PROPOSITION 28 – TAX IMPLICATIONS

FISCAL EFFECT


The Legislative Analyst estimates that by repealing Proposition 10’s 50-cent-per-pack tax on cigarettes (and the corresponding tax on other tobacco products), Proposition 28 will reduce the amount of revenue for early childhood development programs and activities by $215 million in 1999-00 (a partial year effect), and by $670 million in 2000-01. The analyst estimates that due to the increase in consumption resulting from this tax cut, Proposition 99 programs will gain “a few million dollars annually.” There would be a General Fund revenue loss of about $3 million in 1999-00, and about $7 million thereafter – this is the net effect of increased state cigarette tax due to the increase in consumption, more than offset by the reduced sales tax on the repealed Proposition 10 cigarette tax. A corresponding local sales tax reduction of $2 million would occur in 1999-00, increasing to a $6 million loss thereafter.

REGRESSIVITY ISSUE – Who pays the cigarette tax?

Economists refer to “gressivity” as the measure of who pays a tax in terms of the income of the taxpayer. A “progressive” tax, such as the income tax, imposes a higher tax, as a percent of income, on higher income people than it does on lower income people. The tax on cigarettes is generally believed to be “regressive,” in that it imposes a disproportionately greater burden on the income of poor people than it does on higher income people.

The Institute on Taxation and Economic Policy indicates that in 1998, tobacco taxes consumed 0.39 percent of the income of the poorest fifth of Californians, but only 0.01 percent of the income of the top one percent of households.  Overall, Californians spent 0.08 percent of their income on tobacco taxes. (Since the passage of Proposition 10, these percentages have increased, but their spread among income groups has remained relatively unchanged.

The Senate Office of Research, citing Bureau of Labor Statistics data, indicates that the average annual expenditure on tobacco products in households with gross incomes of $15,000 or below, with at least one smoker, is $1,070 including state and local tobacco and sales taxes.

Since the cigarette tax is so regressive, it can be argued that the reduction in cigarette tax due to Proposition 28 will largely benefit poor cigarette smokers. However, it will also make it possible for them to increase their cigarette consumption, which may well offset the benefit if the tax reduction.

TAX ELASTICITY – Impact of tax on consumption

As with any product, demand for tobacco products is dependent on, and varies inversely with, price. The extent to which tobacco demand is affected depends on the length of time since the change in price (tax) is initiated, the age of the tobacco consumer, and the type of tobacco product. In general, (1) younger smokers (aged 12 – 25) are much more likely to be affected by tax increases than are older users; (2) the impact of a tax increase grows over time – typically, early reductions in consumption are due to existing smokers smoking less, while later reductions are due to those who quit smoking entirely; and (3) changes in the tax on “other tobacco products” (cigars, pipe tobacco, snuff, etc.) have less effect on consumption than do equivalent tax changes on cigarettes.

Recent tax increases, along with the price increase related to the tobacco settlement, have resulted in a significant reduction in cigarette consumption. The Department of Finance notes that these effects reduced per capita consumption by approximately 9.6 percent, to 75 packs per capita in 1998-99 (compared with 150 packs per capita in 1987-88).

With Proposition 28’s 50-cent reduction in cigarette tax, plus a concomitant 4-cent reduction in sales tax, Proposition 28 will probably cause an increase in cigarette consumption, which will mean that there will be an increase in funds for Proposition 99 programs and for the General Fund. Arguably, there will also be additional governmental costs to health programs associated with this increased cigarette consumption.

“BUTT-LEGGING” AND THE GRAY MARKET – Alternatives to traditional means of purchasing cigarettes

With the substantial recent increases in the price of cigarettes, due to tax increases and the price increase resulting from the tobacco settlement, more and more consumers have found  ways of obtaining cigarettes through the so-called “gray market,” largely through out-of-state sellers engaged in mail-order or internet sales to California customers. Many years ago Congress authorized the states to require out-of-state sellers of cigarettes to inform them of their buyers’ identity, so that the cigarette tax may be collected by the states directly from purchasers. In practice, however, this privilege has generally been more expensive to implement than it is worth. Arguably, since the cigarette tax is so much higher than it used to be (87 cents per pack now, compared with 10 cents per pack prior to passage of Proposition 99 in 1988), there is a much greater incentive than before to the tax collector (Board of Equalization) to pursue buyers who purchase cigarettes from gray market suppliers. However, the General Fund still only receives the same 10 cents per pack that it has received since 1967, so there is little budgetary incentive for the General Fund-supported tax collector to pursue the tax.

An additional factor which has been exacerbated by the recent tax and price increases is the practice of bootlegging cigarettes (so-called “buttlegging”) – the smuggling of untaxed cigarettes into California by the truckload and distributing them through illegal channels. It is not possible to know how prevalent this practice is, but it has probably increased substantially in recent years, considering the “profit” associated with a truck full of cigarettes that have not been subjected to a tax of over $1 per pack (including sales tax). There is little the state can do about this problem, other than what law enforcement agencies are currently doing – it is an inevitable consequence of very high levels of tax levied on an easily transported and readily distributed product.

Passage of Proposition 28 will reduce the profit associated with the cigarette gray market and buttlegging, which will result in an unknown amount of additional funds for Proposition 99 programs and the General Fund.

DOUBLE-TAXATION OF “OTHER TOBACCO PRODUCTS”

An unintended consequence of Proposition 10 was the effective double-taxation of cigars, pipe tobacco and other non-cigarette tobacco products. This is because proposition 99 provided that whenever cigarette taxes are increase, a corresponding tax, based on wholesale price, would also be imposed on other tobacco products. Proposition 10 imposed two taxes – a 50-cent per pack tax on cigarettes, AND a corresponding tax on other tobacco products.  But due to the wording of Proposition 99 and Proposition 10, the increased tax on other tobacco products was doubled-up – to the equivalent of $1 per pack of cigarettes.  Sellers of other tobacco products, and particularly the “mom & pop” smoke shops, complained of this unintended consequence. But since it was a consequence of propositions voted for by the electorate, and since this doubling-up of tax was announced as part of the Legislative Analyst’s analysis of the proposition (published as part of the ballot booklet), it was thought unwise or unnecessary to pursue a correction of this apparently unintended drafting anomaly.

Passage of Proposition 28 will “cure” this double-taxation problem by removing the 50-cent-per-pack cigarette tax that is its cause.
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