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statewide cigarette and tobacco products license program to regulate the sale of
cigarettes and tobacco products in the state.

RETAILERS
Commencing July 1, 2004, a retailer who sells cigarette and tobacco products in this
state would be required to have in place a license to engage in the sale of cigarettes
and tobacco products and conspicuously display the license at each retail location in a
manner visible to the public. A retailer that owns or controls more than one retail
location where cigarette and tobacco products are sold would be required to obtain a
separate license for each retail location.  A license would not be assignable or
transferable.  A person who obtains a license as a retailer who ceases to do business
as specified in the license, or who never commenced business, or whose license is
suspended or revoked, would be required to immediately surrender the license to the
Board.
A retailer of cigarette or tobacco products would be required to file an application to
obtain a license. The Board would be authorized to investigate the truthfulness and
completeness of the information provided in the application.  The Board would be
authorized to issue a license to an applicant for a retail location if that applicant holds a
valid license from the Department of Alcoholic Beverage Control (ABC) for that same
location.
This bill would require each retailer to submit a one-time license fee of one hundred
dollars ($100) with each application.  An applicant which owns or controls more than
one location where cigarette or tobacco products are sold would be required to obtain a
separate license for each location, but may submit a single application for those
licenses with a license fee of one hundred dollars ($100) per location.  The Board would
be required to issue a license to a retailer upon receipt of a completed application and
payment of the fees, unless otherwise specified. Any person or retailer convicted of a
felony under the Cigarette and Tobacco Products Tax Law would not be issued a
license, or if that person holds a license, that license would be revoked.  Any retailer
who is denied a license may petition for a redetermination of the Board's denial within
30 days after service upon that retailer of the notice of the denial.
A retailer would be required to retain purchase invoices, as specified, for all cigarette
and tobacco products for a period of four years.  A retailer would be required to make
invoices available upon request during normal business hours for review, inspection and
copying by the Board or by a law enforcement agency.

DISTRIBUTORS AND WHOLESALERS

This bill would also require, commencing January 1, 2004, every distributor and every
wholesaler to annually obtain and maintain a license to engage in the sale of cigarettes
or tobacco products.   The license would be valid for a calendar year period upon
payment of the fee, unless surrendered, suspended, or revoked prior to the end of the
calendar year, and could be renewed each year upon payment of such fee. A license
would not be assignable or transferable.  A person who obtains a license as a distributor
or wholesaler who ceases to do business as specified in the license, or who never
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MISCELLANEOUS

All moneys collected pursuant to the provisions of this bill would be deposited in the
Cigarette and Tobacco Products Compliance Fund (Fund), which this bill creates in the
State Treasury.  All monies in the Fund would be available for expenditure, upon
appropriation by the Legislature.
In addition, an amount equal to 0.85 percent of the revenues collected pursuant to an
unspecified cigarette tax increase, less an amount equal to 99.15 percent of the total
discount authorized for all distributors by Section 30166 of the Revenue and Taxation
Code, would be required to be transferred, on a quarterly basis, from the General Fund
to the Fund.
This bill would require the Bureau of State Audits, commencing January 1, 2006, to
conduct a performance audit of the licensing and enforcement provisions, including, but
not limited to, the actual costs of the program, tax compliance rates, the ratio of tax
compliance rates, the costs of enforcement at the varying levels, the appropriateness of
penalties assessed in this division, and the overall effectiveness of enforcement
programs, and to report its findings to the Board and the Legislature by July 1, 2006.

In General
During the 2001-02 Legislative Session, three measures would have established a
statewide licensure program to be administered by the Board.  Those bills include SB
1700 (Peace), AB 1666 (Horton), and SB 1843 (Committee on Budget and Fiscal
Review).  Senate Bill 1700 died in the Assembly Committee on Governmental
Organization, Assembly Bill 1666 was placed on the Assembly inactive file while waiting
for concurrence in the Senate amendments, and SB 1843 passed the Assembly with no
further action.

COMMENTS
1. Sponsor and purpose. This bill is sponsored by the author.  These provisions of

the bill are intended to provide comprehensive regulation of cigarette and tobacco
product sales.

2. Summary of April 10 amendments.  The amendments to this version of the bill that
would affect the Board are technical in nature.

3. This measure would require the Board to administer a new cigarette and
tobacco products licensure program. The Board currently licenses distributor and
wholesalers of cigarette and tobacco products for purposes of collecting, and
ensuring the collection of, the excise tax pursuant to the Cigarette and Tobacco
Products Tax Law.  As such, this bill would require a distributor and wholesaler to
hold an additional license with the Board for the distribution and sale of cigarette and
tobacco products in this state pursuant to the provisions of this bill.   The Board
would also license manufacturers and importers engaged in the sale of cigarettes,
as well as retailers engaged in the sale of cigarettes and tobacco products. The
Board would also be required to enforce the licensure program through actions such
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as license suspension and revocation, verifying the licensure of persons selling or
distributing cigarettes and tobacco products in this state, and verifying that licensees
are selling or distributing such products to licensed persons.

4. Program funding.  The bill contains language appropriating eleven million dollars
($11,000,000) from the Cigarette and Tobacco Products Compliance Fund to the
Board during the 2003-04 fiscal year.  The appropriation would be for the purpose of
implementing, enforcing, and administering the California Cigarette and Tobacco
Products Licensing Act of 2003, as specified.  However, it is not clear how the
administration of the California Cigarette and Tobacco Products Licensing Act would
be funded in subsequent years.  For example, would the Board's administrative
costs be funded through an appropriation by the Legislature pursuant to Section
22990(a)?

5. Suggested amendments.  Board staff has provided the author's office with
suggested technical amendments concerning the licensing provisions of this
measure. Among other things, the suggested amendments would close a loophole
that would allow unlicensed "mobile vendors" to purchase and sell cigarettes and
tobacco products.

COST ESTIMATE
The Board would incur non-absorbable costs to adequately develop and administer a
new licensure program. These costs would include enforcement, licensing
manufacturers, distributors, wholesalers and retailers of cigarette and tobacco products,
developing computer programs, processing license fee payments, conducting audits,
investigating the criminal provisions/violations, developing regulations, training staff, and
answering inquiries from the public. A detailed cost estimate is pending.

REVENUE ESTIMATE

Background, Methodology, and Assumptions

One-Time Retailer Application Fees
Fiscal Year 2003-04. While estimates vary, we believe cigarettes and tobacco products
are sold by retailers in approximately 85,000 locations (including licensees with multiple
locations).  At $100 per location, total one-time retailer license application fees would be
approximately $8.5 million (85,000 x $100 = $8,500,000) in fiscal year 2003-04.
Fiscal Year 2004-05 and Future Years. Changes in ownership and the addition of new
accounts would imply some ongoing revenues from these fees in future fiscal years.
According to the Board's Sales and Use Tax Department staff, the turnover rate for all
sales and use tax accounts is approximately 20 percent per year.  We do not have
readily available data specific to cigarette and tobacco retailers, so we will assume that
the turnover rate for retailers selling cigarettes or tobacco products is also 20 percent
per year.  At this rate, and assuming no net growth in accounts, turnover would imply
annual ongoing revenues of approximately $1.7 million per year (85,000 x 0.20 x 100 =
$1,700,000).
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Annual Wholesaler, Distributor and Importer License Fees
There are approximately 1,000 cigarette and tobacco distributor and wholesaler
locations in California.  At $1,000 each, license fees would total $1.0 million per year.
Per Pack Fee Increases
Under AB 71, manufacturers and importers would be required to pay fees based on
calendar year 2001 shipments.  Board data show that tax-paid cigarette distributions
were 1,257 million packs in calendar year 2001.  At a fee of $0.01 per pack, revenues
are estimated to be $12.6 million.  Based on our interpretation of the language of the
bill, this is a one-time payment.

Sales and Use Tax Impacts
We believe the impacts of the AB 71 on sales and use taxes would be minimal.  The
application fee and the per-pack fee are one-time in nature, and not likely to be passed
on to consumers directly.  The ongoing annual components of these fees are relatively
small: $1.0 million from wholesalers and distributors paying annual fees of $1,000, and
$1.7 million from turnover from new retailers or new owners paying their $100 license
application fees.  The combined value of these ongoing components is approximately
$2.7 million.   We think it is unlikely that these revenues would be passed on to
consumers directly in higher prices.  Even if they were, at a statewide average sales
and use tax rate of 7.92 percent, revenues would be relatively small, $0.2 million
(0.0792 x 2.7 = 0.214).

Revenue Summary
The multiple provisions affecting revenues of AB 71, as the bill is currently written,
would result in the revenue impacts shown in the table below.  Fees going to the
Cigarette and Tobacco Products Compliance Fund would be $22.1 million in fiscal year
2003-04.  In 2004-05, fees paid would decline sharply to $2.7 million since retailer
license application fees and the one cent per pack fees paid by manufacturers and
importers are one-time fees.  The decline in fees from fiscal year 2003-04 to fiscal year
2004-05 would be $19.4 million.

2003-04       2004-05

License Application Fee (Retailers, $100) $  8.5 million $  1.7 million
License Fee (Wholesalers and Distributors, $1000) $  1.0 million $  1.0 million
Per Pack Fee (One Cent Per Pack)                           $12.6 million                $     0           
Total $22.1 million $   2.7 million

Qualifying Remarks
We assume current-law taxes of $0.87 per pack are in place; we do not presume higher
cigarette taxes.

As a result of this proposal, cigarette tax evasion should decline, depending on the
extent to which this bill fosters improved compliance by retailers.  The Board’s current
cigarette excise tax evasion estimate for retailers is $238 million, associated with 274
million packs of cigarettes.  (See letter from Joe Fitz, Board Chief Economist, to Mr.
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Alva Johnson, Chief Consultant, Assembly Governmental Organization Committee,
February 27, 2003 for documentation of the methodology used to derive this estimate.)
With the compliance improvement measures of the bill, Board staff believes it would be
reasonable to expect this proposal to result in a 20 percent decrease in evasion figures.
This assumption is based on reviewing information and analyses for the state of New
York (the only state we are aware of that licensed retailers since the early 1990s), and
making some assumptions to apply the New York experience to California.1  With a 20
percent decrease in cigarette tax evasion, we could expect improved compliance
resulting in revenues of $48 million (238 x 0.20 = 48).

In addition to cigarette tax evasion, Board staff has recently estimated evasion for
tobacco products.  According to data from the Board Investigations Division, tobacco
investigation cases average about $10 million per year in tobacco tax revenues.  Based
on data from these cases, Board staff believes that tobacco products excise tax evasion
is equal to annual tobacco products revenues of approximately $50 million per year.
Board staff believes that it would be reasonable to assume that the compliance
improvement provisions of AB 71 would, like those for cigarettes, improve compliance
by at least 20 percent.  Therefore, excise tax revenues from compliance improvements
for tobacco products would add about $10 million (50 x .20 = 10) to the $48 million
estimated for cigarettes.  Total excise tax revenues from compliance improvements for
both cigarettes and tobacco products would thus be approximately $58 million.

For a variety of reasons, Board staff believes that assuming compliance improvement of
20 percent of evasion revenues from AB 71 is a very conservative estimate.  As
mentioned, this 20 percent estimate is based on data for New York.  Unlike California,
New York has Native American tribes that sell large volumes of untaxed cigarettes to
residents.  Relative proximity to states such as Virginia with low cigarette taxes and
large portions of state population living near borders of other states are other
demographic characteristics unique to New York, but not to California.  Licensing
retailers would have little impact on much of the cigarette evasion associated with
Native American tribes and low-tax states nearby.  In addition, New York has had a
much more active enforcement presence than California even before it began licensing
retailers.  Current data indicate that New York has three times more investigations staff
than California, even though New York has only about half of the population of
California.  The benefits of licensing in New York probably would have been greater if
they had an enforcement staff the relative size of California’s prior to licensing.  For
these reasons, Board staff believes that compliance improvements can easily range as
high as 30 percent rather than 20 percent.  If we assume compliance improvement
revenues are 30 percent of cigarette and tobacco products evasion, AB 71 would
increase revenues by $87 million instead of $58 million ((30/20) x 58 = 87).

                                           
1  The sources we examined include various documents from the New York State Department of Taxation
and Finance.  We also reviewed an estimate of cigarette tax evasion, New Cigarette Tax Revenue
Sources for New York State, Prepared for the FACT Alliance for the Fair Application of Cigarette Taxes,
by Ridgewood Economic Associates, Ltd.  The study was released January 14, 2003.  For a description
of the methodology we used to apply this information to our analyses, please contact Joe Fitz, Chief
Economist, Board of Equalization, at (916) 323-3802.
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In summary, we believe that compliance improvement excise tax revenues of passing
AB 71 could reduce cigarette and tobacco products evasion by $58 to $87 million.
These figures assume full-year impacts.  Because of the time lags involved in training,
staffing, and compliance, the partial year impacts for 2003-04 are likely to be about half
of the full-year impacts.

Board staff is uncertain as to whether significant amounts of additional sales taxes
would be collected on the $58 to $87 million of compliance improvement excise tax
revenues.  The amount that could potentially be collected depends to a large extent on
retailer margins for untaxed cigarettes and tobacco products and volumes of sales from
unregistered retailers.  Both retailer margins for untaxed cigarettes and tobacco
products and volumes of sales from unregistered retailers are unknown.  If registered
retailers charge too low of a price for untaxed product, they risk discovery by Board
staff.  We believe that retail prices for untaxed cigarettes and tobacco products are not
much lower than they are for legal products, and consequently, little additional sales tax
would be remitted by registered retailers as a result of AB 71 provisions.
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In General
During the 2001-02 Legislative Session, two measures would have required the Board
to determine the debt status of a suspended retailer licensee prior to the reinstatement
of the license.  Those bills include AB 1666 (Horton) and SB 1843 (Committee on
Budget and Fiscal Review).  Assembly Bill 1666 was placed on the Assembly inactive
file while waiting for concurrence in the Senate amendments and SB 1843 passed the
Assembly with no further action.

COMMENTS
1. Purpose.  This provision is intended to keep retailers who do not pay their cigarette

and tobacco products debt from being in the business of selling such products.
2. Should the Board be in the position of a collection agent for the distributors,

wholesalers and manufacturers?  Section 22980.1(f), among other things,
provides that no manufacturer, distributor, wholesaler, or importer may sell cigarette
and tobacco products to any retailer whose license has been suspended or revoked
unless all existing cigarette or tobacco tax debts of the retailer for the purchase of
cigarette and tobacco products have been cleared and a license has been
reinstated.  Under existing law, cigarette and tobacco product taxes are not imposed
upon a retailer - they are imposed upon and paid to the Board by a licensed
distributor.   And a distributor's reimbursement for the excise taxes paid by a retailer
on such products does not constitute a tax, but rather a part of the cost of the
product sold.
Section 22980.1(f) goes on further to provide that "…and all outstanding debts owed
to a manufacturer, wholesaler, or distributor for cigarette products is paid" and "The
Board shall determine the debt status of a suspended retailer licensee 25 days prior
to the reinstatement of the license."  Board staff is concerned that these provisions
put the Board, a taxing agency, into the position of a collection agent for the
distributors, wholesalers and manufacturers.   In addition, staff is concerned that if
there is a legal dispute between the retailer and the distributor, wholesaler, or
manufacturer over an account, who would decide whether or not these accounts are
paid in full?  And it appears that this particular provision only applies to cigarette
product accounts, and not to tobacco products accounts.
In addition, Section 22980.1(f) provides that "any taxes paid by a retailer to the
Board pursuant to this section for which a distributor had already paid the taxes shall
be refunded or credited to that distributor."  Under existing law, this can not occur
since retailers do not pay cigarette and tobacco product taxes to the Board.
And lastly, Section 22980.1(f) provides that "any payment received from a retailer,
distributor or wholesaler shall be credited to the outstanding debt provision of this act
and must be immediately reported to the Board, by the licensee who has placed a
lien as allowed by this act."  A payment received by whom?  And it is not clear what
is meant by  "credited to the outstanding debt provision of this act?”
According to industry, language is being drafted to limit the Board's involvement in
the determination of whether or not accounts are paid in full in the case of a dispute.
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This may address the Board's concern of being in a position of collection agent for
the distributors, wholesalers and manufacturers.
It is also noted that similar language is present in Section 22980.3(d).

3. This provision could set precedent. Reinstating a license based on a condition
that all debts between third parties have been cleared would complicate
administration and could set a precedent for other programs administered by the
Board. This would result in increasing administrative costs to the Board.

COST ESTIMATE
A detailed cost estimate is pending. However, the Board would incur costs related to
this provision for determining that all existing cigarette or tobacco tax debts of the
retailer for the purchase of cigarette and tobacco products have been cleared, and all
outstanding debts owed to a manufacturer, wholesaler, or distributor for cigarette
products are paid.

REVENUE ESTIMATE
This provision would not affect the state’s revenues.
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ANALYSIS
Engraved Pictures or Photographs from DMV

Government Code Section 15618.5
Current Law

Under existing law, Section 15604 of the Government Code requires the Board to
enforce the tax laws of the State of California.  Specific tax law enforcement authority is
contained throughout the Revenue and Taxation Code, including but not limited to, the
Cigarette and Tobacco Products Tax Law, the Diesel Fuel Tax Law, and the Sales and
Use Tax Law.
Currently, all criminal tax fraud investigations are conducted by investigators in the
Board’s Investigations Division (ID).  ID staff investigate suspected criminal violations in
all the tax programs administered by the Board and identify criminal suspects for
prosecution.
ID fraud investigators are not peace officers and therefore have limitations as to what
they can do.  To help overcome these limitations, the Board contracts with the
Department of Justice (DOJ) for four full time peace officers.  The DOJ contract
provides the Board with a multitude of services including moving surveillance, obtaining
background criminal history information, and the execution of search warrants.  All
services are procured to assist Board tax fraud investigators in the performance of their
duties.

Proposed Law
This provision would grant Board tax fraud investigators the statutory authority to obtain
engraved pictures or photographs directly from the DMV in order to more effectively and
efficiently conduct their investigative duties.

Background
In 1997, the Board contracted with the Commission on Peace Officer Standards and
Training (POST) to conduct a management review of its investigative programs.  The
purpose of the study was to assess the organizational structure and operations of the
Board’s investigative functions to ensure their ability to perform high-quality and
effective investigations in the most efficient manner possible.
The POST report concluded that dedicated employees were trying to do a good job but
lacked the tools to do the job correctly.  The review also found that the current
investigation system was inadequate to meet the needs of a proper investigative staff.
One tool instrumental in affording Board tax fraud investigators the ability to conduct
investigations is the ability to obtain drivers license photographs directly from DMV,
thereby limiting the need for outside agency assistance.
The DMV photograph is one of the most pertinent pieces of information to the criminal
tax fraud investigator in charge of a case.  While felony tax evasion is still considered a
white-collar crime, today’s perpetrators include individuals who operate anonymously in
the underground economy, and traditional organized crime.  There are several
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operational needs that justify the use of DMV photographs.  Assisting law enforcement
agencies and district attorneys to describe suspects with particular specificity,
substantiating and/or collaborating residential address locations, as well as identifying
and qualifying witnesses as the state’s affiant for felony search warrants all necessitate
the use of DMV photographs.  While the aforementioned issues are significant, the most
important need is to provide Board tax fraud investigators with an essential tool
necessary to protect themselves in a potentially hostile environment – the ability to
visually identify the person they are investigating.
The Board previously did enjoy the privilege of receiving drivers license photographs
from the DMV.  However, the DMV reviewed their practices and determined, based on
the 1986 California Supreme Court decision, Perkey v. Department of Motor Vehicles
(1986) 42 Cal. 3d. 185, that the Board could no longer have access to the photographs
as it did not have specific authority under the law.  Currently, Board staff must request
the photographs from the DOJ, who obtains them from the DMV.  Inability to obtain the
information directly from the DMV can delay a Board tax fraud investigation for up to two
weeks, contingent on DOJ’s workload.  Obtaining the information directly from the DMV
can take one day.  This delay in obtaining necessary information reduces the ID’s
effectiveness.
The annual cost associated with DOJ providing the driver’s license photograph on
behalf of the ID is estimated to be $23,231 for approximately 620 requests.  This
amount will increase over time as a result of an increase in the number of ID
investigations and contract cost increases.  This cost is equivalent to losing one DOJ
agent for two months every year.  The money could be better spent on law enforcement
services Board investigators cannot currently do.

In General
During the 2001-02 Legislative Session, SB 1843 (Committee on Budget and Fiscal
Review) would have granted the Board tax fraud investigators the statutory authority to
obtain engraved pictures or photographs directly from the DMV.  SB 1843 passed the
Assembly with no further action.

COMMENTS
1. Purpose. This provision is intended to provide Board tax fraud investigators with an

essential tool necessary to protect themselves in a potentially hostile environment –
the ability to visually identify the person they are investigating.

2. This provision is identical to a 2002 Board proposal.  As part of its 2001-02
Legislative package, the Board voted to adopt a proposal identical to this provision.

3. Is the Board’s current practice of obtaining photographs authorized? The DOJ
has expressed concern about providing DMV photographs to the Board since the
Board does not have specific authority under the law to have DMV photographs.
This matter is currently under review.
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COST ESTIMATE
The state could possibly realize an annual cost avoidance of $23,231, depending on the
number of Board DMV photograph requests.  However, this amount could be offset by
any contract costs associated with obtaining the photographs directly from the DMV.

REVENUE ESTIMATE
This provision would not affect the state’s revenues.
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ANALYSIS

Limited Peace Officer Status
Penal Code Section 830.11

Current Law
Under existing law, Section 15604 of the Government Code requires the Board to
enforce the tax laws of the State of California.  Specific tax law enforcement authority is
contained throughout the Revenue and Taxation Code, including, but not limited to, the
Sales and Use Tax Law, Cigarette and Tobacco Products Tax Law, Alcoholic Beverage
Tax Law, and the Diesel Fuel Tax Law.  Existing law provides criminal and civil
penalties, including fines and incarceration, for violations of the laws administered by
the Board.
Existing law provides limited peace officer authority to specified persons employed by
various departments of state government.  Such persons may exercise the powers of
arrest of a peace officer and the power to serve warrants during the course and within
the scope of their employment if they receive a course in the exercise of those powers.
Current law includes those employed and authorized by the Department of Financial
Institutions, Department of Real Estate, State Lands Commission, Public Utilities
Commission and Department of Insurance.  Notwithstanding any other provision of law,
persons designated with limited peace officer status are prohibited from carrying
firearms altogether. (Penal Code Section 830.11)

Proposed Law
This bill would amend Section 830.11 of the Penal Code to allow persons employed by
the Board’s Investigations Division, who are designated by the executive director,
provided that the primary duty of these persons is the enforcement of laws administered
by the Board, to exercise the powers of arrest of a peace officer as specified in Section
836, and the power to serve warrants as specified in Sections 1523 and 1530 during the
course and within the scope of their employment, if they receive a course in the
exercise of those powers pursuant to Section 832.
The authority and powers of the persons employed as investigators by the Board would
be extended to any place in the state.

Background
The Investigations Division (ID) administers the Board's criminal investigations program.
The ID plans, organizes, directs, and controls all criminal investigative activities for the
various tax programs administered by the Board. The goal of the Board's ID is to identify
tax evasion problems, identify new fraud schemes, and actively investigate and assist in
the prosecution of crimes committed by individuals who are violating the laws
administered by the Board.
The nature of these criminal cases requires investigation by specialized law
enforcement personnel, specifically trained in these types of crimes.  However, when
investigating these crimes, investigators are often denied access to criminal history
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information because they are not peace officers.  Also, due to a lack of peace officer
powers, Board investigators have no authority to issue misdemeanor citations or to
access Department of Motor Vehicles information. To overcome such restrictions, the
Board contracts with the Department of Justice and the California Highway Patrol for
law enforcement services.
Under existing law, any person desiring new peace officer status after January 1, 1990,
is required to request the Commission on Peace Officer Standards and Training (POST)
to undertake a feasibility study regarding designating that person or persons as peace
officers.  Any such study must include, but is not limited to, the current and proposed
duties and responsibilities of the proposed peace officers employed in the category
seeking the designation change, their field law enforcement duties and responsibilities,
their supervisory and management structure, and their proposed training methods and
funding sources.
In 1997, the Board contracted with POST to conduct a management review of its four
investigative programs; sales tax, cigarette tax, alcoholic beverage tax, and diesel fuel
tax.  The study assessed the organizational structure and operations of the Board’s
investigative functions to ensure their ability to perform high-quality and effective
investigations in the most efficient manner possible.  The study included interviews with
Board personnel from the various investigative units, in addition to personnel from the
Department of Justice, other state agencies, district attorney’s offices, and local law
enforcement agencies.  Investigators were questioned about their current caseload and
status of their cases.  Questions also included job responsibilities, training they
received, and knowledge of basic investigative process.  Additionally, investigators were
asked for input regarding potential changes to improve investigative functions of the
Board and their respective jobs.
The POST report issued May 22, 1998 concluded, among other things, that the Board
seek limited peace officer status pursuant to Section 830.11 of the Penal Code for
Board investigators involved in criminal tax fraud cases.  POST believes limited peace
officer status will allow Board investigators to conduct complete investigations without
the necessity to regularly use outside agency support for basic investigative procedures.
POST concluded that this would lead to increased efficiency and effectiveness in
conducting criminal tax fraud investigations and reduce the potential for liability.  POST
further recommended that the Board adopt an operating policy that requires uniformed
peace officer presence in situations requiring a peace officer, such as arrests and
search warrants.

In General
During the 2001-02 Legislative Session, AB 1666 (Horton), SB 1702 (Peace), and SB
1843 (Committee on Budget and Fiscal Review) would have granted limited peace
officer status to specified staff in the Board’s ID.  Assembly Bill 1666 was placed on the
Assembly inactive file while waiting for concurrence in the Senate amendments, SB
1702 died in Assembly Appropriations without being heard, and SB 1843 passed the
Assembly with no further action.
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COMMENTS
1. Purpose. This provision is intended to grant limited peace officer status to specified

staff in the Board’s ID in accordance with POST’s recommendation.
2. This measure would empower the Board’s ID investigators with the ability to:

 seize plain-view evidence encountered in responding to crime or search scenes;
 withhold from release, document requests made under the Information Practices
Act, which relate to an active criminal tax evasion investigation;
 issue misdemeanor citations;
 obtain criminal history information from the California Law Enforcement
Telecommunications System on suspects and obtain other criminal history
information from allied law enforcement agencies when conducting joint criminal
investigations;
 require participation in basic, intermediate, and advanced investigative training
courses and retain available space on an as-needed basis;
 gain credibility with law enforcement personnel; and
 promote a reciprocal exchange of information with law enforcement.

As such, Board investigators would have the ability to conduct complete
investigations without the necessity to regularly use outside agency support for basic
investigative procedures.  In addition, such authority would lead to increased
efficiency and effectiveness in conducting criminal tax fraud investigations and
reduce the potential for liability.

3. Limited peace officer authority is a vital component of the Board’s ID.  In
accordance with POST recommendations, the new division within the Board is
responsible for all criminal investigations of non-Board personnel.  As recognized by
POST, the new division has made strides to increase the effectiveness and
efficiency of Board investigative functions and has placed a new focus on team
building, the fostering of teamwork, and improved investigative relationships.  The ID
has also been responsible for developing and implementing policies and procedures
regarding evidence collection and storage.

4. This measure does not seek the full peace officer status granted to Franchise
Tax Board in 1997 (Senate Bill 951 (Johnson) Chapter 670).  This bill would not
provide Board investigators the authority to carry firearms or enhance retirement
benefits.  Although the need for outside law enforcement would diminish, the Board
would specifically adopt a policy in which a person with full peace officer status
would be involved in cases involving staff safety.

5. This bill would not lead to unnecessary and intrusive investigations of
ordinary taxpayers.  Though the ID would review and revise the current policy
concerning case screening and supervision of criminal cases under investigation, the
Board would continue to use the current high standards for determining if reasonable
and probable cause exists to investigate whether or not a crime is being committed
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or has been committed.  This measure would in no way weaken any taxpayer rights
contained in current law.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
The provisions of this bill should have a positive impact on the state excise taxes
collected due to decreased evasion. However, the Board has no way of measuring the
potential impact these provisions may have, and therefore, cannot provide an estimate
at this time.
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the cigarettes or tobacco product to which the stamp or meter impression was
affixed or the tax paid during that period.

REPORTING OF INFORMATION

This bill would require, not later than 25 days after the end of each calendar quarter or
more frequently if so directed, each distributor to submit any information as the Board or
Attorney General requires to facilitate compliance of this bill's provisions.  The distributor
would also be required to maintain, and make available to the Board and the Attorney
General, all invoices and documentation of sales of all non-participating manufacturer
cigarettes and any other information relied upon in reporting to the Board and the
Attorney General for a period of five years.
The Board would be authorized to disclose to the Attorney General any information
requested by the Attorney General for purposes of determining compliance with and
enforcing the provisions of this bill.  The Board and Attorney General would be
authorized to share with each other, and may share with other federal, state or local
agencies, information for purposes of enforcing this bill's provisions and the Model
Statute.
MISCELLANEOUS

This bill would not permit persons to be issued a license or granted a renewal of a
license to act as a stamping agent unless that person has certified in writing, under
penalty of perjury, that the person will comply fully with this bill's provisions.
This bill would authorize the Attorney General to adopt rules and regulations to, among
other things, establish procedures for the seizure and destruction of cigarettes forfeited
to the state, including, but not limited to, the state facilities that may be used for the
destruction of contraband cigarettes.
This bill is an urgency measure and would become effective immediately upon
enactment.

Background
Under the November 1998 MSA between the State of California, other states, and
tobacco product manufacturers, each tobacco company must make annual payments to
the participating states in perpetuity, totaling an estimated $206 billion through 2025.
California’s share of the revenue is projected to be $25 billion over the next 25 years,
based on receiving approximately 12.8% of the total payments.  The payments will be
split 50/50 between state and local governments under a Memorandum of
Understanding negotiated by the Attorney General and various local jurisdictions (cities
and counties) which had also sued the tobacco companies.
The payment provisions of the MSA apply to “participating manufacturers” which include
both original signatories to the MSA, as well as other companies which subsequently
agree to be bound by the MSA.  In return for these payments, the states have agreed to
release the cigarette manufacturers from all claims for damages, penalties, and fines.
In addition, the participating manufacturers have agreed to certain non-economic terms
that restrict their advertising and marketing practices and control their corporate
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behavior.  The primary purpose of these restrictions is to prevent marketing of cigarettes
to minors and thereby reduce smoking by minors.
In order to safeguard themselves against unfair competition from tobacco products
manufacturers who do not participate in the MSA, the MSA contains provisions which
would reduce the payments made to states that do not enact a “Model Statute” to
require nonparticipating manufacturers to put funds into escrow accounts.  The money
in the escrow accounts is intended to be available to pay judgements or settlements on
any claims brought by the state against any nonparticipating tobacco manufacturers.
In 1999, California enacted a "Model Statute" pursuant to Senate Bill 822 (Escutia,
Chapter 780).  That bill, among other things, authorized the Board to adopt any
regulations necessary to ascertain, based on the amount of state excise tax paid on
cigarettes, the number of tax paid cigarettes sold by tobacco products manufacturers
who do not participate in the MSA.
While the Settling States, such as California, have been aggressively enforcing the
provisions of the Model Statutes, enforcement has proved costly and cumbersome.
Accordingly, approximately fifteen States have enacted Complementary Legislation to
make state enforcement of Model Statutes more effective and thereby promote the
purposes for which the Model Statutes were enacted.  Complementary Legislation has
been effective in promoting compliance with the Model Statutes, which led to the
development of draft Complementary Legislation that could be recommended as a
model to all of the Settling States.
The National Association of Attorneys General (NAAG) Tobacco Committee has
recommended that the Attorneys General of the Settling States give serious
consideration to the legislation and designate its enactment a priority.  The Committee
believes that enactment of such legislation by all Settling States will promote the
purposes the Model Statutes were designed to serve and safeguard payments to the
Settling States that might otherwise be imperiled.

In General
Similar provisions were contained in last year's AB 2906 (Horton), AB 1666 (Horton),
and SB 1843 (Committee on Budget and Fiscal Review).  Assembly Bill 2906 died on
the Senate inactive file, Assembly Bill 1666 was placed on the Assembly inactive file
while waiting for concurrence in the Senate amendments, and SB 1843 passed the
Assembly with no further action.

COMMENTS
1. Purpose.  This provision is intended to protect California's settlement payments

under the MSA, which are directly threatened by manufacturers that do not either
join the MSA or make the escrow payments required by the Model Statute.   The
provisions of this bill are very similar to the Model Complementary Legislation
developed under the purview of the NAAG's Tobacco Project Committee.
According to the author, California's MSA settlement payments have been
significantly less than projected because of declining sales by the four original
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participating manufacturers. The decline (possibly in the millions of dollars) is
partially attributable to increased sales by some non-participating manufacturers
who have created an artificial price advantage over participating manufacturers by
not making the escrow payments as required by law.

2. The Board would not know the date a distributor affixes a stamp.  Under
specified circumstances, this bill would entitle a distributor to recoup excise taxes
paid for a cigarette tax stamp that was unlawfully affixed during a specified period. In
order to determine whether a distributor is entitled to recoup the excise taxes paid,
the Board would need to know the exact date a stamp is affixed.   However, the
Board has no way of knowing that date.
Beginning January 1, 2005, however, this concern will be addressed by SB 1701
(Ch. 881, Stats. 2002) which requires that the stamps and meter impressions be
encrypted with the date the stamp or meter impression was affixed.

3. Suggested technical amendments. The following technical amendments are
suggested for consistency with the Cigarette and Tobacco Products Tax Law:

30165.1. (g) (1) Not later than 25 days after the end of each calendar quarter,
and more frequently if so directed by the board or the Attorney General, each
distributor shall submit any information as the board or Attorney General requires
to facilitate compliance with this section, including, but not limited to, a list by
brand family of the total number of cigarettes or in the case of roll your own, the
equivalent stick count total ounces for which the distributor affixed stamps during
the previous calendar month or otherwise paid the tax due for those cigarettes.
The distributor shall maintain, and shall make available to the board and the
Attorney General, all invoices and documentation of sales of all nonparticipating
manufacturer cigarettes and any other information relied upon in reporting to the
board and the Attorney General for a period of five years.

(m) No person shall be issued a distributor's license pursuant to Section 30140
license or granted a renewal of a license to act as a stamping agent unless that
person has certified in writing, under penalty of perjury, that the person will
comply fully with this section.

In addition, Section 30165.1(f)(2) should be amended to delete references to the Board
since a nonparticipating manufacturer's "notice of termination of the authority of an
agent" does not impact the Board's administration of the Cigarette and Tobacco
Products Tax Law.

30165.1. (f)(2) The nonparticipating manufacturer shall provide notice to the
board and the Attorney General 30 calendar days prior to termination of the
authority of an agent and shall further provide proof to the satisfaction of the
Attorney General of the appointment of a new agent no less than five calendar
days prior to the termination of an existing agent appointment. In the event an
agent terminates an agency appointment, the nonparticipating manufacturer shall
notify the board and Attorney General of said termination within five calendar
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days and shall include proof to the satisfaction of the Attorney General of the
appointment of a new agent.

4. Could a distributor having a defense for a violation be credited the tobacco
products excise tax? Section 30165.1(j)(1) would entitle a distributor having a
defense for a violation to recoup taxes paid with respect to the cigarette or tobacco
product to which the stamp was affixed, or the tax paid during that period.  The
distributor would be required to comply with regulations prescribed by the Board
regarding refunds and credits that are adopted pursuant to Section 30177.
Section 30177 was written to specifically provide for a refund of the excise tax on
cigarettes, which is paid through the application of a cigarette tax stamp to each
package of cigarettes prior to distribution.  In general, Section 30177 allows for a
refund or credit of the tax if cigarettes, contained in a package to which a stamp is
affixed, have been destroyed prior to distribution.  A refund or credit of the tax is also
permitted after distribution if the cigarettes have become unsalable and have been
replaced, and the Board has proof of destruction.
Because the term "cigarettes" as defined pursuant to Section 30003 of the Cigarette
and Tobacco Products Tax Law does not include tobacco products, the Board would
not have the authority under existing law to provide a credit to a distributor for
tobacco products defined as a cigarette pursuant to Health and Safety Code Section
104556(d). Board staff is working with the Attorney General's office in drafting
appropriate amendments to address this concern.

5. The Board’s inspection authority should be clarified.  The current statutory
scheme impliedly grants the Board authority to conduct inspections at locations
where cigarettes and tobacco products are sold for the purpose of fulfilling tax
collection obligations.  However, current law does not directly authorize such
inspections.  The ambiguity in current law could affect the Board's ability to verify
that tax stamps have been affixed to a package of cigarettes, or the tax paid on a
tobacco product defined as a cigarette, in accordance with this measure.
Therefore, the author may want to consider amending the bill to clarify the Board's
inspection authority.  The following language is suggested:

    30435. (1) Any board employee, upon presenting appropriate credentials, is
authorized to enter any place as described in paragraph (3) and to conduct
inspections in accordance with the following paragraphs, inclusive.
   (2) Inspections shall be performed in a reasonable manner and at times that
are reasonable under the circumstances, taking into consideration the normal
business hours of the place to be entered.
   (3) Inspections may be at any place at which cigarettes or tobacco products are
sold, produced, or stored or at any site where evidence of activities involving
evasion of cigarette or tobacco products tax may be discovered.
   (4)Any person that refuses to allow an inspection shall be subject to the
penalties imposed pursuant to Section 30471.
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6. Does the Attorney General have the statutory authority to promulgate
regulations under the Cigarette and Tobacco Products Tax Law?  This bill
would authorize the Attorney General to adopt rules and regulations establishing
procedures for seizure and the destruction of cigarettes forfeited to the state
pursuant to Section 30436 or Section 30449, including, but not limited to, the state
facilities that may be used for the destruction of contraband cigarettes.   However, it
is not clear whether the Attorney General would have the statutory authority to adopt
regulations pursuant to the Cigarette and Tobacco Products Tax Law.  An exception
would be those regulations adopted pursuant to proposed Section 30165.1 since
that section would specifically grant the Attorney General such authority.

7. Related legislation.  Identical provisions are contained in AB 1276 by the same
author.

COST ESTIMATE
The Board would incur additional costs to 1) revoke or suspend the license or licenses
of the distributor for stamping or paying taxes on brands that are in violation of this bill's
requirements, 2) impose additional penalties for violations, 3) provide credit for taxes
paid, as specified, 4) prepare reports and answer the requests from the Office of the
Attorney General, 5) seize cigarettes, and 6) warehouse and destroy product seized.  A
detailed cost estimate is pending.

REVENUE ESTIMATE
It is not possible to estimate actual revenue that could be realized by enactment of this
bill.  It is intended to protect California's settlement payments under the MSA, which are
directly threatened by manufacturers that do not either join the MSA or make the escrow
payments required by the Model Statute.
However, the following chart shows the difference between the revenues estimated in
1998 from the MSA and the actual payments made.



Assembly Bill 71 (J. Horton) Page 29

This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

Estimated Annual Tobacco Settlement Payments to California
1999 through 2002 (in millions)

Year State Local* Total

Projected
In 1998

Actual Projected
In 1998

Actual Projected
In 1998

Actual Difference

1999 & 2000 Initial
Payment 2000
Annual Payment

$562 $515 $562 $515 $1,124 $1,030 ($94 million)

2001 Initial payment,
Annual Payment and
Additional Annual
Payments

$442 $383 $442 $383 $884 $766 ($118 million)

2002 Initial Payment,
Additional Initial
Payment, Annual
Payment and
Additional Annual
Payment

$531 $478 $531 $478 $1,062 $956 ($106 million)

*Includes payments to all 58 counties and the cities of Los Angeles, San Diego, San Francisco, and San
Jose.
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ANALYSIS
Cigarette Distributor Discount

Revenue and Taxation Code Section 30166 and 30166.1

Current Law
Pursuant to Revenue and Taxation Code Section 30101 (Cigarette and Tobacco
Products Tax Law), an excise tax of 6 mills (or 12 cents per package of 20) is imposed
on each cigarette distributed.  In addition, Sections 30123 and 30131.2 impose a surtax
of 12 1/2 mills (25 cents per package of 20) and 25 mills (50 cents per package of 20),
respectively, on each cigarette distributed.  The current total tax on cigarettes is 43 1/2
mills per cigarette (87 cents per package of 20).
Section 30161 of the Cigarette and Tobacco Products Law generally provides that the
cigarette tax imposed with respect to the distribution of cigarettes shall be paid by
distributors through the use of stamps or meter impressions.  Section 30163 requires
that an appropriate stamp or meter impression be affixed to, or made on, each package
of cigarettes prior to distribution of the cigarettes, except as otherwise provided.
Currently, Section 30166 of the Cigarette and Tobacco Products Tax Law provides that
stamps and meter register settings be sold to licensed distributors at their denominated
values less 0.85 percent.  The discount is intended to help defray the cost (leasing of
equipment/labor cost) to the distributor for affixing the stamps.
Of the 87 cent excise taxes imposed on a package of 20 cigarettes, 2 cents go to the
Breast Cancer Fund, 10 cents to the General Fund, 25 cents to the Cigarette and
Tobacco Products Surtax Fund, and 50 cents to the California Children and Families
Trust Fund.

Proposed Law
This bill would amend, and as of the operative date of an unspecified cigarette tax,
repeal Section 30166 of the Revenue and Taxation Code to eliminate the 0.85 percent
discount provided to licensed distributors for purchases of stamps and meter register
settings (or $0.007395 per package of 20 cigarettes).
Section 30166 would be added to the Revenue and Taxation Code to provide licensed
distributors a discount for purchases of stamps and meter register settings at amount
equivalent to 0.39 mills ($0.00039) per cigarette (or $0.0078 per package of 20
cigarettes).
The discount authorized would only apply to that portion of the stamps and meter
register settings attributable to the unspecified cigarette tax increase.  In other words,
the discount would not be funded with revenues from the General Fund, the Breast
Cancer Fund, the Cigarette and Tobacco Products Surtax Fund, or the California
Children and Families Trust Fund.
This bill would authorize the Board to revise the discount upon the renewal of the
Cigarette Tax Stamp Contract to reflect any changes in the average actual costs
associated with the application of stamps and meter impressions to cigarette package.
Section 30166.1 would be added to the Revenue and Taxation Code to require the
Board to submit a report to the Legislature that evaluates the average actual costs,
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ANALYSIS

Tax, interest and penalties immediately due and payable on all unlicensed
persons (Article 2.5 (commencing with Section 30210)) and seizure and sale of

assets to satisfy liens (Article 5 (commencing with Section 30355))

Current Law
Under existing Cigarette and Tobacco Products Tax Law, an excise tax of 6 mills (or 12
cents per package of 20) is imposed on each cigarette distributed. Proposition 99
imposes an additional surtax of 12 1/2 mills per cigarette (25 cents per package of 20)
effective January 1, 1989.  Beginning January 1, 1999, Proposition 10 imposes an
additional surtax of 25 mills per cigarette (50 cents per package of 20) for a current total
tax of 43 1/2 mills per cigarette (87 cents per package of 20).
For tobacco products (which are defined to include cigars, smoking tobacco, chewing
tobacco, snuff, and other products containing at least 50 percent tobacco), a tax is
imposed on the wholesale cost of the tobacco products distributed at a rate which is
equivalent to the combined rate of tax imposed on cigarettes. An additional tax,
pursuant to Proposition 10, imposes an additional tax on tobacco products based on the
wholesale cost of the tobacco products distributed at a rate which is equivalent to the
additional 50-cent per pack tax on cigarettes.  The tobacco products tax rate is
determined annually by the Board.  As of November 8, 2001, the tax rate on tobacco
products ranges from 52.65 percent to 490 percent of the wholesale cost (depending on
the tobacco product) for the period July 1, 2001 through June 30, 2002.
Existing law provides that if any person fails to make a report or return, the Board shall
make an estimate of the number of cigarettes or the wholesale cost of tobacco products
distributed by him or her. Upon the basis of this estimate, the Board shall compute and
determine the amount required to be paid to the state, adding a penalty of 10 percent.
Any person against whom a determination is made, as specified, may petition for a
redetermination within 30 days after service upon the person of notice thereof.  If a
petition for redetermination is not filed within the 30-day period, the determination
becomes final at the expiration of the period.

Proposed Law
This provision would provide that the tax, and applicable penalties and interest become
immediately due and payable on account of all products distributed if a person becomes
a distributor without first securing a license. In addition, this provision would also add
seizure and sale provisions to the Cigarette and Tobacco Products Tax Law to facilitate
the administration of the sections providing for the immediate liability for the tax.

Background
A jeopardy determination may be issued if the Board believes that the collection of any
amount of tax required to be paid by any person will be jeopardized by delay.  If the
amount that is due is not paid within 10 days after service upon the person of notice of
the determination, the determination becomes final, unless a petition for redetermination
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is filed within the 10 days.  Determinations are due and payable at the time they
become final.  The collection of the amounts due and payable generally can not take
place until the determination becomes final.
Prior to Proposition 99, tobacco products were not taxed and the tax on cigarettes was
paid by the sale of tax stamps.  Proposition 99 commenced the taxing of tobacco
products, which is based on the wholesale cost of the product at a rate determined
annually. The Tobacco Products surtax is imposed on the distributor and is paid on a
monthly return.  Proposition 99 did not change the manner in which the taxes on
cigarettes are paid.
Subsequent to the passage of Proposition 99, unlicensed transient and other
distributors were importing tobacco products into the state and distributing them without
reporting and paying the tax due.  After the passage of Proposition 10 in November
1998, the Investigations Division discovered a counterfeit tax stamp problem with
unlicensed distributors importing cigarettes from out-of-state.
The Board's Investigations Division has encountered a large number of cigarettes and
tobacco product distributors who are unlicensed.  The purpose for being unlicensed is to
conceal the nature of their business and to evade the tax.  These unlicensed distributors
normally maintain minimal assets and are typically transient, which hinders the Board’s
ability to collect the taxes due and payable.  The Board's difficulty in collecting amounts
due from these unlicensed distributors is best evidenced by the Cigarette and Tobacco
Products Taxes receivables, which consists of 198 accounts.  Of these 198 accounts,
23 are directly related to work done by the Investigations Division and account for 94
percent of the accounts receivable balance.
Prior to a search warrant, the Investigations Division has been able to determine in
advance that a liability is due by using third party sources.  Five recent cases where
search warrants were served, large sums of cash in the amounts of $125,000, $48,000,
$200,000, $59,000 and $58,000, for a total of $490,000, were not seized for lack of
authority to issue immediate billings.  Subsequent collection efforts based on current
law have been unsuccessful, as that cash is no longer available. In each of these cases,
Investigations Division was aware that the subject would owe a large liability to the
state.

In General
A similar provision was contained in last year's SB 1843 (Committee on Budget and
Fiscal Review), which passed the Assembly with no further action.

COMMENTS
1. Purpose. This provision is intended to provide for the efficient and effective

administration of the Cigarette and Tobacco Products Tax Law. Allowing the Board
to recover cash and assets available at the time of the billing, as specified, would be
a tremendous aid in the Board's collection effort as these assets are typically not
accessible at a later date.  This provision mirrors similar provisions currently in the
Diesel Fuel Tax Law.
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2. This provision is identical to a 2002 Board proposal.  As part of its 2001-02
Legislative package, the Board voted to adopt a proposal identical to this provision.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
This provision would aid in the collection of cigarette and tobacco products taxes due
and payable to the state that, after subsequent collection efforts, are deemed
uncollectible.  However, the Board has no way of measuring the potential impact this
provision may have, and therefore, cannot provide an estimate at this time.
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ANALYSIS
Possession of Fraudulent Tax Stamps or Meter Impressions

Revenue and Taxation Code Section 30473.5
Current Law

Under current law, any person who possesses, sells, or offers to sell, buys or offers to
buy, any false or fraudulent stamps or meter impressions with a tax value greater than
seven hundred fifty dollars ($750) is guilty of a misdemeanor.  Current law does not
contain corresponding felony provisions for this violation.
All amounts paid to the Board under the Cigarette and Tobacco Products Law are to be
transmit to the Treasurer to be deposited in the State Treasury to the credit of the
Cigarette Tax Fund, unless otherwise specified.

Proposed Law

This bill would amend Section 30473.5 of the Revenue and Taxation Code to make any
person who possesses, sells, or offers to sell, buys or offers to buy, any false or
fraudulent stamps or meter impressions in a quantity of less than 2000 guilty of a
misdemeanor, punishable by a fine not to exceed five thousand dollars ($5,000) or
imprisonment not exceeding one year in the county jail, or both by fine and
imprisonment.
Any person who possesses, sells, or offers to sell, buys or offers to buy, any false or
fraudulent stamps or meter impressions provided for or authorized under the Cigarette
and Tobacco Products Tax Law in a quantity of 2000 or greater, would be guilty of a
misdemeanor, punishable by a fine not to exceed five thousand dollars ($5,000) or
imprisonment not exceeding one year in the county jail, or both the fine and
imprisonment.
The court would be required to order in fines assessed to be deposited in the Cigarette
and Tobacco Products Compliance Fund.

Background
With the passage of Proposition 10 in November 1998, which increased the tax from
$0.37 to $0.87 per pack of twenty, the incentive to evade the taxes has escalated. Prior
to this time, the Board had no evidence of counterfeit stamps in California.  However,
recent information has indicated this is changing.  The most recent case involved
approximately one million dollars ($1,000,000) in counterfeit California stamps on their
way to Los Angeles from out of state.  Possession of this quantity of stamps under
current law is only a misdemeanor, which is not a very effective deterrent against
flagrant offenders.
Unaffixed stamps are generally found and seized during the search warrant process.
Three recent cases where search warrants were served led to the seizure of unaffixed
stamps in amounts of 36,000, 69,000 and 146,129, for a total 251,129 counterfeit





Assembly Bill 71 (J. Horton) Page 38

This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

ANALYSIS
Sales of Untaxed Cigarettes

Revenue and Taxation Code Section 30474
Current Law

Section 30474 of the Revenue and Taxation Code provides that any person who
knowingly possesses, keeps, stores, or retains for the purpose of sale, or sells or offers
to sell, any unstamped package of cigarettes is guilty of a misdemeanor punishable by a
fine of not more than one-thousand dollars ($1,000), imprisonment for not more than
one year in a county jail, or both.   The guilty person must also pay one hundred dollars
($100) for each carton of 200 cigarettes possessed, sold or offered for sale, as
determined by the court.    The court must direct that 50 percent of the penalty
assessed be transmitted to the local prosecuting jurisdiction, to be allocated for costs of
prosecution, and 50 percent of the penalty assessed be transmitted to the Board.

Proposed Law
This bill would amend Section 30474 to clarify that the penalty for possessing, selling or
offering to sell unstamped cigarettes does not apply to a licensed distributor.

Background
The cigarette tax is paid by distributors, who purchase tax stamps from banks and affix
them to each package of cigarettes before distribution. As such, licensed distributor's
inventory consists of unstamped packages of cigarettes.

In General
Similar provisions were contained in last year's SB 1700 (Peace), AB 1666 (Horton) and
SB 1843 (Committee on Budget and Fiscal Review).  Senate Bill 1700 died in the
Assembly Governmental Committee, Assembly Bill 1666 was placed on the Assembly
inactive file while waiting for concurrence in the Senate amendments, and SB 1843
passed the Assembly with no further action.
COMMENTS
1. Purpose.  This provision is intended to clarify that penalties related to unstamped

cigarettes do not apply to licensed distributors who affix stamps to packages of
cigarettes.

2. The Board staff does not foresee any administrative problems with this
provision. This provision would simply clarify existing law.  Accordingly, enactment
of this provision would not affect the Board's administration of the Cigarette and
Tobacco Products Tax Law.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
This provision would not affect the state’s revenues.
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Board would be required to seize and destroy any cigarettes or other tobacco products
forfeited to the state under this provision.

Background
Philip Morris USA has filed lawsuits against retailers engaged in the illegal sale of
counterfeit versions of the Company's cigarettes, according to a March 3, 2003 press
release. Fifteen suits were filed against 325 retailers in federal courts in seven states,
including California. The lawsuits are aimed at stopping the retail sale of counterfeit
cigarettes and their illegal use of Philip Morris USA's trademarks, including the
MARLBORO® mark, and identifying suppliers of counterfeit cigarettes.  Through these
lawsuits, Philip Morris states that they are able to gather information about where this
product is coming from so that they, working together with government agencies,
legislators and tobacco retailers, wholesalers and suppliers, can take further actions to
stop the sale of counterfeit cigarettes.
These suits are the result of periodic audits conducted by the company during which
cigarettes were purchased in the marketplace. Philip Morris USA shares the results of
these audits and other information with law enforcement at the federal, state and local
level.

In General
Similar provisions were contained in last year's AB 1666 (Horton) and SB 1843
(Committee on Budget and Fiscal Review). Assembly Bill 1666 was placed on the
Assembly inactive file while waiting for concurrence in the Senate amendments and SB
1843 passed the Assembly with no further action.

COMMENTS
1. Purpose.  This provision is intended to deter manufacturers, importers, distributors,

wholesalers, or retailers from selling or possessing counterfeit cigarettes or tobacco
products.

2. Revocation of the manufacturer, distributor, or wholesaler license. This
provision would, in part, require the Board to revoke the manufacturer, distributor, or
wholesaler license for selling or possessing counterfeit cigarettes or tobacco
products.  This would also result in an automatic revocation of distributor’s or
wholesaler’s cigarette and tobacco products license pursuant to proposed Section
22978.6.

3. False manufacturing labels.  This provision would define counterfeit cigarettes and
tobacco products to include, in part, products that have false manufacturing labels.
Board staff is not trained to detect false manufacturing labels and would not be able
to determine with certainty whether or not product seized has a false label.
However, cigarette and tobacco product manufacturers, such as Philip Morris, do
provide Board staff information to aid in the detection of false manufacturing labels.
In addition, such companies are willing to provide experts who can analyze suspect
seizures.
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This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
This provision could have a positive impact on the state excise tax collected on sales of
cigarettes and tobacco products.  However, the Board has no way of measuring the
potential impact these provisions may have, and therefore, cannot provide an estimate
at this time.
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This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

ANALYSIS
Extension of the Time in which the Prosecution for Violating the Penal

Provisions may be Instituted
Revenue and Taxation Code Section 30481

Current Law
Under existing Cigarette and Tobacco Products Law, Section 30481 provides that the
prosecution for violation of any of the criminal provisions shall be instituted within three
years after the commission of the offense, or within two years after the violation is
discovered, whichever is later.  These sections do not conform to the federal law
(Section 6531(4)) which has a six year statue of limitation for fraud, California income
tax law (Revenue and Taxation Code 19704) which mirrors federal law, or Section 801.5
of the California Penal Code which states that the statute is four years after discovery,
or within four years after completion of the offense, whichever is later.
Title 26, Subtitle F, Chapter 66, Subchapter D Section 6531 of the federal law provides
that:

“No person shall be prosecuted, tried, or punished for any of various offenses
arising under the internal revenue laws unless the indictment is found or the
information instituted within 3 years next after commission of the offense, except
that the period of limitations shall be 6 years

. . .
(2) for the offense of willfully attempting in any manner to evade or defeat any tax

or the payment thereof.
. . .”

Under current state law, California Penal Code Section 801.5 provides that:
Notwithstanding Section 801 or any other provision of the law, prosecution for
any offense described in subdivision (c) of Section 803 shall be commenced
within four years after discovery of the commission of the offense, or within four
years after the completion of the offense, whichever is later.

Under Revenue and Taxation Code Section 19704, relating to the state income tax laws
administered by the Franchise Tax Board, any action for prosecution must be instituted
within six years after the commission of the offense.

Proposed Law
The bill would amend Section 30481 of the Revenue and Taxation Code to extend the
current three years statute to six years for filing a criminal prosecution in a state court
and conform this law to the Federal Law and state income tax laws and be more in line
with California Penal Code statute of limitations for felonies that involve fraud.



Assembly Bill 71 (J. Horton) Page 43

This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

Background
Revenue and Taxation Code Section 7154 (Sales and Use Tax Law) was amended in
1992 to five years instead of three years because of a court case (People v. Zamora,
116 Cal.3d 538).  The judge in the case ruled that an auditor who discovers an
underreporting on the returns or other information may trigger the discovery date of a
fraud violation.  The judge held that “discovery“ for statute of limitations purposes occurs
after the authorities have notice of circumstances sufficient to make them suspicious of
fraud thereby leading them to make inquiries, which might reveal fraud.  Since most
audits are done on a three-year cycle, the then existing three year statute would have
run on the first year under audit before fraud was discovered and the criminal case was
developed.  A successful prosecution at this time would be difficult due to the limited
time remaining under the statute.  Since a normal prosecution may take two to three
years, the statute would have run.
In one fuel tax case, after working jointly with federal and state agencies, the Assistant
United States Attorney (AUSA) declined to file federal charges.  Even though federal
statutes had not expired, due to the length of the investigation and legal proceedings,
the state statute of limitations had expired.  Subsequently, a potential criminal fraud
prosecution became a civil billing.  Currently, two other federal and state joint fuel
investigations are pending in which the state statute of limitations has run while the
state has waited for the AUSA to file charges.  If the AUSA decides to drop the federal
charges, no charges can be prosecuted by the state.  Further, with the increasing
number of counterfeit cigarette stamps found in California, the Investigations Division is
working jointly on many of its cigarette cases with the federal Bureau of Alcohol,
Tobacco and Firearms Bureau (ATF).  These joint efforts increase the possibility of
additional statute problems arising.

In General
Similar provisions were contained in last year's SB 1843 (Committee on Budget and
Fiscal Review), which passed the Assembly with no further action.

COMMENTS
1. Purpose.  This provision is intended to allow the state sufficient time to file criminal

fraud charges in state court when the AUSA declines to file charges in federal court
and prevent criminal fraud cases from being treated solely as civil liabilities.

2. This provision is identical to a 2002 Board proposal.  As part of its 2001-02
Legislative package, the Board voted to adopt a proposal identical to this provision.
However, the Board’s proposal would have also extended the time in which the
prosecution for violating the penal provisions may be instituted under various other
programs administered by the Board, including the sales and use tax law.
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This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
This provision would not affect the state’s revenues.



Assembly Bill 71 (J. Horton) Page 45

This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

ANALYSIS
Allows for Recoupment of Costs Incurred in Criminal Investigations

Revenue and Taxation Code Section 30482
Current Law

Other tax agencies (Franchise Tax Board and Employment Development Division)
currently have such recoupment authority.  However, statutory authority does not exist
for the State to seek recoupment of the costs that are incurred during criminal
investigations conducted by the Board.  The State of California’s costs to conduct
various criminal investigations result in thousands of dollars being expended annually.

Proposed Law
The bill would add Section 30482 to the Cigarette and Tobacco Products Tax to allow
the Board to seek recoupment of costs incurred during criminal investigations.  All
reimbursed monies would be deposited into the appropriate State funds.

Background
The Franchise Tax Board (FTB) indicated that cost recoupment is ordered on
approximately 50 percent of their cases.  The FTB also provided the following data on
cost recoupment orders:

Period Number of cases Amount ordered Amount collected

2000 18 $124,817 $71,841
Jan 2001 – Oct 2001 27 $174,937 $47,095

It is the Board’s Investigations Division’s understanding from some district attorneys that
judges are hesitant to order recoupment absent a statute clearly giving that authority.  In
a recent Board case (People v. Elias Chaghouri), the judge refused to include the
Board’s investigation costs in the restitution order.  He based his ruling in large part on
the proposition that the costs of investigations are a normal part of the State’s costs and
since there are no statutes authorizing recovery, none was allowed.  Accordingly, the
district attorneys argue that this ruling fails to recognize the simple fact that investigation
costs would not be a normal operating cost of a business or a government agency if it
were not for the existence of the crimes in the first place.  It also does not recognize the
fact that certain crimes incur costs that are specific to the particular crime.  Such costs
cannot reasonably be viewed as normal operating expenses.

In General
Similar provisions were contained in last year's SB 1843 (Committee on Budget and
Fiscal Review), which passed the Assembly with no further action.
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This staff analysis is provided to address various administrative, cost, revenue and policy
issues; it is not to be construed to reflect or suggest the Board’s formal position.

COMMENTS
1. Purpose.  This provision is intended to conform the Cigarette and Tobacco Products

Tax Law with authority already granted to other California tax agencies, and to make
the intent clear and concise to avoid various interpretations by the courts.

2. This provision is identical to a 2002 Board proposal.  As part of its 2001-02
Legislative package, the Board voted to adopt a proposal identical to this provision.
However, the Board’s proposal would have also allowed the Board to seek
recoupment of costs incurred during criminal investigations under various other
programs administered by the Board, including the sales and use tax law.

COST ESTIMATE
Enactment of this provision would not impact the Board’s administrative costs.

REVENUE ESTIMATE
This provision would not affect the state’s revenues.
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