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Executive Summary

Propositi on 86 seeks to expand California’ s health care services and medical research funds by
approximately $2 billion annually, initially through an excessive 300 percent increase in the
state’ s tax on tobacco products.

The largest single spending itemsin Proposition 86 would pay for uninsured hospital and
emergency trauma care costs ($756 million annually) and children’s health coverage ($367
million), including expanding health coverage to children from families with incomes between 250
and 300 percent of the federal poverty line, or from $50,000 to $60,000 for a family of four. The
proposal would make cigarette smokers pay part of the medical bills for obesity and people with
diseases like diabetes, while less than 1 percent of the revenues generated by the new tax would
actually go toward helping smokers quit. Less than 10 percent of the proposed tax funds would be
spent on anti-smoking advertising and tobacco control and enforcement programs in total.

Fewer than 15 percent of California adults are smokers—the second lowest rate in the nation—but
tobacco consumers constitute a relatively captive tax base, from which politicians can draw funds
for avariety of programs, regardless of merit, without fear of meaningful political backlash. The
tax itself and programs funded by these measures often have far-reaching consequences—such as
increased tax fraud, smuggling, and diversion and waste of state funds—that are not fully
appreciated by voters at the ballot box.

The proposed tobacco tax increase of $2.60 per pack of cigarettes would make California’ s the
highest tobacco tax ($3.47) in the country by more than $1.00—3.5 times the national average—
and create an unprecedented incentive for legal and illegal tax avoidance. Neighboring states have
far lower cigarette and sales tax rates, and there will be greater incentives to purchase cigarettes



through the Internet, by mail order, and other sales avenues. Asillustrated by the nation's
experience with alcohol prohibition, these types of regulations also provide unique opportunities
for organized crime, which is why numerous law enforcement associations have come out against
Proposition 86, including the Association of Los Angeles Deputy Sheriffs, Deputy Sheriffs
Association of San Diego County, San Francisco Police Officers Association, Peace Officers
Research Association of California, and the Los Angeles Police Protective League.

Tobacco tax revenues will initially cover the costs of new programs and expansion of health care
benefits, but as tobacco sales continue to decline, programs founded on California’ s tobacco
consumers will be left stranded with budgetary needs far above the dedicated revenue stream.

Meanwhile, many health care programs outlined in Proposition 86 are already funded by the state
budget. Rapid growth in the state's general fund allowed for $1.2 billion increased spending for
Health and Human Servicesin 2006-07, bringing the total to $73.1 billion. Last year California
earned the highest grade in the nation for the State of Emergency Medicine according to the
American College of Emergency Physicians. California already has one of the most generous
health benefit systems for children. While there is still room for health care reforms that would
lower costs and improve quality of care in California, Proposition 86 doesn’t address those
concerns—it only adds 38 pages of mandates, new programs, and activities that over time will
develop their own bureaucracies and become long-term liabilities for the state.
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Introduction

alifornian tobacco consumers have long been among the most heavily taxed in the nation,

beginning with the passage of Proposition 99, the California Tobacco Health Protection Act,
in 1988. This referendum increased the state cigarette tax by 25 cents per pack and added an
equivalent amount on other tobacco products. Ten years later, Proposition 10, the California
Children and Families First Act of 1998, was narrowly approved by voters and imposed a new 50-
cent tax on cigarettes, with an equivalent tax imposed on other tobacco products. Proposition 86,
the Tobacco Tax Act of 2006, returns the question of imposing additional taxes on cigarettes to
voters, just eight years after the last significant tax increase.

Proposition 86 throws the debate over tobacco taxes to a new extreme, as California voters decide
whether to increase the state' s tobacco tax by an unprecedented 300 percent, from the 87-cent per
pack tax level established in 1998 by Proposition 10, to $3.47 per pack—3.5 times the national
average. Thisexcisetax isin addition to the $0.39 federal excise tax and all applicable state and
local salestaxesaswell.

Table 1: The History of Tobacco Tax in California

Date of | Amount of| Tax Rate After|% Tax Increase |National |California % to
Increase |Increase |Increase Average |National Average
Proposition 86 | 2006 $2.600 [$3.470 299% $0.953 [364%
Proposition 10 1998 $0.500 [$0.870 135% $0.390 |223%
Legislature 1993 $0.020 [$0.370 6% $0.290 [127%
Proposition 99 |1988 $0.250 [$0.350 250% $0.180 [194%
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Figure 1: California Tobacco Tax Compared to National Average
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Advocates of tobacco taxes claim that these taxes provide a net benefit because they act as both a
disincentive for the consumption of tobacco products and as a revenue source for programs, such
as addiction treatment and education initiatives, which mitigate some of the social effects of
tobacco use. However, to many these taxes appear excessive, going far beyond any social
externalities posed by personal tobacco use. Lessthan 15 percent of California adults are
smokers—the second lowest rate in the nation—but tobacco consumers constitute arelatively
captive tax base, from which politicians can draw funds for avariety of programs, regardless of
merit, without fear of meaningful political backlash. The tax itself and programs funded by these
measures often have far-reaching consequences—such as increased tax fraud, smuggling, and
diversion and waste of state funds—that are not fully appreciated by voters at the ballot box.
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B. Misrepresentation of Tax Goals

Advocates of Proposition 86 describe it as a smoking cessation measure, however, only a small
fraction of revenues goes to smoking-related programs. In fact, less than one percent of the
revenues generated would actually go toward hel ping smokers quit. If you add in spending on anti-
smoking advertising and tobacco control and enforcement programs to help keep children from
starting it is still lessthan 10 percent. Over 90 percent goesto fund existing health care programs
mostly unrelated to smoking.

A common justification of tobacco taxesis that these taxes help to recover the social costs of
personal tobacco use—that is, costs beyond those that the consumer paysin the price of the
product. Many of these socia costs, ranging anywhere from cleaning fees on real estate property to
insured medical expenses, are paid for privately. A consumption tax is supposed to cover other
costs—such as medical expenses paid for under public programs like Medicaid or the costs of
responding to fires caused by cigarettes—called “ external” costs because they are not fully paid by
the consumer, either directly or indirectly. Proposition 86 goes much further than that, however.

A recent Duke University study estimated the per-pack costs of cigarette smoking (over the
smoker’s lifetime) borne by society to be $1.44.** The proposed tax would bring California’s per
pack tax to $3.47—more than twice what smoking is estimated to cost the public, and then smokers
pay federal taxes, or state or local sales taxes on top of that. According to the California
Department of Health Services, the everyday smoker in California smokes an average of 14
cigarettes per day.'? Under the proposed tax increase, these consumers would pay approximately
$887 per year in state cigarette taxes, more than $500 a year in excess of what might be justified by
the “externalities” argument. While these figures are only approximations, they should be
important considerations.

It is clear that the real goal of Proposition 86 is to raise money for a wide variety of new

and ongoing health programs that have little or no relationship to tobacco use.

Tax proponents have not attempted to justify the arbitrary and disproportionate nature of their
proposal.

It isclear that the real goal of Proposition 86 isto raise money for awide variety of new and
ongoing health programs that have little or no relationship to tobacco use. Ironically, far from
recovering the social costs of tobacco use, the proposal would make cigarette smokers pay part of
the medical billsfor obesity and people with diseases like diabetes. The proposal is not just unfair,
it is unwise, because the expansion of health services and research proposed under Proposition 86
is not subject to a thorough review, as these programs would be if they were proposed under the
normal budgeting process. Moreover, these programs will depend on a declining source of
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revenue—as fewer people smoke and more people evade the taxes, revenues from Proposition 86
will fall and the programs will be back clamoring for more funding.

Certainly many of the programs are worthwhile. Funding $179 million annually for cancer
research and treatment programs or $756 million for hospital emergency and trauma care might
well make perfect sense. If so, why isthisfunding not allocated out of the fast-growing state
budget? Clearly the legidature did not find these programs to be enough of a priority to provide
these funds.

We have passed initiatives before to fund smoking-reduction programs, and the money is being diverted

and abused.

C. Creating More Problems Than it Solves

Taobacco tax monies above and beyond those needed to mitigate the actual societal cost of tobacco
use have been used for avariety of special-interest programs through the years. In many cases, the
funds have simply been abused.

The University of California, San Francisco, found that, “ Despite clear language in the initiative
regarding the use of funds, the Proposition 99-funded tobacco control programs have been under
attack by both the Legislature, which consistently failed to allocate 20 percent of the revenues to
the Health Education Account, and by interest groups, particularly the California Medical
Association and California Association of Hospitals and Health Care Systems, and the Western
Center for Law and Poverty...accelerating diversions of funds out of legitimate tobacco control
activities.”*® In 1998, Proposition 10 created the “ California Children and Families First
Commission,” which is how under investigation by the state auditor for the misappropriation of
$23 million in 2005. In other words, we have passed initiatives before to fund smoking-reduction
programs, and the money is being diverted and abused. And now Proposition 86 includes more
funding for the same old problems, including the Commission under investigation.

Proposition 86 is written expressly for the benefit of some of the same interests that have abused
Cdlifornia’ s tobacco tax funds in the past. Further, Proposition 86 includes some 38 pages of
mandates—new programs and activities that do not receive their appropriations through the annual
state budget process. Thus, they are not subject to oversight or change from the legislature or
governor. Perhaps most troubling is that contracts to implement some of the new programs would
be exempted from state contracting rules, enabling further waste and corruption. Proposition 86
does not contain traditional public accounting safeguards to ensure that tax revenues are spent in
the public’'s best interest—and without a new proposition, there is nothing taxpayers could do
about it.
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Authors of Proposition 86 also wrote a clause exempting hospital corporations from antitrust laws.
If hospital antitrust laws need reform, that issue should be addressed on its own merit, not buried in
a ballot proposition on an unrelated subject.

Finally, the proposition represents a massive expansion of the welfare system (i.e., expansion of
SCHIP—the State Children’ s Health Insurance Program) in Californiathat will have long-term
costs that will not be covered by tobacco taxes. As was the case with Proposition 99 programs after
the approval of Proposition 10, and asis predicted with the passage of Proposition 86, while
tobacco tax rates increase, tobacco sales rates decrease, and programs founded on California’ s
tobacco consumers will be left stranded with budgetary needs far above the dedicated revenue
stream. As noted earlier, the opinion of the Legislative Analyst’ s Office is that tobacco tax
revenues will initially cover the costs of new programs and expansion of health care benefits. It is
difficult to calculate how long that will be the case. The LAO has stated that while their revenue
estimates “ assume a somewhat greater consumer response in terms of reduced tobacco
consumption...[revenue] estimates are subject to uncertainty, however, given the large tax changes
involved.”*
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Part 4

Alternatives to Proposition 86

s shown above, tobacco smoking cessation and prevention are not the real objectives of

Proposition 86. If they were, the authors of the proposition would have dedicated more of the
funds toward programs that work to educate and support Californians in making healthy choices
about the use of tobacco products. Rather, the proposition aims to create revenue for awide variety
of health programs through heavy taxation of a small minority. Do these ends justify the means?

A. California Already Receives Highest Grade for “State of Emergency Medicine”

If Proposition 86 passes, some $750 million of the new revenue will annually be sent to hospitals
to offset emergency and trauma care costs. The authors of Proposition 86 want you to believe that
Cadlifornia’s health care systemisin crisis and that billions in new tax dollars are needed to shore
up our states’ emergency and trauma care. However, California earned the highest grade in the
nation for the State of Emergency Medicine according to the American College of Emergency
Physicians.® Further, the report card ranked California near the top for Public Health and Injury
Prevention as well asthe Medical Liability Environment. While the report card did point out some
problem areas, it does not suggest that more than three-quarters of abillion dollars needs to be
spent. In fact, California almost has as many emergency room doctors as the next three most
populous states (New Y ork, Texas, and Florida), combined.*

B. Proposition 86 Programs Already Receive State Support

Cdifornia already spends billions of dollars on health care services. The total proposed budget for
Health and Human Services (HHS) in 2006-07 is $73.1 billion. This represents a $1.8 billion
increase over the previous year with two-thirds ($1.2 billion) of that increase coming from rapid
growth in the general fund.

Many health care programs outlined in Proposition 86 are already funded by the state budget. It
can be assumed that additional investmentsin these programs are not as high a priority as other
programs within HHS, otherwise more existing revenues would be allocated to them. Funding for
the 11 central program areas of Proposition 86 represents about a half percent (0.5 percent) of the
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total annual state budget of HHS. Each of these programs has merit; where each sits relative to
other spending priorities is debated each year during the budget process. It is clear that lawmakers
do not see these programs as high priority relative to other spending.

Perhaps more troubling with the spending plansis that programs to reduce smoking rates among
adults and children, one of theinitiative' s key goals, receive less than 10 percent of revenues.
Tobacco control, cessation, and education programs are already funded with other cigarette tax
dollars. Proposition 86 adds very few new dollars to these activities.

Figure 2: Number of ER Physicians
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Table 3: Proposed Programs Spending Under Proposition 86

Cost ($M)
California Healthcare for Indigents Program—reimbursement of emergency 58
care physicians
Prostate cancer treatment 18
Rural Health Services Program—reimbursement of emergency care 8
physicians
Heart disease and stroke program 69
Breast and cervical cancer program 65
Obesity, diabetes, and chronic diseases programs 63
Asthma program 34
Colorectal cancer program 34
Breast cancer research 24
Cancer research 14
Lung cancer research 10
Total $397

C. California’s SCHIP is Already Generous

The second most costly spending proposal under Propasition 86 is a massive expansion of the State
Children’s Health Insurance Program. California already has one of the most generous benefit
systems for children. In fact, we currently have the third highest income limit for what families can
earn and still be eligible—250 percent of the federal poverty level,” or $50,000 for afamily of
four'®. Proposition 86 would take the limit up to 300 percent of the federal poverty level, who are
undocumented immigrants or legal immigrants not now eligible for the Healthy Families Program.
In addition, according to the Legislative Analysts' Office it could include children of families with
incomes up to 300 percent of the federal poverty level who are not now eligible for the Healthy
Families Program.

The long-term implications are not fully known, however, a benefit increase of this size would
certainly increase the liabilities and costs of the system.

D. Long-Term Reforms for More Affordable Healthcare

Improving our health care system is aworthy goal. Proposition 86 is not the best mechanism to
achieve that end.

Sadly, it is often public policy itself that drives the costs of health care up, particularly excessive
regulatory intervention. Again, Californiaisin relatively good shape. Our health insurance market
is considered by many to be competitive and fairly market-driven. However, there are some policy

13
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mandates and regulations that add to the cost. A review of existing coverage requirements may
reveal costly measures that, if amended, would lower the cost of coverage.

Further, the introduction of Health Savings Accounts (HSAS) would result in significant long-term
benefits for Californians and their health care system. Simply defined, HSAs incorporate atax-free
savings account with a high-deductible health insurance plan. A major goal of HSAsisto give
enrollees incentives to lower their utilization of medical services. Under an HSA an enrollee or his
or her employer makes tax-free payments into the HSA and joins a high-deductible health
insurance plan (with costs significantly less than low-deductible plans). The HSA uses those funds
for preventative and routine care during the year. Any money left in the savings plan at the end of
the year belongs to the individual. Either way, the individual is protected. The high-deducible plan
protects the individua in the event of amajor illness, injury or accident, while most of the
healthcare expenses are paid from the savings.

This presents a major opportunity because under the current insurance scheme, thereis no
incentive to control health care costs or spending. An HSA is one of the best ways to improve
coverage while changing the incentive structure to get patients to think about costs and value when
spending their health care dollars.

While this shift doesn’t address immediate concerns, it does free up some resources that can be
reallocated to meet these needs. Again, in the long run, HSAs promise to lower costs and improve
quality of care—both things Proposition 86 cannot promise to do.

Finally, those who are concerned about the cost effects of pooling smokers’ and non-smokers’
health care costs in programs such as Medicaid and group life insurance should examine regulatory
changes needed in these instances—again, something Proposition 86 ignores.
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Part 5

Conclusion

he authors of Proposition 86 are sending California taxpayers a mixed message. They argue

that the new tax is meant to get smokers to stop. However, the authors of Proposition 86 are
addicted to the promise of new revenues that can be spent on 38 pages of new and expanded
programs. Further, less than 10 percent of the new revenues would go to smoking cessation or
education programs.

If approved, the Proposition 86 programs will develop their own constituencies and demands for
increased funding. Astax revenues decline over time, as we know they will, Proposition 86
programs will compete for funding with other important programs like education, transportation,
and law enforcement. This could lead to worsening deficits, cuts in programs, or further tax
increases. What’ s worse, there aren’t any controls on how the money is spent—funds would be
distributed outside the normal budgeting process, leaving taxpayers without any oversight.

A tax this high will create anew profitable enterprise for criminal activities. Smuggling and stolen
cigarettes are already profitable; however, with Proposition 86 in place, taxes in asingle truckload
of cigarettes would be worth $2 million or more. The high cost of enforcement and the negative
impacts of criminal activity are tremendous, and far outweigh any benefits of Proposition 86
programs.

In addition, California’s small businesses will suffer as legitimate sales of cigarettes are diverted to
legal and illegal channels including the Internet and neighboring states. California has been losing
tax dollars and taxpayers to neighboring states for the last few years. We can't afford to continue
thistrend and continually send consumers fleeing from the state.

On top of that the tax isunfair. Only asmall percentage of Californians are smokers, yet they’re
asked to pay for programs and services that have no benefit to them.

The bottom lineis that special interests win and taxpayers lose.
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