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THE PROPOSAL (SUMMARY OF THE REVENUE MEASURE)

Make a three-part reform to cigarette taxation: (1) restore the tax share to the World Health
Organization's recommended 75% of the retail price; (2) ensure a minimum indexation of cigarette
excise taxes to keep pace with nominal GDP-per-capita growth; and (3) replace the current five
length-based excise bands with a single specific excise rate — as also recommended by the WHO.
The full package would raise at least LKR 30 billion a year while reducing down-trading and
improving the transparency of cigarette taxation.

SHORT ABSTRACT

Cigarette tax increases are an effective revenue measure because demand is price-inelastic:
consumption falls by less than the percentage increase in price. Sri Lanka almost met the WHO's
75% tax-share benchmark in 2018, but by 2026 the effective tax share has fallen to 66.8% — as the
government failed to increase excise taxes at the same pace as the company increased prices. The
proposal increases revenue through restoring the tax level, prevents future tax erosion through
minimum indexation, and counters industry strategy of shifting consumers to shorter cigarettes
with lower total taxes. It raises much-needed revenue while supporting public-health objectives.

Objective of the Proposal Implementing Agency: Ministry of Finance
[] Economic Growth Primary Beneficiaries: General Public

& Governance Revenue Estimate: +LKR 30 Billion

|:| Justice and Rights Policy Type: Revenue Increasing
X Social Welfare

[] Other: .....oovueeeiieeei .

HOW IT ADVANCES THE OBJECTIVES

1. Governance: Introduces a transparent rule for cigarette taxation through a 75%
benchmark, an automatic minimum indexation to nominal GDP and a single specific excise
tax on all cigarettes. This reduces undue discretion and delays in taxation adjustments, and
closes the loopholes of down-trading. This proposal also helps Sri Lanka meet its WHO
Framework Convention on Tobacco Control commitments.

2. Social Welfare: Raises revenue through an existing tax instrument while reducing cigarette
affordability in line with public-health goals. The additional revenue can support social
spending or help reduce pressure on other consumption taxes on essential goods.
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CASE FOR THE PROPOSAL

The tax share on cigarettes has fallen to a 16-year low

On the back of the 2022 economic crisis, Sri Lanka raised taxes on almost all goods, services and
incomes — VAT rose from 8% to 18%, a 2.5% Social Security Contribution Levy was added, and
income-tax rates climbed to 36%.

Cigarette taxes moved in the opposite direction. The effective tax share on cigarettes fell from 74%
in 2018 to 66.8% in 2026 (by 7.2 percentage points), reaching a 16-year low'. Cigarettes may be
the only product where tax revenue declined while the producer’s revenue rose.

The erosion has been driven by inaction, not design

The erosion occurred because most of the tax on a cigarette is a specific excise. Unlike VAT, a
specific excise does not rise automatically when retail prices rise. When the producer raises
prices and the excise is not adjusted, the tax share falls. Between 2017 and 2024, government
levies on cigarettes rose by only 27.5%, while the producer's net-of-tax revenue rose by 92.4%." A
rule-based tax system would have prevented or reduced this gap.

Mechanism of execution: the reform addresses three escalating failures

Sri Lanka is failing at three escalating levels, and the proposal addresses each.

1) Level one: Restore the 75% tax share

The first reform is to restore the WHO benchmark that taxes should account for at least 75% of the
retail price.” Sri Lanka met this benchmark in 2018 and can restore it again through a gazette,
without new legislation or parliamentary approval. Restoring the 75% tax share, even with no
change in retail price, would yield about LKR 17.3 billion in additional revenue a year".

Mechanism for reform: Through a gazette notification to set the excise tax to a level that makes
total tax equal to 75% of price.

2) Level 2: Restores rule-based, transparent taxation

The second reform is indexation. Article 6 of the WHO Framework Convention on Tobacco Control,
which Sri Lanka ratified in 2003, calls for tobacco taxes to be raised regularly to keep pace with
inflation and income growth." Sri Lanka’s March 2023 IMF programme required an automatic
indexation mechanism for excise duties, but the commitment was dropped at the programme’s
second review." Combined with the 75% benchmark adjustment, it would raise the annual
revenue gain to about LKR 30 billion.

Mechanism for reform: Through scheduled Gazette notifications applying the formula, and
measures to prevent forestalling — for example, laws to criminalize and punish the activity and
applying the tax on the pattern of excess production prior to the tax change.



EE

Sri Lanka's five length-based bands allow smokers to shift from higher-taxed cigarettes to cheaper,
lower-taxed cigarettes. This has weakened revenue: the market share of longer, higher-taxed
cigarettes has fallen from about 83% to 54%."" A single specific excise rate would remove this
down-trading route and simplify administration. The economic logic and international evidence for

3) Level 3: Move to a single specific excise rate

this design are set out in the Annex.

Mechanism for reform: Through a gazette notification to set the same specific duty across all
existing cigarette length bands. This achieves the economic effect of a single rate without first
changing the legal structure.

Expected fiscal impact: revenue rises even as smoking falls

The fiscal impact is positive: about LKR 17.3 billion from restoring the 75% benchmark, and at
least LKR 30 billion with indexation. The single-rate structure protects this gain by removing lower-
taxed alternatives and reducing classification complexity. Administratively, the reform is simple
because it works through existing excise powers and replaces five bands with one clear rate.

In summary, the proposal corrects the immediate tax shortfall, prevents future erosion, and closes
a structural loophole. It raises revenue while supporting public-health objectives and improving
the governance of cigarette taxation.

RISKS TO IMPLEMENTING THE PROPOSED REVENUE STRATEGY, AND MITIGATION

MEASURES

1) Risk: By making cigarettes less affordable — especially shorter, cheaper cigarettes under
the single rate — the reform discourages young people from starting to smoke, so over the
long term the smoker base shrinks and cigarette tax revenue declines.

= Mitigation: Treat cigarette tax as a transitional revenue source and build diversified
alternative revenue streams now, so long-term fiscal stability does not rely on
cigarette taxation.

2) Risk: Illicit and smuggled cigarettes are claimed to erode cigarette tax revenue gain.
= Mitigation: Sri Lanka is already a Party to the WHO Protocol to Eliminate Illicit Trade
in Tobacco Products and should fully implement its measures — which includes
pairing all taxation measures with stronger customs enforcement and monitoring.

3) Risk: Forestalling —releasing a large volume of cigarettes at the old, lower tax rate just
before a tax increase. The producer pays the old rate on the whole stockpile and sells it
afterwards, so the higher tax on those cigarettes is lost permanently; and because
indexation makes each tax increase predictable, the producer can repeat this before every
scheduled rise.

= Mitigation: As recommended earlier, bring in anti-forestalling measures and anti-
forestalling laws — for example, laws to criminalize and punish the activity and
retrospectively apply the tax on detected patterns of excess production prior to the
tax change.
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ANNEX: WHY A SINGLE EXCISE RATE SHOULD NOT REDUCE REVENUE

Economic logic: tax per cigarette rises by more than sales fall

Excise revenue depends on the tax collected per cigarette and the number of cigarettes sold.
Revenue falls only if the percentage fall in sales is larger than the percentage increase in tax
collected per cigarette. The WHO summarises the evidence for low- and middle-income countries
as showing that a 10% price increase reduces consumption by about 4%."" This means higher
cigarette taxes can raise revenue even as smoking declines.

A single rate protects the tax base by ending down-trading

Under a tiered system, smokers can respond to a tax increase by switching to lower-taxed
cigarettes instead of quitting or paying the higher tax. A single specific rate removes that escape
route.

Philippines: revenue more than doubled after tier simplification

The Philippines provides a clear example. Its 2012 Sin Tax Reform Act collapsed four cigarette
excise tiers into a single unitary specific rate. In the first year of implementation, cigarette excise
collections rose by about 111%, from PhP 32.2 billion in 2012 to PhP 67.9 billion in 2013, while
sales volume fell by roughly 16%.*
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