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MEASURE'S PURPOSE:  

 HB 361/GA, if enacted, will require any person within this state in possession of tobacco products for resale within this state to pay the tobacco products excise tax. Snuff will be taxed at the current rate of 19 cents per unit, chewing tobacco will be taxed based on weight rather than 15% of the wholesale sales price. All tobacco products, except cigarettes, snuff and chewing tobacco will continue to be taxed at 15% of the wholesale sales price. This proposal, if enacted, would require retailers to purchase tax-paid products from licensed distributors or obtain a retail distributor’s license and report and pay the tax directly to the Department of Revenue based on the retail distributor’s purchase price. The proposal requires the licensed distributor and licensed retail distributor to identify and display the distributor’s or retail distributor’s license number and the excise tax on the invoice to the retailer. The proposal allows licensed distributors to sell untaxed product to another licensed distributor thereby placing the liability for the tax on the purchasing distributor. The proposal also requires distributors to pay an annual license fee of $500 and requires a retailer who obtains a retail distributor’s license to pay an annual license fee of $100. Unclassified acquirers of cigarettes may obtain a distributor’s license to sell tobacco products and pay an annual license fee of $450. Transporters of cigarettes may obtain a distributors license and pay an annual license fee of $500. The proposal also requires manufacturers to file reports with the Department of Revenue identifying all shipments of tobacco products into this state.  The proposal requires manufacturers, licensed distributors, licensed retail distributors, and retailers to maintain complete and accurate records, including all invoices of tobacco products for not less than 4 years. The proposal outlines when the tax must be reported and paid and imposes additional penalties on retailers who are not licensed as a retail distributors and who receive untaxed products and do not report that information to the Department of Revenue  within 24 hours of receiving the untaxed product. Those penalties increase with each violation with the 3rd violation within 3 years resulting in contraband tobacco products being subject to seizure and forfeiture.  The proposal also provides that all fixtures, equipment, materials and personal property involved in a knowing and intentional violation of KRS 138.130 to 138.250 shall become contraband and subject to seizure and forfeiture. The Department of Revenue is required to publish and maintain an up-to-date listing of licensed distributors.

PROVISION/MECHANICS:  

1. Amends KRS 138.130 to define “tobacco products”, “distributor”, “retail distributor”, “chewing tobacco”, “single unit”, “half-pound unit”, “pound unit”, and “snuff”.

2. Amend KRS 138.140 to impose an excise tax on every distributor for the privilege of selling tobacco products in this state at the following rates:

a. Snuff at 19 cents per unit; 

b. Chewing tobacco at 19 cents per single unit (less than 4 oz), 40 cents per half-pound unit (4-8 oz), and 65 cents per pound unit (more than 8-16 oz). For units over 16 oz, the tax will be 65 cents plus 19 cents for each increment of 4 oz or portion thereof; and

c. Tobacco products other than snuff and chewing tobacco, at 15% of the actual price for which the distributor sells the tobacco products.

3. Amends KRS 138.140 to:

a. Prohibit retailers from purchasing tobacco products for resale to consumers unless the retailer purchases the tobacco products from a distributor licensed in Kentucky or the retailer applies for and obtains a retail distributor’s license for the privilege of purchasing untaxed products and remitting the tax directly; 

b. Allow KY licensed distributors to sell untaxed products to other KY licensed distributors making the purchasing distributor liable for the tax; and

c. Requires licensed distributors and licensed retail distributors to identity and display their license number on the invoice to the customer and to identify and display the excise tax on the invoice to the retailer

3. Amends KRS 138.195 to:

a. Establish annual license fees for distributors ($500) and retail distributors ($100);

b. Allow licensed unclassified acquirers of cigarettes to obtain a distributor’ license to sell tobacco products and sets the annual license fee at $450. Transporters who obtain a distributor’s license shall pay an annual license fee of $500.

c. Require manufacturers to preserve records for not less than 4 years;

d. Require licensed distributors to report and pay the tax due on or before the 20th day of the calendar month following the month in which the possession or title to the products are transferred to retailers or consumers;

e. Require retail distributors to report and pay the tax due on or before the 20th day of the calendar month following the month in which the products are acquired by the retail distributor; and

f. Allow the distributor or retail distributor to retain 1% of the tax due if the tax is reported and paid timely.

4. Creates a new section of KRS 138.130 to 138.205 to:

a. Require manufacturers to file reports with the department identifying all shipments made to any person located in this state;

b. Require licensed distributors, licensed retail distributors, and retailers to keep accurate records including itemized invoices;

c. Require retailers to keep records of all purchases of tobacco products, including invoices; and

d. Require all documents to be maintained for not less than 4 years.

5. Creates a new section of KRS 138.130 to 138.205 to:

a. Require a retailer, who is not a licensed retail distributor, to notify the department in writing when the retailer receives tobacco products from a licensed distributor that does not identify and display the distributor’s license number on the invoice, and require the retailer to hold the products for 15 days after which the retailer may pay the tax and sell the products;

b. Require a retailer, who is not a licensed retail distributor, to apply for and obtain a retail distributor’s license if the retailer purchases tobacco products from a person that does not hold a KY distributor’s license; and

c. Impose additional penalties upon a retailer who is not a licensed retail distributor that fails to comply with the provisions of this section prior to the sale of the tobacco products for the first 2 offenses.  Upon the 3rd offense within 3 years or less from the 1st offense, the tobacco products become contraband and subject to seizure and forfeiture; all fixtures, equipment, materials, and personal property used in substantial connection with the sale or possession of tobacco products involved in a knowing and intentional violation of KRS 138.130 to 138.205 shall be contraband and subject to seizure and forfeiture.

6. Create a new section of KRS 138.130 to 138.205 to require the Department of Revenue to publish and maintain on its website and up-to-date list of licensed distributors.

FISCAL EXPLANATION:  

Summary

HB 361/GA contains several provisions that will affect General Fund (GF) receipts from the taxation of Other Tobacco Products (OTP) and moist snuff. The provision in the bill allowing a 1% deduction when remitting the OTP or moist snuff tax, and the provision replacing the current chewing tobacco ad valorem tax with a per-unit tax, will reduce GF receipts. New licensing requirements and compliance provisions contained in the bill could lead to higher GF receipts.

The combined net fiscal impact of these provisions is indeterminable. The net fiscal impact is indeterminable due to data limitations regarding the prevalence, consumption, and sales of chewing tobacco at the state level, and the inability to develop objective estimates of the revenue impact of improved compliance efforts relating to the OTP and the moist snuff tax.

Analysis

General Fund receipts from the current 15% ad valorem tax on OTP (primarily cigars, chewing tobacco, and pipe tobacco) were $12.7 million in FY 2012, while the 19 cent per-unit tax on moist snuff generated just under $9 million. These two taxes combined generated $21.7 million in GF receipts in FY 2012. Recent trends indicate that OTP and moist snuff sales have increased over the past five years, resulting in growing GF collections from these two taxes. 

Two components of HB 361/GA will reduce General Fund collections. First, the bill changes the tax on all types of chewing tobacco from 15% of the wholesale price to a per-unit tax that varies based on the size (weight) of the unit purchased. Moving from an ad valorem to a per-unit tax on chewing tobacco will result in lower GF receipts—holding other factors constant. However, the negative GF impact from this tax change will not be large due to the small magnitude of Kentucky chewing tobacco sales.   

The proposed per-unit tax contained in HB 361/GA varies based on the weight of the unit purchased. Based on data reported to the Federal Trade Commission, most chewing tobacco (96.5%) is sold in a package containing 4 ounces or less. Under HB 361/GA, the new tax rate for a “single-unit” containing 4 ounces or less will be 19 cents, compared to the current tax of 15% of the wholesale price.

To estimate the fiscal impact of replacing the ad valorem tax on chewing tobacco with a per-unit tax, one would compare the current GF receipts from chewing tobacco, to the estimated GF receipts based on the number of chewing tobacco units sold multiplied by the per-unit tax. In order for the per-unit tax to generate the same amount of revenue that is currently collected, the wholesale price of single-unit chewing tobacco products would have to be $1.27. Current wholesale prices for chewing tobacco exceed $1.27;
 therefore, the proposed 19 cent per-unit tax would generate less GF receipts than the current 15% ad valorem tax. From a fiscal perspective, the question is, “How much will GF receipts fall due to the tax change on chewing tobacco?”

Each month, OTP taxpayers file a Department of Revenue (DOR) report that lists the taxable receipts and tax due for all other tobacco products (chewing tobacco, cigars, pipe tobacco, etc.). Data for individual OTP products is not captured on the monthly report; therefore, current chewing tobacco GF revenue and sales data is not available from the DOR. State data on the prevalence and consumption of chewing tobacco, which is necessary to estimate the number of units sold, is also not publically available. Without current revenue data pertaining to GF tax receipts from chewing tobacco, and insufficient data to estimate the number of chewing tobacco units sold, staff was not able to develop a state-based estimate of the fiscal impact of replacing the ad valorem with a per-unit tax.

Staff did examine US data on chewing tobacco consumption. National data on the consumption of chewing tobacco can be used as a proxy—for illustrative purposes—regarding the amount of chewing tobacco consumption at the state level. Data contained in the Federal Trade Commission Smokeless Tobacco Report for 2009 and 2010 indicate that 25.6 million pounds of chewing tobacco were sold in the US in 2010. Based on this data, per capita chewing tobacco consumption for US adult males was 0.217 pounds in 2010.

Based on the number of adult males in Kentucky, and recognizing that over 96% of the chewing tobacco purchases are 3-ounce packages, the national chewing tobacco consumption rate suggests that 1.9 million single-unit packs would be sold in Kentucky. Assuming 1.9 million 3-ounce packs were sold at a wholesale price of $2.75,
 the current chewing tobacco tax of 15% would generate GF receipts of $789,375. Applying the 19 cent per-unit tax to 1.9 million packs suggests that GF receipts under the new tax would generate $363,591—a decrease of $425,784.

In the example above, Kentucky chewing tobacco sales were held constant at both tax levels. A reduction in the chewing tobacco tax may be passed on to consumers through a price reduction. Assuming the tax decrease was passed on to consumers, chewing tobacco sales would increase while sales tax receipts would fall. After accounting for the elasticity effect (e.g., increased sales due to the tax and price reduction) and the negative sales tax impact, the net GF impact of replacing the 15% wholesale tax on chewing tobacco with a 19 cent per-unit tax would be              -$442,298.

The above example was presented to illustrate the potential fiscal impact of moving from an ad valorem to a per-unit tax. While national consumption data can be used as a proxy to determine the relative magnitude of the negative fiscal effect from this tax change, the actual GF fiscal impact is contingent on the prevalence and rate of consumption at the state level, and actual wholesale prices. If the prevalence and/or consumption per capita at the state level differ from the US data, or if the actual wholesale price is different, the GF fiscal impact would be lower or higher than the example presented above.

A second provision in HB 361/GA that will reduce GF receipts is contained in Section 3 (13) (c). This provision allows distributors and retail distributors to deduct 1% when remitting the OTP or moist snuff tax. With current GF receipts from these two taxes equaling $21.7 million, the loss from the 1% deduction will be less than $300,000 annually.

There are two components contained in HB 361/GA that could improve GF receipts from the OTP and moist snuff tax. First, Section 3 (7) establishes an annual license fee for distributors ($500) and retail distributors ($100). This license fee would be imposed on entities that currently don’t hold a license under existing law. Current licensees that distribute cigarette, moist snuff, and/or OTP products would be required to obtain a distributor’s license but would not be required to pay an additional license fee, except for unclassified acquirers who would be required to an annual license fee of $450. Transporters of cigarettes who obtain a distributor’s license to sell tobacco products in this state would be required to pay an annual license fee of $500. Given that most existing licensees handle multiple tobacco products, the positive fiscal impact associated with this provision will be small (e.g., less than $100,000).

Second, HB 361/GA contains a number of provisions that are designed to address particular compliance issues (gaps) that have arisen since the OTP and moist snuff tax was first enacted in FY 2005. Collectively, these compliance provisions set out the requirements, responsibilities, and actions that must be taken to possess and sell OTP and moist snuff in Kentucky, and are described in detail in the “Provisions/Mechanics” portion of this fiscal note.

Challenges regarding compliance with Kentucky’s tobacco tax laws were recently cited in the Report by the Blue Ribbon Commission on Tax Reform. Included in the Report was a recommendation by the Department of Revenue to amend Kentucky’s tobacco tax laws to provide clarification and administrative improvements which would enable the Department to better enforce Kentucky’s tobacco tax laws. The fiscal score for the Commission’s proposal was listed as a potential $3 million per year, but no accompanying data or analysis describing how the estimate was prepared was contained in the Report. 

Overall, while industry representatives and the Report have noted particular compliance gaps associated with Kentucky’s tobacco tax laws, objective estimates of the current OTP and moist snuff sales in which the tax has not been paid cannot be developed. Simply put, there is no specific data identifying the tax base that is currently not being captured and it is unclear how applicable the $3 million fiscal impact contained in the Report would be for determining the compliance-related fiscal impact of HB 361/GA. For these two reasons, staff was unable to develop an estimate of the positive fiscal impact associated with the compliance provisions of HB 361/GA.

To the extent the provisions in HB 361/GA improve compliance, and clarify the imposition of the OTP and moist snuff tax, Kentucky’s tobacco tax base would be enhanced leading to an increase in General Fund receipts. Given that GF collections in FY 2012 from Kentucky’s OTP and moist snuff tax were $21.7 million, a small improvement (3%) in tobacco tax compliance could partially, or completely mitigate, the negative impacts associated with HB 361/GA.
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�  Data reported to the Federal Trade Commission indicate the average manufacturing price for all types of chewing tobacco was $2.24 per 3-ounces in 2010. 


�  Data reported to the Federal Trade Commission indicate the average manufacturing price for all types of chewing tobacco was $2.24 per 3-ounces in 2010. Inflating the 2010 data to 2014, and accounting for markup at the wholesale level, resulted in an estimated wholesale price of $2.75.


� If the compliance provisions in HB 361/GA increase collections, the 1% deduction will exceed 1% of $21.7 million.





