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Table 2

Estimated Impact of SI Stats Cigarette Tax Increase
on Local Tax Collections

FY1998 : FY.1999. ZF’\ZOOO- FY2001. ' -8-\/2002r; FV20Q3' Total

~thousands
Anchorage -1,180 -1,386 -1,594 * -2,018 -2,030  -10,013
Fairbanks -145 -170 -196 -222 *249 -250 -1,233
Juneau -34 -40 -4% -52 -58 -58 -287
Total Local
Taxes -1,359 -1,597 -1,836 -2,079 -2,324 2538 -11,523

Military Sales and Bootlegging

The proposed tax increase would make the combined State plus federal cigarette tax far
higher in Alaska than in any other state.10 Assuming a retail price of $2 per pack in
Alaska, this amounts to a 50 percent increase in the price of cigarettes.l1 Consequently,
consumers of olgaretlcs sold in Alaska would have an incentive to reduce their
consumption of taxable cigarettes. Some people would do this by smoking less; others
would seek nontaxable or lower-priced sources of cigarettes. There are four ways by
which lower priced cigarettes may be attained: cross-border purchases, purchases on
Indian reservations, purchases on military Installations, and retail organized smuggling.
Although Alaska has a long border with Canada, two of its nuyor citiae (Anchorage and
Fairbanks) are not in dose proximity to it. Moreover, cigarette taxes In the two bordering
jurisdictions (Yukon Territory and British Columbia) would remain higher than in
Alaska, even with the proposed tax change. Consequently, there would be little incentive
for cross-border retail purchases. Similarly, there is only one Indian reservation in
Alaska (tribal land on Annette Island) where State and federal cigarette taxes are not
levied, Thisjurisdiction is relatively small and isolated, and we would not expect it to ba
a medor source of bootlegged cigarettes.

Legal and illegal (bootlegged) sales involving military installations could become an even
larger source of cigarettes in tiro State if the proposed S1 per package lax increase Is
enacted. Cigarette purchases at military commissaries and exchanges are exempt irom
federal and state taxes. Currant and retired military personnel tand their relatives enjoy
tax-free privileges. The prices of cigarettes at military bases Me, therefore, much lower,

BWshingtoncurrently hul the gt Vit dearg-hait«t mtt at 825 ctnu perpack.
See The Tobaeee "intitule, 1995, p. 199 for the averigt retail price o(cic»rettej in Aleeka.
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Figure 2

Tax-Exempt Cigarette Salas in CnlHbntlir, 1972-1995**

flMti yeor
«Actual tax exenpt still »  19%2trend 1

In 1989, California more than tripled its cigarette tax from 10 cents to 35 cents par pack,
which was the first increase in the State cigarette tax in 22 years. Cigarette sales on
military bases in the State jumped 18 percent that year.17 Thia increase can be clearly
seen in Figure 2. Also notable in Figure 2 is the deviation of actual tax-exempt cigirette
sales from the pre-1989 trend. Hod. the excise tax on cigarettes not been inoreased In
California, it is likely that tax-exempt cigarette sales would have continued tc fall, as

shc-*vit by the trend line,

Evan more dramatic was the surge in sales on the two mt\jor bases in Michigan following
the tripling of Michigan's cigarette tax rate from 25 cents per pack to 75 cents on May 1,
1994. Comparing the period October through April following the tax increase to the
same seven-month period immediately before the tax increase, tax-exempt unit sales
surged 53 percent on these two bases (Sclfridgo and K. I. Sawyer),

* Source: Annual Report of the Excise Taxer Division of (he California BtaU Board of Equalisation.
“Table 30-B * Cigarette Distribution* and Per Capita Consumption 1959-50 and 1994-95," 1996.

I7 See California Department of Revenue, Table 30B. Tax-exempt sales increased from 78 million packi to
92 million pack* from 1989 to 1990. This wns very unusual, since tax-exempt sale* had declined each year
since 1972.
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and the 345 percent proposed *ax increase can be expected to increase the propensity for
Alaska residents to purchase their cigarettes through alternative non-taxed means. The
pricing policy covering cigarettes sold at military commissaries was changed in
November 1996 to be generally consistent with prices charged at military exchanges. No
data are yet available Indicating the impoct of this change in sales of cigarettes at military
bases in Alaska.

Although jale» to nonfamily civilians ore illegal, military personnel might sell bootleg
cigarettes to civilians off-base. Indeed, bootlegging appears to be widespread in Alaska
and elsewhere. In 1996, approximately 4.7 million cigarette packs were sold on military
baser in Alaska.12 During the same year, taxable unit sales at civilian outlets were 52,7
million packs.13 Thus, military sales are approximately 9 percent of taxable sales.3

The cities of Anchorage and Fairbanks are likely to be more affected by bootlegging than
the State as a whole given their proximity to military bases. Anchorage has three military
bases within a ten mile radius, and Fairbanks has two military bases within a 30 mile
radius..5

Although it is not possible to estimate exactly the current level of thli illegal activity nor
to estimate exactly the increase in bootlegging that would ociur as a result of this tax
increase, experience in other states indicate* that cigarette sa>* on military bases surge
after large increases in cigarette excise taxes.

Source: Induitrywlde Damon Sales. Marketing and Management Informatlon Inc.
N Souro*: AlMka Department of Rcvonue.
MThose figures r'gnificently lower then those provided in our previous report. Wo now understand the
data provided to us that were used In the earlier report were in ercor and should b0 disregarded.
]Sggé)urce: Evingor, William R., ed. Directory of U.S. Military Dates Worldwide, Phoenix: Oryx Preu,
1



Anchdor

u—~.7 »

ID:9072696644 FEB 14*97

those with Jow incomes will pay a higher percentage of their income on taxes than those
with higher incomes. A progressive tax regime has tho opposite cffeot; high Itioome
gCOUS piy a larger percentage of tliclr incomes in taxes than do lower income groups.

Consider an Alaska resident who smokes one pack of cigarettes per day. That smoker
currently pays S105.85 in excise taxes per year . Under the proposed tax increase, that
smoker will pay $470.85 in excise taxes per year — an increase of $365. This increases
will affect those with lower incomes disproportionately. Figure 3 represents this
graphically. Clearly, as income increases, the percentage of income spent on the* exoiie
taxes approaches zero. The average real personal income in Alaska is $24,6502L Thus,
on average, the excise tax of $470.85 per year represents almost 2 percent of average

personal income.

10365 days x $0.29 oun«nttaxei™ S105.85.
JI S15.1 billion Of total real Fer»on*l income divided by total population of 612,600 from the WEFA

Group, RegionalForacast Fall J9PS, p. 11, 12

01.29.1988 01159
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Bootlegging, of course, is not limited to military installations, In the face of cigarette

taxes that grew to roughly five times those in the United States, cigarettes smuggled into
Canada soared from 1986 to 1994, In one report in. 1993, it was estimated that 50 percent
of the cigarette volume in the province of Quebec was smuggled.1l

Due to its clandestine ne.ture, it is extremely difficult to manure the responsiveness of
illicit trade to a large percentage increase In a State’s cigarette tax rate, Nonetheless,
there is strong evidence that a 50 percent increase in cigarette prices in Alaska would
drive more sales underground, and that the most likely channel for theso transactions
would Involve bootlegging from military installations. 1f this occurs, it is likely that the
elasticity assumptions used in Table 1 (-0.619 short run; *1.033 long run) would be too
small, Increasing lhese elasticities would further reduce the expected net increases in tax
revenue from the proposed Sl per pack tax.

Increased Indian Bootlegging Sales

In November of 1996, the United States Court of Appeals for the Ninth Circuit ruled that
the Native Village of Venetie Tribal Government occupies "Indian country,,,!9 This
designation entitles the Native Village of Venetio to tho some rights and privileges as
other Indian reservations. Currently, no Federal or State excise taxes are levied on Indian
reservations, While tire implications for other native villages governed undor the Alaska
Native Claims Settlement Act arc unclear and would have to be determined on a case by
case basis, this case sets a clear precedent, Clearly, the more locations in which tax-free
cigarette? are available, the greater the potential for bootlegging. To tho extent that more
Alaska Native Villagos are ruled to occupy Indian country, the opportunity for increased
bootlegging may increase dramatically.

The Regressive Nature of Excise Taxes

In addition to not raising the desired revenues, tobacco excise taxes arc regressive in
nature. The burden of the Governor's proposed $1 tax Increase will fall
disproportionately on 1hosc least able to pay it

One way to measure tho regraaslvity of a tax system is to iook at the relative tax paid by
each income group. The burdrn of a regressive tax will fall more heavily on those with
lower Incomes than on those with higher incomes. That is, under a regressive tax regime,

A See Wall Street Journal, DicemboOr 8. 1993, and L|HQU|St, Avey, Macdonald, and BaskerWlle, J9P4,

‘s State of Al«ka ex rel Yukon Plat* School District, Unalakleet/Noeser Construction JV, Unalakloet
Native Corporation, Neeier Cenrtmoilon Company, and Qarald Neoser v. Natlva Village of Venotle Tribal
Government a/k/a The Native Village of Venetie, The Venetie Tex Court, Hit Vcnetls Tax CommuUilon,
Gideon James. Lawrence Robetu, Larry Williams, Ernest Erlok, Lincoln Trlrt. John Tttus and David Case
101 P.3d 1286
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Ague3

Percentage of Income Spent on
Cigarette Excise Taxes by « I*Pack per Day Smoker
Following the Proposed SI Tax Increaso

Income

Price Impact on Non-Smokers

While tho State’s estimates of the revenue that could be raised by the $1 per pack tax
Increase are overstated, the revenue that is raised will have distorting affects on the rest of
the State’s economy. These effects will cause relative prices to shift In ways that increase
the cost of some items and reduce the cost of others. That is, both smokers and non-

smokers will be affected by the proposed cigarette tax increase.

If, for example, the demand for cigarettes falls significantly, smokers will use the money
no longer spent on cigarettes to buy other gocds and services. As the demand for these
Items Inoreases, their prices will naturally be bid up. In this case, we would also expect
the relative price of cigarettes (before tax) to fall. On the other hand, If smokers spend
more money on cigarettes, because of the higher after-tax price, they will have less
money to spend on other goods and services, which may cause their prices to fall. While
the measurement of the magnitude, and even the net direction, of those effects is outside
the scope of this report, it Is important to understand the basic conclusion that the State
tax increase will affect more residents than just those who choose to smoke.

14



RECEIVED PROM tor m 6540

*
- - o‘\l_

e B 14’97  16:15 N0.010 P.19

ID -*9072696644

4. CONCLUSION

This report shows that tho Department of Revenue overstates the revenue potential of the
proposed SI per package Increase in th* Stato oigorctto tax. Tills is because the
Deportment of Revenue assumes an unxealistlcally low demand elasticity for cigarettes,
Th* Dopartm*nt of Roveuuo also does not take into accpunt the tendency for demand
elasticities to increase over time. Elasticities are likely to be relatively large (larger than
we assume in this report) due to the high accessibility of military bases to the civilian

population in Alaska.

Wo find that the Department of Revenue overstates potential tax revenues from the
proposed tax increase by $5 million (16 percent) in FY 1998, and that this overestimate
grows to $16 million (63 percent) by FY 2003. Consequently, the proposed tax inorease
would raise laes revenue than is estimated by the Department of Revenue. The proposed
tax is alto likely to increase the illicit trade in cigarettes. By decreasing taxable unit sales
in Alaska, the proposal will adversely affect the tax bases of local jurisdictions
(Anchorage, Fairbanks, and Juneau) that tax clgaratte wiles. Over the Six year period,
those local taxes will decline by approximately $12 million. This tax Increase will also
particularly har. t those with lower incomes, Because of the regressive nature of tobacco
taxes, the proposed increase will adversely effect those State residents least able to afford
It Finally, as smokers change their consumption patterns, relative prices of other goods
and services will change with resulting impctcto, oithcr positive or negative, on
nonamoker*.

O0l.2v.J980 OtHO
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TECHNICAL APPENDIX

In order to estimate the change in lax revenue caused by an increase in excise taxes, it is
necessary to understand how that increase in excise taxes will affect consumer behavior.
Excise tuxes are typically shifted forward to the consumer in the form of » price increase,
and consumers will react to that increase in price according to their price elasticity of
demand for that product. The concept of price elasticity of demand is central to this

analysis.

Jn addition to discussing elasticity of demand, this appendix also discusses the scenarios
considered in arriving at the KPMO Barents revenue estimate, the constant and current
dollar estimates* a summary of elasticities of demand from various journals, and provides

more detailed information on the military bases in Alaska.

1. Elasticity of Demand (E*)

The elasticity of demand (E*) it defined as tlic percentage change in quantity demanded
caused by a one-pcrcent change in the consumer price of a commodity. For example, if a
one-percent change in the price ofa package of cigarettes causes n 0.8 percent decline In
the quantity of cigarettes demanded, then the elasticity of demand for cigarettes is *0.8.

By definition
AQ - Ed[(P+AP)/P - 11Q
or

Edc Pfi[Eflntogg-gfi<iRP in P m rift
Percentage Change in Prica

The Department of Revenue assumes that the Si increase in State excise taxes would
result in an 18.5 percent decline in cigarette consumption. In order to be used in the
KPMG Barents model, the percentage decline had to be converted into an effeotive price

elasticity. The price elasticity for the Department of Revenue was calculated so as to be
able to duplicam their revenue estimates.

The estimated price of a pack of cigarettes for FY 1997 Is $2.14 and for FY 1998 is
$3.14. The Department of Revenue assume cigarette sales of 52.7 million'in FY 1997
and sales of 42.9 In FY 1998, Dividing the percentage change in quantity by the
percemago change in price results In an effective price elaiticlty o f-0.4.”

* Uiinft the real (l.e., Inflation adjusted) prices "Hﬂj of nominal prices results |n w effective price
elasticity 0f-0.437.

b

vErpiurri P'&mi 20? 7?a OM6 01.
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liutead of using only the prioe elasticity of demand u$ed by the Department of Revenue,
KPMG Barents uses more appropriate elasticities of demand for both the long-run adte
short-run. The elasticities chosen are based on elasticities reported in studies of cigarette
demand in professional, peer reviewed journals.

2. Scenarios of Appendix Table A-1

Scenario (1j, the KPMG Barents estimate, shows the transition from the short run to the
long run, after price changes caused by inflation have been removed and changing
consumer preferences are recognised. We assume that the transition from the short run to
the long run occurs over five years, so that by FY 2002 the revenue impact is identical to
that in long-run Scenario (2c). Similarly, the initial revenue impact in FY 1998 in the
KPMG Barents estimates is assumed to equal the FY 1998 revenue value for short-run

Scenario (3c).

Scenarios (2b). (2b), and (2c) derive the long-run net new revenues generated from a $1
per pack increase in the State cigarette tax. For each year, we assume that the long-run
demand elasticity of -1.033 applies to the change in cigarette prices. Scenario (2a) shows
the long-run revenue impact of the SI proposed tax Increase. (2b) shows the tax revenue
impact Of changes in demand without the tax increase. Scenarios (3a), (3b), and (30)
perform the same analysis using a short-run demand elasticity of-0.619.

Scenarios (4a) through (40) represent models similar to those used by the Department of
Revenue and use a prico elasticity of -0.4. The overestimates cauiad by tho Department
of Revenue's misspecifications are found by subtracting the KPMG Barents estimate
(Scenario 1) from Department of Revenue Scenario (4¢c). The amount of overestimation
ia also indicated in the table os Scenario (5).

5. Appendix Table A-2

Appendix Table A-2 is a summary of cigarette price elasticities dating from 1933 to the
present, The studies reflect a variety of methodologies, but all are studies of the demand
for cigarettes. KPMG Barents chose to use averages ofthose elasticities cited in the peer
reviewed journal articles for this study.

6. Appendix Table A-3

Appendix Table A-3 is a summary* of information from the Directory of U.S.
Bases Worldwide edited by William R. Evinger in 1995, It clearly illustrates the
proximity of many Alasknn military bases to the large population centers,
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Scenario* (cig. tax renr.; mil.):

1. KPMG Barents'estimate
Assumed short-run to loag-mn elasticity phase-in rate

2a. J1 state tax increase; E=-1.033
2b. No sate tax increase; £“-1.033

2c. 4laninos3lb (netting out Long-run price effects)

3a. 51 state tax incrcase; E—.619
3b. Mo state tax increase; E«-.619

3c. #2a minusi?2b (netting out short-run price effects)

*a. Sl stale tax incrcase; E=-.4
4b. No stale tax increase; E--.4
4c. Slate of Alaska's revenue impact estimate:

5. Overestimate (compared to baseline, #1):

Percentage overestimate:

1998

31.39
0

35.J7

15.02

20.09

4<L52
15.13

31.39

51.81
15.28
3653

534

16%

1999

31.94
25%

38,05

15.13

7732

50.14
15.19

34.95

55.39
15.28

40.11
8.17

26%

2000

29.31
50%

38.56

15.23

23.33

50.54

15.25

35.29

55.39

15.28

40.11

10.80

37%

2001

26.72
75%

39.07
15.33

23.75

50.94
15.3!

35.54

55.39

15.28

40.;1

13.39

50%

2002

24.17
100%

39.60

15.43

24.17

51.36

15.37

35.99

55.39

15.28

40.11

15.94

66%

2003

24.60
100%

40.13

15.583

24.60

51.77

J5.43

36.34

55.39

15.28

40.1!

15.51

63%
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SUMMARY OF STOPDBS OF CICARgITS PRICKSLASTIieiTEES OF OKS1AHD

Author

Scfaoeobcrg

Stene

U.S. Treasnry D ept
Rockwell

Temnaui

Federal Reserve Banko f JUdanond

Maier

Sackrin

Kcexrtsoyamris

Vanon,ct al

Year

1933

1945

1948
1948
1950

1952
1955

1962
7963

1967

Type ofanalysts

Tiine-scries

Orrfmary least squares

Timc-scaes

Onfiany least spates

Tune-series

Time-series

Time-series

Ordinary least squares

Hme-serira

Cross-section

Each year estimated separately

Time-series
Tkne-scries

Aggregate tobacco coTtsucnplSon interaationaf
rcscltr
Time-series

19 equation econometric model ofthe tobacco

industry

Tnne Period

1923-1931

1929-1941

1929-1943

1927-1941

1913-1945.

1.929-1948
1947-1951

1926-195*
1950-1959

1949-1966

Price Elasticity
-025 and-0.68

-039

-0.01

-0.03

inelastic

-0.66
-031 to-1.48

-03 *0-0.4
-0.036 t0-0.951

-0.43

O oo, O & K

= 709 T ol
02:9T

a

71799692206~
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Agficr
and Tfljfar

MiQcr
Laugirtsin and Lyon

Mann

Eamitton

Schroaieneee

Schnabel

Sutton
Warner

Ippolfio, Dennis and Saat

Lrwit and Ccate

rujji

Year

1970

1970
1971

1971
1972

1972

1972

1974

1977

1979

1980

19SC

Type ofanalysis
Cross-section:
Three-pass leastspares
Time-series

pooled

flayesiac regression
Trne-scrics
Cross-sectioa

Ordinary least squares
Thne-series

Ordmany least squares
Time-series

Ordinary least sqvanes
Time-series
Time-series
Time-series
Cocbranc-OicuSt procedure
Cross-scctioc

Otdioary least squares
Time-scrics

Ridge regression

20

Time Period

1964-1967

1949-1968
1950-1968

1949-1969
1954-1965

1947-1967

1949-1963

1950-1972

1947-1970

1925-1925

1976

1929-1973

Price Elasticity

-0.54

41.89
-0.81

-0.84
-0.51

-032 (short-run)
-1.1 {loag-run)
-0.85

-0.45

-0.511
-0.81

-0.48

50

8354308

n

it



Arthur
Schneider, Klein and Maiphy

may

Sorancrand Alston
Sullivan

Ballagi andLevin
Porter

Baltagi and God
Kao ar.d Treanblay
Russo

Oalonpka

Year ¢

1K
193

194

19%

1986

196

1987

=

Tjpe tifanatysts
Tinrse-serics

Tune-scries

Ridge regression
TIme-scsics

(Genoa, (zed least souares
Panel

Generalized least souares
Pardl
Hausmim-Tay?<jrestintion
Time-series

Two stage least souares
Time-series
Quasi-experimental method
Time-series

Two stage least squares
Cross-section

Tofcit maximum likelihood
Tkoo-serics
Two stage (east Souares

TimePeriod  Price Elaticity

1930:1978
19231973

19461953

1955982

1963-1980

1947-1982

19561983

19531980

1990

19761980

-12
0.33l0-0J4

029

066

3215
-0.05t0-029
011400917
-050tc-10

-0.57

01370027

3IHD

01,S9x7988
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Author

iVassenzoaa et

Keeler, Ho and Barrett

BecJocr, Grossman, and Murphy

Frarikc

Reekie

Townsend, Roderick, and Cooper

Saha, Bearc' EVclwod, and F.esster

Year

1991

1991

1994

1994

1994

1994

1995

Type ofanalysis

Tini&aeries

Generalized liner modeS

Tnnc-snries

Foil information maximum likeHhocd with
tnstmrDcntai variables

Tirac-serieso fstale Cross-sccticcs

Two-stage least sqpares

Time-series

Logarithmic ordinary leastsquares a*d two stage
least squares

Time-series

Logarithmicand linear ordinary least squares
7nne«ries

MsTtiple rcsrussioo analyse

Time-series fix Cmss-section of states

Nonlinear least squares estimation

Time Period

1975-1985

Jan. 1980-Jan.

1990

1955-1985

1961-1990

1970-1989

1972-1990

1950-1986

Price Efcastkity
-0.2X3 to 0.059

-035 (pretax)
-0.65 (posttax)

* -D.734 to -0.788
(Long-Run)
-0355 to -0.436
(Short-Run)
-0368 to-0347

-0.877

-3.5 (men)

-0.6 (vrtunen)
-1.30
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AsJhor
‘IremE>lay and Ticznhby

Year

1995

Type cfanaijrsis
TLne-series
Two ifcge feast squares and “weighted two stage least

squares

Tinse Period

1955-1990

SNXx

Price Elasticity
-0.404 t0-0.429
-0.706 to -a 745(1990)



p&xae Base
A Ak Naval AirScum

Adak Naval Security Group Activity
pw TwinrfAir F«r* Rto
| KcSs AirNational Gtosd Base

Earecksoc Air Poo* Base

Ecelsoa Air Faroe Base

* Fort Grtefjr

01=32.3988 (H<3

Fait Rtdtvdsoa
Fort Waintwigbt

17th Coast Gtmd District Headquarters
Ketchia c Coast Guard BasdGnap

Kiog Satooa Airport

Kodiak Coast Guard Support Center
Tatalirs Air Fares Station

Total

APPENDIX TABLE A-3

ACTIVE MILITARY BASES IN ALASKA

LacofcM ActiveB atf Psn&vittl
On Atfak Isbod m AndreanofEsteadsoCAleutian 650
Chain; apprtniasOeJy 1220 mBes Croat Anchorage.
OsAddtUulbAaditaaefldKnk, 600
jyproxawldy 1200air nritcs Soodi West of

Anchorage.

: North side of Anchofage city limits. Ifi0Q
At Anchorage IAP offRaspberry Road, 1,200
approximately 5 miles fiwn devmtoavn.

Remote Air Force Base, 1300 raiks SouOi Westof 350
Anchontge at weaenuacst tip o fthe Aleutian

Islands.

26 miles South East o fEabtwoftsan Raifcsskon 2.7%6 !
Highway.

105 sRes Soath o TRshanks oa RichaRkcai 500
Hgtanjr.

AppnmaatdyS odes NorthofAltcteageon 4,400
Glenn Highway.

Apptrsiaate”y0.25 aailes from Downtown 5,000
Fanhools

hi Federal Building is downtown Jwaeaa 233
In Sooth East Alaska, 1mile Sooth of Xetridkaaon 250
ReviHagigedo Island; not accessible by root.

727 milesjust West of Aleutian mage 290
approximately 280 miles Sooth West uf

Anchorage; 0 3 tmka (ran Towao f King Salmon.

Net ArcrsriMr by graend transportation.
North East comer ofKodiak Island, 7toiicsSoott> 1,100

« fKodiak.

Approximate” 230 airmDes North West of
Anchorage; 150 miles Westof Mt McKinley.
24,559

Note Anchorage Naval Reserve Center with no reported penonneHtas been excluded from this otic,

Socrce: Eviager, Williem R., ed. Directory of U.S. Military Bases Wgjdhgdc, Phoenix: Otyx Press, 1995.
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Dependents CMé&sh Peesotmd j

2Kt

450

13,000

4.439

300
5,600

6,700

uoo

32,1%9

230 |
25
2400
245

25

1,498

100
1*570
1,150

36
25,

17

-y =

10

7,393
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AMENDMENT

OFFERED IN THE HOUSE
TO: CSHB I(HES)

Page 4, following line 13:

Insert a new bill section to read:

"* Sec. 9. FLOOR STOCK TAXES, (a) There is imposed on every person engaged in
business in this state as a distributor of cigarettes a floor stock tax. The floor stock tax is
imposed once on the cigarettes that are in the person’s possession or under the person’s
control at 12:01 a.m. on the date that is the effective date of this section. The tax is imposed
at the rate required under AS 43.50.090(a), as amended by sec. 1 of this Act, less any tax
paid or owed on the same product under AS 43.50.010 - 43.50.190 at the rate in effect on
the date before the effective date of this section.

(b) There is imposed on every person engaged in business in this state as a distributor
of tobacco products other than cigarettes a floor stock tax. The floor stock tax is imposed
once on those tobacco products that are in the person’s possession or under the person’s
control at 12:01 a.m. on the effective date of this section. The tax is imposed at the rate
required under AS 43.50.300, as amended by sec. 6 of this Act, less any tax paid or owed
on the same product under AS 43.50.300 - 43.50.390 at the rate in effect on the date before
the effective date of this section.

(c) The provisions of AS 43.05 and AS 43.10apply to theadministration,
enforcement, and collection of the floor stock tax levied by this section.

(d) The Department of Revenue shall adoptregulationsas necessary to implement
this section.

(e) In this section,
(1) the definitions of AS 43.50.170 apply to (a) of this section; and

(2) the definitions of AS 43.50.390 apply to (b) of this section.”

Renumber the following bill sections accordingly.

1



Page 4, line 24:
Delete "sec. 9"

Insert "sec. 10"

Page 4, line 30:
Delete "and T

Insert "7, and 9"

Page 4, line 31:
Delete "sec. 9"

Insert "sec. 10"

0-LSOOO1\B. 1
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AMENDMENT

OFFERED IN THE HOUSE
TO: CSHB I(HES)

Page 1, line 8, following "deducting":

Insen "thfee-tenths oF’

Page 2, line 10, following "deducting":

Insert "three-tenths of’

Page 4, following line 12:
Insert a new bill section to read:
"* Sec. 8. AS 43.50.330(b) is amended to read:
(b) The licensee shall remit with the return the tax due under AS 43.50.300
for the month covered by the return, after deducting-wree-tenths of one percent of

the tax due, which the licensee shall retain to cover the expense of accounting and

Filing the return.”

Renumber the following bill sections accordingly.

Page 4, line 14
Delete "and 8"

Insert "and 9"

Page 4, line 24:
Delete "sec. 9"

Insert "sec. 10"

Page 4, line 30:

<r~
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Delete "and 7"

Insert "7, and 8"

Page 4, line 31:
Delete "and 8"
Insert "and 9"
Delete "sec. 9"

Insert "sec. 10"
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AMENDMENT
B1 £*> ~TW c¢.a.J'S
OFFERED IN THE HOUSE
TO: CSHB I(HES)

Page 1, line 4, through page 3, iine 11:
Delete all material and insert:
"* Section 1. AS 43.50.090(a) is amended to read:
() There is levied an excise tax of 38 [TWO AND ONE-HALF] mills on

each cigarette imported or acquired in the state. Each licensee shall, at the time of
filing the return required by AS 43.50.080, pay to the department the excise for the
calendar month covered by the return, deducting one per cent of the total tax due,
which the licensee shall retain to cover the expense of accounting and filing returns.
Cigarettes upon which the excise is imposed are not again subject to the excise when
acquired by another person.

* Sec. 2. AS 43.50.090(a) is amended to read:

(a) There is levied an excise tax of two and one-half [38] mills on each
cigarette imported or acquired in the stale. Each licensee shall, at the time of filing
the return required by AS 43.50.080, pay to the department the excise for the calendar
month covered by the return, deducting one per cent of the total tax due, which the
licensee shall retain to cover the expense of accounting and filing returns. Cigarettes
upon which the excise is imposed are not again subject to the excise when acquired
by another person.

* Sec. 3. AS 43.50.190(a) is amended to read:

(@) There is levied an excise tax of 47 1/2 [12] mills on each cigarette

imported or acquired in this state.”

Renumber the following bill sections accordingly.

Page 3, line 22, through page 4, line 22:
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Delete all material and insert:
"* Sec. 5. CONDmMONAL EFFECT OF SECTIONS 2 AND 3. Sections 2 and 3 of this
Act take effect only if
(1) a court enters a final judgment that the amenument made to
AS 43.50.090(a) by sec. 1 of this Act changing the rate of taxation on cigarettes
violates the prohibition set out in art. EX sec. 7, Constitution of the State of Alaska,
against dedication of the proceeds of a state tax or license; and
(2) either the time for appeal of that judgment expires or, if an appeal
is taken, the court enters a final order on appeal that AS 43.50.090(a), as amended by

sec. 1 of this Act, violates art. EX sec. 7, Consitution of the State of Alaska."

Renumber the following bill sections accordingly.

Page 4, line 24:
Delete "and 4"
Insert "and 3"
Delete "sec. 9"

Insert "sec. 5"

Page 4, line 25:
Delete "and 4"

Insert "and 3"

Page 4, line 29:
Delete "sec. 4"

Insert "sec. 3"
Page 4, line 30:
Delete "1, 3, 6, and 7"

Insert "1 and 4"

Page 4, line 31:
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Delete "secs. 2,

4.5, and 8"

Insert "secs. 2 and 3"

Delete "sec. 9"

Insert "sec. 5"

0-LSO001\B.6
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AMENDMENT

OFFERED IN THE HOUSE Ke:;pres
TO: CSHB I(HES)

Page *, following line 12
Insert a new bill section to read:
"* Sec. 8. AS 43.50.390(4) is amended to read:
(4) "tobacco product™ means

(A) a cigar;

(B) a cheroot;

(C) a stogie;

(D) a perique;

(E) snuff and snuff flour;

(F) smoking tobacco, including granulated, plug-cut, crimp-cut,
ready-rubbed, and any form of tobacco suitable for smoking in a pipe or
cigarette;

(G) chewing tobacco, including cavendish, twist, plug, scrap,
and tobacco suitable for chewing; or

(H) an article or product made of tobacco or a tobacco
substitute, but not including a cigarette as defined in AS 43.50.170 or nicotine

trnnsdermal systems and nicotine resincomplexes:”
Renumber the following bill sections accordingly.
Page 4, line 14:
Delete "and 8"

Insert "and 9"

Page 4, line 24:
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Delete "sec. 9"

Insert "sec. 10"

Page 4, line 30:
Delete "and 7"

Insert "7, and 8"

Page 4, line 31:
Delete "and 8"
Insert "and 9"
Delete "sec. 9"

Insert "sec. 10"
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AMENDMENT A~

OFFERED IN THE HOUSE &Y |
TO: CSHB I(HES)

Page 1, line 4, through page 3, line 11:
Delete all material and insert:
"* Section 1. AS 43.50.090(a) is amended to rad:

(@) There is levied anexrnse tax of 52 12 [TWO AND ONE-HALF] mills on
each cigarette imported or acquired in the state. Each licensee shall, at the time of
filing ihe return required by AS 43.50.080, pay to the department the excise for the
calendar month covered by the return, deducting one per cent of the total tax due,
which the licensee shall retain to cover the expense of accounting and filing returns.
Cigarettes upon which the excise is imposed are not again subject to the excise when
acquired by another person.

* Sec. 2. AS 43.50.090(a) is amended to read:

(@) There islevied anexcise tax of two and one-half [52 1/2] mills on each
cigarette imported or acquired in the state. Each licensee shall, at the time of filing
the return required by AS 43.50.080, pay to the department the excise for the calendar
month covered by the return, deducting one per cent of the total tax due, which the
licensee shall retain to cover the expense of accounting and filing returns. Cigarettes
upon which the excise is imposed are not again subject to the excise when acquired
by another person.

* Sec. 3. AS 43.50.190(a) is amended to read:

(a) There islevied anexcise tax of 62 [12] mills on each cigarette imported

or acquired in this state."
Renumber the following bill sections accordingly.

Page 3, line 22, through page 4, line 22



N

© oo N o o1 b

10

12
13
14
15
16

17
18
19

20
21
22

23

24

25

26

0-LS0001\B.2

Delete all material and insert:
"* Sec. 5. COIViDmONAL EFFECT OF SECTIONS 2 AND 3. Sections 2 and 3 of this
Act take effect only if

(1) a court enters a final judgment that the amendment made to
AS 43.50.090(a) by sec. 1 of this Act changing the rate of taxation on cigarettes
violates the prohibition set out in art IX, sec. 7, Constitution of the State of Alaska,
against dedication of the proceeds of a state tax or license; and

(2) either the time for appeal of that judgment expires or, if an appeal
is taken, the court enters a final order on appeal that AS 43.50.090(a), as amended by

sec. 1 of this Act, violates art. IX, sec. 7, Consitution of the State of Alaska."”

Renumber the following bill sections accordingly.

Page 4, line 24:
Delete "and 4"
Insert "and 3"
Delete "sec. 9"

Insert "sec. 5"

Page 4, line 25:
Delete "and 4"

Insert "and 3"

Page 4, line 29:
Delete "sec. 4"

Insert "sec. 3"
Page 4, line 30:

Delete "1, 3, 6, and 7"

Insert "1 and 4"

Page 4, line 31:



O-LSOOO0IXB.2



10
1
12

13
14
15

16

17

18

19

OFFERED IN THE HOUSE
TO: CSHB I(HES)

Page 1, line 13:
Delete "52 1/2 mills"

Insert "38 mills"

Page 1, line 14:
Delete "64 1/2 mills"

Insert "50 mills"

Page 2, line 1
Delete "76 1/2 mills"

Insert "62 mills"

Page 2, line 3:
Delete "76 1/2 mills"

Insert "62 mills"

Page 2, line 15:
Delete "52 1/2 MILLS"
Insert "38 MILLS"

Page 2, lines 16 - 17:
Delete "64 1/2 MILLS"

Insert "50 MILLS"

Page 2, lines 18 - 19:

AMENDMENT

0-LS0001VB.5
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16
17

Delete "76 1/2 MILLS"

Insert "62 MILLS"

Page 2, line 20:

Delete "76 1/2 MILLS"

Insert "62 MILLS"

Page 3, line 2:
Delete "62 mills"

Insert "47 1/2 mills"

Page 3, line 3:
Delete " 14 Mills"
Insert 99 1/2 mills"

Page 3, line 4:
Delete "806 Mills"
nsert 71 1/2 mills"

Page 3, line 5:
Delete "86 MIllS"

Insert "11 1/2 Irwls"
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TONY KNOWLES, GOVERNOR

DEPARTMENT OI* REVENUE INCOMEAND EXCISE AUDIT

P. 0. BOX 110420
JUNEAU, AK 99811-0420
FAX. (907) 465-2375

February 26, 1997

The Honorable Gene Therriault

Alaska State Legislature

State Capital, Room 511

Juneau, Alaska 99801

Dear Chairman Therriault:

You have asked us to respond to the question “are nicotine gum or patches subject to the tobacco
products tax”? AS 43.50.390 (4) provides the definition of tobacco products. These particular

products do not meet the definitions listed. Current industry practice and the Department of
Revenue’s position is that nicotine gum and patches are not subject to the state’s tobacco tax.

Please let me know ifyou require additional information.

Sincerely

Robert N. Bartholomew
Assistant Director

97-117

04-05 LH
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CS FOR HOUSE BILL NO. IfHES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTIETH LEGISLATURE - FIRST SESSION
BY THE HOUSE HEALTH, EDUCATION AND SOCIAL SERVICES COMMITTEE

Offered:  2/14/97
Referred:  Finance

Sponsors):  REPRESENTATIVES BUNDE, Ivan, Croft, Porter, Hudson

A BELL
FOR AN ACT ENTITLED

"An Act relating to taxes on cigarettes and tobacco products; and providing for

an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 43.50.090(a) is amended to read:

(a) There is levied an excise tax [OF TWO AND ONE-HALF MILLS] on each
cigarette imported or acquired in the state. Each licensee shall, at the time of filing
the return required by AS 43.50.080, pay to the department the excise for the calendar
month covered by the return, deducting one percent of the total tax due, which the
licensee shall retain to cover the expense of accounting and filing returns. Cigarettes
upon which the excise is imposed are not again subject to the excise when acquired
by another person. The excise tax is levied at the following rates:

(1) on and after the effective date of this bill section and through

June 30, 2000 - 52 1/2 mills:
(2) after June 30. 2000, and through June 30, 2003 - 64 1/2 mills:

HBOOOIC -1- CSHB 1(HES)

New Text Underlined [DELETED TEXT BRACKETED]
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(3) after June 30, 2003. and through June 30. 2006 - 76 172 mills:
and

(4) after June 30, 2006 - 76 122 mills plus an additional 12 mills
during each succeeding three-vear period, the increase to he effective on the first
day or the succeeding three-vear period.

« SEC. 2. AS 43.50.090(a) is amended to read:
(a) There is levied an excise tax of two and one-half mills on each cigarette

imported or acquired in the state. Each licensee shall, at the time of filing the return
required by AS 43.50.080, pay to the department the excise for the calendar month
covered by the return, deducting one percent of the total tax due, which the licensee
shall retain to cover the expense of accounting and filing returns. Cigarettes upon
which the excise is imposed are not again subject to the excise when acquired by
another person. [THE EXCISE TAX IS LEVIED AT THE FOLLOWING RATES:

(1) ON AND AFTER THE EFFECTIVE DATE OF THIS BILL

SECTION AND THROUGH JUNE 30, 2000 - 52 1/2 MILLS;
(2) AFTER JUNE 30, 2000, AND THROUGH JUNE 30, 2003 - 64 1/2

MILLS;
(3) AFTER JUNE 30, 2003, AND THROUGH JUNE 30, 2006 - 76 1/2

MILLS; AND
(4) AFTER JUNE 30, 2006 - 76 1/2 MILLS PLUS AN ADDITIONAL
12 MILLS DURING EACH SUCCEEDING THREE-YEAR PERIOD, THE
INCREASE TO BE EFFECTIVE ON THE FIRST DAY OF THE SUCCEEDING
THREE-YEAR PERIOD.]
* Sec. 3. AS 43.50.090 is amended by adding a new subsection to read:

(d) At the time of a change in the amount of tax under (a) of this section, the
department shall give public notice of the change. The department shall also provide
notification of the change to all persons licensed under this chapter.

* SEC. 4. AS 43.50.190(a) is amended to read:
(@) On [THERE IS LEVIED AN EXCISE TAX OF 12 MILLS ON] each

cigarette imported or acquired in this state, there is levied an excise tax at the
following rates:

CSHB I(HES) 2- HBOOOIC

Noew T ext U nderlined [DELETED TEXT BRACKETED]
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(1) on and after the effective date of this bill section and through
Tune 30. 2000 - 62 mills:

() after June 30. 2000, and through .Tune 30. 2003 - 72 mills:

(3) after .Tune 30, 2003. and through .Tune 30. 2006 - 86 mills: and

(4) after June 30. 2006 - 86 mills plus an additional 12 mills during
each succeeding three-vear period, the increase to be effective on the first day of
the succeeding three-vear period.

* Sec. 5. As 43.J0.190 is amended by adding a new subsection to read:

(c) At the time of a change in the amount of tax under (a) of this section, the
department shall give public notice of the change. The department shall also provide
notification of the change to all persons licensed under this chapier.

* SEC. 6. AS 43.50.300 is amended to read:

Sec. 43.50.300. EXcise tax levied. An excise tax is levied on tobacco products

in the state at the rate of 100 [25] percent of the wholesale price of the tobacco

products. The tax is levied when a person

(1) brings, or causes to be brought, a tobacco product into the state

from outside the state for sale;

(2) makes, manufactures, or fabricates a tobacco product in the state

for sale in the state; or
(3) ships or transports a tobacco product to a retailer in the state for
sale by the retailer.
* SBC. 7. AS 43.50.300 is amended by adding new subsections to read:

(b) The amount in (a) of this section changes, as provided in (b) - (d) of this
section, according to and to the extent of changes in the Consumer Price Index for all
urban consumers for the Anchorage Metropolitan Area compiled by the Bureau of
Labor Statistics, United States Department of Labor. The index for January of 1998
is the reference base index.

(c) The amount changes on July 1 of each even-numbered year in an amount
equal to the percentage of change, calculated to the nearest whole percentage point,
between the index for January of that year and the most recent index used to change

the amount in (a) of this section. However, the amount does not change if the amount
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required by (b) - (d) of this section is that currently in effect as a result of earlier
application of (b) - (d) of this section.

(d) If the index is revised, the percentage of change is calculated on the basis
of the revised index. If a revision of the index changes the reference base index, a
revised reference base index is determined by multiplying the reference base index
applicable by the rebasing factor furnished by the Bureau of Labor Statistics, United
States Department of Labor. If the index is superseded, the index referred to in (b) -
(d) of this section is the one represented by the Bureau of Labor Statistics as reflecting
most accurately changes in the purchasing power of the dollar for Alaska consumers.

(e) At the time of a change in the amount of the tax under this section, the
department shall promptly give public notice of the change. The department shall also
provide notification of a change to all persons licensed under this chapter.

* Sec. 8. AS 43.50.090(d), added by sec. 3 of this Act, is repealed.

* Sec. 9. CONDITIONAL EFFECT OF CERTAIN SECTIONS. Sections 2, 4, 5, and 8
of this Act take effect only if

(1) a court enters a final judgment that the amendment made to
AS 43.50.090(a) by sec. 1 of this Act changing the rate of taxation on cigarettes violates the
prohibition set out in art. IX, sec. 7, Constitution of the State of Alaska, against dedication of
the proceeds of a state tax or license; and

(2) either the time for appeal of thatjudgment expires or, if an appeal is taken,
the court enters a final order on appeal that AS 43.50.090(a), as amended by sec. 1 of this
Act, violates art. IX, sec. 7, Constitution of the State of Alaska.

* Sec. 10. CONDITIONAL RETROACTIVITY OF CERTAIN PROVISIONS. If secs. 2
and 4 of this Act take effect under sec. 9 of this Act, then the amendments to AS 43.50.090(a)
and 43.50.190(a) made by secs. 2 and 4 of this Act are retroactive to October 1, 1997, and
the revenue derived from the levy of mills per cigarette of the tax levied under
AS 43.50.090(a), as amended by sec. 1of this Act, for cigarettes sold after October 1, 1997,
that exceeds two and one-half mills shall be credited to the tax levied under AS 43.50.190(a),
as amended by sec. 4 of this Act.

* Sec. 11. Sections 1. 3, 6, and 7 of this Act take effect October 1, 1997.

* Sec. 12. Ifsecs. 2, 4, 5, and 8 of this Act take effect under sec. 9 of this Act, they take
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effect on the later of (1) the date a court enters a final judgment that the amendment made to
AS 43.50.090(a) by sec. 1of this Act changing the rate of taxation on cigarettes violates the
prohibition set out in art. 1X, sec. 7, Constitution of the State of Alaska, against dedication of
the proceeds of a state tax or license, and (2) the expiration of any time for appeal of that
judgment, or, if an appeal is .aken, upon entry of a final order on the appeal that
AS 43.50.090(a), as amended by sec. 1 of this Act, violates art. 1X, sec. 7, Constitution of the
State of Alaska. The attorney general shall promptly notify the lieutenant governor and the

revisor of statutes of a judgment described in this section.
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Issues Backgrounder

Raise Alaska’s Cigarette Tax?

ALREADY AT THE EDGE

Given the emergence of a major underground black market for cigarettes in both the U.S.
and Canada —and particularly in jurisdictions that raise taxes well above the average —
Alaskan officials should c-xefully consider the unintended consequences of raising the
current cigarette tax.<« N " r i

Current Cigarette Market —45% From Military Bases (No Taxes)

Alaska already is well on its way to becoming a tax-avoidance market. According to a
recent study by independent accounting firm Peat Marwick for the Alaska Cabaret,
Hotel, Restaurant and Retail Association, 45% of all cigarettes in Alaska are purchased
tax-free on military bases.w Even as deep discounts on cigarettes are ending at military
commissaries, many Alaskans will continue to save more than S6 a carton —simply by
buying tax-free cigarettes from military bases.w

W ith nearly half the market already consuming tax-free cigarettes, raising the cigarette
tax would only make the situation worse. Based on what has happened elsewhere when
cigarette taxes were raised, it is reasonable to consider that Alaska would suffer the
following consequences:

Unintended Consequences of a Tax Hike:

1. A significant shift of Alaska’s remaining 55% taxable share of the market to
the U.S. Military market -- significantly reducing state revenues over what would
normally be projected;?)

2. Creation ofa huge incentive for smugglers seeking illegal profits, with corrupting
influence on both consumers and the existing military markets as illegal distribution
schemes flourish; and an increase in street crime as cigarettes become more costly
due to the high tax;( and

3. An increase in youth smoking rates as illegal sources of tax-free cigarettes become
more readily available (as documented by Canada), as smugglers and suppliers of
illegally distributed cigarettes from Military bases do not ask for age identification.



The Tax-Free Military M arket

Military stores are tax-exempt, collecting no state taxes. With more than 56,000 military
personnel in Alaska, including retirees and dependents, the opportunity to buy cigarettes
tax free at the bases is great —and could become an even greater source for tax-free
cigarettes in the future.™ Although sales to non-family civilians are illegal, military
personnel can, and are, selling bootleg cigarettes to civilians off-base. A tax increase will

only make the situation worse.™

Key Factors:

* 50% of the entire civilian population is concentrated in Anchorage, Juneau and
Fairbanks and can easily travel to a military base.

* Alaska has 14 military installations

» More than 10% of the entire Alaskan population lives or works on a military
base: 24,559 active military personnel, 32,189 dependents and 7,393 civilian

employees.™

According to the studies, approximately 45% of all cigarettes consumed in Alaska are
obtained through a military base. This means that no Alaska state cigarette tax is paid
and no local cigarette taxes are paid. Meanwhile, just 55% of all cigarettes consumed in
Alaska are purchased at off-base retail stores.tio>



M ilitary Influence

One reason for the high cigarette sales volume at military
installations in Alaska is the relatively high ratio of military
personnel-to-resident population”

Alaska: 4.2%

military-to-rcsident
population ratio

USA: 0.5%

military-to-resident
population ratio

M ilitary Sales Soar W hen States Raise Cigarette Tax
W hen states increase the cigareU’ sales on military bases rise, often dramatically.

e California: 18% increase in military sales
« Michigan: 53% increase in military salesi™

When California raised its state cigarette tax 25 cents a pack in 1989, military cigarette
sales jumped 18% that year. When Michigan raised its cigarette tax 50 cents a pack, sales
on the two major military bases in the state surged 53%.

WARNING: “FLASHPOINT?”

For most of the state’s population, Alaska already exceeds the dangerous “flashpoint” at
which illegal smuggling is triggered. The U.S. Congress’ Advisory Commission on
Intergovernmental Relations first determined in 1977 that smuggling is caused by a wide
disparity in the price of cigarettes in various jurisdictions. A 1985 study by this group
concluded that a 23-cent difference (now 35 cents with inflation) between states creates
an opportunity for organized smuggling. For a carton of cigarettes, the “flashpoint” for
encouraging wide-spread cross border sales and outright smuggling is triggered when
consumers can save more than $3.50 a canon. Alaska already exceeds the flashpoint with
its abundance of tax-free military bases readily available to most citizens.



Alaska’s Tax Already
Far Exceeds “Flashpoint”

Locatfon + Retails’ Price + State 4 Local Taxes = Total Cost
Anchorage* $14.80 $2.90 + $2.70 $20.40
Fairbanks $14.80 S2.90 + $1.00 $18.70
Juneau $14.80 $2.90+ % .90 $18.60
Alaska-other $14.80 $2.90 $17.70

...in competition with...

Alaska $14.80 -0 $14.80
M ilitary**

TOTAL TAX AVOIDANCE: $5.60

State tax of 2.9 cents a pack, or $2.90 for a carton of 10 packs, plus the local tax in
Anchorage (27 cents a pack, or $2.70 a carton), Fairbanks (10 cents a pack, $1 a
carton) or Juneau (9 cents a pack, or 90 cents a carton).

Cigarette sales on Alaska Military bases account for about 45% of all cigarettes sold in
Alaska. Excise taxes are not collected on Military Bases, nor in Native American
smoke shops or duty-frei stores. Note that the $14.80 per carton includes the federal
cigarette tax of 24 cents a pack, or $2.40 for a carton.



Where Taxes Have Been Raised Elsewhere

Lessons Learned From Canada, Michigan, Washington

Alaskan elected officials might ask, "Where else have cigarette taxes been raised, ” and,
more importantly, “What was the experience there?"

There is no doubt that the elected officials who proposed major cigarette tax increases in
Michigan, Washington State and Canada meant well. Essentially, they wanted to raise
some additional revenue, and discourage behavior that they believed to be harmful.
Unfortunately, they are now living with the legacy of the unintended consequences of the

high tax:

Case Studies

e Michigan: cigarette taxes raised to 75 cents per pack -- store break-ins surge;
sales down 30 percent; Detroit Free Press declares smuggling epidemic. People don't quit
smoking; they simply turn to the underground market that is flourishing. Some
legislators begin calling for a tax rollback to end the flow of crime.(U)

e Washington State: cigarette taxes raised to 82.5 cents -- sales down 20 percent;
Indian sales way up; officials establish task force to stem flood of smuggled products;
many retailers and wholesalersfearfor thefuture oftheir businesses.<~

e Canada: high cigarette taxes lead to national crisis...Canada's Prime Minister
says: "Smuggling is threatening the safety of our communities and the livelihood of
law-abiding merchants. It is a threat to the veryfabric of Canadian society.” On Feb.
9, 1994, cigarette taxes were slashed and smuggling was effectively eliminated. With no
underground market to take stolen goods, smuggling-related store robberies and break-ins
almost ceased entirely.os)

More Than Lost Business & Revenue - More Crime

More than a two years r.fter increasing its cigarette taxes, Michigan is reeling from a
smuggling epidemic. In a major front page story, the Detroit Free Press describes the
situation this way: "Michigan's higher tobacco tax has spawned rampant cigarette
smuggling that's siphoned millions o ftax dollarsfrom the state treasury, while lighting
up huge profitsfor traffickers. "\w

Wi ith cigarette sales now down more than 30 percent in the state, and the underground
market now developed, thieves have a quick and profitable place to fence their stolen
cigarettes. Many retailers are reporting a record number of break-ins. According to the
Associated Press, those who suffer include not only retailers who lose revenues, but
local law-enforcement, which now has another major crime element to deal with.tm



Tempting Profits For Organized Crime

The current price difference between Alaska and its many military bases and ports of
entry make the state an appealing proposition for illegal cigarette traffickers.

e For asmuggler, that represents a potential profit of $200.000 or more forjust
one truck-container load. Just a regular van could bring a smuggler a quick
$20,000 profit.d*)

* Every tax-evaded cigarette obtained in Alaska from a military base means a
loss 0f 29-cents per pack to the state government in excise taxes, (plus a loss of
local cigarette taxes in Alaska’s major cities), a loss of 8 cents per pack in state
sales taxes, a loss in income taxes to the state from retailers and their
employees from the loss in legal sales, higher costs for crime prevention and
law enforcement, and a loss to Alaska as a whole as more and more people find
it acceptable to evade what they consider unfairly high taxes.

» California example: With a hard-to-control border with Mexico and a growth
of organized crime dealing with diverting cigarettes meant for export,
California’s illegal cigarette market now exceeds 20 percent -- or one of every
five cigarettes is being purchased illegal. California’s tax? Just 37 cents a
pack. But enough for the criminal element to get involved in the illegal
distribution of cigarettes.o?) W hat’s worse, smugglers don’t ask for age
identification. Kids now have greater access to cigarettes.

Notes

1. Sources: Cigarette tax evasion —August 1995 presentation to Federation of Tax Administrators,

2.

3.

tobacco tax conference, Chicago, by Robert L. Shepherd, deputy commissioner, Office of Tax
Enforcement, New York State Department of Taxation & Finance. Specific cigarette smuggling
studies: “Cigarette Smuggling in the United States,” a report on a three-month investigation, led by
former Rodney Stamler, former assistant commissioner of the Royal Canadian Mounted Police,
Lindquist Avev, Macdonald, Baskerville (Forensic Financial Investigators), August 1994,

Alaska cigarette tax study -- December 11, 1995, by Barents Group LLC of KPMG Peat Marvvick
LLP, Washington, D.C. for the Alaska Cabaret, Hotel, Restaurant and Retail Association. Military
data from military scanning audits -- 45 million packs. Tax-paid sales according to Alaska revenue
department data were 53.6 for a total of 98.6 million packs. Note that the military sales percentage
and total number of packs could be much higher because data scanning were not completed at
Elmendorf Air Force Base.

Alaska’s state cigarette tax is 29 cents a pack ($2.90 a carton). The Anchorage local cigarette tax is
27 cents a carton ($2,70 a carton). Fairbanks is 10 cents a pack ($1 a carton), Juneau is 9 cents a pack
(90 cents a carton). The state sales tax, calculated after all other taxes arc paid, is 4%. Consumers



who obtain cigarettes via Military Bases pay no state and local taxes. Savings range from $6.41
(Anchorage) to as low as $3.61 per carton.

Alaska cigarette tax study - December 11, 1995, by Barents Group LLC of KPMG Peat Marwick
LLP, Washington, D.C. for the Alaska Cabaret, Hotel, Restaurant and Retail Association.

The U.S. Congress’ Advisory Commission on Intergovernmental Relations first determined in 1977
that smuggling is caused by a wide disparity in the price of cigarettes in various jurisdictions. A 1985
study by this group concluded that a 23-cent difference (now 35 cents with inflation) between states
creates an opportunity for organized smuggling. For a carton of cigarettes, the “flashpoint” for
encouraging wide-spread cross border sales and outright smuggling is triggered when consumers can
save more than $3.50 a carton. Alaska already exceeds the flashpoint with its abundance of tax-free
military bases readily available to most citizens,

Despite new evidence, many anti-smoking advocates still maintain that raising tobacco taxes reduces
consumption of cigarettes - most notably, they believe, among young people. They base their case on
surveys by health institutions, academia and economists who consistently fail to include evidence about
the changing nature of the American marketplace, evidence which shows the extent to which consumers
are avoiding higher taxes. An analysis of new research conducted by both public and private
organizations since 1994 suggests that the practice of raising tobacco taxes leads to no overall
reduction in smoking -- and in fact actually increases youth access to tobacco products:

“The Survey on Smoking in Canada,"” conducted by Statistics Canada on behalfof Health
Canada (Canadian Federal Government), Tobacco Demand Reduction Strategy, 1994-1995;
Maclean’s news magazine, February 21, 1994, p. 16, coverage of Canada’s cigarette tax
rollback effort to reduce smuggling, interviews with Canadian Health Minister Diane Marleau;
“Cigarette Tax Evasion in New York State,” August 1995 presentation to Federation of Tax
Administrators, tobacco tax conference, Chicago, Robert L. Shepherd, deputy commissioner,
Office of Tax Enforcement, New York State Department of Taxation & Finance; “Cigarette
Smuggling in the United States.” a report on three-month investigation, Lindquist Avey
Macdonald Baskerville (Forensic Financial Investigators), August 1994; "Smuggling in the
State of Michigan,” Lindquist Avey Macdonald Baskerville (Forensic Financial Investigators),
October 1995; “Smuggling in Western United States,” Lindquist Avey Macdonald Baskerville
(Forensic Financial Investigators), October 1996.

Source: Evinger, William R., ed. Director of U.S. Military Bases Worldwide, Phoenix: Oryx Press,
1995.

Source: Alaska cigarette tax study —December 11, 1995, by Barents Group LLC of KPMG Peat
Marwick LLP, Washington, D.C. for the Alaska Cabaret, Hotel, Restaurant and Retail Association:
“Currently the 56,748 residents of Alaskan military bases purchase an average of 793 non-taxed packs
of cigarettes per year. This compares with only 96 taxable packs per year purchased from local
businesses by the States 556,000 non-military residents. Average per capita consumption in Alaska is
161 packs per year. This implies that residents of Alaskan military bases would be expected to smoke
a total of 9.1 million packs of cigarettes a year, and that the remaining 35.9 million packs were
purchased legally and, therefore, taxed, the State would raise an additional SIO.n million in tax
revenues each year at the current $0.29 rate. In addition to the $10.4 million of lost State revenue, the
municipal governments of Anchorage, Fairbanks, and Juneau arc also, in effect, losing revenue. With
the proposed tax increase, more cigarette purchases are likely to occur through bootlegging, causing the
State and local governments to lose even more revenues.
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Source: Evinger, William R., cd. Director of U.S. Military Bases Worldwide, Phoenix: Oryx Press,
1995.

Alaska cigarette tax study —December 11, 1995, by Barents Group LLC of KPMG Peat Marwick
LLP, Washington, D.C. for the Alaska Cabaret, Hotel, Restaurant and Retail Association. Military
data from military scanning audits —45 million packs. Tax-paid sales according to Alaska revenue
department data were 53.6 for a total of 98.6 million packs. Note that the military sales percentage
and total number of packs could be much higher because data scanning were not completed at
Elmendorf Air Force Base.

Source: Statistical Abstract of the United States, 1992.
Source: California and Michigan revenue departments.
Detroit Free Press. Feb. 17, 1995.

“Cigarette Smuggling in Oregon,” a report on a three-month investigation, led by Rodney Stamler,
former assistant commissioner of the Royal Canadian Mounted Police, Lindquist Avey, Macdonald,
Baskerville (Forensic Financial Investigators), October 25, 1996 (includes investigation of Washington
State and California). Source for statements by retail community: Washington State Association of
Neighborhood Stores, public legislative hearings, November 1995.

Toronto Globe & Mail, Feb. 9, 1994, coverage of Canada’s cigarette tax rollback.
Detroit Free Press. Feb. 17, 1995.
Associated Press (Michigan), Dec. 12, 1994.

An 18-wheeled tractor-trailer-container can hold 765,000 packs of cigarettes. If purchased with no
state excise taxes on a military base, or through a legal Free Trade Zone, or legally at a tax-free Indian
smoke shop, or through any number of illegal tax-free means, the tax savings if sold in Alaska -- at the
current tax rate - would be $221,850 (765,000 packs X 29 cents tax per pack). After expenses, it is
reasonable to expect this operation would net a profit of at least $200,000 per truck load. A simple
van could clear $20,000

“Cigarette Smuggling in Oregon,” a report on a three-month investigation, led by Rodney Stamler,
former assistant commissioner of the Royal Canadian Mounted Police, Lindquist Avcv, Macdonald,
Baskerville (Forensic Financial Investigators), October 25, 1996 (includes investigation of Washington
State and California).
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New Research Sheds Light
On Tobacco Tax Issue

Despite new evidence, many anti-smoking advocates still maintain that raising tobacco taxes
reduces consumption of cigarettes -- most notably, they believe, among young people. They base
their case on surveys by health institutions, academia and economists who consistently fail to
include evidence about the changing nature of the American marketplace, evidence which shows
the extent to which consumers are avoiding higher taxes, id

An analysis of new research conducted by both public and private organizations since 1994
suggests that the practice of raising tobacco taxes leads to no overall reduction in smoking —and
in fact actually increases youth access to tobacco products, o

As policy makers discover the extent of the growing problem with contraband tobacco in America
—tax-evaded cigarettes brought into ajurisdiction in ways ranging from casual cross-border
excursions to sophisticated international organized crime rings -- the case for raising tobacco
taxes needs to be reconsidered. Especially in light of the outdated assumptions currently put forth
by anti-smoking advocates.

#1. Old Assumption: “Higher Tax Means Fewer Smokers”

“Higher excise taxes on cigarettes would significantly reduce the number of youth
who smoke."u> And, “Pricing policy is perhaps the single most important element of
an overall comprehensive strategy to reduce tobacco use, and particularly to reduce
tobacco use among children."-n

New Evidence'. Higher Tax Encourages Smuggling

With higher taxes, people don’t smoke less, they simply change their buying patterns -
- to purchase low-cost brands, to cross the border for lower tax products, or to turn
to the underground rnarket.m Smuggled, tax-free or tax-evaded cigarettes are readily
available in most markets, especially in states that have raised the cigarette tax. One
of every four cigarettes, 25% of the entire market, in Michigan has been smuggled; in
California and Washington State, it is estimated that 20% of each market is tax
evaded; in New York, one of every five, or 20% of all cigarettes are sold illegally.***
According to an October 1996 study by the independent Washington-based Tax
Foundation. “Cross-border shopping for cigarettes (to avoid high taxes) increased an
astounding 454% between 1980 and 1994, while cigarette smuggling increased 295%
during the same period.” n.



#2. Old Assumption: Lowering The Tax Means More Smokers

“If the 50% cut in the price of cigarettes that went into effect (February 1994) in
Quebec is implemented across the country, it would cause at least 840,000 more
people to start smoking — 175,000 of them teenagers.” According to a study by
Robert Allen, a visiting professor at Harvard University, m

Background: After years of practicing a high-tax tobacco policy, Canada faced a
crisis in 1994. More than one-third of its entire cigarette market was smuggled.
Canada’s Prime Minister said, “Smuggling is threatening the safety of our
communities and the livelihood of law abiding merchants. It is a threat to the very
fabric of society. On Feh. 9, 1994, cigarette taxes were slashed and smuggling was
effectively eliminated. i»

New Evidence: Tax Cuts
Elim nated Smuggling & Access Bv Youth

In the year following massive cuts in cigarette taxes in Canada, official national
surveys by the Canadian Health Department found that the tax cut did not encourage
more smoking. The surveys found that “Overall there has been no substantial change
in the smoking behavior of Canadians... It found that "the prevalence for the 15-19
year old age group remained essentially unchanged tnroughout the four (survey)
cycles, fluctuating between 29 and 26%. For those aged 20-24, however, the figures
demonstrate a decline from 40% in May 1994 to 34% in February 1995. This
represents a net decrease of 110,000 smokers.”nm»

When cigarette taxes were reduced, smoking did not increase. Conversely, when
cigarette taxes were increased in years running up the smuggling crisis, smoking did
not decrease. Smokers avoided the high tax by buying smuggled cigarettes. In terms
of youth smoking, Canadian Health Minister Dianr. Merleau said that the
government’s decision to cut taxes would actual reduce consumption among
youngsters. “It will end the smuggling trade and force children to rely on regular
stores for their cigarettes -- where they will be forbidden to buy them until they turn
19. In that way, consumption among teenagers can be more readily controlled and
will likely drop,” she said. >m



#3. 0ld Assumption: Economic models

can project how high taxes lowers smoking

As cited in Coalition on Smoking OR Health Fact Sheet, "Tobacco Taxes and Kids,”
“For every 10% increase in cigarette prices, studies find a 12-14% decrease in youth
consumption.” cut

The implication is that there is a simple formula for reducing smoking. That all policy
makers have to do to reduce tobacco use, especially among young people, is to
simply raise the cigarette tax.

New Evidence: 1) Actual market information, 2) legal sales data, and
3) Government consumption data point to major smuggling

Economic models are only as good as the information available at the time. The
trouble with many of these economic projections is that they are based on “tax-
reported sales” and not on actual consumption. Yes, “legal” tax-paid sales may drop
12-14% with such as increase in taxes. But, with higher taxes, people are not
smoking less, they simply buy over the border or turn to the underground market to
avoid the high tax —none of which is considered by the economic models.

For example, an analysis of New York Revenue Department data show that the per
capita legal, tax-paid sales of cigarettes in New York is 70.5 packs a year. But
studies by the U.S. Centers' for Disease Control indicates that per capita consumption
in New York is 97.4 packs, which isjust slightly above the national average. Where
are the missing packs coming from? Answer: New Yorkers purchase them illegally.
The numbers indicate that today, nearly 27 percent of New York’s entire cigarette
market is contraband —sales that have avoided New York State's high cigarette

tax.i lit

W hat it means: When taxes rise, smuggling and illegal distribution networks infiltrate
the marketplace. With inexpensive, tax-free cigarettes available, few people quit
smoking because of higher prices. And. unfortunately with cigarettes being sold
illegally in the street and out of the trunks of cars, kids have greater access to
smuggled products —and smugglers don’t ask fo: age-identification..wi



#4. Old Assumption: The Answer Is To Raise Cigarette Taxes
And Give Revenue to “Tobacco Control” Advocates

“Results from several U.S. states...that have levied a significant tobacco excise tax
show that cigarette consumption decreases when an excise tax is part of a
comprehensive tobacco control program...After California passed a 25-cents per pack
tax in 1989 and earmarked the revenue for education and prevention, smoking
prevalence decreased 17 %.” nsi

The message to elected officials is this: Raising the tax "solves the problem." But
earmarking the new cigarette tax revenue and giving it to tobacco control advocates
"really solves the problem."”

New Evidence: tax hikes encourage major underground markets;
“tobacco control” has had little impact

Prop 99 was a 1988 California ballot measure that raised the state cigarette tax bv
250 percent. Since its inception, more than S750 million in new cigarette tax revenue
has been provided for anti-smoking education campaigns, the hiring of tobacco
control personnel and a statewide advertising campaign to educate the public about
tobacco. Those involved with the program claim that the combination of higher
taxes and “tobacco control efforts” have resulted in consumption of cigarettes to
drop by more than 27 percent since Prop 99 passed, dm

Smoking has declined in California. But it has declined everywhere else, not just in
California. Since the 1988 passage of Prop 99, smoking has declined about 15.1
percent nationally. It may be reasonable to assume that had there been no cigarette
tax increase and the Prop 99 tobacco education programs it paid for, the decline in
health-conscious California would have been at least 15 percent.im But now new
evidence also suggests that the “decline in smoking” above the national average in
California mav not be a decline at all, but a diversion to the illegal underground
market.

Data from the California Board of Equalization do show a major decline - about °7
percent —but what has been measured is onlv a decline in legally purchased, tax-paid
cigarettes. What has not been considered until now is the underground market that
has developed since Prop 99. With revenue department officials now (1995)
estimating that as much as 7 percent to 18 percent of the entire cigarette market has
gone underground, it is probable that smoking has not declined in California beyond
the national average. Other experts say the smuggling rate has grown to between 20-
25%. im



The Case For Raising Tobacco Taxes

Does raising the cigarette tax encourage kids to quit smoking, or discourage them from starting?
No, not if one looks at the evidence, especially at investigative studies that show what is really
happening in the market place. But it doesn’t take expensive studies or exhaustive analysis. One
of the best sources of information on youth smoking is the federal government. A look at
Government-reported youth smoking incidence (the percentage of kids smoking cigarettes)
collected from the 1993 and 1995 Youth Risk Behavior Surveys by the U.S. Centersfor Disease
Control clearly indicates that tax increases did not decrease youth smoking rates. In fact, the
Government studies show that in some states that raised cigarette taxes, the percentage of kids

that are smoking actually increased:”

From the Centers For Disease Control Data Survey, 1993-1995

e |llinois: Legislators in May 1993 raised the state cigarette tax more than
45%. Following the tax increase the incidence of youth smoking increased
more than 22%, according to the Centers for Disease Control.™

Hawall: The state increased its cigarette tax to 60 cents a pack, one of the
highest in the nation. What do federal government statistics show? Between
1993 and 1995, the percentage of kids smoking actually went up 14.9%.(2n

' NEbraSka: Cigarette taxes were increased more than 25% in July 1993. In
the two years following that tax hike, the percentage of youth smoking
increased 11.3%.i::>

Notes

|. “Growing Up Tobacco Free: Preventing Nicotine Addiction in Children and Youths," Institute of
Medicine, National Academy of Sciences, September, 1994; Frank J. Chaloupka and Michael
Grossman, “Price. Tobacco Control Policies and Youth Smoking,” presentation to the 71st Annual
Conference of the Western Economic Association International, July 1, 1996; J. Wasserman, et. al.,
“The Effects of Excise Taxes and Regulations on Cigarette Smoking," Journal of Health Economics.
1991, Vol. 10. p. 43-65; E.M. Lewit and D. Coate, "The Potential for Using Excise Taxes to Reduce
Smoking." Journal of Health Economics. 1952, p. 121-145

- continued -



10.

“The Survey on Smoking in Canada,” conducted by Statistics Canada on behalf of Health Canada
(Canadian Federal Government), Tobacco Demand Reduction Strategy, 1994-1995; Maclean’s news
magazine, February 21, 1994, p. 16, coverage of Canada’s cigarette tax rollback effort to reduce
smuggling, interviews with Canadian Health Minister Diane Marleau; "Cigarette Tax Evasion in New
York State,” August 1995 presentation to Federation of Tax Administrators, tobacco tax conference.
Chicago, Robert L. Shepherd, deputy commissioner, Office of Tax Enforcement, New York State
Department of Taxation & Finance; “Cigarette Smuggling in the United States,” a report on three-
month investigation, Lindquist Avey Macdonald Baskerville (Forensic Financial Investigators), August
1994; "Smuggling in the State of Michigan," Lindquist Avey Macdonald Baskerville (Forensic
Financial Investigators), October 1995; "Smuggling in Western United States,” Lindquist Avey
Macdonald Baskerville (Forensic Financial Investigators), October 1996.

Frank J. Chaloupka and Michael Grossman, “Price, Tobacco Control Policies and Youth Smoking,"
presentation to the 71st Annual Conference of the Western Economic Association International, July I.
1996, using the University of Michigan’s "Monitoring the Future” data from the years 1992-1994.

“Growing Up Tobacco Free: Preventing Nicotine Add’et'on in Children and Youths,” Institute of
Medicine, National Academy of Sciences, September, i994.

“Dramatic Rise in Cigarette Smuggling -- Disparity in State Cigarette Excises Leads to Rise in Cross-
Border Activities,"” The Tax Foundation, October 1996.

“Cigarette Tax Evasion in New York State,” August 1995 presentation to Federation of Tax
Administrators, tobacco tax conference, Chicago, Robert L. Shepherd, deputy commissioner, Office of
Tax Enforcement, New York State Deportment of Taxation & Finance; “Cigarette Smuggling in the
United States," a report on three-month investigation, Lindquist Avey Macdonald Baskerville (Forensic
Financial Investigators), August 1994; “Smuggling in the State of Michigan,” Lindquist Avey
Macdonald Baskerville (Forensic Financial Investigators), October 1995; “Smuggling in Western
United States,” Lindquist Avey Macdonald Baskerville (Forensic Financial Investigators). October
1996.

“Dramatic Rise in Cigarette Smuggling —Disparity in State Cigarette Excises Leads to Rise in Cross-
Border Activities,” The Tax Foundation. October 1996.

Study, Robert Allen, visiting professor of economics, Harvard University, January 1994, as reported in
Maclean's news magazine. February 21, 1994, 0. 14, coverage of Canada's cigarette tax rollback
effort to reduce smuggling.

Toronto Globe & Mail. February 9, 1994, coverage of Canada's cigarette tax rollback; Maclean's
news magazine, February 1994, coverage of Canada’s cigarette tax rollback effort to reduce
smuggling.

“The Survey on Smoking in Canada,” conducted by Statistics Canada on behalf of Health Canada
(Canadian Federal Government), Tobacco Demand Reduction Strategy. 1994-1995.

. Maclean's news magazine. February 21.1994. p. 16. coverage of Canada’s cigarette tax rollback effort

to reduce smuggling, interviews with Canadian Health Minister Diane Marleau.
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13.

14.

15.

16.

17.

19.

20.

21.

22,

As cited in Coalition on Smoking OR Health Fact Sheet, “Tobacco Taxes and Kids," 1994.

Data sources: New York State Revenue Department, 1995 reports on tax-paid sales of cigarettes;
Consumption data: U.S. Centers for Disease Control, 1992-1993 (most recent data available).

Maclean's news magazine, February 21, 1994, p. 16, coverage of Canada's cigarette tax rollback effort
to reduce smuggling, interviews with Canadian Health Minister Diane Marleau.

As cited in National Cancer Institute Fact Sheet, "The Impact of Cigarette Excise Taxes on Smoking
Among Children and Adults," August 1993.

San Diego Union. March 22, 1994, from five-year assessment of campaign, released to the Associated
Press by Stanton A. Glantz, University of California at San Francisco.

Source: State Revenue Departments official cigarette taxation statistics. 19S9 tax stamped packs:
26.2 billion; 1994 tax stamped packs: 22.9 billion = decline of 15.1 percent.

Los Angeles Times, March 15, 1995, "Police Arrest 14 For Smuggling Cigarettes,” (According to
Board of Equalization spokesperson, "Our best estimate is that the annual impact these smugglers have
is somewhere between S50 million to S125 million" lost revenue to state from total revenue of S700
million. Note: S49 million loss would be 7 percent smuggling rate; S126 million loss would be an 18
percent smuggling rate.) Also note that law enforcement officials state privately that the smuggling
rate has grown to between 20-25% in California.

Tax data from Illinois, Hawaii and Nebraska state revenue departments. Youth smoking data from the
1993 and 1995 Youth Risk Behavior Surveys (covering grades 9-12) published by the U.S. Centers for
Disease Control. According to the CDC. while most states participate in the voluntary data collection,
all states did not participate leaving data for some states unavailable.

Tax data from the Illinois state revenue department. Youth smoking data from the 1993 and 1995
Youth Risk Behavior Surveys (covering grades 9-12) published by the U.S. Centers for Disease
Control.

Tax data from the Hawaii state revenue department. Youth smoking data from the 1993 and 1995
Youth Risk Behavior Surveys (covering grades 9-12) published by the U.S. Centers for Disease
Control.

Tax data from the Nebraska state revenue department. Youth smoking data from the 1993 and 1995
Youth Risk Behavior Surveys (covering grades 9-12) published by the U.S. Centers for Disease
Control.
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DEPARTMENT OF THE AIR FORCE
PACIFIC AIR FORCES

24 February 1997

Eleventh Air Force
5800 G St, Ste 101 :
EhnendorfAFBAK 99506-2130

Ms Shari Kochman
Deputy Legislative Director ]
P.O.Box 110001
Juneau, AK 99811-0101

|
Dear Ms Kochman |

|

Throughoutthe DoD and across Alaskathe military is very supportive of

efforts to reduce the use oftobacco products. We will continue to cooperate
closely with law enforcement agencies, to include the Alaska Departmentof
Revenue, to prevent misuse of military facilities and privileges. For example,
EhncndorfAFB, the largest military facility in the state, currently has a four
carton limit on single purchases ofcigarettes and does not plan to change that
policy. Additionally, patrons are notified by signs posted in the tobacco
products section that the resale ofuntaxed tobacco products is unlawful. We
wifi take action againstviolators, military as well as civilian. Forreference,
last year approximately 260,000 cartons of|cigarettes were sold at Ehnendorf
AFB. Sales are monitored throughoutthe Vear for unusual trends. We will
continue to monitor our sales and work to prevent abuse.

|
Sintjerely

iWoTHYS.BRADY
Colonel, USAF
Vicd Commander
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Alaska Department of Revenue

Income and Excise Audit Division

Increase Tobacco Taxes
HB 1
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January 17, 1997

Page 2 of 5

DRAFT BILL ANALYSIS

Section 1 increases the School Fund portion of the cigarette tax rate by $ 1.00 per pack of
20; from 2.5 mills per cigarette ($.05 per pack) to 52.5 mills per cigarette ($1.05 per
pack) through FY 2000. Combining this rate with the 12 mills per cigarette ($.24 per
pack) levied under AS 43.50.190, which goes to the General Fund, the total tax rate on a
pack of cigarettes would increase from $.29 to .$1.29. After June 30, 2000 the School
Fund portion increases to 64.5 mills per cigarette ($1.29 per pack) so tne total tax rate on
a pack of cigarettes increases from $1.29 to $1.53 through FY 2003. After June 30, 2003
the School Fund portion increases to 76.5 mills per cigarette ($1.53 per pack) so the total
tax rate on a pack of cigarettes increases from $1.53 to $1.77 through FY 2006. After
June 30, 2006 the school fund portion increases to 88.5 mills ($1.77) plus an additional
12 mills ($.24) during each succeeding three-year period.

Sectlon 2This section only takes effect if section 1of this act is ruled unconstitutional
(see section 10) If so, the statute would be amended back to how it was prior to the bill

passage.

Section 3 directs the Department of Revenue to give public notice of changes in cigarette
tax rates under AS 43.50.090 at the time these tax rates are changed.

Section 4 This section only takes effect if section | is ruled unconstitutional (see section
10). If so, this section increases the General Fund portion of the cigarette tax rate by
$1.00 per pack of 20; from 12 mills per cigarette ($.24 per pack) to 62 mills per cigarette
($1.24 per pack) through FY 2000. Combining this rate with the 2.5 mills per cigarette
($.05 per pack) levied under AS 43.50.090, which is dedicated to the School Fund, the
total tax rate on a pack of cigarettes would increase from 5.29 to $1.29. After June 30,
2000 the General Fund portion increases to 74 mills per cigarette ($1.48 per pack) so the
total tax rate on a pack of cigarettes increases from $1.29 to $1.53 through FY 2003.
After June 30, 2003 the General Fund portion increases to se mills per cigarette ($1.72
per pack) so the total tax rate on a pack of cigarettes increases from $1.53 to $1.77
through FY 2006. After June 30, 2006 the General Fund portion increases to g6 mills
($1.96) plus an additional 12 mills ($.24) during each succeeding three-year period.
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Section 5 This section only(_ takes effect if section one is ruled to be unconstitutional (See
section 10). If so, this section directs the Department of Revenue to give public notice of
changes Ir. cigarette tax rates under AS 43.50.190 at the time these tax rates are changed.

Section 6 increases the tobacco products tax rate from 25% to 100% of the wholesale
price of the tobacco products.

Section 7 creates a new section under AS 43.50 (AS 43.50.365) to increase the tobacco
product tax rate applied to the wholesale price by the Anchorage CPI on July 1ofeach
even numbered year. The starting point of the index is January 1, 1998,

Section 8 creates a new section under AS 43.50 (AS 43.50.380) to direct the Department
of Revenue to give public notice of changes in tobacco product tax rates under A
43.50.365 at the time these tax rates are changed.

Section 9 This section only takes effect if section 1is ruled unconstitutional (see section
10). If s0, this section reBe s the public natice provision for changes in the cigarette tax
rates under AS 43.50.090 that were made in section 3 of this hill.

Section 10 provides for sections 2, 4, 5 and 9 ofthis Act only taking effect if dedication of
the proceeds of the cigarette tax to the School Fund is found to be unconstitutional.

tShectiotn 11 establishes an effective date of October 1, 1997 for sections 1, 3, and 6-8 of
IS act.

Section 12 estahlishes an effective date ofwliich ever ofthe following comes later: (1)
when acourt enters a final jud%ement that the amendment under section 1 of this act is
unconstitutional or (2) when the time for appeal has expired or upon entry of afinal order
on the appeal that section 1is unconstitutional.

OPERATING EXPENDITURES _
Department of Revenue is requesting operating funds to cover vithe costs of aRevenue

Auditor HI position. With such alarge increase in taxes due the state (increase from 317
to $50 million annually), the department anticipates increased taxpayer noncompliance.
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With significantly higher levels of tax, it is possible that taxpayers will look for loopholes
or other methods of tax avoidance. This position will be responsible for ensuring that all

taxpayers are identified and that taxpayers are filing and paying the proper amount of tax.
The projected annual salary costs for the Viportion of this position comes to $30.0. This

amount would be used to fill a currently vacant auditor position.

The department is also requesting one time FY 98 funding of $5.0 for contractual funds to
cover costs of public notice of rate increases, forms revisions and postage, and $4.0 for
equipment ($3.5 for computer costs ana $.5 for office equipment). The recurring costs
will be $2.5 to cover travel, contracual and supplies, except for FY 01 where an addition
$.3 will be necessary to cover public notice of the tax rate increase.

REVENUE COLLECTED

The attached spreadsheet details revenue projections from rate increases in this bill.
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Cigarettes
J FUrddtf Fecfr

%ngumpt|on (acks of cigarettes)
Cigarette Tax

Less 1.0% Commission

Net Cigarette Tax

FY 97 Projected Cigarette Tax

Net Cigarette Tax Increase
Increase to School Fund

Tobacco Products ,
_ Fimtdldy Fatter

%onsumptlon (Whole. Pr. 199 9)

ate
Tobacco Products Tax
Less 1.0% Commission
Net Tobacco Products Tax
FY 97 Projected Tob. Prod. Tax
Net Tobacco Prod. Tax Increase
Increase to General Fund
Cigarette and Tob. Products
Net Cigarette and Tobacco Tax

Net Clg. arid Tob. Increase

Alaska De

rtment of Revenue

Income and Excise Audit Division

Projected Revenue Increases from Change In Tobacco Tax Rales

M
0SH

mSH
26629599 * 42,938,393
1.29 $129
$36,927017 9552390527
(369,270) (553,905)
$36,957.747 954,838,622
(10,083,937) * (15,125,905)
$29.473810  938.710.717
129473910 839.710.717

-la.fH

OCH
$3501,646 *  95.387.473
100% 100%

$3,501, s 95,387,473

(35,916) (53,875)
$3555,732 95,333,508
(L090715)  (L636,073)

92,468,019 93.697.626
92,466,018 93.697.626

940,113,479 * 960,170,220
928,938,927 * 943,408,242

Piilie it

QCH
42,938,303
129

955,39%,527

(553,905)
954,836,822
(15.125,905)

939.710.717
839.710.717

QCH
95,387 473
00%

95, 3871473/

(53,875)
95,333,508
(1,636,073)

93.697,626
93,674,810

960,170,220
943,408,242

*Note: The Wife effective date results Inth tax Increase covering 8 months In FY 98.

lobhb52 draft prepared by brett fried

m3H
40,587 562
153

962,068,369

(620,684)
981,447,685
(15,125,905)

946.321.780
946.321.780

-190H
05,314,097
106%
05.832, 003
(56,329)
95,576,614
(1,836,073)

93,940,641
93,874,810

967,701,312
860,262,321

QH
40,567,562
15

962.068,3'7%

(620,684)
961,447,686
(15,125,905

946.321.781
946.321.781

95, 3143)8?'
05,637 908

(56,329)
95,576,614
(1638,073)

83,940,641
84,006,360

887,701,313
860,262,322

QH
40,567,562
Si5

962.068,37%

(820,684)
961,447,686
(15,125,905)

946.321.781
948.321.781

) TH
85,240,122

112
$5,069,600

(58,696)
95,810,912
(1,636,073)

94174839
94,006,360

$67,937,878
$50,496,621

10 Till!

11.4H

38, 29415
$1.77
967.701.465
(677,015)
967,024,450
(15,125,905)
961,898,645
$61.898.646
OCH
05,240,722
112%
95,869,509
(58,696)
85,810,912
(1,636,073)

94,174,839
9C119,043

$73,671,073
966,073,386
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Tobacco Tax Bill Analysis

Presentation to the

20th Alaska Il egislature

of Health & Social Services



Tobacco Usage

B Tobacco usage isthe nhumber one cause
of preventable death and disease Inthe
US, accounting for more than 419,000
deaths each year.

B23% of deaths of Alaskans 35 years of
age or older 1N 1991 were attributable
1 smoking.

Department of Health & Social Services



Health impactofSmoking

Number of Deaths in USA

Department of Health & Social Services
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Health ImpactofSmoking

soon*;* mran

Number of Deaths n Alaska

CIFires
q Firearms

JAIrcraft

crashes
JAIDS

Cigarette
Smoking 1,416 Falls

OO0 Mot \feh.

Accidents
| Alcohol

1Cigarette
Smoking

Department of Health & Social Services



Youth Tobacco Usage

m 83% of adult smokers report that they
started smok1ng before the age of 2.

n 21% of Alaskan high school students
reported they regularly smoked Inthe
last month.

m 25% of Alaskan middle school students
reported smoking at lesst one cigarette
in the lasstmonth.

Department of Health & Social Services



Youth Tobacco Vendors Survey

B 64% of Alaska tobacco merchants
compl 1ed with tobacco restriction laws
N 196.

® The federal government mandates an
80% compl1ance rate by the year 2000
under the Synar Amendment.

» Tobacco vendors refused to <=l to 14-15
year olds 71% of the time, while 16-1/
year olds were refused 58% of the time.

Department of Health & Social Services



