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MEASURE'S PURPOSE:  

HB 58 amends the non-participating manufacturer escrow requirements relating to the Master Settlement Agreement by eliminating the allocable share provisions contained in the original agreement. 

PROVISION/MECHANICS:
Amends KRS 131.602 to provide clarifying language and to require non-participating manufacturers to base their escrow payments on units sold in the state, as participating manufacturers are required to do with regard to their master settlement agreement payments.  

Creates a new section of KRS Chapter 131 to provide for nonseverability of the Act if the amendment to KRS 131.602 is found to be unconstitutional. 

FISCAL EXPLANATION:  

Because HB 58 deals with funds escrowed by non-participating manufacturers and certified by the Office of the Attorney General, no state funds will be affected during this biennium.  However, some economic factors may indirectly affect revenues to the Commonwealth in future years.  

The provisions of this bill generally affect the non-participating manufacturers (NPMs) that are required to make payments into escrow for the purpose of providing a source of funds, should a court rule in the future against an NPM because they marketed cigarettes in the state and, it may be argued, for the purpose of offsetting the potential loss of market share for original participating manufacturers (OPMs) that may raise the price of their product in order to create revenue sufficient to support payments required under the Master Settlement Agreement. Escrow funds that have not been used to pay a judgement or a settlement are released and revert back to the NPM, twenty-five years after the date in which they were placed into escrow.

Escrow amounts can be released earlier than twenty-five years under the allocable share provision of the enabling legislation.  Currently, if the amount the NPM is required to place into escrow is greater than Kentucky’s allocable share of the total payment (1.76%) the NPM would have paid had it signed on to the Master Settlement Agreement, the excess is released back to the NPM. In essence, this provision caps the amount escrowed by allowing for an early release.  Small NPMs selling into Kentucky, while initially placing into escrow an amount equal to the amount of sticks sold times the per stick rate, receive a release of funds equaling 98.24% of the initial escrow amount.

HB 58 requires NPMs to base their escrow payment on units sold in the state and requires the payment calculation to include final determination of all adjustments and offsets.  Previously, the payment was calculated before calculations and offsets other than the inflationary adjustment.  These provisions would have the practical effect of removing the cap release and providing financial incentive for NPMs to cease selling their product in the Commonwealth.  This could have multiple effects.  

NPM sales currently represent over 10% of the cigarettes sold in Kentucky, with forty-five NPMs operating in the state. In April 2003, twenty-six NPM's escrowed approximately $18 million for calendar year 2002 sales, with subsequent actions taken against those NPM's who failed to place funds into escrow.  Of the $18 million initially escrowed, $14 million was released due to the allocable share cap provision.

If the cap release is eliminated due to the provisions of HB 58, NPMs may decide to withdraw from the Kentucky cigarette market and concentrate their efforts in a state(s) that allows a cap release.   If these NPM's move their operations and employees to another state, one would expect income and sales taxes to decline resulting in a negative fiscal impact.  Data were not available to estimate this negative impact, however 20 states currently have similar legislation.

If NPMs choose to withdraw from the Kentucky cigarette market, lower cigarette sales, excise and sales tax receipts may occur.  For Kentucky residents, the limited availability of lower priced cigarette brands may result in a switch to another brand, with no related impact on overall sales.  However, Kentucky's cigarette market is composed of sales to Kentucky residents as well as sales to residents of other states who live along the border of Kentucky. Currently, these export sales comprise about 25% of total sales in Kentucky.  If the provisions of HB 58 result in higher cigarette prices, export sales could fall, as non-Kentucky residents find that the relative cigarette price difference between their home state and Kentucky has decreased.

If the NPM market share of these export sales is similar to the market overall (10%), then Kentucky could potentially lose 2.5% of their cigarette sales within the state (approximately 17.5 million packs). Given Kentucky's cigarette excise tax rate of 3 cents per pack and assuming an average price of $1.25 per pack, the related fiscal impact would be approximately $1.84 million. [(17,500,000 packs x $.03 per pack) + (17,500,000 packs x $1.25 per pack x 6% sales tax) = $1,837,500]. 

Finally, as set out in the Tobacco Master Settlement Agreement, payments to the states are based in part on market share of OPMs.  To the extent that NPMs cease sales in the Commonwealth, the market share of the OPMs could potentially be increased.  Because payments made to the states are based in part on market share, Tobacco Master Settlement Agreement payments to the Commonwealth could feasibly increase in future years.  This increase, however, will not increase revenues to the state General Fund, and will only increase those dollars set aside specifically under KRS 248.654.  It is impossible to determine exactly how much those payments would increase because the actual number of companies that might cease sales in the Commonwealth cannot be determined.  In addition, if companies did decide to cease sales in the Commonwealth, it is impossible to determine when they would cease and exact methods for removing their products from shelves.  

In summary, the impact of this legislation on NPM sales and consumer purchasing behavior cannot be determined.
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