tobacconomics

Indonesia has one of the highest prevalence of tobacco use in the Southeast Asia region
and the world (WHO, 2020, 2021). Around one-third of the adult population in the country
uses tobacco products, mainly kretek cigarettes. The prevalence of tobacco use in
Indonesia continues to be high in the past decade, and the prevalence is rising among
Indonesian youth (WHO, 2020). In addition, about 45 percent of adults are exposed to
tobacco smoke at workplaces and almost 60 percent of adults are exposed to second-
hand smoke at home (Global Adult Tobacco Survey, 2021). Tobacco use imposes
significant health and economic costs in Indonesia. Tobacco use is heavily associated
with cardiovascular disease and cancer-related deaths (WHO, 2020). The estimated
health care costs for tobacco-related diseases were estimated to be IDR18.9 trillion in
2018, a significant burden for the national health insurance program. The high prevalence
of tobacco use in Indonesia is mainly driven by relatively cheap and affordable tobacco
products (Ratanachena & Dorotheo, 2012; Zheng et al., 2018). Moreover, tobacco
products in Indonesia are have become increasingly affordable since 2002 (Zheng et al.,
2018).

Despite the high prevalence of tobacco use and inexpensive tobacco products, the
Government of Indonesia continues to implement a middle-of-the-road approach to
tobacco control. Indonesia has yet to have a robust and effective tobacco taxation
scheme to control tobacco use and achieve public health outcomes (Moeis et al., 2022).
The tobacco taxation scheme in Indonesia—mainly for cigarettes—is one of the most
complex in the world with 8 tiers based on product type, volume, and prices. The complex
system design is not effective in reducing smoking prevalence (Vanessa & Murwendah,
2019), and it can complicate collection efforts as costs of oversight is high. While the
multi-tiered tobacco taxation scheme was designed to protect small manufacturers, the
scheme perversely incentivizes cigarette companies to use the lower tiers, keeping some
prices low and facilitating smokers to substitute to these cheaper products. Historical
increases in cigarette taxes have been marginal, and tobacco prices have been
increasing below the inflation rate (Blecher, 2018).

This narrative first discusses the health and economic costs of smoking and tobacco use
in Indonesia and relevant policy responses. It then elaborates existing evidence on the
effects of tax and price increases as well as other structural reforms to tobacco control
policies on tobacco consumption, health outcomes, employment, the welfare of the poor,
and illicit trade.
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The health costs of smoking and tobacco use are tremendous. Smoking and tobacco use
are well-established risk factors for communicable diseases such as tuberculosis and
respiratory diseases (Heriyani et al., 2013; Liew & Hsu, 2009) and non-communicable
diseases such as diabetes (Soewondo & Pramono, 2011), cardiovascular diseases
(Sumartono & Herawati, 2010), and cancers (Kristina, Endarti, & Thavorncharoensap,
2016; Kristina, Endarti, Sendjaya, et al., 2016), among others. Overall, the morbidity of
smoking-related diseases accounted for close to 22 percent of total cases of chronic
diseases (Kristina et al., 2018). The negative health consequences of smoking extend
beyond smokers to second-hand smokers. Research shows that second-hand smoke is
a risk factor for various forms of cancer and cancer mortality (Kristina et al., 2019)

Economic costs of tobacco use include health care and non-health care costs, morbidity
and disability costs, and mortality costs. A recent study estimates that the health care
cost of smoking in 2019 was about IDR17.9-27.7 trillion or 0.1-0.2 percent of Indonesian
GDP (Meilissa et al., 2021, 2022), a significant increase from the 2015 estimate of
IDR13.7 trillion (Kosen, 2017). The 2021 study also shows that the burden of the national
health insurance program to cover smoking-attributable direct expenditure was
substantial at about 56.3 to 58.6 percent. It is also important to note that the earmarked
tobacco tax revenue for the national health insurance program cannot cover the costs of
smoking (Meilissa et al., 2021, 2022). The total direct and indirect estimated economic
loss due to tobacco was significant in 2015 at IDR438.5 trillion (Kosen, 2017) and in 2019
at IDR410.8 trillion (Meilissa et al. 2022). In addition, a study confirms that tobacco
consumption crowds out non-tobacco consumption from food to education (Wisana et al.,
2022).

The long-run consequences of smoking on children’s cognitive development and
eventually labor productivity are also substantial costs of smoking. Children living in
households whose parents smoke are exposed to second-hand smoke (The Tobacco
Atlas, 2018). Households in which parents smoke have large expenditures for tobacco,
second only to expenditure for rice. These households would have fewer resources for
nutritious foods and other human capital-improving spending (World Bank, 2018). Two
recent studies show that children whose parents smoke have a higher likelihood of
stunting (Bella et al., 2022; Dartanto et al., 2018). Children exposed to smoking parents
have higher risk of infant and under-5 child mortality (Semba et al., 2008) and child
malnutrition (Best et al., 2008). In addition, studies also show a significant increase in the
prevalence of smoking among adolescents in Indonesia (Kementerian Kesehatan, 2019;
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WHO-SEARO, 2018), who have a high likelihood of becoming lifetime smokers, implying
the health and economic costs of smoking in the future.

Studies show that a significant increase in tobacco excise tax can reduce cigarette
consumption, save lives, and increase revenue. A 30-percent increase in cigarette tax is
estimated to decrease kretek consumption by 20.62 percent (Bella et al., 2021), while
even a 10-percent increase in cigarette tax can save 3.78 million in quality-adjusted life-
years and US$106 billion in smoking-related health care costs (Matheos et al., 2023). The
government’s decision to continue the middle-of-the-road tobacco tax policy imposes a
significant opportunity lost in terms of tax collection and death avoidance. A report
estimates that the Government of Indonesia may have lost between IDR86.09 and
IDR108.4 trillion by continuing the current approach (Javier et al., 2022), suggesting that
a significant increase in tobacco excise tax and reduction in the number of tiers should
be the dominant strategy for the economy and the health care system.

Findings from these studies imply that a significant reduction in smoking prevalence is
necessary to reduce the economic costs of smoking. Implementation of aggressive
tobacco control policies, particularly through tobacco taxes, can reduce smoking
prevalence and eventually health and economic costs of smoking. These studies also
suggest that tobacco control among youth is important to reduce the prevalence of long-
term smokers and future economic burdens. While the fiscal approach is important in
reducing the affordability of tobacco products, limiting adolescents' access to retail
cigarettes and single cigarette sticks and smoking bans in public places are also
important.

Evidence shows that increasing cigarette prices through a higher tobacco tax is one of
the most effective policies to reduce cigarette consumption (Fuchs et al., 2019; Fuchs &
del Carmen, 2018; Nazar et al., 2021; WHO, 2020). Given the low-cost tobacco products
in Indonesia, regular and significant increases in tobacco taxes that lead to substantial
increases in prices are necessary to gradually reduce consumption and the prevalence
of tobacco use (Maftuchan et al., 2019; Nurhasana et al., 2019).

Studies confirm the negative price elasticity of tobacco demand ranging from -0.28 to -
1.020 in the short run, and about -0.73 in the long run (Bella et al., 2021; Djutaharta et
al., 2005; Fauzi & Pongpanich, 2022; Hidayat & Thabrany, 2010; Sahadewo et al., 2018;
Setyonaluri et al., 2008). The estimated price elasticities suggest that a significant
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increase in tobacco taxes that pushes tobacco prices up would be effective in reducing
tobacco consumption. These estimates suggest that a 10-percent increase in tobacco
prices would reduce tobacco consumption by about 2.8 to 10.20 percent. Simulations
suggest that significant increases in tobacco taxes and simplification of the complex tax
tiers would reduce the number of smokers as well as cigarette demand and cigarette
expenditure (Bella et al., 2021; WHO, 2020).

The key policy recommendation from these studies is to implement significantly large and
consistent annual increases in tobacco taxes that can increase tobacco prices. The
increase in tobacco taxes should be complemented with simplifications of the tobacco tax
tiers, which would reduce the incentive for smokers to switch to cheaper tobacco products
because price variation would shrink markedly.

The most recent and rigorous study using brand-level data between 2005 and 2017 finds
that a percentage increase in tobacco taxes increases tobacco prices by less than 1
percent. This finding suggests that tobacco taxes increase must be substantial enough to
sufficiently increase tobacco prices and reduce tobacco consumption. The study also
finds that fewer tobacco tax tiers will increase the effectiveness of the tobacco tax system
as fewer tobacco tax tiers are associated with higher cigarette prices and less price
variation (Prasetyo & Adrison, 2019).

Given the inelastic nature of cigarette demand, higher tobacco taxes would result in
higher government revenues (Ahsan et al., 2013; Bella et al., 2021; Sahadewo et al.,
2018). The most recent study (Bella et al., 2021) shows that increasing cigarette tax by
30 percent would increase cigarette prices—both kreteks and white—by about 25
percent, reduce kretek demand by 20.62 percent and white cigarette demand by 14.24
percent. Given the inelastic nature of cigarette demand, the increase in cigarette tax
would increase government revenues by 2.95 percent or equivalent to Rp5.72 trillion. A
more progressive tax increase by 45 percent is estimated to increase government
revenue by 4.08 percent.

The gross employment effect of higher tobacco taxes is quite low (Bella et al., 2021;
Sahadewo et al., 2018). Depending on the tax increase scenario, the loss of employment
is estimated to be between 0.09 percent to 0.41 percent (Sahadewo et al., 2018).
Considering households’ spending reallocation to other commodities—i.e., individuals will
spend on other goods and services instead of tobacco— tobacco tax increases would
result in a net gain for employment, income, and output as (Bella et al., 2021). Nargis et
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al. (2018) estimated that loss of income due to lower employment was only 0.1 percent
of government revenue gained from higher tobacco taxes. Studies also show that the
impact of higher tobacco taxes on tobacco farmers and clove farmers would be minimal
(Drope et al., 2018; Marquez et al., 2018; Sahadewo et al., 2020). Tobacco farmers are
also better off switching to non-tobacco farming (Sahadewo et al., 2020) as tobacco
farming has a negative effect on farmers’ income (Sahadewo, Drope, Li, et al., 2020).

These studies suggest that the government should adopt an aggressive tobacco tax
increase and tier simplification to reduce cigarette consumption. Such a policy would then
increase government revenue from tobacco taxation. The employment effect of the policy
would be quite minimal. The government can then use higher tobacco tax revenues to
compensate for any loss of income and to provide social assistance programs for affected
workers.

Poor households experience a disproportionately large economic impact from tobacco
use. Individuals in Indonesia from poor households are more likely to smoke than their
richer counterparts (Rahim et al., 2016). Among poor households, cigarette expenditure
is second after rice, and the share of cigarette expenditure exceeds the share of education
and health expenditures (Statistics Indonesia, 2022). This is in line with a finding on the
crowding-out effect of tobacco consumption among the poor (Wisana et al., 2022), and
that the poor divert income to tobacco use from potential food expenditure, but not non-
food expenditure (Block & Webb, 2009). It is also important to note that poor households
are more sensitive to changes in tobacco price. A study shows that tobacco price
elasticities—for both clove and white cigarettes—are higher among poor households in
Indonesia (Fuchs & del Carmen, 2018).

Poor households with smoking parents are also associated with a higher risk of household
food insecurity (Semba et al., 2011) and child malnutrition (Semba et al., 2007). Given
their higher cigarette consumption, the poor are also more likely to experience tobacco-
related iliness, but they lack the resources to access health care. Consequently, the poor
have a higher likelihood of facing catastrophic health expenditures and lower productivity.

Raising tobacco taxes are proven to be effective in reducing tobacco consumption, but
there are concerns over its regressive effect. An early study shows that raising tobacco
taxes would increase the burdens of cigarette expenditure among the poor or regressive
(Nasrudin et al., 2013). However, the study does not consider the potential benefits of
lower cigarette consumption. Once considered, studies from the global context (Fuchs et
al., 2019; Fuchs & Meneses, 2017) as well as findings from the Indonesian context (Fuchs

Tobacconomics Evidence Matrix Narrative | 5


http://www.tobacconomics.org/

tobacconomics

and Del Carmen, 2018) show that tobacco tax increases are progressive mainly due to
benefits from lower health expenditure and higher productivity among the poor.

A study also conducts simulations on the effects of consistent tobacco tax increases on
health expenditure in multiple countries, including Indonesia. The study finds that a
substantial and consistent increase in cigarette prices would significantly reduce
catastrophic health expenditures. The study suggests that the tobacco tax increase would
disproportionately benefit the poor as they have a higher likelihood of experiencing
catastrophic health expenditures (Consortium, 2018).

The policy recommendation from this line of studies is quite straightforward: a substantial
and consistent increase in tobacco taxes would drive tobacco prices higher. Poor
households benefit from such policy owing to higher productivity, lower health
expenditure, and a higher likelihood of avoiding catastrophic health expenditure that result
from the lower consumption and prevalence (including from both less smoking initiation
and quitting).

One of the narratives against tobacco control policies such as higher tobacco taxes is a
higher incidence of illicit cigarettes in the market. Higher tobacco taxes would induce
higher tobacco prices, and higher tobacco prices would incentivize the emergence of
lower-priced illicit cigarettes. However, available evidence suggests that there is no
association between higher tobacco taxes and the share of illicit cigarettes. The data
presented by Ahsan (2019) suggest that the estimated market share of illicit cigarettes
was steadily decreasing between 2016 and 2018. The decrease is also contributed by a
higher intensity of Indonesia’s Directorate General of Custom and Excise efforts in
combating illicit cigarettes. A recent survey also shows that the share of illicit cigarettes
in the market is quite low, less than 2 percent (Kartika et al., 2019). The evidence
suggests that the illicit cigarette narrative should not hinder the implementation of higher
tobacco taxes or other relevant tobacco control policies.
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