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  CANNABIS TAXES 

 

Makes several changes to cannabis excise and cultivation taxes. 

 

Background  

Federal law relating to cannabis.  Federal law prohibits the manufacture, possession, sale, or 

distribution of cannabis.  In 1970, Congress enacted the Controlled Substances Act (CSA) which 

sets forth five schedules of specified drugs.  For a drug to be designated a Schedule I controlled 

substance, CSA states the substance must have “a high potential for abuse," and have "no 

currently accepted medical use” in the United States.  Federal law lists cannabis as a Schedule I 

controlled substance. 

Cannabis licensing.  In 1996, California voters approved Proposition 215, known as the 

Compassionate Use Act of 1996 (CUA).  Under CUA, qualified patients with specified illnesses, 

and their primary caregivers, cannot be prosecuted for possessing or cultivating medical cannabis 

upon the written or oral recommendation or approval of an attending physician.   

The medical cannabis industry remained largely unregulated at the state level until 2015, when 

the Legislature enacted the Medical Marijuana Regulation and Safety Act (MMRSA).  MMRSA 

comprised a package of legislation that comprehensively regulated many aspects of medicinal 

use cannabis including cultivation, manufacturing, transportation, distribution, sale, and product 

safety. In 2016, several bills made slight changes to MMRSA, including renaming MMRSA to 

the Medical Cannabis Regulation and Safety Act. 

On November 8th, 2016, California voters approved Proposition 64—the Control, Regulate and 

Tax Adult Use of Marijuana Act, which legalized commercial adult-use cannabis for adults age 

21 and older.  The Act allows for the licensure and regulation of both commercial adult-use and 

medicinal use cannabis activities by various state agencies.    

Less than a year later in June 2017, the Legislature enacted SB 94 (Committee on Budget and 

Fiscal Review, 2017), which integrated MMRSA with the Act to create the Medicinal and Adult 

Use Cannabis Regulation and Safety Act (MAUCRSA).  Among other things, MAUCRSA 

consolidated the licensure and regulation of both commercial adult-use and medicinal use 

cannabis activities.  It established a system of 20 plus license categories, which includes 

distributor, retailer, and microbusiness, among others. 

Cannabis taxes.  Prop. 64 contained two specific taxes on cannabis: the excise tax and the 

cultivation tax.  A customer who purchases cannabis or cannabis products in the state is subject 
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to the cannabis excise tax, which is equal to 15 percent of the gross receipts of any cannabis or 

cannabis products retail sale.  However, under MAUCRSA, distributors, not retailers, are 

responsible for remitting the tax to the California Department of Tax and Fee Administration 

(CDTFA).  As a result, MAUCRSA measures the tax instead based on the wholesale cost of the 

cannabis or cannabis products sold to the retailer plus a markup calculated by CDTFA, except 

for non-arm’s length transactions which are based on the final sales price. 

The cultivator, who grows the cannabis, is subject to the cultivation tax, which applies to all 

harvested cannabis at the following rates in 2022: 

 $10.08 per dry-weight ounce of cannabis flower. 

 $3 per dry-weight ounce of cannabis leaves. 

 $1.41 per ounce of fresh cannabis plant.  

Prop. 64 requires CDTFA to annually adjust the above cultivation tax rates for inflation.   

The cultivation tax is collected by the distributor (or manufacturer), and then remitted to 

CDTFA.  A cultivator determines the amount of cultivation tax it owes by weighing the plants it 

harvests. It then pays this amount to a distributor when it sells or transfers the harvested plants. 

In a case in which cannabis travels from the cultivator to just one distributor prior to retail sale, 

that distributor remits the tax to CDTFA.  However, in cases with multiple manufacturers and 

distributors handling harvested cannabis and the products derived from it, each of those 

businesses must transfer the cultivation tax until the final distributor remits it to CDTFA. 

Proposition 64 allocates revenues from these taxes to the Cannabis Tax Fund, with the highest 

priority to fund costs incurred by state agencies implementing Proposition 64, including CDTFA, 

and the Department of Cannabis Control, among others.  The second priority sets aside $10 

million annually to public universities for various cannabis research efforts, and then $3 billion 

to the California Highway Patrol to establish protocols for determining is operating a vehicle 

while impaired.  Proposition 64 then programs up to $50 million for the Governor’s Office of 

Business and Economic Development and other agencies to administer a community 

reinvestment grants program, and $2 million to the University of California San Diego Center for 

medical cannabis research.  After the first and second priorities are met, remaining funds are then 

allocated in the following way: 

 60 percent of the remaining revenues are deposited into the Youth Education, Prevention, 

Early Intervention and Treatment Account,  

 20 percent are deposited in the Environmental Restoration and Protection Account, and 

 20 percent going to the State and Local Government Law Enforcement Account. 

Prop. 64 sets the above percentage shares, but allows the Governor to determine how the 

remaining funds are allocated within each share.  Beginning January 1, 2028, Proposition 64 

permits the Legislature by majority vote to allocate funds to purposes other than those listed 

above, but only to further its purposes, and only so long as the amount of funds to accounts in 

fiscal year 2027–2028 is not reduced. 

The Governor’s proposed Budget for 2022-23 estimates that cannabis tax revenues will be 

$786.8 million in 2022-23, an increase of $78.9 million from 2021-22.  While allocations for the 

first two priorities are paid in the same fiscal year as the tax revenues are deposited in the Fund, 
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the remaining revenue is carried over to the next fiscal year when it is then appropriated.  For 

2021-22 fiscal year, this balance is approximately $595 million, less than 2020-21’s balance of 

was approximately $670 million.  

Additionally, many local agencies that permit cannabis businesses in their jurisdictions impose 

local cannabis taxes.  These taxes vary, but are usually imposed as a percentage of the gross 

receipts derived by a cannabis business or per square foot dedicated to commercial cannabis 

cultivation.  The Legislative Analyst’s Office estimated in 2019 that local taxes in California are 

equivalent to a 14% tax on retail cannabis sales. 

Sales and use taxes.  State law imposes the sales tax on every retailer “engaged in business in 

this state” that sells tangible personal property, and requires them to register with the California 

Department of Tax and Fee Administration (CDTFA), and remit taxes collected from purchasers 

to CDFTA. Sales tax applies whenever a retail sale occurs, which is generally any sale other than 

one for resale in the regular course of business..  Prop. 64 specifically exempts retail sales of 

cannabis and cannabis products for medicinal use from the sales and use tax when a patient or 

primary caregiver provides his or her identification card and a valid government issued 

identification card.  However, sales and use tax applies to all other retail sales of cannabis, which 

is collected by the retailer and remitted to CDTFA, and included the cannabis excise tax is the 

tax base.  

Cannabis tax reform.  Cannabis industry representatives argue that combined state and local 

taxes on cannabis has resulted in the loss of hundreds of jobs, especially among smaller operators 

at a competitive disadvantage to sophisticated firms who have the capital to pay the taxes in 

addition to regulatory costs.  The representatives add that the cultivation tax specifically pushes 

cannabis farmers into the unregulated market.  In response, Senate Budget and Fiscal Review 

Committee #4 held a hearing on cannabis taxes on February 23, 2022, where industry 

representatives and experts from LAO testified. At the hearing, LAO issued the following 

findings, referencing its 2019 report, “How High?  Adjusting California Cannabis Taxes”: 

 Administration and compliance more difficult for cultivation tax than for retail excise tax.  

Potency-based tax best for reducing harmful use, but benefit might be limited while illicit 

market remains widespread.  

 Tax administration and compliance work best when state collects money from a business 

that participates directly in the taxed activity.  

 Cannabis tax cuts would expand the legal market.  Short-term (a couple years), this effect 

likely would be far too small to yield a net revenue gain.  Long-term effects unclear.  

LAO recommended: 

 Ideally, replace current taxes with potency-based or tiered ad valorem tax.  

 Alternatively, if ease of administration/compliance is top priority, could keep retail excise 

tax.  Either way, eliminate cultivation tax.  

 Collect tax from business that participates directly in the taxed activity.  For example, 

collect retail excise tax from retailers.  Depending on priorities, could consider wide 

range of rates.  Goals that favor low rates: competing with illicit market and increasing 

medicinal access.  Goals that favor high rates: reducing harmful use and raising revenue. 
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Seeking to reduce taxes in the hopes of undercutting the illicit market, the author wants to make 

several changes to California’s cannabis taxes. 

Proposed Law 

Senate Bill 1281 makes the following changes to California’s cannabis taxes: 

 Removes the markup from the measure of the excise tax, instead measuring the tax  

solely on the wholesale cost of the cannabis or cannabis products sold or transferred from 

the distributor to the retailer; 

 Reduce the excise tax rate from 15% to 5%; 

 Moves the responsibility for remitting the excise tax from the distributor to the retailer; 

and 

 Repeals the cultivation tax. 

The bill makes these changes effective on January 1, 2023.  The measure directs the Department 

of Finance to estimate the amount of revenue that would have been collected in the previous 

calendar year under the excise tax before SB 1281’s changes and from the cultivation tax, and 

then requires the Controller to transfer that amount from the General Fund to the Cannabis Tax 

Fund upon appropriation by the Legislature. 

The measure declares that its changes further the purposes and intent of Proposition 64, and 

makes additional findings and declarations supporting its purposes.   

State Revenue Impact 

Pending.  . 

Comments 

1. Purpose of the bill.   According to the author, “the California legal cannabis industry was 

authorized in 2016, by voter approved Proposition 64 – the Control, Regulate and Tax Adult Use 

of Marijuana Act. While the implementation is still in its early years, the industry is 

overregulated and overtaxed, putting the legal cannabis industry on the brink of collapse.  

Cannabis operators report that without meaningful change, the industry is destined to failure.  SB 

1281 would eliminate the cultivation tax  and reduce the excise tax as they undermine the 

viability and sustainability of California’s cannabis industry.  While the elimination of the 

cultivation tax and the reduction of the excise tax may decrease tax revenue, it is anticipated that 

greater demand and increase sales of a more competitively price cannabis product will offset lost 

revenues.” 

2.  Something’s got to give.  Proposition 64 created the legal, regulated adult use of cannabis 

economy in California, launching a market for a product legal in the eyes of the state but still 

outlawed as a dangerous drug under federal law and in other states.  The initiative created a state 

regulatory licensing structure, affirmed local regulatory and tax authority, and funded a myriad 

of programs with the revenues generated from the taxes it imposed.  More than four years have 

passed since Proposition 64’s provisions went into effect, and representatives of the cannabis 

industry are concerned that the weight of regulations and high tax rates, especially for the 

weight-based cultivation tax, are forcing smaller cultivators out of business, or into the 
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unregulated or illicit market.  LAO states that tax reductions will likely reduce the illicit market, 

but in so doing reduce tax revenues that funds Prop. 64’s programs, spurring some groups to 

write in opposition to the bill.  SB 1281 seeks to maintain current funding levels by directing 

DOF to calculate the amount of revenue that would have been collected but for the bill’s 

changes, and requiring the Controller to transfer that amount from the General Fund to the 

Cannabis Tax Fund.  However, the transfer is not continuous, only taking effect upon legislative 

appropriation.  Either the Legislature will appropriate enough General Fund money to maintain 

funding levels, thus subsidizing the cannabis industry with general taxpayer funds, or it won’t, 

and those programs will receive less funds than under current law.  

3.  Intent?   Proposition 64 permits the Legislature to amend its provisions by 2/3 vote, so long as 

the amendments “further the intent and purpose of the initiative.”  SB 1281 includes a finding 

and declaration that it furthers the purpose and intent of the initiative; however, it’s possible that 

courts may disagree.  Proposition 64 explicitly creates the cultivation tax in statute, sets the 

excise tax rate, and enacts return filing and enforcement provisions, but SB 1281 would amend 

that statute imposing the cultivation tax to render it inoperative and decrease the excise tax rate 

below the one set by the initiative.  While the measure does require a 2/3 vote, and little case law 

exists as yet to specify the initiative’s limits on legislative amendment, the Committee may wish 

to consider whether and how SB 1281 furthers the intent and purpose of Proposition 64.      

4.  Consumption.  While voters approved Proposition 64 in 2016, concerns remain about the 

public health impacts of cannabis use, the possession and distribution of which remains illegal in 

other states and under federal law.  LAO identifies reducing harmful use, including using high 

potency cannabis products, youth use, and high-frequency use, as one of the most important 

priorities for the Legislature to consider when crafting cannabis tax policy, and recommend 

imposing a tax based on the potency of the cannabis or cannabis product.  Opponents of SB 1281 

argue that by reducing taxes, the measure will encourage use of a harmful drug.  Opponents also 

point to increased tax collections and numbers of licensees to argue that the cannabis industry 

operates successfully at current tax rates. 

5.  Point of collection.  Cannabis tax compliance is much worse than other taxes.  CDTFA points 

to taxpayers lacking licenses, poor recordkeeping, complicated organizational entities, errors in 

tax computation, inconsistent payment of tax, and unreliable information in California’s track 

and trace system.  SB 1281 moves the responsibility for tax collection from distributors to 

retailers, which should improve compliance.  Unlike all other taxes, cannabis taxes in non-

vertically integrated transactions are currently collected by distributors unrelated to the activities 

that are taxed: cannabis cultivation and consumption by customers.  Compliant cannabis retailers 

must already register with CDTFA and remit sales and use taxes on their sales of cannabis, 

cannabis products, and other property.  Governor Newsom proposed the change in his Proposed 

Budget in 2020-21, and LAO has consistently recommended the change as well. 

6. Related legislation.  At its May 4th, 2022 hearing, the Committee will consider four measures 

that affect cannabis taxation: 

 SB 1074 (McGuire), which repeals the cannabis cultivation tax on July 1, 2022, and then 

increases the excise tax in a commensurate amount on or after July 1, 2025. 

 SB 1293 (Bradford), which enacts a personal income and corporation tax credit for 

cannabis equity operators. 
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 SB 1336 (Wiener), which enacts a personal income and corporation tax credit for 

cannabis licensees incurring specified costs. 

7. 2/3.  As noted above, Proposition 64 allows the Legislature to amend its tax provisions by 2/3 

vote so long as the changes further its purpose and intent.   

8.  Technicals.  Committee staff recommend the following technical amendments: 

 Replace the measure of the tax for arm’s length transactions from “average market price” 

to “gross receipts from the retail sale.” 

 Grant authority to CDTFA to issue emergency regulations to implement the bill. 

 Allowing cannabis retailers to claim a credit on the cannabis tax return for cannabis 

excise tax paid to a distributor before January 1, 2023, on inventory sold after that date. 

 Clarify ongoing operation of cultivation tax to ensure that amounts collected but not yet 

remitted can be refunded if necessary. 

 Clarifying that CDTFA can still collect any amounts due before the bill makes the tax 

inoperative. 

Support and Opposition (5/2/22) 

Support:   

Big Sur Farmers Association 

California Norml 

County of Monterey 

Curaleaf 

Humboldt County Growers Alliance 

Kiva Confections 

Mendocino Cannabis Alliance 

Monterey County Cannabis Industry Association 

Nevada County Cannabis Alliance 

Origins Council 

Perfect Union 

Reason Foundation 

The Parent Company 

Trinity County Agricultural Alliance 

Opposition:   

California Native Plant Society 

California Trout 

Crop Project 

Defenders of Wildlife 

Public Health Institute 

The Nature Conservancy 

Trout Unlimited 

-- END -- 


