

cigarette brand

Source: WHO, 2019
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Tax impact on beedi
Beedi on the other hand, has been enjoying low taxes for quite some 
time and prices remained stable and subdued over time as evident by 
the graph below (see Figure 6). The main reason for this special treat-
ment by the Government is that beedi is viewed as the “poor man’s 
smoke” and the industry is assumed to be a “cottage industry”. The 
tax share of a stick of beedi is as low as 19%. In 2016, with the incre-
ment of CESS on Tendu imports, beedi prices doubled – however, the 
consumption didn’t decline. During the next two years, following the 
52% increase in cigarette prices, the price of beedi remained constant. 
Sales grew at a rapid phase (50% growth in two years) indicating the 
increasing affordability of beedi and possibly, a substitution effect 
from cigarettes to beedi.

Figure 6: Price and consumption of beedi 2007-2019

Note-*Estimated consumption data for 2019
Source: RIU compilation based on CTC Annual Reports (2016-18), and market data, 2019

Table 7: Tax share of beedi - 2019

Case 1- Beedi manufactured using locally 
sourced tobacco

Amount (Rs)

Cost of a kilo of Tendu leaves 1,000

VAT (15%) 150

CESS 3,500

Total tax a kilo 3,650

Tax per stick* 1.12

Tax share per stick (@ Rs 6 per stick) 19%

In 2016, with the 
increment of CESS on 

Tendu imports, the 
beedi prices

 doubled – however, 
the consumption 

didn’t decline. 
During the next two 
years, following the 

52% increase in ciga-
rette prices, the price 

of beedi remained 
intact but the 

volumes grew at a 
rapid phase (50% 

growth in two years) 
indicating increasing 
affordability of beedi 

and possibly a 
substitution effect 

from cigarettes 
to beedi.
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Case 2- Beedi manufactured using 
imported tobacco

Amount (Rs)

Cost of a kilo of Tendu leaves 1,000

VAT (15%) 150

CESS 3,500

Tax on Tendu 3,650

Cost of tobacco 1,200

CESS 360

Tax on tobacco 360

Total tax a kilo 4,010

Tax per stick* 1.23

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

21%

Note- *1 kilogramme of Tendu leaf produces 3,250 standard 6 centimetre beedis 
(Social Development Network, 2019)

Source: RIU calculations, 2019

At this juncture it is worthwhile to have a closer look at the Gov-
ernment’s tax policy on cigarettes. Figure 7 demonstrates the growth 
of inflation alongside cigarette price increases. Clearly, price increas-
es are always way above inflation. As discussed later, cross country 
experiences show the escalation of prices for cigarettes is aligned to 
inflation plus 2 to 3% on top of that (E.g. UK and Germany). The com-
pound average growth rate (CAGR) of CCPI and NCPI are 4% and 1% 
while it is 12% for cigarettes. This leads to the conclusion that price 
increases in the past were not done in line with the rate of inflation 
and utterly unfounded. The basis of these tax increments were ques-
tioned 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)

CAGR of CCPI and 
NCPI are 4% and 1% 
while it is 12% for 
cigarettes which leads 
to the conclusion that 
the price increases in 
the past were not in 
line with the inflation 
rate and utterly 
unfounded.
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Figure 7: Growth of inflation vs. cigarette prices- 2009-2018

*Note- 2019 CCPI (2013=100) is year on year for March. (2006/07) index values for 2017-18 
are extrapolated from respective figures of CCPI (2013) index values.

Source: Department of Census & Statistics, 2019

Cigarette alternatives such as beedi and fine-cut tobacco have an 
intricate and complex interaction with cigarettes as can be seen by 
other country studies. Therefore, asymmetric taxation can lead to 
some undesirable substitution effects and revenue leakages for the 
Government.

Tax Revenue Analysis
Excise tax is the main contributor to the Government’s tax revenue 
and accounts for 25% of the total revenue. It therefore is of immense 
importance to the Government’s fiscal policy. In 2018, tobacco excise 
tax yielded Rs 90bn in revenue. As indicated below, excise tax on cig-
arettes accounts for 19% of the total excise tax (see Figure 8) - down 
from 20% in 2016. Poor growth in tobacco excise revenue can be at-
tributed to the growing illicit issue which will be discussed in later 
sections.

Figure 8: Government revenue overview - 2018

*Note: 2018 is Provisional data
Source: RIU Compilation based on CBSL, 2019
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Figure 9: Relative Share of tax contributions by sectors - 2007-2018

*Note: 2018 is Provisional data

Source: RIU compilation based on CBSL Annual Reports (2007-18), 2019ß

  
A closer inspection of the contributions of the sectors to excise tax 
revenue reveal a deteriorating share of cigarette excise taxes. In 
2007, cigarettes were the highest contributor to excise revenue with 
a tax share of 6.2%, Over the years, this share gradually declined and 
by 2018 it was 5.4%. Excise tax on motor vehicles were reduced sig-
nificantly in 2015, causing a massive increase in revenue from that 
sector. But with subsequent tax increases.  revenue started to decline 
clearly indicating it has reached its threshold. With the influx of new 
vehicles, demand for petroleum increased causing further growth of 
excise revenue from petroleum imports. Excise duties were revised 
upwards for both soft and hard liquor in 2015 causing revenue to 
increase, but the Government reduced excise on soft liquor in 2017 
causing revenues to come down . The key takeaway from this anal-
ysis is that inconsistent tax increases will generate more revenue in 
the shorten but it cannot however, be sustained in the long run. 

The key takeout from 
this analysis is that in 
the short run 
inconsistent tax 
increases will 
generate more revenue 
but unable to sustain in 
the long run.
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Performance of excise tax on cigarettes

Figure 10: Government revenue from tobacco taxation

*Note: 2018 is Provisional data

Source: RIU Compilation based on CBSL, 2019

Excise tax revenue from cigarettes in absolute terms have increased 
to Rs. 90bn in 2018 from Rs. 30bn in 2007. In 2016, breaking the 
consistency in raising taxes in line with inflation, Government taxes 
pushed up prices by 52% causing slight improvement in revenue (11%) 
in the same year but a dip in revenue the following year. In 2018 rev-
enue recovered as prices were maintained.  

Cigarettes were subjected to VAT prior to 2014 and was generating a 
sizable revenue for the Government. In 2009, the share of VAT was 
1.31% of the total revenue. This  had declined to 1.18% by 2018 despite  
a higher VAT rate than 2014  as a result of dwindling sales of legiti-
mate cigarettes. This implies that the Government is losing out on the 
opportunity to earn more tax revenue.

Figure 11: Share of VAT and excise duty as percentage of the total tax 

revenue – 2009-2018

Source: CTC Annual Reports (2010-2018), CBSL Annual Reports (2009-2018),

In 2016, breaking 
the consistency 

in raising taxes in 
line with inflation, 
Government taxes 

pushed up prices by 
52% causing slight 

improvement in 
revenue (11%) in the 
same year but a dip 

in revenue the
 following year. In 

2018 revenue recov-
ered as prices were 

maintained.  

0	

10	

20	

30	

40	

50	

60	

0	

10000	

20000	

30000	

40000	

50000	

60000	

70000	

80000	

90000	

100000	

 2007	  2008	  2009	  2010	  2011	  2012	  2013	  2014	  2015	  2016	  2017	  2018*	

Pr
ic
e	
of
	a
	JP

G
L	
S.

ck
	(R

s.
)	

Rs
.	M

n	

Excise	Tax	Revenue	on	Cigare=es	 Price	of	a	JPGL	sCck	

  6 This is another example of a misplaced tax policy that caused distortions in the market via 
changing consumer behaviour from soft to hard liquor and toddy. Within 5 months since the 
increase, industry volumes declined by %38. In 2017, the Government rectified this by reducing 
taxes on beer causing industry volumes to bounce back.

7  VAT standard rate in 2014 was %11 and 2018 was %15
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Tax potential of beedi
Given the growing popularity of beedi, the Government is presented 
with an excellent source of revenue to strengthen its fiscal position, as 
beedi is cheap and under-taxed. Social Development Network, which 
is a not-for-profit organisation, conducted a study which showed that 
by imposing a Rs.3 tax per stick at the point of sale, an additional Rs. 
7.5bn annual revenue could be generated for the Government (Dai-
lyFT, 2019). As pointed out by another expert, a similar Rs. 5 tax on 
beedi could generate Rs.19bn (Wickremasinghe, 2018).

Affordability of Cigarettes
One key outcome intended from tobacco taxation is controlling the 
affordability of cigarettes thereby causing smoking deterrence. The 
standard practice is to use the Relative Income Price (RIP) ratio, which 
is defined as the percentage of per capita GDP required to purchase 
100 packs of cigarettes of the most popular brand. According to WHO 
(2019), in Sri Lanka  cigarettes have been  less affordable since 2008 
but have become more affordable in 2018 - compared to 2016.  In con-
trast, an article in 2019 by a think tank, Verite Research, finds that 
cigarettes became more affordable in 2018 compared to 1980, but less 
affordable compared to 2016. The fundamental flaw in both these 
analysis 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 Department 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 cig-
arettes over the years (see Table 8). As per our analysis, the affordabil-
ity of cigarettes shows a consistent, clear and significant decline from 
2007 to 2018. This observation is also supported by an almost static 
share of income per capita spent on cigarettes from 2007 to 2018.

Given the growing 
popularity of beedi, the 

Government is 
presented with an 
excellent source of 

revenue to strengthen 
its fiscal position, as 

beedi is cheap and un-
der-taxed and a Rs.3 tax 
per stick at the point of 

sale, an additional 
Rs. 7.5bn annual reve-

nue could be generated 
for the Government.

As per our analysis 
the affordability of 
cigarettes shows a 

consistent, clear and 
significant decline 
from 2007 to 2018.
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Table 8: Percentage of the mean annual per capita income needed to buy 

100 JPGL packs -2006-2018

2006/07 2009/10 2012/13 2016 2018

Mean annual 
income per 
capita (Rs.)

77,556 109,248 141,828 196,524 215,679*

Price of a single 
JPGL cigarette (Rs.)

14 20 28 50 55

Number of ciga-
rettes that can be 
purchased from 
annual income

5,540 5,462 5,065 3,930 3,921

Share of income 
required to buy 100 
JPGL packs

36% 37% 39% 51% 51%

Share of income 
per capita spent on 
cigarettes

0.43% 0.44% 0.30% 0.31% 0.29%*

Number of ciga-
rettes that can be 
bought with 10% of  
monthly income

46 46 42 33 33

Note-*RIU estimation using historical HIES values

Source: RIU compilation based on HIES survey reports (16-2007), and market data, 2019

Distributional Effects of Excise 
Taxation
Figure 12: Tax burden of cigarettes by income group – 2019

Source: RIU computations based CTC, 2019

As per our analysis in 

2007 the number of 

cigarettes that can be 

bought with 10% of the 

monthly income was 46 

sticks and by 2018 it has 

reduced to 33 sticks.

  https://en.wikipedia.org/wiki/Beedi#cite_note-southasia5-
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 http://www.who.int/tobacco/economics/illicittrade.pdf
 http://www.ft.lk/article/631818/Is-Sri-Lanka-too-tough-on-tobacco
 https://en.wikipedia.org/wiki/WHO_Framework_Convention_on_Tobacco_Control

One important consequence of taxation is the distributional effect in 
which the income of one group is transferred to another group. As 
seen in Figure 12, excise taxation puts a greater burden on the low 
income groups rather than the upper income groups, eroding the real 
incomes of  low income individuals. In economics jargon, this effect is 
known as regressive taxation and often criticised as a form of unfair 
tax policy that deepens income poverty. Generally, all sales taxes are 
regressive in nature, but the magnitude may differ. This is because 
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. As cigarettes in 
Sri Lanka has a higher share of taxes (over 75% for JPGL), the burden 
of tax on the poor will be significantly higher than other forms of ad 
valorem taxes . 

Efficiency of Excise Taxation
The increase in revenue from any tax can be divided into two parts; 
one is the increase in revenue due to the response to increase nation-
al income and the other being the increase in revenue due to chang-
es in the variables, other than national income. These influence the 
tax revenue, the most important being the discretionary changes in 
the 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 tax revenue, is termed as tax elasticity. The 
responsiveness of the tax revenue to changes in national income, tak-
ing into account the change in the tax revenue due to all the factors 
which influence 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% CL, R2=0.9492). In other words, a 1% in-
crease in taxes only generates a 0.72% increase in excise revenue. 
This means the low responsiveness to tax increases and it is quite 
evident from Table 9 as well. In addition, we estimated the tax buoy-
ancy to be 0.48 (p=0.003 at 95% CL, R2=0.9609) which indicates that 
the excise revenue only grows by 0.48% if the economy grew by 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 Gov-
ernment revenue forecasts for excise tax show significant deviations 
from actual forecasts. 

Excise taxation puts 
a greater burden 

on the low income 
groups rather than 

the upper income 
groups, eroding the 
real incomes of low 
income individuals.

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 

improper structuring 
and/or revenue

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

Table 9: Responsiveness of revenue to tax increases – 2008-2018

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

JPGL
 price 
increments

14% 13% 11% 10% 14% 12% 7% 10% 52% 0% 10%

Excise 
increment 
(72-84mm)

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

GDP growth 6% 3.5% 8% 8.4% 9.1% 3.4% 5% 5% 4.5% 3.4% 3.2%

Excise reve-
nue growth

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

Note- 2018 data are provisional

Source: RIU calculations based on CTC and CBSL annual reports (2008-19), 2019
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The Nature of the
Illicit Tobacco Market

What is an Illicit Tobacco Market?

Definition of illicit trade
As per the definition of US Family Smoking Prevention and Tobacco 
Control Act, the term “illicit trade” means “any practice or conduct 
prohibited by law which relates to production, shipment, receipt, 
possession, distribution, sale, or purchase of tobacco products in-
cluding any practice or conduct intended to facilitate such activity” 
(US Department of State, 2015). According to the WHO, illicit trade 
in cigarettes involves (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 . There 
are three broad categories of illicit trades (FICC, 2016); smuggling, 
tax-evaded manufacturing, counterfeit products. The illicit market is 
the part of the market on which due taxes and duties have not been 
paid (HM Revenue & Customs, 2019).

Scale of the global illicit tobacco market
Illicit tobacco is a multibillion dollar business that operates globally.  
Some 11.6% of the global cigarette market is illicit, equivalent to 657 
billion cigarettes a year .  According to a study, in 2006 the global tax 
lost due to the black market was estimated to be around US$40-50bn 
annually (US Department of State, 2015). In the mid-90s, smuggling 
was estimated to be between 6% and 8.5% of global cigarette con-
sumption (Merriman, Yurkli, & Chaloupka, 2000).

Control of illicit tobacco
Under Article 15 of the FCTC, a protocol has been established to pre-
vent illicit trade in tobacco products  which states that the convention 
should deal with all forms of illicit trade in tobacco products, includ-
ing smuggling, illicit manufacturing and counterfeiting. This was to 
reduce the impact of consuming low quality illicit tobacco products. 
Sri Lanka became a party to the WHO Framework Convention on To-
bacco Control in 2005 and acceded to the Protocol to Eliminate Illicit 
Trade in Tobacco Products in 2016.
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Illicit Tobacco Market in Sri Lanka
Sri Lanka is the most expensive place to buy cigarettes on an interna-
tional dollars basis globally (WHO, 2019). With this turn of events, Sri 
Lanka has now emerged as a “high price hot spot” and a prime target 
for the global illicit tobacco trade. The presence of an illicit market is a 
problem from the Government’s revenue perspective and it also un-
dermines the national health objective to deter smoking. Therefore, a 
closer look at the illicit market is warranted.

In Sri Lanka the maximum fine for smuggling a large container load 
of illicit cigarettes can be as low as Rs.1 million while the street value 
of a container of illicit cigarettes is Rs. 400mn with profit as high as 
Rs. 380mn .  Consequently, smugglers exploit a system that is soft on 
punishment and lucrative in terms of the market (RIU, 2018). 

How smuggling entities work
Illicit tobacco enters a country by both air and sea. Traffickers often 
disguise themselves as inbound tourists to smuggle cigarettes con-
cealed in baggage through airports. Some traffickers try to smuggle 
illegal tobacco, especially beedi, through boats, often disguised as fish-
ermen. Large scale traffickers hide illicit tobacco inside containers. 
In this way they are able to smuggle large quantities in one attempt.  
In addition, foreign migrant workers are also reported to have been 
engaged in smuggling illicit cigarettes into the country . Apart from 
smuggling, the RIU’s interviews with some informants revealed that 
there is micro scale production of filterless illicit cigarettes in Sri Lan-
ka targeted at the lowest segment of the market.

How illicit tobacco is marketed
The smuggled products are marketed through regular channels such 
as casinos, clubs, small shops and boutiques - especially in rural areas. 
It is a highly clandestine operation and vendors sell illicit cigarettes to 
known customers only. Sometimes, vendors mix the illicit with legal-
ly manufactured cigarettes and sell them to unwitting customers at 
regular prices. The RIU research team was able to uncover some ven-
dors who  sell premium illicit cigarette brands via internet platforms 
(see Figure 13). The goods are sold at a premium and hand delivered 
to an agreed location.

In Sri Lanka the 
maximum fine for 
smuggling a large 
container load of

 illicit cigarettes can 
be as low as Rs.1 mil-
lion while the street 
value of a container 

of illicit cigarettes 
is Rs. 400mn with 

profit as high as 
Rs. 380mn.

12  http://www.ceylontobaccocompany.com/group/sites/SRI_9PMJN9.nsf/
vwPagesWebLive/DOAZ9HGZ
13 http://www.sundaytimes.lk/190630/news/legalising-foreign-cigarette-imports-health-
officials-cry-foul355999-.html
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Figure 13: Illicit cigarettes sold via an online trading platform

Source: RIU, 2019

Price
The regular strategy of illicit cigarette sellers is to maintain a price 
differential of about 5 to 15 rupees per cigarette. But the prices can 
vary significantly from one area to another. In some places prices can 
be as low as 30% of legal cigarettes, while in other locations, illicits 
are sold at a premium (Morais, Colombage, & Wickramasinghe, 2018). 
In this way, they can be competitive while gaining high profits. Some 
exclusive brands can be sold at a premium and are generally bought 
by high income individuals. Mid and low-end illicit products pose the 
greatest threat to the legitimate industry due to marked price differ-
entials. Also, most smokers use mid and low-end cigarettes. Most low 
end products are from Dubai and China. 

Table 10: Price comparison of illicit vs. legitimate tobacco products 

Product Type Range Price per stick

 Illicit Legitimate

Cigarettes Mid-range Rs. 30 – 50 Rs. 65

Low end Rs. 25 – 30 Rs. 20-45

Beedi Regular Rs. 3 Rs. 5

Source: RIU primary data, 2019
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Detection and enforcement
Four key agencies that are involved in detecting and seizing illicit to-
bacco are the Sri Lanka Customs Department, the Sri Lanka Navy and 
Police and the Special Task Force (STF).  The Customs Department 
carries out inspections at air and sea ports to detect and seize illicit 
tobacco. Meanwhile, the Sri Lankan Navy keeps a watchful eye on 
smuggling routes across the sea, whilst the STF is empowered to seize 
any illicit tobacco product which manages to cross the borders. Cus-
toms officials say that most brands of illicit cigarettes detected, have 
been smuggled from China, Dubai, Turkey and Vietnam. (RIU, 2018).

Figure 14: Seizure of smuggled cigarettes

Note- *Up to 15th August 2019 

Source: Based on data provided by the RIU informants

As per Figure 14, the illicit seizures were at around 8 million ciga-
rettes annually with some variations around 2014 to 2016. However, 
following the price hike in 2016, there was a sharp increase in the 
number of illicit seizures to 51 million cigarettes. This is a clear indica-
tor of the role of the price played in increased level of illicit activities. 
By August 2019, the total illicits detected was recorded to be over 18 
bn sticks as per RIU’s informants. It has been pointed out before that  
local enforcement agencies do not have sufficient capacity in terms of 
human resources and technology to detect all or a majority of  illicit 
products (Morais, Colombage, & Wickramasinghe, 2018; RIU, 2018).
The illicit detections  in Figure 14 should be treated with a grain-of-
salt. According to interviews conducted by the RIU, a source at a law 
enforcement authority claims that there is a reduction in the detec-
tion rate. This is due the lack of “incentives” to carry out raids and sei-
zures. Therefore, the sudden reduction of the detection level cannot 
be taken as an indicator of a reduction in smuggling levels.
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Size of the Illicit Market in Sri Lanka
The size of the illicit tobacco market has always been a matter of spec-
ulation in Sri Lanka. This is mainly because there is a dearth of re-
search on this issue. One study (Morais, Colombage, & Wickramasin-
ghe, 2018) reveals that 28% of smokers interviewed had consumed 
illicit cigarettes during the previous week. This shows the extent and 
prevalence of the illicit market is more widespread than it had been 
assumed before. Therefore, one essential step in understanding the 
illicit market involves estimating the total market size of the illicit 
tobacco. 

Illicit market during 1995-2016
The earliest indication on the size of the illicit cigarette market was 
reported in a study conducted by the WHO (Merriman, Yurkli, & 
Chaloupka, 2000). According to this study, in 1995 the illicit share 
was 10% of the total market. In the 4th edition of the Tobacco At-
las (2012), the illicit share in Sri Lanka was recorded as below 10% 
in 2012. Thereafter till 2017, no attempt has been made by any indi-
vidual or entity, to accurately estimate the size of the illicit cigarette 
market. There are no records on the size of the illicit beedi market 
prior to 2017.

Illicit share in 2017
A study carried out by Pepper Cube Research in 2017 on illicit to-
bacco sheds light into the nature of illicit tobacco in the country. The 
primary objective of this research was to estimate the overall size of 
the tobacco market. The estimation was done by using both primary 
and secondary sources. The primary source of this study consisted 
of face-to-face surveys of 1,000 tobacco users covering the entire Is-
land. In addition, multiple secondary sources have been used . Since 
the illicit consumption is not directly observable, this study uses an 
indirect approach to estimate the size of the market. In other words, 
the difference between the total consumption and legitimate supply 
should be the size of the illicit market. It should also be noted that this 
is the first and only study in Sri Lanka that has attempted to accurate-
ly determine the size of the illicit beedi market as well.

A primary study by 
Pepper Cube 

confirm that sub-
stantial number of 
illicit smokers con-

sume illicit cigarettes 
due to its low price 

(relative to legitimate 
products).
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The study generates some interesting revelations about the nature 
of the illicit tobacco market. The key highlights are given below (see 
annexure for graphs).

• Illicit prevalence  records 23% in Sri Lanka while grocery 
stores claim to be the place at which illicit cigarettes are mostly 
traded.

• Colombo, Kandy, Puttalam and Rathnapura are the top 4 dis-
tricts where illicit usage is substantially high.

• 16% of total smokers currently consume or purchase illicit to-
bacco across the country.

• Research finds 9% of smokers are sole illicit cigarette smokers 
across the country.

• 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 cig-
arettes. 

• Substantial numbers of illicit smokers consume illicit ciga-
rettes due to its low price (relative to legitimate products).

In addition, the study constructs two cases to estimate the size of the 
illicit market. The first case (base case) is established by assuming that 
the official figures on the total number of smokers is correct. The sec-
ond case adjusts for underreporting by inflating the official smoking 
figure by 5%. The estimations reveal that the share of Illicit cigarettes 
(as a percentage of total cigarette consumption) can be somewhere 
around 14 -18%, while the share of illicit beedis is around 26 to 29% 
(see Annexure for details). Thus, on average, 42.8 to 58 million illicit 
cigarettes and 122.6 to 146.4 million llicit beedis are being sold in local 
markets every month. 

According to some reports, illicit cigarettes are being sold at Rs.25-35  
range. Beedi is the cheapest smoking tobacco product in the country 
with the average price of an illicit beedi being Rs. 2.50 (minimum Rs. 
2 to maximum Rs. 3.50) . To get an understanding of how much the 
illicit market is worth, the  RIU carried out a calculation (see Table 11). 
The RIU analysis assumes Rs.30 per illicit cigarette, Rs.50 for a legiti-
mate cigarette, Rs.3 for an illicit beedi and Rs.5 for a legitimate beedi. 
As per the calculation, the illicit cigarette market turnover could be 
anywhere between Rs.15 to 20bn.  This is about 11 to 15% of the legit-
imate market size .  Illicit beedi is worth Rs.4 to 5bn annually which 
is about 5 to 6% of the legitimate market. This sizeable illicit market 
indicates growing attention from criminals to engage in this lucrative 

Illicit share for 2017
Cigarettes – 14 to 18%

Beedi – 26 to 29%

 14 Household Income and Expenditure Survey (16/2015) Department of Census and 
Statistics, Demographic and Health Survey (17/2016) Department of Census and Statistics, 
Population Census (2012) Department of Census and Statistics. Ceylon Tobacco Company 
sales data (18/2017)
 15 Illicit Prevalence is defined as consumers who have heard, purchased, or consumed non-
local cigarettes.
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business and the loss of potential revenue for the legitimate industry 
and the Government.

Table 11: Calculation of the total market value of illicit tobacco - 2017

Cigarettes Beedi

Base case
Upper 

estimate
Base 
case

Upper 
estimate

Illicit volume per 
month (million sticks)

42 58 122 146

Price of an illicit 
stick (Rs)

30 30 3 3

Value of the illicit mar-
ket per month (Mn Rs.)

1,260 1,740 366 438

Source: RIU calculations based on Pepper Cube Research, 2018

The key findings mentioned above can be cross validated by another 
study conducted by Morais, Colombage, & Wickramasinghe (2018) for 
the same year. They conducted 2 surveys; cigarette butt survey and 
an empty pack survey which reveals that the illicit shares were 15.6% 
and 10.8% respectively. 

Illicit share in 2018
Assuming the illicit shares calculated remain unchanged  the RIU 
estimated the market size for 2018 as demonstrated below. We also 
increased the price of an illicit cigarette by Rs.2 to reflect the market 
dynamics of the Rs.5 price increase which occurred mid-year.

Table 12: Calculation of the total market value of illicit tobacco - 2018

Cigarettes Beedi

Base 
case

Upper 
estimate

Base 
case

Upper 
estimate

Illicit share 14% 18% 26% 29%

Legitimate volume (Mn 
sticks)

3,150 3,150 4,850 4,850

Illicit volume (Mn sticks) 504 696 1,704 1,981

Price of an illicit stick (Rs) 32 32 3 3

Value of the illicit market 
(Mn Rs)

16,128 22,272 5,112 5,943

Source: RIU calculations based on CTC Annual Report 2018, Pepper Cube Research, 2019

 16  http://www.ft.lk/opinion/Easy-access-to-illicit-cigarettes-in-Sri-Lanka-leads-to-an- 
     increase-in-smoking-rates/641763-14
 17http://www.dailymirror.lk/110231/Under-regulated-local-Beedi-industry-
18 Gross turnover of CTC is Rs139,041mn. Source: Ceylon Tobacco Corporation Annual 
Report (2017)

Illicit share for 2018
Cigarettes – 14 to 18%

Beedi – 26 to 29%
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Prediction of illicit share for 2019
With the foundation of previous years, we can now predict the illicit 
share for 2019. However, we’ve decided to omit the calculation of il-
licit share for beedi as no industry sales data available for by the time 
of writing this report. Also, to keep the narrative simple we have only 
looked at the base case of illicit cigarettes.

In 2019, the price increased from Rs.55 per cigarette to Rs. 65 - an 18% 
increase. In addition, 67-72mm excise brand saw a Rs. 15 increase per 
stick. Considering the above we can expect the average monthly con-
sumption to decline by about 5% (See Table 13).  The analysis predicts 
an illicit share increasing to 21%. The illicit volume will reach 740 
million sticks and the will worth around Rs. 24bn. We feel this figure 
is a reasonable prediction due to following reasons;

1. As pointed out earlier, massive excise in 67-72mm brand will 
likely to cause significant increase in consumption of illicit cig-
arettes. 

2. At the time of writing this report, the CTC is said to have al-
ready lost 3.2% of the volume compared to the previous 

 year.20

3. Economic theory states that price increases influence the 
consumer behaviour in two ways; First, it will reduce the real 
incomes of consumers leading to reduction in consumption 
(income effect), and second, it will cause consumers to substi-
tute expensive goods with cheaper goods (substitution effect). 
It was also revealed that the price elasticity of cigarettes in Sri 
Lanka is -0.16403 (Morais, Colombage, & Wickramasinghe, 
2018) which can be catagorised as “inelastic” demand. When 
it comes to inelastic goods, substitution effect is more prom-
inent than the income effect. Therefore cheaper illicits being 
a substitute for expensive cigarettes, illicit share will likely to 
increase.
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Table 13: Calculation of the total market value and share of illicit cigarettes 
- 2019

Base case

A No of total households in Sri Lanka 5,437,000 

B Smoking % of households 0.34 

C
Number of Smoking members in a 
household

1.3 

D
Smoking number of people in Households 
(AxBxC)

2,396,086 

E % of people smoke cigarettes 0.65 

F
Per capita average monthly consumption of 
cigarettes* (196x5%)

186 

G
Total cigarettes consumption per 
month (Dx E xF)

289,686,797 

H Average monthly cigarettes sales** 228,000,000 

I Monthly illicit volume (G – H) 61,686,797 

J
Total illicit volume for 2019 (I x12)
(million sticks)

740

K
Total value of illicit cigarettes for 2019 
(J x32) (Rs Mn)***

23,687

L Illicit share as % of total consumption (I/G) 21%

 Notes- *assuming that per capita cigarette consumption will be dropped by 5% (in volume 
terms). **Average of monthly sales up to July. ***Price of an illicit cigarette stick is assumed to 

be Rs.32

Source: RIU calculations based on HIES 2016, 

Demographic and Health Survey- 2016, CTC sales data, 2019

As evident by Table 14 Sri Lanka is in a clear path to an illicit cigarette 
hotspot. Sri Lanka’s illicit share that remained at 10% in 1995 has in-
creased 14-18% in 2018 and expected to reach 21% in 2019.

Table 14: Summary of illicit shares overtime 1995-2019

1995 2012 2017 2018 2019

Illicit cigarettes 
share

10%
Less 

than 10%
14-18% 14-18% 21%

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

 20  http://www.dailymirror.lk/article/CTC-sees-volume-decline-in-Q-162517.html
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Cross Country Experiences
Rising illicit tobacco smuggling is becoming a global concern and 
many countries have joined the fight against this illegal trade. Taxes 
play a major role in the growth of illicit cigarettes sales. According to 
a study in Europe, 74% of smokers who had used illicit cigarettes in 
the past, did so because illicit smokes are cheaper (European Commis-
sion, 2016). In this section, we look at some of the cross-country ex-
periences on combating the manufacture and sale of illicit cigarettes. 

Figure 15: 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 ex-
cise tax between 7.5% and 76.5% 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. In addition, the 
overall excise rate must be at least EUR 90 per 1,000 cigarettes and at 
least 60% of the weighted average retail selling price .

Table 15: Excise duties in selected European countries-2019

 
Specific excise

(per 1000 cigarettes)
Ad valo-

rem excise 
as % of 
TIRSM

VAT as % 
of TIRSP

Total tax 
as % of 
WAPEUR

as % of 
WAP

Germany 98.2 34.84 21.69 15.97 72.49

UK 256.281 58.46 16.5 16.67 91.63

Taxes play a major 
role in the growth 
of illicit cigarettes 

sales. According to a 
study in Europe, 74% 
of smokers who had 

used illicit cigarettes 
in the past, did so 

because illicit smokes 
are cheaper 

(European 
Commission, 2016).

 21 https://ec.europa.eu/taxation_customs/business/excise-duties-alcohol-tobacco-energy/
excise-duties-tobacco_en
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Spain 24.7 10.93 51 17.36 79.28

Notes- WAP- weighted average price, TIRSP- Tax included retail price

Source: Extracted from Excise Duty Tables Part III, European Commission (2019)

United Kingdom
The UK adopted a tobacco tax escalator of 3% above inflation in 1993. 
In 1996, the percentage of illegal cigarettes was estimated to be 3%. 
The escalator was increased to 5% in 1997 and by 2001 the illicit share 
grew to 21%. To address this growing rate of smuggling, the UK im-
plemented an action plan which mainly focused on tougher enforce-
ment and the signing of a MOU with the cigarette manufacturers. In 
addition, in 2001, the escalator was removed and until 2008, taxes 
rose only in line with inflation. The actions brought the illicit market 
share to 13% by 2005 (Joossens & Raw, 2008). In 2009, tobacco taxes 
were increased by 2% above inflation. The escalator was reinstated at 
1% above inflation in 2010 and raised to 2% in 2011 and 5% in 2012. 
In the next 2 years, the illicit share increased to 11%. Between 2010 
and 2016, the average duty burden on cigarettes increased by 50%, 
while hand rolling tobacco increased by 60%. Thereafter, the illicit 
share gradually increased to 15% by 2017. Last year, the illicit share 
fell markedly back to 9%.

Table 16: Cigarettes: Illicit market share – 2005-2018

2005-06 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17 2017-18

Upper 

estimate
19% 14% 13% 15% 15% 12% 17% 18% 13%

Central 

estimate
16% 10% 8% 10% 11% 8% 13% 15% 9%

Lower 

estimate
12% 6% 3% 5% 6% 4% 8% 11% 6%

Source: HM Revenue and Customs, Measuring tax gaps 2019 edition, Tax gap estimates for 

2017-18, 2019

Currently, the tobacco tax imposes regular increases equivalent to 
inflation +2%. However, in the UK a pack of 20 cigarettes, which has 
one of the highest weighted average prices in Europe, will be over 
80% in tax, while on some of the lowest priced cigarettes tax can ac-
count for 90% (Tobacco Manufacturers Association, 2017). The excise 
tax in the UK is considerably higher than other EU countries. Given 
this, it seems likely that high excise duty rates are fuelling the illicit 
market. The loss of tax resulting from these illicit markets in ciga-
rettes and hand-rolling tobacco are estimated to be around GBP 1.8bn 

In 2001, the escalator 
was removed and 

until 2008, taxes rose 
only in line with 

inflation. The actions 
brought the illicit 

market share to 13% 
by 2005
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in 2017-18 (HM Revenue & Customs, 2019)

Figure 16: RPI Avg. price -  Cigarettes 20 king size filter – 2009-2018

Source: Office for National Statistics, 2019

Spain
Spain was able to bring down illicit cigarettes from 16% in 1995 to 2% 
in 2002 by putting more resources to detecting cigarette smuggling. 
Over this period, cigarette tax revenue rose from EUR 2.3bn to EUR 
5.2bn. An investment of EUR 44mn led to an increase in revenue of 
almost EUR 3bn (Joossens & Raw, 2008). Additionally, they imple-
mented actions to control the growth of the illicit cigarette supply 
chain.

Germany
Since the 1990s, Germany has emerged as a major retail market for 
contraband cigarettes within the EU. On the black market, cigarettes 
from tax-free or low-tax sources are supplied at a price below legal 
retail prices, providing significant savings on the consumer side and 
lucrative profits for smugglers. Following the massive increase in lev-
ies on tobacco, which led to a significant increase in the price of ciga-
rettes between 2002 and 2005, illicit cigarette consumption dropped 
by around one third within three years, from 145.2 to 95.8 billion cig-
arettes (Kuntz, Zeiher, Lange, & Lampert, 2017). 

Germany suffered a 
loss of US$ 5.6 bil-

lion in tax revenue 
in 2008 as smokers 
looked for ways to 
avoid hefty taxes. 

The study also found 
that the illicit share 

grew to 20% in 2008 
from 16% in 2005.
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Figure 17: Retail prices for cigarettes 2001-2017

Source: (London Economics, 2018) 

In 2009, taxes on cigarettes were as high as 83% of the price. Accord-
ing to a study by the Hamburg World Economy Institute (Deutsche 
Welle, 2010), Germany suffered a loss of US$ 5.6 billion in tax rev-
enue in 2008 as smokers looked for ways to avoid hefty taxes. The 
study also found that the illicit share grew to 20% in 2008 from 16% 
in 2005. As a result of these significant excise duty increases, overall 
government tobacco excise revenue remained flat or decreased (Lon-
don Economics, 2018).

Figure 18: Consumption of non-duty paid cigarettes as a % of total, 

2005 – 2016

2018 ,Source: London Economics
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Figure 19: Tax receipts from duties on FMC and FCT, 2002 – 2017

Source: London Economics, 2018

In late 2010, the Ministry of Finance proposed a five-year excise mod-
el (i.e. Tobacco Duty Model), within which increases were partially 
based on an assumed 10-year average inflation index. Germany kept 
the headline tobacco excise rates unchanged between 2006 and 2010, 
raising only the minimum excise rate in January 2006 (London Eco-
nomics, 2018). The rates (average 2% a year) and the timing of the 
rate increases are fixed, occurring on the 1st of January each year 
(January 1, with an exception of 2011). For example, the 2013 increase 
for cigarettes was set at 1.52%, which in real terms means about US$ 
00.04 - 00.12 per pack, depending on the price segment. 

In 2011, the first year the new model was implemented, the German 
Government received an additional EUR 1bn above its forecast. Apart 
from 2013, this trend continued until 2015, when the Government’s 
actual revenue exceeded planned numbers. In 2017, counterfeit and 
contraband consumption, including illicit whites in Germany was re-
ported to be under 10% (KPMG, 2017). Following the introduction of 
the Tobacco Duty Model, not only did the excise revenue increase, 
but it also lead to a continued decline in consumption of around 3% 
per year in all tobacco product categories, in line with the German 
Government’s health objectives (London Economics, 2018).
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Figure 20: Evolution of tobacco tax in Germany from 2002 to 2017

Source: London Economics, 2018

Americas
United States
In 2011, The US introduced a Strategy to Combat Transnational Or-
ganized Crime: Addressing Converging Threats to National Security. 
The strategy focused on detecting, disrupting and reducing the eco-
nomic power of cigarette traffickers (US Department of State, 2015). 
This involved tougher enforcement using multi agency collaboration 
domestically and internationally.

Figure 21 illustrates how smuggled cigarettes move from low tax ju-
risdictions to high tax jurisdictions in the US. The data points (green 
dots) represent the illicit share in each state. Negative data points in-
dicate outflows while positive data points indicate inflows. A trend 
line (dotted red line) indicates that it is trending upwards. Therefore, 
it is evident that as the cigarette excise tax rate increases (horizontal 
axis) cigarette smuggling as a percentage of consumption, rises (ver-
tical axis).
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Figure 21: Cigarette smuggling vs. cigarette excise tax rates - 2015

Note: Positive smuggling percentages are inflow to a state: negative percentages are outflow.

Source: Mackinc Centre for Public Policy; Tax Foundation, 2016

Canada
In the late 1980s and 1990s, Canada’s illicit market accounted for 30% 
of the total market (National Research Council & Institute of Med-
icine, 2015). Canada introduced sweeping reforms in taxation and 
regulation. The measures taken by the Canadian Government was 
primarily non-tax based - such as quotas, refunds.  At the same time 
the Government allocated more resources to tighten enforcement 
as well. Legitimate cigarette sales in Canada increased after the im-
plementation of the contraband tobacco enforcement strategy, by 
approximately 4 billion cigarettes from 2008 to 2010, but it is not 
possible to determine whether, or by how much, the increase is at-
tributable to the strategy (National Research Council & Institute of 
Medicine, 2015).

Asia
Malaysia
Malaysia is a classic case where back to back policy blunders resulted 
in illicit sector growing exponentially.  Malaysia introduced minimum 
price law (MPL) in 2011 hoping to deter smoking. A study found that 
the MPL appears not to have meaningfully changed cigarette prices 
in Malaysia, as licit brand prices remained well above and illicit brand 
prices remained well below the minimum price level before and after 

Prior to 2015, the 
illicit share was 

around 34% but with 
the 40% increase, the 

illicit share rapidly 
rose to 52% a year 
later and by 2018 

the share shot up to 
about 60% - the 

highest in the world
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MPL’s implementation (Liber, A. C., Ross, H., Omar, M., & Chaloupka, 
F. , 2015).  By 2018 the price differential between a pack of licit and 
illicit cigarettes was more than RM 10. 

In addition, in 2015 the Government increased excise taxes on legally 
manufactured cigarettes by 40% and imposed a sales tax of 6%. In 
the face of the growing illicit trade, BAT and JTI closed down their 
Malaysian factories in 2016 and 2017 consecutively costing over 
5,000 jobs to the economy (Oxford Economics, 2019). Prior to 2015, 
the illicit share was around 34% but with the 40% increase, the illicit 
share rapidly rose to 52% a year later and by 2018 the share shot up 
to about 60% - the highest in the world (Oxford Economics, 2019). 
Understanding the gravity of this issue, the Government did not im-
pose any excise increases until 2019. This helped address the escalat-
ing illicit problem, but the sales tax was increased to 10% from 6% in 
August 2018. After 3 years from the 40% price increase, the overall 
cigarette consumption is up by 5% while the licit cigarette sales are 
down by 32%. The estimated revenue loss for 2018 from tax evasion 
is around RM 5.1bn and as a result of this, 2018 marks a decline of 
2.7% tax revenues for the Government. (Oxford Economics, 2019). 

Pakistan
The Government of Pakistan introduced the minimum cigarette price 
per pack of 20 cigarettes in 2006. The intention was to stop the avail-
ability of extremely cheap cigarettes to the youth and low income 
segments of the population. However, illicit cigarettes are easily avail-
able and openly sold across Pakistan at prices way below the licit ciga-
rettes. Experts said that the widening price gap between legal and tax 
evaded cigarettes, is the key driver of demand for cheap cigarettes, 
which are widely available across the country. 

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. The 
industry saw continuous excise increases. By 2017, the illicit market 
was reported to be 41.2% (PTC, 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% (Pakistan Institute of Development Economics, 2018). Conse-
quently, the prices declined for several brands helping legal players 
to recover volumes. In 2018 the illicit share declined to 33.2%. But the 

The industry saw 
continuous excise 

increases. By 2017, 
the illicit market was 
reported to be 41.2%. 
To combat the grow-
ing illicit market, the 

FED was revised to 
include a third band 

that included 
low-end cigarettes.
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Government experienced a decline of PKR 36 billion in tax revenue 
while Pakistan’s biggest tobacco company, the Pakistan Tobacco Com-
pany, also experienced a decline in profits due to their portfolio being 
dominated by lower margin products. During 2018, the industry ex-
perienced two excise increases causing the price differential between 
licit and illicit to narrow. 

According to a Nielsen report, Pakistan ranks fourth in Asia in terms 
of illicit cigarette consumption. As a result, the national exchequer 
continues to face a loss of up to Rs.45 billion 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 crea-
tion and technology transfer. Growth in Illicit cigarette trade also puts 
the livelihood of more than 75,000 farmers and 400,000 retailers at 
stake.

A downward revision of excise tax was carried out in Pakistan in 2017 
to tackle duty evading products in the market. It reduced the price of 
the low end legal products so that they were competitively priced. 

As a result of a Government-led enforcement programme, within a 
short period of 4 months 1.6 billion illicit cigarettes were seized under 
a massive. This is an excellent example of how a government was able 
to use excise as a tool to control unchecked growth of non-revenue 
generating tobacco products in the market. In 2017, Pakistan became 
the highest-ranked market by volume, of illicit cigarettes consumed, 
despite showing a 14% decline in illicit consumption (Oxford Econom-
ics, 2018). PTC claims the illicit share to be 33.2% (PTC, 2018). Some 
reasons for the decline in illicit consumption were the implementa-
tion of a series of regulatory and enforcement initiatives. These tar-
geted illicit trade such as a restructured Federal Excise Duty designed 
to encourage producers of illicit tobacco to formalise.

Table 17: Illicit market share in Pakistan 2010-2018

2010 2011 2012 2013 2014 2015 2016 2017 2018

18.9% 19.2% 22% 22% 23% 27.7% 40.6% 40% 33.2%

Source: PTC annual reports, 2010-18
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Summary
Analysis of the above case studies clearly indicate adoption of a pru-
dent tobacco tax policy and enforcement is important in maximis-
ing government revenue and curbing illicit trade. UK and Germany 
are two examples of countries that implemented tax escalations in 
alignment with inflation. Germany had a massive influx of illicits but 
consistent tax escalations helped Germany to reduce the illicit share. 
US has state level taxation and the high tax jurisdictions show higher 
illicit activity. Higher taxes in Pakistan spurred the growth of illicit 
cigarettes. As a response to growing illicit market the Government 
revised the tax regime and strengthened the enforcement resulting 
the illicit share to decline. Malaysia introduced a minimum price law 
followed by 40% increase in taxes. In contrary to its intended bene-
fits, the smoking level has increased by 5% while the illicit share was 
at 59% in 2018, highest in the world. 
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Factors Driving the 
Growth of Illicit Tobacco

The Role of High Taxes
High taxes play a significant role in incentivising smuggling of ciga-
rettes. In the context of Sri Lanka, the price differential between le-
gal and illicit is about Rs.5-15 per cigarette and about Rs.2 per beedi. 
There is strong evidence to suggest higher taxes are a key reason for 
increased smuggling levels in Sri Lanka. Firstly, over the years there 
has been a reduction in legitimate cigarette sales, while the consump-
tion of beedi has increased. This indicates that consumers are switch-
ing to beedi as a cheaper alternative. Secondly, the market shares of 
illicit cigarettes had increased to 14% or more by 2018. All this took 
place in the backdrop of a continually increasing excise tax environ-
ment. Therefore, it can be concluded that high taxes have a strong 
connection with the illicit tobacco trade.

High and discriminatory taxation, as in the case of highly taxed cig-
arettes versus lowly taxed beedi, is the most critical driver of illicit 
tobacco markets (FICC, 2016). This has triggered smokers to switch 
from cigarettes to beedi. Consequently, heightened demand for beedi 
incentivises smuggling cheaper beedi products.

Illicit tobacco provides a significant revenue stream without the high 
risks and punishments associated with trafficking in narcotics or hu-
mans (US Department of State, 2015). The maximum fine for smug-
gling illicit tobacco is Rs.1mn. This softer penalty makes the risks as-
sociated with smuggling highly acceptable to criminals.

However, the WHO (2012) refutes the claim that higher taxes lead 
to higher smuggling and states that “The link between price and tax 
differences and large-scale illicit trade is weak, rather the evidence 
shows that other «enabling factors» are more important” . In contrast, 
in a World Bank report (2018), Economics of Tobacco Taxation Toolkit, 

22  http://www.who.int/tobacco/economics/illicittrade.pdf
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mentions “The relationship between excise tax rates and illicit trade 
(e.g., bootlegging or organised smuggling) have been examined and 
summarised (IARC 2011, NCI and WHO 2016) and the findings show 
a weak positive association between the average cigarette price and 
the share of illicit trade in the market”(p.46). Another study done in 
US found that there is a correlation between the illicit market share 
and the tax rates (Tax Foundation, 2015).The study further states:-
Public policies often have unintended consequences that outweigh 
their benefits. One consequence of high state cigarette tax rates has 
been increased smuggling, as people procure discounted packs from 
low-tax states to sell in high-tax states. Growing cigarette tax differ-
entials have made cigarette smuggling both a national problem and in 
some cases, a lucrative criminal enterprise.

Poor Enforcement
Price is not the sole factor for the persistence of illicit trade. Enforce-
ment in the form of raids and detection also plays an integral part in 
discouraging criminals continuing the business. Controlling the illic-
it tobacco supply chain is a key step the authorities must engage in. 
Often in countries like Sri Lanka, the agencies involved in detecting, 
have limited resources to expand and intensify their operations. In-
ternational experiences also show that wherever enforcement mech-
anism is good, particularly in developed countries, it has led to a de-
crease in illicit trade (FICC, 2016).
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Challenge to National 
Health Objectives
By most accounts, Sri Lanka has made great progress in meeting the 
challenge of reducing the harm caused by smoking to the health 
of an individual. Contraband cigarettes generally avoid other re-
strictions and health regulations, such as requirements for graphic 
health-warning labels (GHWs) in the local language, regulations on 
additives, and others (FICC, 2016). Illicit cigarettes could have serious 
health implications for its users as there is no way to verify the quali-
ty standards thereby undermining the Government’s national health 
objectives. The nature of distribution and availability also makes 
illicit cigarettes a risk for under-aged smoking. For instance, sourc-
es have indicated that illicit cigarettes can be purchased at musical 
events that are frequented by teenagers.

Threat to National Security 
Cigarette smuggling revenue could be used to finance terrorist opera-
tions and is therefore a threat to national security. A perception study 
on the illicit market found that in all of the European countries, a 
third of respondents or less, think that black market cigarettes is one 
of the most important sources of revenue for organised crime (Euro-
pean Commission, 2016). Cigarettes are one of the most smuggled ‘le-
gal’ products in the world and cigarette smuggling is a form of trans-
national organised crime (US Department of State, 2015). Evidence 
show many high profile terrorist organisations such as Al-Qaida etc. 
operate smuggling rings due to higher profit margins and relatively 
lower risk (US Department of State, 2015). 

Increased Smoking Prevalence
One rationale put forth by the Government to push the prices of cig-
arettes up by taxing more is to discourage smoking. Illicit cigarettes 
will not help reduce smoking prevalence as it increases the tendency 

Why Should Illicit 
Cigarettes Concern 
Sri Lanka?
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for individuals to consume more due to availability and lower pric-
es. Thus it can undermine government policies to reduce smoking. 
Furthermore, often the smuggled cigarette packages do not contain 
graphic health warnings (GHW) which will further remove the in-
tended psychological effects associated with prevention.

Revenue loss to the Government
The illicit tobacco trade has resulted in huge losses to the Govern-
ment in the form of loss of taxes. Building on the analysis in Table 
13, the RIU calculated the revenue loss to the government from illicit 
tobacco. The figures were arrived at by using the extrapolation of in-
come from legitimate tobacco sales. To put things into perspective, the 
Government  spent close to Rs.40bn for the Samurdhi programme  in 
2018.  In 2019 the Government stand to lose over Rs.14bn due to illicit 
tobacco. This is equivalent to be around 36% of the annual Samurdhi 
spending. Therefore, if converted to legitimate sales, the Government 
could have spent this revenue on productive economic and social de-
velopment activities. 

Table 18: Calculation of the revenue loss to the government from illicit 

cigarettes -2019

Base Case

Value of the illicit market (Rs. Mn) 23,687

Weighted average price of a legitimate stick (Rs)* 65

Equivalent amount of legitimate sales (million sticks) 364

Weighted average tax per stick (Rs)** 40

Revenue loss to the government 14,560

Notes-*Representative price point to reflect different brands. **Computed by dividing total 
levies paid by CTC by total number of sticks sold in 2018

Source: RIU calculation, 2019

Revenue Loss to the Industry
The illicit cigarette market will be worth close to Rs. 24bn in 2019. 
This is loss of revenue to legitimate players in the industry who con-
tribute to the economy via creating jobs and paying taxes. The tobac-
co industry in Sri Lanka employs over 70,000 workers and supports 
about 277,000 livelihoods (RIU, 2018).  An estimated 45,000 employ-
ees are engaged in the cigarette sector and supports 178,000 liveli-
hoods.  The beedi industry supports around 80,000 livelihoods. 

In 2019 the 
Government stand to 
lose over Rs.14bn due 
to illicit tobacco. This 

is equivalent to be 
around 36% of 

the annual 
Samurdhi spending. 

Therefore, if convert-
ed to legitimate sales, 

the Government could 
have spent this 

revenue on productive 
economic and social 

development 
activities.

  23 Annual Report, Central Bank of Sri Lanka (2018)
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The loss of revenue to the industry is a loss of opportunity to those 
who are engaged in the farming of tobacco and hand-rolling of bee-
di.  Some of these individuals are highly vulnerable to poverty and 
increased income from the industry can really make a difference to 
their economic conditions. 

Increased Criminal Activity
Illicit tobacco trade is used extensively by the organised crime groups. 
Given the softer penalties compared to higher profits, criminals have 
developed sophisticated mechanisms to smuggle goods to Sri Lanka. 
A focus group comprised of various stakeholders involved in preven-
tion and policy making, agreed that the growth in the illicit trade of 
tobacco is serving to increase the spread of organised crime, gangs 
and criminal activity (RIU, 2018). It results in higher social cost in ad-
dition to driving the consumption of other forms of drugs.
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This report highlighted many loopholes that are prevalent in the 
current tobacco tax regime. Today, Sri Lanka is the most expensive 
country to purchase cigarettes in terms of the purchasing power par-
ity in the world. Given the country’s GDP per capita, Sri Lanka is an 
outlier when it comes to comparison with high income countries. The 
report also shows that high price differentials between legal and illicit 
cigarettes caused by taxation has contributed to significant market 
distortions and growth in smuggling. Unscientific tax increases have 
resulted in lower efficiency of excise tax overtime. Cross country 
experiences explored in this report also establishes the connection 
of high taxes and illicit growth. Therefore, it is imperative that the 
Government adopts a pragmatic tobacco policy to maximise revenue, 
achieve national health objectives and curb the growth of illicit to-
bacco market. 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.

• High taxation is a key driver in attracting smugglers. 
Therefore, adopting a prudent and transparent tobacco tax 
policy is an important facet of an overall strategy aimed at 
achieving a win-win scenario for both the national health 
objectives and fiscal space.

• Tax discrimination encourages users to switch from one 
tobacco product to the other. It is time to recognise that the 
growing usage of beedi is a threat to national health objec-
tives. Therefore, the focus of the policy should be on to-
bacco and all tobacco products, rather than just cigarettes. 
In this way, the Government will be able to maximise 
revenue whilst achieving a low smoking prevalence rate. 
Furthermore, statutory oversight is needed to monitor the 
unregulated informal sector.

• While fixing loopholes in the tax system, the Government 
must strengthen enforcement by investing in modern 
equipment for detections and capacity building for offi-
cials. Some initiatives have taken by the Government and 
this work must continue . Particularly port and airport en-
forcement mechanisms need to be tightened to curb the 
smuggling of illicit cigarettes and beedis. 

Conclusion and 
Recommendations

  24 http://www.dailymirror.lk/1624484 Detection-of-contraband-Colombo-Port-to-get-high-
tech-scanners
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Estimating the Tobacco Market in Sri 
Lanka, Pepper Cube Research, March 
2018

This study is comprised of two components which are presented 
herein as Part I and Part II. Part I involves a consumer survey of 1000 
respondents to cover all provinces and key markets. Part II is a sec-
ondary data analysis to estimate the size of the illicit tobacco market 
for 2017.

Part I – Assessing the Nature of the Illicit Tobacco Market in Sri Lanka
The primary objective of the consumer survey is to identify con-
sumption patterns and regional trends of illicit tobacco usage. Hence 
the survey will reveal; -

• Illicit prevalence; 
• Recent developments in illicit tobacco trade; 
• Regional level illicit usage; 
• Frequency of illicit tobacco usage; &
• Reasons for consuming illicit tobacco products.

Table 19: Usage of different types of tobacco products/brands among the 

sample (all island)

Smoking Tobacco Product %

Gold-leaf 82%

Bristol 17%

Brown Beedi 16%

Switch 9%

Capstan 7%

Dunhill 7%

Navy cut 6%

Marlboro 4%

Annexure
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Sudu Beedi 3%

Gold-leaf Red (Non-CTC) 3%

Benson 1%

Cigar 1%

Top Mountain 1%

Others 2%

Source: Pepper Cube Research, 2018

Figure 23: Illicit prevalence (All island)

Source: Pepper Cube Research, 2018

Consumers who have purchased, consumed or heard about non-local 
cigarettes can be defined as ‘Illicit prevalence’. A primary survey finds 
that illicit prevalence is about 23% in Sri Lanka. 

Figure 24: Places at which illicit is mostly heard/seen/consumed (all island)

Source: Pepper Cube Research, 2018

The majority of illicit trade takes place in grocery stores, followed by 
restaurants and road-side eateries, respectively.
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Figure 25: Illicit usage by district

Source: Pepper Cube Research, 2018

The districts of Rathnapura (68%), Colombo (52%), Puttalam (48%) and 
Kandy (44%) record the highest usage of illicit tobacco products. Mod-
erate illicit usage is in Nuwara Eliya (27%), Jaffna (22%), Kurunegala 
(19%) and Batticaloa (15%). On the other hand, Galle (1%), Mannar (2%) 
and Polonnaruwa (7%) record as the lowest in terms of illicit usage.
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Figure 26: Purchase/consumption of illicit

Source: Pepper Cube Research, 2018

Currently, 16% of smokers either consume or purchase illicit tobacco 
products across the country. 

Figure 27: Frequency of illicit tobacco consumption

73% of smokers purchase illicit cigarettes occasionally and 9% of illicit 
smokers claim to consume only illicit cigarettes.

Figure 28: Frequency of illicit usage

Source: Pepper Cube Research, 2018
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Figure 29: Reasons for consuming illicit cigarettes

Source: Pepper Cube Research, 2018

A substantial amount of illicit smokers consumes illicit cigarettes due 
to its low price and high strength. However, others include reasons 
such as –  they received it free of charge, they wanted to experience 
another type or brand and occasions when their usual product is not 
available

Figure 30: Trends in cigarettes consumption in recent years 

Source: Pepper Cube Research, 2018

Figure 31: Trends in beedi consumption in recent years

 

Source: Pepper Cube Research, 2018



51

38% of cigarette smokers believe that the consumption of cigarettes 
has reduced over the recent years, while 59% of them believe it has 
remained unchanged. On the other hand, only 10% of beedi smok-
ers believe that the overall beedi consumption has gone up in recent 
years. However, the gap in consumption trends implies a significant 
amount of smokers may have possibly either stopped using cigarettes 
or have shifted to cheaper alternatives i.e. illicit products.

Part II- Estimating the Illicit Tobacco Market Size
The second part of this study involves estimating the size of the illicit 
tobacco market. For this purpose, numerous secondary data sourc-
es as well as the primary survey in the previous section, have been 
used. The analysis establishes a base case and a 5% adjustment of total 
smokers to correct the underreporting of smoking figures. As evident 
in Figure 46, on average 42 to 58 million illicit cigarettes and 122 to 
146 million illicit beedis are  sold in the domestic market. Therefore, 
the illicit market share is around 14 to 18% for cigarettes and 26 to 
29% for beedi. 

Figure 32: Methodology

Source: RIU Illustration based on Pepper Cube Research, 2018
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Table 20: Estimation of the size of the illicit tobacco market- calculation steps

Item Residual Calculation Base  Case
Base + 5%  

Adjustment

(a)
No of total households 
in Sri Lanka (DCS, 2017)

5,437,000 5,437,000

(b)
Smoking % of house-
holds (DHS, 2016/17)

34% 34%

(c)
Smoking members in a 
household (PC primary 
survey)

1.30 1.30

(d)=a x b 
x c

Smoking numbers in 
Households (PC  calcu-
lation)

2,396,086 2,515,890

(e)
% of people smoke 
only cigarettes (HIES, 
2015/16)

60% 60%

(f)
% of people smoke only 
beedi (HIES, 2015/16)

35% 35%

(g)
% of people smoke ciga-
rettes and beedi (HIES, 
2015/16)

5% 5%

(h)
Average monthly con-
sumption of cigarettes 
per person (CTC/ DCS)

196 196

(i)
Average monthly con-
sumption of beedi  per 
person (CTC/ DCS)

496 496

(j)=(e + g) 
x (h)

Total cigarette con-
sumption per month 
(PC calculation)

305,261,356 320,524,424

(k)=(f + g) 
x (i)

Total beedi consump-
tion per month (PC  
calculation)

475,383,462 499,152,636

(l)
Monthly legitimate 
cigarette sales (CTC)

262,500,000 262,500,000
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(m)

Monthly legitimate 
beedi sales (Customs 
imports data and con-
version method)

352,748,973 352,748,973

(n)=(j) – (l)
Total consumption of 
illicit cigarettes (PC 
calculation)

42,761,356 58,024,424

(o)=(n)/(j)
x100

Illicit cigarettes % (as 
% of total cigarette 
consumption) (PC calcu-
lation)

14% 18%

(p)=(k)-(m)
Total consumption of 
illicit beedis (PC calcu-
lation)

122,634,489 146,403,663

(q)=(p)/(k)
x100

Illicit beedi % (as % of 
total beedi consump-
tion) (PC calculation)

26% 29%

Note: Source of data is given in parenthesis: DCS-Department of Census and Statistics, 

DHS- Demographic and Health Survey, PC- Pepper Cube, HIES – Household Income and 

Expenditure Survey, CTC- Ceylon Tobacco Company

Source: Pepper Cube Research, 2018
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