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Executive Summary

For many years Kentucky has had the highest smoking rates and the highest percentage
of smoking-attributable deaths in the U.S. However, in one respect Kentucky has been a
leader. In 2005, the Kentucky General Assembly passed and Governor Ernie Fletcher
signed into law a bill recognizing that “taxing tobacco products according to relative risk
is a rational tax policy and may well serve the public health goal of reducing smoking-
related mortality and morbidity and lowering health care costs associated with tobacco-
related disease.”

This proposal extends the 2005 legislation by proposing to:

Increase the cigarette excise tax from $0.60 to $1.10 per pack.

Maintain the current excise tax on chewing tobacco at $0.14 per 3-ounce package
($0.0.0475 per ounce) and on moist snuff at $0.15 per 1.2-ounce package
($0.1425 per ounce). These taxes (per package) are 13-14% of the proposed
excise tax on a pack of cigarettes. A plethora of scientific and medical research
has established that the health risks of ST use are 1-2% of the risks of cigarette
smoking.
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Implementation of this tax plan will:

1.

Encourage and incentivize smokers to quit or switch to less expensive and vastly
safer smoke-free tobacco products.

Prospectively lower health care costs attributable to smoking and reduce
smoking-related morbidity and mortality. = Lowering health care costs is
especially relevant to Commonwealth expenditures for Medicaid. Kentucky had
1.27 million adults enrolled in Medicaid in 2016, and over 638,000 (50.1%) were
current smokers. Federal and state spending for Medicaid in Kentucky for fiscal
year 2016 was $9.66 billion; smoking is responsible for $1.47 billion. The only
way for the Commonwealth to lower these high costs is to provide every option
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for smoking cessation, including vastly safer cigarette substitutes.
3. Substantially increase tobacco excise tax revenue for the Commonwealth.

4. Correct cross-border discrepancies in cigarette excise taxes affecting large
populations across the Ohio and Indiana borders, and avoid creating other

significant cross-border discrepancies.

Introduction

The Commonwealth of Kentucky has had
the highest smoking rates, and the
highest rates of smoking-attributable
deaths in the U.S., a lamentable record
that continues today'. The prevalence of
smoking among Kentucky adults was
26% in 2015, nearly 50% higher than the
national rate of 17.5%?2. That same year
saw 3,538 Kentuckians succumb to lung
cancer, the sentinel disease of smoking.
But the death toll does not end there.
Adding other cancers, heart diseases,
strokes and emphysema, we estimate that
smoking killed 11,707 men and women in
the Commonwealth age 35+ years3.

Lung Cancer Mortality In Kentucky and the U.S., 1979-2015
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The U.S. Centers for Disease Control and
Prevention recommends that Kentucky

spend at least $56.4 million each year on
tobacco control. Kentucky actually
spends only about 4.4% of that amount
($2.5 million)4.

In spite of the tragic death toll and lack of
tobacco control spending, Kentucky has
an almost unique precedent. In 2005, the
Kentucky General Assembly passed and
Governor Ernie Fletcher signed into law a
bill recognizing the value of tobacco harm
reduction in formulating excise tax
policys:

“...increasing taxes on tobacco products
should reduce consumption, and
therefore result in healthier lifestyles for
Kentuckians. The relative
taxes on tobacco products
proposed in this section
reflect the growing data from
scientific studies suggesting
that although smokeless
tobacco poses some risks,
those health risks are
significantly less than the
risks posed by other forms of
tobacco products. Moreover,
the General Assembly
acknowledges that some in
the public health community
recognize that tobacco harm
reduction should be a
complementary public
health strategy regarding
tobacco products. Taxing tobacco
products according to relative risk is a
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rational tax policy and may well serve the
public health goal of reducing smoking-
related mortality and morbidity and
lowering health care costs associated with
tobacco-related disease.”

According to the British Royal College of
Physicians, one of the world’s oldest and
most prestigious medical societies,
“Harm reduction is a fundamental
component of many aspects of medicine
and, indeed, everyday life, yet for some
reason effective harm reduction
principles have not been applied to
tobacco smoking.”®

The Royal College also concluded “...that
smokers smoke predominantly for
nicotine, that nicotine itself is not
especially hazardous, and
that if nicotine could be
provided in a form that
is acceptable and
effective as a cigarette .,
substitute, millions of

lives could be saved.” 00

400

A tobacco tax policy *
based on tobacco harm
reduction has also been
endorsed by tobacco
research and policy
experts. In 2015 Frank
J. Chaloupka (University

of Illinois Chicago), =
David Sweanor

(University of Ottawa) °
and Kenneth E. Warner

(University of Michigan)

authored a commentary in the New
England Journal of Medicine challenging
“national, state, and local policymakers”
to “expedite the move away from
cigarette smoking” by basing tobacco
excise taxes on health risks 7. They
recommended high taxes on high-risk
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combustible products and lower taxes on
low-risk smoke-free products like
smokeless tobacco and e-cigarettes, they
acknowledged that “the science
supporting a difference in risk between
combustible and noncombustible tobacco
products is well established,” and they
concluded that “sizable public health
benefits could derive from current
cigarette smokers’ switching to [e-
cigarettes] and other noncombustible
products.”

Tobacco harm reduction has also received
an endorsement from Dr. Scott Gottlieb,
the commissioner of the U.S. Food and
Drug Administration. In a speech on July
28, 2017, he recognized tobacco harm
reduction as a viable policy solution for

Lung Cancer Mortality Among Men and Women in Kentucky
and the U.S., 1979-2015
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the devastating effects of cigarette
smoking 8. He announced a policy shift
at the FDA:  “..we need to envision a
world where cigarettes lose their
addictive potential through reduced
nicotine levels. And a world where
less harmful alternative forms,
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efficiently delivering satisfying
levels of nicotine, are available for
those adults who need or want
them...I also hope that we can all
see the potential benefits to
addicted cigarette smokers, in a
properly regulated marketplace, of
products capable of delivering
nicotine without having to set
tobacco on fire. The prospective
benefit may be even greater for the subset
of current cigarette smokers who find
themselves unable or unwilling to
quit.” (emphasis added)

By implementing a rational tobacco
excise tax policy based on relative risk,
the Kentucky General Assembly can
potentially save many lives in the
Commonwealth.

Proposal Part 1. Increase the
cigarette excise tax from $0.60 to
$1.10 per pack.

The current excise tax on cigarettes is
$0.60 per pack, which generated net
revenue in 2015 of $222.750 million9.
However, this represents a 22% decline
from its peak in 2010 ($285.117 million),
which resulted from a doubling of the
cigarette excise tax in 2009. Cigarette
sales in 2015 also generated $108.162
million from the general sales tax
(averaging $0.29 per pack) and $61.884
million from the 1998 Master Settlement
Agreement. Total revenue in 2015 from
cigarette sales in Kentucky was $392.796
million?.

Cigarette excise taxes produce only a
small percentage of total revenues for
state governments. Their main
justification is based on welfare
economics. Smoking is unhealthy and

results in costs both to the smoker
(internal) and to society (external).
Excise taxes play a dual role: they
discourage consumption and they recover
external costs’®. In 2013 the optimal
cigarette excise tax was estimated to be
$1.36'°, indicating that Kentucky’s
current tax of $0.60 provides insufficient
recovery of external costs.

However, state governments are not at
liberty to increase excise taxes without
consideration of the adverse effects of tax
avoidance via smuggling and cross-
border purchases. Economists have
documented that large differences in
cigarette excise taxes between
neighboring jurisdictions provide
opportunities for avoidance by affected
consumers'. Instead of quitting, smokers
can avoid high taxes by buying cheaper
contraband cigarettes smuggled from
low-tax locations and/or by direct cross-
border purchasing.

We propose an increase in the Kentucky
cigarette excise tax from $0.60 to $1.10
per pack. Although this appears to be a
large increase, it represents less than a
10% increase in the average retail price of
cigarettes in the Commonwealth, which
was $5.21 per pack (excluding generic
brands) in 20159. In addition, this would
remain below the national average of
$1.629.

The primary objectives of our excise tax
proposal are to encourage and incentivize
smokers to quit or switch to less
expensive and vastly safer smoke-free
tobacco products (Proposal Part 2), which
in turn will lower health care costs
attributable to smoking and reduce
smoking-related morbidity and mortality,
and to substantially increase tobacco
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excise tax revenue for the
Commonwealth.

Our proposal will also bring Kentucky in
line with external cost estimates for
smoking while addressing excise tax
discrepancies that now favor cross-
border purchasing. The Commonwealth
has a border with seven other states.
Missouri and Virginia currently have
cigarette excise taxes that are much lower
than Kentucky ($0.17 and $0.30
respectively); West Virginia and
Tennessee have similar taxes ($0.55 and
$0.62); Indiana, Ohio and Illinois have
much higher taxes ($0.995, $1.60 and

$1.98)9.

Our increase in the cigarette excise tax
from $0.60 to $1.10 will minimize tax
discrepancies between Kentucky and
Ohio/Indiana, which contain large
populations in the border regions of Ohio
(Cincinnati metropolitan area) and
Indiana (Louisville and Evansville
metropolitan areas). We also recognize
that a $1.10 tax will be higher than that of
the other five border states. However,
those states either have minimal borders
with Kentucky (Missouri, Illinois and
Virginia) or borders that are rural and
low population density (Tennessee or
West Virginia), factors that minimize the
impact of a higher Kentucky tax.

For smokers, our excise tax increase
represents less than a 10% increase in the
average retail price of cigarettes in
Kentucky, which was $5.21 per pack in
2015%. A number of economic studies
have reported that a 10% increase in
cigarette price leads to a 1-7% reduction
of smoking prevalence and a 1-3%
reduction in cigarette consumption'25,
In 2015 the net revenue from the current
excise tax was $222.750 million%. Our

proposed tax, which represents a 10%
increase in the current retail price, may
reduce cigarette consumption by 4 to
6%'415, This would result in a revenue
range of $384-392 million. In addition,
the $1.10 tax would eliminate KY-OH and
KY-IN cross-border purchases. However,
as we explain in Parts 2 and 3, our
proposal attempts to align the state’s
financial needs with its public health
goals.

Proposal Part 2. Maintain the
current excise tax on smokeless
tobacco products at $0.14 to $0.15
per package

The current excise tax on chewing
tobacco is $0.14 per 3-ounce package
($0.0.0475 per ounce), and the tax on
moist snuff at $0.15 per 1.2-ounce
package ($0.1425 per ounce)', which is
13-14% of the tax on cigarettes. Because
the risks of smokeless tobacco use are 2%
or less of the risks of smoking, the current
smokeless tax should be maintained until
the tax on cigarettes exceeds $2.80 (i.e.
becomes greater than 95% higher than
the tax on smokeless products).

A cigarette tax increase of the magnitude
that we propose could present a severe
financial challenge to Kentucky smokers,
many of whom have only limited
resources. Although some smokers may
quit, others will persist despite the
detriment to their health and to their
finances. An important component of our
tax proposal is to provide a third option,
which is consistent with the 2005 harm
reduction legislation5: switch to smoke-
free tobacco products, which are vastly
safer than cigarettes. Maintaining the
excise tax on smokeless tobacco at $0.15
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provides an economic incentive to make
the switch, and economic studies provide
evidence that an increase in the cigarette
tax leads smokers to substitute other
tobacco products that are taxed at lower
rates'7-18,

Smoke-free tobacco products are
satisfying cigarette substitutes because
they deliver similar doses of nicotine,
which is addictive but poses little or no
health hazard. It does not cause
emphysema or cancer'9-2°, and there is no
evidence that it plays a direct role in the
development of heart or circulatory
diseases2%2!. A report from a meeting at
the United Nations Focal Point on
Tobacco or Health concluded that "long-
term nicotine use is not of demonstrated
harm, with the possible exception of use
during pregnancy'?2.

Decades of epidemiologic studies have
documented that the health risks of
smokeless tobacco use are, at most, 2%
those of smoking?3-25. Unlike cigarettes,
smokeless tobacco does not cause lung
cancer, heart and circulatory diseases or
emphysema. In 2002 the Royal College
of Physicians concluded: “As a way of
using nicotine, the consumption of non-
combustible [smokeless] tobacco is on
the order of 10-1,000 times less
hazardous than smoking, depending on
the product.”2®

In 2009 epidemiologists Peter Lee and
Jan Hamling published a comprehensive
analysis of smokeless tobacco use and
cancer. They assessed how smokeless
tobacco use might have changed cancer
deaths among American men2’. In 2005,
142,205 men in the U.S. died from seven
cancers associated with smoking. If no
American men had ever smoked, there
would have been only 37,468 deaths from

these cancers, so 104,737 were directly
attributable to smoking. Lee and Hamling
then calculated the number of cancer
deaths that would have occurred if all
smokers had instead used smokeless
tobacco. The number attributable to
smokeless tobacco would have been
1,102, which is only 1.1% of the deaths
attributable to smoking.

Lee and Hamling calculated another
extraordinary statistic, a sort of worst-
case scenario in which every man in the
U.S. used smokeless tobacco (to counter
tobacco harm reduction critics who claim
that releasing accurate information about
the risks of smokeless tobacco would
cause everyone to use it). In that case,
according to Lee and Hamling, there
would be 2,081 deaths attributed to
smokeless use — a mere 2% of the deaths
currently attributable to smoking.

The low risks from smokeless tobacco use
extend to mouth cancer. A 2002 review
documented that men in the U.S. who use
moist snuff and chewing tobacco have
minimal to no risk for mouth cancer28. A
recent federal study found no deaths from
mouth cancer among American men who
use moist snuff or chewing tobacco?9.

Many smokers will be are unable or
unwilling to become abstinent when
cigarette excise taxes are increased. We
believe that maintaining the smokeless
tobacco excise tax at $0.15 will provide an
economic incentive for those smokers to
switch. As an example of the potential
public health effect, we provide the
following example.

According to the Behavioral Risk Factor
Surveillance Studys3°, the prevalence of
smokeless tobacco use among adult men
in Kentucky is 13.4%, or about 226,000.
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However, data from another national
survey suggest that the smoking rate
among smokeless tobacco users is as high
as 40%. This means that there are
90,000 men in the Commonwealth who
are dual users of both cigarettes and
smokeless tobacco. Our tax proposal
sends a message to them that smokeless
use is a better option, and it provides an
economic incentive to make the switch.

Proposal Part 3. Maintain the
current 6% sales tax on e-cigarette
products.

Although e-cigarettes have only been on
the market for several years, some
tobacco research experts agree that these
products have about the same risk profile
as smokeless tobacco. There is growing
evidence that e-cigarettes have become
the most common aid used by Americans
to quit smoking3%32, Therefore, we
believe that an excise tax on e-cigarettes
would be a severe economic disincentive
for smokers who want to quit by
switching to these vastly safer products.

Our low-tax rationale is based on risk
estimates from a report published last
year by the British Royal College of
Physicians33. This prestigious medical
society concluded that “...the hazard to
health arising from long-term vapour
inhalation from the e-cigarettes available
today is unlikely to exceed 5% of the
harm from smoking tobacco.”

The RCP reached other conclusions that
provide a strong endorsement of e-
cigarettes:

* “E-cigarettes are marketed as
consumer products and are
proving much more popular than

[nicotine replacement therapy,
NRT] as a substitute and
competitor for tobacco cigarettes.

* “E-cigarettes appear to be effective
when used by smokers as an aid
to quitting smoking.

* “There are concerns that e-
cigarettes will increase tobacco
smoking by renormalising the act
of smoking, acting as a gateway to
smoking in young people, and
being used for temporary, not
permanent, abstinence
from smoking. To date, there is no
evidence that any of these
processes is occurring to
any significant degree in the UK.
Rather, the available evidence to
date indicates that e-cigarettes are
being used almost exclusively as
safer alternatives to smoked
tobacco, by confirmed smokers
who are trying to reduce harm to
themselves or others
from smoking, or to quit smoking
completely.

* “..in the interests of public health
it is important to promote the
use of e-cigarettes, NRT and other
non-tobacco nicotine products as
widely as possible as a substitute
for smoking...”

In July 2016 the United Kingdom’s
Department of Health issued a position
statement fully endorsing the substitution
of safer smoke-free tobacco products by
smokers34. Entitled “Towards a Smoke-
free Generation,” the report set forth the
facts about e-cigarettes’ relative safety:

* “.. the evidence is increasingly
clear that e-cigarettes are
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significantly less harmful to health
than smoking tobacco.”

The UK government promised to help
smokers make the switch:

* “The government will seek to
support consumers in stopping
smoking and adopting the use of
less harmful nicotine products.
Public Health England has
produced guidance for employers
and organisations looking to
introduce policies around e-
cigarettes and vaping in public and
recommend such policies to be
evidence-based.”

The report dismissed the unfounded
claim that second-hand vapor is a health
threat:

* “Public Health England
recommends that e-cigarette use is
not covered by smokefree
legislation and should not
routinely be included in the
requirements of an organisation’s
smokefree policy.”

Concluding, the UK government made
this pledge:

* “Public Health England will
continue to provide smokers and
the public with clear, evidence
based and accurate information on
the relative harm of nicotine, e-
cigarettes, other nicotine delivery
systems and smoked tobacco, to
enable informed decision-making.”

By maintaining the current 6% sales tax
on e-cigarette products, the Kentucky
state government is helping smokers
make informed decisions about vastly

safer cigarette substitutes.

Summary and Conclusions

The Kentucky General Assembly has the
opportunity to translate its 2005
legislation endorsing tobacco harm
reduction into a tax policy that aligns
fiscal responsibility with public health
goals. Just as using seat belts, airbags
and anti-lock brakes reduce risks for
automobile users, switching to vastly
safer smoke-free tobacco products can
help Kentucky smokers avoid life-
threatening diseases.

Increasing the excise tax on cigarettes to
$1.10 per pack, maintaining smokeless
tobacco excise taxes at their current level
and maintaining the 6% sales tax on e-
cigarettes will encourage smokers to quit
or switch to vastly safer smoke-free
products. It will also “serve the [General
Assembly’s] public health goal of
reducing smoking-related mortality and
morbidity and lowering health care costs
associated with tobacco-related disease.”>

Lowering health care costs is especially
relevant to Commonwealth expenditures
for Medicaid. According to the Centers
for Disease Control and Prevention,
Kentucky had 1.27 million adults enrolled
in Medicaid in 2016, and over 638,000
(50.1%) were current smokers3s. The
Kentucky Medicaid program now
provides financial coverage for all seven
FDA-approved medications (nicotine
patches, gum, lozenges, nasal spray and
inhalers; bupropion and varenicline).
Our tax proposal would incentivize
smokers to consider switching to
smokeless tobacco or e-cigarettes, at no
additional cost to the state.
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According to one estimate3®, federal and
state spending for Medicaid in Kentucky
for fiscal year 2016 was $9.66 billion, and
the CDC recently estimated that 15.2% of
Medicaid spending nationally is
attributable to cigarette smoking3”. This
means that smoking is responsible for
$1.47 billion in the Commonwealth. The
only way for the Commonwealth to lower
these high costs is to provide every option
for smoking cessation, including vastly

safer cigarette substitutes.

In summary, cigarettes confer high
health risks and should be taxed at
high rates, while smoke-free
tobacco products have minimal
health risks and justify far lower
taxes. This rational tax policy allows
lawmakers to meet their fiscal
responsibility while fulfilling their moral
obligation to help inveterate smokers lead
longer and healthier lives.

Net Revenue in Kentucky, 2000-2015 and Projected 2016-18
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