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	( ) Resolution No.
	
	
	( ) Amendment No.
	


	SUBJECT/TITLE
	AN ACT relating to tobacco products.


	SPONSOR
	Representative Fred Nesler


NOTE SUMMARY

	Fiscal Analysis:
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FISCAL SUMMARY

_______________________________________________________________________________

	Fiscal Estimates
	
	2010-2011
	2011-2012
	Future Annual

Rate of Change

	Revenues (+/-)
	
	
	Indeterminable
	

	Expenditures (+/-)
	
	
	Indeterminable
	

	Net Effect
	
	
	Indeterminable
	


______________________________________________________________________________

MEASURE'S PURPOSE:  HB 267 if enacted will impose the 15% excise tax on sales of other tobacco products made directly to a Kentucky consumer with no intervening wholesale transaction.  The bill will also impose the 19 cent per unit tax on manufacturers of snuff on sales of snuff made directly to a Kentucky consumer with no intervening wholesale transaction. HB 267 also requires wholesalers and manufacturer to itemize the tax on their invoices. Failure to itemize the tax will make the products contraband and subject to seizure. HB 267 allows the Department of Revenue to sell cigarette tax stamps on a 30-day deferred payment basis, requires a financial instrument for those purchasing on a deferred plan; gives the  Department of Revenue authority to make demand on a financial instrument; permits the Department of Revenue to allow tax evidence compensation for resident and nonresident wholesalers, and unclassified acquirers; deletes outdated tax compensation language; denotes requirements for proper itemization of other tobacco products and snuff delivered to retailers. This bill also increases the license fee on unclassified acquirers from $50 to $250; and allows for the sale or purchase of untax-paid cigarettes from one licensed wholesaler to another licensed wholesaler following the promulgation of an administrative regulation by the Department of Revenue. This bill sets out circumstances under which a license may be granted to a person; raises the presumptive cost of doing business from 2% to 3.25% for purposes of the fair cigarette tax act; and includes unclassified acquirers under the enforcement fee requirements. Several conforming and technical changes are also made. 
PROVISION/MECHANICS:   

1. Amends KRS 138.130 to define "financial instrument" and "wholesaler of other tobacco products or snuff"; delete definition of "cigarette paper"; 

2. Amends KRS 138.140 to impose the 15% excise tax is imposed on: 

a. Wholesalers of other tobacco products or snuff on the gross receipts derived from wholesale sales of other tobacco products made to a retailer located in this state; and 

b. Manufacturers of other tobacco products on the gross receipts derived from 

1. Wholesale sales of other tobacco products to a retailer located in this state and 

2. Sales of other tobacco products made directly to a Kentucky consumer with no intervening wholesale transaction.

3. Amends KRS 138.140 to impose the 19 cent per unit tax on:
a. Wholesalers of other tobacco products or snuff on wholesale sales of snuff made directly to a retailer located in this state; and
b. Manufacturers of snuff on:

1. Wholesale sales of snuff to a retailer located in this state; and 

2. Sales of snuff made directly to a Kentucky consumer with no intervening wholesale transaction.
4. Amends KRS 138.140 to require invoice itemization for other tobacco products and snuff transferred to retailers;

5. Amends KRS 138.146 to allow for the sale of tax evidence on a 30-day deferred payment basis; require a financial instrument for those purchasing tax evidence on a deferred payment basis; set parameters for the financial instrument; give Department of Revenue authority to make demand on a financial instrument; permit the Department of Revenue to allow tax evidence compensation for resident and nonresident wholesalers, and unclassified acquirers; delete outdated tax compensation language; denote requirements for proper itemization of other tobacco products and snuff delivered to retailers; 

6. Amends KRS 138.165 to include other tobacco products and snuff not properly invoiced to the retailer as contraband and subject to seizure 

7. Amends KRS 138.175 to add other tobacco products and snuff to goods that may be deemed contraband; 

8. Amends KRS 138.195 to increase the unclassified acquirer annual license fee from $50 to  $250; allow the department to obtain information and reports electronically; allow for the sale or purchase of untax-paid cigarettes from one licensed wholesaler to another licensed wholesaler following the promulgation of an administrative regulation by the Department of Revenue; 

9. Creates a new section of KRS 138.130 to 138.205 to set out circumstances under which a license may be granted to a person; 

10. Amends KRS 365.270 to add unclassified acquirer to "wholesaler" definition; raise the presumptive cost of doing business from 2% to 3.25%; 

11. Amends KRS 365.390 to include unclassified acquirers under the enforcement fee requirements; 

12. Amends various sections of the Kentucky Revised Statutes to conform; make technical changes; 

13. EFFECTIVE August 1, 2011, except amendments to KRS 138.195 which are effective July 1, 2012.

FISCAL EXPLANATION:  

There are two sections of HB 267 that are related to the collection of the cigarette excise tax and therefore, may impact the level of cigarette excise tax collections. 

1. Section 3 of HB 267 contains a provision indicating that the Department of Revenue may sell cigarette tax stamps on a deferred payment basis during the first 10 months of a fiscal year. The amount of stamps that may be obtained each month on a deferred payment basis is limited to 110% of a wholesaler’s average monthly purchases. Monthly purchases of tax stamps in excess of the 110% limit must be paid for in cash.

Wholesalers requesting approval from the department to purchase tax stamps on a deferred payment basis under the provisions of HB 267 must file a bond with the department equal to 130% of their average monthly purchases of tax stamps over the past calendar year.

Most states require cigarette tax stamps to be placed on packs (as evidence the tax has been paid) and limit the time for entities to hold unstamped packs. Currently, Kentucky requires that tax stamps be affixed to packs (prior to delivery to a retailer from a resident wholesaler and prior to being brought into the state by a nonresident wholesaler) and limits the time in which a resident wholesaler or unclassified acquirer may possess unstamped packs (nonresident wholesalers must have enough stamps on hand to cover their inventory within 48 hours of receiving the cigarettes; unclassified acquirers must affix tax stamps to packs within 24 hours of receiving the cigarettes).

The current requirements placed on cigarette wholesalers in Kentucky represent standard practice among states regarding the purchases and affixing of tax stamps to cigarette packs. Similar requirements have been adopted across states because they have proven successful in helping to ensure compliance with the cigarette excise tax and to prevent leakage -- whereby untaxed cigarette packs enter the retail market, resulting in a loss of cigarette excise tax receipts.

The provisions of HB 267 will allow for a 30 day deferred payment for cigarette stamps for licensed wholesalers (resident and nonresident). In essence, wholesalers will receive stamps and then pay within a 30-day period, resulting in a one-month lag in payments to the state. The bill would allow deferred payments for the first 10 months of the fiscal year, and revert back to the current system for the last two months of each fiscal year. In other words, in the 11th month of the fiscal year, payment would be required for the previous 30 days, plus payment would be required for any stamps needed for cigarettes packs that are on-hand.

By allowing deferred payments for 10 months, HB 267 will impact the normal flow in cigarette excise tax receipts to the state. Moreover, given the bill allows deferred payments for 10 months, in the 11th month of the fiscal year a deferred payment will be required for stamps received in the 10th month and any stamps needed in the final 2 months of the fiscal year will paid for upfront. As a result, the bill will provide a cash flow benefit to wholesalers for 10 months, but then perhaps require a higher cash flow in the 11th month. Protections afforded to the state in moving to a deferred payment basis are the limitation on the amount of stamps that can be purchased in any month, the limitation of the deferred payment period (30-days), and the bond requirement imposed on wholesalers (the bond will provide a source of funds to the state in the event of nonpayment). Also, since the provision allows for deferred payment for the first 10 months and not 12 months of a fiscal year, the one-month lag in payments will not directly impact cigarette excise tax collections.

2. HB 267 (Section 6 paragraph (12)) indicates that the Department of Revenue may allow the sale of untax-paid cigarettes from one wholesaler to another. Movement of cigarette packs among wholesalers would allow cigarettes to exist in Kentucky for a much longer time period without being stamped, when compared to the current system in place.

Under current statutes, the department must track cigarette shipments to approximately 150 wholesalers to determine the amount of tax stamps required. Under HB 267, if the department allows shipments of untax-paid cigarette packs from wholesaler to wholesaler, this will add complexity to the current system (packs received by wholesalers and sales among wholesalers will have to be monitored) due to the increased number of transactions (depending on the level of wholesale to wholesale sales that take place) that must be monitored by the department.

This added complexity (permitting sales among wholesalers) has the potential to lead to leakage (packs being sold without tax being paid). Such an approach may have a negative impact on compliance efforts, may lead to reductions in the cigarette excise tax base, and would represent a departure from the system adopted in most other states.

Summary

The potential benefit to wholesalers by allowing deferred payment payments for the first 10 months each fiscal year are attributable to lower cash-flow requirements since tax stamps won’t have to be paid for upfront. Also, given how the deferred payment is structured within the bill, while monthly cigarette tax receipts may vary throughout the fiscal year, total cigarette tax receipts should not be directly impacted.

While the estimated fiscal impact of HB 267 is indeterminable, it should be recognized there are several potential risks to the General Fund. Specifically, by allowing sales among wholesalers, this would allow the movement of packs without the cigarette excise tax being paid. Similar provisions included in past bills have been cited as problematic, because of concerns regarding enforcement, compliance, and the potential for leakage (untax-paid packs entering the retail market). 

Previous changes to cigarette tax statutes may not have attracted as much concern, given the small tax rate and level of collections. However, with the current rate at 60 cents per pack and annual receipts of close to $280 million, any disruption in the flow of receipts will have a larger negative impact on the General Fund. Simply put, if the leakage is as small as 1%, the negative impact on the General Fund would be $2.8 million.
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