MANAGER’S BUDGET ADDENDUM #7

SAN JOSE Memorandum

CAPITAL OF SILICON VALLEY

TO: HONORABLE MAYOR AND FROM: Paul Joseph
CITY COUNCIL Jim Shannon
SUBJECT: CANNABIS BUSINESS DATE: May 17,2024

REGULATORY FEE PROGRAM

Approved M@/ Date: 5/17/2024

RECOMMENDATION

1. Revise the Police Department’s Cannabis Annual Operating Fee in 2024-2025 to $81,667
per year, per business.

2. Direct the City Manager to return to the City Council with corresponding amendments to
Chapter 6.88 — Medical and Non-Medical Cannabis of the Municipal Code to reduce the
regulatory scope to exclude background investigations, but continue to focus on core
business operations monitoring, including age verification, video surveillance, inventory
control, and coordination with State of California entities.

3. As part of the 2025-2026 Proposed Budget Development Process, direct the City
Manager to recommend a modernized annual operating fee structure for the City’s
Cannabis Business Regulatory Program informed by a cannabis business regulatory fee
study that:

a. Identifies common fee structures;
b. Describes the associated benefits and risks tied to those fee structures;
c. Outlines State of California regulatory activities and their frequency in San José;

and
d. Identifies lessons learned from the reduced regulatory oversight during 2024-
2025.
BACKGROUND

On March 19, 2024, the City Council directed staff to reduce the Cannabis Storefront Retail
annual fee to $30,000 per year and align San José’s regulations with State regulations’, as well to
thoroughly analyze existing regulatory activities and recommend an alternative regulatory
recovery fee structure that still funds reasonable regulation of the City's cannabis industry. This
memorandum evaluates various models to lower the Cannabis Business Annual Operating Fee
and includes a description of regulatory impacts due to reduced fees.

! City Council Meeting Amended Agenda, March 19, 2024 Item 4.1:
https://sanjose.legistar.com/MeetingDetail.aspx?ID=1183346&GUID=D6E06732-C056-4A0D-9EF1-
1690D709E8C4&Options=info|&Search=



https://sanjoseca.primegov.com/Portal/Meeting?meetingTemplateId=14334
https://sanjose.legistar.com/MeetingDetail.aspx?ID=1183346&GUID=D6E06732-C056-4A0D-9EF1-1690D709E8C4&Options=info|&Search=
https://sanjose.legistar.com/MeetingDetail.aspx?ID=1183346&GUID=D6E06732-C056-4A0D-9EF1-1690D709E8C4&Options=info|&Search=
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ANALYSIS

San José has been a national leader in intentional and focused local regulation of cannabis to
safeguard public and consumer safety. With 15 existing registered businesses conducting retail,
cultivation, manufacturing, and distribution activities across the City, and the potential for an
additional 10 equity-owned businesses to begin operating next fiscal year, staff recommend that
the City of San José continue providing appropriate local oversight to commercial cannabis
activity to ensure cannabis products are safe for consumption and that businesses are operating
responsibly to mitigate risks to public health and safety — especially for the City’s youth.

San José’s Cannabis Industry Landscape

San José has a robust cannabis industry comprised of 15 licensed cannabis businesses. Of these
15 businesses, 11 have one business location, and four have two business locations, resulting in
19 total locations conducting cannabis business activities across the City.>

The business activities at each location varies. Unlike many other small cities that only allow
retail or delivery, San José permits five different cannabis business activities, including: 1) Retail
(storefront/delivery), 2) Cultivation (including nursery/processing), 3) Manufacturing (Type 6),
4) Distribution, and 5) Testing Labs (prohibited from doing activities 1-4 above). Across the 19
locations, the business landscape is comprised of 47 different business activities — 17 locations
have retail, which may include both storefront and delivery activity; nine engage in cultivation;
eight in manufacturing; and 13 in product distribution.?

San José’s Regulatory Program

California is a leader in cannabis legalization, and while the cannabis industry is increasingly
becoming a mainstream part of California’s economys, it remains federally illegal. While the
federal government has deprioritized enforcement, it expects state and local governments to
enact strong and effective regulatory programs that address public safety and public health risks
associated with cannabis, including preventing cannabis distribution to minors and preventing
gun violence in cannabis cultivation and distribution.*

The San José Police Department’s Division of Cannabis Regulation (DCR) is responsible for
performing the day-to-day regulation of the registered cannabis businesses, including conducting
inspections and taking civil action against businesses if they are not in compliance with the
cannabis regulatory program regulations. Registered businesses in the City pay for DCR’s
regulatory activities through cost recovery fees® and the DCR’s staffing is structured to perform
regulatory and enforcement operations only for the registered cannabis businesses.®

2 Each registered cannabis business may have up to three locations per the San José Municipal Code.

3 Testing is permitted but cannot be combined with any other authorized activities noted above and must remain
independent. No businesses are currently operating testing labs.

4 For Department of Justice Guidance see https://www.justice.gov/iso/opa/resources/3052013829132756857467 .pdf
5> The current Annual Operating Fee for cannabis businesses is based on the number of registered businesses and
DCR’s total cost to regulate those businesses.

6 If there are complaints associated with the illicit market, Code Enforcement and Police Department staff
investigate as resources and competing priorities allow. It is important to note that each department must inspect and
enforce within the bounds of their authority, with Code Enforcement addressing administrative violations and the
Police Department addressing criminal activity.



https://www.justice.gov/iso/opa/resources/3052013829132756857467.pdf

HONORABLE MAYOR AND CITY COUNCIL

May 17, 2024

Subject: Cannabis Business Regulatory Fee Program

Page 3 of 14

DCR implements local regulations in partnership with the State to support the responsible
growth of the industry and mitigate risks to our community, particularly around sales of cannabis
products to youth. This partnership recently expanded, with DCR and the State collaborating to
share San José’s licensees’ “Track-and-Trace” data—a State system that allows statewide
tracking of commercial cannabis activity and movement across the distribution chain (sometimes
called “seed-to-sale™).

» What Does Regulatory Activity Look Like?
Focused local regulation of the cannabis industry supports safeguarding the public and
consumer safety in a business environment where illegal activity still occurs and where
there remain significant public health concerns related to marijuana use in teens.’ The
annual renewal of each business’ registration includes a thorough review of all forms and
business plans, a walk-through of each location’s premises, and tax remittance verification.
DCR staff also proactively monitor registered businesses in San José to ensure compliance
with codes, state laws, and regulations. This monitoring includes:

v
v
v

AN

ANENENEN

Completing background investigations of staff involved at the cannabis businesses;
Ensuring delivery drivers hold valid driver licenses;

Ensuring delivery vehicles are registered, insured, and equipped with secure storage
containers;

Ensuring cannabis deliveries are not made to schools or parks;

Verifying government-issued identifications are scanned by age verification devices
to ensure persons under age 21 are turned away;

Verifying video cameras remain operational and function as required;

Verifying security guards, including armed guards, are properly licensed;
Confirming buildings are secured and alarmed to deter and mitigate break-ins; and
Ensuring business operations and premises are not modified without notice or
required building permits.

> What Type of Violations are Found through Routine Monitoring?
Violations are discovered through staff’s routine monitoring of business activities and
occur despite businesses being aware that they are being monitored closely. On average,
staff has found approximately 35 compliance issues per year. Examples of compliance
issues addressed by City staff include, but are not limited to, the following:

v
v
v

ANANENEN

Businesses not age verifying every customer as required;

Cannabis being sold to minors;

Cannabis purchased by adults being diverted to persons under age 21 while on the
property;

Deliveries being made to a school;

Employees consuming product on-site;

Improper pesticide applications and chemical disposal; and

Video surveillance gaps and/or insufficient retention of video footage.

Most issues are handled with warnings and education to both call management’s attention
to the problem and ensure they do not reoccur. When uncovering and addressing a
compliance issue, staff evaluate the totality of the circumstances surrounding the

7 According to the CDC, marijuana use in teens can cause harm to brain health and/or be linked to mental health
issues like depression and social anxiety. See: https://www.cdc.gov/cannabis/health-effects/cannabis-and-teens.html



https://www.cdc.gov/cannabis/health-effects/cannabis-and-teens.html
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violation (for example, staff consider previous warnings or notifications to the business).
Violations can be addressed informally in conversations with the businesses, formally via
written warnings, or by issuance of a citation. DCR staff prefer to educate operators
through informal conversations or written warnings rather than by citation.

Importantly, DCR staff rely on technology to effectively monitor businesses and keep
staff costs down. For example, since DCR has 24/7 access to video camera and delivery
vehicle GPS systems of San José’s registered businesses, staff can do much of this
monitoring without visiting each business in person, thereby maximizing staff capacity.
Video monitoring and GPS tracking of delivery vehicles is done frequently. As state
regulators do not have direct access to these video or GPS systems, they must visit each
business to ensure compliance. In fiscal year 2022-2023, the State visited 12 of the 16
registered businesses. Four of the 16 registered businesses (25%) were not inspected by
the State.

» What does Enforcement of Illegal Activity Look Like?
The Police Department handles cannabis sales from two distinct perspectives — through
the Division of Cannabis Regulation (licensed cannabis businesses) and Bureau of Field
Operations (illegal cannabis activity). The DCR is primarily composed of non-sworn
professional staff that are entirely funded through cannabis program cost recovery fees
from licensed cannabis businesses and are unable to perform tasks unassociated with the
cannabis regulatory program.® The Bureau of Field Operations is composed of sworn
police officers that can investigate illegal activity initiated from citizen complaints,
referrals from outside units or agencies, or from proactive enforcement from officers in
patrol or special operations.

The Bureau of Field Operations responds to calls for service, provides visible patrol
throughout the City, detects and apprehends persons actively involved in criminal
activity, recovers and returns lost and stolen property, provides for the safe movement of
vehicular and pedestrian traffic, performs the initial investigation of criminal offenses,
and attempts to reduce both immediate and potentially hazardous situations to the
community. Due to the volume of work overseen by the Bureau, it must prioritize its
enforcement efforts around illegal narcotic sales and how traditional narcotics
investigations are conducted. To make an arrest for illegal drug sales, police officers must
meet a standard of proof referred to as probable cause. That burden of proof is
intentionally and appropriately very high and is typically met by witness and victim
testimony to the crime. However, in narcotics cases, witnesses are very rarely willing to
testify, meaning the case must be made entirely through investigative efforts such as
hours of physical surveillance, the use of undercover officers, and the procurement of
records via search warrants. These investigations can be very demanding of police
resources, and particularly of officer time.

8 Proposition 26 in the 2010 election. If DCR were to engage in this activity, it would require either (1) General
Fund resources or (2) new cost recovery fees from licensed businesses to pay for such tasks.
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Importantly, cases such as these compete for limited Police Department resources and the
need to prioritize responses to 911 calls and violent crimes.’ Despite being a lean
department, officers investigated 2,784 narcotics related violations and made 1,579
arrests (including criminal citations) between April of 2023 and January of 2024. A
recent example of a successful illegal cannabis storefront investigation in downtown San
José took months of investigation and multiple search warrants resulting in multiple
arrests.

Additionally, Code Enforcement staff conduct proactive inspections for regulatory
compliance by meeting with business representatives, issuing administrative citations
and/or compliance orders to non-compliant businesses, and appearing before
administrative bodies and in court to support the City in its enforcement actions. Code
Enforcement staff (one cannabis inspector and one tobacco retail inspector) are also
responsible for responding to complaints from the public involving cannabis related
municipal code violations such as illegally operating cannabis businesses, odor, or
personal cultivation, and tobacco related complaints. In fiscal year 2022-2023 there were
31 complaints regarding cannabis; currently, there are 51 open cannabis cases. In fiscal
year 2022-2023, staff completed 457 required proactive annual inspections, responded to
20 complaints, cancelled 28 Tobacco Retail Licenses, and issued 33 citations.

In addition to the current inspection and enforcement model, Code Enforcement received
State Department of Justice grant funding for enforcement administered by the County of
Santa Clara Public Health Department (PHD). Staff worked in partnership with the Santa
Clara County PHD to reestablish a youth decoy program to enforce laws prohibiting the
sale of tobacco products to minors. In fiscal year 2022-2023, staff conducted 92 decoy
operations resulting in 20 citations.

On May 14, 2024, City Council directed staff to develop either proposed new cost
recovery fees and resources or general funding streams and resources to build out a
program in either Code Enforcement or the Division of Cannabis Regulation to include
regulating vape and smoke shops. Staff plan to bring recommendations to the Public
Safety, Finance, and Strategic Support Committee in late 2024 or early 2025.

% The Police Department must also prioritize responses to narcotics investigations against other important cases such
as those involving weapons or violence, selling drugs to kids, or those posing an immediate threat to public safety
such as fentanyl.
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Current Annual Operating Fee Structure

San José’s cannabis industry is more complex than in many other California cities. For example,
while some cities only allow retail activity such as storefronts and delivery and strictly prohibit
business activities like cultivation, manufacturing, distribution, and testing, San José¢ allows all of
these activities.

During the March 19, 2024 discussion on cannabis regulations and operating fees, City Council
directed staff to reduce the cannabis storefront retail annual fee from $ 139,406 to $30,000.'° The
City’s current framework, however, does not have a specific annual retail fee. As noted above,
the City of San José allows five cannabis business activities, one of which is retail. Within the
retail business activity, cannabis businesses may have a storefront and/or delivery services. The
City currently has 15 cannabis businesses
operating in the City across 19 locations. Of
those 19 locations, only 6 operate with only one

Cannabis Business Current # of
Activities Per Business Business Locations

1 Activity 6 activity, and only two of those are retail only.
2 Activities 2 The other 13 locations have multiple business
3 Activities 7 activities occurring at each premises. Because
4 Activities 4 DCR staff regulate all of these layered

activities, the current annual operating fee

Total 19 .
covers regulatory oversight over all of them.

This level of activity is more complex and robust than some of the cities San José is sometimes
compared to when comparing regulatory fees. For example, San José is sometimes compared to
Redwood City and Culver City. Neither of these cities allow cultivation, distribution, or
manufacturing. Furthermore, whereas San José has 15 business with 19 locations across the city,
Redwood City only has four businesses operating retail in four locations, and Culver City has
five businesses with only three retail locations and two delivery only.

Four City departments currently contribute to the regulatory compliance of the registered
cannabis businesses, including Police, Finance, Planning, Building, and Code Enforcement, as
well as the City Attorney’s Office. The current distribution of Full Time Equivalents (FTE) is
noted in the table below—along with current budget—and are separated between ongoing
regulatory activities (Annual Operating), and more discrete, infrequent activities (Other
Program):

%https://sanjoseca.primegov.com/api/compilemeetingattachmenthistory/historyattachment/?historyld=f39bdal4-
dfec-4b2e-9bb3-9068b4419758



https://sanjoseca.primegov.com/api/compilemeetingattachmenthistory/historyattachment/?historyId=f39bda14-dfec-4b2e-9bb3-9068b4419758
https://sanjoseca.primegov.com/api/compilemeetingattachmenthistory/historyattachment/?historyId=f39bda14-dfec-4b2e-9bb3-9068b4419758
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Table 1: Current Cannabis Regulation Staffing and Budget

FY 23-24 (Current) FTEs Budget
Annual Operating 7.25 $2,230,496
- Police 5.02
- Finance 0.98
- CAO 0.74
- PBCE 0.51
Other Program* 1.03 $225,512
- Police 0.98
- Finance 0.02
- PBCE 0.03
Total Program Expense 8.28 $2,456,008
- Police 6.00
- Finance 1.00
- CAO 0.74
- PBCE 0.54

* i.e., Application Processing, Delivery Vehicle Inspections
2024-2025 Proposed Operating Budget Annual Operating Fee and Policy Alternatives

City Council’s March 19, 2024 direction asked staff to explore other policy options that would
meet the intent of decreasing regulation and the annual operating fees for cannabis business.
Staff included one such alternative in the 2024-2025 Proposed Fees and Charges Report, which
reduces fees while maintaining reasonable regulation of City businesses. This MBA presents two
additional alternative fee calculation methods to regulate the industry: (1) a $30,000 per year, per
retail storefront location (as initially directed by City Council on March 19, 2024) with greatly
reduced regulation; and (2) a $81,667 per year, per business fee that facilitates approximately the
same level of regulation as the fee structure included in the 2024-2025 Proposed Operating
Budget. As discussed below, staff recommends Alternative 2. However, if the City Council
chooses to implement Alternative 1, the $30,000 fee, the corresponding budget actions to
implement this fee are included in Attachment A.
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Table 2: FY 24-25 Cannabis Annual Operating Fee Alternatives

Cannabis Current # of CURRENT PROPOSED ALTERNATIVE 1 ALTERNATIVE 2
Business Business FY 23-24 BUDGET FY 24-25 FY 24-25
Activities Locations (Only $139,406 per FY 24-25 $30,000 per year, per retail $81,667 per year, per
Allowed Per for Proposed business, per $35,000 per year for storefront location business
Business Budget year first business activity
Methodology) per location, per
business; $20,000 per
year, for each
additional business
activity per location,
per business
1 Activity 6 $ 139,406 $ 35,000 $ 30,000 $ 81,667
2 Activities 2 $ 139,406 $ 55,000 $ 30,000 $ 81,667
3 Activities 7 $ 139,406 $ 75,000 $ 30,000 $ 81,667
4 Activities 4 $ 139,406 $ 95,000 $ 30,000 $ 81,667
Total' 19 $ 2,230,496 $ 1,225,000 $ 510,000 $ 1,225,005
16 Businesses 15 Businesses 17 Retail Storefront 15 Businesses®
19 Locations® Locations

! Four businesses have additional locations (1 Distribution, 1 Manufacturing, 2 Retail).

2 If there are 25 businesses and 19 locations after registering the equity businesses, the estimated fee under Alternative 1 may be
$35,000 per year for first business activity per location, per business; $10,000 per year, for each additional business activity per
location, per business.

3 If there are 25 businesses after registering the equity businesses, the estimated fee under Alternative 2 may be $50,000 per year,
per business.

2023-2024 Adopted Budget

The 2023-2024 Adopted Budget is a cost recovery structure with 8.28 FTE for a total program
cost of $2,230,496, resulting in a $139,406 fee per business, per year. The per business fee
allows businesses operating in San José to have up to three locations, with multiple business
activities at each.

2024-2025 Proposed Operating Budget (Meets Cost Recovery for Minimal Recommended
Regulations)

Many cities regulating the cannabis industry in California have a fee schedule based on the
number of activities at each business location.!! The 2024-2025 Proposed Operating Budget Fee
proposes a per activity schedule starting with $35,000 per year for the first business activity per
location, per business, and $20,000 per year, for each additional business activity per location,
per business. If, for example, a cannabis business has one location with two activities (retail and
distribution) and another location with one activity (manufacturing), their fee for the first
location would be $55,000 and $35,000 for the second location, for a total fee of $90,000 across
both business locations. If a business has only one location with one activity, their fee would be
$35,000 for the year. While this fee structure distributes regulatory fees by the number of
activities occurring at each location, this methodology could result in some businesses
discontinuing business activities to avoid additional activity fees, which goes against the goal of
cannabis business growth.

! Culver City is one example of a City with a tiered fee structure based on the number of activities occurring at a
location: the first activity costs $27,771; each activity thereafter costs an additional $12,778.
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Alternative 1- $30,000 Annual Fee (Council Direction)

The discussion at the March 19, 2024, City Council meeting pertaining to lowering cannabis fees
to $30,000 per retail location centered around an estimated local regulatory program budget of
approximately $1.14 million. The calculation was based on the existing fourteen retail stores
each having two locations (28 * $30,000 = $840,000) plus ten equity businesses, which are not
yet operating, each having one location (10 * $30,000 = $300,000). This calculation made
several assumptions. As noted above, there are currently 19 business locations, 17 of which are
retail. As such, this calculation assumes that retail locations will increase by 21 locations. 2
Second, this calculation assumes that a) 10 equity businesses will make it through the state and
local application process, and b) that all 10 will be able to open retail locations despite high
commercial rent costs in the City.! Setting those assumptions aside, this framework does not
account for the other 30 activities currently occurring across the City that include cannabis
cultivation, manufacturing, and distribution—activities that occur within a larger federal context
of cannabis being illegal and which include products leaving locations not just for personal
consumption but rather for wholesale purposes within and outside City limits.

Should the City Council move forward with this fee, staff could not continue operating a full cost
recovery regulatory program. There are currently 17 retail storefront locations. The total
estimated fees collected for these 17 stores would be $510,000 (17 * $30,000) covering the costs
of approximately 1.8 FTEs.!*

Adopting this alternative reduces DCR staffing levels by 83%. As a result, San José would no
longer be able to regulate cannabis businesses and would primarily only conduct registration
activities; the City would rely on the State for regulation. Since the State is responsible for
regulating close to 9,500 licensees statewide with a staffing level of only 94 people, staff
anticipate many issues of community concern will likely go unregulated and undiscovered.
While Alternative 1 is not recommended, should the City Council move forward with this fee,
the corresponding budget adjustments are included in Attachment A.

12 Out of the 14 currently operating cannabis businesses, only three have applied for zoning code verification
certificates for an additional retail storefront location. Based on this, at best, there may be 17 retail storefronts open
in San José next fiscal year.

13 The Cannabis Equity Program is currently underway. It is too early to tell if there will be ten successful equity
registrations in the next fiscal year as the registration process begins in June 2024. Staff believe the equity
businesses will complete necessary registration tasks, including permit processes, by mid-to-late 2025.

14 The total program cost to provide the minimal recommended regulation for this industry is approximately $1.2
million; therefore, should the City Council wish to provide the minimal recommended oversight but keep the annual
fee at $30,000, about $720,000 would be needed from the General Fund.



HONORABLE MAYOR AND CITY COUNCIL

May 17, 2024

Subject: Cannabis Business Regulatory Fee Program
Page 10 of 14

Table 3: Cannabis Regulation Staffing: Proposed Budget and Alternative 2 vs Alternative 1

FY 24-25 FTEs FY 24-25 FTEs
(Proposed Operating Budget/ (Alternative 1)
Alternative 2) Reduction
Annual Operating 3.75 1.82 (1.93)

- Police 2.82 0.89 (1.93)

- Finance 0.79 0.79 -

- CAO 0.14 0.14 -

-  PBCE - - -
Annual Operating $1,231,050 $510,000 ($721,050)
Budget
Other Program* 0.21 0.14 (0.07)

- Police 0.18 0.11 (0.07)

- Finance - - -

-  PBCE 0.03 0.03 -
Other Program Budget $94,228 $94,228 $0
Total Program 3.96 1.96 (2.00)

- Police 3.00 1.00 (2.00)

- Finance 0.79 0.79 -

- CAO 0.14 0.14 -

- PBCE 0.03 0.03 -
Total Program Expense $1,325,278 $604,228 ($721,050)

* 1.e., Application Processing, Delivery Vehicle Inspections

Additionally, designing an annual cost recovery fee structure based only on retail storefronts
ignores the other cannabis activities currently happening in San José. A retail-storefront-only fee
would allow current and future businesses involved in retail delivery only, cultivation,
manufacturing, distribution, and testing laboratories to operate with no fee and no oversight. To
account for this nuance, City Council could select a fee calculation methodology based on
business location, not retail location (not detailed in any charts in this memorandum). '
However, even if the 15 businesses registered with a total of 19 locations paid $30,000 per
location, the General Fund would still need to make up $660,000 to meet the needs of minimal
regulation. '°

Alternative 2- 881,667 Annual Fee (Meets Cost Recovery for Minimal Recommended
Regulations)

This alternative proposes a cost recovery fee model that funds the same level of minimal
regulation for the cannabis industry as included in the 2024-2025 Proposed Operating Budget; an
industry that is still illegal federally and poses public health and safety risks, especially to youth.
To do so, staff estimates total operating program costs to be about $1.2 million, even after
removing both regulatory requirements and staff needed to conduct internal background
investigations and badging requirements. If City Council were to move from the current
regulatory framework that includes extensive background investigations and badging
requirements for cannabis business employees to a minimal regulatory framework that focuses

15 A business may have up to three locations conducting the variety of cannabis activities previously mentioned.
16 At the time of this memorandum, 18 locations have been approved and one request is pending build out
completion by the applicant.
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on more urgent compliance issues, total program FTEs would be reduced by half (See Table 4).
When meeting with some industry representatives, staff learned they preferred Alternative 2 over
the tiered fee included in the 2024-2025 Proposed Operating Budget. Staff recommends this fee
alternative. Aside from modifying the fee, no additional budget action is required to implement
this fee, as the staffing reductions are already included in the 2024-2025 Proposed Operating
Budget.

Table 4: Cannabis Regulation Staffing — Current Budget vs Proposed Budget/Alternative 2

FY 23-24 FY 24-25
(Current) (Proposed/ Alternative 2) Reduction
Annual Operating FTEs 7.25 3.75 (3.50)

- Police 5.02 2.82 (2.20)

- Finance 0.98 0.79 (0.19)

- CAO 0.74 0.14 (0.60)

- PBCE 0.51 - (0.51)
Annual Operating Budget $2,230,496 $1,231,050 ($999,446)
Other Program* 1.03 0.21 (0.82)

- Police 0.98 0.18 (0.80)

- Finance 0.02 - (0.02)

- PBCE 0.03 0.03 -
Other Program Budget $225,512 $94,228 ($131,284)
Total Program 8.28 3.96 (4.32)

- Police 6.00 3.00 (3.00)

- Finance 1.00 0.79 (0.21)

- CAO 0.74 0.14 (0.60)

- PBCE 0.54 0.03 (0.51)
Total Program Expense $2,456,008 $1,325,278 ($1,130,730)

* i.e., Application Processing, Delivery Vehicle Inspections — Note: The largest difference in Other Program
between Current FY and the Proposed Budget or Alternative 2 is the elimination of background investigations and
badging requirement monitoring and enforcement.

Unintended Consequences of Decreased Regulation

A significant level of oversight over cannabis businesses will be lost under any of the new
proposals. With DCR staff cut at least in half, staff will no longer have the capacity to conduct
several activities.

- Criminal Background Investigations: Staff will no longer conduct criminal background
investigations on all owners, managers, and employees, nor will staff have the capacity to
issue, track, and collect city-issued identification badges. Additionally, due to the
elimination of criminal background investigations, staff will no longer know the unique
identity of each owner responsible for each business (as identified by livescan
fingerprints, versus just a name on an application without corresponding birthdate or
government issued identification). Should a business activity result in a liability to the
City (for example, non-payment of a City tax), staff would rely on the State to provide
the identification information of the persons responsible for the business in order for the
City to pursue any proceedings against them.
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- Labor Peace Agreement Enforcement: DCR will solely rely on the State to enforce state
requirements, including ensuring that cannabis businesses are meeting labor peace
agreement (“LPA”) requirements. Additionally, staff will not monitor each business’s
employee headcount as it relates to LPA requirements, leaving the State to determine and
enforce when an LPA is required of a San José business.

- Business Operations Monitoring: General monitoring for regulatory compliance will be
significantly reduced. For example, with six full-time Police Department employees
currently, staff could monitor at most 9.5% of the hours in which any of the registered
businesses operates. The proposed staffing reduction would reduce that to roughly 4.75%.
Importantly, none of the compliance issues discovered and addressed by City staff,
including diversion of cannabis to persons under age 21 and video surveillance retention,
were discovered by State regulators. As noted above, the State Department of Cannabis
Control Compliance Division has 94 investigators monitoring 9,459 licenses statewide. !’
That is, on average, each state investigator is responsible for monitoring about 100
licenses statewide, whereas the City has one analyst for every 14 licenses.

Staff anticipate that once businesses are no longer closely monitored locally, it is more likely
they will be less compliant. In just the last six months DCR staff discovered eight instances of
adults being allowed to divert cannabis to persons under age 21 at registered cannabis
businesses. With the proposed lowered staffing levels, it is likely these types of diversion will go
unnoticed. It is also likely that more violations will occur with business employees not meeting
age requirements. For example, immediately after the badging position was vacated and left
unfilled in March 2024, DCR staff identified and rejected an application for a 20-year-old to
work at a cannabis business. Going forward, under any of the proposed program changes, this
sort of age verifying activity will be the sole responsibility of the business owners.

Staff Recommendation

All options noted in this MBA and in the Proposed Budget for Fiscal Year 2024-2025 reduce the
annual operating fee and decrease local regulations on the cannabis industry. The 2024-2025
Proposed Operating Budget incorporates a new regulatory fee framework that calculates annual
fees based on the number of activities at a business location. This framework would reduce
regulatory requirements and enforcement and would eliminate about half of the DCR team. Over
the last several weeks, staff had additional conversations with industry representatives and
learned they prefer Alternative 2, which has the same regulatory and staffing impacts on DCR as
the Proposed Operating Budget, but would enact a flat fee of $81,667 as opposed to the variable
fee by activity and location (See Table 2).

17 As of 4/22/2024; available at https://cannabis.ca.gov/resources/data-dashboard/license-report/.
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While conducting research for this MBA, staff also learned that Redwood City is planning to
conduct a cannabis industry fee study over the next year. Staff believe there would be significant
value to the City in reviewing those findings and conducting additional engagement of our local
community, other large California cities, and the State before proposing further alterations to our
existing fee structure. The findings collected from this additional research could help the City
Council understand the tradeoffs associated with further cuts to the regulation of the cannabis
industry.

For Fiscal Year 2024-2025, staff recommends the City Council take a phased approach to the
reduction of cannabis regulations by: (1) revising the Police Department’s Cannabis Annual
Operating Fee in 2024-2025 to $81,667 per year, per business (Alternative 2); (2) reducing
regulatory scope of registered cannabis businesses by excluding background investigations, but
continuing to focus on core business operations monitoring, including age verification, video
surveillance, inventory control, and coordination with State of California entities, and (3)
directing the City Manager, as part of the 2025-2026 Proposed Budget Development Process, to
recommend a modernized annual operating fee structure for the City’s Cannabis Business
Regulatory Program informed by a cannabis business regulatory fee study. The study should
identify common fee structures, describe the associated benefits and risks tied to those fee
structures, outline State of California regulatory activities and their frequency in San José; and
identify lessons learned from the reduced regulatory oversight during 2024-2025.

COORDINATION

This memorandum was coordinated with the City Manager’s Budget Office, City Attorney’s
Office, Finance Department, and Planning, Building and Code Enforcement Department.

ol

PAUL JOSEPH JIM SHANNON
Acting Chief of Police Budget Director

For questions, please contact Wendy Sollazzi, Division Manager, Division of Cannabis
Regulation, San José Police Department, at wendy.sollazzi@sanjoseca.gov or (408) 537-9890.

Attachment A — Budget Actions for Alternative 1
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Attachment A — Budget Actions for Alternative 1

The recommended actions included in the memorandum would implement Alternative 2.
However, if the City Council chooses to implement Alternative 1, alternative budget actions
would be required to recognize the loss of revenue and to implement corresponding cost
reductions to ensure that the regulatory program is not subsidized by the General Fund.
Recommendation 1 would need to be replaced with the following:

1. Revise the Police Department’s Cannabis Annual Operating Fee in 2024-2025 to $30,000
per year, per retail storefront location .

2. Decrease the 2024-2025 General Fund revenue estimate for Fees and Charges by
$721,050.

3. Implement the following changes in the Police Department:
a. Delete 1.0 Division Manager position;
b. Delete 1.0 Analyst I/II position;
c. Decrease the Personal Services budget in the General Fund by $668,638; and
d. Decrease the Non-Personal/Equipment budget in the General Fund by $52,412
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