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CIGARETTE TAX EVASION IN NEW YORK
“Evidence-based reviews have concluded that
increases in the price of cigarettes through excise
taxes or other strategies are an effective policy
intervention to prevent smoking initiation among
adolescents and young adults, reduce cigarette
consumption, and increase the number of smokers
who quit. . . . [The World Health Organization]
stresses that implementation of effective strategies to
limit smuggling and the availability of untaxed tobacco
products is essential to maximizing the effectiveness
of higher taxes in reducing tobacco use.”
— How Tobacco Smoke Causes Disease: A Report of the
Surgeon General (2010)1

Introduction
Cigarette tax increases are a “win-win”
for state governments and for public
health advocates because they
generate revenue for the state and
concurrently decrease smoking rates,
particularly among youth. New York
State’s high tobacco tax rate helps
explain why smoking prevalence in New
York is significantly lower than the
national average.2 Beginning July 1,
2010, New York started enforcing a
$1.60 per pack increase in its state
cigarette excise tax, bringing the total
state excise tax to $4.35 a pack – the
highest in the nation.
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Cigarette Tax Evasion in New York

This report details some of the problems
caused by tax evasion, as well as some
proposed solutions. In New York, the
most significant source of untaxed
cigarettes is Native American
reservations. In surveys conducted
between mid-2008 and mid-2009, 31.7
percent of smokers in New York said
that they had purchased cigarettes from
Native American reservations in the past
year.7 Smokers may also purchase
untaxed cigarettes from online retailers
(often located on Native American
reservations) or from retailers and street
vendors who resell smuggled cigarettes.
Part 1 of this report details some of the
reasons why cigarette tax evasion is an
important problem to address. Part 2
then summarizes current law related to
state and federal cigarette tax evasion.
The following three parts examine the
most common avenues for cigarette tax
evasion in New York: Part 3 looks at
cigarette sales by Native American
retailers to non-Native American
purchasers, Part 4 addresses cigarette
sales by online vendors, and Part 5
reviews cigarette smuggling and
counterfeiting. Current law and legal
issues pertaining to these topics are
analyzed in the relevant sections.
Finally, Part 6 concludes the report and
recommends an aggressive, multipronged approach to addressing tax
evasion in New York State.
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Part 1 – Reasons Cigarette Tax
Evasion Is a Problem
This first section describes the serious
impact that cigarette tax evasion has on
New York. In short, cigarette tax
evasion:
(1) deprives the state of needed tax
revenue;
(2) undermines the public health
benefits of cigarette taxes;
(3) enables youth access to
cigarettes;
(4) creates imbalanced and unfair
business competition; and
(5) funds organized crime and
terrorist groups.
Tax Evasion Deprives the State of
Tax Revenue
Like other states, New York has faced
multi-billion-dollar budget shortfalls
since the economic downturn, and there
is a strong need for the state to
generate tax revenue in order to fund
the services it provides, including
health-related services.8 In New York,
76 percent of the money collected from
cigarette excise taxes funds the tobacco
control and insurance initiatives pool,
from which the state funds major health
initiatives as well as tobacco prevention
efforts. The other 24 percent goes into
the state’s general fund.9 It is projected
that because of the recent tobacco tax
increase, New York State’s revenue
from cigarette and other tobacco taxes
will amount to $1.63 billion in the current
fiscal year, 19.3 percent more than what
was collected in fiscal year 2010.10
However, the amount collected would
be much higher if not for tax evasion.
Tax evasion deprives the state of
needed revenue to pay for tobacco2
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related healthcare expenses, tobacco
use prevention and cessation programs,
and general services.
While estimates differ on the amount of
revenue lost from state cigarette tax
evasion, it is certainly hundreds of
millions of dollars per year.11 A report
prepared for the Department of Health
estimates that in fiscal year 2009 New
York lost approximately $500 million
because of cigarette tax evasion
($467.5 to $612.8 million).12 Other
estimates of annual lost revenue range
from $200 million to more than $1 billion
per year.13
Although the impact of the 2010 tax
increase is not yet known, after the June
2008 tax increase there was significant
growth in the number of New Yorkers
purchasing cigarettes from internet
cigarette vendors and Native American
cigarette retailers.14 Comparing twelvemonth periods before and after the June
2008 tax increase, the percentage of
New York adult smokers that purchased
cigarettes from a Native American
reservation jumped from 24.7 to 31.7
percent.15 Also, during that same period,
the number of New York adult smokers
who reported purchasing cigarettes
through the internet increased from 1.9
to 5.0 percent.16 Unless the state is able
to begin collecting taxes from online
sales and sales by Native American
retailers, the 2010 tax increase could
lead to even more New Yorkers utilizing
untaxed cigarette sources.
Less Money for Tobacco Control and
Smoking-Related Diseases
The loss of tax revenue is harmful to
tobacco use prevention and cessation
campaigns in New York because it
Center for Public Health and Tobacco Policy
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equates to less money available for
state-funded programs that are
dedicated to reducing smoking and
tobacco use. State-funded efforts can
reduce tobacco use and initiation rates
by educating the public about the risks
and hazards of cigarette and tobacco
use, by providing assistance to
individuals who attempt to quit their
tobacco use, and by changing cultural
norms and perceptions about tobacco
use. A 2002 article in The Journal of
Law, Medicine and Ethics reported that
for every dollar spent on tobacco control
programs, over three dollars are saved
in “avoided direct medical costs.”17
These types of programs are an integral
part of government efforts to improve
the public health and welfare, but
spending by states on tobacco control
programs is the lowest it has been since
1999.18 In fiscal year 2010, funding for
New York State’s Tobacco Control
Program was cut by approximately 30
percent due to state budget shortfalls.19
The potential state revenue lost to
cigarette tax evasion further depresses
the state’s ability to adequately fund
tobacco control and cessation
programs.
Less cigarette tax revenue collected by
the state also results in less funding
available for healthcare costs incurred
from smoking-related illnesses. New
York spends about $8.17 billion a year
on health care costs resulting from
smoking-related disease, with
approximately $5.47 billion coming from
the state Medicaid fund.20 These figures
far outweigh the roughly $1.4 billion that
the state generates annually in tobacco
tax revenue.21

3
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Reduction in Settlement Agreement
Payments

Tax Evasion Undermines the Public
Health Benefits of Cigarette Taxes

Under the Master Settlement Agreement
(MSA) of 1998 between the major U.S.
tobacco companies and the attorneys
general of forty-six states (including
New York), the amount of money that
tobacco corporations are required to pay
to state governments is adjusted based
on changes in cigarette consumption.22
The cigarette consumption figure is
calculated by changes only in legal
cigarette sales.23

“[D]uring the 1 year after the June 2008
tax increase, smokers in New York felt
the effects of the higher tax. Rather than
making more quit attempts or smoking
less, however, many found ways to
obtain lower cost cigarettes by shopping
online or on Indian reservations.”

Therefore, when cigarette taxes are
avoided due to consumers purchasing
illegal packages of cigarettes, states
receive less money from the MSA than
they should because the amount of
cigarettes that are being consumed is
not being accurately reflected.24 Taxfree cigarette sales deprive the state of
this much-needed revenue.

—Implication of the June 2008 $1.25
Cigarette Tax Increase (2010)25

Every year, 25,400 New Yorkers die
from smoking, and it is predicted that
389,000 New York youth who are
seventeen and younger will eventually
die from cigarette use.26 In addition to
raising revenue, a primary purpose of
increasing cigarette and tobacco taxes
is to deter cigarette and other tobacco
consumption. Cigarette tax evasion
undermines this deterrent effect of
cigarette taxes. This is detrimental to
public health because increases in
cigarette taxes have been shown to be
one of the most effective means of
reducing smoking rates.27 Studies have
found that increasing cigarette prices (a)
decreases the number of people – and
youth in particular – who initiate
smoking, (b) reduces the quantity of
cigarettes consumed by those who
continue smoking, and (c) increases the
amount of people who stop smoking.28
Researchers estimate that for every 10
percent increase in cigarette prices
there is about a 4 percent decrease in
smoking.29 Moreover, “[c]hildren and
adolescents are about three times more
sensitive to cigarette price changes than
are adults . . . . Higher taxes are
particularly effective in protecting youth
experimenters from progressing to
regular smoking, addiction, and for
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many, a premature death caused by
tobacco use.”30 About 90 percent of
smokers begin smoking as a teenager,
and more than four out of five smokers
become addicted before reaching the
age of eighteen.31 Therefore it is crucial
for cigarette taxes to function effectively
as a deterrent to minors in order to
prevent them from becoming long-term
smokers.
Widespread tax evasion can undermine
these potential public health benefits. A
focus group study of African American
adults who lived in Harlem in New York
City found that “a highly visible network
of bootleggers . . . appeared after the
[2002] tax increase throughout the
community on street corners, in busy
shopping areas, outside subway
entrances, and in apartment
buildings.”32 These illegal sellers –
referred to as “$5 men” because of the
price at which they sold cigarette packs
– weakened the public health impact of
the tax increase. According to the study,
“Smokers noted that opportunities for
reduced-priced cigarettes were so
prevalent that most smokers needed to
alter only purchasing patterns rather
than smoking patterns[.]”33 The network
of illegal sellers also served as a “visible
trigger to smoke.”34 (Subsequent law
enforcement actions have reduced, but
not eliminated, the visibility of these
illegal bootleggers.35)
A study surveying Erie and Niagara
Counties in 2002-2003 found that 67
percent of the smokers there usually
bought cigarettes at Native American
reservations, compared to 33 percent
who usually bought cigarettes from
stores and vending machines.36
Smokers could access several
reservations in the counties, and
Center for Public Health and Tobacco Policy
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cigarettes cost 250 percent more in
stores and vending machines than on
reservations.37 The study of these New
York counties concluded that “[t]he
ready availability of less expensive
cigarettes undermines the public health
benefit of higher cigarette prices.”38
Another study using the same survey
data found that “[t]he availability of lowtaxed or untaxed cigarettes may inhibit
motivation to attempt to quit smoking,
thus undermining the public health
benefit of higher cigarette excise
taxes.”39
Improving enforcement against tax
evasion could help thousands of New
Yorkers to not smoke. A 2006 report
found that, based on 2004 data and tax
rates, “[i]f all smokers paid the average
retail price for cigarettes (including the
excise tax), the current prevalence of
smoking would be 2 to 3 percent lower,
representing between 51,026 and
76,539 fewer adult smokers in New
York.”40 A 2010 State Senate report
estimated that if cigarette taxes were
collected from Native American
cigarettes sales to non-Native
Americans, “100,000 New Yorkers
would quit smoking.”41
Tax Evasion Enables Youth Access
to Cigarettes
Cigarette taxes are increasingly being
evaded through internet sales.42 This is
detrimental to public health because
online access to cigarettes and tobacco
means easier youth access.43 Internet
cigarette vendors may function as a
loophole to the minimum age
requirement. For example, most fail to
implement adequate age verification
systems, allowing minors to use the
anonymity of the internet to easily
5
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purchase cigarettes through the
retailer’s website.44 A study published in
2003 showed that minors could buy
cigarettes online 89 percent of the time
when purchasing with money orders and
94 percent of the time when purchasing
with credit cards.45
In addition to purchasing cigarettes
directly from an internet cigarette
vendor’s website, minors may also have
the opportunity to purchase cigarettes
from individuals (including other minors)
who purchase quantities of cigarettes
from tax-free internet cigarette vendors
or other tax-free sources and then turn
around and sell them at a much cheaper
price than retail stores – and without any
age restrictions.46
Tax Evasion Creates Imbalanced and
Unfair Business Competition
Tax evasion affects local “revenue, jobs
and community reinvestment.”47 Local
businesses that adhere to the New York
cigarette tax laws can lose customers to
lower-priced sources.48 For example, a
New York State Senate report noted
that “7-Eleven stores in Shirley, Long
Island have almost no cigarette sales
due to their close proximity to the
Poospatuck Tribe Reservation,” where
cigarettes can be purchased tax-free.49
Following the 2008 tax increase, there
was a 22.8 percent decrease in the sale
of state “tax-paid” cigarettes, but no
increase in reported intentions or
attempts to quit smoking during that
same period.50 This indicates that more
New York smokers were purchasing
cigarettes from lower-priced, untaxed
sources.
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Tax Evasion Funds Organized Crime
and Terrorist Groups
“Cigarettes are, in fact, the world's most
widely smuggled legal consumer
product.”
— Michelle Leverett, Tobacco Use: The
Impact of Prices (2002)51

Evasion of the New York cigarette tax
presents an opportunity for organized
crime and terrorist groups to take
advantage of a smoker’s willingness to
seek out lower-priced packages of
cigarettes.52 These groups are able to
generate funding by purchasing large
quantities of cigarettes from tax-free
sources (such as Native American
reservations and internet cigarette
vendors) and then selling them on the
streets or the black market at
substantially lower prices than statelicensed retailers.53 For example, in
2004, members of the Seneca Nation of
Indians were convicted of selling
untaxed cigarettes to a smuggling ring
with ties to Hezbollah.54
These organized crime and terrorist
groups also have the opportunity to
purchase large quantities of cigarettes in
states that have substantially lower
cigarette taxes and then traffic the
cigarettes into New York State to sell at
considerably lower prices.55
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Part 2 – Current Tax Law
Applicable Cigarette Taxes
The current state excise tax on
cigarettes in New York is $4.35 per
pack.56 The cigarette tax was increased
from $2.75 per pack to $4.35 per pack in
June 2010 (effective July 1, 2010) and is
currently the highest state tax in the
nation. The state with the next highest
cigarette tax is Rhode Island, with a tax
of $3.46 per pack.
State law gives New York City the
authority to impose an additional tax on
cigarettes sold within the city.57
Currently, New York City’s cigarette tax
rate is $1.50 per pack, which means that
the combined state and local taxes on a
pack of cigarettes sold in New York City
total $5.85 per pack.58
In addition to state and local taxes, there
is a $1.01 federal tax on each pack of
cigarettes.59 The federal tax was
increased by $0.62 per pack in 2009 to
fund an expansion of the State
Children’s Health Insurance Program
(SCHIP).60

January 2011

consumer. It is illegal for licensed
dealers to possess or sell cigarettes in
New York that do not possess the
required tax stamp.63
If an individual obtains cigarettes that do
not have the tax stamp – by, for
example, purchasing untaxed cigarettes
from an online vendor or a Native
American retailer – that individual
becomes liable for the payment of a
“use tax” on those cigarettes that is
equal to the amount of the unpaid
excise tax.64 In recent years, New York
City has aggressively sought to collect
taxes from individuals who purchased
supposedly “tax-free” cigarettes online.
It has collected more than $3 million in
unpaid cigarette taxes in the past four
years.65
New York law imposes criminal
penalties on unlicensed individuals who
transport cigarettes for the purposes of
sale or otherwise seek to evade state
cigarette taxes.66 Possible punishments
vary depending upon the quantity of
untaxed or unlawfully taxed cigarettes at
issue, but may include lengthy prison
sentences for serious offenses.67

State Tax Collection and Tax Evasion
Although “[i]t is intended that the
ultimate incidence of and liability for the
tax shall be upon the consumer,”61
cigarette excise taxes are actually paid
by licensed “stamping agents,” typically
wholesalers.62 The stamping agents
purchase cigarette tax stamps and affix
them to packs of cigarettes in advance
of their first sale within New York. The
cigarettes with the tax stamps are then
sold to wholesale or retail dealers (who
must also be licensed), and the cost of
the tax is passed on to the ultimate
Center for Public Health and Tobacco Policy
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●

●

New York State Taxes on Cigarette Products
Cigarette Tax (Excise Tax): The New York State “cigarette tax” is defined as “a tax on all
cigarettes possessed in the state by any person for sale.” Typically, this tax is collected before
retail sale so that the tax amount is part of the total sales price. The state cigarette tax is the
focus of this report and commonly referred to as an excise tax.
Use Tax on Cigarettes: The state also applies a tax to cigarettes “used” in New York. The use
tax amount is the same as the cigarette tax amount. Those who possess cigarettes in the state
do not need to pay the use tax if they (a) already paid the N.Y. cigarette tax, (b) are exempt from
paying the cigarette tax, or (c) bring 400 cigarettes or less into the state.
Sales Tax: The general 4 percent state sales tax on personal goods applies to cigarette
purchases.

●
Federal Tax Collection and Tax
Evasion
At the federal level, the manufacturer or
importer of cigarettes is responsible for
the payment of taxes.68 Taxes are due
shortly after the products are removed
from the manufacturer or importer’s
warehouse for sale.69 Evading or
refusing to pay the tax is punishable by
a fine of up to $10,000 and a prison
sentence of up to five years per offense,
in addition to tax penalties and forfeiture
of the cigarettes.70
In addition, the federal Contraband
Cigarettes Trafficking Act (CCTA)
addresses the issue of cigarette
trafficking.71 The law mandates
recordkeeping by cigarette distributors
and makes it unlawful for any person to
“knowingly ship, transport, receive,
possess, sell, distribute, or purchase
contraband cigarettes or contraband

Center for Public Health and Tobacco Policy
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●
smokeless tobacco.”72 “Contraband
cigarettes” are defined as:
[A] quantity in excess of 10,000
cigarettes, which bear no
evidence of the payment of
applicable State or local
cigarette taxes in the State or
locality where such cigarettes
are found, if the State or local
government requires a stamp,
impression, or other indication
to be placed on packages or
other containers of cigarettes to
evidence payment of cigarette
taxes . . . .73
Thus, the CCTA gives the federal
government the authority to punish
evasion of state and local tax laws, but
only when large quantities of contraband
cigarettes are at issue. Violations of the
CCTA are punishable by fines and up to
five years in prison.74
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Part 3 – Sales by Native American
Retailers
Native American retailers are by far the
largest source of untaxed cigarettes in
New York. A study conducted on behalf
of the New York State Department of
Heath prior to the 2010 excise tax
increase found that nearly one-third of
adult smokers in New York reported
purchasing untaxed cigarettes from a
Native American reservation during the
past year.75 While it is difficult to
determine what percentage of their
cigarettes current smokers purchase
from Native American retailers, the
study estimated that these untaxed
sales resulted in hundreds of millions of
dollars of lost tax revenue for the state.76
According to the New York State
Department of Taxation and Finance,
Center for Public Health and Tobacco Policy
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“[m]ore than one in three cigarettes sold
in New York by licensed stamping
agents are sold to Native American
merchants without a stamp and thus
without the tax being paid.”77 In addition
to purchasing untaxed cigarettes from
stamping agents, some Native American
tribes engage in their own cigarette
manufacturing, producing their own
brands of cigarettes.78 Other Native
American retailers obtain untaxed or
lower-taxed cigarettes from smugglers
or by purchasing cigarettes in other
states that have lower cigarette taxes.79
In June 2010, when the State of New
York increased its cigarette tax, it also
enacted new provisions intended to
allow for the collection of taxes on
cigarettes sold by Native American
retailers for use by non-tribal members.
The new provisions – which have not
yet gone into effect because of a court
9
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order delaying their enforcement –
represent the latest in a long-running
series of periodic showdowns between
the state legislature and Native
American tribes over the issue of
cigarette tax enforcement. The
legislature is seeking to avoid largescale tax evasion by ensuring that
Native American retailers do not
become the source for tax-free
cigarettes that are then redistributed
around New York. Meanwhile, the
Native American tribes have repeatedly
said that any attempt to collect cigarette
taxes from Native American retailers will
be seen as a violation of their
sovereignty rights.
Background
In 1976, the U.S. Supreme Court ruled
in Moe v. Confederated Salish &
Kootenai Tribes of Flathead Reservation
that states could not collect taxes on
cigarette sales by Native Americans to
members of their own tribe or nation if
the sale occurs on a reservation or other
Indian land.80 However, the Court ruled
that states could collect taxes from sales
of cigarettes made by Native Americans
on reservation land, so long as the sales
were made to non-Native Americans or
non-members of the particular nation.81
Although New York’s law provided for
(and still provides for) the collection of
excise taxes on “all cigarettes
possessed in the state by any person for
sale,” unless the “state is without power
to impose such a tax,” 82 the state did
not attempt to collect taxes on cigarettes
sold to or by Native American tribes until
1988. In that year, the New York
Department of Taxation and Finance
(DTF) created regulations enabling the
collection of taxes on cigarette sales to
Center for Public Health and Tobacco Policy
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non-Native Americans83 – and allowing
limited tax-free sales to tribal members
by establishing an annual quota or
“probable demand” for tax-free sales.84
The “probable demand” was to be
determined either by “multiplying the
‘New York average [cigarette]
consumption per capita’ by the number
of enrolled members of the affected
tribe,” or by analyzing evidence of local
demand submitted by the tribe.85
Before the regulations were
implemented, they were challenged in
court by cigarette wholesalers who did
business with Native American retailers
(Department of Taxation and Finance v.
Milhelm Attea). They argued that federal
laws governing trade with Native
Americans preempted state law, and
therefore states could not collect taxes
on cigarettes sold to Native American
tribes.86 The case worked its way up to
the U.S. Supreme Court, which
ultimately affirmed that “States have a
valid interest in ensuring compliance
with lawful taxes that might easily be
evaded through purchases of taxexempt cigarettes on reservations,” and
that the state’s interest in collecting
lawfully owed taxes “outweighs tribes’
modest interest in offering a tax
exemption to customers who would
ordinarily shop elsewhere.”87 The
Supreme Court approved of the state’s
“probable demand” scheme in principle,
although it noted that it could be
challenged in a future lawsuit if the
demand quota proved to be inadequate
or the regulations were unnecessarily
burdensome.88
Despite the Supreme Court’s favorable
ruling in 1994, the state delayed
enforcement of the regulations while it
negotiated with tribal leaders and
10

Cigarette Tax Evasion in New York

reviewed legal and technical obstacles
to enforcement.89 The delay resulted in
another lawsuit, New York Association
of Convenience Stores v. Urbach, this
one filed by convenience store owners
seeking to compel the collection of taxes
on cigarettes sold by Native American
retailers. The plaintiffs in this lawsuit
alleged that “both their own competitive
interests and the interests of all New
York State taxpayers were being
impaired by the Tax Department’s
differential enforcement of [cigarette]
taxes.”90 They claimed that the unequal
enforcement of the law violated their
equal protection rights under the
Constitution.91 The lower courts agreed,
and the case went to the New York
Court of Appeals (the state’s highest
court).
Meanwhile, New York’s attempts to
collect cigarette taxes from Native
American retailers were met with
resistance. In 1997, when the state was
unable to negotiate a settlement with the
Seneca tribe, it attempted to impose a
blockade and prevent the Senecas from
receiving untaxed cigarettes or
gasoline.92 This led to protests, including
tire fires that caused a fatal traffic
accident on the expressway, as well as
a violent confrontation between state
troopers and tribal members.93 In the
face of this pressure, Governor Pataki’s
administration reversed course and
announced that Native American tribes
should “have the right to sell tax-free . . .
cigarettes free from interference from
New York State.”94 In 1998, the state’s
new position was made official when the
1988 DTF regulations were repealed.95
By the time the Urbach lawsuit reached
the Court of Appeals, the DTF
regulations had been rescinded.
Center for Public Health and Tobacco Policy
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Because this change took place after
the lower courts had analyzed the case,
the Court of Appeals returned the case
to the lower courts with instructions to
reconsider whether New York’s nowpermanent policy of not collecting taxes
from Native American retailers was a
violation of other retailers’ equal
protection rights. On remand, the trial
court wrote that the legal question came
down to whether there was a “rational
basis” for the state’s decision to repeal
the DTF regulation and cease its efforts
to collect the cigarette tax from Native
American tribes.96 It concluded that
there were many reasons that the
state’s policy met the “rational basis”
standard. Summarizing some of these
factors, the court wrote:
Notably, Indian tribes have
immunity from suit and cannot
be sued to accomplish tax
collection.
This
immunity
extends to tribal retailers.
Further, because of the unique
nature of Indian reservations,
the Department of Taxation and
Finance cannot send auditors to
examine the retailers’ books
and records, nor can this
Department
compel
the
reservation retailers to attend
audits
held
off
of
the
reservations, or compel the
production of books and
records.
The
Respondents
cannot seize property on Indian
reservations, nor can the
Department levy tax liens upon
Reservation
property.
The
seizure of shipments of motor
fuel or tobacco products
destined
for
sale
upon
reservations did not prove to be
an effective enforcement tool. It
11
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is shown that the attempts at
enforcement of the collection
regulations resulted in the
blockading of public highways,
threats of violence, actual
violence and public unrest.97
The appellate court affirmed the trial
court’s judgment, and the Court of
Appeals declined to hear the case.98
In 2005, New York again attempted to
collect cigarette taxes from Native
American retailers. Tax Law section
471-e was amended, creating a coupon
system that was based on the probable
demand framework. Under this system,
tobacco wholesalers would pay taxes on
all cigarettes sold, regardless of whether
or not the customers were Native
American retailers.99 DTF would then
issue tax exempt coupons to the tribes
equal to the probable demand of tribal
members. These coupons would be
provided to wholesalers in lieu of tax
payment, and the wholesalers in turn
would redeem them from DTF for
refunds of the prepaid taxes. Tax Law
section 471-e additionally provided that
the law “shall take effect March 1, 2006,
provided that any actions, rules and
regulations necessary to implement the
provisions of [the statute] on its effective
date are authorized and directed to be
completed on or before such date.”100
DTF, which was charged with
establishing the necessary regulations
by March 2006, never did so.101 Instead,
it declared a “policy of forbearance” from
collecting the tax and never calculated
the probable demand or distributed the
coupons.102 Despite the absence of
regulations, the Attorney General sought
to enforce section 471-e. This led to
another court challenge, when a
Center for Public Health and Tobacco Policy
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wholesaler sued for an injunction to
prevent enforcement of section 471-e
(Day Wholesale v. State). The appellate
court agreed with the plaintiff that
because no regulations had been
enacted, the state was without power to
enforce the law “‘until such time as
[DTF] has adopted the necessary rules
and regulations to implement the Indian
Tax Exemption Coupon System and has
distributed Indian tax exemption
coupons to the recognized governing
bodies’ of specified Indian nations and
tribes.”103
In sum, by 2010, when the state again
attempted to collect taxes on cigarettes
sold by Native American retailers to
non-tribal members, the numerous legal
battles that had already been fought on
this issue had established the following:
• The state has the legal authority to
tax cigarettes sold by Native
American retailers to non-Native
Americans (Moe);
• A tax collection system based on the
“probable demand” of Native
American tribes would likely
withstand legal scrutiny (Milhelm
Attea);
• Even though such a taxation scheme
would be legal, the state faced
challenges in seeking to enforce its
tax law against Native American
retailers (Urbach);
• A state policy of “forbearance” from
collecting taxes on cigarettes sold by
Native American retailers would not
violate the Constitutional rights of
non-Native American retailers
(Urbach); and
• Taxes could not be collected from
Native American retailers until, at a
minimum, regulations were put in
place establishing how such a tax
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collection regime would operate (Day
Wholesale).
2010 Developments
Cayuga Indian Nation of New York v.
Gould
In 2010, the New York Court of Appeals
again found itself in the middle of a
dispute regarding tax collection from
Native American retailers. The Cayuga
and Seneca County District Attorneys
(DAs) had requested assistance from
DTF to prevent sales of untaxed
cigarettes by two retail stores operated
in their jurisdictions by the Cayuga and
Seneca Nations. DTF declined to help,
citing ongoing negotiations between the
Governor and the Nations to resolve the
issue. The DAs pressed ahead,
obtaining warrants executed by law
officers who searched and confiscated
unstamped (therefore untaxed)
cigarettes from the stores.
One day later, before any criminal
charges had been filed, the Cayuga
Nation brought a declaratory judgment
action against the DAs to seek a ruling
that Native American retailers were not
obligated to collect taxes since the
regulations to implement the tax
exemption coupon system under section
471-e had never been put into effect.104
It also sought an injunction to bar tax
evasion charges against the Nation or
its employees until a system for
calculating and collecting taxes was
implemented by DTF.105 The DAs
argued that despite the lack of
regulations to implement section 471-e,
they should be able to enforce the tax
law against the retailers at issue
because the stores were located on land
that was not part of a “qualified
Center for Public Health and Tobacco Policy
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reservation” according to New York tax
law and therefore the Nation could not
claim sovereign power over the
property.106 The court ruled for the DAs,
and the Nation appealed the New York
Court of Appeals.
The Court of Appeals first addressed the
question of whether the retailers had
been located on a “qualified
reservation.”107 In a complicated
decision that analyzed treaty rights
dating back to the eighteenth century,
the court held that the retailers were in
fact located on a “qualified reservation.”
The DAs responded that even if the
retailers were part of a “qualified
reservation,” New York tax law
prohibited the retailers from selling
untaxed cigarettes to customers who
were not members of the Nation. The
court rejected this argument, writing that
since no mechanism had been put in
place to enforce section 471-e, there
was no method for “determining how
much sales tax is due in relation to retail
sales that occur on an Indian
reservation, how much non-taxed
inventory can be maintained and what
process will be used for collecting the
taxes due from Indian retailers, while
simultaneously respecting their federally
protected right to make tax-free sales to
tribal members.”108 Therefore, tax
collection from Native American retailers
under the general cigarette tax provision
(N.Y. Tax Law § 470) was not feasible.
The court did note that unless they are
Native Americans, those purchasing
cigarettes from Native American
retailers are liable for payment of the
“use tax” pursuant to N.Y. Tax Law
section 471-a.109 The Native American
retailers, however, could not be required
to collect the tax on behalf of the state.
In short, the Court of Appeals reaffirmed
13
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that until there were regulations to
implement tax exemption coupon
system under section 471-e or until
there was a new law in place, the state
could not collect cigarette taxes from
Native American retailers.110
June 2010 Revisions to Section 471-e
In June 2010, New York’s state
government was searching for ways to
close a massive budget deficit. To
address the issue, Governor Paterson
and the state legislature agreed to both
increase the state’s cigarette tax by
$1.60 per pack and to revisit the issue of
cigarette sales by Native American
retailers.
Following the Gould decision, it was
clear that the state would have to enact
new laws or regulations in order to
collect taxes from Native American
retailers, and so on June 21, 2010, the
legislature enacted emergency
legislation revising section 471-e. Under
the new system, all cigarette packs sold
in New York State would bear tax
stamps, and all licensed stamping
agents would prepay taxes when they
purchase the stamps. Native American
nations would obtain tax-free cigarettes
for the use of their tribal members by
either participating in a coupon system
or a prior approval system. Both
systems would be based on the annual
probable demand of cigarettes by
qualified tribal members.
In short, the coupon and prior approval
systems would work as follows:
Coupon System: The recognized
governing body of a Native American
nation or tribe can elect to participate in
the coupon system. Under this system,
Center for Public Health and Tobacco Policy
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the tribe is provided with coupons for
tax-free purchases equal to the tribe’s
probable demand. Probable demand is
determined with reference to national
data regarding per capita cigarette
consumption, plus any evidence
submitted by the tribal government. The
tribal government can distribute the
coupons directly to tribal members or to
Native American retailers, as long as the
retailers sell tax-free cigarettes only to
tribal members. The coupons authorize
the bearer to purchase cigarettes
without paying the excise tax. The
dealers who receive the coupons can
then file a form to obtain a refund for
taxes that were paid on the cigarettes.
Prior Approval: A Native American
tribe or nation that does not participate
in the coupon system can obtain taxfree cigarettes equal to the tribe’s
probable demand, but any such tax-free
sales must receive prior approval from
DTF. All cigarettes must bear a tax
stamp, but DTF will then provide a credit
directly to the dealer for any taxes paid
on cigarettes sold to Native American
tribes through the prior approval system.
Probable demand will be determined in
the same manner as under the coupon
system.
The revised version of section 471-e
also provides that tribes may enter into
agreements with the state that will
override the otherwise applicable
provisions of the law. Importantly, in
contrast to the 2005 version of section
471-e, the new version of the law states:
The failure of [DTF] to establish,
issue and provide Indian tax
exemption coupons, pursuant to
subdivisions one and two of this
section, or to promulgate any
14
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rules, regulations or directives
necessary to implement the
provisions of this section, shall
not relieve wholesale dealers of
the obligation to sell only taxstamped cigarettes to Indian
nations and tribes, and to
reservation cigarette sellers.111
Subsequent Litigation
The revised law regarding collection of
cigarette taxes on sales to Native
American retailers was scheduled to go
into effect on September 1, 2010.
However, lawsuits were filed to prevent
the new law from taking effect and
spokespersons for Native American
retailers reacted angrily to the new
legislation, calling the new tax collection
scheme “an act of war” and “a deliberate
effort to sabotage federal treaty rights
and rape our economy to bail out New
York State.”112
Just before the law was scheduled to go
into effect, Judge Richard Arcara of the
Western District of New York issued a
temporary restraining order preventing
the law from going into effect until the
lawsuit filed by the Seneca Nation of
Indians could be heard in court. After a
hearing was held in September, Judge
Arcara ruled that “the Nations’ right of
tribal sovereignty is not
unconstitutionally burdened by
implementation of the tax law
amendments,” and he denied the
plaintiffs’ motion for a preliminary
injunction.113 Despite ruling for the
State, the judge granted a stay of his
order pending appeal, preventing tax
collection from taking place until the
Second Circuit Court of Appeals could
consider the case.114 Judge Arcara
subsequently ruled similarly on a
Center for Public Health and Tobacco Policy
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separate lawsuit filed by the St. Regis
Mohawk Tribe and the Unkechauge
Indian Nation.115
On December 9, 2010, the Second
Circuit Court of Appeals denied the
state’s request to allow tax collection to
begin while the appeals progressed.116
Therefore, tax collection on sales to
Native American retailers will not begin
until the Second Circuit considers and
decides the case. The Second Circuit
will likely hear and rule on the case
sometime in 2011, but its decision may
well be appealed to the U.S. Supreme
Court.117
In substance, the legal challenge filed
by the Seneca Nation denies that the
state has the authority to tax sales made
by Native American retailers on tribal
lands, even if those sales are made to
non-Native Americans. The Seneca
Nation argues that the new tax law
“conflicts with the Nation’s own existing
comprehensive regulatory program
governing the importation, exportation,
and sale of cigarettes on the
Territories,”118 and interferes with the
right of the Nation to “make its own laws
and be ruled by them.”119 The state sees
the matter very differently. It contends
that the right of the state to tax sales to
non-tribal members is well established,
and that “[f]ar from presiding over a wellregulated tobacco economy, the
[Seneca Nation] instead benefits from
widespread noncompliance by the
reservation retailers with the cigarette
tax laws of the states and the federal
government.”120 Furthermore, the state
claims that the law was “expressly
designed to respect tribal selfgovernment,” and it emphasizes that the
burden of paying the tax falls on
licensed stamping agents, not members
15
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of the Seneca Nation.121 The state won
the first round of this legal fight, but
enforcement of the law is still on hold
while the legal process continues.
*

*

permissible guidelines established by
the Supreme Court in Moe and other
cases for collecting taxes on Native
American cigarette sales. Nonetheless,
the legal fight is far from over, and it will
likely be several more months until the
legal challenges work their way through
the courts. While the legal proceedings
are ongoing, the state should prepare a
strategy to implement the law. History
suggests that even if the state’s position
is vindicated in court, enforcement of the
law may not be easy.

*

In sum, the revised version of section
471-e that the New York Legislature
enacted in June 2010 provides the state
with the authority to collect taxes from
Native American retailers on sales to
non-Native Americans. The new version
of the law appears to fall within the

●

●

●

Cigarette Tax Collection in Other States
Washington
Washington State law requires Native American retailers to collect state excise taxes on cigarette
sales to non-Native American customers. W ASH. REV. CODE § 82.24.020 (2011). Untaxed
cigarettes may be sold to tribal members, but the retailers must ask to see a tribal identity card
before making a sale (unless the buyer is personally known to the seller), and the retailers must
keep detailed records of both taxable and nontaxable sales. W ASH. ADMIN. CODE § 458-20-192
(2011). The state may enter into contracts with tribes to substitute comparable tribal cigarette
taxes for all state and local taxes applied to cigarettes sold by Native American retailers on that
tribe’s land, and most tribes have entered into such contracts. Washington State’s authority to
require detailed record keeping by Native American retailers and to tax sales to non-Native
American purchasers was upheld by the U.S. Supreme Court in Washington v. Confederated
Tribes of Colville Indian Reservation, 447 U.S. 134 (1980).
Michigan
Michigan requires wholesalers to collect taxes on all cigarettes sold in the state – including those
sold to Native American retailers. Native American retailers must pay the tax when they acquire
the cigarettes, but they can subsequently file for refunds on sales made to members of their own
tribe. As in Washington, the tribes can also enter into separate tax agreements with the state that
would supersede otherwise applicable law. The Sixth Circuit Court of Appeals ruled in 2007 that
Michigan’s pre-payment/refund system did not violate or conflict with federal law, and that the
state was authorized to seize untaxed cigarettes mailed to Native American retailers. Keweenaw
Bay Indian Cmty. v. Rising, 477 F.3d 881 (6th Cir. 2007).

●
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Timeline of Native American-Related Cigarette Tax Litigation in New York State
1976: Moe v. Confederated Salish & Kootenai Tribes of Flathead Reservation
•United States Supreme Court rules that:
•States cannot collect taxes on cigarette sales by Native Americans to members of their own tribe or nation if the sale occurs on a
reservation or other Indian land.
•States can collect taxes on cigarette sales by Native Americans on reservation land to non-Native Americans or non-members of the
particular nation.

1988: ‘88 Regulations
•New York Department of Taxation and Finance (DTF) creates regulations enabling the collection of taxes on cigarette sales to nonNative Americans.

1994: Dep't of Taxation & Fin. of New York v. Milhelm Attea & Bros., Inc.
•United States Supreme Court rules that the 1988 DTF regulations are valid. New York has a legitimate interest in collecting cigarette
taxes from non-tribal member cigarette purchases on tribal land.

1997: Enforcement Protests
•After failed negotiations, the state attempts to block the Senecas from receiving cigarettes and gasoline. Large-scale protests result.

1998: '88 Regulations Repealed
•State decides to “forebear” enforcement of cigarette tax collection from transactions made on tribal land.

2000: New York Association of Convenience Stores v. Urbach
•Non-Native American convenience store owners bring a lawsuit against the state, arguing that state’s “forebearance” policy was
unfair and unconstitutional. State appellate court affirms rules that state’s decision not to collect tax from Native American retailers
was legal. Frustrated past enforcement attempts constitutes a “rational basis” for the state’s policy.

2005: Tax Law § 471-e Amendment
•Tax Law section 471-e is amended to enforce collection on tribal land and create a coupon system to exempt intra-tribal sales based
on the probable demand framework. The changes would only become effective if the necessary rules and regulations to support the
amended law were in place by March 2006. These rules and regulations were not established.

2008: Day Wholesale, Inc. v. New York
•State appellate court upholds a lower court ruling preventing the state from enforcing the section 471-e amendments until
supporting rules and regulations are established.

2010 May: Cayuga Indian Nation of New York v. Gould
•Court of Appeals of New York rules that Cayuga Indian Nation stores, which were searched and had unstamped cigarettes confiscated,
were located on a “qualified reservation” and that the retailers were not required to pay state excise tax because regulations to
implement 471-e had never been put in place.

2010 June: Tax Law § 471-e Amendment
•Tax Law section 471-e is amended again. Native American nations can obtain tax-exempt cigarettes for tribal member use by
participating in either a coupon system or prior-approval system. Wholesalers and Native American retailers are obligated to sell only
tax-stamped cigarette packs even if no supporting rules or regulations are established.

2010 October: Seneca Nation of Indians v. Paterson
•U.S. District Court denies Seneca Nation’s motion to prevent the amended law from taking effect while the case proceeds, finding the
plaintiffs were unlikely to succeed in the case. However, this ruling is immediately appealed, and the court does temporarily prevent
the amended law from taking effect during the appeals process.
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Part 4 – Online Tobacco Sales
and the PACT Act
Another way that taxes can be evaded
is through the online sale of untaxed
cigarettes. This issue cannot be
separated from the issue of taxation of
Native American cigarette sales to nontribal members, as the top three
websites from which New Yorkers are
purchasing untaxed cigarettes are
located on Native American reservations
in western New York.122 Both New York
and the federal government have been
seeking to crack down on internet sales
in order to reduce tax evasion and
prevent cigarette purchases by minors.
New York Law
New York became the first state in the
nation to prohibit direct-to-consumer
deliveries of tobacco products when the
legislature enacted Public Health Law
section 1399-ll in 2000.123 The law
prohibits “any person engaged in the
business of selling cigarettes” from
shipping cigarettes to individual
consumers in New York.124 Cigarettes
can only be shipped to stamping agents,
wholesale dealers, retail dealers,
exporters, or government employees
acting pursuant to their official duties.
Another part of section 1399-ll prohibits
shipping companies from transporting
cigarettes to individual customers.125
Section 1399-ll was challenged in court
by Brown & Williamson Tobacco
Corporation, which claimed that the law
violated the “dormant commerce clause”
of the U.S. Constitution.126 Because the
Constitution grants the federal
government the authority to regulate
interstate commerce, courts have
concluded that the Commerce Clause
Center for Public Health and Tobacco Policy

contains a “dormant” aspect that
concurrently limits authority of states to
regulate interstate commerce. However,
this does not mean that states are
prohibited from passing laws that impact
interstate commerce. If a state law
furthers a legitimate local interest and
does not discriminate against out-ofstate interests (by, for example, treating
in-state and out-of-state businesses
differently), “it will be upheld unless the
burden imposed on such commerce is
clearly excessive in relation to the
putative local benefits.”127 This analysis
is known as the Pike balancing test.
In the Brown & Williamson case, the
federal trial court agreed with the
plaintiffs that section 1399-ll violated the
dormant commerce clause, and it struck
down the law as unconstitutional. It
wrote that the law discriminated against
out-of-state businesses by essentially
requiring that all cigarettes sales take
place through face-to-face transactions
(thus favoring in-state, brick-and-mortar
businesses over out-of-state, online
competitors). This ruling was appealed
to the Second Circuit Court of Appeals,
which reversed the trial court’s ruling
18

Cigarette Tax Evasion in New York

and reinstated the law in February 2003.
The Second Circuit wrote that the
statute did not discriminate against outof-state businesses because its
provisions prohibited shipments by both
in-state and out-of-state businesses.128
Both in-state and out-of-state cigarette
companies could still sell their cigarettes
in New York; they would just have to do
so by selling them through retail dealers.
The court concluded the Pike balancing
test was satisfied because the law
furthered legitimate state interests and
its “de minimis burden on interstate
commerce was not ‘clearly excessive in
relation to the local putative benefits.’”129
As a result of Second Circuit’s decision
in Brown & Williamson, section 1399-ll
finally went into effect in February 2003,
more than two years after it was passed.
The law, however, had a significant
loophole. Because the state was without
authority to regulate the U.S. Postal
Service, the law could not prevent the
U.S. Postal Service from accepting and
delivering shipments of cigarettes. The
law could still be enforced against the
company selling the cigarettes, but the
largest online retailers were located on
Native American reservations and thus
also beyond the reach of the state’s
enforcement powers. The loophole
allowing for shipments by the U.S.
Postal Service was finally addressed in
2010 by the Prevent All Cigarette
Trafficking Act (the PACT Act), which is
discussed below.
Federal Law
Jenkins Act
Under New York law, if a customer
obtains cigarettes that do not bear a
New York tax stamp, the customer
Center for Public Health and Tobacco Policy
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becomes liable for paying a “use tax” on
that pack of cigarettes equal to the
amount of the excise tax ($4.35 per
pack). The Jenkins Act, a federal statute
that is more than sixty years old, gives
the state an important tool to help track
down customers who have obtained
cigarettes without paying applicable
taxes.130
The Jenkins Act requires any company
that sells or ships cigarettes into a state
to provide the state tax administrator
with the names and addresses of the
people who received cigarettes, as well
as information about the quantities and
brands of the cigarettes delivered. If
taxes were not paid on those products,
the state can then use the information
obtained through the Jenkins Act to
collect the use tax from those
individuals.131
The PACT Act increased penalties
under the Jenkins Act. Until 2010,
violations of the Jenkins Act were
considered misdemeanors, punishable
by fines of up to $1000 and no more
than six months in jail. After the PACT
Act revisions, violations are now felonies
punishable by imprisonment of up to
three years, and more importantly,
states now have the authority to sue
violators in federal court and obtain
monetary damages.132 The
amendments to the Jenkins Act were
intended to encourage stronger
enforcement efforts. As an article in the
Columbia Business Law Review
summarized, enforcement of the
Jenkins Act before the recent
amendments had been uneven:
The Jenkins Act has proved of
limited effectiveness as an
enforcement
tool
because
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retailers routinely fail to file the
required
reports.
When
contacted and asked to file,
retailers often ignore the
request. If a retailer does not
file, a state will not necessarily
know whether it was required to
file, since the retailer might not
have made any sales into that
state. Since penalties for
violation are so low, U.S.
Attorneys do not have strong
incentives to bring prosecutions
for failure to file. Moreover,
because a uniform format for
filing a report does not exist,
filings can be difficult to
aggregate or use efficiently
when reports occur. When
states
contact
customers
regarding taxes due, the rate of
response for payment tends to
be low. When necessary,
collecting the taxes from
customers who do not respond
presents additional significant
challenges.133
Another important barrier to Jenkins Act
enforcement has been that Native
American retailers selling cigarettes
over the internet have refused to make
the reports, claiming that they are not
bound by the law.134 A strong argument
can be made that these claims are
legally incorrect – federal (as opposed
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to state) laws generally apply to Native
American businesses, subject to limited
exceptions135 – but the issue has never
been tested in court.136
PACT Act
In 2005 and 2006, under pressure from
then-New York Attorney General Eliot
Spitzer, the major private mail delivery
companies – FedEx, UPS, and DHL –
all agreed to stop shipping cigarettes to
U.S. customers.137 The U.S. Postal
Service, however, continued to permit
cigarette deliveries, arguing that it was
legally unable to prevent such shipment
unless Congress acted.138 That loophole
was finally closed when President
Obama signed the Prevent All Cigarette
Trafficking (PACT) Act on March 31,
2010.139 In addition to prohibiting the
use of the U.S. Postal Service to mail
tobacco products, the law also requires
online vendors to ensure that all
applicable state and local taxes are paid
on the products they sell. The Campaign
for Tobacco-Free Kids, a strong
supporter of the PACT Act, predicts that
the law will “fight crime and increase
government revenues by ensuring the
collection of federal, state and local
tobacco taxes on cigarettes and
smokeless tobacco sold via the Internet
or other mail-order sales.”140
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Prevent All Cigarette Trafficking (PACT) Act, P.L. 111-154
•

Prohibits the delivery of cigarettes or smokeless tobacco products unless the excise tax
has been paid and all required tax stamps are affixed to the products.

•

With limited exceptions, makes cigarettes and smokeless tobacco “nonmailable matter”
that cannot be sent through the U.S. mail. Exceptions include (a) cigars, (b) mailings
between legally operating tobacco businesses, and (c) mailings by individuals for
noncommercial purposes. Requires the seizure of any prohibited tobacco products
deposited in the U.S. mail. [Leading private carriers such as UPS and FedEx have
already agreed not to handle shipments of cigarettes.]

•

Prohibits sales or deliveries to persons under the legal age for tobacco purchases, as
determined by local law. Requires sellers to verify the purchaser’s age before completing
a sale, and requires the use of a delivery method that verifies the age of the person
receiving the package.

•

Permits the Bureau of Alcohol, Tobacco, and Firearms (ATF) to inspect the business
premises and records of sellers to ensure their compliance with the law.

•

Establishes penalties for violations and specifies that 50 percent of civil and criminal
penalties collected will be used for anti-trafficking efforts.

•

Amends the Jenkins Act to add additional reporting requirements, increase available
penalties, and allow states to bring civil enforcement actions.

●

Legal Challenge to the PACT Act
On June 25, 2010, four days before the
PACT Act was scheduled to go into
effect, a complaint was filed with a U.S.
District Court in the Western District of
New York challenging the
constitutionality of the law (Red Earth
LLC v. United States). The plaintiff, a
Seneca Nation retailer who distributes
tax-free cigarettes via the internet,
phone orders, and mail orders, claimed
that the PACT Act violates federal
Native American treaty rights as well as
numerous provisions of the
Constitution.141
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The case was assigned to Judge
Richard Arcara, the same judge who
also heard the challenge to New York’s
revised cigarette tax laws. On July 30,
Judge Arcara issued an opinion on the
plaintiffs’ motion for a preliminary
injunction. Of the many different legal
arguments raised by the plaintiffs, Judge
Arcara found that the plaintiffs had
shown a “clear likelihood of success” on
only one of them.142 That challenge
involved a claim that the PACT Act
violated the Due Process Clause of the
Constitution because it required retailers
to pay state or local cigarette taxes
before mailing cigarettes, even if they
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lacked “minimum contacts” with the
jurisdiction at issue. As courts have
interpreted the Due Process clause,
businesses can be subjected to a state’s
jurisdiction – i.e., they can be required to
defend a lawsuit or pay taxes – only if
they have established “sufficient
minimum contacts” with the state.
“Minimum contacts” has proven to be a
difficult concept to define, but Judge
Arcara wrote that under existing law, a
“single, isolated sale may not be enough
to subject a seller to a foreign
jurisdiction,” and the PACT Act requires
taxes to be paid in advance of all
cigarette shipments, even if the seller
has no other contacts with the taxing
jurisdiction.143 Because the PACT Act
failed to distinguish between sellers who
could be required to pay taxes under the
Due Process Clause and those who
could not, he ruled that the PACT Act
provisions regarding tax payments
would likely be invalidated. He then
issued a preliminary injunction
preventing the government from
enforcing the section of the PACT Act
that requires sellers to pay all applicable
state and local taxes before mailing
cigarettes.
Judge Arcara, however, did not enjoin
enforcement of the PACT Act in its
entirety. He ruled that all other portions
of the PACT Act could be enforced,
including the provision prohibiting the
use of the U.S. Postal Service to mail
cigarettes.144
Both sides appealed the ruling. The
government appealed the judge’s
decision to enjoin the section of the law
relating to tax payments, and the
plaintiffs appealed the judge’s decision
to let the remaining portions of the law

Center for Public Health and Tobacco Policy

January 2011

go into effect. The case is now before
the Second Circuit Court of Appeals.
*

*

*

New York has been a national leader in
attempting to prevent online sales of
tobacco products. Nonetheless, online
retailers have continued to ship
cigarettes to New Yorkers, primarily
from Native American reservations. If it
survives the pending legal challenge,
the PACT Act will help to finally put an
end to untaxed internet tobacco sales.
This will boost New York State’s tax
collection efforts and also help to
prevent minors from obtaining tobacco
products.

Part 5 – Smuggling and
Counterfeiting
Untaxed cigarettes are also introduced
into the stream of commerce through
smuggling. Smuggling can be the work
of small-scale bootleggers or large-scale
organized crime rings. In addition,
counterfeiting – of cigarette stamps and
of cigarettes themselves – has become
a growing problem in the U.S. and
around the world. Legal measures have
been proposed both at the national and
international levels to help address
these problems.
Smuggling
As mentioned in Part 1, cigarettes from
Native American reservations, online
retailers, and lower-tax states are
brought into New York – especially New
York City – and sold by illegal street
vendors and bodegas.145 Although
police action has reduced the visibility of
these illegal sales, they remain
prevalent – particularly in low-income,
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minority communities – and threaten to
undermine the public health benefits of
cigarette tax increases.146
“In the case of cigarette [smuggling]
schemes,” the Wall Street Journal
recently reported, “authorities see more
organized crime and international rings
supplanting mom-and-pop
operations.”147 Terrorist groups appear
to be involved as well.148 Trafficking in
untaxed cigarettes may be appealing to
criminal enterprises because of the
potential for high profits with fewer risks
than other types of criminal conduct.
Compared to narcotics trafficking, for
example, less money is put into tobacco
enforcement and the penalties for
tobacco trafficking are typically less
severe.149
An important dimension to this problem
is the role of the major cigarette
manufacturers. Past investigations have
found that “[t]he tobacco industry . . . did
not merely turn a blind eye to the
smuggling – it managed the trade at the
highest corporate levels.”150 The
availability of lower-cost cigarettes
generally increases cigarette sales and
attracts new customers. Unless they are
penalized for allowing cigarette
smuggling to occur, cigarette companies
benefit from the effects of cigarette
smuggling and therefore have little
incentive to prevent it.
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governments as well as additional
payments if smuggled Philip Morris
cigarettes were seized in the future.151 It
also agreed to various measures to help
control the distribution and tracking of
cigarettes.152 A study of cigarette
smuggling in Spain and Italy found that
after the agreement was signed in 2004,
seizures of illegal cigarettes fell
dramatically.153 The authors of the study
concluded:
The data strongly suggest that
the key to controlling largescale
organized
tobacco
smuggling is cutting off supply
to the illicit market – turning off
the tap. . . . The data from Italy
and Spain show that the
industry is able to a great extent
to control the supply chain, so
that when it considers that
smuggling becomes too risky, it
stops supplying the illegal
market and its brands are no
longer available in the illicit
market.154
When legal and public pressure has
been applied, the tobacco industry has
engaged with foreign governments to
help reduce illegal tobacco sales. The
notable successes demonstrate the
influence tobacco companies can have
on smuggling.
Counterfeiting

Tobacco manufacturers can, however,
play a significant role in reducing
smuggling when given an incentive to
do so. After European countries filed a
lawsuit in U.S. courts accusing Philip
Morris and R.J. Reynolds of colluding in
cigarette smuggling, Philip Morris signed
a settlement agreement in which it
agreed to pay $1 billion to European
Center for Public Health and Tobacco Policy

Counterfeit tax stamps enable tax
evasion by making it appear as if the
required taxes have been paid when in
fact they have not. New York law
enforcement has been active in trying to
locate the source of counterfeit tax
stamps, but the profitability of the
enterprise makes it difficult to eliminate.
23

Cigarette Tax Evasion in New York

In 2009, twenty-one people were
arrested in a sting operation conducted
by the New York Department of
Taxation and Finance in conjunction
with local police departments. The men
who were arrested had purchased
millions of unstamped cigarettes from
undercover operatives, attached fake
tobacco tax stamps to them, and then
resold them to retailers.155 The law
enforcement action resulted in the
closure of a counterfeit tax stamp
operation that was being operated from
a warehouse in the Bronx.156 Other law
enforcement investigations by New York
authorities have resulted in the
interdiction of counterfeit tax stamps that
were being sent in from abroad.157
A related problem is the sale of
counterfeit cigarettes that fraudulently
appear to have been manufactured by
“brand name” companies. These
cigarettes are almost always sold
without the required taxes being paid,
and they may also pose additional
health risks. The Center for Public
Integrity writes:
Of special concern is the advent
of a massive counterfeiting
industry. Once a minor problem,
today underground factories in
China, Paraguay, and Eastern
Europe manufacture literally
billions of fake cigarettes –
Marlboros, Camels, 555s, Mild
Sevens – an uncontrolled
industry that law enforcement is
only beginning to grapple with.
Many of the smokes are made
from the lowest quality tobacco,
full of stem and sawdust, and
spiked with unusually high
levels of nicotine. Other packs
contain far worse. Tests reveal
Center for Public Health and Tobacco Policy
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that counterfeit cigarettes carry
a bevy of products that could
further shorten even a heavy
smoker’s life: metals such as
cadmium, pesticides, arsenic,
rat poison, and human feces.158
In 2005, the FBI broke up a large
smuggling ring that had been illegally
importing counterfeit cigarettes from
China for sale in New York City and
elsewhere.159
Unlike other forms of tax evasion, the
sale of counterfeit cigarettes deprives
the major cigarette manufacturers of
revenue. There are therefore
opportunities for law enforcement to
work with cigarette manufactures to
address the problem of counterfeit
cigarettes, and the tobacco companies
are also willing to take legal action on
their own. According to a statement
released by Philip Morris in July 2010,
the company has filed lawsuits against
47 New York retailers for selling
counterfeit Marlboro-brand cigarettes
since May 2009.160
Proposed Interventions
The STOP Act and High-Tech Tax
Stamps
The Smuggled Tobacco Prevention Act
(STOP Act) is proposed federal
legislation introduced in Congress by
Rep. Lloyd Doggett (D-TX) and Sen.
Frank Lautenberg (D-NJ).161 Versions of
this bill have been introduced in several
consecutive congressional sessions but
have never advanced to a vote in either
chamber.
The proposed law would support the
detection and prosecution of smuggling
24
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data encrypted in the stamps is
extremely difficult to replicate.163
Adoption of high-tech tax stamps at the
federal level may allow state and local
governments to encrypt the stamps with
additional codes to establish that the
required state and local taxes have
been paid.164

by requiring cigarette manufacturers to
attach high-tech tax stamps (referred to
in the bill as “unique identification
markings”) to each pack, carton, and
case of cigarettes. These markings will
demonstrate that the required taxes
have been paid, but they will also be
capable of storing encrypted information
(such as the identifications of the tax
stamp purchaser and subsequent
purchasers) that can be easily scanned
by law enforcement officials with
portable devices. The Secretary of the
Treasury is charged with developing
regulations that would explain how each
person in the supply chain (with the
exception of the ultimate retailer) is
required to use the tax stamps in order
to “facilitate the tracking and tracing of
tobacco product through the distribution
system.”162

Even without federal action, however,
states could create their own high-tech
tax stamps and otherwise improve their
own systems for tracking the distribution
of cigarettes. California has had a hightech tax stamp system in place since
2005, and according to news reports,
“the high-tech stamps, in combination
with legislative changes, have helped
the state recoup $150 million a year in
excise and sales tax from tobacco
products,” while costing the state only
$6 million per year.165

Such a “track and trace” system, using
encrypted information on the high-tech
stamps, would dramatically enhance the
ability to track cigarettes through the
distribution chain. Even though the
visual image of the high-tech tax stamp
may be copied by counterfeiters, the

●

Bills have been introduced in the New
York State Senate to require scannable
and encryptable tax stamps, but thus far
no action has been taken on those
bills.166

●

●

Family Smoking Prevention and Tobacco Control Act
The Family Smoking Prevention and Tobacco Control Act of 2009 (FSPTC Act), which provided
the Food and Drug Administration (FDA) with limited authority to regulate tobacco products, also
gave the FDA authority to address issues relating to tax evasion.
The FSPTC Act empowers the Secretary of Health and Human Services to “require codes on
the labels of tobacco products or other designs or devices for the purpose of tracking or tracing
the tobacco product through the distribution system.” 21 U.S.C. § 387t(b)(3) (2011). The
Secretary is also authorized to mandate recordkeeping by people or companies involved in the
manufacture and distribution of cigarettes and to inspect such records. Id. § 387t(b), (c).

●
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Article 15, requires parties to adopt or
strengthen legal measures to combat
smuggling and to ensure that all tobacco
products are clearly labeled with their
country of origin. In addition, it provides
that the parties shall “consider, as
appropriate, developing a practical
tracking and tracing regime that would
further secure the distribution system
and assist in the investigation of illicit
trade.”168

Other provisions of the proposed STOP
Act would:
• Regulate and track the sale of
machinery used to produce tobacco
products and tax stamps;
• Create additional permitting and
record-keeping requirements to
assist in tracking the distribution of
tobacco products; and
• Establish an “Anti-Contraband
Tobacco Trafficking Fund” to help
fund the enforcement of smuggling
laws.167

One hundred and seventy-two nations
are parties to the treaty, but the United
States is not among them because the
FCTC has not been ratified by the
Senate. In June 2009, talks were held in
Geneva, Switzerland, to begin
developing a protocol to further reduce
tobacco smuggling.169 Because the
United States is not a party to the
FCTC, these talks – which hope to
result in the completion of a new
protocol by 2012170 – have been
proceeding without the official
involvement of the United States.

Framework Convention on Tobacco
Control
Because tobacco smuggling and
counterfeiting are international
problems, solutions must also be sought
at the international level. The
Framework Convention on Tobacco
Control (FCTC), an international treaty
that aims to reduce global tobacco use,
includes an article addressing tobacco
smuggling. That section of the treaty,

●

●

●

“The Parties recognize that the elimination of all forms of illicit trade in
tobacco products, including smuggling, illicit manufacturing and
counterfeiting, and the development and implementation of related
national law, in addition to subregional, regional and global agreements,
are essential components of tobacco control.”
—Framework Convention on Tobacco Control, Article 15, § 1
●
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Part 6 – Recommendations and
Conclusions
With approximately half of all New York
smokers purchasing untaxed or lowtaxed cigarettes in 2009, it is imperative
to address the immense scale of
cigarette tax evasion in New York.171
The most important priority must be to
ensure that cigarette taxes are collected
on sales by Native American retailers to
non-Native American customers. Native
American retailers are the primary
source of untaxed cigarettes in New
York. In addition, they are a major
national source of untaxed internet
sales, and some supply untaxed
cigarettes to illegal smuggling
operations that resell them in New York
and elsewhere. The availability of these
untaxed cigarettes costs New York
State hundreds of millions of dollars a
year in lost tax revenue, and it harms
the health of New Yorkers by
undermining the public health benefits of
cigarette taxes.
Our recommendations to address the
issues discussed in the report are set
forth in further detail below.
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●

●

●

Recommendations:
• Enforce requirements that
Native American retailers
collect state cigarette taxes
from non-Native American
purchasers;
• Aggressively enforce the PACT
Act provisions for online
tobacco sales;
• Adopt measures to control the
production and distribution of
cigarettes; and
• Engage community members in
developing and executing
solutions.
●

●

●

Enforce Requirements that Native
American Retailers Collect State
Cigarette Taxes from Non-Native
American Purchasers

State to enforce section 471-e, the state
must be persistent and diligent in its
enforcement efforts.172

The Supreme Court has clearly
established the authority of New York
State to collect its cigarette tax on sales
by Native American retailers to nonNative American customers, and the
revised version of New York Tax Law
section 471-e now provides the state
with the legal framework in which to do
so. Provided the courts allow New York

Because untaxed tobacco sales have
served as a major source of revenue for
some Native American reservations, the
state must engage in a serious effort to
provide economic development
assistance to Native American tribes in
order to help the tribes handle the
inevitable reduction in tobacco-related
revenue that will follow enforcement of
section 471-e. One possibility would be
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for the state to agree to share a portion
of its increased tax revenue with Native
American tribes.173
Aggressively Enforce the PACT Act
Provisions for Online Tobacco Sales
If it survives legal review, the PACT Act
will provide both the federal government
and state government with new tools to
help end untaxed online cigarette sales.
The state should work closely with the
federal government to ensure that the
provisions requiring full payment of state
and local taxes are enforced, and for
any illegal sales that do occur, it should
use its new authority under the Jenkins
Act to bring civil actions against
violators.
Implementation of the anti-smuggling
recommendations discussed below will
also help to ensure that illegal online
sales are detected and halted.
Adopt Measures to Control the
Production and Distribution of
Cigarettes
Many of the measures in the proposed
STOP Act would help to address
cigarette smuggling in New York and the
United States. If the federal bill is not
passed, states may consider adopting
some of its requirements at the state
level.
For example, New York could develop a
“track and trace” system by adopting its
own high-tech tax stamps, which would
allow authorities to instantly check the
authenticity of tax stamps. California’s
experience with high-tech tax stamps
suggests that even though the systems
are expensive to install and maintain,
they more than pay for themselves by
Center for Public Health and Tobacco Policy

January 2011

greatly enhancing the state’s ability to
detect smuggling and counterfeiting.174
Other measures that could be enacted
at the state level include (a) licensing
key entities along the cigarette
distribution chain and requiring those
entities to ensure that all taxes are paid
on the cigarettes that they produce or
distribute,175 and (b) prohibiting sales of
raw materials or tobacco manufacturing
equipment to unlicensed tobacco
manufacturers.176
New York should also explore ways to
ensure that cigarette manufacturers
have an incentive to control the
distribution of their products and
eliminate untaxed cigarette sales. For
example, if a manufacturer’s product is
seized during a smuggling investigation
or found in retail stores without bearing
the required tax stamps, the
manufacturer could be required to pay
the unpaid taxes on the cigarettes as
well as an additional fine.177 For such
solutions, dormant commerce clause
issues and other legal obstacles need to
be examined in more depth.
At the other end of the distribution chain
– the consumer – state and local
governments could explore the efficacy
of placing restrictions on consumer
purchases of cigarettes, such as limiting
the number of cartons a person may
purchase in a single transaction to a
quantity reasonable for personal use.178
Finally, some policies to help reduce
smuggling can only be implemented at
the federal level, but could significantly
assist state and local efforts to reduce
smuggling. Such measures include:
• Ratifying the Framework Convention
on Tobacco Control and assisting in
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•

•

the development of an international
tracking and tracing system;179
Using the federal government’s
spending power to pressure low-tax
states to increase their cigarette
taxes; and
Increasing enforcement of federal
cigarette tax evasion laws, focusing
on large smuggling networks.

Engage Community Members in
Developing and Executing Solutions
Tax evasion is a legal issue, but it also
occurs in response to social, economic,
and cultural factors. Decision-makers
should work with the communities where
tax evasion is most prevalent –
communities near Native American
reservations and areas with high
smuggling rates – to better understand
and address the factors driving high
tobacco use rates and illegal tobacco
sales. As an American Journal of Public
Health study analyzing cigarette
bootlegging in Harlem concluded:
Community-based participatory
research and action models that
include community residents
and organizations in the
process of social change show
promise in reducing tobaccorelated
health
disparities.
Community members may be
more effective than local
government
agencies
in
creating
local
educational
campaigns that reframe illegal
sales as exploitive of poor
neighborhoods and deleterious
to the health of the community.
It is also crucial to collaborate
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with community members to
develop
interventions
that
address pro-smoking norms.180
The public health community could work
closely with impacted communities in
order to reduce tax evasion, support
smoking cessation, and alleviate
disparate health impacts.
Increasing public awareness about the
harmful effects of tax evasion also
would help address such conduct.181
The public could be enlisted to report
tax evasion through a hotline, and legal
protection could be given to
“whistleblowers” who come forward and
notify authorities about their employers’
involvement in tax evasion.182
Conclusion
Tax evasion is a serious problem for
New York State, and the scope of the
illegal activity suggests the need for an
aggressive, multi-pronged approach to
the issue. As these recommendations
suggest, the response must combine
active law enforcement, creative
policymaking, and sensitivity to the
needs of the communities involved. It is
well-established that taxation is one of
the most effective ways to reduce
tobacco use.183 High cigarette excise
taxes have played an important role in
New York’s success in reducing
smoking rates, and the state should be
proud of its leadership on this issue.184
Nonetheless, the availability of cheap,
contraband tobacco is a serious threat
to public health that must be addressed.
Eliminating tax evasion should be a top
priority for federal and state officials.
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Appendix A: Useful Links
Center for Public Health and Tobacco Policy
http:///www.tobaccopolicycenter.org
New York State Tobacco Control Program
http://www.health.state.ny.us/prevention/tobacco_control/
Full text of New York Tax Law:
http://public.leginfo.state.ny.us/menuf.cgi (select “Law of New York” and then “Tax”)
Full text of PACT Act:
http://www.gpo.gov/fdsys/pkg/BILLS-111s1147enr/pdf/BILLS-111s1147enr.pdf
Full text of proposed STOP Act:
http://www.gpo.gov/fdsys/pkg/BILLS-111s3288is/pdf/BILLS-111s3288is.pdf
New York State Department of Taxation and Finance (tobacco tax information):
http://www.tax.ny.gov/bus/cig/cigidx.htm
New York City Department of Finance (tobacco tax enforcement):
http://www.nyc.gov/html/dof/html/services/services_fraud_cigarettes.shtml
Campaign for Tobacco-Free Kids (report on internet tobacco sales):
http://www.tobaccofreekids.org/reports/internet/
Center for Public Integrity (investigative reports on tobacco smuggling):
http://www.publicintegrity.org/investigations/tobacco/articles/
•

Report on Native American manufacturing and cross-border smuggling between
the U.S. and Canada
http://www.publicintegrity.org/investigations/tobacco/articles/entry/1230/

•

Report on the underground cigarette market in New York
http://www.publicintegrity.org/investigations/tobacco/articles/entry/1084/

•

Report on online cigarette vendors
http://www.publicintegrity.org/investigations/tobacco/articles/entry/1085/

World Health Organization, Framework Convention on Tobacco Control:
http://www.who.int/fctc/en/
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