The Importance of Proper State and Local Cannabis Tax Rates
Issue: Establishing stable tax policy is a key component of state and local cannabis regulatory efforts. In an
effort to maximize tax revenue, state and local governments often propose high tax rates on cannabis
businesses, but the result of this will be (i) an increased illegal market, (ii) failure to attract high quality
operators and (iii) ironically, significantly lower tax revenues for state and local governments. Tax policy may
be the single biggest factor determining whether state and local governments can successfully generate tax
revenue, stand up a stable regulated market and police the illegal market for marijuana.
Solutions:
➢ State and local governments should set tax rates at levels that appropriately balance tax revenue
generation and illegal market reduction. Research shows that effective tax rates (inclusive of state,
local, and supply chain taxes) exceeding 20% have diminishing returns for tax revenue generation but
significantly increase the size of the illegal market.i
➢ Taxes should generally only be placed on the final point of sale to consumers to avoid multiplicative
taxation through the supply chain.
➢ To the extent that state and local governments seek to generate revenue from up-supply chain
operators (e.g. lab testing facilities, cultivators, manufacturers, and processors), a flat annual licensing
fee model as opposed to a taxation model should be adopted for these operators. Data from cities
across the US shows a strong correlation between inflated effective tax levels on these operators and
outsized illegal markets. Keep such fees at $15/sq.ft. or less for cultivators and large manufacturers
and $25/sq.ft. or less for processors or manufacturers. Allow such fees to be paid quarterly.
➢ Review tax and fee amounts frequently and adjust to the extent enforcement costs are rising rapidly,
the illegal market rate is spiking or businesses are opting for nearby jurisdictions.

As Taxes Rise, So Do Illegal Market Levels
There is a growing body of research highlighting 1) that consumers in the legalized cannabis market are strongly
price sensitive, 2) that taxes significantly increase the legal market’s price premium, and 3) that once this
premium exceeds a certain threshold, consumers will shift their purchases from the legal to illegal market. As
such, high effective tax rates can create a permanent and sizable illegal market on the state and local levels that
police enforcement fails to adequately curb. The Washington Cannabis Consumption Survey found if the cost of
legal marijuana sold for $4 more per gram, legal sales would make up less than half of the total market.xi The
charts below demonstrate this effect in both cannabis and tobacco.
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Source: Tax Foundation. Cigarette Taxes and Cigarette Smuggling by
State, 2014 (published January 2017).
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The Compounding Effect of State and Local Taxes: The Case of a State with a 20% Retail Tax Rate
Before any local taxes are assessed, marijuana products sold at dispensaries will be charged a baseline 20.00%
state retail tax rate. A conservative local tax rate set at 2% of gross receipts for cultivation and retail sales
increases the effective tax rate to 24.44%. An aggressive local tax rate at 10% of gross receipts for cultivation,
retail sales, and distribution and a 10% retail excise tax increases the effective tax rate to 69.4%. The figure
below demonstrates effective tax rates at different local taxes levels.
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Multiplicative Taxation
One danger with gross revenue taxes on manufacturers, cultivators and processors is that these taxes
multiplicatively add to product cost (i.e. as those products move through the supply chain, additional taxes now
tax the already taxed amount). So, for instance, a 5% tax on upstream businesses can become a 27.6% net
effective tax (without factoring in state, county and local sales and excise taxes) if product were to go from a
grower, to a processor, to a manufacturer, to a distributor, and then to a retailer. If the processor uses a third
party to fill vape cartridges or pre-process products intended for edibles, you can add even additional layers.
For this reason, gross percentage taxes are disfavored up the supply chain.

High Effective Tax Rates above 20% Have Clear Diminishing Returns
Research by think tanks like the RAND Corporation and C.D. Howe Institute emphasizes that high effective tax
rates increase the legal market’s price premium and drive consumers into the illegal market. In fact, RAND’s
analysis of data from the Washington Cannabis Consumption Survey found that even modest price premiums for
regulated cannabis can contribute to a large illegal market.xii Moreover, the C.D. Howe Institute’s analysis
highlights that once effective tax rates exceed 20%, there are clear diminishing returns for tax revenue
generation while the illegal market continues to grow considerably. Beyond reduced tax revenue generation,
high illegal market rates have the added downside of increased enforcement costs for state and local
governments. Finally, there is a growing body of evidence that when illegal market rates approach 40-50%, law
enforcement efforts become futile and slowly cease as police move on to more gainful enforcement efforts.

Source: Caulkins et. al (RAND). Considering Marijuana
Legalization, 2015, p. 127.
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Source: C.D. Howe Institute. “With Legal Weed the Government Must Choose
Revenue or Regulated Market, Not Both,” in Intelligence Memos, April 2017.
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