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= COMPTROLLER | Willan Deald Sceter
of MARYLAND

Serving the Peaple
January 15, 2003
Honorable Thomas V. Miller Honorable Michael E. Busch
President, Senate of Maryland " Speaket, Maryland House of Delegates
State House State House
Anpapolis, Maryland 21401 . Amnapolis, Maryland 21401

Deer President Miller end Speaker Busch:

Seetion 21 of the Acts of 2002 requires me to report to the General Assembly on the loss
of gross sales revenus of retil establishments that sell cigarettes within 30 miles of the Stare’s
border with a contiguous state or the District of Columbin as a result of the increzase in the
tobacco tax that took effect June 1, 2002.

It shonld not come as a surprise that it appears there has been an tnerease in cross-border
sales of cigarettos and that total sales of cigarcites in the state have declined—bath of these offects
were anticipated and noted in the fixcal note when the tax increase was considered by the
General Asseinbly. While cross-border activity may not be desjrable, and is often iliegal, a
decline in consumption and therefore a decline in Maryland cigafette seles was one of the
expected outcomes of the legisiation,

As discussed in the report, the cigarette tax increase has possibly resulted in a decline in
gross sales revermes of individual retail locations near the border, as would have been predicted,
The aveilable data do not allow a definitive conclusion, but to the extent that can be ganged, the

brosder impact is marginal at most.

This report was produced by Robert C, Bates of the Bureau of Revenue Estimates.
Questions about the report should be directed to my office or M. Bates at (410) 260-7450.

Sincarely,
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\William Dé5aid Schirer
. Comptroller of Maryland

B Calvert Strect * P Q. Box 464 * Aunwpolis, Maryland 21404-0466 * 410-260-7801 « 1-800-552-3941 {MD)
Fua 410-974-3808 = MRS 711 (MD} or 1-800-735-2258 « TDD 41 0-260~7157 » wdschacfer@enmp.atste.md.us



EFFECT OF CIGAREYTE TAX INCREASE DN RETAIL SALES

Chapter 288 of the Acts of 2002 (Senatc Bill 856) requires the Comptroller of Maryland
to report *on the loss, 48 a result of this Act, of gross sales revenue of tetail establishments that
sell cigarettes within 30 miles of the State’s border with a contiguous State or the District of

Columbia,”

Termjinology

For ease of readership, some terms are used in this report that are not strictly acourate,
These terms are as follows:

~ 'The term “contiguous states” will be zsed to callectively indicate the Commonwealth of
Pennsylvania, the Commonwealth of Virginia, the District of Columbia, the State of Delaware
and the State of West Virginia .

The rates for tobacco taxes will be used as they apply to n standerd pack of 20 cigarettes.
Tax rates for other pack sizes and other tobacco products may vary from the rate for a 20-
cigarette pack. Far example, the Maryland tobacco tex rate will be referred to as $1 per pack,
even though the rate is actually 50¢ for a pack of 10 or fewer cigarettes, $1 for packs of [1-20
cigarcttes, and 5¢ for each cigaretts in packs larger than 20,

Study Geography

The first st¢p in the analysis is to determine the geographic reach of the study as the law
requires this report to cover retail establishments within 30 miles of the Maryland boundary.
Maryland's size and shape means much of the land area of the State is in close proximity to a
contiguons stats. To determine the study ares, the Comptrolier obtained from the Maryland
Depaztment of Planning e map showing the State's harders and indicating the portion of the
State within 30 miles of the Meryland border. The map is shown below. The area within 30
miles of the border includés the entirs area of 18 counties. Three additonal counties, Anne
Arundel, Dorchester anc Talbot, have only small ereas with comparatively little economic
activity beyond the 30 mile limit, Only Baltimare City, Baliimore County and Queen Anne’s
County have areas with significant economic activity outside the study erca (although it is not
clear from the map below, the entire land area of Calvert County is withig 30 miles of the border
with either the Commonwealth of Virginia or the District of Columbia.). Thus, the legislation
asks for a study of gross ssles revenues of neerly all cigarette retailers in the State.
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30 Mile Radlus from Maryland State Boundé

L

Map Prepared fmmomptmﬂar by the Murylandfapurtmen’t of Planning, August 2002

Because such s amall part of the State is excluded by the geographic limits of the study,
and because it is virtually iopossible to obtain complete and accurate geolocation dars for
economic activity, for purposes of this study it is assumed that the entire State is within 30 miles

of a contiguous stats,

It should be noted that thore are portions of the State within 30 miles of a contiguons
state but not within a 30 mile drive of 2 contiguous stats, For example, Lexington Park in §t,
Mary’s County is 12 miles from the Commonwealth of Virginia, however the shortest driving
distance on paved roads is 38 miles. The rouad-mrip drive would take about two hours, and the
driver of a two-axle vehicle would be charged & ts1l of 53 on the southbound Herry M. Nice
Memorial Bridge (assuming the driver did not have an E-ZPass commuter plan).

Data Sources

Because of the expense and poor response rates to past surveys, the Comaptroller did not
engage in 2 formal survey of retailers for this report. Prior surveys of rotsilers, such as for the
tax-free week in 2001, were met with extremely low response rates and many responses that
were on their fage inaccurate. Instead, the Compiyoller contacted three industry groups: the Mid °
Atlantic Region Petroleum Distributors’ Association (MAPDA), the Maryland Retailers
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Association (MRA), and Manis Canning & Associatss, 2 firm representing 7-Eleven. All three
orgenizations responded. In Ootober, a representative of the Comptroller met with a
representative of MAPDA and officials of Southern Maryland Oil, Inc. to discuss the effect of
the tax increase on Southem Maryland Oil's nonsfisel rofails sales. 7-Eleven also responded with
information that has been used in this report. Although the MRA had indicated thay would

- provide information, as of the time this report was wriiten no data or other information has been

received.

Southern Maryland Qil and 7-Eleven both provided confidential data for this report with
the understanding that no proprictary data would be released. While the data provided by these
(wo corupagics is useful to understand the effect of the excise tax increase, because there are
only two sources, the data cannot be aggregated and reported in any manner without disclosing
. i any acutal data provided by these companies
on their sales. Southern Maryland Oil aJsg provided nationa] information on the convenience
store/gas station industry that has beer; used in this Teport.

Because of the way the data was obtained, there is an automatic seloction bizs in the data_
This is not to suggest the data provided was [naccurate or migleading. Rather, retailers who saw
1o or very little dacrease in sales had no resson to spend the time and effort to provide data
needed for this report. Thoae retailers who experienced a large decline in sales or belisved they
wers gtberwise negatively affected by the tax fncrease had the most incentive to provide data agd

other information.

Data collected by the Comptroller in the procéss of administering the sules and use tax
and the wbacco tax were &lso used in this repart. :

Hypothesis

The bypothesis of this study, derived implicitly from the language of the lew, is that
increasing Maryland’s tobacco tax to $1 would Jsad 1o lower retail sales in part because
Marylaad residents would purchase cigareties in other states and mske other purchasss,
icidental or othexwise, in cantiguous states rather thag in Maryland. .

Economic Theory

Economic theory indicates as the price of & product increases, demand will decreage. The
tobaced tax increage wis designed as both a revenue generator and as a disincentive to smoldng.
As a result, the increased cost of cigarettes dur to the tax should discourage some Maryland
tesidenty from buying cigareties od lead most others to roduce their consumption. To the extent
that cigarettes do not follow this classical economic model due to the addictive quality of :

' nicotine, spending would be reduced on non-cigarette purchases to support & higher Jeve] of

spendivg on cigarettes.
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But in the case of the tobacco tax, there arp ‘ways to avoid or evide the tax and thus
reduce the cost—by buying cigarettes outside of Maryland, A baslc tenct of ecogomic theory is
that consumers have complets information and make rational decisions based on thae
information. Theoretically, Maryland smokers would determine how much additional expenise,
mcluding time and nconvenieuce, they would incar to travel outside the State to purchase
cigarettes. If the additional expense is lesa than the difference in price between cigarettes in
Maryland and & contiguons state, they will trave! to the contiguous state to purchase cigarettes.
If the additional expense is higher than the marginal difference In price, the Maryland resident

will purchase cigarettes in Maryland.

Iz the real world, peaple do not have perfeot information and rarely make these detailed
calculations necessary for economic cificiency. The perception of lower cost may be enough to
‘hcourage s0me conswmers to make inefficient decisions. This may be particularly true in the
case of taxes, where many consurners make counterproductive decisions in order to reduce the
amount of tzx they percaive they are paying.

Crogg-Border Activity
One way consumers can reduce their costs is by purchasing cigarettes where they cost

less, whether it be a retafler with lower prices, or buying cigarettes where the tax (hence price)
price is Jower. The tabls below shows the tax rates in Maryland and the contiguous states. Tt is
legal for & Maryland resident to have two packs of cigarettes that do not carry Maryland tax
stamps.! As most of the jurisdictions surroundi g the State bave a lower cigarette tax, it could
. be to the consumer’s benefit to purchase cigarettos outside the State, sssuming the cost of

completing a purchase outside the State does not exceed the price difference.

Stata z‘;‘g,‘;‘;gz Notes
Dalawara 24¢
Dist: of Columbla 65¢ n FYQ3 will change to $1
Maryland $1.00 Effactive 1-Jun-02
Pennsylvania $1.00 Effectiva15-Jul-02
Virgints 29¢ -17.5¢ :m ;V,ﬁgm;ngamgy
West Virginia 17¢

"The limit is two cartons fora member of the armed services who buys the cigarettes at a
post exchange. These sales are not addressed in this analysis 45 post exchang_cs had a significamt
price advantage over civilian retailecs even heafore the tax increase addregsed in this report.
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It is assumed that Maryiand residents, partioularly those who regularly travel to
Delaware, Virginia, or West Virginis, wonld buy more cigarettes in those stales and fewer in
Maryland. These contiguous states have a tax advantage over Maryland that existed even prior
to the June 1 tax increase. The larger difference in tax retes, however, encourages mare cross-
border activity, and may enconrage some people to evade the tex by importing cigarettes in
illegal quantities. For several reasons, including the 1999 tax increase, the Comptroller has
made more cigarette-smuggling arrests gince that tax increage then in the few preceding years
(although many of the confiscated cigarettza are beaded from Virginia o New York City, where
there is a $2.975 per pack margin between the Virginia rats and the combined New York State
and City rats). There is 0o tax differential between Pennsylvania and Maryland, nor, in all
probability, will there be one between Maryland and the District of Columbia when the District’s
fiscal year 2003 budger is passed by Congress, 5o there i no tax-driven incentive to purchase
cigareties from those jurisdictions rather than Maryland.

There is no way for the Comptroller to estimats any increase in illegal cross-border
activity with regard to cigareites hoaded to Maryland consumers. Large-scale smugglers are
most likely lo resel] cigarettes in New York City where their margin is greatest. Mast illegal
activity benefitting Maryland smokers is likely to be individuals purchasing cigarettes for their
own consumption and small-time smuggling, This is particularly true on the Eastern Shore, -
where rauch of the retail activity is concentrated in Delaware; in southern Charles and Western
St, Mary's counties where the tax differential between Maryland and Virginia is the greatest; and
in the DC metro area where camnmuters have easy access to stores near their places of
employment. These differentials, however, existed before the tax increase, and will bo mitigated
to some extent whea the tax rate in the Distict of Columbia increases to $1 pet pack.

Data

Both Scuthern Maryland Oil and 7-Eleven stated that they heve had 8 measurable drop in
cigarette sales at their stores after the tax increase went into effect an June 1. According to the
National Association of Convenicnce Stores, cigarattes are the largest caregory of convenience
store sales, excluding fuel. In 2001, cigarette sales accounted for 38.7% of non-fuel revenue,

. dwarfing the next highest calegories of beverages and food, at 11.7% and 11.4%, respectively.

Both companies supplied data that allowed a direct comparison between the average
number of packs of cigarcttes sold per store in the periods before and after the tobacoo tax
increase. What ig seriking is that the figures do not uciformly decline after June 1. In fact,
Incking at the figures in aggregate for each company, the number of packs sold does pot fit any
discernable pattern. 'Using May 2002 as a hase month, pack sales either incressed or declined in
the post-tax-increase period, depending on the oonth or number of months used for the
comparison. Sales in M=y could have been higher thas normal as people bought cigurettes in
sdvance of the tax increase; if 60, an increase over that level following a 50% increase in the tax

i3 particularly notable.
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. Significanily, Southern Maryland Oil provided data desmonstrating that stores sloser to
states with lower tobacoo tax rates were much more likely to have a decrease in cigaretie sales
and in total sales thap stores further away in the period following the cigarettc tax in¢rease. This
suggests that there has, in fact, bean ap incregse in cross-border sctivity as g result of'the
cigarelite wax hike, and that increase in cross-border activity has bad an impact on gross sales
revenues in the case of specific stores only.

Sales Tax Collectipng

. The Comptroller has no data on gross rovenues of retailers who sell cigarettes, To
t to determine the effect of the tobacco tax incresse on total sales of cigarette retailers, the
sales tax revenus (a proxy for revezue from taxable and non-taxahle sales) from several
categories of rotailers was examined. These categories inchidad independent grocery stores
(e.2., 7-Eleven, Royal Farms), drug stares (e.2., CV5, Rite Aid), pas stations, cigarette dealers,
80d news stands. Although these are retallers likely to have a high percentage of sales from
cigarettes, the sales tax figures also contain date from some retallers selling very few or oo

cigareres,

The chart bdw shows, for the retai] categories specified sbove, the change in sales tax
reveune over the prior year for the three months before and aficy the tobacco tax incroase. For
comparison, the figures for the same monpths in 2001 are provided, Although the chart shows a

Yoar March-May  June-August
2001 «7.0% -182%
- 2002 2.3% -1.3%

clear decline in sales in these retail categories in the throe moaths immediately following the
cigarette tax incveage, there is no evidence to indicate what part of the decline, if any, is due to
higher cigarette prices. The difference between the two periods was much smaller in 2002, when -
the tax was increased, than in 2001, suggesting mamy other factors have a role. While this
analysis is admittedly blunt, there is no resson to conohide that there is necessarily any
correlation between the cigarette tax rate and total retail sales in the study aree a5 a whole.

onclusion

Data available to the Comptroller’s Office support few conclusions. The anccdota] dats
do show the tax Increase has reduced cigereme and other sales in some individual stores close to
the border of states with lower tobacco taxes, When all taxable sales throughout the entire study
area for retailers typically selling cigarettes are cxamined, however, there is no svidence that the
increase in tobecco taxeg has had a direct znd measurable impact on grogs revenues.



