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PROPOSITION - GIGARETTE TAX TO FUND HEALTHCARE, TOBACCO USE
PREVENTION, RESEARCH, AND LAW ENFORCEMENT.
INITIATIVE CONSTITUTIONAL AMENDMENT AND STATUTE.

OFFICIAL TITLE AND SUMMARY

PREPARED BY THE ATTORNEY GENERAL

e [ncreases cigarette tax by $2.00/pack, with
equivalent increase on other tobacco products and
electronic cigarettes containing nicotine.

e Allocates revenues primarily to increase funding
for existing healthcare programs; also for tobacco
use prevention/control programs, tobacco-related
disease research/law enforcement, University
of California physician training, dental disease
prevention programs, and administration. Excludes
these revenues from Proposition 98 education
funding calculation requirements.

e |f tax causes decreased tobacco consumption,
transfers tax revenues to offset decreases to

existing tobacco-funded programs and sales tax
revenues.

e Requires biennial audit.

SUMMARY OF LEGISLATIVE ANALYST’'S ESTIMATE OF NET
STATE AND LOCAL GOVERNMENT FISCAL IMPACT:

e [ncreased net state revenue of $1 billion to
$1.4 billion in 2017-18, with potentially lower
annual revenues over time. These funds would be
allocated to a variety of specific purposes, with
most of the monies used to augment spending on
health care for low-income Californians.

ANALYSIS BY THE LEGISLATIVE ANALYST
BACKGROUND

Cigarette and Tobacco Products

People currently consume different types of cigarette
and tobacco products:

e (igarettes. Smoking cigarettes is the most
common way to use tobacco.

e QOther Tobacco Products. Other tobacco products
can be consumed by smoking or other forms
of ingestion. These include cigars, chewing
tobacco, and other products made of or
containing at least 50 percent tobacco.

e Electronic Cigarettes (E-Cigarettes). These are
battery-operated devices that turn specially
designed liquid, which can contain nicotine,
into a vapor. The vapor is inhaled

different purposes. Existing excise taxes are estimated
to raise over $800 million in 2015-16.

Existing State Excise Taxes on Other Tobacco Products.
While excise taxes on other tobacco products are
based on the excise tax on a pack of cigarettes,

they are somewhat higher due to the provisions of
Proposition 10. Currently, the excise taxes on other
tobacco products are the equivalent of $1.37 per
pack of cigarettes. Revenues from excise taxes

on other tobacco products are allocated solely to
Proposition 99 (1988) and Proposition 10 (1998)
funds for various purposes, as described in Figure 2.
Under current law, any increase in cigarette excise
taxes automatically triggers an equivalent increase in
excise taxes on other tobacco products.

by the user. Some e-cigarettes are
sold with the liquid, while others
are sold separately from the liquid.

These products are subject to excise

Figure 1

Current Taxes on Tobacco
Products and Electronic Cigarettes

taxes (which are levied on a particular
product) and sales taxes (which are
levied on a wide array of products). The
excise tax is levied on distributors (such
as wholesalers) while the sales tax is
imposed at the time of purchase. As
shown in Figure 1, cigarettes and other
tobacco products currently are subject to
state and federal excise taxes as well as
state and local sales and use taxes (sales
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taxes). E-cigarettes are only subject to
sales taxes.

Existing State Excise Taxes on Cigarettes.
The current state excise tax is 87 cents
for a pack of cigarettes. Figure 2 shows
how the tax has increased over time and
how these revenues are allocated for
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2 Includes cigars, chewing tobacco, and other products made of or containing at least
50 percent tobacco.

b Battery-operated devices that turn specially designed liquid, which can contain nicotine,
into vapor.
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Figure 2
Allocation of Existing State Cigarette Excise Taxes
(Dollars in Millions)
Current Tax Estimated
Per Pack of 2015-16
Funds Description Cigarettes Net Revenue?
State General Fund: Supports the state budget. The cigarette excise tax allocating revenue to the state 10¢ $84
General Fund was established by the Legislature in 1959.
Proposition 99 Funds: Established by the voters in 1988 for the purposes of supporting tobacco education 25 259b
and prevention efforts, tobacco-related disease research programs, health care services for low-income
persons, and environmental protection and recreational resources.
Breast Cancer Fund: Established by the Legislature in 1993 for the purposes of supporting breast cancer 2 20
screening programs for uninsured women and research related to breast cancer.
Proposition 10 Funds: Established by the voters in 1998 for the purposes of supporting early childhood 50 447b
development programs.
Totals 87¢ $810
@ Accounts for payments from Proposition 10 to other funds in order to maintain pre-Proposition 10 revenue levels.
b Total includes excise tax revenue from other types of tobacco products, such as cigars and chewing tobacco.

Existing Federal Excise Taxes on Tobacco Products.

The federal government also levies excise taxes on
cigarettes and other tobacco products. Currently, the
federal excise tax is $1.01 per pack of cigarettes and
varying amounts on other tobacco products.

Existing Sales Taxes on Tobacco Products and
E-Cigarettes. Sales taxes apply to the sale of
cigarettes, other tobacco products, and e-cigarettes.
Sales taxes are based on the retail price of goods,
which includes the impact of excise taxes. The
average retail price for a pack of cigarettes in
California is close to $6. Currently, the sales tax
ranges from 7.5 percent to 10 percent of the retail
price (depending on the city or county), with a
statewide average of around 8 percent. Thus, sales tax
adds roughly 50 cents to 60 cents to the total cost
for a pack of cigarettes. The sales taxes on cigarettes,
other tobacco products, and e-cigarettes raises about
$400 million annually, with the proceeds going both
to the state and local governments.

Adult Smoking Trends and
E-Cigarette Use in California

Most tobacco users in California smoke cigarettes.
According to the California Department of Public
Health (DPH), California has one of the lowest adult
cigarette smoking rates in the country. The DPH
reports that about 12 percent of adults smoked
cigarettes in 2013, compared to about 24 percent

of adults in 1988. While cigarette smoking rates in
California have steadily declined over the past couple
decades for a variety of reasons, this trend appears
to have stalled in recent years according to DPH.

For the full text of Proposition 56, see page 134.

As the number of individuals smoking cigarettes in
California has decreased, so has the total amount of
cigarette purchases by California consumers. As a
result, revenues from taxes on these purchases also
have declined.

The DPH reports that e-cigarette use among California
adults was about 4 percent in 2013, nearly doubling
compared to the prior year. Because e-cigarettes

are relatively new products, however, there is

little information to determine longer-term use of
e-cigarettes.

State and Local Health Programs

Medi-Cal. The Department of Health Care Services
administers California’s Medi-Cal program, which
provides health care coverage to over 13 million low-
income individuals, or nearly one-third of Californians.
With a total estimated budget of nearly $95 billion
(about $23 billion General Fund) for 2015-16, Medi-
Cal pays for health care services such as hospital
inpatient and outpatient care, skilled nursing care,
prescription drugs, dental care, and doctor visits.
Some of the services provided in the Medi-Cal
program are for prevention and treatment of tobacco-
related diseases.

Public Health Programs. The DPH administers and
oversees a wide variety of programs with the goal of
optimizing the health and well-being of Californians.
The department’s programs address a broad range

of health issues, including tobacco-related diseases,
maternal and child health, cancer and other chronic
diseases, infectious disease control, and inspection
of health facilities. Many public health programs and
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services are delivered at the local level, while the
state provides funding, oversight, and overall strategic
leadership for improving population health. For
example, the DPH administers the California Tobacco
Control Program—a Proposition 99 program—that
funds activities to reduce illness and death from
tobacco-related diseases with a budget of about

$45 million in 2015-16.

Recent Changes in Tobacco-Related Laws

The Legislature recently passed, and the Governor
signed in May 2016, new tobacco-related legislation
that made significant changes to state law. Figure 3
describes these changes. Also in May 2016, the U.S.
Food and Drug Administration (FDA) issued new rules
that extend the FDA's regulatory authority to include
e-cigarettes, cigars, and other tobacco products.
These recent changes do not directly affect the state
taxes on these products or the programs that receive
funding from these taxes.

State Spending Limit and
Minimum Funding Level for Education

The State Constitution contains various rules
affecting the state budget. Proposition 4, passed

by voters in 1979, establishes a state spending
limit. Proposition 98, passed in 1988, establishes a
minimum level of annual funding for K-12 education
and the California Community Colleges.

CONTINUED

PROPOSAL

This measure significantly increases the state’s
excise tax on cigarettes and other tobacco products
and applies this tax to e-cigarettes. The additional
revenues would be used for various specified
purposes. The major provisions of the measure are
described below.

New Taxes Imposed by Measure

Increases Cigarette Tax by $2 Per Pack. Effective
April 1, 2017, the state excise tax on a pack of
cigarettes would increase by $2—from 87 cents to
$2.87.

Raises Equivalent Tax on Other Tobacco Products. As
described earlier, existing law requires taxes on other
tobacco products to increase any time the tax on
cigarettes goes up. Specifically, state law requires
the increase in taxes on other tobacco products to
be equivalent to the increase in taxes on cigarettes.
Accordingly, the measure would raise the tax on
other tobacco products also by $2—from $1.37

(the current level of tax on these products) to an
equivalent tax of $3.37 per pack of cigarettes.

Imposes New Taxes on E-Cigarettes. As noted above,
the state does not currently include e-cigarettes in
the definition of other tobacco products for purposes
of taxation. The measure changes the definition of
“other tobacco products” for purposes of taxation to
include e-cigarettes that contain nicotine or liquid
with nicotine (known as e-liquid). Changing the
definition in this way causes the $3.37 equivalent tax
to apply to these products as well.

Figure 3
Recent Changes in Tobacco-Related Laws=
Legislation Subject Description

Chapter 4 of 2016 (AB2X 7, Stone)

Chapter 5 of 2016 (AB2X 9, Thurmond) Tobacco use programs

Chapter 6 of 2016 (AB2X 11, Nazarian)

Chapter 7 of 2016 (SB2X 5, Leno) Electronic cigarettes

Chapter 8 of 2016 (SB2X 7, Hernandez)
legal age

2 Except when noted in the description, new legislation became effective June 9, 2016.

Smoking in the workplace

Cigarette and tobacco product
licensing: fees and funding

Tobacco products: minimum

b This broadened definition of tobacco products to include electronic cigarettes does not apply for the purposes of taxation.

Expands prohibition on smoking in a place of employment

and eliminates various specified exemptions for workplace
smoking.

Expands eligibility and requirements of tobacco use prevention
funding to include charter schools.

Increases cigarette and tobacco retailer, distributor, and
wholesaler licensing fees. Effective January 1, 2017.

Broadens the definition of tobacco products to include
electronic cigarettes and defines the term smoking, as
specified.”

Increases the minimum age for purchasing tobacco products
from 18 years old to 21 years old.
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How Would Revenues From New Tobacco and only be used for purposes set forth in the measgre, as
. described below. (Revenues from applying the $1.37
E'C|garette Taxes Be sPe“t? per pack rate on e-cigarettes, however, would support
Revenues from the cigarette, other tobacco product, Proposition 99 and Proposition 10 purposes. This
and e-cigarette excise taxes that are increased by would be new revenue to these funds.)

this measure would be deposited directly into a new As shown in Figure 4, the revenues would be
special fund. Revenues deposited in this fund would allocated as follows: |

Figure 4
How New Tax Revenue Would Be Spent
Program or Entity Amount Purpose

Step 1: Replace Revenues Lost

Existing Tobacco Tax Funds Determined by BOE  Replace revenues lost due to lower tobacco consumption
resulting from the excise tax increase.

State and Local Sales and Use Tax  Determined by BOE ~ Replace revenues lost due to lower tobacco consumption
resulting from the excise tax increase.

Step 2: Tax Administration

BOE—administration 5 percent of Costs to administer the tax.
remaining funds

Step 3: Specific Amounts for Various State Entities2?

Various state entities—enforcement®  $48 million Various enforcement activities of tobacco-related laws.
UC—pbhysician training $40 million Physician training to increase the number of primary care and
emergency physicians in California.
Department of Public Health— $30 million Educating about preventing and treating dental disease.
State Dental Program
California State Auditor $400,000 Audits of agencies receiving funds from new taxes, at least every
other year.

Step 4: Remaining Funds for State Health Programs?

Medi-Cal—DHCS 82 percent of Increasing the level of payment for health care, services, and treatment
remaining funds provided to Medi-Cal beneficiaries. DHCS cannot replace existing
state funds for these same purposes with these new revenues.

California Tobacco Control Program— 11 percent of Tobacco prevention and control programs aimed at reducing
Department of Public Health remaining funds illness and death from tobacco-related diseases.

Tobacco-Related Disease 5 percent of Medical research into prevention, early detection, treatments, and
Program—UC remaining funds potential cures of all types of cancer, cardiovascular and lung disease,

and other tobacco-related diseases. The UC cannot replace existing
state and local funds for this purpose with these new revenues.

School Programs— 2 percent of School programs to prevent and reduce the use of tobacco
California Department of Education remaining funds products by young people.

@ The measure would limit the amount of revenues raised by the measure that could be used to pay for administrative costs, to be defined by the State
Auditor through regulation, to not more than 5 percent.

b Predetermined amounts would be adjusted proportionately by BOE annually, beginning two years after the measure went into effect if BOE determines
that there has been a reduction in revenues resulting from a reduction in the consumption of cigarette and tobacco products due to the measure.

€ Funds distributed to Department of Justice/Office of Attorney General ($30 million), Office of Attorney General ($6 million), Department of Public Health
($6 million), and BOE ($6 million).

BOE = Board of Equalization; UC = University of California; and DHCS = Department of Health Care Services.
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e Step One. The measure requires that new
revenues raised by the measure first be used
to replace revenue losses to certain sources
(existing state tobacco funds and sales taxes)
that occur as a result of the measure. These
revenue losses would occur due to lower
consumption of tobacco products due to the
higher excise taxes.

e Step Two. The State Board of Equalization would
then receive up to 5 percent of the remaining
funds to pay for administrative costs to
implement the measure.

e Step Three. The measure provides specified state
entities with fixed dollar amounts annually for
specific purposes, as described in Figure 4.

e Step Four. The remaining funds would be
allocated—using specific percentages—for
various programs, primarily to augment spending
on health care services for low-income individuals
and families covered by the Medi-Cal program.

Other Provisions

Required Audits. The California State Auditor would
conduct audits of agencies receiving funds from the
new taxes at least every other year. The Auditor, who

CONTINUED

provides independent assessments of the California
government’s financial and operational activities,
would receive up to $400,000 annually to cover costs
incurred from conducting these audits.

Revenues Exempt From State Spending Limit and
Minimum Education Funding Level. Proposition 56
amends the State Constitution to exempt the measure’s
revenues and spending from the state’s constitutional
spending limit. (This constitutional exemption is
similar to ones already in place for prior, voter-approved
increases in tobacco taxes.) This measure also exempts
revenues from minimum funding requirements for
education required under Proposition 98.

FISCAL EFFECTS

This measure would have a number of fiscal effects
on state and local governments. The major impacts of
this measure are discussed below.

Impacts on State and Local Revenues

New Excise Taxes Would Increase State Revenue by
Over $1 Billion in 2017-18. This measure would raise
between $1.3 billion and $1.6 billion in additional
state revenue in 2017-18—the first full year of the

Figure 5
How Estimated Revenues in 2017-18 Would Be Allocated
(In Millions)
2017-18
Low Range? High Range?

Estimated revenue from new excise taxes $1,270 $1,610
Replace revenue lossP 230 200

Estimated Net Revenue to Be Allocated $1,040 $1,410
Tax Administration
Board of Equalization—administrative expenses $50 $70
Specific Amounts Allocated to State Entities
Various state entities—enforcement $48 $48
University of California—physician training 40 40
Department of Public Health—State Dental Program 30 30
California State Auditor—audits —¢ —¢
Remaining Funds Allocated to State Health Programs
Medi-Cal $710 $1,000
Tobacco Control Program 100 130
Tobacco-Related Disease Program—University of California 40 60
School programs 20 20
@ The consumer response to the proposed tax increases is uncertain, so we present a range of plausible outcomes. The low-revenue estimate reflects

a strong consumer response, while the high-revenue estimate reflects a weaker consumer response.
b L AO estimate. Revenue loss replacement amounts would be determined by the Board of Equalization.
¢ $400,000.
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measure’s implementation. The excise tax increase
would result in higher prices for consumers. As a
result, consumers would reduce their consumption

of cigarettes and other tobacco products, including
e-cigarettes. (Many consumers might also change the
way they buy these products to avoid the tax.) The
range in potential new revenue reflects uncertainty
about how much consumers will reduce their
purchases in response to higher prices. The low-range
estimate ($1.3 billion) assumes consumers have a
stronger response to the tax than under the high-range
estimate ($1.6 billion). In future years, revenues

may decline relative to 2017-18 due to changes in
consumer choices.

Applying Excise Taxes on E-Cigarettes Also Would
Generate Additional Revenue for Existing Tobacco Funds.
As noted earlier, the measure expands the definition
of other tobacco products to include e-cigarettes. This
change makes e-cigarettes subject to the taxes passed
by voters in Proposition 99 and Proposition 10. As a
result, the funds supported by those two propositions
would receive additional revenue due to this measure.
This additional revenue likely would be in the tens of
millions of dollars annually.

Over $1 Billion in Increased Funding in 2017-18, Mostly
for State Health Programs. Figure 5 estimates the
amount of funding each program and government
agency would receive from the new tax revenues in
2017-18. After covering revenue losses resulting
from the measure, the revenue available for specific
activities funded by the measure—mostly health
programs—would be between $1 billion and

$1.4 billion. If cigarette use continues to decline,
these amounts would be somewhat less in future
years. In addition, much of the added spending on
health programs would generate additional federal
funding to the state. As a result, state and local
governments would collect some additional general
tax revenue.

Potentially Little Effect on State and Local Sales

Tax Revenue. Higher cigarette and other tobacco
product prices would increase state and local sales
tax revenue if consumers continued to buy similar
amounts of these products. However, consumers
would buy less of these products as prices increase
due to the measure’s taxes. As a result, the effect of
the measure on sales tax revenue could be positive,
negative, or generally unchanged, depending on how
consumers react. Under the measure, if the state or
local governments received less sales tax revenue as
a result of the measure’s taxes, those losses would be
replaced by the revenue raised by the measure.

Effects on Excise Tax Collection. As described in
Figure 4, the measure would provide additional
funding to various state agencies to support state law
enforcement. These funds would be used to support
increased enforcement efforts to reduce tax evasion,

For the full text of Proposition 56, see page 134.

CONTINUED

counterfeiting, smuggling, and the unlicensed sales
of cigarettes and other tobacco products. Such
enforcement efforts would increase the amount of
tax revenue. The funds also would be used to support
efforts to reduce sales of tobacco products to minors,
which would reduce revenue collection. As a result,
the net effect on excise tax revenue from these
enforcement activities is unclear. In addition, while
cigarettes and other tobacco products—as currently
defined—are covered by federal laws to prevent tax
evasion, e-cigarettes are not covered. As a result,
enforcement of state excise taxes on e-cigarettes may
be more challenging if consumers purchase more of
these products online to avoid the new taxes.

Impact on State and Local Government
Health Care Costs

The state and local governments in California incur
costs for providing (1) health care for low-income
and uninsured persons and (2) health insurance
coverage for state and local government employees
and retirees. Consequently, changes in state law such
as those made by this measure that affect the health
of the general population would also affect publicly
funded health care costs.

For example, as discussed above, this measure would
result in a decrease in the consumption of tobacco
products as a result of the price increase of tobacco
products. Further, this measure provides funding for
tobacco prevention and cessation programs, and to the
extent these programs are effective, this would further
decrease consumption of tobacco products. The use of
tobacco products has been linked to various adverse
health effects by the federal health authorities and
numerous scientific studies. Thus, this measure would
reduce state and local government health care spending
on tobacco-related diseases over the long term.

This measure would have other fiscal effects that
offset these cost savings. For example, state and local
governments would experience future health care and
social services costs that otherwise would not have
occurred as a result of individuals who avoid tobacco-
related diseases living longer. Further, the impact of a
tax on e-cigarettes on health and the associated costs
over the long term is unknown, because e-cigarettes
are relatively new devices and the health impacts of
e-cigarettes are still being studied. Thus, the net long-
term fiscal impact of this measure on state and local
government costs is unknown.

Visit http.//www.sos.ca.gov/measure-contributions
for a list of committees primarily formed to support
or oppose this measure. Visit http://www.fopc.ca.gov/
transparency/top-contributors/nov-16-gen-v2.html
to access the committee’s top 10 contributors.
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