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Abstract

This paper draws upon the experiences of foreigmicies in implementing tobacco taxation to proviesons the Chinese government can use when
considering the feasibility of raising additionakés on cigarettes. Based on current internattetal and Chinese published data, this paper caeshinht
there is still leeway to raise existing taxes. Tignese government should consider conducting solwteexperiments in tobacco tax increases, witheof
the new revenues allocated for tobacco controlparag as well as for financing healthcare servicesray the poor.

(Tobacco Control 1997;6:136-140)

Introduction

Cigarette smoking is harmful for health, causingnpature death through smoking related illnessds asitung cancer and cardiovascular disease. Smakin
also responsible for substantial healthcare cogtdast productivity due to illness and prematueatti.

China currently has a relatively high prevalende od cigarette smoking. More than 300 million widuals in China are smokers, and approximately 80%
the world's smokers live in China.1 Previous reseaias estimated that each ton of tobacco consuesetts in approximately one death.2 It has been
predicted that 50 million Chinese children alivdag will die prematurely as a result of tobacca3ise

According to the 1992 national household expeneiturvey, urban per capita expenditures in Chinaigarettes (54.28 Chinese yuan (Y) (US $9.05)ewer
higher than healthcare and medical expenditure4.604($6.92)) and alcohol and soft-drink expenéiufy45.92 ($7.65)).4 This survey also showed dhat
average, per capita annual cigarette consumpti@3823 packs, ranging from 24.32 packs for theifmeme group to 33.58 for the middle-income group
and 45.09 for the highest-income group.4

Given the size of the smoking population in Chiha not surprising that China is the largest oégi@-producing country.4 It produced 32.85 millzases or
82.125 hillion packs (one case consists of 250&gaaf cigarettes and used 1.85 million hectaresdisacco production during 1992, which represants
93% increase in production and a 25% increasebiactto growing area since 1981. Per capita consampficigarettes reached a peak in 1990 of 1437.8
cigarettes, and then declined slightly to 1417.3981 and 1400.4 in 1992. From 1981 to 1992, peita@aonsumption increased by 62.8%.

In recent years, China has made major progresbacto control by banning all cigarette advertisingreasing import duties on cigarettes, and bapni
cigarette smoking in some public places. Still,r@his a major world consumer of cigarettes. A resardy indicated that 895,600 individuals died of
smoking-related illnesses in 1989.5 Medical caeexlitures due to smoking were estimated at Y&LALE) billion in 1989, while the value of lost
productivity or premature death was about Y20.1838) billion that year. The value of these resesrould be used for many other productive seniites
the society.

Government agencies and health policymakers arthendorld have used a variety of policy alternatite control tobacco smoking.6 These policies elu
a ban on cigarette advertising, the prohibitiorighrette smoking in public places, antismoking medmpaigns, the prohibition of cigarettes salaninors
or in vending machines, health education in schewld taxation on cigarette products. The objestofesome of those tobacco control instruments in
reducing tobacco consumption are obvious, whilerstlare less certain. It is universally recognibed taxation on the sale of cigarettes has besn ve
effective in accomplishing its aims. Despite vaoias in cigarette taxes, it is generally agreed ahimbacco tax is a reliable source of governmaregnue, a
convenient and effective method of collecting rexerand, most importantly, a deterrent to cigatesumption.

The government of China relies on revenue frontdbacco tax as a major financial resource. Thetiues whether sufficient opportunity exists faiging
existing tax on cigarettes in China to control cég@ smoking, while still being financially ber@él to the government. The purpose of this papév draw
upon the experiences of foreign countries in imgletimg tobacco taxation, to provide lessons thex€@ government can use when considering the
feasibility of raising the tax on cigarettes.

Rationalesfor cigarette taxation and inter national experiences

A fundamental principle of economics indicates thateased cigarette prices will reduce cigarattesamption. The retail price of cigarettes consifthe
prices of the raw materials, labour costs, andstalkegeneral, cigarettes are taxed at varioussd@fegovernment, encompassing federal, state)cadl
areas. The most common form of cigarette tax isdbas units of quantity of sales (an excise tax¢ngls some governments apply a cigarette tax loasad
fixed percentage of the price (an ad valorem tax).

In China, cigarette taxes are collected by therakgbvernment at the level of the manufacturecpeding to the number of cigarettes produced. Qhnese
cigarettes leave the factory no additional taxdideal. Therefore, it is called a product tax. Beeaus imposed according to quantity producedait also be
considered an excise tax. All cigarette factorirescavned and operated by the government. Thugdifection administration is very efficient.

Excise taxes are easier to collect and do not ehawer time, while an ad valorem tax changes apribe of cigarettes changes, and may add more
administrative costs in collecting tax revenueggd&dless of the form of cigarette taxes, an exeisés a component of the retail price, thus redgici
cigarette consumption. The reduction of cigarettesamption could result from either a reductioth@ number of cigarettes consumed by smokers, or a
reduction in the number of smokers.

Rationalesfor Cigarette Taxation



Two rationales are used to justify a tax on cigase? The first rationale is simply to consider tigarette tax as an efficient instrument with low
administrative costs for collecting revenue for gmment spending. In the case of the United States)crease in the federal cigarette tax was tesed
finance the Civil War in 1864, and the Korean Wal951. Thus, before 1960, taxes on cigarettes araeted and raised to generate revenue rathetadhan
discourage consumption. Similarly, in Finland, ganancrease in cigarette price (a 60% increase seven-month period during 1975/76) was intended
mainly to increase state revenue.8

The second rationale for imposing a cigarette $aw iconsider taxes as "user fees". It is arguatiiie tax covers the external costs of smokingveitid
discourage smokers from using cigarettes, thusrigad a reduction in tobacco-related healthcastschy reducing the morbidity and mortality asseda
with cigarette smoking. This second rationale, wighanti-smoking objective for raising cigaretiés, came into use after release of the US Surgeon
General's 1964 report on smoking and health. Sif8@, countries such as Finland, Denmark, Egypta@a, Nepal, Iceland, Peru, Australia, and New
Zealand have raised cigarette taxes as meansuoeretjarette consumption.

Given the rationale of raising the cigarette tardatrol tobacco use, many countries and states bhsed part of the revenue from such taxes to stippo
anti-smoking activities, such as health educatioedical research on tobacco-related diseases,rairshaoking media campaigns -- for example, in Aalst
and New Zealand. In Victoria, Australia, a 5% teaswevied on the sale of tobacco products in 188ih&nce health promotion.9 Other countries, sash
Egypt and Nepal (personal communication with Miigif Health, Yur Raj Sharma, 1995), have usedhtititional tax revenues for health-related acésiti
such as paying for low-income maternal and chiltheare or subsidizing medical expenditure for-loaome families.10

In November 1988 voters in California (USA) appradtke California Tobacco Tax and Health Promotia @#roposition 99). This ballot initiative
increased the state excise tax on cigarettes f@uoefts per pack to 35 cents per pack, beginnidgmuary 1989. It explicitly specified how the niaw
revenue was to be used, including health educatiograms for the prevention and reduction of citjanese, indigent healthcare, research, parksagon,
environmental programs, and other activities.11okohg a model program funded by tobacco tax reeerin the state of Minnesota,12 Proposition 99 was
the first state legislation in the United Statest $ought to deter cigarette consumption both byeasing the state excise tax and waging an araidsion
campaign.

Studies show that six months after the tax incregagmlifornia, cigarette sales had declined byualome pack per adult, or 10.9%. One year aftetake
increase, the decline per capita had remainedaeaf three-quarters of a pack per adult per marta 9.5% reduction throughout the next thregsé3

The cigarette tax increase led to a reductiongareitte sales. Did the state's total revenues ¢igarette sales decline? The answer is no. Baséuearesults
of an estimated price elasticity of demand of -Qiian be shown that a 10% increase in priceaeslithe quantity demanded by 4%.14 Thus, the pagen
increase in price is higher than the percentageedse in quantity by six percentage points. Inrotf@ds, the value of loss in sales is more thésetby the
value of gains due to the increased price. Thezetax revenues have increased. The actual Catifetate cigarette tax revenue increased 200%88,19
despite a 14% reduction in total cigarette salégai@€tte sales continued to decline each yearevihd revenue continued to be much higher thaprewax
(1988) period. The state cigarette tax revenu@883still was 170% higher than in 1988.

This is a very important finding for policymakerstobacco control and policymakers in tax reveregadments. As long as the price elasticity of the
demand for cigarettes is less than -1, the incrieatsexes will result in a net gain in total taxveaues. The less elastic the demand, the lesgieff¢ice tax
will be in reducing cigarette consumption, but there effective the tax will be in generating adufiil tax revenues. To plan for the desired levekdtiction
in cigarette consumption and the desired amouimtapéase in tax revenues, it is important to knberhagnitude of the price elasticity of the demtmd
cigarettes.

California's anti-smoking legislation, Propositi®®, is a major success for the voters of CaliforBesides Minnesota and California, similar taxefed
initiatives in tobacco control have been impleméritethe states of Massachusetts,15 Michigan, aimbAa.

Cigarette Taxes and Retail Prices Around the World

A cigarette tax is a major component of the rgtade of cigarettes. It would be useful to know wpeoportion of the retail price is representectigarette
taxes around the world. The Chinese governmentiage this information as a point of referencettieir policy on cigarette taxes.

Most cigarette taxes are excise taxes, which missghe proportion of the retail price allocatedtte tax may decline as the retail price incredsesther
words, the real value of the excise tax will deglas inflation occurs over time. Some states irthieed States and other foreign countries impalsercsales
tax fees on the cigarette product in addition odkcise tax. Therefore, it is more meaningfuldmpare the total taxes as a percentage of reted.pFo
make all prices comparable, it is useful to conpeides to US dollars per pack of cigarettes.

Based on data from December 1993 for 24 selectadtites, the average retail price of cigarettegedrfrom $0.63 per pack in Spain to $4.55 in Norday
The retail price of cigarettes in many Scandinagianntries (Norway, Denmark, Sweden, Finland), ar@sEuropean countries (United Kingdom and Eire),
and Canada exceeded $3.00 per pack. The UniteesState averaged $1.80 per pack. Portugal, Amggntiaiwan, Spain, and South Korea averaged less
than $1.50 per pack.

The amount of tax imposed on cigarettes in theseoR4tries ranged from $0.42 per pack in Spair8td&in Denmark, with an average of $1.66 per pack.
As a percentage of retail price, taxes in Denmarkthe United Kingdom were the highest--85% and ,/if&¥pectively. The percentage in 12 of the 24
countries exceeded 70%.16 Those countries withretigeprices less than $1.50 per pack had highatas as well: 81% for Portugal, 70% for Argentina,
70% for Spain, and 60% for South Korea (with theegtion of Taiwan, 47%).

According to official data reported by the Gendrakation Bureau, Ministry of Finance, the cigargiteduct tax rates for China ranged from 35% to 0%
1988. However, these tax rates are calculated finenproducer's point of view. According to the 19dna statistical yearbook, sales revenues weR896
($11.48) billion in 1990 and Y76.75 ($12.79) bitlim 1991.4 The government revenue from the citatak was Y27 ($4.5) billion in 1990 and Y29 ($4.8
billion in 1991. The reported retail price per paeks Y1.33 (US $0.22 per pack) in 1992. Thus tfectfe retail tax rate was 39.2% in 1990 and 3% 78
1991. In other words, out of every Y10 ($1.66) $p®nconsumers on cigarettes, consumers paid bet¥@s8 ($0.63) and Y3.9 ($0.65) in taxes. Thus, in
terms of tax rates at the retail level, in Chirzes are not as high as in many other countries.

Government revenue and price elasticities

The optimum amount of tax levied on cigarettes @dad based on the economic burden of smoking tetgpdepending upon whether the purpose of the



taxation is to control tobacco use, or, based @ m@lasticity, to maximize revenue. Cost estimafa¢be economic burden of cigarette smoking inuinéed
States range from $0.50 per pack to $5.00 per gapknding on the assumptions of the value of fifitthe extent of the negative impact of cigarese u

for example, smoking-related low birth weight -€luded in the calculation.17 18 No consensus ekistse American research community as to which cos
figure should be used as a basis for cigarettestab@

On the other hand, if the purpose of a cigareitéstéo control tobacco smoking and at the same timaximize revenue, then the magnitude of pricgtielty
of demand for cigarettes will be an important refiee point. For instance, in President Clinton'altdeSecurity Act of 1993, the White House proposetbh
cent per pack increase in the federal excise tanasource of revenue to finance the health inserarogram. Based on 1992 taxes and cigaretteisgiok
data, it was estimated that a 75 cent per packaserin the federal cigarette excise tax would paseented 900 000 premature deaths.20

According to a 1990 World Bank report, revenue fitolsacco products, alcoholic beverages, and ga&satinounted for approximately 27% of China's total
product tax revenues in 1986. Cigarette tax revatoree reached the peak percentage of 14.84%abfggoternment revenue in 1983, and then declined to
6.70% in 1986. In recent years, cigarette taxeg kantributed about 9.5% of total government reesnéor instance, in 1992, the total government tax
revenue was Y329.7 ($54.9) billion; the cigaredterievenue that same year was Y31.0 ($5.2) billltrus, cigarette taxes raised 9.4% of total govemtm
revenues. Clearly this tax represents a major safrgovernment revenue.

To illustrate the possible revenue impact of amgased excise tax on cigarette sales, 1992 dgtdamand sales figures are used. According t¢’tRE
(People's Republic of China) yearbook, the retadlepper case of cigarettes was Y3320 ($553), @&853million cases were sold.4 A recent study esiach
that the price elasticity of the demand for cigaetn Sichuan province in China, ranges from -@065-0.80, which is somewhat higher (that is, muamiee
sensitive) than in many other developed countliesnot as high as estimates from Papua New Gdineal The Papua New Guinea estimates were for
excise tax elasticity (-0.50 to -0.71), and the@glasticity would be as high as -1.0 or -1.48.fhis illustration, we assume —0.65 (the lower ehthe
Sichuan estimate) to be the price elasticity fer@hinese population.22

Given this information, if the Chinese governmegacette industry imposed a 10% increase in pfioe Y3320 ($553) per case to Y3652 ($608), a 6.5%
reduction in sales would occur, from 32.65 millzases to 30.53 million cases. However, the totemee would increase from Y108.41 ($18.07) bilion
Y111.5 ($18.58) billion, a Y310 ($51.67) billioncirease, or an increase of 2.9%. Thus, given thestie demand for cigarettes, the total revenue wil
increase when the price is increased. Assumingffieetive tax rate in 1992 was 37.78%, the effectax rate would have to rise to 43.43% to ache¥6%
increase in price, an increase of 15% in the effet¢ax rate. Given these assumptions, total tegmees would rise by 18.2%, while total sales raesn
would rise by 2.9%.

Optionsfor additional cigarette taxesin China

Given the negative health consequences of ciganettking, it is certainly justifiable to considenposing additional tax on cigarettes. Furthermore,
additional financial resources are needed to fatdlihealthcare reform in China to expand the emeeof healthcare services for the poor, espediithe
uninsured in the low-income urban and rural poporie23 A number of countries, including the Unitetdites (California), Nepal, and Egypt, have been
using tobacco tax revenues to pay for healthcaxéces or health insurance premiums. Finally, éserneed exists in China for a health promotion
campaign and its financial support, which may idelan anti-smoking media campaign or school healtitation programs. A small portion of the
additional cigarette tax revenues could be usédrtd health promotion and disease prevention dietvi

As noted above, China currently imposes a producoh cigarettes. These taxes are incurred anddpaictly by the producer; but leeway exists, hogrev
for the consumer to pay an additional tax on citeseat the retail level in the form of a salesdaan excise tax. Currently, cigarette taxes acttor less
than 40% of the retail price in China, not as laghmany other countries in the world, where taxesprise more than 60% of retail prices.

Several factors determine how much tax should lpoged. One major factor relates to the objectivedficing cigarette consumption. US data suggest th
a third of the reduction in cigarette consumptioliofving tax increases is the result of current kens quitting, and two-thirds is due to smokersioiug

their individual cigarette consumption. The othetérs relate to: (a) consumers' ability to bearatiditional financial burden; (b) the amount oferaue the
government needs to achieve a given objectivehénagnitude of the potential negative impacthendigarette industry; and (d) smuggling.

In California, before Proposition 99 was implementie legislature had the intention of reducirgattco consumption in California by 75% by the year
2000. Canada, recognizing that its high tax ratsed major smuggling between Canada and the UStads, subsequently lowered its tax rate. In Egypt
the tax rate was increased from five to 10 piagiergpack to produce enough revenue to providetheedurance for school children. Therefore, thaibtry
of Health, the Ministry of Finance, and other ietted parties in China need to collaborate in dpigd China's tax increase agenda.

Several concerns have been expressed relativeite@ase in cigarette taxes. The first two haveddiate impacts: an increase in smuggling to atred
additional tax burden, and the shifting from cig&reonsumption to cigarette substitutes (suches gr cigar smoking). These two responses willkeea
the effect of an additional cigarette tax. Manyrmoies, such as Canada, have experienced the prableross-border smuggling. Smuggling in China is
already a major problem, especially between Honggend China. The Chinese government has not lxenceeffectively control the cigarette smuggling
problem. The substitution effect could be minimiffeithe tax covers not only cigarettes, but aldteotobacco products.

One long-term negative consequence of an increzgacktte tax is the reduction of the economic lveitig of tobacco farmers and workers in the tobacco
industry, who will face lost income and unemploymém this case, the government should develomg-tange gradual plan to convert tobacco farm
production into other agricultural production, @ondconvert tobacco factories into non-tobacco fiaesdby providing loans, the money for which cameo
from the cigarette tax. There will certainly beptgportionate losses to particular geographicasara similar policy debate is occurring in the tddi
States.24 26 Brazil has encouraged tobacco fatméransfer into other cash crop activities. Addiil innovative policy alternatives in this areawdd be
considered. Perhaps the World Bank can take fuinitetive, by not only refraining from lendingrfthe purposes of tobacco production, but also by
providing loans for converting tobacco productiorptoduction of alternative crops (H Barnum, ungsligd paper, 1993).

Conclusions

Many countries around the world have taken théatiit to control cigarette use because of its ichpa public health and healthcare costs. Chiirads
unique position because its relatively high smolprgvalence provides a large tax base; therefloegntposition of a cigarette tax increase will have
significant effect in generating revenue and redgcigarette consumption. When combining tax reeenam both producers and consumers, the total
revenue for the state will increase, not decrease.



The healthcare sector is currently facing limitegihcing sources, given the current state and tegadtructure. Therefore, the option for raisidgitional
revenues from a increased cigarette tax is a ga@gportunity for China to finance healthcare ref@nd activities in health promotion and disease
prevention.

This review of international experiences with cegte taxation and the current status of Chinesaeitg consumption leads to the following
recommendations.

« Tobacco tax policies in China should be linkedhi® objective of reducing tobacco use. Governrpelitymakers should consider using tobacco taxnas a
intervention in accomplishing the goals of healthnpotion and disease promotion.

« Researchers have shown that tobacco taxatiane$fective means of reducing cigarette consumptitsing a portion of cigarette tax revenue for
anti-smoking activities would further achieve tt@alg of tobacco control.

China is a major country both in terms of the si&s population and the wide geographic diffeenin the production of tobacco and the manufaattire
cigarettes. Raising cigarette taxes could be ampajdical and economic issue. One option for ¢keatral government is to carry out small-scale erpents
in certain areas, like many other social and heastbhrance experiences being implemented in vatamsd areas, to examine the potential impact of

additional cigarette taxation on cigarette consumnpigovernment revenue, possible allocation oftamwhl tax revenue to health promotion and heailtac
financing, and the Chinese cigarette manufacturidgstry and tobacco farm sector.
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